





ISSUING SECURITIES TO THE PUBLIC
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	1.	INSTITUTIONAL DETAILS:


�SYMBOL 183 \f "Symbol" \s 10 \h�  Basic Procedure for a New Issue.


�SYMBOL 183 \f "Symbol" \s 10 \h�  Alternative Issue Methods.


�SYMBOL 183 \f "Symbol" \s 10 \h�  The Cash Offer.





	2.  	COSTS OF GOING PUBLIC.








	3.  	MACROECONOMIC TRENDS - ISSUE TIMING.


�SYMBOL 183 \f "Symbol" \s 10 \h�  Patterns of Underpricing


�SYMBOL 183 \f "Symbol" \s 10 \h�  Market Timing


�SYMBOL 183 \f "Symbol" \s 10 \h�  Long run IPO performance








	4.  	IMPLICATIONS FOR THE NEW FIRM:


�SYMBOL 183 \f "Symbol" \s 10 \h�  New equity sales and the value of the firm.  


�SYMBOL 183 \f "Symbol" \s 10 \h�  Dilution.


�SYMBOL 183 \f "Symbol" \s 10 \h�  Market Timing.





	5.	RIGHTS ISSUES.








II.    THE PUBLIC DEBT ISSUE





	�autonumlgl �	ISSUING LONG-TERM DEBT.





	�autonum �	SHELF REGISTRATION.





�
I.     PUBLIC OFFERINGS OF STOCK 








QUESTIONS TO ANSWER:








1.	When should we go to the market?





2.	Are we better off when we are also backed by a sophisticated investor group such as a venture capitalist?





3.	What investment bank should we use?





4.	For what services should they be responsible?





5.	How do we evaluate their performance?





6.	How to price?





7.	How much to sell?  i.e.  How much of a stake in the business should current owners maintain?





8.	Type of offer?





	�SYMBOL 183 \f "Symbol" \s 10 \h�	Method





	�SYMBOL 183 \f "Symbol" \s 10 \h�	Should we offer units (a combination of shares and warrants)?





�SYMBOL 183 \f "Symbol" \s 10 \h�	Should we give the underwriter options or warrants allowing them to buy additional shares?





�
�autonumlgl �	INSTITUTIONAL DETAILS





	IPO - Initial public offering - also unseasoned new issue


	Seasoned new issue - offered by firm with shares in circulation








	�autonumlgl �  The Basic Procedure for a New Issue








	1.	Obtain approval from Board of Directors.


	2.	File registration statement with the SEC.  (Regulation A exempts issues of less than $1.5 million from most registration requirements.)


	3.	SEC requires a minimum 20 day waiting period; firm distributes preliminary prospectus (red herring).


	4.	On effective date price is set and selling begins.








      A tombstone ad - issue has been sold / done deal








      A red herring - preliminary marketing tool - no price set at this point.








SEC registration:  S1:  offering size > $7.5 Million. (High Disclosure Req.)


		  S2:  $1.5 <  offering size < $7.5 Million.


		  A:  Offering size less than $1.5 Million.





�
�autonumlgl �	ALTERNATIVE ISSUE METHODS





         Public Offer / Private Placement


	General cash offer - offered to public


	Rights offer - new stock offered to current shareholders


	Private placement - direct equity investment, not tradable in public financial markets.  Avoids lengthy SEC registration process.





�autonumlgl �	THE CASH OFFER





	Underwriter - Investment firms that act as intermediaries between the issuing firm and the public.  





	Syndicate - a group of underwriters, formed to share the underwriting risk.





	Spread - the difference between the underwriter's buying price and the offering price; it is the underwriter's main source of compensation.





	A.  Choosing an Underwriter





	Competitive offer basis - taking underwriter that bids the most for the securities.


	Negotiated offer basis - the more common (and expensive) method.





	Evaluation of underwriter:  Is price the only criteria?





�
    B.  Services underwriters provide include:





	1.  Advice on type of security and offer method





		Type of security (besides debt):


		Normal stock vs. units:  A unit is a combination of stock plus a fixed number of warrants.  Units are typically used by small more "speculative" firms.  Possible reasons include:  a commitment to a staged investment into the company.  The company can thus, if it does well, get more funds into the company without engaging and paying for a new equity offering.  Little is known about the relative effects of unit vs. normal offerings.





