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Corporate Finance
 Topic 1: Raising capital: Equity
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• Name: Associate Professor Howard Chan
 • Phone: 8344-7166
 • Office: Room 11.064, The Spot Building
 • Consultation Time: Tuesday 2.30 to 4.30 pm
 Admin stuff
 • Know your tutor’s name and session
 • Make use of the drop-in consults
 • Make use of Online Tutoring (OLT)
 • All tutorial inquiries to Robert Carey
 Conta
 ct d
 etai
 ls
 Tuto
 rial
 info
 s B
 ook
 • “Business Finance”, 11th ed., PBEHP.
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Readings
 Business Finance, Chapter 9 [and chapter 8
 sections 8.1 & 8.2 as background]
 Ritter, J. 1998, Initial Public Offerings,
 Contemporary Finance Digest, Vol 2, No 1,
 Spring, 6-30.
 (Available on web)
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Today’s learning objectives After the lecture, you will be able to explain:
 • where firms can raise equity capital if they need to finance a new investment project.
 • what are IPOs and why we see stock price jumps on the first day after an IPO.
 • why IPOs tend to under-perform in the long run compared to
 already listed firms.
 • what are private placements, rights issues and DRPs.
 • what firms need to consider when they decide between
 raising equity through a private placement, rights issue or
 DRP.
 • which regulations apply to capital raisings in Australia.
 • the role of underwriting.
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Table of Contents
 1.0 Introduction: The Nature of Capital
 1.1 Initial Public Offering
 1.2 Initial Public Offering: Underpricing &
 Explanations
 1.3 IPO: Long run performance of IPO
 1.4 Seasoned Equity Offering - SEO
 1.5 Regulatory Environment
 1.6 Underwriting
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1.0 Introduction: The Nature of Capital
 Corporate Finance is largely about financing and investment decisions
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The basic resource of a company is the stream of
 future cash flows generated by its assets.
 – This cash may not be enough to invest in new
 project and it requires external capital
 Companies raise external capital by issuing
 financial securities = claims over these cash flows
 A financial security evidences the rights and
 obligations of both the issuer and the investor
 1.0 Introduction: The Nature of Capital
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Equity characteristics include:
 – Permanent contribution of capital
 • There are different forms of equity – the most
 common being ordinary shares
 – Ordinary shareholders have full voting rights
 – Shareholders hold a residual claim:
 • Subordinated right to a return on capital
 • Subordinated right to a return of capital on liquidation
 – It is the most risky form of investment
 1.0 Introduction: The Nature of Capital
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1.0 Intro: Differentiating forms of capital
 Voting Return Risk
 EQUITY or DEBT ?
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1.0 Intro: What factors determine choice
 between methods of equity raising?
 from old to new shareholders
 Transfer of
 votes/wealth
 Costs? Time to
 implement
 Method how to raise equity depends upon:
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1.1 Initial Public Offerings
 How do unlisted firms access equity capital? Private Equity
 •Venture Capital
 •Start-up/seed funding
 •Typically staggered financing
 •Risk is high – WhatsApp ?
 Initial Public Offerings •Listing shares for the first time
 •Question – how do you set the
 price?
 Cyclicality in Venture Capital Source: NVCA Yearbook 2013 – page 10
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1.1 Initial Public Offerings
 Why would a firm choose to list on the market?
 Source: Brau, James C., and Stanley E. Fawcett. "Initial public offerings: An
 analysis of theory and practice." The Journal of Finance 61.1 (2006): 399-436.
 ,
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1.1 Initial Public Offerings
 How does a firm decide on its subscription/issue
 price?
 1. Fixed Pricing – traditional method
 • Price is set, prospectus sent out and offers are received
 • What are the dangers with this approach to the issuer?
 2. Bookbuilding
 • Competitive bidding by institutional investors
 • 2 approaches
 I. Open pricing – Bids are taken from the market and the final
 price is that which clears the market
 II. Constrained open pricing – an indicative range is provided and
 investors bids within that range are invited
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1.1 Initial Public Offerings
 Example
 – The listing of Facebook on 18 May 2012
 – In early May the valuation guidance provided by the firm indicated
 a price range of between $28-$35 per share indicating a valuation
 range of between $77bn and $96bn.
 – Two days prior to listing the range was raised to $34 - $38 in light
 of increased demand. Underwriters finally settled on $38 per
 share.
 – At the end of the first day shares closed at $38.23
 • It has been widely claimed that underwriters stepped in to keep price levels
 above $38
 – Since then the price has traded at a discount – falling as low as
 $17.73

