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Topic 1 – Raising Capital: Equity 

 
Nature of capital 

The basic resource of a company is the stream of future cash flows generated by its assets. Companies 

raise external capital by issuing financial securities – claims over these cash flows. 

Characteristics of equity 

• Permanent contribution of capital 

• Ordinary shareholders have full voting rights 

• Shareholders hold a residual claim: 

▪ Subordinated right to a return on capital (shareholders are last in line to receive 

dividends because other obligations must be met first) 

▪ Subordinated right to a return of capital on liquidation 

• The riskiest form of investment 

 

Pros and cons of floating a company 

Pros 

• To create public shares for use in future acquisitions (easier to have publicly-listed shares than 

private companies) 

• To establish a market price/value for the firm 

• To enhance the reputation of the firm 

• To broaden the base of ownership (to allow more different investors in the company) 

• To allow one or more principals to diversify personal holdings (old investors can start to sell 

down some shares, so their holdings are not tied up in the company) 

Cons 

• Loss of control associated with sharing ownership of the company with many other investors 

• Original owners’ voting power will be reduced at the time of a float and their proportional 

ownership may decline over time as they sell some of their shares or as the company raises 

capital by issuing more shares to new investors 

 

Initial public offering (IPO) process 

1. Engage an investment banker 

The investment banker will manage the float process, helping to prepare the prospectus as well 

as providing services such as underwriting. 

The prospectus is a legal document that provides details of the company and the terms of the 

issue of securities. It is also used to market the float. 

Underwriting is the process by which investment banks raise investment capital from investors 

on behalf of corporations and governments that are issuing securities. Underwriters take on the 

risk of distributing the securities. Should they not be able to find enough investors, they are 

most of the times liable to purchase any shares that remain unsold at the conclusion of the float 

(most are reluctant to take a proprietary interest in the company so there is a clear incentive to 

have the shares sold) 

 

Importance of certification in the equity issuance process 

Although a firm can try to market its own securities, success is unlikely. Prospective investors 

will be concerned that the firm is trying to issue overvalued shares and react negatively to the 

issue announcement. To address this problem, the firm is likely to use the services of a reputable 

investment banker. An investment banker is an intermediary on whom investors can rely to 

effectively certify that the offer price is consistent with private information the investment 

banker has learned about the firm. 



 

If the underwriter sets the issue price too high and the shares lose value after the issue, the 

underwriter will suffer reputational damage, especially if shareholders believe the decline is 

due to adverse information the underwriter should have learned. 

 

Deciding on subscription price 

• Fixed-price offer 

Price is set before the prospectus is printed and the offer is usually open for 2 or 3 

weeks. 

Risky approach as the fixed price might be too high or too low.  

Too high – no-one will buy the shares and the issue will close undersubscribed 

Too low – the original owners of the firm have suffered an opportunity cost in that the 

shares could have been sold at a higher price – ‘money left on the table’ 

• Book building 

A process that involves competitive bidding by market participants, particularly 

institutional investors. Potential investors place bids for the shares where they indicate 

the quantities they wish to purchase at various prices. The final price is determined at 

the end of the bidding process. 

There are two approaches: 

▪ Open pricing – shares are usually allocated only to bidders who offered prices 

equal to or higher than the final price. 

▪ Constrained open pricing – an indicative range is provided and all bids within 

that range are invited. 

There is increasing use of book-building in recent decades, reducing the need for 

underwriting. 

2. The roadshow 

A presentation by an issuer of securities to potential buyers. Company management and the 

investment bankers who underwrite the securities travel around the country to give 

presentations to analysts, fund managers and potential investors.  

This is critical as it will assist them in determining what an appropriate subscription price is for 

shares. 

3. Set the price and list 

The subscription price is set and the shares are issued in the primary market – funds are 

received by the issuing firm. 

The firm’s shares begin trading on the stock exchange, which is a secondary market – the funds 

paid by buyers of shares do not go to the firm – but to the share seller. 

 

Underpricing 

𝑈𝑛𝑑𝑒𝑟𝑝𝑟𝑖𝑐𝑖𝑛𝑔 =
𝐹𝑖𝑟𝑠𝑡 𝑑𝑎𝑦 𝑐𝑙𝑜𝑠𝑖𝑛𝑔 𝑝𝑟𝑖𝑐𝑒 − 𝑠𝑢𝑏𝑠𝑐𝑟𝑖𝑝𝑡𝑖𝑜𝑛 𝑝𝑟𝑖𝑐𝑒

𝑠𝑢𝑏𝑠𝑐𝑟𝑖𝑝𝑡𝑖𝑜𝑛 𝑝𝑟𝑖𝑐𝑒
 

 

Explanations of underpricing 

1. Information asymmetry and the ‘winner’s curse’ 

Based on the concept that some investors are well-informed about the value of the shares being 

offered while others are uninformed and therefore have difficulty estimating the future market 

price of the shares. 