		Offer method:





		Most prestigious firms use the firm commitment method.  





 		a.	Firm Commitment Underwriting - The most prevalent form for seasoned new issues, the underwriter buys the entire issue of securities at an agreed upon price from the issuer, and assumes responsibility for reselling them.  Price is set right before the day of offer.





		b.  Best Efforts Underwriting - Common with IPOs, the underwriter promises to sell as much as possible at the offer price, but unsold securities are returned to the issuer.





�
2.  Advice on price:   VALUATION & IPOs





	Methods of valuation:  Discounted Cash flow (DCF)


					      Comparison firm by market multiples. (PE)


					      Option Pricing.





		Probabilistic assessment of success - incorporated in DCF analysis, which uses expected cash flows.











A.  DCF vs. PRICE - EARNINGS MULTIPLE APPROACH:





	Advantages of price - earnings:





�SYMBOL 183 \f "Symbol" \s 10 \h�	Simple





�SYMBOL 183 \f "Symbol" \s 10 \h�	Based on what people are willing to pay





�SYMBOL 183 \f "Symbol" \s 10 \h�	Cannot state the DCF assumptions directly or you could be held liable for realizations sharply different that those you employed.  Future shareholders cannot hold you liable for the P/E approach.





�
Disadvantages of P-E approach (Advantages of the DCF):





�SYMBOL 183 \f "Symbol" \s 10 \h�	May not find another firm with cash flows of similar risk and growth.





�SYMBOL 183 \f "Symbol" \s 10 \h�	Does NOT give you an idea if the market is pricing your firm correctly.  





	You as the firm could not make the decision of whether your firm is worth more than the P/E approach.  





	If it is and you have the flexibility of waiting, you might want to wait until your favorable projections are realized.





�SYMBOL 183 \f "Symbol" \s 10 \h�	DCF incorporates actual risk and cash flows.





�SYMBOL 183 \f "Symbol" \s 10 \h�	The DCF approach can tell you on what critical assumptions your valuation is dependent  - and thus what you may want to stress in the roadshow.





�
OPTION METHODOLOGY:  When do you use this approach?





�SYMBOL 183 \f "Symbol" \s 10 \h�	Opportunities are discrete and decisions can be made in the future that allow you to delay spending investment money today - 





DCF and IPOs -additional points:





	DCF:  Any positive NPV project should be exactly priced by the proportion of value given up by old investors.  The old investors keep all +NPV in perfect capital markets.  





	You set the price such that it equals the NPV of the firm’s shares.  (i.e. after deducting the price paid the new investors get a zero NPV investment.)





	Example:   Suppose a firm has a great project with present value of cash flows = $1500 but the project requires an initial investment of $500. 





	==>  + NPV of $1000.  Investors will provide the $500 and receive one third of the firm's shares or $500 in risk adjusted present value cash flows.  If the full firm is sold, investors will give the old owners $1,500, who will walk away with $1000 and $500 will be invested.





	What will be the total market value of the company?


�
	Related Question:  What happens if the firm keeps part of the proceeds and these proceeds are not needed for the existing investment projects?





	2 POSSIBILITIES:   





	1.  Funds retained are the present value of net working capital or capital additions which you did not include previously and which the cash flows you calculated are dependent upon.  This is actually the same example as before if you were to correctly include all cash flows.





	2.    Funds that are retained by the firm are in excess of current investment needs.  Include any excess funds, retained by the firm, in the period zero cash flows.   Adjust the percentage shares owned by the new investors.








	�
Example continued:    Instead of selling 1/3 the firm for $500 - exactly meeting your investment cost -  You raise $750.    In this case you have $250.00 extra beyond your investment needs which enable you to undertake an additional investment(s).  The value of the firm is thus $1750 + $NPV of the $250 project.  





	New investors would get $750/($1750+ NPV of the cash flows of the $250 investment.)








�
	Information problems illustrated:    Suppose the owners of another firm also offer you 1/3 of their firm for $500.  However you cannot distinguish the two firms from each other.  





