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SECURITIES MARKET FUNDAMENTALS
AND
UNDERWRITING ISSUES
SCRIPT
(Asterisks are 1n place to assist with Russian language PowerPoint Presentation)

(1) We have five major topics of discussion today **##*

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

When a company first 1ssues stocks or bonds 1t will do so in what 1s called a primary market
The very first 1ssue of securities 1s usually called IPO — Initial Public Offering * The usual
operation 1nvolves a broker-dealer or a syndicate of broker-dealers assisting the company 1n
putting together the deal -- 1ncluding giving a considerable amount of procedural and
financial advice -- registering the 1ssue with the Securities Commussion, and when the new
1ssue 1s authorized, buying the 1ssue from the company and, in turn, selling the securities to
the investing public at a profit



Primary Markets

* Securities are sold for the first time 1n
primary markets

e Investment bankers
underwrite and sell new
issues.

Managing underwriter
and syndicate members
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(3) ** This function of a broker-dealer 1s called “mvestment banking” or “underwriting

(4) * Here we see a managing underwriter or lead underwriter at a meeting with other
members of the underwriting syndicate Discussions will take place involving the preparation
of a prospectus, the price for which they think the shares will sell, responsibilities and
liabilities of members of the syndicate, remuneration, due diligence, and other topics as needs
arise

A



Company management wants to raise about 500,000,000 dram, so
they contact a brokerage firm and request assistance 1n this
offering of new shares

An underwriting syndicate 1s formed Included among several
topics discussed 1s the price at which the members of the syndicate
think the shares can be sold 5000 dram

Fees must be considered, therefore 110, 000 shares will be
offered

0 g | g 5000
4500 500
110,000 x 4500 = 495,000,000 dram

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

5

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 raise capital for some good reason
In this case, about 500 million dram 1s the amount needed A brokerage firm 1s contacted
and an agreement 18 reached determining that the brokerage firm will act as lead
underwriter 1n this offering

* A syndicate 1s formed between the lead underwriter and other brokerage firms The
syndicate determines that shares can be sold to the investing public for 5000 dram each, so the
price 1s fixed for that amount

** Fees must be considered, so 110,000 shares will be offered * The full length of the hine
represents the share price, 5000 dram, but we have divided the line 1nto two unequal parts

The smaller part — 500 dram — 1s the “spread” the underwriters receive from each share sold as
their fee for involvement 1n the 1ssue (I have used 10% of the share price as the underwriters’
compensation 1n this example only to make the arithmetic easier to do It would probably be a
smaller percentage, especially for a large offering ) The larger part — 4500 dram — 1s the
amount the company receives from each share sold * As you can see, when all the shares are
sold, a total of 495 muillion dram will be raised for the company, * while the underwriters
recerve 55 nullion dram 1n fees

** There are two basic types of underwriting They are called * firm commitment and *best
efforts We will explain each one

(6) ** In a firm commitment underwriting the underwriters agree to buy all the shares being
offered by the 1ssuer The underwriters pay a certain price for each share and then sell shares
to investors at a higher price * This higher price 1s called the public offering price or PO P
** (fast)



Firm Commitment Underwriting:

If the underwriters do not
resell all the securities,
they assume the investment
risk involved,

and may lose money.

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 commitment underwriting, 1f the underwriters are not able to sell all the
securities to investors they could lose money ** After all, they bought all the shares from the
1ssuer, so they make a profit when all the shares are resold

(8) ** We have talked about firm commitment, now let's talk about best efforts ** Also,
there are different types of best efforts which we will explain 1n two more slides, but the
names are ALL OR NONE and MINI-MAXT **



Best Efforts Underwriting:

The underwriters merely act as
agent for the issuer.

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

Best Efforts Underwriting:

All or none: The deal 1s contingent
on the entire 1ssue being sold

Mini-Macxi: The deal 1s effective if a
certain minimum amount of money 1s
raised, then the underwriters agree to
keep selling until a maximum

amount 1s raised Example
$2.000,000 mini1 -- $5,000,000 maxi1
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(9) ** In a best efforts underwriting the syndicate agrees to try hard to sell all the shares being
offered That 1s, to use their "best efforts" to sell them * But they are not required to buy the
rest of shares from the company like what 1s the case 1n a firm commutment

(10) ** One type of best efforts underwriting 1s called all or none In this case, the entire
supply of shares being offered by the company must be sold by the underwriters or the deal 1s
cancelled, and any money paid by investors must be returned to them * In a mini-maxi
underwriting, a certain number of shares must be sold or amount of money must be raised
before the deal 1s declared effective  Once that amount 1s reached, the underwriters will keep
selling unt1l a maximum amount of money 1s raised Here we use $2 million mimu and $5
mullion maxi as an example

** In a best efforts underwriting the syndicate act as agents for the 1ssuer to sell the shares,
but are not at risk of losing any money *

I



Primary Markets

» Securities are sold for the first time 1n primary
markets

« Investment bankers underwrite and sell new
1ssues

* New issues sold through
private placements.

11

Primary Markets

Securities are sold for the first time 1n
primary markets

Investment bankers underwrite and sell new
1SSUES

*New 1ssues sold through private placements

* Include additional
offerings by firms

12
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(11) ** New 1ssues can also be sold through private placements nvolving one or several large
or institutional investors Procedures are simpler and less expensive than public offerings

(12) ** Activities i primary markets include secondary offerings by firms That 1s,
established companies which have 1ssued shares 1n the past may have a need for additional
capital 1n the future for any number of good reasons They may choose to go through the
underwriting process in order to 1ssue additional securities to raise such capital

¥,



Primary Markets

 Securities are sold for the first time 1n
primary markets

» Investment bankers underwrite and sell new
1Ssues

» New 1ssues sold through private
placements

* Include additional offerings by firms

Secondary Markets

* Markets in which
existing securities
change hands are
secondary markets.

14
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(13) #=*#%*%80 far, we have discussed a little about primary markets What questions do you
have?

(14) ** After securities have been 1ssued 1n primary markets, they are traded 1n secondary
markets Iam from Seattle, and I remember when Microsoft made 1ts 1nitial public offering
1986 Too bad I did not buy a lot of 1t It was sold mitially at $21 a share At the end of the
first day of trading the market price was $27 75 There have been several splits, so each share
from 1986 has become 72 shares A person buymg 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

\é



Secondary Markets

» Markets in which existing securities change
hands are secondary markets

* These include exchanges
and over-the-counter
markets.

15

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 m the U S , while 1t 1s common for
younger, smaller companies to trade over-the-counter or on NASDAQ

(16) ** The success of primary market activity 1s directly influenced by the strength of
secondary markets Investors buy securities when they know there 1s a system 1n 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.

