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Introduction

•

Once a new product has been successfully launched, sales volumes should start to
grow rapidly
–
–

•
•

Business risk is still high during the period of rapid sales growth …
… and source of funding must be designed to keep the financial risk profile low
–
–

•
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This represents a reduction in the overall business risk associated with the product and …
… the key emphasis should now be placed on marketing activities

The initial venture capitalist investors will be keen to realize their capital gains …
… and new equity investors need to be identified to replace the

An attractive source of such funding is often from a public flotation of the company
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Continuing High Business Risk

•

Now marketing is a key focus on the part of senior managers rather than the R & D
or technology focus
–
–

•

The continuing high business risk means that low-risk financing is still appropriate

•

New investors are taking on a lower risk, because the product is normally now
proven and at least some customers will have accepted the specific product offering
–

•
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The growth stage brings with it the need for a change in business processes
As the scale of operations grows, and the number of employees and divisions increases, there is
a need for more structure

Also the company is now much more substantive than the business plan and product concept
which it may have comprised when initial financing was being raised

Hence it is possible to look to raise this new equity funding from a broader
potential base of investors, possibly including the general public
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IPO vs Private Placement

•

In most countries there are tight rules applying to the control of companies which wish
to raise funds from the general public
–

•

An immediate practical implication of these tighter controls is a cost
–

•
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Many private equity institutions have portfolios including pre-initial public offering (IPO)
companies

New investors must be prepared, with part of their funds at least, to buy out existing
venture capital shareholders: this portion of their investment does not go to the
company itself
–

•

Registration fees , legal and professional costs of raising funding and of maintaining a stock
exchange listing; shareholder communication costs, and the costs of compliance with the rules of
the various bodies of which the company becomes a member.

Costs can be minimized if this second phase of equity funding is raised by private
placement (without inviting the public to invest in the company)
–

•

The objective of the increased controls is to try to safeguard the less-sophisticated investor and
to maintain the confidence of investors

Thus the major financial return to these new investors will take the form of capital gains on their
shares, as in the case of the venture capitalists

A key problem caused by continuing to use private sources of equity finance is the exit
route
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The Cost of Equity
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Confidence Levels for Beta

DGM as a Sanity Check

•

•

Growth companies face increasing
market / systematic risk, because
they are more affected by changes
in external environmental factors
than equivalent more mature, wellestablished companies
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•

DGM as a cross-check for implied
expected growth grate momentum
DGM calculation differs radically from
the CAPM: CAPM uses solely marketbased data, whereas the DGM uses
company-specific data
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Reinvestment Projects

•

Growth can come from taking on
projects (i) with a very similar risk
profile to the existing business, or (ii)
with a different risk profile

•

Do all reinvestment projects expect to
make a return greater than the
company’s cost of capital? – No!

•

If a project has a lower risk than the
average risk of the company, it
should be expected to make a lower
return. As long as the expected
return from the project is greater than
its risk-adjusted cost of capital, the
project is financially acceptable
–

www.christianschopper.com

If all projects are required to earn more
than the company’s average cost of
capital, the business runs the risk of
rejecting many financially attractive, lowrisk projects while accepting some
unattractive higher risk projects
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Reinvestment Projects (cont´d)

•
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In many cases the company’s cost of
capital (which should be related to its
overall risk level) is taken as a
minimum required rate of return for
individual reinvestment projects, with
extra return requirements being
added for above average risk projects
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Rights Issues – The Basics of Dilution

•

An SPO should be made at the full current market price, otherwise existing
shareholders are giving away economics to new investors

•

Issuing new shares at a premium to the existing share price is also counterproductive, because a rational new investor would buy existing shares directly in the
market instead more expensive new ones from the company

•

In principle, easing unbalances via supply and demand of shares can be difficult
–

•

Considering new supply of shares, it is usually necessary to make the new issue at a
discount to the current market price. To avoid dilution, existing shareholders are
given rights to buy these discounted shares in proportion to their existing
shareholdings; hence the name “rights issue“
–

www.christianschopper.com

E.g. significant and sudden increase in the supply of any commodity normally leads to a decline
in its price, even if only temporarily

The company cannot force its existing shareholders to buy any more shares in the company;
hence it is granting them an option to buy these new shares. As the new shares are being issued
at a lower price than the current market price of the existing shares, this option should have a
value and can be sold if the current shareholder does not want to take it up
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Rights Issue – Pricing