	One of the firms has a positive NPV project as above, the other firm's project has an investment requirement of $500 but only has present value of cash flows of  $750.  (Thus a NPV of only $250)





�SYMBOL 70 \f "Wingdings"� For your $500 you should get 66.6% of the firm's shares in this “bad” company.





	In order to earn an expected return = risk adjusted rate, you should weight the two opportunities by the probability that the firm's owners would actually ask you for funds.





	If the firms are equally likely to approach you, you would demand .5*33.3% required shares for the high quality firm and .5*66.6% required shares for the second firm, or 50% of the firm's shares for your $500.00 investment.  





	(However, you should recognize that the good firm's owners may attempt to find more sophisticated investors who can tell that it has high quality investments, and thus you should always demand 66.6% of the firm without further proof of the firm's quality (venture capitalists, other informed investors)).








�



3.  Selling:


	


	Investment bankers have to gauge market demand for the issue.  They will issue the red-herring and help the firm handle investor relations.  





	They will also be responsible for forming the syndicate of firms that will sell the shares to investors.  





	They will conduct "road shows" to build investor recognition of the firm.  The firm will also help handle questions from the investment community.  Legal issues of misrepresentation or fraudulent conveyance are very important.  Investment banks help limit this risk by bearing some of any future costs of lawsuits.





�



4.  After-market maintenance:  


	


	The After-market:





	The period after selling begins when the syndicate agrees to sell only for the offer price.  The principal underwriter may buy shares below the market price to "stabilize" (a euphemism for "take the brunt of the punishment for mispricing") the market.





	The underwriter can help "support" the stock by establishing trading - For NASDAQ NMS dealers.  This service is important for many small issues that do not automatically have a "market".  





	Given that the stock will most likely sell on the NASDAQ market - there is no market specialist assigned to the stock and no centralized exchange that operates an auction market.  A NASDAQ stock is sold through broker/dealers in the stock who choose to trade this issue.  Unlike the NYSE the underwriter can also, and typically does become the primary broker/dealer in the stock.











C.  Other details:  The Green Shoe Provision





	Sometimes called an over-allotment option, the Green Shoe provision gives members of the syndicate the right to buy additional shares (beyond those originally to be sold) from the issuer at the original offer price.  





		Since it is only invoked if the issue is selling above the offer price, it is a cost to issuers and a benefit to the underwriters.  Used by underwriters when they “oversell” an issue.


�
�autonumlgl �		The Underwriters





   Top 10 U.S. underwriters in 1991:  IPOs excluding Closed-End funds








�
Underwriter�
$ IPOs�
�
�
�
�
�
�
Goldman Sachs   �
$2,869 M.�
�
�
Merrill Lynch   �
 2,691.8 M.�
�
�
First Boston         �
 1,767.0 M.�
�
�
Lehman Brothers�
 1,472.1 M.�
�
�
Morgan Stanley�
 1,173.5 M.�
�
�
Alex. Brown �
    727.5 M.�
�
�
Paine Webber   �
    559.4 M.�
�
�
Salomon Brothers�
    517.3 M.�
�
�
Kidder Peabody�
    491.0 M�
�
�
Montgomery Sec.�
    429.5�
�
�
�
�
�
�
�
�
�



Source:  Institutional Investor, February, 1992.





�
�autonumlgl �	THE COSTS OF ISSUING SECURITIES





	Issuing securities involves flotation costs.  These may be classified as





	1.  The spread:  Issue price - underwriter's purchase price.





	2.  Other direct expenses (legal and accounting fees, registration and printing costs)





	3.  Indirect expenses:  time company spends on issue.





	4.  Abnormal returns:  for seasoned issues = the decline in the stock price after adjusting for market-wide movements and risk.





	5.  The Green Shoe option:  Underwriters can issue more shares and keep proceeds in excess of the offer price.





	6.  Underpricing:  Final 1st day price less the offer price ==> Money left on the table by the firm and the underwriter if significantly positive.








	Some cost figures for going public:  See table next page.


	Figures from Ritter:  "The Costs of Going Public" JFE, 1987.





	The total cost of going public, 1977-1982, averaged 21.22% for firm commitment underwritings, and 31.87% for best efforts underwritings.








�



THE OFFER PRICE AND UNDERPRICING





	The underpricing of new issues, especially IPOs, appears to be common.





