CHAPTER 15
 Raising Capital

All firms, at one point or another, have to obtain capital. To do this, they either borrow the money (debt financing), sell a portion of the firm (equity financing) or both.

How a firm decides to raise capital depends mainly on:
· The size of the firm
· Its life cycle 
· Its growth prospects

We start by looking at companies in the early stages of their lives and how important venture capital is for these firms. Then we look at the process of going public and the role that investment banks play.


THE FINANCING LIFE CYCLE OF A FIRM:
EARLY-STAGE FINANCING & VENTURE CAPITAL

You & a friend have a great idea for a new GPS – you call it “Hands Free Device” – but to develop the product from an idea to a working product, you need to hire programmers, buy a GPS device, hire an automobile expert and so on.

But you’re both University students and your combined assets aren’t enough to cover a start-up company – so you need OPM (other people’s money).

You think of approaching a bank – but banks aren’t usually interested in making loans to start-up companies with no assets (other than an idea) and with no track record.

You have to search for capital to use that will likely lead to your own wealth. You can borrow, but if more money needs to be raised, the next step would lead you to the venture capital market.


VENTURE CAPITAL
Venture capital doesn’t have an exact meaning, but it generally refers to financing for new, usually high-risk, ventures. Before they went public, RIM & Apple were financed by venture capital.

	
Venture Capital – Financing for new, often high-risk ventures




Individual venture capitalists invest their own money; but they usually specialize in smaller deals.

Venture capital firms specialize in pooling funds from different sources and investing them. 
The underlying sources of funds for these firms include:
· Individuals
· Pension funds
· Insurance companies
· Large corporations
· University endowment funds

Private Equity – A term used to label the rapidly growing area of equity financing for nonpublic companies.

Venture capitalists and venture capital firms know that many new ventures won’t fly, but the occasional one will – in this case, the potential for profit is enormous.

To limit risk, venture capitalists usually provide financing in stages – at each stage, enough money is invested to reach the next milestone or planning stage.

Ex.:
First-Stage Financing: Enough money to build a prototype and complete a manufacturing plan.
Stage-Two Financing: A major investment might be needed to start manufacturing, marketing and distribution.

There could be many stages involved in the process of growing the company.

Venture capital firms usually specialize in different stages. Some specialize in very early, “seed money” financing. Some might specialize in financing the later stages; the so-called mezzanine level financing (mezzanine refers to the level just above the ground floor).

Because financing is available in stages, it’s contingent on specified goals being met and is a big motivator for the firm’s founder(s). The founder doesn’t usually receive any salary in the early stages and has their own assets tied up in the business. At every stage of financing, the value of the founder’s stake grows and the probability of success rises.

Venture capitalists also actively participate in running the firm, providing the benefit of experience with other start-ups as well as general business expertise.


VENTURE CAPITAL REALITIES
Access to venture capital is actually very limited – they usually receive huge numbers of unsolicited proposals, most end up unread. Venture capitalists rely heavily on informal networks of lawyers, accountants, bankers and other venture capitalists to identify potential investments. So personal contacts are important in gaining access to the venture capital market.

Venture capital is also very expensive – this is inevitable given the high risk involved in such firms. Usually venture capitalists will demand, and get, 40% equity or more of equity in the company. They’ll also usually hold voting preferred stock giving them priorities in case the company is sold or liquidated.
Venture capitalists will also usually demand, and get, several seats on the company’s board of directors and might even appoint one or more members of senior management.


CHOOSING A VENTURE CAPITALIST
Some start-up companies, especially those headed by experiences, previously successful entrepreneurs, will be in such demand that they’ll have the luxury of looking beyond the money in choosing a venture capitalist.

There are some key considerations in such a case, some of which include:

1. Financial strength is important. The venture capitalist needs to have the resources and financial reserves for additional financing stages if they’re needed – this doesn’t mean that bigger is better because of our next consideration.

2. Style is important – some venture capitalists want to be very involved in the day-to-day operations and decision-making, where others will be content with monthly reports. Which are better depends on the firm and the venture capitalists’ business skills. A large venture capital firm might be less flexible and more bureaucratic than a smaller firm.

3. References are important – has the venture capitalist been successful with similar firms? How have they dealt with situations that haven’t worked out?

