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5. Interest and Money Markets 
 

Equity: Public Equity vs Private Equity 

Equity is an important element in the business and investment world. Equity is the ownership 
of the company shares. Such assets or shares may also have debts or liabilities attached to them. 

They constitute the shareholder's money in the company and would be returned to them if all 
the shares had been liquidated. 

Businesses have a range of options to raise capital and attract investors. Generally, debt and 
equity are the two most common options — each of which can be formulated in a variety of 
ways. Equity enables a company to provide investors with a share of the company for which 
they earn returns as the business grows.  

Both public and private equity have benefits and drawbacks for both businesses and investors. 

Some of the main disparities between private and public equity is that private equity investors 
are usually paying out by dividends rather than stock accumulation. 

The advantage of public equity is its liquidity, because most publicly traded stocks are available 
and easily traded on a daily basis through public market exchanges. 

Private equity 

There are several investment approaches that private equity firms can adopt in their quest for 
return on investment, they can be grouped into three key categories: 

1. Venture capital (VC)  
2. Growth capital  
3. Leveraged/controlled buyout (LBO)  

Public equity 

When a company becomes more developed and well established, it may try to raise additional 
capital by selling shares on an exchange. The initial mechanism for making shares publically 
available is called an IPO or an initial public offering. The IPO is a concept that entails: 

1. Underwriting 	
2. Regulatory filings 	
3. Pricing 	
4. Analyst recommendations 	
5. Price stabilizing 	
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There are various types of public shares available to investors and different types of shares have 
different rights and obligations. There are two main types: 

1. Preference shares  
2. Common shares  

Key Concepts in Equity Markets  
Bull market  

Bear market  

Earnings per share (EPS)  

This is a method of evaluating the value of the share in relation to the company ’s profits. This 
definition is extrapolated to all outstanding shares (all common stock in circulation), which 
gives investors an overview of the value of the company. The EPS is measured as follows:  

(net income – Preferred Stock Dividends)/Shares outstanding 

Price-to-earnings ratio (P/E)  

In essence, the price-to - earnings ratio indicates the dollar amount that an investor can expect 
to invest in a company in order to receive one dollar of the company's earnings. That's why P / 
E is often referred to as a multiple price because it indicates how much investors are willing to 
pay per dollar of earnings. If a company is currently trading a P / E multiple of 20x, the 
interpretation is that an investor is willing to pay $20 for $1 of current earnings. 

Moving average  

A moving average is a statistical way of analyzing the share price over a given period of time 
by comparing its current value to its decreasing average share price. The 50-day moving 
average aggregates the share price over a period of 50 trading days and compares the price to 
the current share price. If the moving average is lower than the current share price, the investor 
may decide to sell the share as it is higher than the trend. If the moving average is higher than 
the current price, the investor may want to purchase the share, as it is currently trading at a 
discount against the trend. Moving averages are a type of technical analysis used by 
many traders. 

Volatility  

Volatility is a statistical measure used by investors to calculate the risk of the stock. They do so 
by calculating the standard deviation, or variance, in relation to the average price of the product, 
and then plotting the deviation. Put it simply, volatility is a function of the rate of market 
fluctuations and share experience. Higher volatility means that the price of a share is more 
susceptible to price fluctuations. The primary market index that measures this is called the VIX 
(Volatility Index). 
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Alpha and beta  

Alpha and beta are risk factors intended to quantify the risk of a share based on benchmarked 
values. 

Alpha refers to the potential (or inability) of portfolio managers to surpass a comparable share 
or benchmarked return. For instance, if the investor expects the share to return 5 per cent 
annually on the basis of various market risk and stock market variables, and the share returns 8 
per cent, then the alpha is considered to be the 3% difference between expected and actual 
returns. This is often a measure of the value added of a portfolio manager. 

Beta (or beta coefficient) is a risk measure that uses the 'baseline' of 1 as an indicator of its price 
in relation to the benchmark (usually the market). 

Fundamental analysis versus Technical analysis  

Fundamental analysis is a method of assessing securities by trying to measure the value of the 
stock. Whereas technical analysis varies in that stock prices and volume are the only inputs. 

Both methods are used to investigate and predict future trends in stock prices. 

