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ABSTRACT

T'he much-documented evidence of long-run underperformance following
seasoned equity offerings 1s biased towards public offers and has been attributed
mainly to overvaluation exploitation, due to information asymmetry between
firm managers and prospective investors. This thesis investigates the long-run
performance of seasoned equity offerings (SEOs) via rights issues. Because the
new shares 1n a rights issue are offered pro rata to the existing shareholders,
overvaluation exploitation is hardly a plausible explanation for their subsequent
performance. Consequently, rather than testing the overvaluation exploitation,
or other suggested hypotheses, the thesis focuses on a variety of issue and

1ssuing firm characteristics, including ownership structures, as possible

explanations of post-issue performance.

The thesis uses 818 independent equity rights issues conducted on the
London Stock Exchange during the period 1986-1995. The buy-and-hold
abnormal returns (BHARs) model 1s employed. For each issuer, returns on a
control (nonissuing) firm conservatively chosen by size, size and industry, and
size and market-to-book ratios, are used to proxy for expected returns. Both
parametric and nonparametric tests are used to assess the significance of the
abnormal returns. The average BHARs are then segmented into categories
according to 1ssue characteristics, firm characteristics, and ownership structure,

and compared across the sample segments.

Consistent with the SEO underperformance literature, investments in
the shares of firms making rights issues underperform all benchmarks, over all
horizons considered. The underperformance 1s not significantly different across
firm size, market-to-book ratio, issue size quintiles, or across different uses of
issue proceeds. It is more severe for firms issuing during periods of high 1ssue
activities, for younger firms and for firms that had high prior 1ssue frequency.
The underperformance is prevalent in many industry sectors. However, 1t 1s
stronger in the “engineering” sector but none is found in the “mining” and
“clectronic and electricals” sectors. Surprisingly, the underperformance

disappears in the later years of the sample period. The ownership structures of

XV



issuers changed significantly following the rights issues but the impact of these

changes on the BHARs depends on the pre-offering levels of ownership.

The results suggests that the underperformance phenomenon is neither a
market nor offer-method specific. Also within the BHARs framework, the choice
of benchmarks makes no difference. Having controlled for size, industry, and
market-to-book ratios, the underperformance can still be explained partly by
some of the other issue and firm characteristics. Moreover, while the post-
offering ownership structure has a weak explanatory power, its changes around

the offering potentially explain part of the underperformance when pre-offering

ownership levels are taken into account.
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CHAPTER ONE

AN OVERVIEW OF THE PROBLEM MOTIVATION AND
OBJECTIVES

1.1 Introduction

One anomaly 1n corporate finance that has received much attention
recently 1s the economically significant long-run stock underperformance
following seasoned equity offerings (SEOs). The finance theory shows that an
equity-1ssue announcement 1s interpreted by 1nvestors as bad news and
therefore 1t should be associated with a negative stock market price reaction
(Myers and Majluf, 1984; Miller and Rock, 1985; Lucas and McDonald, 1990).
An exception i1s Cooney and Kalay (1993) who show that by assuming an

avallability of negative net present value projects, the share price reaction could

be positive.

There is a growing body of empirical evidence i1n support of this
theoretical prediction. For example, Smith (1986) and Eckbo and Masulis (1995)
provide surveys of articles reporting evidence of market price reaction to
security issue announcements and seasoned equity offering announcements,
respectively.! This body of evidence, notwithstanding, the market price reaction

is considered rational because the market prices adjust rapidly and accurately to

the information embedded in the announcements, and thus, such a reaction 1s

consistent with market efficiency.

From the standpoint of market efficiency, one would argue that since
companies already listed on the market are monitored closely by investors, any
mispricing of shares that might result from information asymmetry should only

be transitory and the share price should be corrected as soon as mnvestors realise

1 Recent works to report significant two-day announcement period abnormal returns
include Singh (1997), Burton et al. (1999, 2000), Michailides (2000), Slovin et al. (2000),
Suzuki (2000), and Marsden (2000). All studies examine rights issues 1n the UK except
Singh (1997) and Marsden (2000), who examine rights issues in the US and in New
Zealand, respectively. On the evidence of positive two-day announcement period
abnormal returns see, for example, Tsangarakis (1996) and Bohren et al. (1997) on
rights issues in Greece and Norway, respectively, and Kato and Schallheim (1992) and

Kang and Stulz (1996) on Japanese equity offers.



the mispricing. Consequently, the market price reaction is not expected to last
for long. However, numerous studies report strong evidence of long-run

underperformance following seasoned equity offerings. See, for example,

Loughran and Ritter (1995), Spiess and Affleck-Graves (1995), Jegadeesh
(2000), Cai and Loughran (1998), Kang, Kim and Stulz (1999), Ca1 (1998),
Aftleck-Graves and Page (1996), Levis (1995), and Suzuki (2000).2 Of these
studies, Levis (1995), Affleck-Graves and Page (1996), Cai (1998), Michailides
(2000) and Suzuki (2000), study rights issues. Since this body of evidence seems
to suggest 1nefficiencies in the financial markets contrary to the long-standing

notion of market efficiency, these studies have been challenged in a number of

ways.

First 1s whether conclusions of significant abnormal returns can be used
against market efficiency. Fama (1998) argues that the abnormal returns are
chance results because the apparent overreaction is about as common as
underreaction and the post-event continuation of pre-event abnormal returns is
about as frequent as post-event reversals. The author adds that the
computation of abnormal returns suffers from methodological problems covering
the bad model and misspecification of significance tests. This implies that the
growlng body of evidence of long-run underperformance could be a consequence
of misspecified test statistics and that such evidence might disappear if these
misspecifications are properly corrected. Consequently, Fama (1998) adds that
even the persistence of significance of the abnormal return after the corrections
alone cannot be used as direct evidence against market efficiency. That 1s, since
the anomaly can only be fundamentally defined relative to a model of expected

(normal) return behaviour, whenever one concludes that a finding seems to

indicate market inefficiency, it may also be evidence that the underlying asset-

pricing model is inadequate (Fama, 1970).

Second, Barber and Lyon (1997), Kothar1 and Warner (1997), and
Loughran and Ritter (2000), address the methodological problems regarding the

models of abnormal returns, measures of expected return and statistical tests

2 Of equal importance is the growing body of research articles that report strong
empirical evidence of long-run poor operating performance following the seasoned equity
offerings; for example, Loughran and Ritter (1997), McLaughlhin, Vasudevan and

Safieddine (1996, 1998b), Cai (1998); Cai and Loughran (1998).



for the significance of the abnormal returns. Although some of the
recommended methods proved to be well specified than others, the vast majority
of the studies that use them still find significant long-run abnormal returns of a

magnitude that would be difficult to attribute to chance.

Third 1s the fact that most of the evidence and follow-up studies are
based on the US, where almost all equity offerings are made wvia firm
commitment offers. This calls for the need to examine the anomaly in other
markets to investigate whether this phenomenon is either market specific or is a

result of data snooping (Fama and French, 1998).