17

Exchanges

* An exchange is simply
a place established by
financial professionals

|

in order to facilitate the :
trading of securities. M
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(17) ** Strong secondary markets give enterprises valuable information about market
conditions for new and secondary 1ssues of securities This includes information about supply
and demand, prices, 1nterest 1n specific sectors of the economy of the country or region, and
other readily accessible information available as a result of active trading

(18) ** An exchange 1s aplace Inthe US,n New York City, we have the New York Stock
Exchange and the American Stock Exchange * There are a few regional stock exchanges
elsewhere 1n the country In addition, there are options and futures exchanges i the U S

4



Exchanges
b 8

e The exchange itself
does not buy or M
sell securities; 0
brokers at the

exchange perform
such transactions.

19

Exchanges

Brokers at an exchange can
conduct transactions
between:

* investors;

e brokers and investors;

 brokers and brokers.

20
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(19) ** Agan, an exchange 1s a place where trading occurs The exchange 1tself does not buy
or sell securities, brokers who are members of the exchange are involved 1n those
activities ***

(20) * Member brokerage firms can conduct transactions between members of the public *
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 mput into the
computer system at the exchange, and 1f a price 1s agreed upon, the deal 1s done Each
brokerage firm earns a small commussion for 1ts 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 1s no buyer available at that ttme, Broker A may choose to buy the shares for 1ts own
mventory, hoping to sell the shares at a later time for a profit In this case, Broker A 1s 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 1ts inventory, and Broker B wants to
add some shares of the same company to its inventory They agree on a price and complete
the transaction This 1s another example of dealer transactions

21



Stock Exchange

* Provides liquidity for
shares

Stock Exchange

* Provides liquidity for shares

* The most successful
companies usually seek
listing on an exchange.




(21) ** The stock exchange provides liquidity for shares Liquidity means that the securities
can be sold for cash As long as a price can be agreed upon, and there are no problems
transferring ownership of the securities, the cash will be 1n hand usually 1n a maximum of
three business days — and often on the same day of the sale **

(22) ** Large, successful companies usually seek listing on an exchange Normally, there 1s
considerable interest 1n these companies, and being hsted on an exchange makes it easier to
trade their shares



Stock Exchange

* Provides liquidity for shares

» The most successful 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
listing on an exchange

« Investors have a greater degree of
confidence

« Company prestige, public
awareness enhanced

24
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(23) ** Investors seem to have a greater degree of confidence 1n companies that are listed on
an exchange This 1s probably due to (1) the stringent rules and procedures involved with
listing (for example, high standards for listing, and maintenance of those standards through
regular reporting requirements) and (2) the fact that there 1s usually a lot of publicity about
listed compamnies *

(24) ** There seems to be a certain degree of prestige associated with being listed on an
important exchange In the U S, many companies make a point of mforming their
shareholders and the public that the company “1s histed on the New York Stock Exchange
The NYSE 1s called the “big board” in the U S, so being listed on 1t 1s considered something
special What 1s the “big board” here?



Stock Exchange
* Provides liquidity for shares

» The most successful companies usually seek
listing 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 T

» Investors have a greater degree of '
confidence Y

» Company prestige, public awareness
enhanced

» Access to foreign investors

26




(25) ** When foreign investors are looking at the Republic of Armenia with an eye toward
mvesting, they will probably contact a stock exchange and/or brokerage firms for information
about companies

(26) * Let’s pause here for a while What questions do you have so far? * Remember, we are
working to help develop strong capital markets in Armenia

21



Stock Exchange
* Closely regulated

Stock Exchange

 Establishes hlstoryof
share prices &
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(27) **A stock exchange will have developed strict rules and procedures for their members,
*and 1s closely regulated by a country’s securities commission

(28) * Transactions at exchanges are recorded and published, so a history of share prices 1s
established **



Stock Exchange

« Establishes history of share prices
 Capital gains possibilities
for shareholders

e,
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Stock Exchange

 Establishes history of share prices
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(29) *#*With histories of share prices known, some shareholders will take the opportunity to
sell shares at a profit or take advantage of temporanly depressed prices to add to their
holdings *

(30) ** Listed compantes file periodic 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
» Caprtal gains possibilities for shareholders
« Establishes history of company’s profits

» Establishes history of dividend payments
from company’s profits

* More knowledgeable and
sophisticated investors

31

Stock Exchange

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
mvestors

» Access to more capital

32
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(31) **Over time, those persons who are regular investors become more knowledgeable and
sophisticated Boards of Directors and company managers appreciate having knowledgeable
investors as shareholders 1n their companies, since 1t makes policies and strategies easier to
explain

(32) ** Here 1s a compelling reason for management of an enterprise to consider listing
doing so can provide access to additional capital in the future For any number of
reasons, a company may want to raise funds By establishing histories of prices, profits,
and dividends, and after building a good reputation, 1t will be much easier for a company
to attract interest from 1nvestors concerning any offering of securities the company 1s
considering
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Stock Exchange

« Establishes history of share prices
o Capital gains possibilities for shareholders
» Establishes history of company’s profits

 Establishes history of
dividend payments from
company’s profits

33

Stock Exchange

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

2
5
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3 9

Access to more capital
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(33) Some 1nvestors give strong consideration to a company’s history of dividend payment
when planning investments * * Some do not care as much In any case, the information 18
readily available because of filed reports required by both the stock exchange and the
securities regulator By the way, Microsoft has never paid any dividends on 1ts common
stock

(34) *The last pomnt means the “door 1s opened” to more capital * Let’s pause again What
questions do you have about this latest section?

%{



Access to Capital

 New factories

35

Access to Capital

* New factories

* New equipment

36
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(35) *If compames are going to be able to get additional capital, for what will they use 1t? As
a group we could think of many, but I am showing a few here 1n the next slides that came to
my mund right away

** Factories could be built or purchased

(36) **New equipment can be purchased * Let’s hope it 1s newer than this man’s



Access to Capital

&%

» New factories

* New equipment

* Key persons
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Access to Capital

» New factories
* New equipment

» Key persons

* Expand markets

38
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(37) *** Key persons can be hired or retained 1n order to build productivity and profits as
well as be more competitive 1n current or new lines of business

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

29



Access to Cital

« New factories

* New equipment
» Key persons

» Expand markets

* Technical advances

39

Access to Capital

* New factories Q

. J

» New equipment

« Key persons
» Expand markets
» Technical advances

e Plan for the future.

40

5

LY




(39) **Technical advances can be made to increase productivity and profits *

(40) **Additional capital allows management personnel to take their ideas and plan for the
future *
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(41) In a market economy, there are abundant opportunities for success * * Skillful, dynamic
managers are able to recognize opportunities and apply resources to exploit them ** Good
leadership 1s amply rewarded with increased earnings and demands for services **

Y2



UNDERWRITING
TERMINOLOGY



UNDERWRITING TERMINOLOGY

Underwriting Terminology

Letter of Intent spells out basic
terms of the underwriting.

