
KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Michael A. Miller 
 
130.  Please provide a copy of the most recent bond rating agency report (Standard & 

 Poor’s, Moody’s and Fitch) for American Water Works Company, Inc. [Note: 
 Reports provided should be most recent complete multi-page in-depth report, 
 not a one or two-page update.] 

 
Response: 

 
Please see attached. 

 
For the electronic version, refer to KAW_R_AGDR1#130_122308.pdf. 
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Global Credit Research

Credit Opinion

17 OCT 2007

Credit Opinion: American Water Works Company, Inc.

NewJersey, UnitedStates

Category
Outlook
Issuer Rating

C9ntact~ ,
Analyst
James O'Shaughnessy/New York
William L. Hess/New York

J<ey Ina(ca'tQ'r~~c:~;;;\m;,';::,:'

American Water Works Company, Inc. (New)

Moody's Rating
Stable
Baa2

Phone
212.553.1607
212.553.3837

2004 2005 2006 LTM 6·2007

Funds from Operations / Adjusted Debt [1][2] 7.0% 6.7% 6.9% 7.9%

Retained Cash Flow / Adjusted Debt [2] 7.0% 6.7% 6.9% 7.9%

I ~)
Common Dividends / Net Income Available for Common 0.0% 0.0% 0.0% 0.0%
Funds from Operations + Adjusted Interest / Adjusted 2.6x 2.4x 2.2x 2.4x

Interest [3]

Adjusted Debt / Adjusted Capitalization [2][4] 67.0% 68.8% 59.3% 53.5%

Net Income Available for Common / Common Equity ·2% ·12% -4% ·3%

[1] FFO includes add-back of 2/3 annual operating lease expense [2] Debt is adjusted to include preferred stock,
6X rent, and underfunded pension obligation [3] Interest is adjusted to include 1/3 rent and preferred stock
dividends [4] Adjusted capitalization reflects the adjustments made to debt

Note:For definitionsof Moody's most commonratio termspleasesee the accompanying User's Guide.

Company Profile

Headquartered in Voorhees, New Jersey, American Water Works Company, Inc. ("American Water"), is an indirect
wholly-owned subsidiary of RWE AG and is the largest investor-owned provider of water, wastewater and related
services in North America. It is the parent company of numerous regulated water utility subsidiaries in the United
States and reported revenue in 2006 of $2.1 billion. American Water is multiples larger than other investor owned
water utility companies within its peer group in the U. S. Assets supporting this revenue base include its operations
in 32 states serving a population of approximately 16.2 million. Although American Water has non-regulated
businesses (approximately 12% of revenues) it is primarily viewed, on a consolidated basis, as a regulated water
utility company.

(, )

American Water is a parent holding company with no direct debt obligations. Its primary financing vehicle is
American Water Capital Corp. ("Capital"), a finance subsidiary. American Water also incurs debt at the regulated
SUbsidiarylevel.

Recent Developments

On October 12, 2007, Moody's downgraded to Baa2 from Baa1 the senior unsecured issuer rating of Capital.
Moody's also confirmed Capital's P-2 short-term rating. At the same time, Moody's assigned a (P) Baa2 senior
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/;

:" u.r?$ec~lre~ rating to Capital's planned $1.5 billion note offering and a Baa2 senior unsecured issuer rating to
Capital's parent, American Water.

,--- The downgrade of Capital's long-term rating was prompted by RWE AG's planned divestiture of the company, via
( ') initial public offering. The initial sale of RWE's interest in American Water is expected to happen in late-2007;

_/ however, preceding that transaction, Capital is expected to issue $1.5 billion of senior unsecured notes in order to
substantially repay approximately $2.0 billion of inter-company debt currently owed to RWE. These notes are
expected to be issued in October 2007. It is Moody's understanding that the company will also issue $500 million
of "equity units" concurrent with the IPO that will fund out the balance of inter-company debt owed to RWE.

The one-notch downgrade of Capital's senior unsecured issuer rating, and the assignment of a Baa2 issuer rating
to its parent, American Water, reflects the loss of implied support from RWE following the IPO, historically weak
consolidated credit metrics, and the increase in financial and operating risk going forward as a publicly traded,
stand-alone company. Moody's has also taken this opportunity to equalize the new rating for American Water, a
holding company, with its finance subsidiary, Capital, due to the existence of a "support agreement" between the
two entities that effectively backstops Capital's timely payment of principal and interest, as needed.

Rating Rationale

American Water has a number of positive rating factors contributing to its investment grade rating including
geographic diversity of operations and a mostly regulated rate structure which provides stability to cash flows over
time (approximately 88% of revenues were derived from regulated operations in 2006). The importance of water to
the communities it serves is also an important rating consideration. The ratings also reflect the company's current
soft consolidated credit metrics, large capital spending forecast, and risks surrounding the company's transition to
a stand-alone publicly traded company.

The key factor's influencing American Water's rating and outlook include:

GEOGRAPHIC DIVERSITY AND REGULATED OPERATIONS

With operations in 32 states and areas of Canada, American Water's operating reach is considerable. On the
regulated side, American Water operates in 20 states including its largest operations in New Jersey, Pennsylvania,
and Illinois, which together accounted for nearly 50% of consolidated revenues in 2006. Although there can be

f\ differences in the level of profitability at each subsidiary jurisdiction, the regulated nature of the business should
\ ) ensure a relatively stable and healthy return over time. Barriers to entry in this business are also very high given

- the importance of water and the constraints related to collection and distribution of water. The geographic diversity
can also provide a balancing effect on the company's cash flows due to seasonal weather effects or timing of rate
filings.

SOFT CREDIT METRICS

American Water's cash flow derived credit metrics have exhibited weakness for some time and are considered
somewhat soft for the Baa2 rating (funds from operations (FFO) to total adjusted debt was approximately 7.9% for
the trailing twelve month period ended June 30, 2007). Moody's believes there is capacity for improvement as the
company has either filed or is planning to file for rate increases in many of the jurisdictions in which it operates
after a long period following RWE's acquisition where the company's ability to increase rates was limited due to
stay-out provisions agreed to in some jurisdictions. Going forward as a public company, we expect American
Water will also be under pressure to initiate and continually pay dividends on its common stock.

CAPITAL INTENSIVE INDUSTRY

The regulated water utility business is highly capital intensive. Capital spending rates for American Water have
averaged 240% of depreciation from 2004-06 and this level of expenditures often leads to negative free cash flow,
which is not uncommon for regulated water and electric utilities. This funding is often financed with debt until "rate
base" is established and factored into allowed returns. This typically requires equity contributions to maintain the
targeted balance of debt and equity in the capital structure. Timely rate increases and the ability to attract new
equity capital will be two key drivers for maintaining the rating going forward as the water utility industry remains
capital intensive with infrastructure spending often a multiple of depreciation. American Water is facing a sizeable
capital spending plan and will need to finance additional rate base with debt and equity at levels appropriate for the
rating category to avoid future downward pressure on the rating or outlook given the magnitude of the planned
expenditures.

SUPPORT AGREEMENT WITH AMERICAN WATER CAPITAL CORP

(J--- Capital, a Delaware corporation, is the wholly-owned finance subsidiary of American Water and whose purpose is
<, to streamline the financing function, create cash management efficiency, and lower the cost of capital for American

Water's regulated water utility SUbsidiaries. Capital's senior unsecured Baa2 rating is now equalized with its parent,
American Water. We note that American Water has provided credit enhancement through a support agreement
between American Water and Capital. American Water will continue to own, during the term of the support
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~>agreement, all of the voting stock of Capital. American Water has also committed to ensure that a positive tangible
net worth-at Capital will be maintained at all times. In addition, if Capital is unable to make timely payment of
interest, principal, or premium on any debt issued and outstanding, American Water has committed to provide
immediate and timely funds to Capital.

