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SECURITES MARKET FUNDAMENTALS 
AND 

UNDERWRITING ISSUES 
SCRIPT 

(Astensks are in place to assist with Russian language PowerPoint Presentation) 

(1) We have five major toplcs of discussion today ***** 

(2) We will be going over some matenal today that will not be new to you, but we need to 
exapne  some basics Also, this matenal eventually may be presented to persons not nearly as 
knowledgeable about secunties as you * 

When a company first issues stocks or bonds it will do so in what is called a pnmary market 
The very first issue of secunties is usually called IPO - Initial Public Offenng * The usual 
operation involves a broker-dealer or a syndicate of broker-dealers assisting the company in 
putting together the deal -- including giving a cons~derable amount of procedural and 
financial advice -- registering the issue with the Securities Comrmssion, and when the new 
issue is authonzed, buying the issue from the company and, in turn, selling the secunties to 
the investing public at a profit 



Primary Markets 
Securities are sold for the first time in 

primary markets 

Investment bankers 
underwrite and sell new 
issues. 
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Manag~ng underwriter 
and synd~cate members 

4 



(3) ** This function of a broker-dealer is called "investment bankmg" or "underwnting " 

(4) * Here we see a managing undenvnter or lead undenvnter at a meeting with other 
members of the undenvnting syndicate Discussions will take place involving the preparation 
of a prospectus, the pnce for which they think the shares will sell, responsibilit~es and 
liabilities of members of the syndicate, remuneration, due dligence, and other topics as needs 
mse 



Company management wants to raise about 500,000,000 dram, so 
they contact a brokerage firm and request assistance In this 
offerlng of new shares 

An underwntlng syndicate is formed Included among several 
topics discussed is the pnce at which the members of the syndicate 
thlnk the shares can be sold 5000 dram 

Fees must be cons~dered, therefore 110,000 shares will be 

110,000 x 4500 = 495,000,000 dram 
110,000 x 500 = 55,000,000 dram 

Firm Commitment Underwriting: 

Underwriters agree to buy -- at a 
discount -- all the securities being 
sold. They then resell the securities 
to investors at the public offering 
price (POP). 
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(5) Let's go through an example * A company wants to rase capital for some good reason 
In this case, about 500 mllion dram is the amount needed A brokerage firm is contacted 
and an agreement is reached detemning that the brokerage firm will act as lead 
undenvnter in this offenng 

* A syndicate is formed between the lead undenvnter and other brokerage firms The 
syndicate detemnes that shares can be sold to the investing publlc for 5000 dram each, so the 
pnce is fixed for that amount 

** Fees must be considered, so 110,000 shares will be offered * The full length of the line 
represents the share pnce, 5000 dram, but we have &vided the line into two unequal parts 
The smaller part - 500 dram - is the "spread" the undemters  receive from each share sold as 
their fee for involvement in the issue (I have used 10% of the share pnce as the undenvnters' 
compensation in this example only to make the mthmetic easier to do It would probably be a 
smaller percentage, especially for a large offenng ) The larger part - 4500 dram - is the 
amount the company receives from each share sold * As you can see, when all the shares are 
sold, a total of 495 mllion dram will be rased for the company, * while the undenvnters 
receive 55 mllion dram m fees 

** There are two basic types of undenvnting They are called * firm c o m t m e n t  and *best 
efforts We will explan each one 

(6) ** In a firm c o m t m e n t  underwnting the undenvnters agree to buy all the shares being 
offered by the issuer The undenvnters pay a certan pnce for each share and then sell shares 
to investors at a hlgher pnce * This higher pnce is called the public offenng pnce or P 0 P 
** (fast) 



Firm Commitment Underwriting: 

If the underwriters do not 
resell all the securities, 
they assume the investment 
risk involved, 
and may lose money. 
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Best Efforts Underwriting: 

The underwriters agree to use 
their "best efforts" to sell the 
securities. 
However, they are not required 
to buy the balance from the 
company. 
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(7) ** In a firm comrmtment undenvntmg, if the undenvnters are not able to sell all the 
securities to investors they could lose money ** After all, they bought all the shares from the 
issuer, so they make a profit when all the shares are resold 

(8) ** We have talked about firm comrmtment, now let's talk about best efforts ** Also, 
there are hfferent types of best efforts which we will explain in two more slides, but the 
names are ALL OR NONE and MINI-MAX ** 



Best Efforts Underwriting: 

The underwriters merely act as 
agent for the issuer. 

They are not at risk if all the 
securities are not sold. 
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Best Efforts Underwriting: 
All or none: The deal is contingent 
on the entire issue being sold 

Mini-Maxi: The deal is effective if a 
certain minimum amount of money is 
raised, then the underwriters agree to 
keep selling until a maximum 
amount is raised Example 
$2,000,000 mini -- $5,000,000 maxi 
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(9) ** In a best efforts undenvllhng the syndcate agrees to try hard to sell all the shares being 
offered That is, to use their "best efforts" to sell them * But they are not required to buy the 
rest of shares from the company l~ke  what IS the case In a firm comrmtment 

(10) ** One type of best efforts undenvnting is called all or none In this case, the entire 
supply of shares being offered by the company must be sold by the undenvnters or the deal is 
cancelled, and any money paid by Investors must be returned to them * In a mnl-maxi 
undenvnting, a certain number of shares must be sold or amount of money must be raised 
before the deal is declared effective Once that amount is reached, the undenvnters will keep 
selling until a maximum amount of money is rased Here we use $2 mllion mni and $5 
mllion maxi as an example 

** In a best efforts undenvnting the syndcate act as agents for the issuer to sell the shares, 
but are not at nsk of losing any money * 



Primary Markets 
Securities are sold for the first time in primary 
markets 

Investment bankers underwrite and sell new 
issues 

New issues sold through 
private placements. 
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Primary Markets 
*Securities are sold for the first tune in 
primary markets 
.Investment bankers underwrite and sell new 
issues 
*New issues sold through private placements 

Include additional 
offerings by firms 
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(11) ** New issues can also be sold through pnvate placements involving one or several farge 
or institutional investors Procedures are simpler and less expensive than publlc offenngs 

(12) ** Activities in pnmary markets include secondary offenngs by firms That is, 
established companies which have issued shares in the past may have a need for add~tional 
capital in the future for any number of good reasons They may choose to go through the 
undenvnbng process in order to issue adhtional securities to rase such capltal 



Primary Markets 
Securities are sold for the first time in 
primary markets 
Investment bankers underwrite and sell new 
issues 
New issues sold through private 
placements 
Include additional offerings by firms 
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Secondary Markets 

Markets in which 
existing securities 
change hands are 
secondary markets. 
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(13) *****So far, we have hscussed a little about pnmary markets What questions do you 
have? 