	Evidence on underpricing:  In the table, underpricing is shown to be a large, economically significant fraction of new issue pricing.


	





Why Does Underpricing Exist?





	Among the reasons advanced:





	1.  Systematic Exploitation:   





	Information advantage of the underwriter can convince the issuing firm that the low price is appropriate.  Advantage to the underwriter:  it can reward "good" institutional buyers and other buyers and is able to buy more shares using the "green shoe" option.  





	Thus investors know that the issue is not overpriced and may be underpriced.  However, the market is competitive and the underwriter's reputation could be damaged.   It could lose future business with other issuers.  A recent study by Muscarella and Vetsuypens, JFE, 1991, shows that even for their own issues underwriters significantly underprice - calling into question this theory.





�
	2.  Limited "Smart" Money: 


	


	It is argued that because "underpriced" IPOs are oversubscribed while "overpriced" issues are avoided, underpricing is necessary to allow the average (read, uninformed) investor to make a normal return across all issues.  


	


	The market needs the uninformed investors because there is a scarcity of informed "smart" money in the market.  Implication for market efficiency?








	3.  Insurance: 


	


	Underpricing is a kind of insurance for underwriters against legal suites by angry stock buyers if issues were overpriced.  Underwriters must balance this against the potential loss of firms' business for underpricing.








	4.  Asymmetric Information:  





	Smaller, more speculative issues explain much of the underpricing.  However, these issues are usually sold by the best efforts method.  


	


	Secondly, the large issues are still underpriced.








	5.  Future Sales:





	The underpricing allows the firm to sell more securities in the future.








�
	6. Speculative fever





	Investors are just paying too much for the issue after it is issued.  Speculative fever drives prices on the first few days and weeks.   





	Evidence conducive with this view would be obtained by examining the long run performance of IPOs.  Ritter (1989, Journal of Finance) does present evidence that the long-run performance of IPOs is worse that T-bills.





	Question remains of why this effect persists???  





�



	Conclusions on flotation costs





	1.	There are substantial economies of scale in issuing securities.





	2.	Best efforts offers cost more.





	3.	For smaller issues, the cost of underpricing may exceed direct issue costs.





	4.	Underpricing is more severe for best efforts offers than for firm commitments.





	5.	It costs more to float an IPO than a seasoned offering.





	6.	Get a top underwriter and inside investors.   Weiss (1991, Journal of Finance) presents evidence that underpricing is lower on issues that are backed by venture capitalists.  This finding is contrary to the evidence cited in footnote 15 of the Ibbotson, Sindelar, Ritter article.  








�
�autonumlgl � 	MACROECONOMIC TRENDS - ISSUE TIMING





�autonumlgl � 	Patterns of Underpricing





	The graphs on the next page (from Ibbotson, Sindelar, and Ritter, "Initial Public Offerings,"  Journal of Applied Corporate Finance,)  show some interesting patterns of underpricing and volume of IPOs.  





	Figure 1 shows that the underpricing phenomena is prevalent from 1960 - 1987.  In some periods firms seem to be leaving up to 100% of firm value "on the table".











�autonumlgl � 	Market Timing





	Potentially more striking is the fact that volume seems to lag periods of extreme underpricing.  Underpricing increases as volume begins to pick up.  As volume peaks underpricing has begun to decrease.  Average initial returns lead volume by roughly 6-12 months.  (The correlation coefficient between volume and initial returns is highest for a 8 month lag.)





	Explanations for hot and cold periods:  





	1.  In hot markets, there is more uncertainty and thus issues have to be discounted even more than cold markets.





	2.  Systematic over-estimation of investment opportunities during hot periods.  Again conclusion for market efficiency is not reassuring.





�
�autonumlgl � 	Long run IPO performance





	Ritter (1989) in the Journal of Finance explores the long-run performance of initial public offerings.  The evidence he uncovers is striking.  





	He finds that if you invest in initial public offerings you would have earned annualized returns of only approximately 2% - far less than risk - free T-bills over the period.  He assumes that you invest proceeds from failed or bankrupt IPOs in T - Bills.








Explanations:





	1.  Investor over - optimism.  Sophisticated investors unable to short-sell the stock because of systematic "mispricing" risk.