When an issue is overpriced, informed investors will not buy, and all the shares will be allocated 

to uninformed investors. When underpriced, informed investors will ‘crowd out’ the 

uninformed, who will be allocated only a fraction of the shares. 

Uninformed investors have a ‘winner’s curse’. If they get all the shares they demand, it is 

because the informed investors did not want them. Faced with this situation, uninformed 

investors will only subscribe to IPOs if they are sufficiently underpriced, on average, to 

compensate for the bias in the allocation of shares. 

2. Market Feedback Hypothesis 



 

According to this theory, investment banks underprice IPOs in order to induce investors to 

reveal information during the bookbuilding period. Underwriters price offerings based on the 

level of investor interest they perceive while doing their bookbuilding during the IPO road show. 

Thus, they rely on potential investors to provide them with information with which they can 

gauge demand – find out from the market the ‘true’ value. In the absence of underpricing, it 

would not be in investors’ interests to reveal favourable information that would result in upward 

revisions in the offering price range. 

3. The Bandwagon Effect (cascades hypothesis) 

The bandwagon effect may develop if potential investors pay attention not only to their own 

information about an IPO, but also to whether other investors are purchasing. In this case, other 

investors are the informed investors or the institutional investors. If an investor sees that no one 

else wants to buy, he may not buy even when he possesses favourable information. In order to 

prevent this situation, an issuer may have to under-price the IPO to induce the first wave of 

popularity, and later induce a cascade in which all subsequent investors want to buy 

irrespective of their own information. 

4. Investment banker monopsony power 

There is a potential conflict in engaging an investment banker to underwrite the shares in that 

the investment banker is incentivised to underprice so as to reduce their own costs/risks 

(cheaper shares are easier to sell). Furthermore, underpricing can be used (unethically and 

usually illegally) to develop relationships with other potential clients – IPO spinning. 

5. Lawsuit avoidance and implicit insurance 

Underwriters can potentially be sued by investors who lose money by relying upon the 

prospectus. By underpricing the float, the underwriter has insurance from being sued as a result 

of material misstatements from the prospectus. However pre-existing shareholders are paying 

for that insurance, as they are ‘leaving money on the table’ for new shareholders. 

6. Signalling as part of a longer-term strategy 

IPO is the first stage in a multi-stage strategy for expansion. In the future, the firm will probably 

want to go back to the market to raise more capital. By underpricing the float, the firm can leave 

a ‘good taste’ with investors and build demand so that next time the firm seeks to raise capital 

by issuing additional shares, there will be greater demand. 

7. Ownership dispersion 

The higher the level of underpricing, the higher the demand for the shares. Increased demand 

means a more dispersed ownership base. This results in security of tenure as there would no 

significant shareholders owning large parcels of shares; it is harder for shareholders to get 

together and vote management off the board.  

This is because if an issue is oversubscribed – more demand for shares than there are shares 

to issue – there will be a scaling back of shares – everyone receives fewer shares than applied. 

A broad ownership base also means greater liquidity, which benefits shareholders. 

 

Long-term performance of IPOs 

There is evidence of underperformance of IPOs after the first day of trading in a sample that consisted 

of US companies. 

 

Explanations of long-run underperformance of IPOs 

1. Divergence of opinion hypothesis 

Successful IPO subscribers are naturally optimistic, however, over time, this optimism adjusts 

resulting in a fall in the share price. 

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 as marketing efforts decrease, 

we see a fall in the share price as investors readjusts their expectations of the company. 

3. Windows of opportunity hypothesis 

Management time the issue, taking advantage of the high demand for IPOs during boom periods. 

A decline in demand for IPOs will be correlated with a reduction in equity prices generally. 

 



 

Topic 4 – WACC and Capital structure 

 

A firm’s fundamental source of value is the stream of net operating cash flows generated by its assets.  

Capital structure refers to the mix of securities which serve to divide those cash flows between different 

classes of investors. 

Assume only two securities – debt and equity. 

 

Observed capital structure practices 

• Interest is deductible – therefore significant tax advantages to using debt (even under 

imputation tax system) 

• It is risky to have too much debt 

• Some assets provide better debt capacity than others 

 

Modigliani and Miller 

MM analysed the effect of capital structure on company value based on a set of restrictive assumptions: 

• Perfect capital markets – frictionless capital market in which there are no transaction costs 

and no barriers to the free flow of information 

• Companies and individuals borrow at the same interest rate 

• No taxes 

• No costs associated with the liquidation of a company 

• Companies have a fixed investment policy so that investment decisions are not affected by 

financing decisions 

 

Proposition 1 – Conservation of Value 

The value of an asset remains the same, regardless of how the net operating cash flows generated by 

the asset are divided between different classes of investors. 

