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SUMMARY NOTES 

Lecture 1: Raising Equity 

Financing Policy 

The sources of funds for firms looking to finance projects are: 

 Internal funds 

 Debt 

 Equity 

 Hybrids 

 

The comparisons between debt and equity are: 

DEBT EQUITY 

 Fixed claim 

 Payments are tax deductible 

 High priority when in financial distress 

 Fixed maturity 

 No management control  

 Residual claim 

 No tax deductions 

 Lowest priority in financial distress 

 Infinite maturity 

 Management controlled 

 

Raising Equity 

There are multiple ways for listed and non-listed firms to raise equity. These are: 

UNLISTED FIRM LISTED FIRM – Seasoned equity offerings (SEOs) 

 Private equity finance (PE) 

 Angel investor 

 Venture capital (VC) 

 Initial public offering (IPO) 

 Private placement 

 Rights issue 

 Dividend reinvestment plan 

 

Initial Public Offering (IPO) 

The advantages of going public through an IPO are: 

 Access to additional capital 

 PE can cash out of the investment 

 Current stockholders can diversify 

 Liquidity increases 

 A firm value is established 

 Stocks can be used as an employee incentive 

 Customer recognition increases 

 

The disadvantages of going public include: 

 Agency costs from underwriters and other professional services 

 Current owner control is diluted  

 Greater reporting requirements due to regulations around being a listed copany 



 Dealing with investors is costly and time consuming 

 

The stages in an IPO are: 

1. Appoint an underwriter to price and sell the securities 

2. Underwriter will undertake due diligence on the float 

3. Institutional marketing begins 

4. Exposure period where the prospectus is lodged with ASIC and the application to the ASX is 

made 

5. Marketing and offer period 

6. Offer closes 

7. Shares are allocated  

8. Trading on the secondary market begins 

 

Upon agreeing to underwrite the IPO, the underwriter will either guarantee the IPO (buys the remaining 

shares if they are not bought) or offer best efforts (risk of under-subscription and a failed float). 
 
For large IPOs, it is common for the underwriters to join syndicates, where multiple underwriters help 

work on the same deal. 

When working out the value of the firm, one of the following techniques will be used: 

 Discount cashflows (DCF) 

 Comparable multiples method 

 Comparable transactions method 

 

The market pricing, once value has been determined, can be done through one of the following ways: 

 Fixed price (common in Australia, under-subscription risk if the price is too high) 

 Book building (common in the USA, more expensive but no under-subscription risk) 

 Open/Dutch auction (where those interested bid their valuation and the security goes to the highest 

bidder) 

 

The consistent under-pricing of IPOs is because underwriters want to keep uninformed investors in the 

market. The percentage of under-pricing in an IPO is referred to as “money left on the table”. This is 

what happens if IPOs are not intentionally slightly under-priced. 

 

𝟓𝟎% × 𝟎. 𝟓 ×𝟏𝟎% + 𝟓𝟎% × 𝟏 × −𝟏𝟎% =  −𝟐. 𝟓% 

 

In the equation, the green is the percentage of IPOs that, despite best intentions, are either under-

priced or over-priced. The red is the percentage of the shares that uninformed investors will get access 

to from the IPO. Note that this is 50% for the under-priced but 100% for the over-priced as the informed 

investors will not participate in these IPOs. Finally, the blue is the gains made on each investment. As 

seen, in the long run the uninformed investor loses out if IPOs are not slightly under-priced. 



The long-run underperformance of IPOs can be attributed to only bullish and optimistic investors buying 

in initially, and optimism fading once more information is released to the market.  

Seasoned Equity Offerings (SEOs) 

 Private Placements 

Issuing new shares to a small group of investors. This amount usually sells at a discount and is to an 

institutional investor. This amount cannot exceed 15% without shareholder approval.  

Private placements are known for 

 Being fast to complete 

 Being cheap. No underwriter is needed 

 Diluting shareholder wealth 

 

Rights Issue 

Current shareholders are offered new shares in the company on a pro-rata basis. This requires an 

underwriter and takes more time than a private placement. The offer will come in the form of a ratio 

(eg. 1 for 5) and are sold with a subscription price that is generally less than the current share price. 

With this offer, and subsequent right, the shareholder can do as they please. 

 

The change in value of the shares after the rights issue can be expressed via: 
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This states that the value is the proportion of shares that were already in existence multiplied by the old 

price plus the new amount of share multiplied by the subscription price. 

The value of the right to purchase the shares can be expressed as: 

𝑅 =
𝑁(𝑀 − 𝑆)

𝑁 + 1
= 𝑋 − 𝑆 

Upon obtaining the right, the shareholder has 3 options with the following consequences: 

1. Exercise right. No wealth loss. No dilution in ownership 

2. Let right expire. Loss of wealth. Dilution in ownership 

3. Sell right. No wealth loss. Dilution in ownership 

As such, from a wealth perspective, it is optimal for the shareholder to either exercise the right or sell it, 

but not to let the right expire. 

In a perfect capital market, the price of the share will fall directly down to X. This may not happen 

because of 

 New information becoming available 

 General market movement 



 Transaction costs and taxes 

 The value of R ignores the value of the option within the right 

 

Dividend Reinvestment Plan (DRP) 

 

This is when a new share is offered on a pro-rata basis instead of a dividend. This does not dilute 

ownership, but keeps free cash flows (FCF) so that they can be invested in positive NPV projects.  


