I. Chapter 19: Issuing Securities To The Public
A. Basic procedure

1. Board approval

2. Registration statement w/SEC

a) Unless it’s a loan that matures w/in 9 months

b) Unless it’s an issue of less than $5mm

(1) In which case it would be governed by Regulation A

(a) A brief registration statement only

(b) Only $1.5mm can be sold by insiders

c) Shelf registration

(1) You can register and keep that registration on the shelf and issue within the next 2 years

(a) Only if

i. Investment grade firm

ii. No debt default in last 12 months

iii. Outstanding stock > $75mm

iv. No Securities Act violations in last 12 months

(2) Often will shelf register and then “dribble” out stock a little at a time
(3) Shelf registration is used 50% of the time for debt but rarely for equity

3. Waiting period

a) SEC examines registration statement

b) Lasts 20 days

c) Red Herring is distributed

(1) Preliminary prospectus with red lettering on the cover

d) SEC may send a letter of comment suggesting changes

(1) In which case the changes are made and the 20 days starts afresh

4. Effective date of registration statement

a) Price is set

b) Selling commences

5. Tombstone ads are placed

B. Private issue
1. Sold to < 35 investors

2. No registration statement required

C. General Cash Offer

1. A public offering

2. Sold to everyone

3. IPO

a) Initial, unseasoned offering

b) Always a cash offer

(1) Because wouldn’t need to go public  if existing shareholders wanted to buy the new shares

4. Investment banks participate

a) Formulate method to issue securities

b) Price securities

c) Sell securities

5. Methods to issue securities

a) Firm commitment

(1) Investment banks buy securities and re-sell them on the market

(2) Underwriting
(a) Investment banks absorb the risk of not being able to sell the securities

(3) Syndicates
(a) Groups of investment banks formed to spread the risk of a specific offering around

(4) Spread

(a) Difference between price investment bank bought shares at and price it can sell the shares at

(b) This is the basic compensation for underwriting

(5) Risk

(a) Minimized, because underwriters don’t price issue until they’ve investigated the market

b) Best efforts

(1) Syndicate only tries to market the shares, doesn’t buy them all

(2) Less risk

(3) More common for IPOs

(a) Especially small ones

c) Supporting & stabilizing

(1) Underwriter can buy shares if market falls soon after issue

d) Green Shoe provision

(1) Named after Green Shoe co.

(2) Underwriters can purchase more shares, at offering price, after the offer

(3) It’s additional compensation

e) Lockups

(1) Insiders must wait to sell stock

(2) Usually 180 days

6. Determining the price

a) The job of the investment bank

b) Disincentives to price high

(1) Lose brokerage customers in future deals!

c) Reputation capital

(1) Each investment bank has some

(2) If they price too many things wrong, they lose capital

(3) Investment banks are very conscious of status

d) Unseasoned new equities

(1) Usually underpriced

(a) Buyers get higher return

(b) But existing shareholders lose money

v. It’s part of the cost of an IPO

(2) Why underpriced?

(a) Because IPOs are usually from small, risky companies

(b) Because a low price ensures oversubscription

(c) To prevent the winner’s curse

vi. When the average investor gets shares, it’s because those who knew better stayed out of the offering

vii. So underprice to give the average investor some return

7. Effect of equity on the value of the firm

a) Value drops after issue of new equity

(1) Because stockholders are skeptical

(a) They think managers think the stock is overpriced

(b) They think, why would managers issue equity if they could issue debt? The managers must not be able to issue debt because of financial distress

(c) They think that equity would only be issued if money was needed

viii. But plans are public

ix. So why would money be needed?

x. To cover future shortfalls

8. The cost of new issues

a) Spread or underwriting discount

(1) Economies of scale

b) Direct expenses

(1) Filing fees

(2) Legal fees

(3) Taxes

(4) Etc.

(5) Reported in prospectus

(6) Economies of scale

(7) Higher for equity than for debt

c) Indirect expenses

(1) Management time on new issue

(2) Etc.

(3) Not reported in prospectus

d) Abnormal returns

(1) Drop in price of existing stock of seasoned issue

e) Underpricing

f) Green shoe option

g) Costs are high!

(1) 17% for issue < $10mm

D. Rights Offer

1. A public offering

2. Sold to existing shareholders

a) An option to buy new shares at a specified price within a specified time

b) Expiring

3. Always a seasoned offer

4. Rights can be traded

5. Simple to do

a) Just notify the stockholders

b) A subscription agent is involved

(1) Usually a bank

6. Pricing

a) Rights will only be exercised if they’re < P0
7. Shares issued
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8. Rights needed to buy a share
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9. Effects of rights offer on price of stock

a) Drops by the value of one right, after offering completed

b) Ex-rights date exists

c) Shareholders neither win nor lose, so long as they exercise or sell their rights

10. Underwriting

a) Standby underwriting exists in case stockholders don’t want to buy all of the shares

b) Underwriter receives standby fee

c) Firms are also insured by oversubscription privilege

(1) Existing shareholders can buy, at rights price, any unsubscribed shares

11. Why not always use rights?

a) Pure (non-underwritten) rights issue is always the cheapest equity option

b) But 90% of rights issues are underwritten. Why?

(1) Insurance

(2) Underwriter certifies offer price = real value

E. Private Equity
1. Venture capital

a) Suppliers

(1) Old-line, wealthy families

(2) Private partnerships & corporations

(3) VC subsidiaries of large financial corps

(a) This is a very small part of the market

(4) Angels

(a) Very large part of market

(b) Tight network

(c) Rely on each other for advice

(d) Often successful, wealthy businesspeople

(e) Tolerate high risk

(f) Invest up to ± $250,000

(g) Often derided as “dumb dentists”

2. Private placement

a) No registration needed

b) Rule 144

(1) Issue to one of a few dozen SEC-approved knowledgeable investors

(2) To qualify, investors must have > $100mm under management

c) Hard to re-sell these shares

d) Usually bonds, convertible bonds, preferred stock

3. Private equity firm

a) Reps large institutional investor

(1) Which is the limited partner

b) Supplies venture equity

c) Supplies non-venture equity to distressed firms

4. Stages of financing
a) Seed money

(1) Prove concept

(2) Develop product

b) Start-up

(1) Marketing

(2) Product development

c) First-Round

(1) Begin sales + manufacturing

d) Second-round

(1) WC for firm that is selling product but losing $$$

e) Third-round

(1) Funding for company that is breaking even and is contemplating expansion

(2) Often called “mezzanine financing”

f) Fourth-round

(1) Firm is likely to go public w/in 6 months

(2) Often called “bridge financing”

g) IPO

(1) VCs rarely sell all shares in IPO

(a) Usually sell bit by bit over several offerings

(2) But VCs usually time IPO to gain highest market value for shares
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