In the cause of investigating these challenges, the anomaly has been
investigated not only on equity 1ssues but also on other corporate strategic and
financing decisions.? Fewer studies have examined the anomaly in the UK
where rights 1ssue, an offering method different from the US’s firm commitment
offers, 1s dominant. In the few studies examining UK rights issues, e.g., Marsh
(1979), Levis (1995), Michailides (2000), Suzuki1 (2000), and Abhayankar and Ho
(2001), numerous limitations 1n terms of methodology and sample can be
observed. In addition, apart from estimating the abnormal returns, no attempt
has been done to analyse the various 1ssue and i1ssuing firms’ characteristics to

investigate whether they can help to explain the observed underperformance.

This thesis will examine the anomaly in the UK specifically on equity
rights i1ssues. It will focus on the long-run share performance of equity rights
issues made by companies listed on the London Stock Exchange (LSE) during
the period 1986-1995. It will extend to analyse the numerous issue and 1ssuing
firms’ characteristics to investigate whether they may help to explain the
observed performance. Further extension will explore the ownership structure
of the issuing firms to investigate whether the post-offering level of both

managerial and institutional share ownership and their changes from the year

before the offering may help explaining the observed performance.

3 A few examples include; Spiess and Affleck-Graves (1999) on debt offerings, Lee and
Loughran (1998) and McLaughlin, Safieddine and Vasudevan (1998a), and Kang et al.
(1999), on convertible debt, Ikenberry et al. (1995) on share repurchases, Gregory (1997)

on acquisitions.



T'he rest of the chapter is organised as follows: Section 1.2 provides
background information on UK equity offering focusing on how it compares
mainly with the US. Section 1.3 provides an overview of the problem. Section
1.4 presents the objectives of the study. Section 1.5 briefly outlines the expected

contribution, and the scope, of the study as well as the research strategy.

Section 1.6 presents the organisation of the thesis.

1.2 Institutional Background

In the UK, companies already listed on the London Stock Exchange
(LSE) commonly use rights issues, open offers, placing, or a combination of open
offer and placing, to raise additional equity capital (see Chapter 2 for a detailed
description of each method). However, this was not the case in the period prior
to 1986 during which virtually all further equity issues were made via equity
rights 1ssues even though placings were allowed since 1975 (Marsh, 1979).
Despite the recent popularity of open offers, placing and a combination of
placing and open offers, rights issues still dominate the UK market as a method

of 1ssuing additional equity for cash.

The domination of rights issues in the UK can be explained largely by the
existing laws and regulations. The UK Company Act 1985 (Section 89), and the
Listing Rules of the LLSE (Clauses 9.18 and 14.8) make it obligatory for firms in
the UK wishing to issue additional equity for cash to first offer them to the
existing shareholders 1n proportion to their existing holdings unless the existing
shareholders permit otherwise (the pre-emption right). Additional guidelines
set by Investors Protection Committees of the Association of British Insurers
and the National Association of Pension Funds, limit placings to 5% of the
existing share capital in any one-year and 7.5% 1n any three years. These

guidelines are not legally binding but according to Suzuki (2000) they are well
observed 1n the UK.

In the post-deregulation (post-1986) period, firms can use alternative
methods as long as an appropriate resolution is passed by the shareholders. For
example, a placing (a “firm placing”) 1s used to distribute a large block of shares
to new shareholders on a non-pro rata basis. This 1implies that a placing violates

the pre-emption rights of existing shareholders. Management must, therefore,



obtain an approval at an extraordinary meeting (EGM), through a special
resolution by more than 75 percent of the shareholders, unless the value of the
shares to be placed constitutes less than 5 percent of the outstanding share
capital of the issuing firm and if the issue is within the authorised equity
capital. This condition is potentially the reason why when a placing is used, it is
commonly combined with an open offer (hence the rising popularity of “placing
and open offers” in the late 1990s). In this case, the new shares are first offered
to the existing shareholders on a pro rata basis and the placees receive shares
that are not taken up by the shareholders. This is referred to as s “a placing
with clawback”. An open offer is similar to a rights issue because the new
shares are also distributed to the existing shareholder on pro rata basis. The

main difference, however, 1s that the rights in an open offer cannot be traded.

The contents of the 1ssuing documentation is another important feature
of the UK institutional setting (Suzuki, 2000). When a firm in the UK plan a
new 1ssue of shares, it must produce listing particulars (or prospectus) which
must be submitted to and approved by the LSE. If the offer 1s in connection to a
merger, division of a company, a takeover, acquisition of an undertaking and so
forth, the details of the consideration and other supporting information must
also be produced and satisfy the LSE. In short, the documents published on the
date of announcement contain information about the use of proceeds from the

1Ssue.

It 1s Interesting to compare this setting with the US setting. The main
reason is that most of the theoretical and empirical research on equity offerings,
especially on the long-term phenomenon, has focused on the US firms despite of
the size and the position of the UK market as one of the largest financial

markets. A comparison of the two markets will help to put the findings of this

study 1n a perspective.

First, while in the UK most further issues are still made via rights
issues, evidence shows that rights issue disappeared in the US since the early
1980s (Hansen, 1988, Eckbo and Masulis, 1995), leaving general cash ofters, also
known as firm commitment offers, dominant. In a general cash offer, the new
shares are offered to both existing and new investors with no pre-emption rights

requirements. This implies that the long-term performance evidence 1s biased



towards general cash offers and the more there is research on the same subject
based on rights issues the better for our understanding of the post-SEQO
underperformance phenomenon. Even the comparison of evidence on rights
1ssues between UK and US needs to be treated with care because the US rights
1ssues were slightly different. For example, unlike the UK rights issues, the
secondary market for rights in the US was said to be sporadic (Hansen, 1986:
1988) and a mechanism for compensating shareholders who did not exercise or
sell their rights was lacking. The shares existing shareholders did not take up
at the end of the subscription period devolved upon the underwriter at the
exercise price. In a way, 1t did matter whether or not the existing shareholders
exercised their rights; it does not matter in the UK. Internationally, rights

1ssues are also becoming rare in Japan (Suzuki, 2000), but are becoming more

popular 1n the European and other developing markets.

Secondly, a rights 1ssue 1n the UK context offers two benefits: (1) a rights
1ssue leads to low adverse selection problem, and (1) a rights issue leads to
insignificant change in ownership structure, 1in which case the control of the firm
by the existing shareholders 1s maintained. This has at least two 1important
implications. The first 1mplication 1s that the overvaluation exploitation
argument as a reason for severe negative price reaction (short and long) to the
1ssue announcement will be more relevant to general cash offers than to rights
1ssues. This further implies that the observed underperformance following
rights 1ssues could have explanations other than being due to managers
exploiting misvaluations of their firm’s shares. The second implication 1s
related to how ownership structure in the issuing firms will possibly affect the
post-offering performance. Evidence 1s available that UK institutions own more
of the listed firms and enjoy less restrictive regulatory environment (investment
and intervention regulations) than their US counterparts do (Black, 1990; Roe,
1991: Short and Keasey, 1997, 1999; Faccio and Lasfer, 2000). Following the UK
rights issues features, it means that institutions in the UK have more control
over the issuing process. Motivated by their investment stake in the 1ssuing
firms as well and their resource and expertise, they will have incentives to
monitor managers effectively. The issuing firms’ performance 1s thus likely to

be influenced by such institutions. Following the growing governance literature,



that links ownership and firm performance (see, for example, Jensen and
Meckling, 1976; Ang et al., 2000), it would be interesting to look at both
managerial and institutional share ownership around the offerings and how this

might influence long-term performance.