(14) ** After secunties have been issued in pnmary markets, they are traded in secondary 
markets I am from Seattle, and I remember when Microsoft made its initla1 public offenng in 
1986 Too bad I did not buy a lot of it It was sold lnit~ally at $21 a share At the end of the 
first day of tradmg the market pnce was $27 75 There have been several splits, so each share 
from 1986 has become 72 shares A person buylng 100 shares in 1986 for $2100 now owns 
7200 shares worth over $800,000 Many, many employees and managers at Microsoft are 
wealthy now because they have bought shares over the years - especially early 



Secondary Markets 
Markets in which existmp, securities change 
hands are secondary markets 

These include exchanges 
and over-the-counter 
markets. 
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With strong secondary 
markets for existing 
securities, investors are 
more inclined to purchase 
them in the primary 
market in the first place. 
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(15) ** Secondary markets include exchanges and over-the-counter markets Usually the 
larger, well-established companies are listed on exchanges in the U S , whlle it is common for 
younger, smaller companies to trade over-the-counter or on NASDAQ 

(16) ** The success of pnmary market act~vity is directly influenced by the strength of 
secondary markets Investors buy securities when they know there is a system in place to sell 
them when they so choose 



Strong secondary markets 
give enterprises valuable 
information about market 
conditions for new and 
additional issues of 
securities. 
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Exchanges 
An exchange is simply 
a place established by 
financial professionals 
in order to facilitate the 
trading of securities. 
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(17) ** Strong secondary markets give enterpses valuable information about market 
condtttons for new and secondary issues of secunttes Thls includes information about supply 
and demand, pnces, tnterest m specific sectors of the economy of the country or regon, and 
other readtly accessible tnformatton avatlable as a result of acttve trad~ng 

(18) ** An exchange IS a place In the U S , tn New York Ctty, we have the New York Stock 
Exchange and the Amencan Stock Exchange * There are a few regtonal stock exchanges 
elsewhere m the country In addtion, there are options and futures exchanges in the U S 



Exchanges 
The exchange itself 
does not buy or 
sell securities; 

brokers - at the 
exchange perform 
such transactions. 
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Exchanges 
Brokers at an exchange can 
conduct transactions 
between: 

investors; 
brokers and investors; 
brokers and brokers. 

20 



(19) ** Agan, an exchange is a where trading occurs The exchange itself does not buy 
or sell securities, brokers who are members of the exchange are Involved in those 
activities *** 

(20) * Member brokerage firms can conduct transactions between members of the publlc * 
For example, Broker A has a client who wants to buy some shares of a company, and Broker 
B has a client who wants to sell shares of the same company These orders are Input into the 
computer system at the exchange, and if a pnce is agreed upon, the deal is done Each 
brokerage firm earns a small comrmssion for its services 

* Member brokerage firms can conduct transactions between themselves and members of the 
public For example, Broker A has a client who wants to sell some shares of a company If 
there is no buyer available at that tlme, Broker A may choose to buy the shares for its own 
inventory, hoping to sell the shares at a later time for a profit In this case, Broker A is acting 
as a "dealer" not a broker 

* Member brokerage firms can conduct transactions between themselves For example, 
Broker A wants to sell some shares of a company from its inventory, and Broker B wants to 
add some shares of the same company to its inventory They agree on a pnce and complete 
the transaction Thls is another example of dealer transactions 



Stock Exchange 
Provides l~quidity for shares 

The most successful 
companies usually seek 
listing on an exchange. 
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(21) ** The stock exchange provides liquid~ty for shares Liquidity means that the secunbes 
can be sold for cash As long as a pnce can be agreed upon, and there are no problems 
transferring ownership of the secunties, the cash will be in hand usually in a maximum of 
three business days - and often on the same day of the sale ** 

(22) ** Large, successful compames usually seek listing on an exchange Normally, there is 
considerable interest in these companies, and being listed on an exchange makes it easler to 
trade their shares 



Stock Exchange 
* Provides liqu~dity for shares 

The most successfbl companies usually seek 
listing on an exchange 

Investors have a greater 
degree of confidence. 
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Stock Exchange 
Provides liquidity for shares 
The most successful companies usually seek 
l~sting on an exchange 
Investors have a greater degree of 
confidence 

Company prestige, public 
awareness enhanced 
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(23) ** Investors seem to have a greater degree of confidence in companies that are listed on 
an exchange This is probably due to (1) the stringent rules and procedures involved with 
listing (for example, high standards for hsting, and mantenance of those standards through 
regular reporhng requirements) and (2) the fact that there is usually a lot of publicity about 
listed companies * 

(24) ** There seems to be a certan degree of prestige associated with being listed on an 
important exchange In the U S , many companies make a point of infomng their 
shareholders and the public that the company "is listed on the New York Stock Exchange " 
The NYSE is called the "b~g board" in the U S , so being listed on it is considered something 
special What is the "big board" here? 