Cj

o

Moody's effectively views this structure a guarantee and has made no notching differentiation between the two
entities. Nevertheless, we note that approximately 60% of American Water's consolidated debt will be borrowed at
Capital, with the balance at the various regulated operating subsidiaries where the material cash flows are
generated. We note that debt at Capital does not benefit from any explicit upstream guarantees from the regulated
utility operations nor does the debt obligations of the subsidiaries, including Capital, benefit from any explicit
downstream guarantee from American Water. Also important to note is that American Water's primary source of
cash to service debt at Capital comes from the company's regulated utility operations. Although Moody's believes
the current ratings capture the cash generating ability of those subsidiary operations, we note that dividends will be
limited to the retained, undistributed or current earnings of each jurisdiction.

NON-REGULATED OPERATIONS

We note that American Water also has a much smaller non-regulated water-related services segment
(approximately 12% of fiscal 2006 revenues) that will remain a part of its business model going forward. While this
business segment is considered a growth area and is less capital intensive, it is also less profitable. We note the
segment reported negative EBIT in 2005 and 2006. Consequently, the regulated operating subsidiaries will
continue to be the primary source of funds to service debt and to pay the expected dividends to its public
shareholders.

Liquidity

In terms of internal liquidity, Moody's generally expects American Water to generate at least $500 million in FFO
per year, with a weighting towards the second half of the year due to seasonality. In addition to internally
generated cash flows, Moody's expects that American Water will fund some short-term capital needs with
commercial paper borrowings. The $700 million commercial paper program established at Capital is backstopped
by a five-year $800 million revolving credit agreement that expires in September 2012. There is a relatively
balanced maturity schedule for existing debt. Although currently lightly utilized, Moody's expects the company may
moderately increase its utilization of commercial paper borrowings over the balance of 2007. Despite the modest
negative free cash flow expected over the next four quarters, American Water's liquidity appears to be sufficient to
meet the company's needs.

Rating Outlook

The rating outlook is stable. Moody's considers the company's current weak cash flow driven credit metrics but
also the room for improvement as the company files for additional rate increases across many of its operating
jurisdictions. Although Moody's does not expect a material increase in leverage post-IPO, there are number of
other potential cash flow uncertainties to consider, including possible dividend pressure as new publicly traded
company.

What Could Change the Rating· Up

The ratings for American Water are not likely to be upgraded in the near-term given the credit metrics and the
planned large capital spending program. Levels that would be seen as appropriate for the category include
consolidated FFO to adjusted debt in the mid teens with retained cash flow (FFO - dividends) to adjusted debt
measuring near 10%.

What Could Change the Rating - Down

There are a number of considerations that Moody's would take into account and likely see as placing negative
pressure on American Water or Capital's rating. These considerations include any changes to the existing support
agreement between Capital and American Water as well as any significant deterioration in credit metrics due to
fundamental business pressure. A prolonged period of financial results leading to FFO to adjusted debt in the low
to-mid single digits for an extended period would place severe pressure on the rating.

© Copyright 2007, Moody's Investors Service, Inc. and/or its licensors lncludlnq Moody's Assurance Company, Inc.
(together, "MOODY'S"). All rights reserved.

ALL INFORMATION CONTAINED HEREIN IS PROTECl'ED BY COPYRIGHTLAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHERTRANSMIlTED, TRANSFERRED, DISSEMINATED,

(
/ ,\ REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
J FORMOR t-1ANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRroR WRITTEN CONSENT. All

lnformatton contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, such information is provided "as is" without warranty
of any kind and fvlOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeliness,
completeness, merchantablllty or fitness for any particular purpose of any such information. Under no ctrcumstances shall
MOODY'S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or
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::,relatlng to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or
. ,,'ny of it~ clirectors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,

Interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential,
compensatory or Incidental damages whatsoever (Including without limitation, lost profits), even if MOODY'S Is advised In
advance of the possibility of such damages, resulting frorn the use of or inabllltv to use, any such information, The creelIt ratings

.\ and financial reporting analysis observations, if any, constituting part of the information contained herein are, and must be
( ) construed solely as, statements of oplnlon and not statements of fact or recornrnendattons to purchase, s(~11 or hold any

-: securities, NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICUlAR PURPOSE' OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'SIN ANY FORM OR MANNER WHATSOEVER, Each rating or other opinion must be w(llghed solely as one factor in any
Investment decision rnaue by or on behalf of any user of the Inforrnatlon contained herein, and each such user must accordingly
make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for,
each security that It may consider purchasing, holding or selling.

MOODY'Shereby discloses that most Issuers of debt securtties (including corporate and municipal bonds, debentures, notes and
commercial paper) and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay to MOODY'Sfor
appraisal and rating services rendered by it fees ranging frorn $1,500 to epproxlmatelv $2,400,000, Moody's Corporation (f\1CO)
and its wholly-owned credit riilting arJencysubsidiary, Moody's Investors Service (MIS), also maintain policies and procedures to
address the Independence of MIS's ratings and raMg processes, Information regarding certain affiliations that may exist
between directors of MeO and rated entities, and between ennttes who hold ratings from MIS and have also publicly reported to
the SEC an ownership interest in MCOof more than 5%, is posted annually on Moody's website at www.rnoodvs.corn under the
heading "Shareholder Relations - Corporate Governance - Director and Shareholder Affiliation Policy."

o

o
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KENTUCKY AMERICAN WATER COMPANY 
CASE NO. 2008-00427 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
 

______________________________________________________________________________________ 
 
Witness:  Michael A. Miller 
 
131. Please provide the following: 

 
a. Please provide the monthly short-term debt balances for American Water 

Works Company, Inc. and Kentucky-American Water for each month 
from January 2006 through the most recent month available.  Please 
explain how the monthly short-term debt balance was determined (e.g., 
month-ending balance, average daily balance) and provide a sample 
calculation. 

b. Please provide, for each month, the monthly cost-rate of that short-term 
debt for each corporation (American Water Works and Kentucky-
American), as well as a sample calculation showing how that monthly cost 
rate is derived.  

c. Please provide a narrative description of American Water Works’ and 
Kentucky-American‘s short-term debt financing arrangements.  If there is 
an inter-corporate money-pooling arrangement, please provide a narrative 
description of that arrangement. 

Response: 
 

a. See attached. 
 
b. See attached. 
 
c. Both American Water Works Company and Kentucky-American use 

American Water Capital Corp (AWCC) for their short-term borrowing 
needs. American Water Capital Corp is an in-house bank that was created 
to bundle the American Water System's working capital needs and uses a 
variety of funding sources to get better rates than the system companies 
could receive standing alone. 

 
 American Water Capital Corp issues commercial paper, and utilizes bank 

debt to finance the daily working capital needs of the American System 
companies.  Subsidiary loan balances are adjusted daily based on their 
incoming receipts and disbursements that flow through AWCC.  All fees 
and interest earned or incurred by American Water Capital Corp are 
charged to the in-house participants based on the amount of their total 
credit line with AWCC and their outstanding balances. 

 
For the electronic version, refer to KAW_R_AGDR1#131_122308.pdf 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Keith Cartier/Nick Rowe/Michael A. Miller 
 
132. Please provide a description of Kentucky-American’s ten largest industrial and 

 commercial customers (name of customer can be withheld) and indicate what 
 percentage of the Company’s total 2006 and 2007 usage and revenues each 
 represents. Also, if one customer comprises more than 5% of total company 
 usage or revenues in either year, please provide any studies undertaken by 
 Company management regarding operating contingency plans related to the loss 
 of that load. 

 
Response: 
 
   See attached. 
 
   For the electronic version, refer to KAW_R_AGDR1#132_122308.PDF. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Michael A. Miller 
 
133. At page 89 of American Water Works Company, Inc.’s S.E.C. Form S-1, the 

 company indicates that the expected long-term return on its pension plan assets 
 was 8.25% in 2006.  

 
a) Please provide the most recent expected long-term rate of  return on 

plan assets (EROA) as well as documentation supporting that expected 
long-term return assessment, including long-term expectations for each 
class of asset in the portfolio (i.e., equities, debt, real estate and other).  

b) Please provide any internal documents prepared by the Company that 
support the long-term investment return expectations, as well as any 
documents or studies related to the expected long term rate of return 
on plan assets prepared by outside investment advisors employed by 
the Company to manage its retirement portfolio or for pension fund 
accounting. 