Thirdly, funds from equity issues are normally used to fund long-term
projects with long-term cash flow consequences. Shareholders might be
concerned with the use to which management commit the raised funds. The
avallability of information regarding the intended use of the issue proceeds
allows an 1investigation of post-offering performance according to fund uses. The
funds from the issue may also create the free cash flow problem (Jensen, 1986).
Depending on the ownership structure in the issuing firms, agency problems

may arise from the potential divergence of managerial interests from those of

the shareholder.

Despite of the differences between the UK and the US corporate
environments, the two markets share some fundamental similarities (Black and
Coftee, 1994; Franks and Mayer, 1997), in terms of corporate legal environment,
corporate ownership, market liquidity level, and in terms of the type of major
market players. Each market has a well-developed equity market that fosters
trading, monitors managerial activities, facilitates access to external financing,
and encourages corporate control activities (Slovin et al., 2000). The similarities
as well as the differences between the two markets make the UK a good market
for studying and expanding knowledge about different issues regarding SEOs

that have been well documented for the US firms.

1.3 An Overview of the Problem and Motivation

When a company with shares already trading on the exchange needs
additional funding, it can choose from three main sources, namely: the
internally generated funds (earnings and depreciation), debt, and equity
issuances. The pecking order hypothesis (Myers, 1984; Myers and Majluf, 1984)
suggests that firms prefer the use of internally generated fund, but when these
are insufficient, they opt to issue debt securities. They will only 1ssue equity
securities as the last resort. For decades now, the existing evidence shows that,

consistent with the prediction of the pecking order hypothesis, internally



generated funds have been the main source of funding followed by debt and

finally equity (Eckbo and Masulis, 1995).

Public companies making further issues of debt and equity can do so
either by offering them to investors at large (general cash offers) or by offering
them to the existing shareholders (rights issue). The issuance of equity shares
by a publicly listed company is referred to as seasoned equity offerings
(heremafter SEOs). In the US, for example, almost 99% of the equity offerings
are made through firm commitment offers. In the UK, Europe, and in many
developing market, rights issues are predominant. For example, prior to 1986,
almost all equity offerings in the UK were made via rights issues even though
some form of deregulations had taken place in 1975 to allow some issues to be
made via placings. In the post-1986 deregulation period, rights issues continued
to dominate despite of the significant decline in their usage in the 1990s. See

Section 2.6 for further details. Given the size of the UK security market, the

domination of rights 1ssues makes it the best alternative market for analysing
various concerns related to equity 1ssuing activities, most certainly the best for

examining concerns related to rights issues.

Over decades, researchers who examined the wealth effects of equity
offerings found evidence that indicates that the announcement of the 1ssues are
associated with a decline in the share price to the tune of 3%, on average. See
for example, the survey papers by Smith (1986), generally on security offer
announcements, and Eckbo, and Masulis (1995), particularly on seasoned equity
offering announcements. The fall in price may seem small but research shows

that it eats up, on average, a third of the money raised by the 1ssue.

Several explanations have been developed. For example, one argument

is that share price 1s simply depressed by the prospect of the additional supply of

shares in the market. This explanation has so far lacked credibility, as there 1s
no sufficient evidence that suggests that the price of shares decreases with the
size of the issue. Alternatively, other explanations have been proposed, e.g., the
information asymmetry theory of Myers and Majluf (1984). Value maximizing
managers have incentive to issue new equity only when they behieve the shares
are overvalued because that is the only time they can create value for the

existing shareholders cheaply (at the expense of the new investors). Issuing



process 1nvolves publishing detailed information, which may also alert
competitors. As long as the overvaluation belief stands, managers might be
prepared to 1ssue stock even if the new cash was to be deposited in a bank or
invested 1n short-term securities. Otherwise, they are likely to opt to scale down
or delay expansion if they believe the shares are undervalued and equity finance
1s the only source available, until the price recovers. Since investors are aware
of these facts, when the issue is announced, they mark down the price of the
stock. Thus, the decline in the share price at the time of the issue

announcement may have nothing to do with the increased supply of shares but

with information that the issue announcement provides.

Another alternative explanation is based on the potential problems
associated with the free excess cash. A new equity issue potentially increases
excess cash at the disposal of the management. In some cases, managers may
decide to raise more equity capital than the amount required. Unless the use of
fund 1s made public, investors would revise the share price downwards to reflect
their assessment of the potential problems that would be associated with the
Increased amount of free cash flows. That 1s, managers with too much cash at

their disposal might use 1t for non-value maximising activities.

In recent years the finance literature has witnessed a growing body of
evidence 1ndicating long-run underperformance of companies that issue new
shares, implying that investors who bought these companies’ shares after the
share i1ssue earned lower return than they would have if they had bought shares
of similar nonissuing companies. A lengthy debate has been put up as to the
implication of this evidence for market efficiency. That 1s, it would mean that

investors failed to appreciate fully the issuing companies’ information

advantage.

The traditional finance theory would suggest that the search for post-
offering performance relative to comparable firms is fruitless because all firms
with comparable risk should earn the same excess returns. There 1s however, a
srowing body of evidence, from IPOs, SEOs, other security offers, mergers and
acquisitions, share repurchases, as well as strategic decision events (e.g. spin-
offs, etc), that shows that firms which undergo a significant financial or

structural change experience significant abnormal returns for up to five years



atter the event. Chapter 3 provides a discussion of such evidence from firms

mvolved in SEQs.

T'his study i1s motivated mainly by the early explanations of the
subsequent SEOs underperformance. The main explanation so far in the US
studies (see, for example, Loughran and Ritter (1995), and Spiess and Affleck-
Graves (1995)), is that the long-run underperformance following SEOs is due to
the 1nformation asymmetry that exists between firm management and
investors. The firm’s management, using its private information, successfully
times the new issues to coincide with periods when prospective investors are
currently overpaying or are willing to overpay, the main purpose being to create
value for the existing shareholders at the expense of the prospective investors.
The announcement alerts prospective investors of their valuation errors who
respond by revising the price downwards. It is further suggested that the equity
1ssue signal is not fully revealing and that as more information on the issue is
revealed, prospective 1nvestors continue with revaluation, causing the
underperformance. n However, the overvaluation exploitation is hardly a
plausible explanation in the case of rights 1ssues, because in a rights issue the
new shares are distributed pro rata to the existing shareholders. This,
therefore, raised the question as to whether there 1s underperformance following

equity rights 1ssues, and if so, what factors can explain it.

Further motivation comes from the alternative explanation for
underperformance. Following the Jensen’s (1986) free cash flow problem,
underperformance of SEOs may be a reflection of shareholders’ concerns about
the fate of the funds so raised. Worried that managers may use the funds on
unprofitable undertakings, they revise the share prices downwards. In this
explanation, it 1s the funds and not who receives the new shares that matters.
The study 1s also motivated by the concerns in the previous literature (Fama,
1998:; Fama and French, 1998), in which it was argued that the understanding
of the long-run abnormal returns would benefit not only from a change of
methodology but also from evidence from other financial market. The UK
institutional setting, the differences and the similarity between the two markets

as highlighted in Section 1.2, contributed to the motivation for analysing UK
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equity rights issues to find out whether issuers experience a similar post-

offering performance.