Stock Exchange 
Provides liquidity for shares 
The most successful companies usually seek 
listlng on an exchange 
Investors have a greater degree of 
confidence 
Company prestige, public awareness 
enhanced 

Access to foreign investors 
25 

Stock Exchange 
Provides liquidity for shares 
The most successful companies usually seek 
listing on an exchange 

'X' 
a 

Investors have a greater degree of 
confidence 
Company prestige, public awareness 
enhanced 
Access to foreign investors 
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(25) ** When foreign investors are loolung at the Republic of Armenia with an eye toward 
investing, they will probably contact a stock exchange andfor brokerage firms for information 
about companies 

(26) * Let's pause here for a while What quest~ons do you have so far' * Remember, we are 
worlung to help develop strong capital markets in Armenia 



Stock Exchange 

Establishes history of 
share prices 

-. - 
/ 
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(27) **A stock exchange will have developed swct rules and procedures for their members, 
*and is closely regulated by a country's secuntles c o m s s i o n  

(28) * Transactions at exchanges are recorded and published, so a history of share pnces is 
established ** 



Stock Exchange 
Establishes history of share prices 

Capital gains possibilities 
for shareholders 
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* Establishes history of share prices 
Capital gains possibilities for shareholders 

* Establishes histor 
of company's profit 



(29) **With histones of share pnces known, some shareholders will take the opportunity to 
sell shares at a profit or take advantage of tempormly depressed pnces to add to their 
holdings * 

(30) ** Listed companies file penodic informational reports These reports include such 
things as earnings, profits, dividends, etc Investors use such information when considering 
investment strategies * 



Stock Exchange 
Establishes history of share prices 
Capital gains possibilities for shareholders 
Establishes history of company's profits 

* Establishes history of dividend payments 
from company's profits 

More knowledgeable and 
sophisticated investors 
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Stock Exchange 
a Establishes history of share prices 
* Capital gains possibilities for shareholders 
* Establishes history of company's profits 

Establishes history of dividend payments 
More knowledgeable and sophisticated 
investors 

Access to more capital 
32 



(31) * *Over hme, those persons who are regular investors become more knowledgeable and 
sophishcated Boards of Directors and company managers appreciate having knowledgeable 
investors as shareholders in their companies, since rt makes policies and strategies easier to 
explan 

(32) ** Here is a compelling reason for management of an enterpnse to consider listing 
doing so can provide access to addrtional capital in the future For any number of 
reasons, a company may want to rase funds By establishing hlstones of pnces, profits, 
and Qvidends, and after bmlQng a good reputation, it will be much easier for a company 
to attract interest from investors concerning any offenng of securities the company is 
considenng 



Stock Exchange 
Establishes history of share prices 
Capital gains possibilities for shareholders 

Establishes history of company's profits 

Establishes history of 
dividend payments from 
company's profits 
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* Establishes history of share prices 
Capital gains possibilities for shareholders 

* Establishes history of company's profits 
Establishes history of dividend payments 
More knowledgeable and so 

Access to more capital 



(33) Some investors glve strong consideration to a company's hlstory of dividend payment 
when plannlng Investments * * Some do not care as much In any case, the information 1s 
readily avalable because of filed reports required by both the stock exchange and the 
secuntles regulator By the way, Microsoft has never paid any dividends on ~ t s  common 
stock 

(34) *The last po~nt means the "door IS opened" to more capital * Let's pause agaln What 
questions do you have about thls latest sectlon? 



New factories 

Access to 
a New factories 

New equipme 
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(35) *If companies are golng to be able to get addt~onal capital, for what wlll they use 1t7 As 
a group we could thlnk of many, but I am showlng a few here in the next slldes that came to 
my m n d  nght away 

** Factones could be bu~lt  or purchased 

(36) **New equipment can be purchased * Let's hope it is newer than thls man's 



New factorles 

Access to Capital 
New factorles 
New equipment 

* Key persons 

Expand markets 
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(37) *** Key persons can be hred or retamed in order to bulld productivity and profits as 
well as be more competitive in current or new lines of busmess 

(38) *** Markets can be expanded Not only geographically, but from the viewpoint of new 
products or new uses for exlstlng products - research and development Advertising 
campaigns can be addressed here 



New factories 

Access to Capital 
New factories 
New equipment 
Key persons 
Expand markets 
Technical advances 

Plan for the future. 
40 



(39) **Techmcal advances can be made to Increase productivity and profits * 

(40) **Ad&tlonal capltal allows management personnel to take their Ideas and plan for the 
future * 





(41) In a market economy, there are abundant opportunlttes for success * * Slullful, dynamc 
managers are able to recognize opportumties and apply resources to explott them ** Good 
leadership 1s amply rewarded wlth increased earnlngs and demands for servlces ** 
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UIilDERWRITNG TERMINOLOGY 

Underwriting Terminology 

Letter of Intent spells out basic 
terms of the underwriting. 

Letter of Intent is signed by the 
Issuer and the Managing 
Underwriter (M.U.). 

2 



SCRIPT FOR UNDERWRITING TERMINOLOGY 
POWERPOINT PRESENTATION 

(1) This semnar deals with the basics of undenvnting secunties "Undenvnhng" is the 
process by which brokerage firms bnng new secunties to be sold in the capital markets 
"Securities" can refer to a large number of investment products, but m Armenia at the 
present time we are lirmted to bonds, T-bills, and stocks (shares of joint stock 
companies) We w~ll  be tallung mostly about stocks 

(2) ** To begin the process of undenvnting, a LETTER OF INTENT is signed Th~s  is 
not a binding contract, but spells out the basic terms of the undenvnting It is simply an 
agreement to set the process into motion * The letter of intent 1s signed by the ISSUER 
and the MANAGING UNDERWRITER or LEAD UNDERWRITER 



Underwntlng Terminology 

1ssuer :~he  company that is raising capital by 
offering secunties for sale to investors 

Managing Underwriter or Lead 

The secunties firm selected by the issuer 
to be in charge of a Syndicate of 
undenvnters formed (the boss) 