 
Response: 
 

This request seeks confidential information for which the Company will seek 
confidential protection.  The Company will provide it to those who execute a 
confidentiality agreement.  For the electronic version of the confidential 
documents, refer to KAW_R_AGDR1#133_CONFIDENTIAL_122308.pdf.    
 
For the electronic version of this page, refer to 
KAW_R_AGDR1#133_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
134. Regarding Dr. Vander Weide’s discussion of market-value capital structures at 

 pages 8 through 11 of his Direct Testimony, please respond to the following: 
 

a)  Is Dr. Vander Weide recommending an upward adjustment to the 
market-based cost of equity in this proceeding to account for the 
differences between the leverage apparent in the market-value capital 
structure of his sample groups and the leverage in Kentucky-
American’s requested ratemaking capital structure?  If so, please 
quantify that amount of increase, if not, please explain why not. 

b) Please list all the cases and regulatory jurisdictions since 2000 in 
which Dr. Vander Weide, in his cost of capital testimony, has 
recommended an upward adjustment to the market-based cost of 
capital to recognize capital structure differences between market-value 
capital structures and book-value capital structures.   

c)  In which of the rate cases listed in “b” above, was Dr. Vander Weide’s 
upward adjustment to the market-based cost of equity adopted? 

d)  Please provide copies of the final orders in each rate proceeding listed 
in “c” above. 

 
Response: 
 

a) No.  See Dr. Vander Weide’s testimony at p. 5, Question and Answer 
7, and pp. 44 – 45, Questions and Answers 87 – 89. 

b) Attached is a list of all cases in which Dr. Vander Weide has provided 
expert testimony since 2000.  Dr. Vander Weide does not keep a 
record of the requested information.  Further, the information being 
sought is irrelevant because Dr. Vander Weide did not recommend an 
upward adjustment to the market-based cost of equity in this 
proceeding. 

c) Dr. Vander Weide does not routinely receive and maintain regulatory 
agency decisions in the proceedings in which he has presented 
testimony. 

d) Dr. Vander Weide does not routinely receive and maintain copies of 
regulatory agency decisions in the proceedings in which he has 
presented testimony. 

 
For the electronic version, refer to KAW_R_AGDR1#134_122308.pdf. 
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SUMMARY
EXPERT TESTIMONY

DR. JAMES H. VANDER WEIDE

COMPANY JURISDICTION DATE DOCKET NO.
EPCOR, FortisAlberta, AltaLink Alberta Utilities Commission Nov-08
Trans Québec & Maritimes Pipeline Inc. Alberta Utilities Commission Nov-08
North Carolina Rate Bureau (homeowners) North Carolina Dept. of Insurance Nov-08
Kentucky-American Water Company Kentucky Oct-08 2008-00427
Atmos Energy Tennessee Oct-08 0800197
North Carolina Rate Bureau (workers compensation) North Carolina Dept. of Insurance Aug-08
Dorsey & Whitney LLP-Williams v. Gannon Montana 2nd Judicial Dist. Ct. Silver Bow County Apr-08 DV-02-201
Atmos Energy Georgia Mar-08 27163-U
North Carolina Rate Bureau (auto) North Carolina Dept. of Insurance Jan-08
Trans Québec & Maritimes Pipeline Inc. National Energy Board (Canada) Dec-07
Xcel Energy North Dakota Dec-07 PU-07-776
Verizon Southwest Texas Nov-07 34723
Empire District Electric Company Missouri Oct-07 ER-2008-0093
North Carolina Rate Bureau (workers compensation) North Carolina Dept. of Insurance Sep-07
Verizon North Inc. Contel of the South Inc. Michigan Aug-07 Case No. U-15210
Georgia Power Company Georgia Jun-07 25060-U
Duke Energy Carolinas North Carolina May-07 E-7 Sub 828 et al
MidAmerican Energy Company Iowa May-07 SPU-06-5 et al
Morrison & Foerster LLP-JDS Uniphase Securities Litigation U.S. District Court Northern District California Feb-07 C-02-1486-CW
TransCanada Pipelines Ltd. National Energy Board (Canada) Feb-07
North Carolina Rate Bureau (homeowners) North Carolina Dept. of Insurance Dec-06
San Diego Gas & Electric FERC Nov-06 ER07-284-000
North Carolina Rate Bureau (workers compensation) North Carolina Dept. of Insurance Aug-06
Union Electric Company d/b/a AmerenUE Missouri Jun-06 ER-2007-0002
North Carolina Rate Bureau (homeowners) North Carolina Dept. of Insurance May-06
North Carolina Rate Bureau (dwelling fire) North Carolina Dept. of Insurance Mar-06
Empire District Electric Company Missouri Feb-06 ER-2006-0315
PacifiCorp Power & Light Company Washington Jan-06 UE-050684
Verizon Maine Maine Dec-05 2005-155
Winston & Strawn LLP-Cisco Systems Securities Litigation U.S. District Court Northern District California Nov-05 C-01-20418-JW
Dominion Virginia Power Virginia Nov-05 PUE-2004-00048
Bryan Cave LLP--Omniplex Comms. v. Lucent Technologies U.S. District Court Eastern District Missouri Sep-05 04CV00477 ERW
North Carolina Rate Bureau (workers comp) North Carolina Dept. of Insurance Sep-05
Empire District Electric Company Kansas Sep-05 05-EPDE-980-RTS
Verizon Southwest Texas Jul-05 29315
PG&E Company FERC Jul-05 ER-05-1284
Dominion Hope West Virginia Jun-05 05-034-G42T
Empire District Electric Company Missouri Jun-05 EO-2005-0263
Verizon New England U.S. District Court New Hampshire May-05 04-CV-65-PB
San Diego Gas & Electric California May-05 05-05-012
Progress Energy Florida May-05 50078
Verizon Vermont Vermont Feb-05 6959
North Carolina Rate Bureau (homeowners) North Carolina Dept. of Insurance Feb-05
Verizon Florida Florida Jan-05 050059-TL
Verizon Illinois Illinois Jan-05 00-0812
Dominion Resources North Carolina Sep-04 E-22 Sub 412
Tennessee-American Water Company Tennessee Aug-04 04-00288
Valor Telecommunications of Texas, LP. New Mexico Jul-04 3495 Phase C
Alcoa Power Generating Inc. North Carolina Property Tax Commission Jul-04 02 PTC 162 and 02 PTC 709
PG&E Company California May-04 04-05-21
Verizon Northwest Washington Apr-04 UT-040788
Verizon Northwest Washington Apr-04 UT-040788
Kentucky-American Water Company Kentucky Apr-04 2004-00103
MidAmerican Energy South Dakota Apr-04 NG4-001
Empire District Electric Company Missouri Apr-04 ER-2004-0570
Interstate Power and Light Company Iowa Mar-04 RPU-04-01
North Carolina Rate Bureau (auto) North Carolina Dept. of Insurance Feb-04
Northern Natural Gas Company FERC Feb-04 RP04-155-000
Verizon New Jersey New Jersey Jan-04 TO00060356
Verizon FCC Jan-04 03-173, FCC 03-224
Verizon FCC Dec-03 03-173, FCC 03-224
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COMPANY JURISDICTION DATE DOCKET NO.
Verizon California Inc. California Nov-03 R93-04-003,I93-04-002
Phillips County Telephone Company Colorado Nov-03 03S-315T
North Carolina Rate Bureau (homeowners) North Carolina Dept. of Insurance Oct-03
PG&E Company FERC Oct-03 ER04-109-000
Allstate Insurance Company Texas Department of Insurance Sep-03 2568
Verizon Northwest Inc. Washington Jul-03 UT-023003
Empire District Electric Company Oklahoma Jul-03 Case No. PUD 200300121
Verizon Virginia Inc. FCC Apr-03 CC-00218,00249,00251
North Carolina Rate Bureau (dwelling fire) North Carolina Dept. of Insurance Apr-03
Northern Natural Gas Company FERC Apr-03 RP03-398-000
MidAmerican Energy Iowa Apr-03 RPU-03-1, WRU-03-25-156
PG&E Company FERC Mar-03 ER03666000
Verizon Florida Inc. Florida Feb-03 981834-TP/990321-TP
Verizon North Indiana Feb-03 42259
San Diego Gas & Electric FERC Feb-03 ER03-601000
North Carolina Rate Bureau (auto) North Carolina Dept. of Insurance Jan-03
Gulf Insurance Company Superior Court, North Carolina Jan-03 2000-CVS-3558
PG&E Company FERC Jan-03 ER03409000
Verizon New England Inc. New Hampshire New Hampshire Dec-02 DT 02-110
Verizon Northwest Washington Dec-02 UT 020406
PG&E Company California Dec-02
MidAmerican Energy Iowa Nov-02 RPU-02-3, 02-8
MidAmerican Energy Iowa Nov-02 RPU-02-10
Verizon Michigan US District Court Eastern District of Michigan Sep-02 Civil Action No. 00-73208
North Carolina Rate Bureau (workers comp) North Carolina Dept. of Insurance Sep-02
Verizon New England Inc. New Hampshire New Hampshire Aug-02 DT 02-110
Interstate Power Company Iowa Board of Tax Review Jul-02 832
PG&E Company California May-02 A 02-05-022 et al
Verizon New England Inc. Massachusetts FCC May-02 EB 02 MD 006
Verizon New England Inc. Rhode Island Rhode Island May-02 Docket No. 2681
NEUMEDIA, INC. US Bankruptcy Court Southern District W. Virginia Apr-02 Case No. 01-20873
North Carolina Rate Bureau (homeowners) North Carolina Dept. of Insurance Mar-02
MidAmerican Energy Company Iowa Mar-02 RPU 02 2
North Carolina Natural Gas Company North Carolina Feb-02 G21 Sub 424
North Carolina Rate Bureau (auto) North Carolina Dept. of Insurance Jan-02
Verizon Pennsylvania Pennsylvania Dec-01 R-00016683
Verizon Florida Florida Nov-01 99064B-TP
PG&E Company FERC Nov-01 ER0166000
Verizon Delaware Delaware Oct-01 96-324 Phase II
Florida Power Corporation Florida Sep-01 000824-EL
North Carolina Rate Bureau (workers comp) North Carolina Dept. of Insurance Sep-01
Verizon Washington DC District of Columbia Jul-01 962
Verizon Virginia FCC Jul-01 CC-00218,00249,00251
Sherburne County Rural Telephone Company Minnesota Jul-01 P427/CI-00-712
Verizon New Jersey New Jersey Jun-01 TO01020095
Verizon Maryland Maryland May-01 8879
Verizon Massachusetts Massachusetts May-01 DTE 01-20
North Carolina Rate Bureau (auto) North Carolina Dept. of Insurance Apr-01
PG&E Company FERC Mar-01 ER011639000
Maupin Taylor & Ellis P.A. National Association of Securities Dealers Jan-01 99-05099
USTA FCC Oct-00 RM 10011
Verizon New York New York Oct-00 98-C-1357
Verizon New Jersey New Jersey Oct-00 TO00060356
PG&E Company FERC Oct-00 ER0166000
Verizon New Jersey New Jersey Sep-00 TO99120934
North Carolina Rate Bureau (workers comp) North Carolina Dept. of Insurance Sep-00
PG&E Company California Aug-00 00-05-018
Verizon New York New York Jul-00 98-C-1357
PG&E Company California May-00 00-05-013
PG&E Company FERC Mar-00 ER00-66-000
PG&E Company FERC Mar-00 ER99-4323-000
Bell Atlantic New York Feb-00 98-C-1357
USTA FCC Jan-00 94-1, 96-262
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
135. Regarding Dr. Vander Weide’s testimony at page 19, which discusses his use of 