1.4 Objectives of the Study

This study will examine the long-run share performance of the UK firms

that conducted equity rights issues on the LSE during the 1986-1995 with the

following objectives:

The first objective of this thesis is to evaluate the long-run share
performance of UK equity rights issuing firms in order to investigate whether
these firms generate significant abnormal returns for investors five years after
the 1ssue. In particular, it will evaluate the average buy-and-hold returns on
the shares of the equity rights issuing firms relative to the average buy-and-hold
return on the shares of non-issuing firms chosen by pre-issue market
capitalisation, pre-issue market capitalisation and industry, and pre-issue
market capitalisation and market-to-book ratios. Both the event firm’s buy-and-
hold returns and the expected buy-and-hold returns will be measured from the
last day of the 1ssuing month up to the event firm’s delisting date or its T-year
anniversary. The magnitude and the pattern of the average abnormal returns of
the rights i1ssuing firms can reveal valuable insights about how i1nvestors

perceive rights 1ssues and how these perceptions adjust over time.

The second objective of this thesis is to analyse the patterns of the long-

run average buy-and-hold abnormal returns. This will be conducted by
partitioning the abnormal return patterns by various 1ssue characteristics (1ssue
size, issue frequency, 1ssue purpose, issue volume and year of offering), and firm
characteristics (firm size, firms’ age since IPO date, market-to-book ratio and
industry). Since the results are based on average returns, 1t 1s possible that
some of the firms significantly outperform and others significantly underperform
the benchmarks used. While the analysis of similar factors has been conducted
elsewhere (see for example, Loughran and Ritter (1995), Spiess and Affleck-
Graves (1995), Cai (1998), Cai and Loughran (1998), etc), it has not been done 1n
the previous UK studies. See, for example, Marsh (1979), Levis (1979),
Michailides (2000), and Abhyankar and Ho (2001). The importance of this

objective is that knowing which factors may lead to underperformance and
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which factor may lead to outperformance is useful to investors in formulating

their 1nvestment strategies. Analysts and researcher will also find this

information useful 1s refining the performance evaluation strategies.

The third objective i1s to investigate whether the post-offering level of
corporate directors’ shareholdings in the UK equity rights issuing firms and
their changes from the pre-offering level can explain the observed long-run
abnormal returns. The level of managerial share ownership in any firm is
important because owner managers are characterised by goal congruence.
However, there 1s also a possibility that, given the proportion of company’s
equity owned by these owner managers, managerial share ownership could lead
to entrenchment, in which such owner managers will indulge in value-
destroying rather that value creating activities. Research shows that at lower
and higher levels of managerial ownership, the potential conflict of interests
between managers and shareholders 1s minimised leading to significant
improvements 1n firm performance. Over the middle range of ownership,
managers become entrenched and they may not pursue shareholders interests.
Instead, they may spend firm’s resources on perquisite consumption, empire
building and so on. Such activities are not consistent with the interests of the
shareholders. Equity 1ssues are perfect ways in which excess cash can be made
available to managers. From the theoretical predictions (Jensen and Meckling,
1976; Jensen, 1983; Morck et al., 1988; Ang, et al., 2000), entrenched managers
are more likely to spend such cash on value-destroying activities. To achieve
this objective, the analysis will involve partitioning the average buy-and-hold
abnormal returns based on quartiles of the levels of post-offering managerial
share ownership as well as quartiles of their changes from the levels prior to the

offering. Then the average buy-and-hold abnormal returns will be compared

between the lowest and the highest quartiles.

The fourth objective is to investigate whether the post-offering level of
institutional share ownership (ISO) and the change in their holdings 1n the
issuing firms from the pre-offering level can explain the observed
underperformance. Because of their objectives, the size of their investment n
the firms’ equity, their expertise, and resources, 1t has been suggested that

institutional investors have greater incentives and ability to monitor the firms
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In which they invest. Most of the cash raised through the issue is used to
finance long-term projects, which in turn, will affect the issuing company’s long-
term earnings rather than the current year earnings (Brous and Kini, 1994).
The proceeds from the equity issue may also avail more discretionary cash to
managers, 1ncreasing their likelihood of a non-value maximising behaviour
(Jensen, 1986). It follows that since institutions’ performance depends partly on
performance of their investment in the issuing firms, they have greater
Incentives to protect these investments in the firm’s equity by carefully
monitoring the use of the proceeds from the equity issue to ensure that the
capital 1s used for productive purposes. Therefore, the issuing firms’ stock
performance is likely to be influenced by the proportion of equity owned by
institutional shareholders. The buy-and-hold abnormal returns are
disaggregated into quartiles based on the levels of post-offering institutional
shareholding and their changes around the offering, and compared between the
quartiles of the highest (largest) and the lowest (smallest) level of (change) in

the proportion of institutional shareholding.

If institutional 1nvestors can monitor firms’ usage of the funds raised
through equity 1ssues then the companies’ long-term earnings should improve.
Given the linkage between earnings and returns, the institutions’ efforts will
affect the long-term stock performance. For example, Ca1 (1998) argues that if
institutions are more informed and therefore effective monitors of firms, then
the long-run buy-and-hold abnormal returns should be higher for issuing firms

with higher percentage of institutional ownership.

The examination of institutional shareholding 1n the UK 1s of particular
interest because it is a market where institutions’ involvement is considered
significantly higher, and that these 1nstitutions enjoy less restrictive
environment, than in the US where most of the research effort has been directed
(Short and Keasey, 1997, 1999; Faccio and Laisfer, 2000). Even pension funds,
the leading institutional investors in the UK, invest much higher proportion of
their resources in company equities. One would therefore expect the UK
environment to influence the degree of institutions’ involvement in monitoring
management and such involvement to enhance their contribution to the value of

the firm. The position of the UK market as one of the world’s largest financial
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markets makes the investigation of the impact of institutional ownership
equally 1mportant. Furthermore, the Cadbury committee (Cadbury, 1992)
insists on the responsibilities of institutional investors in bringing about
changes in the underperforming firms rather than selling of their shares. The

report seems to reflect the general beliefs of businesses in the UK that

istitutional shareholders have a role to play in adding value to firms.

1.0 Expected Contributions, Scope of the Study and
Research Strategy

Finding evidence of significant long-run abnormal returns following
rights 1ssues in the UK indicates that the abnormal performance following SEQ
1s neither a general public offering nor a market-specific phenomenon.
Specifically, the overvaluation exploitation, as the main explanation for the
underperformance, 1s not consistent with rights issue characteristics. Finding
significant abnormal returns in rights issues, even after addressing a number of
methodological and tests statistics concerns, not only adds to the growing
evidence on the anomaly but it also sets out the need to search for other equally
plausible explanations. It is acknowledged here that this study 1s not the first to
examine the magnitude of long-run underperformance following SEOs in the UK
or of rights 1ssues. Therefore, this study contributes on incremental basis, to the
existing evidence on long-run performance following equity offering in general,

but in particular on the long-run performance of equity rights issues 1n the UK.