Underwnting Terminology 

A lengthy, more formal document 
between the issuer and the M U. is 
called the Underwriting 
Agreement, which deals with 
specifics of the transaction 
contemplated. 
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(3) *** The ISSUER is simply the company that is rasing capital by offenng secunties 
for sale to investors ** The MANAGING UNDERWRITER or LEAD 
UNDERWRITER is the secunties firm (a broker-dealer) selected by the issuer to be In 
charge of a SYNDICATE of undenvnters formed The M U is the boss of the syndicate 
Some offenngs are small enough that it is not necessary to form a syndcate, but whether 
or not to form a synhcate is a decision left completely up to the M U * 

(4) ** The letter of intent spelled out the basics of the undertalung An 
UNDERWRlTDJG AGREEMENT is later signed by both parties This is a longer and 
formal document which gets into detals about the deal 



Underwnting Terminology 

Different types of underwriting: 
*Firm Commitment 
*Best Efforts 
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Firm Commitment Underwriting: 

Underwriters agree to buy -- at a 
discount -- all the securities being 
sold. They then resell the securities 
to investors at the public offenng 



(5) ** There are two basic types of underwnt~ng They are called * FIRh4 
COMMITMENT and * BEST EFFORTS We will explsun each one 

(6)  ** In a firm comrmtment undenvnting the underwnters agree to buy all the shares 
being offered by the issuer The underwnters pay a certan pnce for each share and then 
sell shares to investors at a higher pnce * This higher pnce is called the PUBLIC 
OFFERING PRICE or P 0 P ** (fast) 



Firm Commitment Underwriting: 

If the underwriters do not 
resell all the secunties, 
they assume the investment 

and may lose money. 

Underwriting Terminology 

Different types of underwriting* 
*Firm Commitment 
*Best Efforts 
- All or None 
- Mini-Maxi 
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(7) ** In a firm comrmtment undenvntlng, if the undenvnters are not able to sell all the 
secunaes to Investors they could lose money ** After all, they bought all the shares 
from the Issuer, so they make a profit when all the shares are resold 

(8) ** We have talked about f m  comrmtment, now let's talk about best efforts ** 
Also, there are d~fferent types of best efforts whlch we will explan in two more slides, 
but the names are ALL OR NONE and MINI-MAXI ** 



Best Efforts Underwriting: 

The underwriters agree to use 
their "best efforts" to sell the 
securities. 
However, they are not required 
to buy the balance from the 
company. 
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Best Efforts Underwriting: 
All or none: The deal is contingent 
on the e n t ~ e  issue being sold 

Mini-Maxi: The deal is effective if a 
certain mnimum amount of money is 
rased, then the underwnters agree to 
keep selling until a maxlmum 
amount is raised Example 
$2,000,000 m m  -- $5,000,000 maxi 
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(9) ** In a best efforts undenvnting the syndicate agrees to try hard to sell all the shares 
being offered That is, to use their "best efforts" to sell them * But they are not required 
to buy the rest of shares from the company like what is the case in a firm comtment  

(10) ** One type of best efforts undenvnting is called all or none In this case, the entire 
supply of shares being offered by the company must be sold by the undenvnters or the 
deal is cancelled, and any money pad by investors must be returned to them * In a mni- 
maxi undenvnting, a certan number of shares must be sold or amount of money must be 
rased before the deal is declared effective Once that amount is reached, the 
undenvnters wlll keep selling until a maximum amount of money 1s rased Here we use 
100,000 shares mni and 200,000 shares maxi as an example 



Best Efforts Underwriting: 

The underwriters merely act as 
agent for the issuer. 

They are not at risk if all the 
securities are not sold. 

Agreement among Underwriters 
or Syndicate Agreement: 

A formal document which 
establishes the responsibilities and 
liabilities of each syndicate 
member. 
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(1 1) ** In a best efforts undenvnhng the syndicate act as agents for the issuer to sell the 
shares, but are not at nsk of losing any money * 

(12) ** When a synhcate is formed, each member signs a formal agreement, the 
AGREEMENT AMONG UNDERWRITERS or SYNDICATE AGREEMENT * This 
document establishes the responsibilities and liabilihes of each syndicate member 



Sometimes a Selling Group is formed. 

These are brokerage firms that are 
not part of the syndicate, but will 
receive comrmssions for the shares 

Due Diligence: 
Responsibility of the M.U. 
It is an in-depth znvestzgatzon of the 
issuer and the information the issuer 
is providing. 
Basically, the M.U. must ensure that 
there is full and fair disclosure about 
the issuer and the offering so that 
investors can make informed 
investment decisions. 14 



(13) ** Somebmes a SELLING GROUP is formed The brokers m the selling group are 
not part of the synhcate, but they are used to help sell the shares to investors * They earn 
comrmsslons for what they sell 

(14) *** Something called DUE DILIGENCE is the responsibility of the M U * Due 
hligence is an investigation of the company and the information it is provihng * The 
issuer must dlsclose all vital information so that Investors can make informed decisions 
about lnvestlng in shares of the company 



The M.U. runs the syndicate account 
and determnes each member's share 
of profit or loss after the underwriting 

The M.U. gets a management fee 
from the spread on each share sold 



(15) ** The M U has many responsibilities Among them is the job of dolng the 
syndicate's accounting * Because of all the responsib~lities, the M U receives a 
management fee for each share sold This fee comes from the SPREAD We will 
descnbe spread fully m a few more slides 

(16) *** Here we have a meeting between the M U and members of the syndcate They 
meet penod~cally to discuss a vanety of subjects about the offenng Subjects such as 
pnce, compensation, due d~ligence, and so on are dscussed 





(17) ** Let's go through this example You may remember thls from the earller semnar 
The company would like to rase 500 mlllon dram A managlng undenvnter has been 
chosen 

(18) ** A synd~cate has been formed, and they decide that the shares can be sold for 
5000 dram each 



Spread 
.................................................. 

10 % 40 % 50 % 
.................................................. 