Letter of Intent 1s signed by the
Issuer and the Managing
Underwriter (M.U.).

—
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SCRIPT FOR UNDERWRITING TERMINOLOGY
POWERPOINT PRESENTATION

(1) This semunar deals with the basics of underwriting secunities “Underwriting” 1s the
process by which brokerage firms bring new secunties to be sold in the capital markets
"Securities” can refer to a large number of investment products, but 1n Armenia at the
present time we are limited to bonds, T-bills, and stocks (shares of joint stock
companies) We will be talking mostly about stocks

(2) ** To begin the process of underwriting, a LETTER OF INTENT 1s signed This 18
not a binding contract, but spells out the basic terms of the underwriting It 1s 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



Underwriting Terminology

Issuer:The company that 1s raising capital by
offering securities for sale to investors

Managing Underwriter or Lead
Underwriter:
The securities firm selected by the 1ssuer

to be 1n charge of a Syndicate of
underwriters formed (the boss)

Underwriting Terminology

A lengthy, more formal document
between the 1ssuer and the M U. 1s
called the Underwriting
Agreement, which deals with
specifics of the transaction
contemplated.




(3) *** The ISSUER 1s simply the company that 1s raising capital by offering securities
for sale to investors ** The MANAGING UNDERWRITER or LEAD
UNDERWRITER 15 the securities firm (a broker-dealer) selected by the 1ssuer to be in
charge of a SYNDICATE of underwnters formed The M U 1s the boss of the syndicate
Some offerings are small enough that 1t 1s not necessary to form a syndicate, but whether
or not to form a syndicate 1s a decision left completely up tothe MU *

(4) ** The letter of intent spelled out the basics of the undertaking An
UNDERWRITING AGREEMENT 15 later signed by both parties This 1s a longer and
formal document which gets 1nto details about the deal

Y2



Underwriting Terminology

Different types of underwriting:

Firm Commitment
*Best Efforts

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) ** There are two basic types of underwriting They are called * FIRM
COMMITMENT and * BEST EFFORTS We will explain each one

(6) ** In a firm commutment underwriting the underwriters agree to buy all the shares
being offered by the 1ssuer The underwrniters pay a certain price for each share and then
sell shares to investors at a higher price  * This higher price 1s called the PUBLIC
OFFERING PRICE orPOP ** (fast)



Firm Commitment Underwriting:

If the underwriters do not
resell all the securities,
they assume the investment
risk involved,

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 commitment underwriting, if the underwriters are not able to sell all the
securities to investors they could lose money ** After all, they bought all the shares
from the 1ssuer, so they make a profit when all the shares are resold

(8) ** We have talked about firm commitment, now let's talk about best efforts **
Also, there are different types of best efforts which we will explain 1n two more shides,
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.

Best Efforts Underwriting:

All or none: The deal 1s contingent
on the entire 1Ssue being sold

Mini-Maxi: The deal 1s effective if a
certain minimum amount of money 1S
raised, then the underwriters agree to
keep selling until a maximum
amount 1s raizsed Example
$2,000,000 min1 -- $5,000,000 maxi1

10
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(9) ** In a best efforts underwriting the syndicate agrees to try hard to sell all the shares
being offered That 1s, to use their "best efforts" to sell them * But they are not required
to buy the rest of shares from the company like what 1s the case 1n a firm commitment

(10) ** One type of best efforts underwnting 1s called all or none In this case, the entire
supply of shares being offered by the company must be sold by the underwriters or the
deal 1s cancelled, and any money paid by investors must be returned to them * In a mini-
max1 underwriting, a certain number of shares must be sold or amount of money must be
raised before the deal 1s declared effective  Once that amount 1s reached, the
underwriters will keep selling until a maximum amount of money 1s raised Here we use
100,000 shares min1 and 200,000 shares max1 as an example

s¥



Best Efforts Underwriting:

The underwriters merely act as
agent for the issuer.

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

11

Agreement among Underwriters
or Syndicate Agreement:

A formal document which

establishes the responsibilities and

liabilities of each syndicate
member.

12
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(11) ** In a best efforts underwnting the syndicate act as agents for the issuer to sell the
shares, but are not at risk of losing any money *

(12) ** When a syndicate 1s formed, each member signs a formal agreement, the
AGREEMENT AMONG UNDERWRITERS or SYNDICATE AGREEMENT * This
document establishes the responsibilities and hiabilities of each syndicate member



Sometimes a Selling Group 1s formed.

These are brokerage firms that are
not part of the syndicate, but will
recerve commuissions for the shares
they sell.

13

Due Diligence:
Responsibility of the M.U.

It 1s an in-depth investigation of the
1ssuer and the information the 1ssuer
1s providing.

Basically, the M.U. must ensure that
there 1s full and fair disclosure about
the 1ssuer and the offering so that
mvestors can make informed
mvestment decisions. y
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(13) ** Sometimes a SELLING GROUP is formed The brokers 1n the selling group are
not part of the syndicate, but they are used to help sell the shares to investors * They eamn
commussions for what they sell

(14) *** Something called DUE DILIGENCE 1s the responsibility of the MU * Due
diligence 1s an investigation of the company and the information 1t 1s providing * The
1ssuer must disclose all vital information so that mvestors can make informed decisions
about mvesting 1n shares of the company

35



The M.U. runs the syndicate account
and determines each member’s share
of profit or loss after the underwriting
1s completed

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

15

* YIIpaBASIOINN rapaHTOM
(aEADpaiiTep) U YArEeHBI
CUHAHUKATa.

16

[oc]



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

(16) *** Here we have a meeting between the M U and members of the syndicate They
meet periodically to discuss a variety of subjects about the offering Subjects such as
price, compensation, due diligence, and so on are discussed



KoMnanus >xeaaert
YBEANYNUTH KAlKUTaA Ha
500,000,000 pApam.
KoMnaHus nmpocur
OpPOKepCKyo (pupmy
OKa3aTb e’ YCAYIH II0
pasMelleHnI0 aKIuu.