 earnings growth estimates, please provide copies of the I/B/E/S publication 
 from which the earnings growth rates for each of his sample companies (water 
 and gas) are drawn. 

 
Response: 
 

The I/B/E/S earnings growth estimates for each of the sample companies are 
downloaded directly from Thomson Reuters and are as shown on Dr. Vander 
Weide’s schedules. 
 
For electronic version, refer to KAW_R_AGDR1#135_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
136. Please provide a complete copy of the State Street Financial Advisors study 

 cited at page 21 of Dr. Vander Weide’s testimony.  
 

Response: 
 

Please see attached. 
 
For electronic version, refer to KAW_R_AGDR1#136_122308.pdf. 
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INVESTOR GROWTH EXPECTATIONS 
Summer 2004 

 
A study done by Vander Weide and Carleton in 19881 suggests that consensus analysts’ forecast 
of future growth is superior to historically oriented growth measures in stock valuation process 
for domestic companies. We worked with one of the original authors of the study, Dr. James H. 
Vander Weide, and closely followed his suggestions and methodology to investigate whether the 
results still hold in more recent times (2001- 2003). 
 
We used the following equation to determine which estimate of future growth (g) best predicts 
the firm’s P/E ratio when combined with the dividend payout ratio, D/E, and risk variables, B, 
Cov, Stb, and Sa. 
 
P/E = a0(D/E) +a1g(Growth) +a2B(Beta) +a3Cov(Interest Coverage Ratio) +a4Stb(Stability) +a5Sa(Std Dev) + e 
 

Data Description 
Earnings Per Share:  IBES consensus analyst estimate of the firm’s earnings for the unreported 

year. 

Price/Earnings Ratio:  Closing stock price for the year divided by the consensus analyst earnings 
per share for the forthcoming year. 

Dividends:  Ratio of common dividends per share to the consensus analyst earnings 
forecast for the forthcoming fiscal year (D/E). 

Historical Growth measures 

EPS Growth Rate: Determined by a log- linear least squares regression for the latest year, 
two years, three years, …, and ten years. 

Dividend per Share Determined by a log- linear least squares regression for the latest year, 
Growth Rate: two years, three years, …, and ten years. 

Book Value per Share Common equity divided by the common shares outstanding.  
Growth Rate: Determined by a log- linear least squares regression for the latest year, 

two years, three years, …, and ten years. 

Cash Flow per Share Ratio of gross cash flow to common shares outstanding. 
Growth Rate: Determined by a log- linear least squares regression for the latest year, 

two years, three years, …, and ten years. 

Plowback Growth: Firm’s retention ratio for the current year times the firm’s latest annual 
return on equity. 

3yr Plowback Growth: Firm’s three-year average retention ratio times the firm’s three-year 
average return on equity. 

Consensus Analysts’ Forecasts 

Five-Year Earnings Per Share Growth: Mean analysts’ forecast compiled by IBES. 

                                                 
1 Vander Weide, J. H., and W. T. Carleton. “Investor Growth Expectations: Analysts vs. History.” The Journal of 
Portfolio Management, Spring 1988, pp. 78-82. 
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Risk Variables 

B: Beta, the firm’s beta versus NYSE from Value Line. 

Cov: The firm’s pretax interest coverage ratio from Compustat. 

Stb: Five-year historical earnings per share stability. Average absolute percentage difference 
between actual reported EPS and a 5yr historical EPS growth trend line from IBES. 

Sa: The standard deviation of earnings per share estimate for the fiscal year from IBES. 
 
We set five restrictions on the companies included in the study in order to be consistent with the 
original study and to obtain more meaningful results. 

• Excluded all firms that IBES did not fo llow. 
• Eliminated companies with: 

- Negative EPS during any of the years 1991-2003. 
- No dividend during any one of the years 1991-2003. 
- P/E ratio greater than 60 in years 2001-2003. 
- Less than five years of operating history. 

 
The final universe consisted of 411 US firms, fifty-nine of which are utility companies. 
 

Results 
The study was performed in two stages. 

Stage 1 
In order to determine which historically oriented growth measure is most highly correlated with 
each firm’s end-of-year P/E ratio, we computed spearman (rank) correlations between all forty-
two historically oriented future growth measures and P/E. 
 
The result of the stage 1 study is displayed in Table 1. Three-year plowback ratio has the highest 
correlation with P/E in 2001 and 2002, and five-year EPS growth rate has the highest correlation 
with P/E in 2003. 

