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PRIMARY VS. SECONDARY MARKETS 

Private firms are owned by individuals and families, with up to 2000 shareholders. Examples 

include Koch Industries (oil refining and distribution, Brawny Paper Towels, Georgia Pacific 

Paper), Pilot Flying J (gas stations and travel plazas) and Mars (Pedigree Dog Food, M&M’s, 

Snickers).  

 

Public firms are formerly private firms that have sold shares to raise money on the primary 

market, and include firms like Disney, Apple, and Microsoft. They may have millions of 

shareholders who, as owners, vote for the board of directors to monitor managers.  

 

A firm raises money by issuing shares of stock (units of ownership) or by selling bonds 

(promissory notes, borrowing) on the primary market. Once these instruments are issued, 

shareholders or debtholders may wish to exchange their ownership interests or bonds with others 

in the secondary market. 

 

Figure 1: Primary and Secondary Markets 
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GOING PUBLIC & THE PRIMARY MARKET 

The process of a private firm issuing new shares in the primary market is known as going public 

in an initial public offering (IPO). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

In the traditional IPO process, firms issuing shares to the public for the first time register with the 

SEC and hire underwriters to advise the firm on how to price the shares being made available to 

the public (J.P. Morgan, Credit Suisse, Morgan Stanley). 

 

• Roadshow: series of presentations by underwriters and firm management to generate 

interest and establish IPO price (also known as book building). 

 

• Firm commitment: underwriters purchase the securities from the issuer, then resell to 

investors in the market. 

 

Why Do Firms Go Public?1 

 Firms may decide to go public for several reasons, including: 

• To raise capital and have an opportunity to raise additional capital in the future. 

• To increase liquidity for the firm’s stock, allowing owners to transact shares 

easily. 

• To create publicity, brand awareness, and prestige. 

• To attract and compensate employees with ownership interest. 

 

 However, going public has costs: 

• The act of going public itself costs money, and the Securities and Exchange 

Commission (SEC) requires a number of filings each year that can be costly to 

prepare. 

• Some flexibility may be lost if management must answer to disparate 

shareholders. 

• Information the firm discloses on public filings becomes available to competitors.  

• Agency problems: conflicts arise between the owners (shareholders) and the 

agents (managers). Owners may compensate agents with shares to address this 

concern. 
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Figure 2: Initial Public Offering 

 

 

  

Additionally, firms can raise additional capital by issuing shares through a seasoned equity 

offering once they have already gone public. 

 

 

SPECIAL PURPOSE ACQUISITION COMPANIES 

IPOs by a Special Purpose Acquisition Company (SPAC) occur when a “blank check” company 

goes public to raise money for the purpose of finding a target firm to purchase. Blank check 

companies cannot have pre-identified target, and usually liquidate if they cannot find a private 

firm to acquire within 18-24 months. 

 

 

The SPAC “reverse merges” with the acquired private company and assumes the identity of the 

acquired firm. 

 

Who bears the risk in a firm commitment? The firm or the underwriters? Why might this 

party take on that risk? 
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THE SECONDARY MARKET: EXCHANGES AND EXECUTING TRADES 

After going public, a firm’s shares may transact among investors and traders in various markets. 

Trading shares results in ownership changes among investors and does not represent a source of 

income for the firm. 

 

 

 

 

 

MARKETS AND EXCHANGES 

Financial markets match buyers and sellers and facilitate low-cost investment. Well-known 

markets in the United States include: 

 

New York Stock Exchange (NYSE) 

• Floor brokers receive an order from their client to buy/sell shares. The broker then 

seeks out the specialist or designated market maker (DMM) who maintains a 

book of orders and an inventory for certain stocks.  

 

• Since a stock is assigned to only one DMM, many brokers interested in trading that 

stock may congregate near the DMM’s post. Trades can occur directly between 

brokers on the floor, with the DMM as a “referee”. The DMM steps in to trade with 

the broker from their own inventory if another broker cannot be found.1 

 

$$$ through IPO 
TARGETSPAC

Acquisition 

Ownership 

Figure 3: Special Purpose Acquisition Company 

Investors 

Why does a firm and its managers care about its stock price given it is not recognizing 

trading gains as revenue? Think back to the agency problem and market efficiency.  
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NASDAQ (National Association of Securities Dealers Automated Quotations) 

• A computer network of dealers who post prices at which they are willing to buy or 

sell securities from their inventory. There is no physical floor for trading. 

 

• Trading (traditionally) occurs over the counter, or directly among dealers. Unlike 

the DMM system within the NYSE, many dealers may hold an inventory of the 

same stock.  

 

• Second largest market after NYSE, and popular among tech companies. 

 

Under the NYSE and NASDAQ umbrellas, there are additional exchanges and markets, for 

example, NYSE Arca (an electronic communication network, ECN, that electronically matches 

buyers and sellers) or NASDAQ Global Select Market (largest and well-known companies). The 

Chicago Board Options (Cboe) includes ECNs (like the BZX Equities Exchange) that also offer 

equity and “options” trading.  