17

Co3paH cMHAUKAT. B psa,
00Cy>XAaeMbIX TEM
BKAIOYEH BOIIPOC O II€HeE,
II0 KOTOPOH YAEHBI
CUHAMKAaTa HaMepPEHBI
IIPoAAaBaTh OAHY aKI[HIO
(5000 Apam).
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(17) ** Let's go through this example You may remember this from the earlier seminar
The company would like to raise 500 million dram A managing underwriter has been
chosen

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



CaepoBaTeAbHO, 6yAeT npeproskeHo 110,000 axmumit

0 % | @— 5000
4500 500
110,000 x 4500 = 495,000,000

110,000 x 500 = 55,000,000

19

Spread
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10 % 40 % 50 %
$$§$$$$$$$$$$$$5§$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$$

Selling Group Member’s Commission

Syndicate Member’s Commission

Managing Underwriter’s Fee
20
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(19) ** Fees have to be considered, so 110,000 shares will be offered * The full length
of the line 1s the 5000 dram amount But we have divided the line into two parts The
4500 1s the amount the company will recerve from each share sold, while the 500 1s the
amount the underwriters receive for their efforts in selling the 1ssue  The SPREAD 1s
500 * When all shares are sold, the company will get a total of 495 million dram, *
while the underwriters get 55 mullion as fees or commussions  * So this 500 1s 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 shde The M U gets a certain amount from
every share sold That 1s his management fee This section 1s the part of the spread
reserved for a syndicate member even when a share 1s sold by a selling group member
And this section 1s the commussion a selling group member receives for each share he
sells * When the M U sells a share he recerves all 500 dram — his management fee and
the other 450 dram *There are two ways a syndicate member rece1ves commussions for
shares sold For each share he sells, a syndicate member recerves 450 dram A syndicate
member also receives 200 dram for each share sold by a selling group member which we
will show 1n the next shide *** And selling group brokers recerve 250 dram 1n
commusstons for each share they sell When a selling group member sells a share, the
MU still 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
underwriting to underwriting




Issuer’s Responsibilities:

Must give full disclosure 1n the
Registration Statement submitted
to the Securities Commission.

Prepares Preliminary Prospectus
(red herring).

21

Cooling Off Period-

The per1od of ime between the filing of the
Registration Statement and the Effective
Date (usually 20 days in the U S )

During this time the Securities
Commuission examines the Preliminary
Prospectus for full disclosure, and may
request amendments from the 1ssuer

22
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(21) *** The 1ssuer has serious responsibilities The 1ssuer must give full disclosure of
facts 1n the REGISTRATION STATEMENT that 1s filed with the SECURITIES
COMMISSION * Most of the registration statement 1s a PRELIMINARY
PROSPECTUS (also known as the RED HERRING because of red printing on the first
page) The preliminary prospectus 1s a booklet that contains information regarding the
new 1ssue, the 1ssuing company, 1ts management, as well as other important aspects of the
company such as 1ts products, subsidiaries, and so on

(22) *** The securities commussion requires time to review information contained 1n the
preliminary prospectus This time 1s called the COOLING OFF PERIOD, and 1s usually
20 daysinthe US * The cooling off period will be extended 1f the securities
commusston finds that the preliminary prospectus needs to be improved regarding full
disclosure

L



Cooling Off Period:

There 1s no price shown on the red
herring.

The final price 1s determined after
mdications of imterest are known and
meetings are held between members of
the syndicate

Cooling Off Period:

The 1ssue can be sold only through the use
of a Final Prospectus, so no sales are
allowed during the cooling off period, but
there 1s still plenty of marketing activity
going on

Red Herrings are sent out to potential
clients, but only Indications of Interest
are allowed, not sales
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(23) ** Sales can be made only through the use of a FINAL PROSPECTUS, which 1s
not ready yet because the commussion 1s not finished reviewing the preliminary
prospectus * Red herrings are sent to some potential buyers to see 1f they might be
mterested 1n buying part of the offering Sales are not allowed, but INDICATIONS OF
INTEREST are allowed That 1s, the underwriters are getting a good 1dea about how easy
or difficult 1t will be to sell all the shares being offered

(24) *** No price 1s shown on the red herring because 1t has not been determined yet by
the syndicate * They will use indications of interest to help them decide on the final
price



Effective Date:

Finally, the Commission will declare that
the registration 1s effective, thereby
establishing that date as the effective date
The Final Prospectus 1s printed with the
price shown

This price 1s the Public Offering Price
(P.O.P.).

Effective Date;

NOW the 1ssue can be sold

In practice, the Final Prospectus 1s
mcluded 1 the same envelope 1n which
the buyer’s Confirmation of Purchase 1s
sent (Inthe U S, the mail system 1s very
efficient and rehable )

26
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(25) *** The comnussion will finish reviewing the prelimmary prospectus and mform
the company and underwriters that they may proceed with the offering  The day the
commussion does that 1s the EFFECTIVE DATE * The FINAL PROSPECTUS 1s
printed with the price shown * That price 1s known as the PUBLIC OFFERING PRICE
or POP Allnvestors pay the same price

(26) *** Now the 1ssue can be sold * Inthe U S 1t 1s 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 entire 1ssue 1n an hour
Or SO

After the 1ssue 1s completely sold, the M U
disbands the syndicate and calculates each
member’s share of profit (or loss)

27

The underwriters are selling the new 1ssue 1n
the Primary Market. These are previously
unissued securities that are being sold for the
first ttme

Once sold 1n the primary market, these 1ssues
are free to be traded in the Secondary
Market.

Once the 1ssue starts trading 1n the secondary
market, the price can stay the same,
or rise, or fall

28
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(27) **Inthe US the entire 1ssue often sells out 1n an hour or so, sometimes even
minutes, because of the efficiency of computer trading systems * The MU completes
the syndicate accounting to find each member's share of profit or loss and disbands the
syndicate This usually occurs within ten days of the sellout

(28) ** These new 1ssues are being sold for the first time  Such activity takes place in
the PRIMARY MARKET * Once they are sold to investors 1n the primary market the
shares are free to be traded by investors in the SECONDARY MARKET * Three things
can happen to the price of a security in the secondary market the price can stay the same,
* the price can rise, * or the price can fall



Often there are Hot Issues.

A hot 1ssue 1s one that opens for trading 1n
the secondary market at a price HIGHER
thanthe PO P

There are stern rules about who can buy hot
1Ssues

A broker would buy 1t for himself 1f he could,
but that 1s strictly prohibited

29

Many underwriting agreements mclude
a clause allowing for the underwriters to
sell up to 15% additional shares 1n case
of overselling a hot 1ssue

Thas clause 1s called the “Green Shoe”
clause, named after a company 1in the

U S which was the first company to have
such a clause 1n its underwriting
agreement

30
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(29) ** Often there are what are called HOT ISSUES * A hot 1ssue opens for trading 1n
the secondary market at a price higher than the PO P * There are rules about who 1s
allowed to buy hot issues * A broker or underwriter would like to be able to buy a hot
1ssue for himself, but that 1s not allowed

(30) ** Sometimes there 1s such a level of interest in an offering that the underwriters
want to be able to sell more shares to mnvestors than were originally planned 1n the deal
They can do so if a special clause 1s included in the underwriting agreement * It 1s
called an over-allotment clause or "Green Shoe" clause named after the first company n
the US to use such a clause



Sometimes there are Weak Issues or Sticky
Issues.