	2.  Tax - loss rebalancing of portfolios.   Investors with a strategy of buying and holding the winners and selling the losers could make money because of the extremes in the distribution.  The losers are severe losers the winners are big winners.  Prior to 1986, the difference between long term and short-term capital gains could exacerbate this tendency.











�
�autonumlgl � 	IMPLICATIONS FOR THE NEW FIRM





�autonumlgl �	NEW EQUITY SALES AND THE VALUE OF THE FIRM





	Timing of Equity Issues is important.  Raise money not necessarily when you need it, because the market may not exist at a later point in time.





	Stock prices tend to decline following the announcement of a new equity issue, and rise on news of a debt offering.  Thus financing operations with debt if possible and retained earnings may be value maximizing for current stockholders.  If you do raise stock convince the market that the equity will be used on positive NPV investments.  





	How?  simultaneously raise the dividend.





	Disclose as much information as possible.





	Again, use the firm commitment offering, the best underwriter possible, and obtain any outside verification or certification from outside claimants that your company is high quality.





�
Some suggested reasons for the drop include:





	1.   Managerial information.  The thinking is stock is issued when managers know the firm's stock is overpriced.  At least, the market thinks the managers think the stock is overpriced, and reacts accordingly.  Issuers thus must convince the market that their firm is high quality and has very good investment opportunities.  





		Methods of overcoming:


			Retaining a large portion of the firm, 


			Finding a venture capitalist who can "certify" your quality, 


			Using a top underwriter who has a valuable reputation.





	2.   Debt usage.  Issuing new equity may signal the firm has too much debt and thus could not make future interest payments.





	3.   Issue costs.  The are substantial costs involved in issuing securities and these are typically higher for equity.  





�
	If EQUITY is COSTLY,  Why Issue?





	1.   Small Firms Cannot Access Public Debt Markets








	2.   Banks Require Extensive Documents and Filings








	3.   Banks Require Covenants that Restrict the Operations of the Firm








	4.   Other Costs of Issuing Debt:  Financial Distress.








�
�autonumlgl �	COST OF EQUITY:  DILUTION





	There are two basic types of dilution:





	1.	Dilution of percentage ownership





	2.	Dilution of market value VS. book value and EPS





	A.	Dilution of Proportionate Ownership





	This occurs when the firm sells stock through a general cash offer and new stock is sold to persons who previously weren't shareholders.  For many large, publicly held firms this simply isn't an issue, the shareholders being many and varied to begin with.  For some firms with a few large shareholders it may be of concern.





	B.	Dilution of Value: Book versus Market Values





�SYMBOL 183 \f "Symbol" \s 10 \h�    A stock's market value will fall if the NPV of the financed project is negative, and will rise if the NPV is positive.  





�SYMBOL 183 \f "Symbol" \s 10 \h�    Whenever a stock's book value is greater than its market value, selling new stock will dilute the book value.  Note:  that this does not mean market value does not rise.





	It also brings out the basic principal that you NEVER compute required return on equity using Book values.


�
�autonumlgl �	RIGHTS





	A Rights Offer is a Privileged subscription - An issue of common stock offered to existing stockholders.  The terms of the offer are evidenced by share warrants or rights.  Rights are often traded on exchanges or over the counter.





	A.  The Mechanics of a Rights Offering





	Early stages are the same as for general cash offer, i.e., obtain approval from directors, file a registration statement, etc.  Difference is in the sale of the securities.  





	Current shareholders get rights to buy new shares.  They can (1) subscribe (buy) the entitled shares, (2) sell their rights, or (3) do nothing.








	B.  Number of Rights Needed to Purchase a Share








		Number of new shares   =   �eq \f(Funds to be raised,Subscription price)�








		Shareholders get one right for each share already owned.  The number of rights needed to buy a new share is:








		Number of rights needed   =   �eq \f(# Old shares,# New Shares)�


		to buy a share





�
		Example:





	Suppose a firm with 200,000 shares outstanding wants to raise $1,000,000 through a rights offering.  Each current shareholder gets one right per share held.  





The following table illustrates how 


	�SYMBOL 183 \f "Symbol" \s 10 \h�  the subscription price, 


	�SYMBOL 183 \f "Symbol" \s 10 \h�  number of new shares to be issued, and 


	�SYMBOL 183 \f "Symbol" \s 10 \h�  the number of rights needed to buy a share are related, ignoring flotation costs.





