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EQUITY SECURITIES 

EQUITY VS. DEBT  
Bonds are debt instruments. An investor holding a bond is entitled to repayment based on the 

contractual agreement. ____________________________________________________, such as 

common stock, however, represent ownership interests in a firm. A firm can issue equity securities 

to raise money for projects: investors contribute money to the firm in exchange for a percentage 

of ownership. 

Table 1: Debt vs. Equity 

Debt Equity 
Borrowing, not an ownership interest. Ownership of the residual claim, or what 

remains after debt. 

Creditors do not have voting rights. Vote on the board and other issues. 

Interest payments are tax deductible (paid 

before taxes.) 

Dividends are not a “cost of doing business” 

nor tax deductible (paid after taxes, and then 

taxes paid again by the shareholder – double 

taxation). 

Creditors have legal recourse if interest or 

principal payments missed. 

Dividends are not a liability nor required to be 

paid, shareholders cannot sue for dividends. 

Excess debt can lead to financial distress, 

default, and bankruptcy. 

An all-equity firm cannot go bankrupt since 

bankruptcy is inability to meet debt 

obligations. 

 

Raising Capital 
Firms often issue both debt and equity to raise money for projects, as each has distinct benefits 

and costs. The optimal mix depends on factors such as the firm’s financial position, stage of 

development, and market conditions. 

 

 

 

What is a cost of debt to a firm? What is a cost of equity to a firm? 

 

__________________________________________________________ 

 

 

__________________________________________________________ 

 

 

__________________________________________________________ 
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Debt allows a firm to raise capital without giving up control, is typically less costly than equity: 

• Bondholders generally require a lower rate of return than equity investors do 

• Debt offers tax advantages, since interest payments are tax-deductible. However, the cost 

of debt increases as the firm takes on more leverage and risk. 

Debt is a liability while equity is not. Equity may be the only source of financing for startup firms, 

but dividends are not required to be paid, nor are they a liability to the firm. 

 

COMMON STOCK 

Rights 
As shareholders of a firm, the equity investors are entitled to: 

1. _______________________________ at the firm’s annual meeting. 

2. _____________________, if paid. 

3. ______________________________________, or what remains after debt is paid in the 

event of liquidation. 

4. ______________________________________ in some cases, or the ability of existing 

shareholders to purchase newly issued shares by the company before it is offered to others. 

Issuing new shares can be _______________________ to existing owners, so this gives 

existing owners an opportunity to maintain their ownership stake. Preemptive rights are 

not very common in publicly traded companies but may be more common in privately held 

firms. 

 

Voting 
Generally, owning a share entitles the holder to one vote. Thus, larger shareholders can exert 

significantly more influence, just by holding more shares. Some firms have 

______________________________________________ whereby some shares have more than 

one vote. This protects founders’ power over the firm. 

Figure 1: Dual Class Shares and Voting Rights (Class B = 10 votes per share) 
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Voting for directors can be either through ________________________________, where you cast 

votes for each director or ______________________________________ where you can pool all 

your votes in support for one or a few directors (i.e., if the election is for 5 directors and you have 

1 share, you can vote for one of the directors 5 times instead of having one vote for each director). 

Cumulative voting may give more power to smaller voters but is relative rare in the United States. 

 

Voting is done by ____________, submitting your vote via ballot or a grant of authority to another 

individual to vote your shares. _______________________________ occur when shareholders 

attempt to oust existing directors by soliciting proxies from other dissatisfied voters.  

 

___________________________ (or ______________________________) boards occur when 

the firm only has some of their directors up for election at an annual meeting rather than all. In this 

way, it can take multiple years for a firm’s board to be ousted by voters. This can protect existing 

management. Because it is unpopular with shareholders, staggered boards have decreased 

substantially in recent years.  

 

Figure 2: A Proxy Card 
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PREFERRED STOCK 
Recall that _______________________________________ are equity shares that often pay 

_________________________________________. That is, dividends are paid in perpetuity, and 

if ever dividends are skipped, they must be paid before common shareholders can be paid their 

dividends. In general, preferred shares have no voting rights and may be callable. 

 

While preferred stock is senior to common stock, it is subordinate to bonds. Given they make 

scheduled dividend payments they are not as susceptible to volatility like common stocks, given 

their cash flows are “bond like”. While individual investors do not invest in preferred shares as 

much as they do common stock, corporate investors may find them attractive because they can 

deduct as much as 50% to 100% of the dividend income from their taxable income depending on 

their ownership interest in the dividend paying company. 