Table 1 

y1 y2 y3 y4 y5 y6 y7 y8 y9 y10
EPS 0.232 0.210 0.145 0.122 0.059 0.034 -0.007 -0.076 -0.117 -0.154
DPS -0.243 -0.297 -0.296 -0.293 -0.313 -0.316 -0.336 -0.334 -0.329 -0.333
BVPS 0.059 -0.017 -0.098 -0.138 -0.150 -0.182 -0.219 -0.259 -0.271 -0.273
CFPS 0.092 0.092 0.087 0.042 -0.063 -0.102 -0.141 -0.193 -0.237 -0.262
plowback 0.203
plowback3 0.308

EPS -0.007 0.147 0.076 0.080 0.083 0.050 0.030 -0.018 -0.060 -0.089
DPS -0.126 -0.202 -0.251 -0.224 -0.215 -0.239 -0.232 -0.233 -0.211 -0.198
BVPS -0.036 -0.036 -0.078 -0.115 -0.114 -0.127 -0.152 -0.162 -0.175 -0.171
CFPS 0.056 0.045 0.017 0.021 0.030 -0.024 -0.050 -0.080 -0.125 -0.162
plowback 0.093
plowback3 0.180

EPS 0.073 0.084 0.214 0.231 0.244 0.228 0.182 0.158 0.104 0.049
DPS 0.120 0.054 -0.001 -0.078 -0.090 -0.126 -0.152 -0.165 -0.183 -0.185
BVPS 0.097 0.076 0.067 0.036 -0.045 -0.062 -0.063 -0.083 -0.105 -0.131
CFPS 0.146 0.196 0.243 0.239 0.206 0.178 0.107 0.089 0.039 -0.022
plowback -0.017
plowback3 0.038

Stage1 Results for Utility and Non-Utility Companies Combined
Correlations between Historically Based Growth Estimates by Year with P/E

Current Year

2003

2002

2001

 

KAW_R_AGDR1#136_122308 
Page 3 of 6



SSgA
Advanced Research Center

 3 

 
We also independently examined utility and non-utility firms. Table 2 shows the result for the 
fifty-nine utility firms. Two-year growth in EPS has the highest correlation with P/E in 2001, 
four-year EPS has the highest correlation in 2002, and six-year EPS has the highest correlation in 
2003. 
 
Table 3 exhibits the result for the remaining non-utility firms. EPS one-year growth, two-year 
growth, and five-year growth has the highest correlation with P/E in 2001, 2002, and 2003, 
respectively. 

 
 

Table 2 

y1 y2 y3 y4 y5 y6 y7 y8 y9 y10
EPS 0.305 0.330 0.305 0.319 0.238 0.157 0.129 0.107 0.079 0.048
DPS -0.215 -0.321 -0.302 -0.294 -0.316 -0.281 -0.332 -0.414 -0.435 -0.429
BVPS 0.164 0.137 0.147 -0.027 -0.072 -0.135 -0.117 -0.104 -0.106 -0.140
CFPS 0.194 0.135 0.020 -0.018 -0.122 -0.157 -0.135 -0.134 -0.103 -0.219
plowback -0.143
plowback3 -0.027

EPS -0.065 0.044 0.069 0.119 0.071 0.004 -0.038 -0.069 -0.061 -0.070
DPS -0.333 -0.327 -0.278 -0.313 -0.280 -0.321 -0.277 -0.226 -0.203 -0.210
BVPS -0.325 -0.239 -0.182 -0.177 -0.230 -0.237 -0.250 -0.247 -0.235 -0.235
CFPS -0.205 -0.132 -0.172 -0.166 -0.216 -0.289 -0.285 -0.265 -0.227 -0.218
plowback -0.151
plowback3 -0.133

EPS 0.010 0.136 0.186 0.263 0.365 0.367 0.344 0.343 0.309 0.302
DPS 0.151 -0.029 -0.014 -0.022 -0.054 -0.117 -0.142 -0.137 -0.105 -0.092
BVPS 0.212 0.060 0.047 0.019 0.003 0.040 0.022 0.005 0.003 -0.002
CFPS 0.222 -0.046 0.173 0.115 0.165 0.100 0.017 0.077 0.057 0.077
plowback -0.365
plowback3 -0.403

2003

Current Year

Stage1 Results for Utility Companies
Correlations between Historically Based Growth Estimates by Year with P/E

2001

2002

 
 
 

Table 3 

y1 y2 y3 y4 y5 y6 y7 y8 y9 y10
EPS 0.1843 0.1660 0.1293 0.1218 0.0873 0.0829 0.0618 0.0106 -0.0194 -0.0412
DPS -0.2036 -0.2211 -0.2042 -0.1935 -0.2098 -0.2066 -0.2186 -0.2155 -0.2046 -0.1975
BVPS 0.0757 0.0084 -0.0791 -0.0997 -0.0916 -0.1146 -0.1388 -0.1783 -0.1866 -0.1823
CFPS 0.0864 0.0710 0.0956 0.0704 -0.0033 -0.0162 -0.0366 -0.0747 -0.1186 -0.1325
plowback 0.0781
plowback3 0.1781

EPS 0.0762 0.1767 0.0755 0.0817 0.0936 0.0757 0.0708 0.0316 -0.0011 -0.0254
DPS -0.0804 -0.1693 -0.2103 -0.1672 -0.1519 -0.1720 -0.1645 -0.1636 -0.1394 -0.1226
BVPS 0.0527 0.0236 -0.0363 -0.0777 -0.0710 -0.0753 -0.0953 -0.1019 -0.1118 -0.1061
CFPS 0.0905 0.0488 0.0143 0.0237 0.0563 0.0246 0.0097 -0.0079 -0.0458 -0.0821
plowback 0.0634
plowback3 0.1306

EPS 0.1254 0.1783 0.2788 0.2689 0.2791 0.2622 0.2219 0.2039 0.1559 0.1090
DPS 0.1810 0.1290 0.0655 -0.0128 -0.0101 -0.0400 -0.0630 -0.0772 -0.0930 -0.0952
BVPS 0.1555 0.1740 0.1534 0.1056 0.0127 -0.0069 -0.0054 -0.0218 -0.0416 -0.0636
CFPS 0.1479 0.2200 0.2512 0.2429 0.2004 0.1839 0.1349 0.1286 0.0892 0.0388
plowback -0.1109
plowback3 -0.0402

2003

Correlations between Historically Based Growth Estimates by Year with P/E
Stage1 Results for Non-Utility Companies

Current Year

2001

2002
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Stage 2 
We compared the multiple regression model of historical growth rate with the highest correlation 
to the P/E ratio from stage 1 to the five-year earnings per share growth forecast. 
 

P/E = a0(D/E) + a1g + a2B + a3Cov + a4Stb + a5Sa + e 
 
The regression results are displayed in table 4. The results show that the consensus analysts’ 
forecast of future growth better approximates the firm’s P/E ratio, which is consistent with the 
results found by Vander Weide and Carleton. In both regressions, R2 in the regression with the 
consensus analysts’ forecast is higher than the R2 in the regression with the historical growth.  

 
 

Table 4 

a0 a1 a2 a3 a4 a5 a6 Rsq F Ratio
2001 10.43 8.46 10.79 6.79 0.02 -0.03 -18.83 0.20 13.90

4.73 5.53 2.93 3.54 3.05 -3.06 -3.32

2002 12.36 7.60 6.66 1.01 0.00 0.01 -32.48 0.15 9.46
7.21 6.18 2.61 0.66 1.57 1.48 -4.04

2003 13.34 5.96 9.87 5.27 0.01 -0.01 -20.46 0.24 17.61
7.29 4.04 2.95 3.39 3.62 -1.31 -4.25

a0 a1 a2 a3 a4 a5 a6 Rsq F Ratio
2001 -1.26 16.14 144.75 -0.64 0.01 -0.03 -10.76 0.47 48.00

-0.62 11.63 13.22 -0.38 3.07 -4.04 -2.29

2002 3.37 13.37 106.07 -3.60 0.00 0.01 -21.85 0.35 29.73
1.93 10.97 10.59 -2.57 1.25 1.50 -3.06

2003 4.77 12.76 61.93 4.38 0.01 0.00 -19.41 0.33 26.38
2.65 9.48 7.25 3.01 2.45 -0.81 -4.33

*T-stats below the coefficients in smaller font

Analysts' Forecasts

Stage2 Results for Utility and Non-Utility Companies Combined
Multiple Regression Results

