
Giddy Raising Capital: Equity /1

Prof. Ian Giddy
New York University

Raising Capital
Part 2: Equiity

Copyright ©2002 Ian H. Giddy Raising Capital: Equity 2

Corporate Finance

CORPORATE FINANCE
DECISONS

CORPORATE FINANCE
DECISONS

INVESTMENTINVESTMENT RISK MGTRISK MGTFINANCINGFINANCING

CAPITAL

PORTFOLIO

M&A
DEBT EQUITY

TOOLS

MEASUREMENT



Giddy Raising Capital: Equity /2

Copyright ©2002 Ian H. Giddy Raising Capital: Equity 3

Debt versus Equity

Uncertain
value

of future
cash flows

Uncertain
value

of future
cash flows

Contractual int. & principal
No upside
Senior claims
Control via restrictions

Contractual int. & principal
No upside
Senior claims
Control via restrictions

Assets Liabilities

Debt

Residual payments
Upside and downside
Residual claims
Voting control rights

Residual payments
Upside and downside
Residual claims
Voting control rights

Equity
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Getting the Financing Right
Step 1: The Proportion of Equity & Debt

Debt

Equity

n Achieve lowest 
weighted average 
cost of capital

n May also affect the 
business side
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Getting the Financing Right
Step 2: The Kind of Equity & Debt

Debt

Equity

n Short term? Long term?
n Baht? Dollar? Yen?

n Short term? Long term?
n Baht? Dollar? Yen?

n Bonds? Asset-backed?
n Convertibles? Hybrids?

n Bonds? Asset-backed?
n Convertibles? Hybrids?

n Debt/Equity Swaps?
n Private? Public?
n Strategic partner?
n Domestic? ADRs?

n Debt/Equity Swaps?
n Private? Public?
n Strategic partner?
n Domestic? ADRs?

n Ownership & control?n Ownership & control?
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Primary Market for Equities

Initial Public Offering (IPO)

Subsequent Offering

Private Equity Placement

Stock Buyback?

Management Buyout?
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Equity Financing Choices

Equity

Warrants Conver-
tibles

ADRs Common
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Raising Equity: 
The Investment Banker’s Job

l Market conditions
l Corporate needs
l Valuation
l Information
l Distribution
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Underwriting Sequence

l Engagement: Mandate 
signed by issuer 
engaging lead manager

l Due Diligence:
Conducted by Lead 
manager

l Documentation: Loan 
agreement, Prospectus

l Signing: Underwriting 
agreement signed and 
issue priced

l Closing: Settlement of 
the offering

EngagementEngagement

Due Diligence and
Documentation

Due Diligence and
Documentation

Signing and PricingSigning and Pricing

ClosingClosing
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Pricing

Debt Instruments
l Bonds priced according 

to yield over benchmark 
(spread)

l Yield too low – issue 
does not sell

l Yield too high – too 
much given away

l Generally syndicate 
holds price for a day; in 
a successful issue 
yields gradually tighten

Equity
l Mature issue: based on 

current market price and 
market conditions, small 
premium for dilution; 
comparables

l IPO: comparables and 
discounted cash flow 
analysis
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Pricing and Fees

The Business
n Telecoms
n Dot-Coms
n Avons
(How much volatility?)

Debt

Equity

Fees

0.15%
to
1.5%

5% to
7%

Pricing
T+Spread
L+Spread

Comparables/Ratios
The market
Future cash flow 

valuation

The Issuer
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The Investors’ Viewpoint:
Equity Risk and Return

l Investors diversify, because you get a 
better return for a given risk.

l There is a fully-diversified “market 
portfolio” that we should all choose

l The risk of an individual asset can be 
measured by how much risk it adds to 
the “market portfolio.”

But does this apply to the global capital 
market?
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The Cost of Equity

Equity is not free!

