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Capital Markets Financing

e A capital markets financing is long—term funding obtained through the
issuance of a security in a regulated market or through a private placement

® The security can be debt (bonds, debentures (-84t %) , or notes), equity
(common stock), or a hybrid (both debt-like and equity-like characteristics,
such as preferred shares or convertibles)

® A capital markets financing is underwritten by investment banks (the banks
take on risk when purchasing securities from an issuer and then reselling those
securities to investors) or distributed by banks as a private placement on an
agency or principal basis

® In the US, a securities offering must either be registered with the Securities and
Exchange Commission (SEC) through a registration statement ( a portion of
which is called a “prospectus”) or sold as a private placement pursuant to an
exemption from this registration requirement

® A private placement may be restricted to groups of buyers known as qualified
institutional buyers (QIBs) or accredited investors (Al, IAE£ 5T 4)
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Syndicates and League Tables

A group, or “syndicate” (¥#=i&, &4 H) of investment banks
underwrites a securities offering

The issuer must decide which banks in the syndicate will act as the “lead
bookrunners” ( £&45%) of the transaction

The active bookrunners determine the marketing method and
pricing for the transaction and, therefore, receive the highest
underwriting allocation and a proportionately higher percentage
of the gross spread (K#h £)

The investment banking industry keeps track of underwriting
participation by all banks, and this becomes a basis for comparing banks’
underwriting capabilities

This underwriting record is called a “league table”: every different
type of security (and geographic region) has its own league table




Syndicates and League Tables

League Table, Global Equity and Equity-Linked, 2018-2020 League Table, Global Debt, 2018-2020




Risk Borne by Investment Banks

* Underwriting a sale of securities brings on several types of risk
including:

* Settlement Risk (% # %) : A bank, after committing to buying
an issuer’s securities, is required to purchase them regardless of
whether investors refuse to confirm a purchase of securities or fail to
send the funds within the allotted period (some exceptions exist)

* Underwriter’s Liability and Recession Risk (=#R%) : If
any material misstatements or omissions are found in the offering

documents, the investors might try and force the underwriters into

repurchasing securities at their original sale price (a “recession”)

¢ Price Risk: The bank agrees to absorb the risk of placing the
securities at an agreed price or range, including the risk that some or
all of the securities cannot be promptly placed to investors at any

reasonable price




Secondary Trading

e Secondary trading is the subsequent trades that occur in the
“secondary market” after securities are distributed in a capital
markets offering

o W HR% (Secondary Trading) AT AFTHESZFAWNEKZ TS, R H—K
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® Investment banks are very active in the secondary trading market
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Capital Markets Group: Origination,
Mandates and Marketing

The Capital markets group is responsible for originating and

executing capital markets transactions

They coordinate with client coverage bankers to target likely issuers
and, with the syndicate desk (% #i4) and sales professionals from

the Trading Division, determine appropriate potential pricing

Competitive pressures sometimes compel investment banks to
undertake considerable risks, such as agreeing to a “bought deal” (also
called “block trade”), where the banks take complete price risk in

reselling the purchased security

Another risk that investment banks sometimes assume involves
providing a large loan to a client as a “bridge” financing (to
support an M&A transaction) prior to a subsequent “take-out”

financing underwritten by the bank in the capital markets




Capital Markets Group: Origination,
Mandates and Marketing
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Financing Considerations

e Bankers focus on

* liquidity (cash balances, marketable securities, and available lines of
credit): RN £ 6N 58 F L FKATIRR ARG 5, RATRME T EBUER
BRI ARM AT Ao

® cash flow multiples (&R A &RERZH) © W REICTIK, IETHF
FREHNG G, X ALAT AR aa 7 LIRa9 X8,

® debt/earnings multiples (ff %/ &454) : FITERLFIFLEMM (BoiF
f ) WL, kg kB A A ST AT A

® cost of capital

® rating agency considerations before recommending whether a client

should raise financing

® Whether it should be in the form of debt, equity or a hybrid

security like convertibles




Financing Considerations

o BENMGFHRT (Ao 10 1LAe) AFEXLAMR, RAAFLLELIFHAN
TR A T, T REAESE— KNSRI IR,

e Bankers analyze liquidity as a percentage of market

capitalization, total debt, annual interest payment obligations, and

other balance sheet and income statement metrics

® These metrics are then compared with results from other
companies in the same industry to determine whether the client

has relatively more or less liquidity than its competitors




Capital Structure and Liquidity

Capital Structure and Liquidity

Companies seek bankers' advice on whether and how to raise cash or reduce cash

Raising Cash Reducing Cash

Debt Issuance Share repurchases

e Public or private bonds, loans, or securitization ® Open market, tender offers, or derivatives
Equity related issuance Acquisitions of businesses or assets

e Public or private share issuance, or convertible ¢ M&A

Selling assets Retire debt or convertibles

e M&A Pursue organic growth plans

e Split-off / partial IPO Dividend payments

e Sell stakes by forming joint ventures e Regular small payments or one time large
Decrease Capital Expenditures special dividend