P/E = a0 + a1 D/E + a2 g + a3 B + a4 Cov + a5 Stb + a6 Sa
Historical

 
 
 
For utility companies shown in table 5, consensus analysts’ forecast of future growth is superior 
to historically oriented growth in 2002 and 2003. R2 is lower in the regression with the consensus 
analysts’ forecast in 2001. For non-utility companies, we found that consensus analysts’ forecast 
of future growth is superior to the alternative in all three years (table 6). 
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Table 5 

a0 a1 a2 a3 a4 a5 a6 Rsq F Ratio
2001 7.90 11.07 -11.19 -3.00 0.29 0.00 -9.37 0.44 6.38

2.16 4.80 -5.71 -0.86 0.88 0.64 -1.51

2002 13.87 7.00 -3.80 -6.89 0.56 0.00 -29.89 0.38 5.11
4.02 3.54 -0.66 -2.01 1.48 0.42 -2.70

2003 11.29 7.74 -1.65 -1.40 0.32 0.00 -5.69 0.25 2.68
3.22 3.30 -0.23 -0.43 1.05 -0.73 -0.75

a0 a1 a2 a3 a4 a5 a6 Rsq F Ratio
2001 9.61 9.20 66.61 -7.92 0.50 -0.01 -12.83 0.27 2.95

2.31 3.45 3.66 -1.86 1.31 -1.33 -1.76

2002 12.43 7.86 50.74 -9.61 0.50 0.00 -24.94 0.48 7.56
3.89 5.29 3.10 -2.94 1.50 0.17 -2.41

2003 5.81 11.06 101.12 -1.69 -0.19 0.00 -4.75 0.50 7.81
1.89 6.32 4.80 -0.58 -0.74 -0.22 -0.74

*T-stats below the coefficients in smaller font

Analysts' Forecasts

Stage2 Results for Utility Companies
Multiple Regression Results

P/E = a0 + a1 D/E + a2 g + a3 B + a4 Cov + a5 Stb + a6 Sa
Historical

 
 

Table 6 

a0 a1 a2 a3 a4 a5 a6 Rsq F Ratio
2001 15.90 8.39 2.82 3.53 0.02 -0.03 -21.05 0.21 12.45

6.57 4.13 1.96 1.68 2.97 -2.14 -3.40

2002 17.76 8.46 6.02 -3.06 0.00 0.02 -36.97 0.27 16.78
9.39 5.19 3.28 -1.88 1.37 2.52 -4.31

2003 14.24 9.86 8.85 3.46 0.01 0.00 -19.00 0.30 19.89
7.49 5.89 2.49 2.11 3.23 -0.15 -3.73

a0 a1 a2 a3 a4 a5 a6 Rsq F Ratio
2001 -0.51 17.28 140.84 -1.06 0.01 -0.03 -8.63 0.44 36.00

-0.22 11.21 10.73 -0.59 2.88 -2.62 -1.63

2002 5.05 15.67 91.22 -4.06 0.00 0.02 -22.93 0.38 27.65
2.48 11.23 7.66 -2.74 1.18 2.33 -2.87

2003 7.25 14.47 45.60 3.47 0.01 0.00 -19.09 0.33 22.30
3.56 9.42 4.68 2.20 2.36 -0.12 -3.89

*T-stats below the coefficients in smaller font

Analysts' Forecasts

Stage2 Results for Non-Utility Companies
Multiple Regression Results

P/E = a0 + a1 D/E + a2 g + a3 B + a4 Cov + a5 Stb + a6 Sa
Historical

 

This material is for your private information. The views expressed are the views of Anita Xu and Ami Teruya only 
through the period ended July 26, 2004 and are subject to change based on market and other conditions. The 
opinions expressed may differ from those with different investment philosophies. The information we provide does 
not constitute investment advice and it should not be relied on as such. It should not be considered a solicitation to 
buy or an offer to sell a security. It does not take into account any investor's particular investment objectives, 
strategies, tax status or investment horizon. We encourage you to consult your tax or financial advisor. All material 
has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no representation 
nor warranty as to the current accuracy of, nor liability for, decisions based on such information. Past performance is 
no guarantee of future results. 

KAW_R_AGDR1#136_122308 
Page 6 of 6



KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
137. At pages 22 and 23 of his testimony in this proceeding, discussing flotation costs, 

 Dr. Vander Weide cites three studies (Lee, et al; Smith, and Pettway).  Please 
 provide complete copies of each of those articles. 

 
Response: 
 

Please see attached. 
 
For electronic version, refer to KAW_R_AGDR1#137_122308.pdf    
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The Journal of Financial Research· Vol. XIX, NO.1· Pages 59-74 • Spring 1996

THE COSTS OF RAISING CAPITAL

Inmoo Lee, Scott Lochhead, Jay Ritter

University of Illinois at Urbana-Champaign

Quanshui Zhao

City University of Hong Kong

Abstract

We report the average costs of raising external debt and equity capital for
U.S. corporations from 1990 to 1994. For initial public offerings (IPOs) of equity, the
direct costs average 11.0 percent of the proceeds. For seasoned equity offerings
(SEOs), the direct costs average 7.1 percent. For convertible bonds, the direct costs
average 3.8 percent. For straight debt issues, the direct costs average 2.2 percent,
although they are strongly related to the credit rating of the issue. All classes of
securities exhibit economies of scale, although they are less pronounced for straight
debt issues. IPOs also incur a substantial indirect cost due to short-run underpricing.
Most large equity offers include an international tranche, although debt issues do not.

I. Introduction

In this article we present the average costs of raising external capital for
U.S. corporations from 1990 to 1994. Specifically, we report the average spreads
on public equity offerings and debt offerings, along with the other direct costs of
raising capital, as a percentage of the proceeds. We find substantial economies of
scale for initial public offerings (IPOs) of equity and seasoned equity offerings
(SEOs). We also find substantial economies of scale for both straight bond
offerings and convertible bond offerings. Spreads on bond offerings are highly
sensitive to the credit rating of the offering. This article is descriptive in nature;
no theories are tested. Its purpose is to provide benchmark numbers for use by
issuers of securities. We do not address why firms issue the securities they do.
This much broader corporate finance question would have to address taxes,
corporate control, debt capacity, long-run performance patterns, investment
financing interactions, etc.

We would like to thank Charles Calomiris and Tim Loughran for useful comments on an earlier draft.

59

Copyright © 2001. All Rights Reserved.
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II. Data and Terminology

Securities Data Company's (SDC) New Issues database is the primary
source of information. After downloading SDC's data, we identified outliers and
checked suspicious numbers in other publicly available sources. The New Issues
database includes publicly placed firm commitment offerings only. In all of our
tables, we exclude ADRs and unit offerings.' We restrict our sample to securities
offered by domestic operating companies, and so exclude closed-end fund and
real estate investment trust (REIT) offerings. We also exclude rights offerings and
shelf registrations.'

We use security offerings from January 1990 to December 1994, a five
year period of relatively low inflation. Consequently, we do not make any infla
tion adjustments; all proceeds are the nominal proceeds. Proceeds reflect the gross
proceeds raised in the U.S. and do not include money raised from the exercise of
overallotment options or an international tranche, if any. In the case of equity
offerings, the proceeds include the amount raised from both primary and
secondary components. Primary shares are those being sold by the company,
thereby increasing the number of shares outstanding. Secondary shares are those
being sold by existing shareholders (managers, venture capitalists, etc.), which
neither increase the number of shares outstanding nor provide capital for the
company. Many IPOs include both primary and secondary components, with the
fraction that is primary generally higher for younger companies. A few IPOs,
sometimes involving spin-offs from parent companies, are pure secondaries. All
of our SEOs involve primary shares; we exclude "registered secondaries," in
which the entire issue is composed of shares being sold by existing shareholders,
from our SEO sample.

For our sample of bond offerings, we exclude issues with a maturity date
ofone year or less. Our sample includes both zero-coupon, original-issue discount
bonds, and coupon bonds. We include serial, floating-rate, and reset bonds, as

lADRs are American Depository Receipts (also called American Depository Shares) that are traded in the
United States for foreign issuers. Unit offerings are bundles of securities (frequently, a share plus a warrant to
buy a share at some exercise price), commonly issued in small IPOs by young, speculative companies taken
public by less-prestigious investment bankers.