I 
Sell~ng Group Member's Commsslon 

Syndicate Member's Comrnlsslon 

Managlng Underwriter's Fee 
20 



(19) ** Fees have to be considered, so 110,000 shares will be offered * The full length 
of the line is the 5000 dram amount But we have dwided the line into two parts The 
4500 is the amount the company will receive from each share sold, whlle the 500 IS the 
amount the undenvnters receive for their efforts in selllng the issue The SPREAD is 
500 * When all shares are sold, the company will get a total of 495 mllion dram, * 
wh~le the undenvnters get 55 ml l~on as fees or comss lons  * So th~s  500 is the 
spread 

(20) *** Here we have depicted the spread by lining up some symbols This full length 
represents the 500 dram spread from the last slide The M U gets a certan amount from 
every share sold That is his management fee This section 1s the part of the spread 
reserved for a syndicate member even when a share is sold by a selllng group member 
And this section IS the c o m s s i o n  a selling group member receives for each share he 
sells * When the M U sells a share he receives all 500 dram - his management fee and 
the other 450 dram *There are two ways a syndicate member receives comsslons  for 
shares sold For each share he sells, a syndicate member receives 450 dram A syndicate 
member receives 200 dram for each share sold by a selling group member which we 
will show m the next slide *** And selllng group brokers receive 250 dram in 
comss ions  for each share they sell When a selling group member sells a share, the 
M U st111 gets 50 dram, and a syndicate member gets 200 dram *** Here we have some 
representative percentages, but these are negotiated amounts and can vary from 
undenvnting to undenvnting 



Issuer's Responsibilities: 

Must give full disclosure in the 
Registration Statement subnutted 
to the Securities Commission. 

Prepares Preliminary Prospectus 

Cooling Off Period* 
The period of time between the filing of the 
Registration Statement and the Effective 
Date (usually 20 days in the U S ) 

Dunng this time the Securities 
Comrmssion exarmnes the Prelirmnary 
Prospectus for full disclosure, and may 
request amendments from the issuer 



(21) *** The issuer has senous responstbtl~t~es The Issuer must glve full dtsclosure of 
facts m the REGISTRATION STATEMENT that is filed w~th the SECURITIES 
COMMISSION * Most of the registrabon statement is a PRELIMINARY 
PROSPECTUS (also known as the RED HERRING because of red pnnttng on the first 
page) The preltmnary prospectus ts a booklet that contans information regard~ng the 
new Issue, the Issuing company, ~ t s  management, as well as other important aspects of the 
company such as its products, subs~dianes, and so on 

(22) *** The secunttes c o m s s i o n  requlres ttme to revlew informat~on contamed m the 
prelimnary prospectus Ths  tlme IS called the COOLING OFF PERIOD, and IS usually 
20 days m the U S * The cooling off penod will be extended if the securities 
c o m s s i o n  finds that the preltmnary prospectus needs to be Improved regard~ng full 
dtsclosure 



Cooling Off Penod: 

There is no price shown on the red 

The final price is deterrmned after 
indications of interest are known and 
meetings are held between members of 

Cooling Off Penod: 
The issue can be sold only through the use 
of a Final Prospectus, so no sales are 
allowed dunng the cooling off penod, but 
there is still plenty of marketing activity 

Red Hemngs are sent out to potential 
clients, but only Indications of Interest 
are allowed, not sales 



(23) ** Sales can be made only through the use of a FINAL PROSPECTUS, whlch is 
not ready yet because the comrmssion is not finlshed reviewing the prelimnary 
prospectus * Red hemngs are sent to some potential buyers to see if they mght be 
Interested in buying part of the offenng Sales are not allowed, but INDICATIONS OF 
INTEREST are allowed That is, the undenvnters are getting a good idea about how easy 
or lfficult it will be to sell all the shares being offered 

(24) *** No pnce is shown on the red hemng because it has not been detemned yet by 
the syndcate * They will use indicabons of interest to help them declde on the final 
pnce 



Effective Date: 
Finally, the Comrmssion will declare that 
the registration is effective, thereby 
establishing that date as the effective date 
The Final Prospectus is pnnted with the 

This pnce is the Public Offering Price 

Effective Date: 

NOW the issue can be sold 

In practice, the Final Prospectus is 
included in the same envelope in which 
the buyer's Confirmation of Purchase is 
sent (In the U S , the mail system is very 
efficient and reliable ) 
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(25) *** The comrmssion will finish reviewing the prelimnary prospectus and inform 
the company and undenvnters that they may proceed with the offenng The day the 
comrmssion does that is the EFFECTIVE DATE * The FINAL PROSPECTUS is 
pnnted with the pnce shown * That pnce is known as the PUBLIC OFFERING PRICE 
or P 0 P All investors pay the same pnce 

(26) *** Now the issue can be sold * In the U S it is usual for the final prospectus to be 
sent to an investor along with his confirmation of purchase 



Often, the syndicate and selling group have 
accumulated enough indications of interest 
to easily sell out the entlre issue in an hour 
or so 

After the issue is completely sold, the M U 
disbands the syndicate and calculates each 
member's share of profit (or loss) 

The underwriters are selling the new issue in 
the Primary Market. These are previously 
unissued securities that are being sold for the 

Once sold in the pnmary market, these issues 
are fiee to be traded in the Secondary 

Once the issue starts tradmg in the secondary 
market, the pnce can stay the same, 

or nse, or fall 
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(27) ** In the U S the entire issue often sells out in an hour or so, sometimes even 
mnutes, because of the efficiency of computer trading systems * The M U completes 
the syndicate accounting to find each member's share of profit or loss and d~sbands the 
syndicate Ths  usually occurs within ten days of the sellout 

(28) ** These new issues are being sold for the first time Such activity takes place in 
the PRIMARY MARKET * Once they are sold to investors in the pnmary market the 
shares are free to be traded by investors in the SECONDARY MARKET * Three things 
can happen to the pnce of a secunty m the secondary market the pnce can stay the same, 
* the pnce can nse, * or the pnce can fall 



Often there are Hot Issues. 