 

 

ORDER EXECUTION 

Today, most orders are automatically executed electronically, regardless of the market or 

exchange. The broker still has options as to how orders are executed or “filled”.  

 

Figure 4: Order Execution 
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While orders may be executed in a number of ways, brokers are required by SEC rule to execute 

in the best interest of the customer. 

 

To comply with this requirement, brokers evaluate the orders they receive 

from all customers in the aggregate and periodically assess which 

competing markets, market makers, or electronic communications networks (ECNs) offer 

the most favorable terms of execution. 2 

 

 

Payment for order flow (PFOF) is the process whereby a specialist or dealer pays a broker to 

route their trade orders through them.  

 

EXAMPLE: You submit an order to Robinhood, the broker, to sell 100 shares of stock at $700. 

Robinhood routes your order to Citadel Securities (a market maker or dealer or wholesaler), 

who immediately pays $700 for your shares. Citadel, now in possession of these shares, 

subjects itself to the risk that these shares will fall in value before it can find another investor 

willing to buy those 100 shares, but is compensated for this risk by offering the shares for sale 

at $701.  

 

 

Citadel makes a profit on this spread between what it paid for the shares and what it will sell 

them for. It pays Robinhood for that ability to profit on that spread. This allows traders to sell 

commission free. 

 

 

 

 

 

Trading may incur the explicit cost of commission paid to the broker. While many brokers, 

including Robinhood, Vanguard, and Fidelity offer commission-free trading, you are still subject 

to the implicit cost of the bid-ask spread.  

 

 

Is this “frontrunning”? Why not go to the exchange directly? 
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• Bid Price: the price at which the dealer is willing to buy (bids for) a security  

• Ask Price: the price at which the dealer is willing to sell (asks for) a security 

 

 

Therefore: 

• Bid Price: the price at which you as the trader sells a security 

• Ask Price: the price at which you as the trader pays for a security 

 

 

The dealer profits on this bid-ask spread by selling a security for slightly more than the price at 

which the dealer pays. When you look up a stock price in a brokerage app, you are seeing the 

best ASK at that point in time your broker could acquire the stock for (or the last ASK paid). 

 

REGULATION OF SECURITIES MARKETS: THE SEC 

 

 

 

The Securities and Exchange Commission (SEC) was established following the Securities Act 

of 1933 and the Securities Exchange Act of 1934 to restore faith in markets following the Great 

Depression. 

 

 

The SEC requires publicly traded companies to tell the truth about their businesses, the securities 

they sell, and the risks associated with those securities. Disclosure requirements include: 

• 10-K: Annual report 

• 10-Q: Quarterly report 

• 8-K: Quarterly earnings releases and material changes to the firm 

• DEF 14A: Proxy statement 

• Forms 3, 4, and 5: new insiders, insider transactions, and unreported insider transactions3 
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The SEC’s Electronic Data Gathering Analysis and Retrieval (EDGAR) system contains these 

filings, and is an excellent source for security analysis.4 

 

 

 

 

Figure 5: SEC EDGAR (linked to source5) 

 

 

 

Firms found to be in violation of securities laws, and individuals who engage in insider trading, 

or trading on information that is not publicly available, may be investigated, penalized, or 

otherwise subject to discipline by the SEC. 

 

 

 

 

 

 

 

 

How might the disclosure requirements of the SEC help to combat the agency problem? 

How might it aid market efficiency?  

 

https://www.sec.gov/edgar/browse/?CIK=94845&owner=exclude
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END NOTES 
 

1 As of 2017, there are 3 DMMs and about 200 floor brokers on the NYSE: 

https://www.nyse.com/markets/nyse/trading-

info#:~:text=As%20of%202017%2C%20there%20were,45%20Brokerage)%20on%20the%20NYSE.  
2 The SEC’s discussion of “Best Execution”: https://www.sec.gov/fast-answers/answersbestexhtm.html  
3 Resources on how to read various filings are available at https://www.investor.gov/introduction-investing/getting-

started/researching-investments/how-read-10-k  
4 EDGAR: https://www.sec.gov/edgar/searchedgar/companysearch.html  
5 EDGAR company page: https://www.sec.gov/edgar/browse/?CIK=94845&owner=exclude  

https://www.nyse.com/markets/nyse/trading-info#:~:text=As%20of%202017%2C%20there%20were,45%20Brokerage)%20on%20the%20NYSE
https://www.nyse.com/markets/nyse/trading-info#:~:text=As%20of%202017%2C%20there%20were,45%20Brokerage)%20on%20the%20NYSE
https://www.sec.gov/fast-answers/answersbestexhtm.html
https://www.investor.gov/introduction-investing/getting-started/researching-investments/how-read-10-k
https://www.investor.gov/introduction-investing/getting-started/researching-investments/how-read-10-k
https://www.sec.gov/edgar/searchedgar/companysearch.html
https://www.sec.gov/edgar/browse/?CIK=94845&owner=exclude

