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Lecture1 Raising Capital: Equity 
Overview of financing policy 
Choices in external financing 

 Debt 

 Includes bank loans, corporate bonds, etc 

 Company promises to make a fixed payment at a fixed date, which includes interest 

payments on a regular basis, and the principal payment at the fixed maturity date 

 If company fails to make the payment, it defaults 

 Debtholders have highest priority of getting money back 

 Debtholders have no voting rights 

 Hybrid Securities 

 E.g. convertible debt: can be converted to equity depending on debtholder’s choice 

 E.g. preferred stock: no voting right, but are promised to receive fixed dividends 

 Equity 

 Payment is not promised 

 Shareholders generally have voting rights 

 (ordinary shareholders) last to get money back 

 Can be viewed as permanent capital to the company 

Pecking order perspective 

 There tend to be a share price drop at the equity issue announcement date 

 Most public firms (that can issue any kind of securities, not for new private companies as 

they can’t really borrow and have to rely on equity for financing) financing their projects first 

with retained earnings, then with debt, and finally with equity 

Reason for this – ‘information asymmetry’: assume that the company knows more about 

the company’s true value than the investors 

1. If currently the market overvalues the company’s equity, managers prefer to issue 

equity now 

2. Seeing the firm issue new equity, investors get the signal that the share are 

overvalued 

3. Investors sell shares, demand for stock declines 

4. Share price drops at equity issue announcement 

5. Affect managers’ bonuses… 

6. Managers avoid issuing equity 

 Debt is not subject to this ‘information asymmetry’ as the payment to debtholders are fixed, 

and everyone knows the value of the securitiesissuing debt doesn’t affect the stock price 

muchmanagers prefer funding with debt 

 

Raising Equity Capital 
Different options to raise equity 

Unlisted firms Listed firms 
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Private equity ‘Angel’ finance: informal market 
where small number of high net 
worth individuals directly invest 
in company’s equity (start-up 
companies) 

Seasoned Equity 
Offerings (SEOs): the sale 
of shares in an already 
publicly traded company 

General offer to the 
public 

Private placement: to a 
small group of investors 

Venture capital: financial 
intermediary, providing finances 
to start-up companies (mainly in 
high tech industries), have a 
portfolio of risky investments, 
like growing firms 

 Collects money from 
different institutional 
investors 

 Manages money by 
investing in new-start 
companies with staged 
financing: don’t provide 
all the funds the 
company needs up front 

 Significant control over 
companies 

 once these companies 
mature, either sell them 
(stay private) to larger 
companies or take firm 
to the public (IPO) (‘cash 
out’) 

Rights issue: to existing 
shareholders 

 Dividend reinvestment 
plan: to existing 
shareholders (offered to 
reinvest dividend to apply 
for new shares) 

Public equity: Initial Public Offering (IPO) – the process by 
which a firm sells equity to the public for the first time 

 

 

Primary market vs secondary market 

 primary market: transactions between the issuing firm and investors 

 secondary market: transactions between investors e.g. stock exchange 

 

Initial Public Offerings 
Advantages of going public Disadvantages of going public 

 Create public shares for use in future acquisitions: 
when the acquiring firm pays the acquired firm’s 
shareholders with shares, the shareholders prefer 
public shares over private shares as they can be 
easily sold 

 IPO creates substantial fees 

 Greater degree of disclosure and scrutiny 

 Dilution of control of existing owners 

 Special ‘deals’ to insider will be more difficult 
to undertake 
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 To allow venture capitalists to cash out 

 Establish a market price/value for the firm, 
important performance measure 

 Liquidity is increased (shares can be rapidly sold 
with little impact on the stock price) 

 Broaden the base of ownership 

 Enhance reputation of the company, and increases 
customer recognition 

 Makes it more feasible to use stock as employee 
incentives 

 Managing investor relations is time-
consuming 

 

Typical procedure for an IPO 

1. Appointment of underwriter (help the company throughout the IPO process) and other 

advisers 

2. Undertakes the due diligence process - try to understand and examine the company in very 

detail so they can prepare preliminary prospectus 

3. Organise marketing activities where the company invites institutional investors to attract 

their interest in the participation in the IPO 

4. Exposure period: lodge the final prospectus with the ASIC and lodge listing application with 

ASX 

• Note: Voluntary escrow arrangement prohibits certain shareholders to sell their sells 

in a specified period of time to overcome information asymmetry between existing 

and new shareholders; and reduce in part ‘equity overhang’-huge downward 

pressure on share price as a result of large volumes of shares being offered for sales 

by pre-existing shareholders 

5. Marketing and offer period 

6. Offer closes, share allocated to investors who accepted the offer (primary market 

transactions), trading commences (secondary market transactions on the exchange where 

market price is observed) 

Underwriters 

 Who are they: intermediaries between a company selling securities and the investing public 

 What they do: 

 Formulate the method used to issue the securities and market the issue 

 Price the new securities 

 Sell the new securities 

 They sign two types of contract with the firm: 

 Firm commitment contract: underwriter promises to sell all the shares the issuing 

firm wants to sell, otherwise the underwriter have to buy all the remaining shares, 

underwriter bears the undersubscription risk  

• Underwriter usually form a syndicate in an underwriting group to reduce 

their undersubscription risk 

 Best efforts contract: the underwriter doesn’t make a promise, they only try to sell 

as many shares as they can, company bears the undersubscription risk 

 