A hot issue is one that opens for trading in 
the secondary market at a pnce HIGHER 
than the P 0 P 

There are stem rules about who can buy hot 

A broker would buy it for himself if he could3 
but that is strictly prohibited 

Many underwnting agreements include 
a clause allowing for the underwriters to 
sell up to 15% additional shares in case 
of overselling a hot issue 

This clause is called the "Green Shoe" 
clause, named after a company in the 
U S which was the first company to have 
such a clause in its undenvnting 



(29) ** Often there are what are called HOT ISSUES * A hot tssue opens for tradmg in 
the secondary market at a pnce higher than the P 0 P * There are rules about who is 
allowed to buy hot issues * A broker or underwnter would l~ke  to be able to buy a hot 
issue for himself, but that is not allowed 

(30) ** Sometimes there 1s such a level of tnterest m an offenng that the undenvnters 
want to be able to sell more shares to investors than were onginally planned m the deal 
They can do so if a special clause is included in the underwriting agreement * It is 
called an over-allotment clause or "Green Shoe" clause named after the first company m 
the U S to use such a clause 



Sometimes there are Weak Issues or Sticky 

In such a case, the issue starts trading at a pnce 
LOWER than the P 0 B 

This would prevent the rest of the issue from 
being sold out, and the issue would be "stuck" on 
the hands of the underwnters 

To prevent this, the M U will enter a Stabilizing 
Bid an the market 

Stabilizing bids are placed or just BELOW 

The stabilizing bid sets a rmnimum pnce, so that 
an investor who bought the issue in the pnmary 
market can sell it back to the M U for about 
what it cost initially 

The use of a stabilizing bid gives the pnmary 
offenng a better chance of being sold out by the 



(31) ** Sometimes it is d~fficult to sell all the shares These are known as WEAK 
ISSUES or STICKY ISSUES * Tradng in the secondary market opens lower than 
P 0 P * Such a happening would prevent the rest of the offenng from be~ng sold by the 
undenvnters That is, if we, as Investors, could buy our 5000 dram Issue in the secondary 
market for, say, 4700 dram, we certanly would not pay 5000 dram to an undenvnter for 
~t * To keep that from happenmg, the M U w~ll put a STABILIZING BID into the 
secondary market 

(32) *** Stabilizing bids are placed at or just below the P 0 P * A stabihzing b ~ d  serves 
to set a mnimum pnce in the secondary market so that investors see they could sell the 
shares purchased from undenvnters back to the M U for a pnce at or very close to what 
they pad for it * This gives the pnmary offenng a better chance to sell out 



To influence the syndicate to sell only to 
long-term investors, not speculators, the 
manager will put a Penalty Bid Clause 
~nto  the syndicate agreement This clause 
states that if the manager buys back too 
many shares (from speculators talung 
advantage of the stabilizing bid) placed by 
any single syndicate member, that 
member loses his comrmssion on those 
shares and can be assessed penalty fees as 

Sometimes there is a Combined Primary 
and Secondary Offering. 

In such a case, the issuer is selling new 
shares, and officers of the company are 
selling some or all of the shares in the 
company that they already own as 



(33) ** A PENALTY BID CLAUSE 1s a M U 's way of keeplng people from overusing 

the stabilizing bid framework 

(34) ** Sometimes there is a COMBINED PRIMARY AND SECONDARY 
OFFERING * The company 1s selling new shares at the same t ~ m e  and through the same 
channels as officers or large shareholders m the company sell some of the shares they 
already own 



CASE STUDY: 
THE 

MICROSOFT IPO 
I N  1986 





SCRIPT FOR MICROSOFT STORY ABOUT THEIR IPO IN 1986 

(1) Mlcrosoft was founded In 1975 when Bill Gates was 19 years old 

(2) This story starts in 1985 Two competitors of Microsoft had Issued shares of stock m 
1983 Three other rmcrocomputer software companies did the same 1n 1984 and 1985 
But Gates was in no hurry to have an IPO 





(3) MicrosoR was not in need of money to expand, the company was m h n g  plenty of 
money Gates didn't and doesn't care much about wealth Gates values control of his 
tlme and his company more than personal wealth Gates had lee Harvard University 
aRer only two years to convince personal computer makers to use BASIC, the computer 
language that he and Paul Allen had wrltten 

(4) However, once a company has 500 or more shareholders, ~t must reglster wth  the 
SEC In the U S Gates had been selling shares at low pnces and offerlng optlons to buy 
shares to managers and programmers to entlce them to work at Microsoft, so the number 
of shareholders would be reaching 500 dunng 1987, whlch would requlre that the 
company reglster with the Securities and Exchange Comm~ssion in the U S Once 
reg~stered, the stock m effect would have a public market, but one so narrow that trading 
would be difficult 
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(5) Since they would have to register shares in 1987 anyway, Gates decided to proceed 
when they wanted to, not when they had to So management decided to sell enough 
shares to enough investors to create a llquid market 

(6) In Aprll 1985, Gates (29), Jon Shlrley (48), president and C 0 0 of M~crosofi, and 
Dav~d Marquardt (37) had a meeting and dec~ded to look Into an offerlng (Marquardt 
and his firm were the only venture capitalists involved when ~ c r o s o R  was founded, and 
owned 6 2% of the stock in the company ) Gates warned that he reserved the nght to call 
off the deal, he was more concerned about distractions the offering would cause in the 
company He also was concerned about two new products the company was bringing out 
to the market soon 
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(7) By October 28, 1985, the day after he turned 30 years of age, a Board of Directors 
meetlng was held, and Gates felt more comfortable with the deal, so Frank Gaudette (50), 
the chief financial oficer, was given the job to select undemters He had helped with 
offerings for three other firms in his career 

(8) Underwriters had been calling on MicrosoR for years, loolung for big fees they 
would receive if they were involved in an undemting Now there were more showing 
interest 





(9) Management of Microsoft wanted to make sure that the lead underwriter chosen 
would be a well-known, class Wall Street name Gaudette talked with and met with 
several underwriters in early November of 1985 He narrowed the field to eight, and then 
made hls recommendations to Gates and Shlrley on November 2 1 Then he went on 
vacation for 10 days The Investment bankers were fiant~c 