'Rights offerings give existing shareholders the right to buy the securities offered. While they are common
in many countries, rights offerings have been rare in the United States during the last twenty years. See Smith
(1977), Hansen and Pinkerton (1982), and Hansen (1988) for a discussion of rights offerings. Shelf registrations
are offerings whereby a company meeting certain qualifications is permitted to issue securities without issuing
a prospectus (taking the securities "off the shelf' and selling them). In our sample period, shelf equity offerings
are practically nonexistent, although there are many bond offerings (typically smaller issues) using shelfregistra
tions that we exclude.

." Copyright©2001. All RightsReserved.
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The Costs of Raising Capital 61

well as traditional coupon bonds.' We exclude mortgage-backed bonds. For zero
coupon and original-issue discount bonds that are sold for less than their par
value, our percentage spreads and costs are based upon the offer price, and not
the face value. Our convertible bond sample includes only issues that are
convertible into shares of the issuing company. Exchangeable bonds, where the
bond is convertible into shares of a different company, are not in our sample.
None of our convertible bonds has a maturity date of less than five years.

We refer to new equity issues by publicly traded companies as seasoned
equity offerings, reserving the use of "secondary" to identify the source of shares.
Among practitioners, the term "secondary offering" is frequently used to refer to
an SEO. Seasoning refers to whether the security being offered is already publicly
traded; IPOs are unseasoned new issues. For that matter, the term "new issues"
is sometimes used to refer to any security offering, and sometimes used to refer
to equity IPOs alone. Although a new bond issue is an unseasoned new issue, and
therefore a debt initial public offering, we use the term IPO to refer to unseasoned
equity offerings exclusively.

Gross spreads are the commissions paid to investment bankers when
securities are issued. Since buyers do not pay commissions on new security
issues, these spreads implicitly reflect both the buyer and seller commissions.
Other direct costs include the legal, auditing, and printing costs associated with
putting together a prospectus.

III. Evidence

Average Spreads and Total Direct Costs

In Table I we report the average investment banker commissions (gross
spreads) and other direct expenses for four classes of securities: IPOs, SEOs,
convertible bonds, and straight bonds. In addition to reporting the average direct
costs for each class, we also classify issues by proceeds categories. By going
across a row, a reader can see how the expenses vary by security type, holding
proceeds constant. By going down a column, a reader can see the magnitude of
the economies of scale for a given type of security. Also reported is the number
of observations in each category.

In Table 1 the median IPO is $24.4 million, the median SEO is $33.8
million, the median convertible bond is $75 million, and the median straight

'Serial bonds have the individual bonds maturing on different dates, with the coupons varying depending
upon the maturity date. Reset and floating-rate bonds have the interest rate changing periodically, with the new
interest rate determined either by an auction (reset) or a formula (floaters).

Copyright © 2001. All Rights Reserved.
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Figure I. Total Direct Costs as a Percentage of Gross Proceeds. The total direct costs for initial public
offerings (IPOs), seasoned equity offerings (SEOs), convertible bonds, and straight bonds are
composed of underwriter spreads and other direct expenses. Closed-end funds (SIC 6726), REITs
(SIC 6798), ADRs, and unit offerings are excluded. Rights offerings for SEOs are also excluded.
Bond offerings do not include securities backed by mortgages and issues by federal agencies (SIC
6011,6019,6111, and 999B). Only firm commitment offerings and nonshelf-registered offerings are
included. The numbers plotted are reported in Table I for issues from 1990 to 1994.

bond is $100 million. For both IPOs and SEOs, substantial economies of scale
exist in both the gross spreads and the other expenses.

For SEOs, the lack of any diseconomies, even for offerings over $500
million, is inconsistent with the findings of Hansen and Torregrosa (1992), who
report diseconomies of scale for offers over $100 million. Hansen and Torregrosa
use a sample of SEOs from 1978-86, in contrast to our 1990-94 sample period.
Our conjecture is that while diseconomies of scale may have existed for very
large issues before the mid 1980s, a structural change has probably occurred since
then, possibly because of the market's greater experience with absorbing large
numbers of big offerings. While they are not in our sample, the large number of
multibillion dollar privatizations that have occurred around the world in the last
decade have made megaofferings routine events.

In all of our tables, we report the averages based upon the number of
observations for which we have data. For the gross spreads, SDC reports numbers
for our entire sample. For the other direct expenses, however, many observations
are missing. Consequently, the averages for the expenses are based upon a
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TABLE 2. Direct Costs of Raising Capital, 1990-94: Utility versus Nonutility Companies.

Equity Bonds

IPOs SEOs Convertible Straight
Proceeds"

($ millions) Nb GS' TDC" N GS TDC N GS TDC N GS TDC

Panel A. Nonutility Offerings Only

2-9.99 332 9.04 16.97 154 7.91 13.76 4 6.07 8.75 29 2.07 4.53
10-19.99 388 7.24 11.64 278 6.42 9.01 12 5.54 8.65 47 1.70 3.28
20-39.99 528 7.01 9.70 399 5.70 7.07 16 4.20 6.23 63 1.59 2.52
40-59.99 214 6.96 8.71 240 5.17 6.02 28 3.26 4.30 76 0.73 1.37
60-79.99 78 6.74 8.21 131 4.68 5.31 47 2.64 3.23 84 1.84 2.44
80-99.99 47 6.46 7.88 60 4.35 4.84 12 2.54 3.19 104 1.61 2.25
100-199.99 101 6.01 7.01 137 3.97 4.36 55 2.34 2.77 381 1.83 2.38
200--499.99 44 5.65 6.49 50 3.27 3.48 26 1.97 2.16 154 1.87 2.27
500-up 10 5.21 5.72 8 3.12 3.25 3 2.00 2.09 19 1.28 1.53

Total 1742 7.31 11.01 1457 5.57 7.32 203 2.90 3.75 957 1.70 2.34

Panel B. Utility Offerings Only

2-9.99 5 9.40 16.54 13 5.41 7.68 0 3 2.00 3.28
10-19.99 I 7.00 8.77 32 4.59 6.21 2 5.13 8.72 31 0.86 1.35
20-39.99 5 7.00 9.86 26 4.17 4.96 2 3.88 5.18 26 1.40 2.06
40-59.99 I 6.98 11.55 21 3.69 4.12 0 14 0.63 1.10
60-79.99 I 6.50 7.55 12 3.39 3.72 0 8 0.87 1.13
80-99.99 4 6.57 8.24 II 3.68 4.11 I 1.13 1.34 8 0.71 0.98
100-199.99 5 6.45 7.96 15 2.83 2.98 2 2.50 2.74 28 1.06 1.42
200--499.99 3 5.88 7.00 5 3.19 3.48 I 2.50 2.65 16 1.00 1.40
500-up 0 I 2.25 2.31 0 I 3.50 na"

Total 25 7.15 10.14 136 4.01 4.92 8 3.33 4.66 135 1.04 1.47

Notes: Closed-end funds (SIC 6726), REITs (SIC 6798), ADRs, and unit offerings are excluded from the sample.
Rights offerings for SEOs are also excluded. Bond offerings do not include securities backed by mortgages and
issues by Federal agencies (SIC 6011, 6019, 6111, and 999B). Only firm commitment offerings and nonshelf-
registered offerings are included. Standard Industrial Classification (SIC) codes are from Securities Data Co.
(SDC).

'Total proceeds raised in the United States, excluding proceeds from the exercise of overallotment options (SDC
variable: PROCDS).
"Number of issues.
'Gross spreads as a percentage of total proceeds (including management fee, underwriting fee, and selling
concession) (SDC variable: OPCTP).
"Other direct expenses as a percentage of total proceeds (including registration fee and printing, legal, and
auditing costs) (SDC variables: EXPTHI(PROCDS)*IO).
'Not available because of missing data on other direct expenses.
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The Costs of Raising Capital 65

more limited number of observations.' For computing the average total direct
costs in Table 1 (and other tables), we add the average gross spread and the
average other expenses. In Figure I we show the average total direct costs for the
four classes of securities, categorized by their gross proceeds.