In such a case, the 1ssue starts trading at a price
LOWER than the PO P

This would prevent the rest of the 1ssue from
being sold out, and the 1ssue would be “stuck™ on
the hands of the underwriters

To prevent this, the M U will enter a Stabilizing
Bid 1n the market

31

Stabilizing Bid:

Stabilizing bids are placed AT or just BELOW
the POP

The stabilizing bid sets a minimum price, so that
an mvestor who bought the 1ssue 1n the primary
market can sell 1t back to the M U for about
what 1t cost initially

The use of a stabilizing bid gives the primary
offering a better chance of being sold out by the
syndicate

32
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(31) ** Sometimes 1t 1s difficult to sell all the shares These are known as WEAK
ISSUES or STICKY ISSUES * Trading 1n the secondary market opens lower than

P OP * Such a happening would prevent the rest of the offertng from being sold by the
underwrniters That 1s, 1f we, as nvestors, could buy our 5000 dram 1ssue 1n the secondary
market for, say, 4700 dram, we certainly would not pay 5000 dram to an underwriter for
it * To keep that from happening, the MU will put a STABILIZING BID 1into the
secondary market

(32) *** Stabilizing bids are placed at or just below the PO P * A stabilizing bid serves
to set a mmimum price 1n the secondary market so that investors see they could sell the
shares purchased from underwriters back to the M U for a price at or very close to what
they paid for it * This gives the primary offering 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
mto the syndicate agreement This clause
states that 1f the manager buys back too
many shares (from speculators taking
advantage of the stabilizing bid) placed by
any single syndicate member, that
member loses his commission on those
shares and can be assessed penalty fees as
well »

Sometimes there 1s a Combined Primary
and Secondary Offering.

In such a case, the 1ssuer 1s selling new
shares, and officers of the company are
selling some or all of the shares 1n the
company that they already own as
individuals

34
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(33) ** APENALTY BID CLAUSE 1s a M U 's way of keeping people from overusing
the stabilizing bid framework

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

CF o



S "= = R T N I P d B Gn B O mE =

CASE STUDY:
THE
MICROSOFT IPO
IN 1986



Kommnanua “Maiikpocodr” ObL1a
ocuoBana B 1975r., xorga bmury
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SCRIPT FOR MICROSOFT STORY ABOUT THEIR IPO IN 1986
(1) Microsoft was founded 1n 1975 when Bill Gates was 19 years old
(2) Thas story starts m 1985 Two competitors of Microsoft had 1ssued shares of stock 1n

1983 Three other microcomputer software companies did the same 1n 1984 and 1985
But Gates was 1n no hurry to have an IPO



“Maiikpocodr” He Hy:KIAICA B
[ICHbrax, KOMIAHUA 3apadarpBajia
MHOTO JIeHeT.

IeiiTe mpopaBan akuyu MO0 HU3KUM
IeHaM ¥ NpeaIaraj BO3MOKHOCTD
MOKYNIKU AKIUI MeHexKepaM 1
NPOraMMHETAM ,9TO0BI IEPEMAHUTD NX
B CBOI0O KOMIIAHIINA, B Pe3yJIbTATE YEro
B 1987r. uncio aKknMOHEPOB HOCTUITIO
om1 500, B ciencrene yero BO3HHUKIA
HEeO0XO0INMOCTh 3apPEerucTPHPOBATHC B

Romucenu Ilennsix Bymar u Bup:x
CIHITA.
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(3) Microsoft was not 1n need of money to expand, the company was making plenty of
money Gates didn't and doesn't care much about wealth Gates values control of his
time and his company more than personal wealth Gates had left Harvard University
after only two years to convince personal computer makers to use BASIC, the computer
language that he and Paul Allen had written

(4) However, once a company has 500 or more shareholders, 1t must register with the
SECmthe US Gates had been selling shares at low prices and offering options to buy
shares to managers and programmers to entice them to work at Microsoft, so the number
of shareholders would be reaching 500 during 1987, which would require that the
company register with the Securities and Exchange Commussion inthe US  Once
registered, the stock mn effect would have a public market, but one so narrow that trading
would be difficult



Tax kak B 1987r. onu momcnnl ObLmM
3aperncTpUpPOBaTh AKINN TAK WM MHAYeE,
I'eifTe pemm NPUCTYNHTDh K 9TOMY TOINA,
KOI7Ia OHH 3aXOTsAT, 4 He TOrua, Korma
Oynyt Boiny:Kaenni. lrak, ynpasiaenne
NMPHHATO pellleHue NMPoJaBaTh CTOJIbKO
aKkumii NHBeCTOPaM, CKOJIBKO Oyaer
HEO0X0IMMO, YTOOBI CO3MATh JTHKBHIHOCTD
Ha phIHKE.

B ampeae 1985r. cocrosnach Berpeua Me:RIy
Ieitrecom (29 ger), npe3uaeHTOM
“Maiikpococra’” JI:xonom Ilupam (50 mxer) u
Jdesugom Mapraparom (37 aer), rae ObLio
pelieHo PaecMOTPeTh BONPOC TIPEII0KEeHN:.
(Maprapar u ero ¢punpma obLH
€IIHCTBEHHbBIMU BEHUYYPHbIMU KAMUTAJINCTAMII,
AeJaBIIMH BJIO;KeHuA, Korga *“Maiikpocodr”
ObL1 oconoBaH u Baagean 6,2% axpni
KOMITAHWVN ) .
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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 mvestors to create a liquid market

(6) In April 1985, Gates (29), Jon Shirley (48), president and C O O of Microsoft, and
David Marquardt (37) had a meeting and decided to look into an offering (Marquardt
and his firm were the only venture caprtalists involved when Microsoft was founded, and
owned 6 2% of the stock 1n the company ) Gates warned that he reserved the nght to call
off the deal, he was more concerned about distractions the offering would cause n the
company He also was concerned about two new products the company was bringing out
to the market soon



28 okTa0pa 1985r. ®pauxy I'opd (50
JIeT ) - PYKOBOIUTEIO 10 (PUHAHCOBBIM
BONpocaM ObLIO TIOPYIEHO BHIOPATDH
anneppaiirepos. B cBoeil kapbepe oH
oMoOr TpeM ¢upmaMm ¢
pasMeeHIAMM,

Heckoabko JeT aHgeppanTepsl
npuriaaasBaames Kk “Maiikpoeodry”’,
OsKUIAA MOJIYYUTh 0OJBIITE
KOMHCCHOHHbBIE, €CJl OyIyT BOBJI€Y€HbI B
aupeppaiituar. Ceiiyac oHU NIPOABWIN
0oJbIIOH MHTEpEC.
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(7) By October 28, 1985, the day after he turned 30 years of age, a Board of Directors
meeting was held, and Gates felt more comfortable with the deal, so Frank Gaudette (50),
the chuef financial officer, was given the job to select underwriters He had helped with
offerings for three other firms n his career

(8) Underwriters had been calling on Microsoft for years, looking for big fees they
would recetve if they were involved 1n an underwriting Now there were more showing
mierest



|

B nosope 1985r. T'oxp Berpermics ¢
HEKOTOPHIMH aHJeppanTepamMu, geaas
cson peromenpanuu I'eiitcy u Inpanm 21

Hos0pa. IloromM oH yexan B

10-gneBnbIil orimyck. IHBeeTHIMOHHDIE

GaHKHUPBI 00€3yMelIH.