4. Contacts are important. A venture capitalist might be able to help the business in ways other than financing and management by providing them with introductions to potentially important customers, suppliers and other industry contacts. Venture capitalists usually specialize in a few particular industries, and this specialization could be valuable.

5. Exit strategy is important. Venture capitalists aren’t usually long-term investors. How and under what circumstances they “cash out” of the business should be carefully evaluated.

If a start-up succeeds, the big payoff usually comes when the company is sold to another company or when it goes public.

The IPO process has created many “dot-com” millionaires. But either way, investment bankers are usually involved in the process.


THE PUBLIC ISSUE

Public issue refers to the creation and sale of securities that are intended to trade on the public market.

A firm issuing securities has to satisfy a number of requirements set out by provincial regulations and statutes and enforced by provincial securities commissions. Every province or territory has its own securities commission. 
In the US, the federal body handles regulation: the Securities and Exchange Commission (SEC).

The goal of regulators is to promote the efficient flow of information about securities and the smooth functioning of securities markets.

All companies listed on the TSX come under the jurisdiction of the Ontario Securities Commission (OSC). The Securities Act sets forth the provincial regulations for all new securities issues involving the province of Ontario and the TSX. The OSC administers the act.

Other provinces have similar legislation and regulating bodies; but the OSC is the most noteworthy because of the scope of the TSX.

The Canadian Securities Administration (CSA) coordinates across provinces.

Generally, OSC rules seek to ensure that investors receive all material information on new issues in the form of a registration statement and prospectus.

The OSC’s responsibilities for efficient information flow goes beyond new issues – they continue to regulate the trading of securities after they’ve been issued to ensure adequate disclosure of information.

Another role of the OSC is gathering and publishing insider reports filed by major shareholders, officers and directors of TSX-listed firms. To make sure that the market functions efficiently, the OSC oversees the training and supervision that investment dealers provide for their personnel.

They also work with the Investment Industry Regulatory Organization of Canada (IIROC) to monitor investment dealers’ capital positions.


THE BASIC PROCEDURE FOR A NEW ISSUE

There’s a series of steps involved in issuing securities to the public. Generally, the basic procedure is:

1. Management first has to get approval from the board of directors to issue public securities. Sometimes, the number of authorized shares of common stock has to be increased – this requires a vote of the shareholders.

2. The firm has to prepare and distribute a preliminary prospectus to the OSC and to potential investors. The preliminary prospectus contains some of the financial information that will be in the final prospectus – it doesn’t contain the price at which the security will be offered.

The preliminary prospectus is sometimes called a red herring, mainly because bold red letters are printed on the cover warning that the OSC hasn’t approved or disapproved of the securities.

The OSC studies the preliminary prospectus and notifies the company of any changes they need to make – this process is usually completed in about 2 weeks.

3. Once the revised, final prospectus meets OSC’s approval, a price is determined and a full-fledged selling effort gets under way.

A final prospectus has to accompany the delivery of securities or confirmation of sale - whichever comes first.

	
Prospectus – Legal document describing details of the issuing corporation and the proposed offering to potential investors

Red Herring – A preliminary prospectus distributed to prospective investors in a new issue of securities




Tombstone advertisements are placed during & after the waiting period – it contains the name of the company whose securities are involved and provides some information about the issue. It also lists the investment dealers (and underwriters) who are involved with selling of the issue.

Investment dealers are divided into groups called brackets on the tombstone & prospectus, and the names of the dealers are listed alphabetically within each bracket – the brackets are kind of a pecking order; the higher the bracket, the greater the underwriter’s prestige.

An underwriter’s prestige is important for a seasoned new issue by a well known company already traded on the TSX, it’s even more important for the first public equity issue referred to as an initial public offering (IPO), or an unseasoned new issue.

	
Seasoned New Issue – A new issue of securities by a firm that has already issued securities in the past.

Initial Public Offering (IPO) – A company’s first equity issue made available to the public. Also an unseasoned new issue.




An IPO occurs when a company decides to go public. Research found that IPOs with prestigious underwriters performed better.





SECURITIES REGISTRATION
The SEC uses a shelf registration system designed to reduce repetitive filing requirements for large companies. The OSC’s SFPD (short form prospectus distribution) system has a similar goal.

The provincial securities commissions all have compatible legislation allowing certain securities issuers prompt access to capital markets without preparing a full preliminary and final prospectus before a distribution.