Subscription�
Number of�
Number of rights�
�
Price�
new shares�
needed to buy a share�
�
�
�
�
�
$25�
40,000�
5�
�
$20�
50,000�
4�
�
$10�
100,000�
2�
�
$5�
200,000�
1�
�






�
	C.	The Value of a Right





		A right has value if the subscription price is below the share price.  How much a right is worth depends on how many rights it takes to buy a share, and the difference between the stock price and the subscription price.





	If it takes N rights 


	to buy 1 share, value  =  �eq \f(initial stock price - subscription price,N + 1)�





	D.	Ex Rights





		When a privileged subscription is used, the firm sets a holder-of-record date.  The stock sells rights-on, or cum rights, until four business days before the holder-of-record date.  After that the stock sells ex-rights.





		The ex rights price = 


		


		1/(n + 1) x (N x initial stock price + subscription price)





		Example:





	Suppose the firm mentioned above decides upon a subscription price of $20, with 50,000 shares to be issued.  Assume the 200,000 shares outstanding currently trade for 	$35.  Using the formula for the value of a right, where N = 4, 	a right is worth ($35 - $20) / (4 + 1) = $15/5 = $3.  The ex 	rights price is expected to be 1/5 x (4 x $35 + $20) = $160/5 = $32.








	�
E.	The Underwriting Arrangements





	Standby underwriting - Firm makes a rights offering and the underwriter makes a commitment to "take up" 	(purchase) any unsubscribed shares.  In return, the 	underwriter gets a standby fee.  In addition, shareholders are usually given over subscription privileges, the right to purchase unsubscribed shares at the subscription price.





	F.	Effects on Shareholders





		As long as shareholders either exercise or sell their rights, they will be no better or worse off.  And it doesn't matter what subscription price the firm sets as long as it is below the market price.








	G.	The New Issues Puzzle





	Although there is evidence rights offers are cheaper than general cash offers, they are relatively infrequently used in the U.S.   





		Arguments for underwritten cash offerings:





Underwriters get higher prices (dubious given underpricing).





Underwriters insure against a failed offering (Expensive).





Other:  proceeds of offering are available sooner, advice from underwriters is valuable. However, why underprice?.


�
   ISSUING DEBT





�autonumlgl �	ISSUING LONG-TERM DEBT





	A public issue of debt goes through pretty much the same process a stock issue, except the registration statement must indicate an indenture.





	More than 50% of all long-term debt is privately placed.  Term loans are direct business loans of from one to five years, usually amortized over the life of the loan.  Private placements are long-term loans with bond like features made by a single lender or small group of investors.





Differences between direct private placement and public issue of debt:





No SEC registration for private placement.





Direct private placements often have more restrictive covenants.





It is easier to renegotiate a private placement in the event of default.





A private placement costs less than a public issue (although the interest rates on private placements are generally higher, reflecting this lower cost and flexibility).





	Overall, the costs of issuing debt are substantially less than those for issuing equity.











�
�autonumlgl �	SHELF REGISTRATION





	Shelf registration - SEC rule 415 allows companies to register all the securities they expect to issue for the next two years at the same time and sell the issues whenever they want during those two years.  Both debt and seasoned equity can be registered.





	Qualifications for shelf registration:





Must be investment grade.





No debt defaults in past three years.





Aggregate value of outstanding stock > $150 million ==> bias toward large companies





No violations of Securities Act of 1934 in past three years.





	A 1985 study of the Journal of Finance found shelf registration to be cheaper than conventional underwriting.  Many issues in the late 1980s are issued using shelf registration.





�
SUMMARY:








5 KEY CHARACTERISTICS OF ANY SECURITY (OR DEAL)


(FRICT)  - Which we will revisit in 2 weeks time in the note:


“ADVANCED SECURITY DESIGN.”





FLEXIBLITY (Maturity)  / Convenents.





RISK





INFORMATION





CONTROL- INCENTIVES & AGENCY PROBLEMS





TAXES





�SYMBOL 70 \f "Wingdings"�  All 4 characteristics are important.  Information is especially important for IPOs.
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