4 nexaopsa T'ogs nossouma IPpdy
Mapruny (37aer), V.P. ¢
T'oamvmanom CaxcoM.
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(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 1n early November of 1985 He narrowed the field to eight, and then
made his recommendations to Gates and Shirley on November 21 Then he went on
vacation for 10 days The mvestment bankers were frantic

(10) On December 4, Gaudette phoned Eff Martin (37), a VP with Goldman Sachs,
asking him and a few colleagues to have dinner m Seattle

al



11 nexadpsa momu us l'oanman Cakca
6pL npuraamens! Ha oden B Cuetd.
Beero npucyrersopano 8 uenosex, 4 us
KOTOPbIX Obun 13 KoMnaunu Iomgvan
Cake.

#w& pIFY
s H

14 gexaldpsa coBer TUPEKTOPOB
“M o 2

alixpocodra’” yrBepmmiI BHIOOD
I'omgvan Caxca u Anekca bpayna,
KaK COBMECTHO YIIPAaBJIAIOIIX
aHjgeppaiiTepoB CHHANKATA.
(B urore Bcero 114 ¢pupm cramm
yjieHaMHl CHHAUKAaTa ).




(11) Goldman Sachs people were ivited to dinner 1n Seattle on December 11 A total of
eight persons were there, four from Goldman Sachs

(12) On December 14, the Microsoft board of directors approved the selection of
Goldman Sachs and Alex Brown as co-managing underwriters of the syndicate (A total
of 114 firms eventually became members of the syndicate )



Ha rax HazpiBaeMoM *“coOpaxmm Bcex pyr” B
“Maiixkpocodre” 17 geradpst ObLI JOCTUTHYT
Xopoimii mporpece B jenae pasMenienns. [lena
ObL1a mpeasmaeHa okoao 15 $ (78735 npamos)
3a axuuro. KoMnanma no/skHa ObLIA NpogaTh 2
MILLIIOHA AKIWii, CYIECTBYIONME AKINOHEPbI
(momu B kovmanmu )- 600.000 arxnmi u
angeppaiirepsl HMeJIN BHIOOP MPOAAKU
300,000 momoIHUTEIHHBIX AKIII.

.
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Ker 3 13
Diac i

Ciaenosarenbno oxoso 12% axumii
“Maiikpocodrra” HOGKHBI OBLIH
IONACTh B PYKH OOIIE€CTBEHHOCTH,
TOCTATOYHO, YTOOBI CO3XABATH
JUKBIIHOCTh HA PhIHKE, UTO U jKejiajia
KOMIIaHIAA.
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(13) At an “all hands meeting” at Microsoft on December 17, good progress was made 1n
moving forward with the offering A price of around $15 per share (7875 dram) was
anticipated The company would sell 2 million shares, existing shareholders (people in
the company) would sell 600,000 shares (so this was a combined primary 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 Microsoft’s stock would end up 1n public hands, enough
to create the hquid market the company wanted



IInpan u Telfite 0b1In 00€CIOKOEHDbI, YTO
pasMelIeHHe MOKET IIOMemAaTh
“MaiixpocodTy” BeeTn 1€J10, 0COOEHHO
OTHOCHUTEIBHO “‘poyn moy”.
ITonago0sATCeA I TPH BBHICIIMX
pyxoBomuTeNA Mis “poyn moy” ?

Haske mo Toro, rak ‘““MaiikpocodT” mogoopan
cBOMX aHjaeppaiitpos, Pobept dmemman (32
ropa), opuer ¢pupmsl, rae orei I'elirca OnLx
NapTHepPoOM, Ha4YaJ padorarb HaJ IPOEKTOM
npocnekta. [IpocriekT fpomeH ObLI OBITH
TINATEJILHO HANMCAH, YTO0bI BHUIEP/KATH
MPABOBHIE CI0KHOCTH OTHOCHTEIHLHO
TpedoBaHMil HEJOBOJbHBIX HHBECTOPOB, B
ciay4yae OBICTPOrO MAJEHUA PHIHOYHON LEHbI
ocJie pasMeleHns.
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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 1ts underwriters, Robert Eshelman (32), a lawyer
1n a firm where Gates’ father 1s a partner, had started drafting the prospectus The
prospectus had to be very carefully written so that it could survive legal challenges by
disgruntled investors claiming they had been musled if 1t turned out that the market price
promptly fell after the offering



Beero 3a 10 yacos 8 u 9 auaps 1986
rojia anjpeppaiirepsl Beju
COOTBETCTBYIOIIMIT AHAJIN3 COCTOAHUA
KOMITAHHHN, 3amaBasa Bonpockl I'eiitey,
IIupau U APYTUM MEHe :KepaM.

egpin 17

B koHue AHBapsA IeHa dMMICCHN
ocraiach Hepemrennoii. [Io epaBHeHHIO €
apyruvu komunanuwsavu  “MaiikpocogT”
MOT' JHKTOBATL 00jIee€ BHICOKYIO LIEHY, YeM
cHauaja ObLIo 3axyMaHo. AHneppaiTepbl
npeiaraim leny nopaaka or 17-20 $,
onuakxo mo maennio Ielitca uena 16-19 $
Oynmer iyuuie.

Jra HeKIoUNTEIbHAA IIeHa.,




(17) For a total of ten hours on January 8 and 9, 1986, the underwriters conducted a due
diligence examination at Microsoft, questioning Gates, Shirley, and other managers

(18) By late January, the price issue remained undecided Compared to other sofiware
companies, Microsoft would be able to command a higher price than at first thought The
underwriters suggested a range of $17 to $20, Gates thought $16 to $19 was better That
1s rare

44



3 ¢espana “Maimxpocodr” GbLa

zaperucrpuposad KoMuecueii meHHpIx Oymar n

Oup:x. Anpeppaiireps ornpasum 38.000

IPeJBAPUTEIbHBIX MPOCIIEKTOB U OKIIAAIN, He

morpedyer Jm Komueensa monmoanvrebHoi
uagopmaipm. Toasko *“BhiACHeHNsA

3aHTEPECOBAHHOCTH” OBLIM paspelleHbl, HO He

npojaska.