The SFPD system, only accessible by large companies, allows issuers to file annual and interim financial statements regardless of whether they issue securities in a given year.

To use the POP (Prompt Offering Prospectus) system, issuers must have reported for 36 months and complied with the continuous disclosure requirements. The OSC has an extensive file of information on these companies so only a short prospectus is required when securities are issued.

In the 1990s, securities regulators in Canada & the US introduced a Multi-Jurisdictional Disclosure System (MJDS) where large issuers are allowed to issue securities in both countries under disclosure documents satisfactory to regulators in the home country. This was important in simplifying the filing requirements for certain large Canadian companies.

MJDS is based on a model of companies issuing securities simultaneously at home and in foreign markets – many Canadian companies are cross-listed on the NYSE or Nasdaq. 

Cross listing is the practice of listing a firm’s shares for trading on other exchanges, usually in foreign countries. For Canadian firms, cross listing opens up an alternative of issuing in larger US stock markets. Listing in the US offers many advantages such as:
· Greater liquidity
· Lower trading costs
· Greater visibility
· Greater investor protection under more stringent US securities laws

US listing also has disadvantages like higher accounting and compliance costs. So it’s still undecided as to whether US listings adds shareholder value.


ALTERNATIVE ISSUE METHODS
For equity sales, there are 2 kinds of public issues:

· GENERAL CASH OFFER: An issue of securities offered for sale to the general public on a cash basis.

· RIGHTS OFFER: A public issue of securities in which securities are first offered to existing shareholders. Also called a rights offering.

Rights offers are fairly common in other countries but are fairly rare in Canada (and the US) particularly in recent years. So we focus mainly on cash offers.

The first public equity issue made by a company is referred to as an initial public offering (IPO), or an unseasoned new issue. This issue occurs when a company decides to go public – all IPOs are cash offers. If the firm’s existing shareholders wanted to buy the shares, the firm wouldn’t have to go public in the first place.

A seasoned equity offering (SEO) is a new issue for a company with securities that have been previously issued. A seasoned equity offering of common stock can be made using a cash offer or a rights offer.

	
Seasoned Equity Offering (SEO) – A new equity issue of securities by a company that previously issued securities to the public.




The different ways of issuing new securities is shown below.

	Method
	Type
	Definition

	
Public
	
	

	Traditional Negotiated Cash Offer
	Firm Commitment Cash Offer
	A company negotiates an agreement with an investment banker to underwrite and distribute the new shares. A specified number of shares are bought by underwriters and sold at a higher price.


	
	Best Efforts Cash Offer
	Company has investment bankers sell as many of the new shares as possible at the agreed-upon price. There’s no guarantee concerning how much cash will be raised.


	
	Dutch Auction Cash Offer
	Company has investment bankers auction shares to determine the highest offer price obtainable for a given number of shares to be sold.


	Privileged Subscription
	Direct Rights Offer
	Company offers the new stock directly to its existing shareholders


	
	Standby Right Offer
	Like the direct rights offer, this contains a privileged subscription arrangement with existing shareholders. The net proceeds are guaranteed by the underwriters.


	Non-Traditional Cash Offer
	Shelf Cash Offer
	Qualifying companies can authorize all shares they expect to sell over a two-year period and sell them when needed


	
	Competitive Firm Cash Offer
	Company can elect to award the underwriting contract through a public auction instead of negotiation.


	Private
	Direct Placement
	Securities are sold directly to the buyer, who (at least until recently) couldn’t resell securities for 4 months






THE CASH OFFER

If the public issue of securities is a cash offer, underwriters are usually involved. Underwriters perform the following services for corporate issuers:

· Formulating the method used to issue securities
· Pricing the new securities
· Selling the new securities

Usually the underwrite buys the securities for less than the offering price and accepts the risk of not being able to sell them.

Because underwriting involves risk, underwriters combine to form an underwriting group called a syndicate or a banking group to share the risk and help them to sell the issue.

	
Syndicate – A group of underwriters formed to reduce the risk and help to sell an issue.




In a syndicate, one or more managers arrange of co-manage the offering. The manager is designated as the lead manager and is responsible for packaging and executing the deal. The other underwriters in the syndicate serve mainly to distribute the issue.

The difference between the underwriters’ buying and the offering price is called the spread or the discount. It’s basically the compensation the underwriter receives.