Cut dividend or share repurchases

I Key areas of focus that relate to capital structure include earnings per share, credit ratings,
| |
1 financial flexibility, hedging, matching assets and liabilities, tax implications, and maintaining |
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Financing Considerations

Risk-adjusted cost of capital, credit ratings, peer comparisons, equity and debt
analyst views, and management comfort with the resultant balance sheet are all
important considerations when determining whether to raise financing from

debt, equity, or convertible markets.
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Financing Alternatives

Financing Alterna

e

tives
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Financing Considerations

* Equity:
® An equity offering generally has a higher cost of capital than a debt
financing and will likely cause a drop in earnings per share (EPS) for the
issuer, which may negatively impact the company’s share price.

® However, equity will strengthen the company’s balance sheet and may lead
to a higher credit rating, resulting in lower future debt financing
costs and potentially higher long-term value.
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Financing Considerations

e Debt

e A debt offering usually has a lower cost of Capital but may weaken the
company’s balance sheet and reduce financial flexibility

® Before issuing new debt, one must consider both the impact of debt on
cash flow multiples (to determine if additional interest charges can be

adequately covered by cash flow) and the likely impact on credit ratings
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Investment Grade and Below Investment
Grade (High Yield or Junk) Bonds

Credit Ratings

Aaa
Aal
Aa2
Aa3
Al
A2
A3
Baal
Baa2
Baa3

AAA
AA+
AA
AA
At
A

A

BBB+
BBB
BBB-

Source: Standard & Poor's, Moody's and Fitch

Below Investment Grade

Bal
Ba2
Ba3
Bl
B2
B3
Caa

BB+
BB
BB-
B+
B
B-
CCC
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Types of Bond Underwriters

Types of Bond Underwritings
BEST EFFORTS

e Comprises includes most transactions
e Issuer of bond bears the price risk

Least expensive
Market prices the deal

BOUGHT DEAL

* Investment bank buys the bond at a certain rate
* Generally seen in competitive markets

Investment bank bears the price risk

BACKSTOP COMMITMENTS

* Rate is “backstopped” or committed to, but issuer
will get lower rate if it clears the market

Investment bank commits to a worst-case price




Bonds vs. Loans

* A bond is debt in the form of a security, issued as a long-

term obligation of a borrower with a specific maturity

How Do Companies Choose Between Loans and Bonds

Prepayable versus non-prepayable debt

* Loans are generally prepayable at any time, with no prepayment penalty beginning within
6—18 months of issuance

* Bonds are typically non callable for 3—5 years, except with large prepayment penalties such
as a “make-whole call” at a low spread to US Treasury bonds

Fixed-rate versus floating-rate debt

* Loans are usually floating-rate debt, paying interest by reference to benchmarks such as
Libor or SOFR

* Bonds are usually fixed-rate debt for the entire life of the security

* Some bonds are floating-rate or switch from “fixed-to-floating” at a distant call date, for
example, 7—10 years after issuance

Long versus short maturity

* Loans typically have a maturity between 3 and 7 years, with almost no precedent for matu-
rities beyond 7—8 years

* Bonds typically have maturities between 5 and 40 years, though some are shorter dated

Bonds often have fewer and looser covenants

* Debt incurrence covenants versus maintenance covenants

* More flexibility to pay dividends or repurchase shares

Loans often require amortization, for example, annual pay-down of 1%—3% of principal

Bond investors generally accept more risk and therefore receive higher returns




Asset Backed Securities

* Asset-backed securities (ABS) are debt securities whose payments
of interest and principal are backed by a specified pool of
hundreds or thousands of underlying assets

e Assets include mortgages, auto loans. credit card receivables.

student loans. rents, or equipment leases

o X THRATRBAEMBEAKN, HEARBHRILFEZILT5 4 T4,
BT ABS TUAA Y THAT AL, FZ R T ZHAA T
X5 eIE K,

o KNEFIANABZBRTKETZIZEGILER
* ABSare created by
® Purchase assets throughout a given period
® Sell the assets to SPV, which will sell to investors at agreed terms