(10) On December 4, Gaudette phoned Eff Martin (37), a V P wth  Goldman Sachs, 
asklng h ~ m  and a few colleagues to have dlnner in Seattle 
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(1 1) Goldman Sachs people were invlted to dlnner in Seattle on December 11 A total of 
elght persons were there, four from Goldman Sachs 

(12) On December 14, the M~crosoft board of directors approved the selection of 
Goldman Sachs and Alex Brown as co-managing underwr~ters of the synd~cate (A total 
of 114 firms eventually became members of the synd~cate ) 
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(13) At an "all hands meetlng" at Wcrosofi on December 17, good progress was made In 
movlng forward wth  the offerlng A prlce of around $1 5 per share (7875 dram) was 
antlclpated The company would sell 2 mill~on shares, existlng shareholders (people In 
the company) would sell 600,000 shares (so thls was a comblned pr1mar-y and secondary 
offering), and the underwriters had an option to sell 300,000 additional shares (the over- 
allotment clause or Green Shoe clause) 

(14) Therefore, almost 12% of Microsofi's stock would end up in publlc hands, enough 
to create the liqu~d market the company wanted 
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(15) Shirley and Gates were concerned that the offering would interfere with Microsoft's 
ability to conduct business, especially regarding the "road show " Would the three top 
officers be needed for the road show? 

(16) Even before Microsoft had picked its undemters, Robert Eshelman (32), a lawyer 
in a firm where Gates' father is a partner, had started drafting the prospectus The 
prospectus had to be very carefully written so that it could survive legal challenges by 
d~sgruntled investors claiming they had been mlsled ~f ~t turned out that the market pnce 
promptly fell after the offering 
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(17) For a total of ten hours on January 8 and 9, 1986, the underwriters conducted a due 
diligence examination at McrosoR, questioning Gates, Shrley, and other managers 

(18) By late January, the price issue remained undecided Compared to other software 
companies, Microsoft would be able to command a hlgher price than at first thought The 
underwriters suggested a range of $17 to $20, Gates thought $16 to $19 was better That 
is rare 
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(19) On February 3, Microsoft registered with the SEC The underwriters sent out 38,000 
Prelim~nary Prospectuses and waited to find out if the Commission required any 
additional information Only "indications of interest" were allowed, not sales 

(20) Rehearsals for the road show started on February 11 Gates didn't like the process, 
Gaudette enjoyed it The speakers had to be carefil to not say anything different from 
what was m the prospectus Road show audiences were made up mostly of b ~ g  
institutional investors 





(21) The road show started February 18, and over the next ten days was glven m eight 
clties, lncludlng two in Great Bntain 

(22) There was a lot of enthus~asm for the stock, the pnce would have to be raised And 
more shares should be sold to help fill the demand Ths m~ght turn out to be a hot issue 





(23) On March 4 and 5, an SEC revlewer called wlth some comments On March 6, 
Mlcrosofi's lawyers and audltors negotiated changes with the SEC 

(24) The company persuaded two stockholders to sell an additional 295,000 shares 
- 





(25) On March 7, based on the lndtcations of tnterest, it was expected that the stock 
would trade at around $25 per share several weeks after opentng, so the undenvnters felt 
that ratsing the offerlng pnce to $20 to $21 seemed m order Gates, Shlrley, and 
Gaudette decided that $21 to $22 made more sense 

(26) On March 10, some btg investors (mutual fund compames) threatened to remove 
the~r names as potential buyers because they felt that perhaps the price was getting a little 
too htgh 





(27) On March 12, lawyers and management dec~ded on a final prlce of $21 (1 1025 
dram) 

(28) Now they had to dec~de on the spread 





(29) Wcrosoft always had a low spread in mind, not more than 6 5% of the selling price 

(30) Goldman Sachs started the negotiat~ons at $1 36 per share (714 dram), Microsoft 
started at $1 28 (672 dram) Each penny (5 25 dram) represented $3 1,000 in spread on 
the deal 





(3 1) They bargamed back and forth, finally agreelng on $1 3 1 (688 dram) 

(32) On March 13, at 8 00 a m , the final fil~ng package was del~vered to the SEC Thls 
included three coples of the final prospectus and some other paperwork 





(33) At 9 15 a m the Commission declared that Mcrosoft's registration was 
EFFECTIVE 

(34) Starting at 9 15 a m The 2 million shares, plus the 600,000 plus the 295,000 plus 
the option for an additional 300,000 were sold out in the primary market at $21 per share 
in a matter of minutes Ths  was a total of 3,195,000 shares 





(35) At 9 35 the stock traded publ~cly for the first tlme In the secondary market 
(NASDAQ) at $25 75 (13,5 19 dram) per share It was defin~tely a hot issue 

(36) By the end of the first day of tradlng, 2 5 ml l~on shares had traded hands, and the 
market pnce closed at $27' 75 (14,569 dram) 
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(37) The big institutional investors sold off about half their shares in the next few weeks, 
realizing excellent profits Therefore, an estimated one-th~rd of the MicrosoR offering 
wound up in the hands of individuals, giving the shares the liquidity the company wanted 





CASE STUDY: 
THE 

RED OCTOBER 
OFFERING 
(RUSSIA) 



Wntten m a t e d  for the Red October case study is under development 
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I 

PUBLIC 
I OFFERINGS 



Public Offerings 

Issuance of Shares by Firm 

VIssuance of shares 
- Purpose Rase capltal for capital investments 
- Method 

- Pnvate placement 
- Rghts offenng (offers shares to existlng owners) 
- Non-nghts offenng 
- Effect Dilutes ownership and can reduce market pnce of 

shares 

9 * 
33% 33% 



Defining Capital Needs 

VBased on an analysis of the competitive and 
financial position of the issuer what amount of 
capital would be required for: 
- Developing new markets 
-Investing in technology 
- Shedding unproductive buslness segments 
- Product development 
- Improving existing operations 
-Debt restructuring 