	
Spread – Compensation to the underwriter, determined by the difference between the underwriter’s buying price and offering price.




In Canada, firms usually establish long-term relationships with their underwriters. With the growing popularity of bought deals, competition between underwriters has increased. Mergers among investment dealers have also reduced the number of underwriters.

	
Bought Deal – One underwriter buys securities from an issuing firm and sells them directly to a small number of investors.








TYPES OF UNDERWRITING
There are 2 basic types of underwriting available in a cash offer:

· Regular underwriting
· Bought deal

	
Regular Underwriting – The purchase of securities from the issuing company by an investment banker for resale to the public.




REGULAR UNDERWRITING: The banking group of underwriters buys the securities from the issuing firm and resells them to the public for the purchase price plus an underwriting spread.

Regular underwriting includes a “market out clause” that gives the banking group the option to decline the issue if the price drops dramatically – in this case, the deal is usually withdrawn. The issue might be re-priced and/or reoffered at a later date.

Firm commitment underwriting is like regular underwriting without the market clause.

	
Firm Commitment Underwriting – Underwriter buys the entire issue, assuming full financial responsibility for any unsold shares.




A close counterpart to regular underwriting is called best efforts underwriting – the writer is legally bound to use its best efforts to sell the securities at the agreed-upon offering price.

Beyond this, the underwriter doesn’t guarantee any particular amount of money to the issuer. This kind of underwriting is more common with IPOs and with smaller, less well-known companies.

	
Best Efforts Underwriting – Underwriter sells as much of the issue as possible, but can return any unsold shares to the issuer without financial responsibility.



 

BOUGHT DEAL – The issuer sells the entire issue to one investment dealer or to a group that tries to resell it.

Like in firm commitment underwriting, the investment dealer assumes all the price risk. The dealer usually markets the prospective issue to a few large, institutional investors.
Issuers in bought deals are usually large, well-known firms qualifying for the use of SPDF to speed up OSC filings. For these reasons, bought deals are usually executed quickly.

Bought deals are the most popular form of underwriting in Canada today – they have smaller offer price discounts and smaller underwriting fees, implying superior pricing and therefore higher quality offerings.


DUTCH AUCTION UNDERWRITING
With this type of underwriting, the underwriter doesn’t set a fixed price for the shares to be sold – instead, the underwriter conducts an auction where investors bid for shares. The offer price is determined based on the bids submitted.

This approach to selling securities to the public was recently used by Google.

	
Dutch Auction Underwriting – The type of underwriting in which the offer price is set based on competitive bidding by investors. This is also known as a uniform price auction.




Dutch auctioning is still fairly new in the IPO market and hasn’t been widely used there but it’s very common in the bond markets. It’s the sole procedure used by the US Treasury to sell enormous quantities of notes, bonds and bills to the public.

To understand a Dutch or uniform price auction, consider an example: the Rial Company wants to sell 400 shares to the public; they receive the following 5 bids:

	Bidder
	Quantity
	Price

	A
	100 shares
	$16

	B
	100 shares
	$14

	C
	200 shares
	$12

	D 
	200 shares
	$12

	E
	200 shares
	$10



The company examines the bids to determine the highest price that will result in 400 shares being sold.

So, for example, at $14, A & B would only buy 200 shares – so that price is too high. All 400 shares won’t be sold until we hit a price of $12, so $12 will be the offer price in the IPO. Bidders A through D will receive shares; bidder E won’t.

There are 2 important points to notice in the example:

1. All the winning bidders will pay $12, even bidders A & B who actually bid higher. The fact that all successful bidders pay the same price is why it’s also known as the uniform price auction – the idea is to encourage bidders to bid aggressively by providing some protection against bidding a price that’s too high.

2. Notice that at the $12 offer price, there are actually 600 shares which is more than the 400 shares Rial wants to sell; so there has to be some sort of allocation.

How this is done varies a bit, but in the IPO market, the approach has been just to compute the ratio of shares offered to shares bid at the offer price or better, which, in our example, is 400/600 = 0.67, and allocate bidders that percentage of their bids.

In other words, bidders A through D would each receive 67% of the shares they bid at a price of $12 per share.


THE SELLING PERIOD
While the issue is being sold to the public, the underwriting group agrees not to sell securities for less than the offering price until the syndicate dissolves.

