ISSUING EQUITY

Procedures for a New Issue

1.
Obtain approval from Board of Directors

2.
File registration statement with the SEC

3.
20 Day Waiting Period


(
Provided preliminary prospectus


(
Place Tombstone Ad in newspapers


(
File price amendment with SEC


(
Go on road show

4.
Sell Securities

Types of Equity Issues

(
Private Direct Placement:



Equity sold directly to buyer who cannot resell equity for a pre-specified number of years.

(
Public Offer

(
Cash Offer


-
Initial Public Offering:  (IPO):  A company's first equity issue made available to the public.




Example:



-
Seasoned Offering:  A new equity issue of securities by a company that has previously issued securities to the public before.




Example:


(
Rights Offer: 
A public issue of securities in which securities are first offered to existing shareholders




Example:

What Do Underwriters Do in Public Offerings?

(
Give advice on the type of security to issue and the offer method used to issue the security.

(
Price the security

(
Help to sell the security

(
Often form a syndicate to share the underwriting risk and to sell the security.

(
The spread is the difference between the underwriter's buying price and the offering price.

Doing Business with Your Underwriter

(
Choosing an underwriter


(
Competitive offer basis:
· Choose an underwriter who bids the most for the securities

· Only for certain deals and for public utilities firms


(
Negotiated offer basis:



(
Working a deal with an underwriter

· More expensive

· Most commonly used

(
Types of underwriting


(
Firm Commitment



(
Underwriter buys the entire issue and tries to resell it to investors.


(
Best Efforts


(
Underwriter sells as much as possible but can return any shares it does not sell. (Not used very often)

(
What type of underwriting would you pick for an IPO?

IPO -> you do not have an existing price -> high risk of mispricing!

Underwriter Services After the Security Offering 

(
Participation in the after-market


(
Underwriters may buy shares below the market price to help stabilize the deal.

(
Green Shoe Provision (over-allotment option)


(
Syndicate may buy more shares at the original offer price.


(
Usually lasts for 30 days and involves no more than 15% of the shares.

(
Provide research to market on security

Pricing of IPOs

(
Difficult to determine the offer price

(
IPO's rise in value on first day of issue by an average of 15%.


(
This is called underpricing.

Why Does Underpricing Occur?

(
With risk-averse investors, underpricing helps sell securities

(
Helps avoid the winner's curse


(
Uniformed investors systematically receive more of the overpriced issues and less of the underpriced issues.

(
Insurance against lawsuits

Stock Market Reaction to Seasoned Equity Offerings

Prices fall.  Why?
(
Management may know firm is overvalued

(
Management may know future earnings of the firm are going to be poor

(
Issuing equity may imply the firm has too much debt or too little equity

(
High issue costs

Flotation Costs

(The Costs of Issuing Securities)

(
The spread


(
Difference between the price the issuer receives and the offer price

(
Direct expenses


(
Legal fees, registration fees and taxes

(
Indirect expenses

(
Management's time working on new issue

(
Negative stock price reaction for seasoned equity offerings

(
On average, 3% drop on announcement date of the issue

(
Underpricing for IPO's

(
Green Shoe Provision
Flotation Costs

(Issuing Costs)
(
Microsoft went public in 1986

(
Underwriters acquired a total of 2.8 million Microsoft share for $19.69 each and sold them to the public at an offering price of $21.

(
The firm also paid $0.5 million in legal fees and other costs.

(
Within hours of public trading the stock price rose to $35.00 per share.

Costs of IPO

Microsoft
Direct Expenses
Amount

Underwriting Spread


Other Expenses


Total Direct Expenses


Proceeds of Issue


Cost of Underpricing


What do underwriting costs depend on?

(
There are economies of scale in issuing securities


(
The bigger the issue size, the lower the costs

(
Best effort offers cost more

(
For small issues, cost of underpricing may exceed direct issue costs

(
Underpricing highest for best efforts

(
It costs more to float an IPO rather than a seasoned offering

Right Offerings

(
An issue of common stock to existing shareholders


(
"privileged subscription"

(
The Mechanics


(
Each shareholder is given the option to buy a specified number of shares at the subscription price.


(
Subscription price: the price that existing shareholders have to pay for the stock.

(
Rights Offerings are usually issued with standby underwriting


(
Underwriter agrees to buy unsubscribed portion of the issue.

(
When should a shareholder subscribe to a rights offering?

Value of Rights: The individual shareholder

Suppose a shareholder of Design Corp. owns three shares of stock just before the rights offering.  Initially the price is $30 per share.  The Design Corp. rights offer gives shareholders with three rights the opportunity to purchase one additional share for $15.  The additional share does not carry a right. What is the value of the right?

Initial Position

Number of Shares

3

Share Price

$30

Value of Holding

$90

Terms of Rights Offer

Subscription Price

$15

Number of Rights Offered

3

Number of Rights for a New Share

3

After the Rights Offer

Number of Shares


Value of Holders


Share Price


Value of a Right


Dilution

(
Loss to existing shareholders' value in terms of:


(
Percentage of Ownership


–
Arises when firm sells shares to general public



–
Can be avoided with rights offering


(
Market Value


–
The market price per share goes down


(
Book Value  (Accounting Dilution)


–
The book value per share goes down
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