® Structure and market various ABS tranches
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Hybrid and Preferred Stock

e A mix of bond and common stock attributes

® This financing is advantageous in that it offers favorable treatment
from rating agencies and favorable tax treatment
® dividend income may be subject to lower tax rates
® enjoy tax exemptions

* Typical preferred stock offerings are most similar to bonds (cash
flows are fixed/ tixed spread to benchmark) but differ in that:

* Typically, no maturity date
* Company can’t be forced in court to pay the expected cash flows

when overdue

® in the event of bankruptcy, preferred stock ranks junior to all
debt, though senior to common stock
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Benefits and Disadvantages of an IPO

® Benefits include
® access to public market funding
® enhanced profile and marketing benefits
® creation of an acquisition currency and compensation vehicle

* liquidity for shareholders

¢ Disadvantages include
® SEC reporting requirements
® costs associated with ongoing reporting (including Sarbanes-
Oxley),
¢ disclosure of sensitive information

e short-term focus by management to meet ivestor expectations n

quarterly reports
#HR (Dell) FAHMEBT: “ARIITTRERTRIDAFTGEA! ”




IPO SEC Registration Process

* When a company files a registration statement with the SEC,
this starts a “quiet period,” which ends when the SEC declares
the registration “effective,” meaning that all required
information is provided (which could take several days to several

months, depending on the company)

® The company and bank are only allowed to discuss information
provided in the prospectus with prospective investors in
order to avoid the discussion being deemed an “offer to sell”
securities, which is a “gun jumping” violation

o FARPTA B BT IRFOE LRI, AP,
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IPO Pricing

* An investment bank determines the expected value of the
company based on comparisons with publicly traded
comparable companies or values derived through other
methods (including DCF analyses).

e This is an imperfect process that requires analysis of both
historical operating earnings and revenues and forecasts
of future earnings and revenues.




IPO Timetable

Sample IPO Table

Due diligence

Financial statements preparation

Prospectus drafting

File registration statement with SEC * I

Analyst briefing

Analyst prepares research reports

Equity Commitment Committee

Salesforce briefing (teach-in)

Pre-marketing
Road show and bookbuikling
SEC declares registration effective * I
Pricing and allocation [
Aftermarket trading -
o1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17
Weeks

Note 1: Registration statement includes a pricing range.

Note 2: Final registration statement includes the price at which shares are offered to investors. The SEC imposes limitations on the
issuer's commuications during the “quiet period” that begins when a company files a registration statement with the SEC and ends
when the final registration is declared effective.




“Green Shoe” Overallotment Option

Green Shoe Option (Overallotment Option)

To mitigate downside share price risk in an SEC registered securities offering and to meet
potential investor demand for more securities, an investment bank and the issuer are able to
enter into an overallotment option prior to the offering. The overallotment option allows an
investment bank to sell short securities that are equal to 15% of the securities sold in a public
offering by a company at the time of the offering. The following example shows the outcome of
this activity for both the company and the investment bank. Assume that the company agrees to
(1) sell 100 shares of common stock through the investment bank at a price of $100 per share, (2)
a 15% overallotment option, and (3) pay the investment bank a 2% fee (gross spread) on issuance
proceeds.

Outcome

The investment bank sells on behalf of the company 100 shares long at $100 per share = $10,000
proceeds. The investment bank simultaneously sells short 15 of the company’s shares at $100 per
share = $1,500 proceeds.

If the company’s share price increases after the offering, the investment bank buys 15 shares
from the company at $100 per share and delivers these shares to the initial short sale buyers. In this
case the company receives total proceeds of $11,500 and issues 115 shares. Investor demand has
been met for 115 instead of 100 shares, and the company receives more money than it would have if
only 100 shares had been issued. The investment bank’s short position has been hedged (resulting in
no gain or loss), and it receives a fee of 2% of $11,500 = $230.

If the company’s share price decreases after the offering, the investment bank buys 15 shares
from the market at, say, $99 per share (paying $99 x 15 = $1485) and delivers these shares to the
initial short sale buyers. In this case the company receives total proceeds of only $10,000 and issues
only 100 shares. The investment bank’s short position has created a profit for the bank of $1500 —
$1485 = $15. The bank’s purchase of 15 shares in the market mitigates downside pressure on the
company’s stock (without this purchase, the stock may have dropped to, say, $95, which would
make both the company and investors unhappy). The investment bank receives a fee of 2% of
$10,000 = $200. The bank is better off if the company’s share price increases because they earn more
(a $230 fee is better than a $200 fee plus a $15 short position profit).