Using (1) a sample of equity rights issues only, (11) a conservative

matching to determine control firms, (111) post-1986 deregulation sample, (1v)

control firms’ return rather than their portfolio, the thesis provides evidence of
significant underperformance over five-year period after the issue. Except for
Michailides (2000), other studies provide evidence on shorter windows between
12 and 36 months after the issue. See, for example, Marsh (1979), Levis (1995),
Abhyankar and Ho (2001). Levis’ sample is limited to 158 IPOs reissuing within
the five-year period after going public as well as to the market indices as a
measure of the expected return except for the size decile portfolios. Michailides’

sample period is the longest so far but the investigation focuses of the timing of

the issues; the sample in this study concentrates on equity rights i1ssues.
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In all previous studies investigating long-run underperformance
following rights issues in the UK, none of them examined the cross-section
characteristics of the issue or of the issuing firms. Fama (1998) and others
argue that the underperformance in the equity offering firms may not be related
to the act of issuing equity per se, but to cross-sectional relations between
characteristics of SEOs such as their low market-to-book ratios, high past
returns and so on. It is likely that some issuers outperformance or
underperform in different groups of firms. Consequently, this study also reports
evidence of underperformance based on cross-sectional average buy-and-hold
abnormal returns. Finding evidence of differences in average buy-and-hold
abnormal returns across cross-sectional characteristics would have a number of
interpretations. For example, the SEOs may appear to perform poorly because
they are not evaluated against the correct benchmark or the SEOs’
underperformance may be due to the differing issue and firms characteristics
(Jegadeesh, 2000). This study is the first to provide evidence of cross-sectional

patterns 1n the abnormal performance following equity rights issues in the UK.

Numerous studies provide evidence associating ownership structure and
firm performance. Some of these studies focus on the ownership structure
around corporate events and its effects on the 1impact of these events on the
wealth of shareholders events. This study provides provide evidence based on
the levels of both managerial and institutional share ownership and their

changes around the rights offerings.

It 1s hoped that the findings 1n this thesis will add significant knowledge
to the understanding of long-run abnormal returns of equity rights i1ssuing

firms, and point out more areas of significant future contribution.

The scope of this study is limited to the re-examination of the long-run
performance, the cross-sectional patterns in the abnormal performance and the
ownership structure around the offering. However, a number of studies have
investigated various hypotheses suggested in the literature as potential
explanations for the observed underperformance. Such hypotheses include the
overvaluation exploitation, underreaction, insider trading, earnings
management, investors’ optimism, etc. These are left out for further research.

Because of the link between firm earnings and stock returns, it would also be
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Interesting to investigate the operating performance of the UK equity rights

1ssulng firms.

As a strategy, the rights issues sample is confined to the issuers of equity
rights issues in which rights to subscribe to the ordinary shares are issued to
existing holders of ordinary shares only. To capture the long-run performance of
equity offerings alone, the sampling is also subjected to additional scrutiny,
picking rights issues that were not bundled with other securities, other equity
offering methods, or were not distributed to multi security holders. To measure
abnormal returns the thesis adopts the buy-and-hold abnormal returns (BHARS)
model rather than the classic event study model (CARs). The difference between
the two models and the advantages of using BHARs approach over the CARs
model are discussed later in Chapter 4. Implementing the model a more
conservative approach is applied in defining the non-issuing firms by focussing

at firms that did not issue any equity via rights issues or otherwise. The

benchmarks of expected returns chosen are those that will allow a comparison of

our results with those reported in other markets using similar benchmark

specifications.

1.6 Organisation of the Thesis

The remaining part of the thesis is organised as follows: Chapter 2
provides an overview of seasoned equity offerings (SEOs). It starts by
highlighting the multi-stage financing decision, sources of long-term financing
and the choices among them. It similarly describes the different equity offering
methods available to firm managers and the choices among them, before
concentrating on the rights 1ssues, the method of interest in this thesis. It
further provides a summary of previous articles providing evidence of the
shareholders’ wealth effects of rights 1ssue announcements both in the UK and

internationally as well as outlining the most commonly discussed explanations

for the share price decreases.

Chapter 3 provides a summary of the previous articles reporting evidence
of long-run performance following seasoned equity offerings. Unlike 1n the
general public offers, e.g., the US’s firm commitment offers in which the new

shares are offered to the public, old shareholders included, 1n a rights 1ssue, the
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new shares are distributed to the existing shareholders on a pro rata basis.

Consequently, the evidence is discusses separately. The chapter then describes
the most commonly used explanations for the long-run underperformance.

Where possible some of the direct evidence on the hypotheses is highlighted.

Chapter 4 provides a description of the data sources. In addition, it
discusses the methodologies for assessing long-run stock performance covering
the models of abnormal returns, the measures of expected returns and the

statistical tests used in assessing the significance of abnormal returns.

Chapter 5 examines the long-run performance following UK equity rights
1ssues In which ordinary shares are issued to holders of ordinary shares on pro
rata basis. It also examines the trend in the average buy-and-hold abnormal

returns over the first 12-month period to find out when the underperformance

really started.

Chapter 6 examines the buy-and-hold abnormal return by partitioning
them according to various 1ssue, and firms’ characteristics. The main objective
of this chapter 1s to examine whether i1ssue characteristics such as issue size,
1ssue frequency, 1ssue purpose, issue volume and year of offering, and firms’
characteristics such as firm size, market-to-book ratios, age since IPO, and
industry, may help to explain why some of the 1ssuers underperform more than

others do.

Chapter 7 examines whether the post-offering levels of managerial share
ownership in the i1ssuing firms, and their changes from the year before the
offering, may help to explain the observed buy-and-hold abnormal returns.
Prior to the analysis, the chapter provides a summary of the literature showing
the link between managerial share ownership and firm performance 1in general,

and equity issues 1n particular; theory as well as empirical evidence.

Similarly, Chapter 8 examines whether the post-offering levels of
institutional share ownership in the issuing firms, and their changes from the
yvear before the offering, may help to explain the observed buy-and-hold
abnormal returns. The chapter also described the nature and level of
institutional investors’ involvement in the UK as opposed to other market

specifically the US. As in the managerial ownership chapter, this chapter also
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discusses the literature linking institutional share ownership and firm
performance in general and SEOs in particular: theory as well as empirical

evidence.

Finally, Chapter 9 provides a summary of the key findings of the study
and draws conclusions in line with the objectives outlined in this chapter. In
addition, the chapter discusses some 1important implications of the findings and

highlights some potential areas of further research.
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CHAPTER TWO

AN OVERVIEW OF SEASONED EQUITY OFFERINGS (SEOs)

2.1 Introduction

When firms with shares already trading at the exchange require
additional long-term capital, more than the current and future internally
generated funds can provide, they choose between debt and equity securities
1ssuance. If an equity issuance is chosen, a further decision on how to issue
must be made. Within an equity issuance method, a further decision may be
required. For example, the decision whether or not to underwrite a rights 1ssue.
T'he news that a firm is planning to issue new equity is in most cases bad news
to the market, leading to a fall in the issuer’s share price. This chapter provides
a general overview of this multi-stage financing decision that a firm takes.
Thereafter, 1t focuses more on equity offering methods in the UK, out of which it
concentrates on rights i1ssues; the most commonly used offering method in the
UK and the rest of Europe. Moreover, the chapter also provides a summary of
the previous evidence on the shareholders’ wealth effects of rights issue
announcements and a number of the most commonly used explanations for the

announcement period price decreases.