Trading and Investing  
Equity Valuation Techniques 

The weighted average capital cost (WACC) 

The weighted average capital cost (WACC) is a measure of the capital cost of a business in 
which each type of capital is proportionately weighted. All sources of capital, namely common 
and preferred stocks, bonds and any other long-term debt, are included in the WACC 
calculation. 

WACC =
𝐸
𝑉 ∗ 𝑅𝑒 +

𝐷
𝑉 ∗ 𝑅𝑑 ∗ (1 − 𝑇𝑐) 

¾ Re = Cost of equity 
¾ Rd = Cost of debt 
¾ E = Market value of the firm’s equity 
¾ D = Market value of the firm’s debt 
¾ V = E + D = Total market value of the firm’s financing 
¾ E/V = Percentage of financing that is equity 
¾ D/V = Percentage of financing that is debt 
¾ Tc = Corporate tax rate 

Net present value (NPV)  

Net present value is a formula for estimating the value of a project, asset or expenditure on the 
basis of the projected future cash flows, minus any project or expenditure outflows; and 
discounting these sums back to the present value. This method uses a time-value-of-money 
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approach that supposes that money is worth less (in an inflationary environment) or more (in a 
deflationary environment) over time. 

𝑁𝑃𝑉 = −𝐶6 +
𝐶7
1 + 𝑟 +

𝐶9
(1 + 𝑟)9 +

𝐶:
(1 + 𝑟): 

¾ 𝐶0	=Initialinvestment  
¾ 𝑟	=Annual effective rate for discounting/Rate of return  
¾ 𝐶	=	Cash flow  

Dividend discount model (Gordon Growth Model)  

The Gordon Growth Model (GGM) is used to evaluate the value of the stock on the basis of a 
future series of dividends that will rise at a constant rate. It is a common and easy-to-use 
Dividend Discount Mode (DDM). 

𝑃 =
𝐷7
𝑟 − 𝑔 

¾ P=Current stock price 
¾ g=Constant growth rate expected fordividends, in perpetuity 
¾ r=Constant cost of equity capital for thecompany (or rate of return) 
¾ D1=Value of next year’s dividends 

Discounted cash flow (DCF)  

Discounted cash flow ( DCF) is a method to calculate the value of an investment on the basis 
of its future cash flows. DCF analysis is trying to find out the worth of an investment now, 
based on estimates of how much money it will produce in the future. This applies to both 
financial investments for investors and business owners seeking to make adjustments to their 
businesses, such as the purchase of new equipment. 

Types of Equity Risk Exposure  
Managing Risk  

The risk mitigation strategies below include both technical and non-technical methods which 
can both go a long way to safeguarding one's investment from losses. 

Sound valuation processes  

Knowing a firm's true worth gives investors confidence to resolve the uncertainty in share prices 
and share price falls, 

Understanding both the micro and macro economic environments allows investors to consider 
what improvements to the market pose significant risks and which do not; 

A well-established valuation process allows investors to search the best, often overlooked 
opportunities through a myriad of companies and where investors find shares below fair value, 
they could further mitigate their risk by investing only in those shares which are well below fair 



Finance – Interest and Money Markets| Ayoub Bensakhria  

 

 5 

value. Compared to market value the more reduced a stock price is, the less likely the chance 
of loss. 

Dollar-cost averaging  

Dollar-cost averaging (DCA) is an investment technique wherein an investor divides the full 
amount to be invested by regular purchases of a target asset in an attempt to reduce the effect 
of uncertainty on the overall purchase. The purchases occur irrespective of the price of the asset 
and at regular intervals; in effect, this strategy removes most of the detailed work of trying to 
time the market to make purchases of equities at the cheapest deals. Also known as the constant 
dollar plan is the average dollar cost. 

Diversification  

Diversification is a strong tool for spreading risk in portfolios. The old expression of "don't put 
all your eggs in one basket" holds true to diversification. Here the investor tries to reduce the 
risk by purchasing various types of stock or other instruments: 

¾ Company diversification  
¾ Industry diversification  
¾ Geographic diversification  

Hedging  

A hedge is an investment in an asset to reduce the probability of adverse price movements. A 
hedge is usually to take an offset position in a related security. 
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