Page 15
						
						

1.2 Initial Public Offerings: Underpricing
 Comparison of the issue price with the market price of
 the shares upon listing
 Correct pricing of the IPO is critical
 –If issue/offer price is too "high" then may be unsuccessful.
 • If not underwritten - capital is not raised.
 • If underwritten – suffers from “overhang”
 –If issue price is too "low"
 • Opportunity cost
 Underpricinglisting price offer price
 offer price(%)
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1.2 Initial Public Offerings: Underpricing
 On average the evidence is that IPOs are underpriced
 Source: Prof. Jay Ritter, University of Florida, May 2012,
 http://bear.warrington.ufl.edu/ritter/ipodata.htm
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1.2 Initial Public Offerings: Underpricing
 The economic consequence of underpricing is
 significant for the original owners of the firm …
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1.2 Initial Public Offerings: Underpricing
 Leaving money on the table is evident in some of the
 very biggest IPOs in history…
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1.2 Initial Public Offerings: Underpricing
 This is not to say that all IPOs are good investments!
 27% chance of
 losing or not
 making any
 money!
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1.2 Initial Public Offerings:
 Explanations of underpricing
 How do we explain underpricing of IPOs?
 1.Winner’s Curse – information asymmetry
 – Uninformed investors will be crowded out of underpriced
 IPOs and only get their full allocation when the IPO is a
 of an investment
 – To ensure their presence, IPOs need to be underpriced by
 enough on average to overcome this bias
 Informed
 investor Uninformed
 investor
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1.2 Initial Public Offerings:
 Explanations of underpricing
 2. Market Feedback
 – An issuer may be uncertain as to the “true” value of the
 firm
 – An “initial” bookbuilding process offers the issuer an
 opportunity to find out from the market the “true” value
 – To induce institutional investors to reveal this information,
 the issuer must underprice the issue
 Institutions New shares
 Cash
 Firm
 New shares
 Cash Market
 Bookbuild General offer
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1.2 Initial Public Offerings:
 Explanations of underpricing
 3. Bandwagon (a.k.a. cascades hypothesis)
 – Investors are more likely to subscribe to a float that they
 perceive as popular with other investors
 – In order to induce the first wave of popularity, issuers
 underprice the issue
 – This may result in positively-sloped demand curves
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1.2 Initial Public Offerings:
 Explanations of underpricing
 4. Investment banker monopsony power
 – Incentives for bankers to underprice
 Marketing costs Client relationships
 Evidence for:
 The practice of brokerage houses
 exchanging IPO shares with top
 executives for reciprocating business
 from their companies
 Evidence against:
 Investment banks also underprice
 themselves when listing
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1.2 Initial Public Offerings:
 Explanations of underpricing
 4. Investment banker monopsony power
 – Example Salomon Smith Barney, like so many firms on Wall Street, seeks to please
 its clients. On June 24, 1997, when it was still Salomon Brothers, it offered
 one of those clients, Bernie Ebbers, the C.E.O. of WorldCom, the
 opportunity to buy more than two hundred thousand shares in the initial
 public offering of a telecommunications company called Qwest... Three
 days later, Qwest's stock price was up twenty-seven per cent, and Ebbers
 began selling. In the end, he cleared almost two million dollars. Clients
 appreciate this sort of thing, especially when it happens more than once.
 Between 1996 and 2001, Salomon helped Ebbers earn eleven million
 dollars flipping I.P.O. shares.