Note: The investment bank may purchase fewer than 15 shares in this example if there is only a modest drop in the
company’s share price.




“Green Shoe” Overallotment Option

o AHALE I
* Definition: A provision that allows underwriters to sell additional shares (up

to 15% more) than originally planned by the issuer.
® Purpose: Price stabilization mechanism in [POs
* Duration: Typically 30 days after IPO
® Origin: Named after Green Shoe Manufacturing Company (1963) - first

company to use this mechanism
® (Creates short position that must be covered within 30 days
¢ No-lose proposition for underwriter

e Standard feature in most modern IPOs worldwide




“Green Shoe” Overallotment Option
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“Green Shoe” Overallotment Option
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“Green Shoe” Overallotment Option

* Example

® [Initial Structure:
Company plans: 100 shares at $100/share
Investment bank sells: 100 shares (long) + 15 shares (short) = 115 total to market
Bank creates short position of 15 shares to cover

® Scenario A - Price Increases:
Bank buys 15 shares from company at $100
Company receives: $11,500 (issues 115 shares)
Bank's P&L: $0 (hedged) + Fee: 2% X $11,500 = $230
® Scenario B - Price Decreases to $99
Bank buys 15 shares from market at $99 ($1,485 total)
Company receives: $10,000 (issues 100 shares only)
Bank's P&L: $1,500 - $1,485 = §$15 profit + Fee: 2% X $10,000 = $200
Total bank compensation: $215
Key benefit: Bank's buying supports falling price
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Follow-On Offerings

* Subsequent SEC—registered equity offerings by a public company

* Unlike an IPO, the investment bank does not usually conduct a
thorough valuation process given that the stock price is visible

through secondary market trading.
* be careful to properly size a follow-on offering

* Sometimes for M&A




Follow-On Offerings

Exhibit 3.12 Characteristics of Prospective Equity Issuers

Strong stock performance

Supportive equity research

Large insider holdings, especially by funds that must return capital to limited partners, such
as leveraged buyout or venture capital funds

Overly leveraged capital structure

Strategic event: finance acquisition or large capital expenditure
Regular needs for equity capital

* Real estate companies (REITs) building and acquiring buildings

* Utility companies with regulator-approved capital expenditure plan
* Mortgage REITs and Business Development Companies

Sum of the parts analysis indicates hidden value

* Carve-out

* Split-off

¢ Tracking stock

Potential for better investor focus

* Road show may focus investors on misunderstood value

* Underwriters may initiate equity research after transaction




Convertibles

° A convertible security is a type of equity offering, even though
most convertibles are originally issued in the form of a bond or
preferred shareso AJfi: —A~F@Eafnx + —AENRE 6 F KR
R, RIEAEWRE.

° Most convertible bonds or convertible preferred shares are
convertible anytime after a defined period of time, at the
option of the investor, into a fixed number of common shares of
the issuer
w AP L

t# —: This is called an “optionally converting convertible” (& /&

#4#) and treated identically to regular bonds by credit rating
agencies and for a company’s liquidity planning purposes.

A RIVRZ 3, o 8] BI AR oL N X AT 2L A S o




Convertibles

o II"%‘ ﬁf _
* The other type of a convertible is a “mandatorily converting convertible (3% % 4%
3#) ” where the investor must receive a variable number of common shares at
maturity (a mandatory receipt rather than an option to receive), therefore should be

thought of as a substitute for issuing common stock.
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International Financings

® Bonds issued by a company outside its home country are called
Eurobonds

o BRMNMA A AIEN ) A KE VNG T G K AT, AIERATHGT Tt a9 th 5o

o CA—MNBEABTILEL, CRTHETE—BRE N EAGERLGER, BF LTS
6, BEIET TR, RAEHE,
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International Financings

* American Depository Receipts (ADRs) are used when non-US

companies wish to issue their shares on a US exchange

e ADRs are backed by the company’s shares held in a depositary

account.
o ADRRIAFEE NS (w2, GE. 68%8) A£ERX ST LT HFH,
o NHALEHF ADR?
o HAAHIZAEEIPO G EELIRANS.,
o BT ADR, NI TUETAHEETHELAER, LEBARTHFABERNEARSARREZY
“}li;}}%” o




Depositary Receipts, DRs
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Depositary Receipts, DRs
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