The principal underwriter is allowed to buy shares if the market price falls below the offering price. The reason would be to support the market and stabilize the price from temporary downward pressure. If the issue remains unsold after some time (for example, 30 days), members can leave the group and sell their shares at whatever price the market allows.


THE OVERALLOTMENT OPTION
Many underwriting contracts contain an overallotment option or Green Shoe provision that gives members of the underwriting group the option to buy additional shares at the offering price less fees and commissions.

	
Overallotment Option – An underwriting provision that permits syndicate members to buy additional shares at the original offering price.




The reason for this option is to cover excess demand and oversubscriptions. The option has a short maturity, around 30 days, and it’s limited to about 15% of the original number of shares issued.

The overallotment option is a benefit to the underwriting syndicate and a cost to the issuer. If the market price of the new issue rises immediately, the overallotment option allows the underwriter to buy additional shares from the issuer right away and resell them to public.




LOCKUP AGREEMENTS
Almost all underwriting contracts contain so-called lockup agreements, even though it’s not required by law. These agreements specify how long insiders have to wait after an IPO before they can sell some or all of their stock.

	
Lockup Agreements – The part of the underwriting contract that specifies how long insiders have to wait after an IPO before they can sell stock




Lockup periods of 180 days have become pretty standard in recent years. So following an IPO, insiders can’t cash out until 6 months have gone by which ensures that they maintain a significant economic interest in the company going public.

Lockup periods are also important because it’s not unusual for the number of locked-up shares to exceed the number of shares held by the public – sometimes by a substantial margin.

On the day that lockup period expires, there’s a possibility that a large number of shares will hit the market on the same say and thereby depress the value. Evidence suggests that on average, companies backed by venture capital are particularly likely to experience a loss in value on the lockup expiration date.


THE QUIET PERIOD
For 40 calendar days following an IPO, both the OSC and the SEC require that a firm and its managing underwriters observe a “quiet period” – this means all communications with public have to be limited to ordinary announcements and other purely factual matters.

The OSC’s logic is that all relevant information should be in the prospectus – an important result of this is that underwriter’s analysts are prohibited from making recommendations to investors. 

But as soon as the quiet period ends, the managing underwriters typically publish research reports, usually accompanied by a favorable “buy” recommendation.


THE INVESTMENT DEALERS
Investment dealers are at the heart of new security issues – they give advice, market the securities (after investigating the market’s receptiveness to the issue) and provide a guarantee of the amount an issue will raise (with a bought deal).

To determine the offering price, the underwriter will meet with potential buyers, usually large institutional buyers such as mutual funds. Usually the underwriter and company management will do presentations in several cities, pitching the stock on what’s known as a “road show”.

Potential buyers provide information on the price they’d be willing to pay and the number of shares they’d buy a specific price.

This process of soliciting information about buyers and the price & quantities they’d demand is known as bookbuilding. But despite the bookbuilding process, underwriters often get the price wrong.


IPOS & UNDERPRICING

For an IPO, determining the right offer price is the hardest job for an underwriter. This issuing firm faces a potential cost if the offer price is set too high or too low.

If too high - it may be unsuccessful and have to be withdrawn

If too low - if it’s below true market value, the issuer’s existing shareholders will experience an opportunity loss when they sell their shares for less than they’re worth

Underpricing is fairly common – it obviously helps new shareholders earn a higher return on the shares they buy. To them, it’s an indirect cost of issuing new securities.

Ex.:
ZipCar Inc. went public selling 38.6 million shares at $18 per share, raising $694.8 million. At the end of the first day of trading, the stock sold for $28 per share, up around 55% for the day.

Based on these prices, ZipCar’s shares were apparently underpriced by $10 each, meaning the company missed out on an additional $386 million.


EVIDENCE ON UNDERPRICING
The figure below gives a general picture of the underpricing phenomenon. It shows a year by year history of underpricing for SEC-registered IPOs from 1960 through 2011.

[image: ]

The figure shows that underpricing can be quite dramatic, exceeding 60% in some years. In some cases, the IPOs doubled in value, sometimes in a matter of hours.

The degree of underpricing varies through time – periods of severe underpricing (“hot issue” markets) are followed by periods of little underpricing (“cold issue” markets). For example, in the 1960s, the average US IPO was underpriced by 21.2%, in the 70s, the average underpricing was much smaller (7.1%) and the amount of underpricing was actually very small or even negative for much of that time.