¥ e gt 19

Penurnmusa “poan moy” Havaiaeh

11 deBpana. IeiiTtcy He HpaBWICA TOT
npouece, a I'ogp Hacaasxknaizesa nMm.
Comkepsl MOKHBI ObLIN OBITH OY€Hb
OCTOPO;KHbI, TOBOPA TOJIHKO TO, UTO
HamiucaHo B npocnekre. Ilyoanka
COCTOsJIa B OCHOBHOM H3 KPYNHBIX
MHCTUTYIMOHAJIbHbIX HHBECTOPOB.
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(19) On February 3, Microsoft registered with the SEC  The underwriters sent out 38,000
Preliminary Prospectuses and warted to find out if the Commussion required any
additional information Only “indications of mterest™ were allowed, not sales

(20) Rehearsals for the road show started on February 11 Gates didn’t like the process,
Gaudette enjoyed 1t The speakers had to be careful to not say anything different from
what was 1n the prospectus Road show audiences were made up mostly of big
mstitutional 1nvestors



“Poynx moy” nauajiocnp 18
despasia n B nocaexyromue 10

IHell paspIrpbIBAJIOCH B 8 ropopax,

BKJII0YAs ABA ropoja B
Besmkooparanmm.

"’a"ryw’w m:W

X g - 7
”*":y‘:; "

<~° @’(VJ

Sx gpinr

szi,(yﬂ 21

Cnpoc Ha akuun ObLT BEJINK,
IeHa MOJAHA ObLIA MOTHATHCA.
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(21) The road show started February 18, and over the next ten days was given 1n eight
cities, including two mn Great Britain

(22) There was a lot of enthustasm for the stock, the price would have to be raised And
more shares should be sold to help fill the demand This might turn out to be a hot 1ssue



4 u 5 mapra penenzent Komuecenn
o0parmwics ¢ KOMMEHTAPUsMIL.

6 mapra opueTsl 1 ayTUTOPHI
“Maiikpocodrra” Belu meperoBopsi ¢
Komuceuneii 00 n3MeHeHHsIX.
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RoMnanusa yrosopmia aByx
AKIHOHEPOB NMPOAATH
nonojauureabao 295.000 armmi.
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(23) On March 4 and 5, an SEC reviewer called with some comments On March 6,
Microsoft’s lawyers and auditors negotiated changes with the SEC

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



Ilo pesyabraram BbiACHEHIS
3aUHTEPECOBAHHOCTH, 7 MapTa
OJKIIAJIOCH, UTO TeHa O Holl akmum Gyner
OK0JI0 259 B TeYeHNN HECKOJILKNX Henelb
II0CJe OTKPBITHA TOProB, TAK 4TO
aHjeppaiirepaM NoKasajoch HOPMAJIbHBIM
[IOBbINICHNE IIeHbl pasMeniennsa a0 20-
218. Teiire, Ilupin u Toxp pemnm, 910
21-22$ Gomnee pazymHas nesa.
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(25) On March 7, based on the indications of interest, 1t was expected that the stock
would trade at around $25 per share several weeks after opening, so the underwriters felt
that raising the offering price to $20 to $21 seemed in order Gates, Shurley, and
Gaudette decided that $21 to $22 made more sense

(26) On March 10, some big mvestors (mutual fund companies) threatened to remove
their names as potential buyers because they felt that perhaps the price was getting a little
too high



12 mapra 1opucTsl u ynpas.jsonmie
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(11025 ppamos).
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(27) On March 12, lawyers and management decided on a final price of $21 (11025
dram)

(28) Now they had to decide on the spread



“Maiikpocod1” Beerga nmel B
BHLY HUBKHIi cnipe, He Oosee
6,5% ot npojgaBaeMoii IEeHbI.

M 2

Kovmanua “Toagman Caxe” Hagaia
neperosopsl 1o uexe 1.36$ sa axmo
(714 ppamoB), *Maiixkpocodr” - mo
nene 1,28 $ (672 gpamos).
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(29) Microsoft always had a low spread in mind, not more than 6 5% of the selling price

(30) Goldman Sachs started the negotiations at $1 36 per share (714 dram), Microsoft
started at $1 28 (672 dram) Each penny (5 25 dram) represented $31,000 1n spread on
the deal
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Onn Bejm neperosopoi 0 neHe u
noropopmmch ua 1,318 (688
APaMos ).
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(31) They barganed back and forth, finally agreeing on $1 31 (688 dram)

(32) On March 13, at 8 00 a m, the final filing package was delivered to the SEC This
mncluded three copies of the final prospectus and some other paperwork



B 9:15 yrpa Komuecena oobasuiaa
perucrpamuto *“Maiikpocogra®
TeHCTBUTEILHOM.
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2 mmumona akunin maoc 600.000 mmoce
295.000 mmoc BO3MO;KHOCTD HA
300.000 gononuuTeabubie ObLIN
npoxansi 3a 21$ (11025 npamos) B
CUNTAHHbIE MIHYTHI.
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(33) At9 15 am the Commuission declared that Microsoft’s registration was
EFFECTIVE

(34) Starting at 9 15 am The 2 mullion shares, plus the 600,000 plus the 295,000 plus
the option for an additional 300,000 were sold out 1n the primary market at $21 per share
n a matter of minutes This was a total of 3,195,000 shares



B 9:35 akuym Bniepsbie

IMyOJIMMHO NPOJABAIICH 10 IIEHEe
25,7598 (13519 gpamos) 3a
aRIIo.

b4
o gt - 35

B konue neproro aHA TOPros 2.5
MILIJIMOHA AR NPOJaBaINch U3 PYK

B PYKH U PHIHOYHAA IIeHA TOCTHUIIA
27,75% (14569 gpamos).
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(35) At 9 35 the stock traded publicly for the first ttime n the secondary market
(NASDAQ) at $25 75 (13,519 dram) per share It was definitely a hot i1ssue

(36) By the end of the first day of trading, 2 5 mullion shares had traded hands, and the
market price closed at $27 75 (14,569 dram)
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KpymHbie HHCTUTYIOHAIbHBIE