 

TRADING AND MARKETS 

SECONDARY MARKETS 
Equity securities exchange hands among __________________ (who have an inventory of 

securities), ___________________ (who match traders and transact on behalf of their clients), and 

investors in ______________________________________.  

 

When this trading occurs in secondary markets, the firm itself is generally not a party to the 

transaction and realizes no direct profits or losses from a trade, unlike when the firm raises money 

through the sale of stocks or bonds in the ___________________________________. Trading 

implies that the ownership makeup of the firm is changing, and if buyers of the company’s stock 

are willing to pay more (less) for the shares, the value of the company will be increasing 

(decreasing). 

• ______________________ participate in markets by maintaining an inventory of 

securities that they sell from and add to by buying and selling with market participants. 

They make money on the _____________________ spread, or selling securities at 

________ prices slightly higher than their _________ prices. 
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• ______________________ will buy and sell securities on behalf of their clients, making 

money on commissions and fees for matching buyers to sellers. 

 

 

 

 

 

• ___________________________________________ serve both roles, serving as an 

___________________________ by matching buyers and sellers or trading from their own 

account.  

 

 

 

EXCHANGES AND DEALER NETWORKS 
Markets and exchanges are the venues where trading of securities takes place. Much of trading 

today is now electronic. __________________________________________________________ 

____________________________ match buyers and sellers directly via electronic networks, but 

traditional exchanges and networks are still popular among investors: 

 

 

How does the compensation differ among brokers and dealers? How does the 

risk they bear differ? 

 

__________________________________________________________ 

 

 

__________________________________________________________ 

 

 

__________________________________________________________ 

 

 

__________________________________________________________ 
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New York Stock Exchange 

Traditionally, ________________________________ on the NYSE receive a request from their 

clients to buy or sell a stock. They then seek out a dealer on the NYSE floor, known as a 

_________________________________________________________________ to buy or sell 

the shares. The DMM may also match that broker with another broker who wants to sell (buy) 

what the first broker is buying (selling). Today, much of the trading happens electronically. 

 

 

Figure 3: The Floor of the NYSE 
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National Association of Securities Dealers Automated Quotations (NASDAQ) 

 

NASDAQ was traditionally an electronic market of dealers only. Dealers would post their bid and 

ask prices and transact directly with one another by trading 

_______________________________________ virtually. Now, NASDAQ acts as a fully 

electronic exchange. 

 

READING A STOCK QUOTE 
 



[10] 

 

 

CAPITAL MARKET EFFICIENCY 
Stock prices vary over time as buyers and sellers of securities bid up the prices of securities or sell 

out of (and reduce) the price of securities. Their actions are based on reaction to news and 

information, practically immediately, after news comes to markets. 

 

Figure 4: Stock Price Reaction to News 

 

THE EFFICIENT MARKET HYPOTHESIS 
The _______________________________________________ is the idea that security prices 

reflect all available information. When news comes to markets, millions of highly competitive 

investors react such that it is difficult or impossible to consistently make gains by trading on news. 

Thus, stock prices “efficiently” reflect news and information. 

 

 

There are three types or “forms” of market efficiency, ranging from least information inclusive to 

most information inclusive: 
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1. ______________________________________: security prices reflect all past and publicly 

known stock price information. 

 

 

 

 

 

2. ______________________________________: security prices reflect everything in weak 

form as well as all publicly known financial information about the stock as well as investors’ 

expectations about the future. 

 

 

 

 

 

3. ______________________________________: security prices reflect everything in weak and 

semistrong form, as well as private information. 

 

 

If markets are efficient, there is no reason to believe that some stocks are “too low” or “too high.” 

The price should equal its “true” or _______________________ value, with all news “baked in.” 

You would not be able to consistently and repeatedly earn short-term abnormal returns by buying 

stocks, but you could still be able to earn a positive return by investing in growth, particularly with 

long buy-and-hold strategies. 

 
By weak form efficiency, looking at past stock prices and charts would not help you 

pick good stocks. Forward looking types of analysis (i.e., ratios and projections) 

may be useful. 

 

 

 
By semistrong form efficiency, looking at past stock prices and charts and/or 

conducting financial analysis would not help you pick good stocks. Inside 

information may be useful but is illegal! 

