Finance Summary for Session 18 – Initial Public Offerings (IPOs)

RWJ – Chapter 19 – Issuing Equity Securities to the Public

· There are two kinds of public equity issues:  (1) the general cash offer and (2) the rights offer.  Cash offers are sold to all interested investors, whereas rights offers are only sold to existing shareholders.

· The first public equity issue made by the company is referred to as an initial public offering (IPO), or an unseasoned new issue.  A seasoned new issue refers to an issue where the company’s securities have been previously issued.

· Two basic methods for issuing securities for cash (general cash offer) include:

1. Firm commitment:  Investment bankers buy the securities for less than the offering price and accept the risk of not being able to sell them all – essentially, the bank underwrites the equity issuance.  To minimize risk, the investment bankers form a syndicate to share the risk and help to sell the issuance.  The difference between the underwriter’s buying price and the offering price is called the spread.

2. Best efforts:  Investment banker does not purchase the shares, but rather acts as an agent, where it receives a commission for each share sold.  This form is more common for IPOs than for seasoned new issues.
· Many underwriting contracts contain a Green Shoe provision, which gives the members of the underwriting group the option to purchase additional shares at the offering price.
· The equity offering price:  Research has shown that new equity issues are typically offered at approximately 11% below their true market price.  Underpricing is beneficial for new shareholders because they can earn a superior return on the new shares purchased.  Conversely, existing shareholders lose out in this case because underpricing represents an indirect cost of issuing new securities.
· The pre-eminent explanation for why IPOs tend to have such a large average return is the winner’s curse.  To counteract the winner’s curse and attract the average investor, underwriters tend to underprice issues.  
· The cost of issuing equity includes:
1. Spread or underwriting discount:  The difference between the price the issue receives and the price offered to the public

2. Other direct expenses:  Costs incurred by the issuer that are not part of the compensation to the underwriters (investment banks).  They include legal and filing fees, taxes, etc.

3. Indirect expenses:  Costs such as management time and attention directed at the new issue

4. Abnormal returns:  In a seasoned stock issue, the price drops by 1 to 2% upon the announcement of the issue.  This drop protects new shareholders against the firm’s selling overpriced stock to new shareholders.

5. Underpricing:  (see above discussion)

6. Green Shoe option:  Gives the underwriters the right to buy additional shares at the offer price to cover overallotments.  This is a cost to the firm because the underwriter will only buy additional shares when the option is “in the money” – i.e., the offer price is below the price in the aftermarket.

· Three key finding concerning the cost of issuing equity include:

1. The costs for equity offerings decline as the gross proceeds of the offering increase – essentially, there are economies of scale in issuance costs.

2. Direct expenses are higher for equity offerings than for debt offerings

3. The costs of issuing securities to the public are quite large!

· The second kind of public equity issuance is the rights offer.  With a rights offering, each shareholder is issued an option to buy a specified number of new shares from the firm at a specified price within a specified time.  The terms of the option are evidenced by share warrants or rights.

· With rights, existing shareholders are notified that they have been given one right for each share of stock owned.  Exercise occurs when a shareholder sends payment to the firm’s subscription agent.

· The subscription price is the price that existing shareholders are allowed to pay for a share of stock.  An investor will only subscribe to the rights offering if the subscription price is below the market price of the stock on the offer’s expiration date.

· The number of new shares that must be issued under this format are calculated as follows:

# of new shares = funds to be raised / subscription price

· To determine how many rights must be exercised to get one share of stock, the calculation is as follows:

# of rights needed for 1 share of stock = # of old shares / # of new shares

· The value of a right to an investor = the difference between the old share price and the new share price after issuance of the rights.  For example:

· Shareholder owns 2 shares @ $20/share for a total value of $40

· A right exists that will give the shareholder 2 rights, or 1 right per share of stock

· The 2 rights allow the shareholder to purchase 1 additional share for $10

· The value of the holding would increase to $50 (value of stock plus the $10)

· Because the shareholder now owns 3 shares at $50 value, the price per share goes from $20 to $16.67, a difference of $3.33, the value of the right

· According to the efficient market hypothesis, it will make no difference whether new stock is obtained via rights or via direct purchase.  This is because the investor (holding no shares of the company) could obtain a price of $16.67 per share in the open market, or the same investor could subscribe to the new issue by buying rights.

· Investor could buy 2 rights at $3.33 per right for a total of $6.67

· If the investor exercises the two rights at a subscription cost of $10, then the total cost is the same as what the shares could be purchased for in the open market.

· Shelf registration:  Permits a company to register an offering that it reasonably expects to sell within the next two years.  A master registration statement is filed at the time of the registration and the company is permitted to sell the issue whenever it wants over those two years as long as:  (1) the company is investment grade, (2) the firm cannot have defaulted on any debt over the last year, (3) the aggregate market value of the firm’s outstanding stock must exceed $75 million, and (4) the firm must not have violated the Securities Act of 1934 over the last 12 months.  This rule has been quite controversial for a number of reasons including:

1. A reduction in timeliness due to the fact that the master registration document is filed up to two years before actual issuance occurs.

2. Shelf registration may cause a market overhand because registration informs the market of future issues (although empirical evidence does not support this), thus causing a depression in market prices.

· The Private Equity Market:  used primarily for start-up firms or firms in financial trouble that cannot raise money in the public markets.  The market for venture capital is part of the private equity market.  There are at least 4 main sources for venture funding including:

1. A few old-line, wealthy families that provide start-up capital to promising businesses

2. A number of private partnerships and corporations that have been formed specifically to provide investment funds

3. Large industrial and financial corporations have established venture-capital subsidiaries (e.g., Drexel Burnham Lambert, Citicorp Venture Capital, etc.)

4. Angel investors that participate in an “informal” venture capital market that act as individuals when providing financing, but that are part of a rich network of other angel investors.

· Stages of Venture Capital Financing:  

1. Seed money stage:  A small amount of financing is needed to prove a concept or develop a product

2. Start-up stage:  Financing for firms that started within the last year – primarily marketing and product development expenditures

3. First-round financing:  Additional money to begin sales and manufacturing

4. Second-round financing:  Funds earmarked for working capital for a firm that is currently selling its product but still losing money

5. Third-round financing:  Financing for a company that is at least breaking even and is contemplating an expansion – also know as mezzanine financing

6. Fourth-round financing:  Funds provided for firms likely to go public within approximately 6 months – known as bridge financing