MHBECTOPHI NPOJAIN NOJOBHHY CBOUX aKIuii
B Te4eHUN NOCICTYIOIIX HEeCKOJIbKIX
HeJeldb, HOJyYuB G0JbINYI0 MPNOBLIDL.
CaenoBarebHo, 1/3 4acTh pa3MeleHHbIX
“MaiikpocodroM” axuuil monajia B pyku
YaCTHLIX JINL, 00ecHeUnB UX JMKBIJIHOCTD,
9TO U ABJAIOCH IEJbI0 KOMIIAHUN.
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(37) The big institutional investors sold off about half their shares 1n the next few weeks,
realizing excellent profits Therefore, an estimated one-third of the Microsoft offering
wound up in the hands of individuals, giving the shares the liquidity the company wanted
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CASE STUDY:
THE
RED OCTOBER
OFFERING
(RUSSIA)



Written material for the Red October case study 1s under development



PUBLIC
OFFERINGS
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Public Offerings

Issuance of Shares by Firm

Vissuance of shares

- Purpose Raise capital for capital investments

- Method
- Private placement
- Rights offering (offers shares to existing owners)
- Non-nights offering
- Effect Dilutes ownership and can reduce market price of

shares

T * i
LSO% 50% ] EB% 33% %




Defining Capital Needs

¥Based on an analysis of the competitive and

financial position of the issuer what amount of
capital would be required for:

-Developing new markets

-Investing 1n technology

—Shedding unproductive business segments

~Product development

-Improving existing operations

-Debt restructuring

Deciding among alternative
methods of financing

v Financing mternally v Bonds
v Bank financing Fixed payment obligations
— Useful 1f need 1s too Credit risk of 1ssuer may be too
small for a public high
offering Short maturity
-Collateral requirements  High coupon rate
- Primarily short term Interest may be tax deductible
loans Stock
- High interest rates Dilution of ownership
-Bank solvency may Dwidends optional
limit availability Liquidity

~J



Steps in the Public Offering Process

- Defining the capital needs of the 1ssuer

- Deciding among alternative methods of financing

- Defining a market for the securtties to be 1ssued and a marketing
plan

- Selecting an underwriter or selling agent

~ Agreement between 1ssuer and underwriter or selling agent

- Appointing an auditor and preparing financial statements

- Preparation of a registration statement

- Preparation of a prospectus

- Negotiating the price at which securities will be 1ssued

- Commencement of selling

- Clearing and settlement of purchases

- Settlement of selling group account

Strategic Investor

= Objectives of the firm
- management know-how

 technology Portfolio Investor
- marketing and access to

markets W¥Objectrve of the firm
- captal - Capatal

= Objectives of the mnvestor

¥Objectives of the

- adequate return
nvestor
- access to market Good and quick
- local knowledge © qaut
return
- Integrate 1nto worldwide
- Ease of exit
strategy
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Preparing the Registration
Statement and Prospectus

¥ The lead broker dealer prepares the disclosure documents

¥What level of disclosure 1s required by law? What level of
disclosure 1s expected by domestic and foreign mvestors?

¥Making resources within the 1ssuer available to speed the
collection and approval process

VFiling procedures

¥Schedule and cost of printing

¥Use of the prospectus m the selling process

Services of Broker Dealer

¥ Develops marketing plan

WHelps prepare prospectus

V¥ Helps register securities

WHelps get securities listed on the Exchange
¥Organizes a selling group

VPromotes the offering to new and existing clients

WPossibly makes a market after the offering 1s sold
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Selecting a broker dealer

- Any regulatory problems? Good relations with securities
authorities?

- Does distribution network have capacity to reach desired
market? Number and sophistication of clients?

- Expenence selling new 1ssues? Reputable securities and
ssuers? Successful at 1t? Good referrals?

- Attitude and commutment to 1ssuer? Is this the right group
to do busimess with?

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

Forming a Selling Group

W¥Due to the size of the issue, how many brokers are needed?

V¥What 1s the desired market coverage?

V¥ What existing relationships are there between the lead
broker and potential selling group members?

V¥ What other firms are needed?

V¥What 1s the standard compensation arrangement?

VHow does this offer vary from the standard?

e
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Defining a marketing plan for
the securities

¥ What 1s the potential risk and reward of this investment?
¥ Who are the existing and potential mvestors n the
securities of this issuer?

¥How to limit risk and improve attractiveness of the 1ssue?

V¥ Which broker dealers serve this marketplace?
¥ Which broker dealers have the capacity and distribution
network to succeed?

Agreement between Issuer and

Broker Dealer

V¥Competitive
- Issuer publishes information about the security
- Accepts bids for whole 1ssue

V¥Negotiated
- Issuer negotiates with one broker dealer
~ Most likely 1n Armenia?

VYFirm Commitment
- Broker deal buys the whole 1ssue for mventory, resells 1t to
clients
~ Broker dealer at risk 1f securities don't sell

VBest Efforts
- Firm acts as agent of 1ssuer
- Sells as much as possible Broker not at nisk 1f securities don't
sell

]l
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Agreement between issuer and
broker dealer

VFirm commitment versus best efforts

- Best efforts likely at this stage
W¥Detail of services to be provided by lead broker dealer
VExpected procedure for clearing and settling sales
W¥Details of plans for a selhng group
¥Gudelines for pricing the 1ssue

~Price normally fixed at the end of the registration

process
¥ Amount of the spread

Preparing for a public offering
WPractice good shareholder relations

—Implement sound corporate governance

- Respect shareholder rights
¥ Contract a broker dealer

—Defines market for new 1ssue

— Assist with registration and prospectus

— Helps develop trading market after the offering
¥ Appoint independent auditor

~ Audrted financial statements required for registration
WRegister with State Securities Agency
¥ Apply for listing on Stock Exchange
¥Promote the new offering




The Spread
Offer Price
SPREAD 4
Amount paid to 1ssuer
INVESTMENT CAPITAL

V¥investors pay the "offer price”

WThe 1ssuer receives the offer price minus the spread

WThe spread 1s compensation for the services of the broker dealer

W¥The 1ssuer must also pay the expense of the audit and any attorney
fees

Pricing the securities to be
issued

¥ Secondary market transaction prices

¥ Secondary market prices of comparable furms

¥Fundamental valuation based on 1ssuers financial
statements

V¥Indications of interest from prospective buyers

¥ Comparable primary market 1ssues




Armenian Obstacles to Public
Offerings

¥Companies do not believe they need to access the free
capital market

WManagers fear losing control to outside shareholders

W¥Managers fear making disclosure because of taxes

¥Undeveloped broker dealers

¥ Uncertainty about registration and offering procedures

¥ Limuted trading markets

'¥Shareholder rights are often not respected

V¥lnaccurate financial statements




This 1s the fourth module 1n the Underwnting umt A script has not been written
because each shide has considerable matenal, a script would pnimarnily repeat the same
information In presenting this module, we are promoting discussion among the
participants since part of this 1s a good review of what has been covered 1n earlier
modules