Expected return = Risk-free rate + Risk Premium 

E(RRisky) = RRisk-free -+ Risk Premium
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The Cost of Equity

l Consider the standard approach to estimating 
cost of equity:
Cost of Equity = Rf + Equity Beta * (E(Rm) - Rf)

where,
Rf = Riskfree rate
E(Rm) = Expected Return on the Market Index 
(Diversified Portfolio)

l In practice,
u Short term government security rates are used as risk free 

rates
u Historical risk premiums are used for the risk premium

u Betas are estimated by regressing stock returns against market 
returns
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Private Business: Owner has
all his wealth invested in the
business

Venture Capitalist: Has
wealth invested in a number
of companies in one sector

Publicly traded company
with investors who are 
diversified domestically
or
IPO to investors who are
domestically diversified

Publicly traded company
with investors who are 
diverisified globally
or
IPO to global investors

Market Risk
Int’nl Risk
Sector Risk
Competitive Risk
Project Risk

Market Risk
Int’nl Risk
Sector Risk
Competitive Risk
Project Risk

Market Risk
Int’nl Risk
Sector Risk
Competitive Risk
Project Risk

Market Risk
Int’nl Risk
Sector Risk
Competitive Risk
Project Risk

Total
Risk

Risk added to 
sector
portfolio

Risk added to 
domestic 
portfolio

Risk added to 
global 
portfolio

Standard
Deviation

Beta 
relative to 
sector

Beta 
relative to 
local index

Beta 
relative to 
global 
index

40%

25%

15%

10%

100/.4=250

100/.25=400

100/.15=667

100/.10=1000

Investor Type Cares about Risk Measure Cost of
Equity

Firm Value

Valuing a Firm from Different Risk Perspectives
Firm is assumed to have a cash flow of 100 each year forever.

Prof. Ian Giddy
New York University

Raising and Pricing
Equity
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Raising Equity: 
The Investment Banker’s Job

l Market conditions
l Corporate needs
l Valuation
l Information
l Distribution

TelekomTelekom
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Deutsche Telekom: The Sequence

l See case Exhibit 2
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What’s a Company Worth
to Investors?

l Required Returns
l Types of Models
uBalance sheet models
uDividend discount & corporate cash flow 

models
uPrice/Earnings ratios
uOption models

l Estimating Growth Rates 

TelekomTelekom
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Equity Valuation: 
From the Balance Sheet

Value of Assets
n Book
n Liquidation
n Replacement

Value of 
Liabilities

n Book
n Market

Value of Equity
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Deutsche Telekom: Book Value

l See case Exhibit 3
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Relative Valuation

l Do valuation ratios make sense?
• Price/Earnings (P/E) ratios

qand variants (EBIT multiples, EBITDA 
multiples, Cash Flow multiples)

• Price/Book (P/BV) ratios
qand variants (Tobin's Q)

• Price/Sales ratios

l It depends on how they are used -- and 
what’s behind them!
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Deutsche Telekom:
Ratios and Comparables

l See case page 9
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Corporate Cash Flow Valuation: 
The Steps

l Estimate the discount rate or rates to use in the valuation
u Discount rate can be either a cost of equity (if doing equity 

valuation) or a cost of capital (if valuing the firm)
u Discount rate can be in nominal terms or real terms, depending 

upon whether the cash flows are nominal or real
u Discount rate can vary across time. 

l Estimate the current earnings and cash flows on the asset, to 
either equity investors (CF to Equity) or to all claimholders (CF 
to Firm)

l Estimate the future earnings and cash flows on the asset 
being valued, generally by estimating an expected growth rate in
earnings.

l Estimate when the firm will reach “stable growth” and what 
characteristics (risk & cash flow) it will have when it does.

l Choose the right DCF model for this asset and value it.
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Deutsche Telekom: Earnings

l See case page 8
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Valuing a Firm with DCF: 
An Illustration

Historical 
financial 
results

Adjust for 
nonrecurring 
aspects

Gauge 
future 
growth

Adjust for
noncash
items

Projected sales 
and operating 
profits

Projected free cash flows 
to the firm (FCFF)

Year 1 
FCFF

Year 2 
FCFF

Year 3 
FCFF

Year 4 
FCFF

Terminal year FCFF

Stable growth model 
or P/E comparable

Present 
value of free 
cash flows

+ cash, 
securities & 
excess assets

- Market 
value of 
debt

Value of 
shareholders 
equity

…

Discount to present using weighted 
average cost of capital (WACC)
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What’s a Company Worth?
Alternative Models

l The options approach
uOption to expand
uOption to abandon

l Creation of key resources that another 
company would pay for
uPatents or trademarks
uTeams of employees
uCustomers

l Examples?

LycosLycos

Messageclick.comMessageclick.com
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Raising Equity: 
The Investment Banker’s Job

l Market conditions
l Corporate needs
l Valuation
l Information
l Distribution

TelekomTelekom

T-OnlineT-Online
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