 

 

 
By strong form efficiency, looking at past stock prices and charts and/or conducting 

financial analysis and/or knowing about positive or negative news about a company 

before it is publicly known would not help you pick good stocks. 
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IN SUMMARY 
Equity securities represent an ownership interest in a firm. As such, the owners of the firm are 

entitled to certain rights, including voting and a share of the profitability through dividends. We’ll 

next consider what an equity security should be worth, by taking the present value of the cash 

flows it is entitled to receive.  
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CRITICAL THINKING & CONCEPTUAL QUESTIONS 
1. Describe the differences between debt and equity, and why a firm might issue each to pay for 

projects and investments. 

2. Explain the tax benefit of debt to a firm. Explain double taxation in the context of dividends. 

3. Creditors do not have voting rights like equity holders do, but how might they control some of 

the actions of the firm through protective covenants? 

4. What does it mean for a firm to be financed entirely through equity?  

5. How do dual class share structures and staggered (or classified) boards protect existing 

managers and directors of a firm? All else equal, would you want a firm that you own stock in 

to have a dual class share structure or staggered board? 

6. Does your vote really matter in corporate elections? Who controls the firm and has voting 

power? 

7. Explain how preferred shares and common shares differ when it comes to dividends. 

8. Preferred stock is an equity security but is often called a “hybrid” of debt and equity. In what 

ways does preferred stock exhibit a mix of both debt and equity features? 

9. Preferred stockholders do not vote in corporate elections. What, then, makes them “preferred”? 

10. Why would an investor purchase equity shares if the company doesn’t pay dividends? 

11. What’s the difference between dealers and brokers? How are they compensated? 

12. Explain (briefly) the risks that brokers and dealers are subject to. 

13. Explain the mechanism behind stock prices “moving.” That is, what causes a stock’s price to 

rise or fall throughout the course of the day? 

14. Explain the “traditional” process of trading on the floor of the NYSE and how this process 

differs from trading on the NASDAQ. 

15. Dealers on the floor of the NYSE are known as “designated market makers.” Describe their 

role. What does it mean to be a “market maker”? 

16. What might explain why a company experiences trading volume in a day significantly above 

its normal trading volume? 

17. What does the saying “stock prices reflect information” mean? What causes stock prices to 

reflect information? 

18. A financial analyst tells you: “It is a waste of time to look at stock price charts. Everyone 

already has access to those charts and uses them to make trading decisions. What you should 

do is conduct financial analysis, use ratios, and use forecasts to pick good stocks.” What 

version of market efficiency do you think this analyst believes in? 

19. You tell a friend, “My relative works for the US Department of Defense (DoD). They told me 

that the DoD will announce in one week a $200 billion deal with Lockheed Martin to produce 

a new fleet of helicopters. Go buy some Lockheed stock today!” 

a. Your friend responds: “It doesn’t matter. The stock price already reflects this news even 

if it wasn’t publicly announced yet.” What type of market efficiency does your friend 

believe in?  

b. You purchased Lockheed stock based on this information prior to the announcement. 

What are the potential consequences of your actions? 
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c. You told your friend this information, and they bought Lockheed stock, profiting when 

the stock price jumped 10% once the news became public. What is a potential 

consequence of your friend’s actions? What is a potential consequence of your actions? 

20. How feasible is strong form market efficiency? Do we think that stock prices reflect all private 

information? 

21. Which version of market efficiency is most likely to explain how markets function in practice? 

22. Assume that you believe markets are efficient. Is it possible for you to make money by 

investing in stocks?  
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ANALYTICAL QUESTIONS 
Below is a stock quote for NVIDIA Corp. from Vanguard. Reference this stock quote to answer 

the questions that follow. Assume this stock quote is current and that this data reflects NVIDIA’s 

stock as of right now.  

 

1. What is the total value of NVIDIA’s equity? 
2. How much would you have to pay for this stock right now? 
3. If you had a share, how much could you sell it for right now? 
4. Is this stock’s price now higher or lower than it ended yesterday? 
5. Has the stock risen or fallen from its open today? By how much? 
6. How many times has this stock exchanged hands today? 
7. Interpret the stock’s P/E ratio. What does it mean and how is it calculated? 
8. About how much does this company pay in dividends per year? Why might investors be 

okay with such a low dividend? 

 