 Excerpt from Surowiecki, J, “The Bribe Effect”, The New Yorker, October 7 2002,
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1.2 Initial Public Offerings:
 Explanations of underpricing
 5. Lawsuit avoidance
 – Directors are liable for any loss arising as a result of
 material misrepresentations made during the offer
 – Underpricing reduces the likelihood of a loss and
 therefore provides an insurance mechanism
 Who pays for the implicit insurance provided by IPO underpricing?
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1.2 Initial Public Offerings:
 Explanations of underpricing
 6. Signalling
 – Leaving a “good-taste” with investors provides a
 mechanism to signal the quality of the issue
 – Easier to subsequently raise funds at higher
 prices.
 Example • In 1997 - Telstra Corporation – a large telecommunications
 company in Australia – is privatised with 1/3 of shares offered for
 sale at $3.30
 • In 1999 – a further 16% of shares are sold – but this time at a price
 of $7.40.
 • 14 years later the price is $4.92 …..
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1.2 Initial Public Offerings:
 Explanations of underpricing
 7. Ownership dispersion
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1.3 Initial Public Offerings:
 Long-run performance of IPOs
 – While the evidence is that on average IPOs are
 good investments, in the short-term – i.e. by
 flipping on the first day – what is the evidence of
 their long-term performance?
 That is – excluding the initial return – how do IPOs
 compare with other listed firms?
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1.3 Initial Public Offerings:
 Long-run performance of IPOs
 – Evidence on the long-run performance of IPOs
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1.3 Initial Public Offerings:
 Long-run performance of IPOs
 Explanations of Long-run underperformance
 1. Divergence of opinion hypothesis
 • Market for an IPO consists of both optimistic and
 pessimistic investors
 • Successful IPO subscribers are naturally optimistic
 • Over time, this optimism adjusts resulting in a fall in
 share price.
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1.3 Initial Public Offerings:
 Long-run performance of IPOs
 2. Impresario hypothesis
 • Investment bankers may attempt to create the
 appearance of excess demand by initially underpricing
 IPOs
 • Investors are initially taken in by this, but then we would
 expect to subsequently see a fall in share price as
 efforts are withdrawn
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1.3 Initial Public Offerings:
 Long-run performance of IPOs
 3. Windows of opportunity hypothesis
 • Management time the issue
 • Take advantage of high demand for IPOs by the market
 generally,
 • A decline in demand for IPOs will be correlated with a
 reduction in equity prices generally
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Think-Aloud-Paired-Problem-Solving
 Think-Aloud-Paired-Problem-Solving
 Think-Aloud-Paired-Problem-Solving
 Think-Aloud-Paired-Problem-Solving
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Starting from the extreme left position in your row of seats,
 sound-off to form pairs – self-labelling as “1” and “2”
 The last person in the row may be a “3”
 I will tell you which number is the listener and which is the
 explainer
 The listener’s goal is to understand every step of the
 explainer’s thought process and keeps the explainer talking
 by querying the explainer’s current thinking and seeking
 clarification on the reasons advanced and assumptions made
 by the explainer
 Thinking (2 minutes) Talking (2 minutes) Wrap-up (2 minutes)
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TAPPS Exercise – What is the maximum price you would pay for the right to
 buy a share in a company (under a rights issue) that is
 currently trading at $3.50 for only $2.50?
 a) $1
 b) <$1
 c) >$1
 d) Don’t know – need more information!