The rest of the chapter 1s organised as follows: Section 2.2 describes the
financing choices, whereas the equity offering methods and the choice among
them are discussed 1n Sections 2.3 and 2.4, respectively. Section 2.5 is dedicated
to the mechanics of rights offering while Section 2.6 outlines the trends in
seasoned equity offerings 1in the UK. Section 2.7 offers a summary of previous
empirical evidence on the wealth effects of rights issues, both 1n the UK and
Internationally. Section 2.8 provides a brief summary of the most commonly

cited explanations for the announcement period price decreases. Lastly, Section

2.9 provides a summary and conclusions of the chapter.
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2.2 Long-term Financing

The choice of financing sources is one of the important decisions a
company that needs additional financing takes. Figure 2.1 shows three main
choices: internally generated funds, debt security 1ssuance and an equity
security i1ssuance. The ‘pecking order’ approach to financing decisions (Myers,
1984; Myers and Majluf, 1984) suggests that firms will first rely on internally
generated funds (retained earnings and depreciation) to finance growth. If firms
need more funds than the current and future retained earnings can provide,
they will turn to 1ssuing debt securities; they will only consider equity security

1Issuance as a last resort.

How do firms choose between debt and equity securities issuance? Marsh
(1982) summarises several considerations, from a number of other studies,
which firms may take into account in arriving at the decision. Such
considerations include: (1) the difference between the firm’s current and target
debt ratio, (2) the tax advantages of debt, (3) expected costs of bankruptcy and/or
of financial distress, (4) floatation costs, (5) assets maturity matching, (6)
company size, (7) short term market conditions, and (8) the recent history of
security prices. In addition to developing the debt—equity choice model, Marsh
(1982) uses securities 1ssues by UK firms between 1959 and 1974 and provides
empirical evidence, that market conditions and historical security prices heavly
influence the company’s choice between debt and equity i1ssuance. In addition,
companies behave as if they have a target level of debt in mind. When the
choice is made, say for example, an equity issue, a further choice has to be made

from among various issuing methods. These are considered later Section 2.3.

In well-developed capital markets, e.g. the US and UK markets, where
liquidity is not much of a problem, raising capital externally 1s thought to be
relatively easier. However, the existing evidence shows that retained earnings
have been the most dominant funding source in the US, followed by debt
security issuance, since the World War I (Eckbo and Masulis, 1995).* The same

could be said for the UK market. This suggests that, in general, firms are

4 Pinegar and Wilbricht (1989) provide additional evidence from a questionnaire survey
of Fortune 500 firms in 1986, from which they conclude that managerial responses are

consistent with the broad predictions of pecking order theory.
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reluctant to issue new shares. The finance literature provides several reasons

for such a tendency.

Firstly, a new issue will drive down the price of the company’s shares,
which 1n turn would allow new shareholders to acquire the shares being issued
at a discount to their true value. A discount, especially a deep discount, is a cost

to the old shareholders. It follows that, for a given amount of money to be raised,

more shares must be 1ssued. This increases the number of shares outstanding,
which 1n turn lowers the expected future dividends per share assuming that the
firms’ expected earning power is unchanged. The existing shareholders will

bear this cost even if the market subsequently recovers from the effects of

misvaluation and the share price rises.

Secondly, firms may refrain from issuing equity to avoid the risk of been
classified by the market as overvalued firms whereby, as the market redresses
the misvaluation, their share prices fall. This is rational if it is assumed that
managers are better informed than are outside investors about the true value of
the firms’ assets and if the decision to 1ssue equity 1s interpreted by the market
as evidence of management’s view that the company shares are currently
overvalued. The market makes such an assumption because managers who
believe that the current share price understates i1ts true value will be most
reluctant to 1ssue additional shares at what they perceive to be unfair prices.
Such managers will prefer other sources of financing such as debt and if possible
forego some of the profitable opportunities to 1ssuing new equity. For instance,
a firm that has exhausted its borrowing limits would rather forego a profitable
investment opportunity than incur the cost of issuing shares at a price lower
than their true value. Such a decision, however, will depend on, among other
things, the extent of the current undervaluation, the level of the funding

required, and the profitability (net present value) of the investment to be

undertaken.

Thirdly, overvaluation of shares may sometimes induce management to
issue new shares, even in the absence of immediate profitable projects to make a
good use of the funds. For such an opportunistic behaviour the market may
penalise the firms because of the perceived free cash flow problem (see, Jensen,

1986), in which there is an increased likelihood that managers will invest the
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money 1n value-destroying projects. In principle, however, the company’s
existing shareholders will benefit at the expense of the new shareholders in that
the funds may be invested in financial assets pending new projects, and it gives
the firm flexibility as well as competitive edge in case of acquisitions.
Depending on whether the benefits from short-term investments will outweigh

the market’s free cash flow-related penalty, they may prefer not to issue new

shares.

Therefore, if firm managers are acting in the best interest of the
shareholders they will issue new shares only if the shares are overvalued by the
market or if the payoff from the intended project is large in relation to any
current undervaluation of the firms’ shares and the firm has exhausted its debt
capacity. When an issue is announced, the market will recognise the firm’s
1ssue decision as a signal that the shares are overvalued, and therefore, mark
their prices down (Myers and Majluf, 1984). Even a firm with correctly valued
shares will be treated the same way if it announces a new issue. Alternatively,
the market may recognise the issue announcement as a signal that the firms has
more profitable opportunities than can be financed by internally generated
funds. In this case, an announcement of an equity issue will be associated with

a positive effect (Cooney and Kalay, 1993).

The Myers and Majluf’'s (1984) model, however, assumes that the new
shares are 1ssued to new shareholders. In a rights issue the new shares are
1ssued pro rata to the existing shareholders. To the extent that the existing
shareholders subscribe to their allotments, an equity 1ssue may be seen by the
market as a signal of the 1ssuing firm having profitable opportunities and 1t 1s
raising fund required to finance them. The overvaluation explanation has been
cited as one of the major reasons for both the announcement period abnormal
returns and the long-run abnormal returns following equity 1ssue decisions. The
allocation of new shares to existing shareholders together with the fact that the
negative effects of 1ssue discounts are compensated by the value of the rights,
suggest that rights i1ssues should be associated with less or non-negative
announcement period abnormal returns. A summary of the existing evidence on

the announcement effects of rights 1ssues 1s provided 1in Section 2.7.
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2.3 Seasoned Equity Offering Methods

Once a company with shares already trading at the exchange has decided
to finance its activities through an issue of new shares (seasoned equity offering-
SEOs), 1t has several choices of offering methods (see Level 2 of Figure 2.1). In
the UK, this is commonly referred to as “further equity issues”. In general,
firms can choose from firm commitment underwritten offerings, rights issues,
placings, open offers, and others. Firm commitment underwritten offerings are
most common 1n the US while the rest are common in the UK, with rights issues
also dominating the rest of Europe and other small markets. There is a
tendency of markets moving towards the choice of firm commitment
underwritten offerings or a method with similar features the more developed
they become (Eckbo and Masulis, 1992). The following description of seasoned
offering methods benefits from previous works, for example, Armitage (2000a,
2000b), Slovin et al. (2000), Suzuki (2000). This section describes the offering

methods individually whereas factors determining the choice of one offering

method over the other(s) are discussed in Section 2.4.