WHY DOES UNDERPRICING EXIST?

#1 - The average figures we’ve looked at tend to obscure the fact that much of the apparent underpricing is attributable to the smaller, more highly speculative issues.

Underpricing tends to be higher for firms with little to no sales in the previous year. These firms are usually young and can be very risky investments. Arguably, they must be significantly underpriced, on average, just to attract investors – this is one explanation for the underpricing phenomenon.


#2 - Few IPO buyers will actually get the initial high average returns observed in IPOS and many will actually lose money. IPOs tend to have positive initial returns but a significant fraction of them have price drops.


#3 - When the price is too low, the issue if often “oversubscribed”, meaning investors won’t be able to buy all the shares they want and underwriters will allocate the shares among investors.

The average investor will find it difficult to get shares in a “successful” offering (one where the price increases) because there won’t be enough shares to go around. On the other hand, an investor blindly submitting orders for IPOs tends to get more shares in issues that go down in price.

	Ex.:
Smith knows very well what the Bonanza Corporation is worth when its shares are offered. She’s confident that their shares are underpriced.

Jones knows only that prices usually rise a month after an IPO. With this information, Jones decides to buy 1000 shares of every IPO. Does he earn an abnormally high return on the initial offering? NO. At least one answer as to why is Smith.

Knowing about the Bonanza Corporation, Smith invests all her money in its IPO. When the issue is oversubscribed, the underwriters have to somehow allocate the shares between Smith & Jones.

The net result is that when an issue is underpriced, Jones doesn’t get to buy as much of it as he wanted.

Smith also knows that the Blue Sky Corporation IPO is overpriced so she avoids it altogether and Jones ends up with a full 1000 shares.


So, Jones gets fewer shares when more knowledgeable investors swarm to buy an underpriced issue and gets all he wants when the smart money avoids the issue.

This is an example of “winner’s curse” and it’s another reason why IPOs have a large average return. When an investor “wins” and gets the entire allocation, it could be because those who knew better avoided the issue.

The only way underwriters can counteract the winner’s curse and attract average investors is to underprice new issues (on average) so that the average investor can still make a profit.


#4 - Another reason for underpricing is that it acts as a kind of insurance for the investment banks. Angry customers could sue an investment bank if it consistently overpriced securities. Underpricing guarantees that at least on average, customers will come out ahead.


#5 - A final reason for underpricing is that before the offer price is established, investment banks talk to big institutional investors to gauge the level of interest in the stock and to gather opinions about a reasonable price. Underpricing is a way for the bank to rewards these investors for being truthful about what they think the stock is worth and the number of shared they’d like to buy.


NEW EQUITY SALES & THE VALUE OF THE FIRM

It’s reasonable to think that firms arrange new long-term financing after positive NPV projects are put together. As a result, when the announcement of external financing is made, the firm’s market value should go up. But this isn’t what happens.

Stock prices usually decline after the announcement of a new equity issue and they tend to rise following a debt announcement. 

A number of researchers have studied this issue and some reasons for this strange result include:

1. Managerial Information – If management has better information about the market value of the firm, it might know when the firm is overvalued. If it does, it tries to issue new shares of stock when the market value exceeds the correct value.

This benefits existing shareholders – but, potential new shareholders aren’t stupid and they anticipate this superior information and discount it in lower market prices at the new issue date.

2. Debt Usage - Issuing new equity might reveal that the company has too much debt or too little liquidity. One version of this argument is that the equity issue is a bad signal to the market. 

After all, if the new projects were favorable, why would the firm let new shareholders in on them?

In IPOs it’s regarded as a positive signal when the original owners keep larger amounts of stock for themselves. Taking this argument to its limit – the firm could just issue debt and let the existing shareholders have all the gain.

3. Issue Costs – There are substantial costs associated with selling securities.


THE COST OF ISSUING SECURITIES
Issuing securities to the public isn’t free and the costs of different methods are important determinants of which method is used.

Costs associated with floating a new issue are generically called flotation costs – we take a closer look at flotation costs.

The costs of selling stock falls into 6 categories:

	
	The Costs of Issuing Securities

	1. Spread
	The spread consists of direct fees paid by the issue to the underwriting syndicate – the difference between the price the issuer receives and the offer price.