Page 36
						
						

1.4 Seasoned Equity Offerings
 (SEOs)
 Alternative types of SEOs
 The Firm
 Existing shareholders The public Financial Institutions
 Rights Issues
 General Offers
 Placement
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1.4 Seasoned Equity Offerings
 (SEOs)
 Alternative types of SEOs
 – How do firms choose between the alternatives?
 Costs? Time to
 implement
 Potential transfers from old to new shareholders
 Cash?
 Voting power?

Page 38
						
						

1.4 Seasoned Equity Offerings
 (SEOs)
 Size of the listed equity market in Australia
 Source: 2012 Australian Financial Markets Report, Australian Financial Markets Association, accessed at
 http://www.afma.com.au/data/afmr.html on 1 July 2013.
 Companies Listed on ASX at 30 June 2012
 Survey Year
 Number of
 companies with
 quoted
 securities
 Market
 capitalisation of all
 listed equities
 (AUD million)
 Domestic
 companies with
 quoted equities
 Market
 capitalisation
 with listed
 domestic
 equities (AUD
 million)
 Market value of
 average domestic
 company (AUD
 million)
 2007-08 2,013 1,486,610 1,930 1,415,056 733
 2008-09 1,985 1,204,947 1,903 1,098,451 577
 2009-10 1,975 1,325,831 1,893 1,253,711 662
 2010-11 2,101 1,445,469 2,008 1,348,534 672
 2011-12 2,074 1,270,579 1,978 1,185,936 600
 % change (1.3) (12.1) (1.5) (12.1) (10.7)
 http://www.afma.com.au/data/afmr.html
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1.4 Seasoned Equity Offerings
 (SEOs)
 Forms of equity capital raised in Australia
 Source: 2012 Australian Financial Markets Report, Australian Financial Markets Association, accessed at
 http://www.afma.com.au/data/afmr.html on 1 July 2013.
 New Capital Raisings for Cash (AUD
 million)
 Survey Year Floats
 Privatisations
 including
 Instalments
 Rights
 Issues Placements
 Calls on
 Contributing
 shares
 Exercise
 of Options
 Employee
 Share
 Schemes DRP Prospectus SPP Total
 % of
 average
 market
 cap
 2007-08 11,206 0 12,449 20,922 226 420 3,430 11,563 303 1,328 61,848 4.4
 2008-09 1,885 0 28,506 38,235 117 302 1,762 15,010 373 3,775 89,964 7.5
 2009-10 11,460 0 23,182 23,120 683 138 2,300 10,186 4 5,474 76,547 5.6
 2010-11 29,387 6,198 7,362 8,952 119 251 1,856 7,768 116 1,123 63,132 4.6
 2011-12 10,187 0 8,060 12,234 9 275 2,118 9,327 1 535 42,745 3.1
 % change (65.3) (100.0) 9.5 36.7 (92.8) 9.6 14.1 20.1 (99.2) (52.4) (32.3) (32.6)
 http://www.afma.com.au/data/afmr.html
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1.4 Seasoned Equity Offerings
 (SEOs)
 Equity issuance and dilution
 You and 2 friends are at a bar about to drink your pint of beer when
 your lecturer arrives with only a glass of beer
 570 mls 570 mls 570 mls 200 mls
 You do the right thing, get new schooner glasses and redistribute the
 beer evenly amongst the four of you
 477.5 mls 477.5 mls 477.5 mls 477.5 mls
 lecturer
 lecturer
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1.4 Seasoned Equity Offerings
 (SEOs)
 Placements
 Example
 – Daffy Limited has 10 million shares on issue with a current
 share price of $10 each. Daffy then raises $9 million by
 placing 1 million shares at $9 each to a group of financial
 institutions. The pre-and post-placement capital structure of
 the company is set out below:
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1.4 Seasoned Equity Offerings
 (SEOs)
 Placements
 Advantages
 –Timeliness (quicker)
 –Transaction costs (lower)
 Disadvantages
 –Potential dilution in voting power
 –Potential dilution in value – due to discount
 Question: Are placements always undertaken at a
 discount?
 Answer: It depends … discount to what?
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1.4 Seasoned Equity Offerings
 (SEOs)
 Placements
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1.4 Seasoned Equity Offerings
 (SEOs)
 Placements
 – Separation of ownership and control → potential conflict
 between existing shareholders and management
 – ASX Listing Rule 7.1 prohibits a company from issuing
 more than 15% of its issued capital within a given 12 month
 period without first obtaining the approval of its
 shareholders. Changes in 2012 now mean that firms with a market capitalisation less than