Deciding among alternative 
methods of financing 

v Financing internally v Bonds 
v Bank financrng Fzxed payment ob1zgatr;ons 

- Useful if need is too Credzt rzsk of zssuer may be too 
small for a public hzgh 
offenng Short maturzty 

- Collateral requl~ements Hzgh coupon rate 
- Prrmmly short term Interest may be tax deductzble 

loans Stock 
- High interest rates Dzlutzon of ownershzp 
- Bank solvency may Dzvzdends optzonal 

lirmt avadabllity Lzquzdzty 

- 



Steps in the Public Offering Process 

- Defining the capital needs of the issuer 
- Deciding among alternattve methods of financtng 
- Defining a market for the securities to be issued and a marketing 

plan 
- Selecting an undenvnter or selltng agent 
- Agreement between issuer and undenvnter or selling agent 
- Appointing an audtor and prepartng financial statements 
- Preparation of a registratton statement 
- Preparation of a prospectus 
- Negobating the pnce at which securthes will be Issued 
- Commencement of selling 
- Cleanng and settlement of purchases 
- Settlement of sell~ng group account 

Strategic Investor 

. Objecttves of the firm 
- management know-how 
- technology 
- marketing and access to 

Portfolio Investor 
markets Vobjective of the firm - capital 

- Capital . Objectives of the investor 
Vobjectlves of the - adequate return 

investor - access to market - Good and quick - local knowledge 
return - integrate into worldwide - Ease of exit strategy 



Preparing the Registration 
Statement and Prospectus 

VThe lead broker dealer prepares the d~sclosure documents 
VWhat level of disclosure is requrred by law? What level of 

disclosure is expected by domestlc and foreign investors? 
VMalung resources withn the issuer ava~lable to speed the 

collection and approval process 
VFilmg procedures 
VSchedule and cost of pnnong 
VUse of the prospectus in the selling process 

Services of Broker Dealer 

VDevelops marketing plan 

VHelps prepare prospectus 

VHelps register secunoes 

VHelps get secuntles listed on the Exchange 

VOrganizes a selling group 

VPrornotes the offenng to new and exlstlng clients 

VPossibly makes a market after the offenng is sold 



Selecting a broker dealer 

- Any regulatory problems? Good relations with secunbes 
authorities? 

-Does dzstnbuhon network have capacity to reach deslred 
market? Number and sophistication of clients? 

-Experience selling new issues7 Reputable securities and 
issuers7 Successful at it7 Good referrals? 

-Attitude and commztment to issuer? Is ths  the nght group 
to do business with7 

- Value added servtces brought by the broker dealer? 
Attorneys and accountants on staff? Market maker? 
Relationshps with regulators? Geographic coverage? 

Forming a Selling Group 

VDue to the size of the issue, how many brokers are needed? 
VWhat is the deslred market coverage? 
VWhat exlsting relationshps are there between the lead 

broker and potential selling group members' 
VWhat other f m  are needed7 
VWhat is the standard compensation arrangement? 
VHow does this offer vary from the standard? 



Defining a marketing plan for 
the securities 

VWhat is the potential nsk and reward of this investment? 
VWho are the exlsting and potential investors in the 

secunties of ths  issuer? 
VHow to h t  nsk and improve attractiveness of the issue? 
V m c h  broker dealers serve this marketplace? 
VWhlch broker dealers have the capacity and distribution 

network to succeed? 

Agreement between Issuer and 
Broker Dealer 

VCompetltive 
- Issuer publishes informahon about the secunty 
- Accepts bids for whole issue 

VNegofiated 
- Issuer negotiates wlth one broker dealer 
- Most likely ~n Armenia? 

V F I ~  Comtment  
- Broker deal buys the whole issue for inventory, resells ~t to 

clients 
- Broker dealer at nsk if secunhes don't sell 

VBest Efforts 
- Firm acts as agent of issuer 
- Sells as much as possible Broker not at nsk ~f secunt~es don't 

sell 



Agreement between issuer and 
broker dealer 

V F m  comtrnent  versus best efforts 
-Best efforts llkely at h s  stage 

VDeta11 of servlces to be provlded by lead broker dealer 
VExpected procedure for cleanng and settling sales 
VDetals of plans for a selling group 
VGuidehnes for pnclng the issue 

- Pnce norrnally fixed at the end of the registration 
process 

VArnount of the spread 

- 

Preparing for a public offering 
VPractice good shareholder relahons 

- Implement sound corporate governance 
- Respect shareholder nghts 

Wontract a broker dealer 
-Defines market for new issue 
- Assist wlth registration and prospectus 
-Helps develop trading market after the offenng 

VAppomt independent auditor 
- Audited financial statements requlred for registration 

VRegister with State Secunhes Agency 
VApply for listing on Stock Exchange 
VPromote the new offenng 



The Spread 
Offer b c e  

SPREAD 
Amount pad to lssuer 

t 

INVESTMENT CAPITAL 

VInvestors pay the "offer pnce" 
VThe lssuer recelves the offer pnce mnus the spread 

I 
VThe spread 1s compensation for the servlces of the broker dealer 
VThe Issuer must also pay the expense of the aud~t and any attorney 

fees 

Pricing the securities to be 
issued 

VSecondary market transaction pnces 
VSecondary market pnces of comparable firms 
VFundarnental valuation based on issuers financial 

statements 
Vindications of interest from prospective buyers 
VComparable plunary market issues 



Armenian Obstacles to Public 
Offerings 

VCompanies do not believe they need to access the free 
capital market 

VManagers fear losing control to outside shareholders 
VManagers fear malung disclosure because of taxes 
VUndeveloped broker dealers 
VUncertainty about registration and offenng procedures 
VLirmted trahng markets 
VShareholder nghts are often not respected 
VInaccurate financial statements 



Ths 1s the fourth module in the Underwntrng umt A scnpt has not been wntten 
because each slide has considerable matenal, a scnpt would pnmanly repeat the same 
informa~on In presentrng thls module, we are promoting &scussion among the 
partxipants since part of th~s  IS a good review of what has been covered in earl~er 
modules 