	2. Other Direct Expenses
	These are direct costs incurred by the issuer that aren’t part of the compensation to underwriters. They include filing fees, legal fees, and taxes – all reported on the prospectus.


	3. Indirect Expenses
	These costs aren’t reported on the prospectus and include the costs of management time spent working on the new issue.


	4. Abnormal Returns
	In a seasoned issue of stock, the price drops on average by 3% on the announcement of the issue.


	5. Underpricing
	For IPOs, losses come from selling the stock below the correct value.


	6. Overallotment (Green Shoe option)
	The Green Shoe option gives the underwriters the right to buy additional shares at the offer price to cover allotments.



The following table reports direct costs as a percentage of the gross amount raised for IPOs, SEOs, straight (ordinary) bonds and convertible bonds sold by US companies from 1990 through to 2008. 

These are direct costs only. Not included are indirect expenses, the cost of the overallotment option, underpricing (for IPOs) and abnormal returns.




	Equity

	
	IPOs
	SEOs

	Proceeds ($ millions)
	# of Issues
	Gross Spread
	Other Direct Expense
	Total Direct Cost
	# of Issues
	Gross Spread
	Other Direct Expense
	Total Direct Cost

	2 – 9.99
	1,007
	9.40%
	15.82%
	25.22$
	515
	8.11%
	26.99%
	35.11%

	10 – 19.99
	810
	7.39
	7.30
	14.69
	726
	6.11
	7.76
	13.86

	20 – 39.99
	1,442
	6.96
	7.06
	14.03
	1,393
	5.44
	4.10
	9.54

	40 – 59.99
	880
	6.89
	2.87
	9.77
	1,129
	5.03
	8.93
	13.96

	60 – 79.99
	522
	6.79
	2.16
	8.94
	841
	4.88
	1.98
	6.85

	80 – 99.99
	327
	6.71
	1.84
	8.55
	536
	4.67
	2.05
	6.72

	100 – 199.99
	702
	6.39
	1.57
	7.96
	1,372
	4.34
	0.89
	5.23

	200 – 499.99
	440
	5.81
	1.03
	6.84
	811
	3.72
	1.22
	4.94

	500 and up
	155
	5.01
	0.49
	5.50
	264
	3.10
	0.27
	3.37

	Total
	6,285
	7.19
	3.18
	10.37
	7,587
	5.02
	2.68
	7.69



	Bonds

	
	Convertible Bonds
	Straight Bonds

	Proceeds ($ millions)
	# of Issues
	Gross Spread
	Other Direct Expense
	Total Direct Cost
	# of Issues
	Gross Spread
	Other Direct Expense
	Total Direct Cost

	2 – 9.99
	14
	6.39%
	3.43%
	9.82%
	3,962
	1.64%
	2.40%
	4.03%

	10 – 19.99
	23
	5.52
	3.09
	8.61
	3,400
	1.50
	1.71
	3.20

	20 – 39.99
	30
	4.63
	1.67
	6.30
	2,690
	1.25
	0.92
	2.17

	40 – 59.99
	35
	3.49
	1.04
	4.54
	3,345
	0.81
	0.79
	1.59

	60 – 79.99
	60
	2.79
	0.62
	3.41
	891
	1.65
	0.80
	2.44

	80 – 99.99
	16
	2.30
	0.62
	2.92
	465
	1.41
	0.57
	1.98

	100 – 199.99
	82
	2.66
	0.42
	3.08
	4,949
	1.61
	0.52
	2.14

	200 – 499.99
	46
	2.65
	0.33
	2.99
	3,305
	1.38
	0.33
	1.71

	500 and up
	7
	2.16
	0.13
	2.29
	1,261
	0.61
	0.15
	0.76

	Total
	313
	3.07
	0.85
	3.92
	24,268
	1.38
	0.61
	2.00



The table shows that direct costs alone can be very large, especially for smaller issues (less than $10 million).

On a smaller IPO, the total direct costs amount to 25.22% of the amount raised. This means that if the company sells $10 million in stock, it will only net about $7.5 million; the other $2.5 million goes to cover the underwriting spread and other direct expenses.

Typical underwriter spreads on an IPO range from about 5% up to 10% or so. But in the table, the most common spread is exactly 7%.

Overall, 4 clear patterns emerge from the table.

1. With the possible exception of straight debt offerings, there are substantial economies of scale. The underwriter spreads are smaller on larger issues and the other direct costs fall sharply as a percentage of the amount raised.