 $300m can raise up to 25%
 – Exceptions to the rule include a rights issue
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues
 • An offer by a company of new shares to its existing
 shareholders at a fixed price and on a pro-rata basis
 • Each shareholder receives an entitlement to new shares
 at a fixed proportion of the number of shares already
 held.
 • The issue (or offer) price is usually at a 10-30% discount
 to the share price at the time the issue is announced.
 • Usually takes 2-3 months to complete.
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues
 Example
 – An investor holds 1 000 000 shares which represents 10 per cent of a
 company’s issued equity capital.
 – The company makes a rights issue that entitles each shareholder to
 purchase one additional share for every five shares held,
 – The investors shareholding will increase to 1 200 000 if the rights are
 exercised,
 – In this event, the percentage ownership of the shareholder in the
 company will remain unchanged.
 Before
 1 million/10 million = 10%
 After
 1.2 million/12 million = 10%
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – continued
 • Subscription price (S)
 • Pro-rata entitlement (1:N)
 • Trading cum-rights and ex-rights
 • Valuation
 – A 1:N rights issue gives the holder an entitlement to purchase 1
 additional share for every N shares currently held at a price of $S
 – R is the value of the right
 – X is the theoretical price of the share ex-rights
 – M is the market price of the share cum-rights
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – continued
 Value of the right
 • How much would the market pay for the right to purchase
 one additional share at the discounted price? (refer to
 appendix)
 Theoretical ex-rights price
 • What should the value of the share be once it begins
 trading ex-rights?
 1N
 S)N(MR
 1N
 SNMX
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – continued
 Example
 • A company has issued capital of 10 million shares with a
 current market price of $3.50 per share.
 • The company wishes to raise $5 million for a new
 investment.
 • The company makes a 1-for-5 rights issue with a
 subscription price of $2.50 per share.
 • What is the theoretical ex-rights price?
 • What is the value of a single right?
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – continued
 Example
 33.3$X
 15
 $2.50$3.50)(5X
 1N
 SNMX
 Before
 • $35 million divided by 10 million
 shares
 • Price per share $3.50
 After
 • $40 million divided by 12 million
 shares
 • Price per share $3.33
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – continued
 – Suppose an investor had 1 000 shares in the company
 prior to the rights issue.
 – Look at her position before and after the issue, assuming
 that she exercises her right to subscribe to the new shares.
 Before
 1000 @ $3.50 = $3500
 Cash = $500
 Total Wealth = $4000
 After
 1200 @ $3.33 = $4000
 Total Wealth = $4000
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1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – alternatives
 Renounceability
 –Most issues are renounceable → shareholders may either:
 1. Exercise rights and acquire the new shares;
 – Consequences?
 2. Allow the rights to lapse and do nothing; or
 – Consequences?
 3. Sell the rights to a third party (trading of rights occurs on
 the ASX)
 – Consequences?
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Borrow
 $2.50
 1.4 Seasoned Equity Offerings
 (SEOs)
 Company
 announces rights
 issue
 5 shares
 + 1 right
 1) Exercise right:
 pay $2.50; get 1 new
 share
 2) Do nothing:
 right expires; keep
 $2.50
 3) Sell the right:
 Get $0.83; keep $2.50
 Ex-rights
 date
 6 shares à $3.33 = $20.00
 5 shares à $3.33 = 16.67
 + $2.50 cash = $19.17
 5 shares à $3.33 = $16.67
 + $2.50 cash = $19.17
 + $0.83 cash = $20.00
 Consequence
 s
 - wealth loss ($0.83)
 - voting loss
 (16.67%)
 + cash
 + no wealth loss
 + no voting loss
 - no cash
 5 shares à
 $3.50 =
 $17.50
 + no wealth loss
 - voting loss
 (16.67%)
 + cash
 Note: Strategies 1) and 3) are equivalent: Strategy 1): Ex-rights sell 1 share.
 Strategy 3): Ex-rights use cash to buy one share.