Satellite Television Audiovisual Recordings plc (STAR) wishes to increase its equity base to
fund its exciting product development program and to finance its continuing high growth rate
–
–
–
–
–
–
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Raise over £100 million in new equity through a rights issue
Existing issued share base of 1000 million 10 p nominal value shares
Currently trading at 50 p
Implied market capitalization of £500 million
Current eps are 2.5 p
Dividends per share are 0.5 p

•

The company’s financial advisers have suggested a rights issue of one for four at 45 p
per share, which would raise £112.5 million, excluding issue costs

•

Is the positioning of STAR as a growth company correct?
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Rights Issue - Use of Proceeds

•

•

On the announcement of a rights
issue, the stock market is told (i) that
the company wishes to raise new
equity and (ii) what the company
intends to do with that money

•

The stock market analyses this
information and adjusts the share
price accordingly, depending on
whether it believes that the new issue
will lead to substantially enhanced
future cash flows (and a positive
NPV)

•

–

–
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•

Initially the company has issued new
shares in exchange for an explicit
amount of cash …
… and the share price will
immediately move to reflect this new
situation …
… before then taking into account the
longer-term impact of the investment
of these funds

The information elements of the
announcement are separately
incorporated into the share price. If the
proposed investment looks financially
attractive the share price may rise to
reflect this new opportunity
if the proposed source of funding,
equity, is also considered sensible this
may enhance the value still further
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Rights Issue - Price Adjustment upon Announcement

www.christianschopper.com

© Copyright – Christian Schopper

11

Rights Issue - Impacts upon Substantial Shareholders
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Rights Issue - Underwriting

•

An unexpected fall in the share price could mean that the proposed rights issue would
fail, with the result that the company would not receive its desired injection of new
equity funding
–

•

It can remove this risk of funding failure by underwriting the rights issue through an
investment bank or similar institution
–

•

This lead underwriter will normally lay off some of its risk by sub-underwriting smaller parts of the
issue with other investment institutions

An underwriting contract is a guarantee to take up, at the issue price, any of the new
shares which are not bought by either existing shareholders or buyers of their rights in
the market
–

–
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This could leave the company unable to implement its now publicly stated strategy and so it
needs to have an insurance policy

Obviously this transfers the risk of any fall in the share price to the underwriters because it is only
likely that they will have to buy the shares if the exercise price is below the market value of the
shares at the end of the rights offer period
The company has to pay an underwriting premium in order to buy what is really a put option on
the underwriters for all the shares, exercisable at the rights offer price
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Rights Issue – A Speculative Instrument
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Bonus Issues and Share Splits

•

A bonus issue is an issue of shares made from the company’s retained profits
–

•

A transaction sometimes compared to a bonus issue is a share split
–

•
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In a share split the nominal value of each share is proportionately reduced, so that the value of
share capital on the balance sheet is unchanged

There is no cash flow impact to these balance sheet re-arrangements
–

•

Effectively, the retained profits are capitalized, and moved in the balance sheet from the
‘reserves’ category to the ‘ share capital ’ category. Shareholders receive

Bonus issues and share splits should not affect share values because they do not change the
expected future cash flows which will be generated by the business

There are several explanations suggested for any supposed increase in total market
capitalization resulting from a bonus issue or share split:
1. Restriction of future dividends, thus strengthening the balance sheet
2. A sign of management’s confidence in the future
3. A signal of increased dividends
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Bonus Issue and Share Split
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Summary

•

Business risk remains high during a company’s growth stage, so its financial risk
should be low
–

•

Equity at this stage will be from investors who require a lower return than the venture
capitalists who funded the launch stage. This might be through an IPO on a stock
exchange, or via a private placement to a group of investors

•

Further investment should be made only if it is expected to generate a return higher
than the relevant cost of capital which, for a company with no gearing, is the same as
the cost of equity
–
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This means an equity funding strategy, and minimal dividend payments, if any

However, there are some practical difficulties in calculating the cost of equity, either by CAPM or
the DGM

•

When further capital is issued, it is important to ensure that the interests of existing
shareholders are not prejudiced. One way to do this is by the use of a rights issue,
whereby new shares are offered first to the existing shareholders

•

Bonus issues and share splits change the number of shares in issue, but have no
impact on the company’s cash flows
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