2. The costs associated with selling debt are substantially less than the costs of selling equity

3. IPOs have higher expenses than SEOs, but the difference isn’t as great as you might guess.

4. Straight bonds are cheaper to float than convertible bonds.

For IPOs, the effective costs can be much greater because of the indirect costs. The table below reports both direct costs of going public in Canada as of 2011.

	
	Toronto Stock Exchange
	TSX Venture Exchange

	Listing Fees
	$10,000 - $200,000
	$7,500 - $40,000

	Accounting & Auditing Fees
	$75,000 - $100,000
	$25,000 - $100,000

	Legal Fees
	$400,000 - $750,000
	Above $75,000

	Underwriters’ Commission
	4-6%
	Up to 12%



These figures understate the total cost because the study didn’t consider indirect expenses or the overallotment option – but we see again that the cost of issuing securities can be considerable.

3 conclusions emerge from our discussion of underwriting:

1. Substantial economies of size are evident. Larger firms can raise equity more easily.

2. The cost associated with underpricing can be substantial and can exceed the direct costs

3. The issue costs are higher for initial public offering than for a seasoned offer.


ISSUING LONG-TERM DEBT

The procedure followed in a public issue of bonds is the same as those for stocks. The issue should be registered with the OSC and any other relevant provincial securities commissions – there must also be a prospectus.

The registration statement is different though – it should contain an indenture.

Another difference is that debt is more likely to be issued privately. There are 2 basic forms of direct private long-term financing:

· TERM LOANS
· PRIVATE PLACEMENT

Term loans are direct business loans. They have maturities between 1-5 years and most are repayable during the life of the loan; the interest rate could be a fixed or floating rate. Lenders include chartered banks, insurance companies, trust companies and other lenders that specialize in corporate finance. 

	
Term Loans – Direct business loans of typically 1 -5 years




Syndicated loans are loans made by a group (or syndicate) of banks or other institutional investors. They’re used because large banks (like Citigroup & RBC) usually have a larger demand for loans that they can supply and smaller banks usually have more funds on hand that they can profitably lend to existing customers.

So a very large bank might arrange a loan with a firm or country and then sell portions of it to a syndicate of other banks. With a syndicated loan, each bank has a separate loan agreement with the borrowers.

A syndicated loan may be traded publicly – it can be a line of credit and be “undrawn” or it may be drawn and used by the firm.

Syndicated loans are always rates investment grade – but a leveraged syndicated loan is rate speculative grade (i.e. its “junk”). 

Research finds slightly higher default rates for syndicated loans when compared to corporate bonds.

There’s no market for the public trading of syndicated loans, commercial and investment banks in the US have created loan trading desks and a secondary loan market for syndicated loans.


Private placements are similar to term loans except that the maturity is longer. Unlike terms loans, privately placed debt usually employs an investment dealer who facilitates the process but doesn’t underwrite the issue.

	
Private Placement – Loans, usually long term in nature, provided directly by a limited number of investors.




A private placement doesn’t require a full prospectus – instead, the firm and its investment dealer only draw up an offering memorandum describing the issuer and the issue.

Most privately placed debt is sold to exempt purchasers – these are large insurance companies, pension funds and other institutions which don’t require the protection provided by studying the full prospectus because they’re sophisticated market participants.

The important difference between direct private long-term financing – term loans and private debt placements – and public issues of debt are:

1. Registration costs are lower for direct financing. A term loan avoids the cost of OSC registration. Private debt placements require an offering memorandum, but this is cheaper than preparing a full prospectus.

2. Direct placement is likely to have more restrictive covenants.

3. It’s easier to renegotiate a term loan or a private placement in the event of a default. It’s harder to renegotiate a public issue because hundreds of holders are usually involved.

4. [bookmark: _GoBack]Life insurance companies and pension funds dominate the private-placement segment of the bond market. Chartered banks are significant participants in the term loan market.

5. The costs of distributing bonds are lower in the private market because fewer buyers are involved and the issue isn’t underwritten.

The interest rates on term loans and private placements are usually higher than those on an equivalent public issue. This reflects the trade-off between a higher interest rate and more flexible arrangements in the event of financial distress as well as the lower costs associated with private placements.

An important consideration is that the flotation costs associated with selling debt are much less than the costs associated with selling equity. 
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