Page 54
						
						

1.4 Seasoned Equity Offerings
 (SEOs)
 Rights Issues – information effects and usage
 Why might share prices change in response to the
 announcement of a rights issue?
 Why might rights issues be preferred to private placements?
 1. Constraints on private placements (+)
 2. Convenient source of funds (+)
 3. Preserves voting patterns (+) , but
 4. Rights issues can be costly (-)
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1.4 Seasoned Equity Offerings
 (SEOs)
 Dividend Reinvestment Plans
 Use part or all of a dividend to apply for new shares
 with minimal transaction costs and usually at a
 discount (5-10%) to the current market price.
 Substantial source of capital for major corporates.
 Rationale: allows high dividend payout (to distribute
 imputation credits) while lessening impact on cash
 outflows.
 A DRP is just a very small rights issue
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1.5 Regulatory environment
 Capital raising by companies in Australia is regulated
 by:
 – Corporations Act (all companies)
 – ASX Listing Rules (listed companies only)
 – Articles of Association (company specific)
 – Competition and Consumer Act (all companies)
 – Special Legislation (some industries only)
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1.5 Regulatory environment
 Corporations Act
 – Objective of the fundraising provisions of the Corporations
 Act is investor protection:
 – Requires "full" information disclosure
 – Prohibits advertising and availability of securities except
 under prescribed conditions.
 – The Basic Rule (s.1018)
 • An offer of securities of a corporation must be accompanied by
 a prospectus unless it is an "excluded" offer.
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1.5 Regulatory environment
 Prospectus
 – Must be lodged with the ASIC
 – Marketing tool/information guide
 – Corporations Act does not specify a checklist of contents
 • Determined by the issuer
 • Must include all information that a “… reasonably careful investor
 might be expected to require” in relation to the securities on offer and
 the issuer of those securities.
 – Onerous penalties for false or misleading statements in or
 omissions from a prospectus.
 Source: http://www.smh.com.au/business/acr-trio-
 dodge-jail-over-misleading-prospectus-20120307-
 1ujd8.html accessed 1 July 1013
 http://www.smh.com.au/business/acr-trio-dodge-jail-over-misleading-prospectus-20120307-1ujd8.html
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1.6 Underwriting
 Historically, most floats have been underwritten
 – Between 1994 and 1999, 293 of 358 floats were underwritten
 (81.8%)
 – In 2006/2007 only 58 of 222 were underwritten (26.1%)
 – Increasing use of bookbuilding reduces need for underwriting
 Placements and rights are also underwritten
 Principal role of the underwriter is to guarantee the success
 of the issue
 – “Fixed Basis” vs “Best Efforts Basis ” underwriting
 Insurance function:
 • underwriter is required to act only if the issue is not fully
 subscribed
 • underwriting risk = risk of a shortfall
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1.6 Underwriting
 Contract gives the company the right but not the obligation
 to sell the new shares to the underwriter at the issue price
 company has bought put options on the new shares.
 Other roles include
 – Distribution/management
 – Advice
 Sub-underwriting
 – Used to “lay-off” risk
 – Fee is less (wholesale market)
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1.6 Underwriting
 Should all rights issues be underwritten?
 – The risk that shareholders will not take up new shares in an
 issue by a "quality" company at a sufficiently large issue
 discount (say >25%) would be small.
 Underwriting eliminates this risk, no matter how small.
 Some level of undersubscription may be expected
 notwithstanding the rights are in the money
 – i.e. issue price < share price (US evidence: 10% on
 average).
 Underwriters potentially face huge risks
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1.6 Underwriting
 Source: Accessed at
 http://aap.newscentre.com.au/fsu/1206
 28/library/banking_and_finance/28813
 671.html on 16 July 2012
 http://aap.newscentre.com.au/fsu/120628/library/banking_and_finance/28813671.html
 http://aap.newscentre.com.au/fsu/120628/library/banking_and_finance/28813671.html
 http://aap.newscentre.com.au/fsu/120628/library/banking_and_finance/28813671.html
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Appendix
 NM = NX + R
 X = R + S
 NM = NR+NS+R
 NM –NS = R (N+1)
 R = N (M –S)/ N+1
 X = R + S
 = N (M –S)/ N+1 + S
 = NM-NS+NS +S / N+1
 X = NM + S / N+1
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