2.3.1 Firm commitment underwritten offers

In a firm commitment underwritten offering, the issuing company hires
an underwriter, e.g. an 1nvestment bank, to organize the issue, whereby the
underwriter or underwriting syndicate buys the shares from the i1ssuer, and sell
them to both new and existing investors. The offering price 1s set the day before
the 1ssue, normally at a level equal or very close to the market price. Most
underwriting contracts are negotiated with a particular investment bank rather
than being open to competitive bids. The underwriter charges an underwriting
fee or spread that covers: (1) the costs of advice (11) cost of marketing the shares

and (i11) the risk of being left with some of the shares, which can only be sold at

a loss.

An 1ssue announcement 1s made about one month before the shares are
actually sold, during which period the underwriter conducts book-building
activities. The process involves conducting road shows, gathering information
about investors’ demand, making informal agreement, and soliciting non-

binding indications of investor’s interests. The information gathered 1s then
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price). The issues have to be registered in advance with the Securities and
Exchange Commission (SEC) and a prospectus produced. Then the offer price
and size are finalized after SEC’s approval is obtained, which occurs well after
the 1nitial announcement. The ability of an underwriter to conduct book building
and to withdraw an offering5 lessens the underwriter certification conveyed 1n
the mitial announcement. The firm commitment underwritten offer is now the
most common offering method in the US.6 Shelf registration was allowed since
1982, 1in which a single statement filed with the SEC covers subsequent issues
for up to two years. This allows shares to be sold to the investment bank at the

same time as they are announced, in which case there is no gap between

announcement and i1ssue date.

2.3.2 Rights issues

A rights issue is an offer to the existing holders of the company’s
securities, providing them with a right to subscribe or purchase further
securities In proportion to their existing holdings, at a specified exercise price
until a designated expiration date. That is, the existing shareholders are given

the right of first refusal, a principle referred to as the pre-emptive right.? A

5 Occasionally equity 1ssue announcements are withdrawn before being effected,
although such cases are not many. Mikkelson and Partch (1986, 1988), for example,
report that only 10% of seasoned equity offerings in the U.S. were withdrawn between

1974 and 1983.
6 There 1s also ‘best effort’ or ‘non-underwritten’ offerings contracts, but according to

Kumar and Tsetsekos (1993), this type accounts for only 2% of the offerings. Rights
1Issues were common 1n the pre-1980s but they have disappeared almost completely since
the early 1980s (Eckbo and Masulis, 1995; Hansen, 1988). Eckbo and Masulis (1995), for
example, show that by 1980, 99% of the SEOs in the US were made through
underwritten firm-commitment offerings. A shift from uninsured to insured rights
offerings, and finally, to underwritten firm-commitment offerings has been observed in
Japan (Hanaeda, 1993). Kckbo and Masulis (1992) show that as the market develops
there 1s a tendency of firms to move from uninsured to insured rights issues and
eventually to firm commitment offering or offering method of similar features.

7" The pre-emptive right has long been a tradition in the UK and has been enshrined in
law since 1977 (see for example, the European Community’'s (EU) Second Council
Directive on Company Law, 1976 (Article 29) and UK Company Act, 1985 (Sections 89-
96)). The essence of the pre-emption rights 1s that a company may not allot equity
securities for cash to any person unless the same or a better offer has been made to all
holders of relevant shares on a pro rata basis (see for example, the LSE Listing Rules
Clauses 9.18 and 14.8). Only to the extent that the securities are not taken up by such
persons under the offer may they then be 1ssued for cash to interested investors, existing
or otherwise, in a way other than in proportion to their holdings. In this way, a rights
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rights issue is made to the existing shareholders through renounceable letters,
referred to as provisional allotment letters (PALs), or other negotiable
document, which may be traded as ‘nil paid’ rights for a period before payment
1s due. Like any other equity offering, a rights issue can be carried out for a
variety of reasons including; taking advantage of strong market conditions,
financing development projects, acquisitions or simply buillding a war chest for
future acquisitions, reducing gearing, or rebuilding a balance sheet after losses.
Most rights 1ssues, nowadays, are standby underwritten or insured but in the
past, uninsured rights were equally likely. Since a large part of this chapter will
focus on rights issues, more features including the underwriting arrangements

and announcement effects on the shareholders’ wealth will be discussed later in

Sections 2.5 and 2.7.

2.3.3 Placings

Placing 1s a non-rights method of offering in which an underwriter
acquires the new shares directly from an issuing firm on the spot at a fixed
price, and then sells them to clients, typically institutions, and other outside
investors primarily without commission. To effect a placing without violating
the pre-emption requirement an extraordinary general meeting (EGM) must
pass a special resolution, normally at more than 75% of shareholders except
where the proceeds amount to less than 5% of the 1ssuer’s outstanding shares,
and as long as the amount 1s within the authorised capital. The guidelines (not
legally binding) set by the Investors Protection Committee of the Association of
British Insurers and the National Association of Pension Funds limit firm
placing to 5% of the existing share capital in any one year and to 7.5% 1n any
three years.8 A placing 1s priced and contracted for simultaneously, and the
offer price and size are set at the 1nitial announcement, with the contract signed

the night before the announcement. As a result, the 1ssued shares are the

issue protects the existing shareholders’ stake from being diluted unless they sell their

rights.
8 Suzuki (2000) points out that although the guidelines are not legally binding, they are

well observed in the UK, practically making it difficult for firms to use firm placings
beyond these guidelines. Because of these regulations and guidelines, it 1s more
common to find firms combining placing and open offers in which shares are offered to
existing shareholders on pro rata basis and placees receive shares that are not taken up

by the existing shareholders, 1.e., a placing with “clawback” provisions.
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responsibility of the underwriter. The underwriter is responsible for making
the contracted funds available to the 1ssuing firm, net of the underwriting fees,
at the initial announcement. The success of a placing usually depends on the
placing power of the issuer’s stockbroker. The underwriter has no definitive
information about the market’s response to news of the offering, cannot

subsequently alter the proceeds to the issuing firm, and cannot cancel the

offering.

Consequently, the issuing firm is guaranteed of the funds at a definite
price and time, making placing a rapid and sure way through which a firm can
access funds compared to rights issues. However, the underwriter is exposed to
risk from subsequent adverse share price changes. To guard against this risk,
Investment banks in the U.K. periodically take informal soundings about the
portfolio preferences and cash positions of their clients. This information
facilitates the decision about whether to underwrite an offering and about what
offer price to set. The underwriter’s reputation and effectiveness in establishing
the offer price and issue size that permit the offering to be sold at a profit are
related to its ability to maintain channels through which it can gather relevant

information.