 

Therefore, two firms (U and L) with identical operating cashflows but differing capital structures should 

have the same total value. 

If one firm was more highly valued than the other (e.g. 𝑉𝐿 > 𝑉𝑈), in a competitive market, investors 

will recognise the mispricing of shares in the two companies, and seek to make an arbitrage profit by 

selling shares in L and buying U, forcing the price of L’s shares down and/or the price of U’s up until 

the mispricing is eliminated. 

 

Proposition 2 – Conservation of Risk 

A company’s weighted average cost of capital is independent of the company’s capital structure. 

 

Firms will not be able to decrease their WACC by sourcing more debt (cheaper, since 𝑘𝑑 < 𝑘𝑒) because 

𝑘𝑒  increases the firm becomes more highly leveraged, since shareholders demand more compensation 

for bearing financial risk. 

 

The cost of equity of a levered firm consists of two components: 

 
𝑘0 is equal to the rate of return required by shareholders on a company that has no debt (therefore 

business risk only – no financial risk). 



 

The second component is an increment for financial risk and is proportional to the company’s debt-

equity ratio. 

 

When debt increases, total risk is conserved, but it is concentrated 

upon a smaller number of shareholders and hence required returns 

increase. 

 

As the debt-equity ratio increases, the interest rate charged (cost of 

debt) does not change as debt is usually risk-free. 

 

Cost of equity increase as the level of leverage increases. 

 

Risky debt takes away some of 

the financial risk from shareholders.  

 

In this case, the cost of debt and the cost of equity both increase 

as more debt is issued, but the WACC is unchanged; risky debt 

only affects how the expected returns between debtholders and 

shareholders are split. 

 

 

 

In summary, there are two costs associated with the introduction of debt: 

• Direct cost of debt – interest  

• Indirect cost of debt – increased rate of return required by shareholders 

 

Impact of taxes on capital structure 

Classical tax system 

Leverage will increase firm value because interest on debt is a tax-deductible expense resulting in an 

increase in the after-tax net cash flows to investors. 

Since the interest cash flow = 𝑘𝑑 , assuming firm is a going concern with perpetual debt then the tax 

shield is 𝑡𝑐 × 𝑘𝑑𝐷. The PV of tax shield =
 𝑡𝑐𝑘𝑑𝐷

𝑘𝑑
= 𝑡𝑐𝐷. 

MM Proposition 1 with Taxes: 

The value of a levered firm is equal to the value of an unlevered firm of the same risk class plus the 

present value of the tax shield. 

𝑉𝐿 = 𝑉𝑈 +
𝑡𝑐𝑘𝑑𝐷

𝑘𝑑
 

𝑉𝐿 = 𝑉𝑈 + 𝑡𝑐𝐷 

 



 

 

Topic 10 – Risk Management 

 

Total risk – overall variability in the returns that a company face 

Risk management tries to reduce the uncertainty associated with future outcomes. Ideally, it removes 

bad outcomes (the left tail of outcomes) without affecting good outcomes 

 

According to the table, 

removing tail risk increases 

our expected return. 

However, in a perfect and 

frictionless market it should 

cost us 1.5 to get rid of that 

tail (i.e. the NPV of risk management should be zero). 

 

 
Removing left tail outcomes increases expected return. In a competitive market, this comes at a cost. 

If this cost is equivalent to the increase in expected return, then this is a zero-NPV risk management 

activity. 

 

Risk management deals with how financial contracts may be used to reduce business risks. 

• Options provide asymmetric payoffs, enabling firms to keep the upside associated with 

advantages price movements, while removing the downside associated with adverse price 

movements (insuring against left-tail) 

• Forwards and futures contracts allows firms to lock-in an exposure 

 

Reasons for risk management 

• Global economic downturns e.g. GFC 

• Other risks faced by firms 

▪ Market risk and credit risk (e.g. systematic risk) 

▪ Operational risks (e.g. risk of fraud) 

▪ Currency risks for multinationals 

▪ Political risk 

 

In a truly frictionless economy financial risk management within firms cannot add value. It is 

because of capital market imperfections such as the existence of transaction costs, agency costs, 

bankruptcy costs, financial distress costs and taxes that risk management can help preserve the value 

of the firm to shareholders. 

 

 

 

 