Clients expect to access placed shares at a favourable price, and they will
be reluctant to participate in the offering if they believe shares will be cheaper
in the after-market period. Since a typical underwriter has considerable
reputation and financial capital at risk, it i1s highly unlikely that this
underwriter would underwrite a placing unless the same 1s confident that the
offering will be successful. High-quality firms have incentives to adopt the
placing method of offering to mitigate the adverse selection problem intrinsic to
seasoned equity 1ssuance. Placings can be used either as a means of floating a
company or of raising additional capital for a listed company. Placings also
allow the directors of a company to influence the selection of shareholders. The
evidence 1n the UK so far shows that placings lead to significant positive two-

day announcement period abnormal returns (Slovin et al., 2000).
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2.3.4 Open offers.

In an open offer, the new shares are placed with investors on or shortly
before the announcement day, but the shares are also offered pro rata to existing
shareholders, who have priority. Consequently, open offers are similar to rights
1ssues except that; (i) the rights cannot be sold, (i) the new shares are usually
placed with investing institutions subject to ‘clawback’ to satisfy demand from
existing shareholders entitled to the new shares, and (ii1) the new shares are not
1ssued until after the close of the offer. The LSE requires a discount to the offer
price 1n an open offer not exceeding 10% and an offer period less than 25 trading
days. If an EGM is required for the open offer, it can be held immediately after
the offer period, which avoids having to pay for extra weeks of underwriting, but

if an open offer is not approved at the subsequent EGM, the money raised is

returned to subscribers.

Since the rights in an open offer cannot be sold, any discount implies a
transfer of wealth from non-subscribers and the subscribers are not
compensated for the fall in value of their existing shares. The ex-rights day in
an open offer 1s usually the day after the announcement; otherwise, it is the
announcement day. Although there 1s no market for the rights, buyers of the
shares before the ex-day are entitled to participate in the open offer, and this
entitlement has value if the offer i1s at a discount. If the offer fails, the investors
with whom the shares have been placed (the sub-underwriter 1n the case of a
rights issue) receive all the shares not subscribed for by the existing
shareholders. The evidence so far shows that open offers in the UK lead to a

positive two-day announcement period abnormal returns (Suzuki, 2000).

2.3.5 Other Methods

Firms making further equity issues in the UK can also choose from other
offer methods in addition to the most commonly used methods discussed above.
These include; acquisition or merger issues, vendor consideration placing, 1ssues
for cash, conversions of securities from one class to another, and exercises of
options or warrants to subscribe to securities. Hilton and Sharp (1994:110)

provide description of these issues as outlined 1n the Yellow Book.
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2.4 Choice of Equity Issuing Methods

Once the decision to raise additional equity capital is made, the firm’s
management must choose the offering method: firm commitment underwritten
offers, rights issues, placings, or open offers. The decision also extends to the
sub-categories within the chosen offering method. For example, firms that chose
a rights 1ssue method can in turn choose between uninsured and insured rights
1ssues. See Level 3 of Figure 2.1. In the UK for example, before the “big bang” 9
In 1986, the problem of choosing an offering method was insignificant because
further 1ssues were traditionally made through rights issues. In the post-1986
period however, firms in the UK have had more choices. How do firms choose
from among these methods? More particularity, what factors lead to the
preference of one method over another, and what might explain, for example,
why one method is dominant in one market but not in another? A number of
previous studies shed some light on this subject. Factors considered include: (1)
firm quality (Heinkel and Schwartz, 1986), (2) market misvaluation, ownership
structure and control (Crongvist and Nilsson, 2001), (3) firm size, ownership

structure and the expected level of take-up by existing shareholders (Eckbo and

Masulis, 1992), (4) issuing costs (Smith, 1977).

Heinkel and Schwartz (1986) develop an asymmetric information based
model of equity offering method choice. The authors show that: (1) high-quality
firms employ a standby (or insured) rights issue (11) intermediate-quality firms
distinguish themselves from other firms by using an uninsured rights 1ssue and
optimally selecting the subscription price and (111) low-quality firms prefer firm
commitment underwritten offers through an uninformed underwriter to avoid
the cost of using a rights 1ssue. The model also predicts that firm commitment
underwritten offers should generate the most unfavourable share price reaction
amongst all the offering methods. In addition, since insured rights entail
underwriter investigation, they should generate the least unfavourable share
price reaction among flotation methods. On the discount, the authors also

contend that the subscription price is irrelevant because the cost of standby

9 “Big bang” refers to the 27tt October 1986 when the Stock Exchange implemented
major changes in the exchange rules, including abolition of minimum commission,
permission of capacity trading, SEAQ introduction and relaxation of the disapplication

of the pre-emptive right.
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agreements 1s set in a competitive market. However, a firm that select
uninsured rights use subscription price to differentiate quality since the firm
will have to absorb the penalty costs if an offering fails. Thus, a lower-quality
firm adopts a lower exercise price (greater discount) due to the high probability
that untavourable information will become public after the offer is announced,

whereas a firm with unfavourable information adopts a higher exercise price

(smaller discount).

Crongvist and Nilsson (2001) use a similar assumption and explore how
market misvaluation influences the choice between rights issues and placing
methods. First, the authors’ evidence suggests that the potentially undervalued
firms (firms with higher degree of asymmetric information) are more likely to
choose private placement than rights issues. To the authors, the private
placements are being used here to overcome the under-investment problems, or
to signal the management’s belief that the firm is undervalued. Second, the
authors’ evidence shows that issuers who choose a rights issue method are more
hikely to choose an insured rights i1ssue the higher the degree of asymmetric
iInformation. In addition, those who choose private placement will choose to
1ssue to existing investors, rather than to new investors, the higher the degree of
asymmetric information. Third, since transferability of rights in the secondary
market means that managers can determine and control the desired level of
dilution, controlling family owners will choose rights offering, and 1n particular
uninsured rights offerings, in order to preserve the firm’s control structure. In
addition, firms that will gain more from external monitoring will choose a

private placement, specifically to a new owner.

Eckbo and Masulis (1992) contend that the asymmetric information
between managers and shareholders about the firm’s value 1influences
expectations about both the willingness of the existing shareholders to
participate in an equity offering and the determination of offering method.
Managers expecting lower shareholder participation choose firm commitment
offerings and retain underwriters to certify firm quality. If shareholders are
effective monitors and cost effective source of financing, then managers of
undervalued firms issue uninsured rights, because they expect the offered

shares to be fully taken up. Insured rights are selected by firms with an
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expected shareholders’ take-up greater than the take-up expected by firm that
adopt the firm commitment method, but lower than one that would be expected
by firms that choose uninsured rights. The model predicts the market reaction
to the announcement of equity offering to be more unfavourable for insured than
for uninsured rights 1ssue but not as unfavourable as for the firm commitment

offerings. For empirical evidence consistent with these predictions, see for

example, Bohren et al. (1997), Slovin et al. (2000).

The authors also posit that firms with concentrated share ownership and
higher expected take-up of any 1ssue by existing shareholders<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>