The Appendix table reports the interquartile ranges for both the gross
spreads and the total direct costs. (We report the interquartile range of the offer
ings for which we have complete data.) The largest variability of spreads occurs
for bonds. As we document below, this can largely be explained based on differ
ences in the credit quality of the issues.

Utility versus Nonutility Offerings

In Table 2 we report the direct costs of raising capital after categorizing
offerings into utility and nonutility offerings. During the early 1990s, utilities
were relatively minor issuers, representing roughly 10 percent of SEOs and
straight bond offerings, and less than 5 percent ofIPOs and convertibles. Spreads
and direct costs are lower for utilities than for nonutilities. This pattern,
previously documented by Bhagat and Frost (1986), may be partly due to the use
of competitive bidding, rather than negotiated deals, for choosing an investment
banker. Alternatively, it may be partly due to the relative noncomplexity oftypi
cal utility offerings.

Debt Offerings and Credit Quality

In Table 3 we report the costs of raising debt capital after categorizing
issues by whether they are investment grade or noninvestment grade.' Following
industry practice, we classify offerings as investment grade issues if they have a
Standard & Poor's credit rating of BBB - or higher."

Inspection of Table 3 discloses that for both convertibles and straight
bonds, spreads are lower for investment-grade issues. For straight bonds, this
difference is especially pronounced. Note that for issues raising less than $60

41fthe offerings with missing expense information have systematically higher or lower expenses than those
for which SDC reports information, our procedure would result in biased estimates of average expenses. To
check this, for a sample of bond offerings in 1994 that are missing expense information, we used the Securities
and Exchange Commission's Edgar electronic database (http://www.sec.gov/cgi-bin/srch-edgar) to find the
expense information. The expenses for these issues are representative of those for which SDC reports
information, suggesting our numbers do not have important biases.

5Following the practice of SDC, we report as separate offerings two bond issues by the same company on
the same day if they have different maturity dates, provided they are not explicitly serial bonds. For example,
on September 22, 1994, Southern Pacific Transport issued two bonds, one with proceeds of $8.1 million with
a coupon rate of 7.61 percent, and the other with proceeds of $8.8 million and a coupon rate of 7.77 percent.
We treat these as two distinct offerings.

6The highest credit rating is AAA, followed by AA, A, BBB, BB, B, C, and D, in order of their perceived
default probabilities. These ratings are further partitioned by pluses and minuses.
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TABLE 3. Average Gross Spreads and Total Direct Costs for Domestic Debt Issues, 1990-94.

Convertible Bonds Straight Bonds

Investment Grade' Noninvestment Grade" Investment Grade Noninvestment Grade
Proceeds'

($ millions) Nd GS' TDC' N GS TDC N GS TDC N GS TDC

2-9.99 0 0 14 0.58 2.19 0
10-19.99 0 I 4.00 5.67 56 0.50 1.19 2 5.13 7.41
20-39.99 I 1.75 2.75 9 3.29 4.92 64 0.86 1.48 9 3.11 4.42
40-59.99 3 1.92 2.43 19 3.37 4.58 78 0.47 0.94 9 2.48 3.35
60-79.99 4 1.31 1.76 41 2.76 3.37 49 0.61 0.98 43 3.07 3.84
80-99.99 2 1.07 1.34 10 2.83 3.48 65 0.66 0.94 47 2.78 3.75
100-199.99 20 2.03 2.33 37 2.51 3.00 181 0.57 0.81 222 2.75 3.44
200-499.99 17 1.71 1.87 10 2.46 2.70 60 0.50 0.93 lOS 2.56 2.96
500-up 3 2.00 2.09 0 II 0.39 0.57 9 2.60 2.90

Total 50 1.81 2.09 127 2.81 3.53 578 0.58 0.94 446 2.75 3.42

Notes: Closed-end funds (SIC 6726), REiTs (SIC 6798), ADRs, and unit offerings are excluded from the sample.
Bond offerings do not include securities backed by mortgages and issues by Federal agencies (SIC 6011, 6019,
6 I II, and 999B). Only nonshelf-registered offerings are included. Standard Industrial Classification (SIC) codes
are from Securities Data Co. (SDC).

'Firms with a BBB- or higher Standard & Poor's credit rating.
'Firms with a BB+ or lower Standard & Poor's credit rating.
'Total proceeds raised in the United States, excluding proceeds from the exercise ofoverallotment options (SDC
variable: PROCDS).
"Number of issues.
'Gross spreads as a percentage of total proceeds (including management fee, underwriting fee, and selling
concession) (SDC variable: GPCTP).
'Other direct expenses as a percentage of total proceeds (including registration fee and printing, legal, and
auditing costs) (SDC variables: EXPTHI(PROCDS)*lO).

million, very few noninvestment-grade issues exist. This reflects that smaller
issues with lower credit quality are commonly placed privately, and thus do not
appear in our sample.

This correlation of credit quality and issue size also explains why in
Tables 1 and 2 straight bond issues do not appear to display large economies of
scale: as the issue size increases, the credit quality of public issuers decreases,
masking some of the economies of scale. Still, in Table 3, where we hold credit
quality constant, the economies of scale for debt issues are more modest than
those for equity issues in Tables 1 and 2. The correlation between issue size and
credit quality also explains why the average spread is so low for bonds with
$40-$59.9 million in proceeds. The average spread of only seventy-two basis
points in Table 1 reflects that for this issue size, economies of scale are largely
realized, while, at the same time, very few noninvestment-grade issuers exist. For
smaller offerings, the lack of economies of scale keeps the average spread high.
For larger offerings, the high proportion of noninvestment-grade issues pushes
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TABLE 4. Direct and Indirect Costs, in Percent, of Equity IPOs, 1996-94.

67

Proceeds' Total Average Average Direct and
($ millions) Gross Spreads" Other Expenses' Direct Costs" Initial Return' Indirect Costs'

2-9.99 9.05 7.91 16.96 16.36 25.16
HH9.99 7.24 4.39 11.63 9.65 18.15
20-39.99 7.01 2.69 9.70 12.48 18.18
40-59.99 6.96 1.76 8.72 13.65 17.95
60-79.99 6.74 1.46 8.20 11.31 16.35
80-99.99 6.47 1.44 7.91 8.91 14.14
100-199.99 6.03 1.03 7.06 7.16 12.78
200-499.99 5.67 0.86 6.53 5.70 11.10
500-up 5.21 0.51 5.72 7.53 10.36

Total 7.31 3.69 11.00 12.05 18.69

Notes: There are 1,767 domestic operating company IPOs in the sample. The first four columns express costs
as a percentage of the offer price, and the last column expresses costs as a percentage of the market price.

'Total proceeds raised in the United States, excluding proceeds from the exercise ofoverallotment options (SDC
variable: PROCDS).
"Gross spreads as a percentage of total proceeds (including management fee, underwriting fee, and selling
concession) (SDC variable: GPCTP).
'Other direct expenses as a percentage of total proceeds (including registration fee and printing, legal, and
auditing costs) (SDC variables: EXPTH/(PROCDS)*IO).
dTotal direct costs as a percentage of total proceeds (the average total direct costs are the sum of average gross
spreads and average other direct expenses).
'Initial return = 100*{[closing price one day after the offering date (SDC variable: PRIDAY)/offering price
(SDC variable: P)] - I}. IfPRIDAY is missing, PR2DAY is used.
fTotal direct and indirect costs = (d + e)/(1 + ell 00), computed for each issue individually (excluding firms with
other expenses or initial returns missing), and then averaged, where d is the percentage oftotal direct costs, and
e is the percentage initial return.

the average spread up. In other words, the average spread of only seventy-two
basis points for this category is not a typographical error.

Although not reported in any table, the average maturity of bond offerings
is about ten years for all of the proceeds categories and investment grades.

Initial Public Offerings

In Table 4 we report not only the direct costs for IPOs, but also the indi
rect costs of short-run underpricing.' Inspection of the table reveals that, con
sistent with previous findings, IPOs are underpriced on average. With average
direct costs of 11.0 percent and average initial returns of 12.0 percent, a typical

7We compute the average initial return only for those offerings for which SDC reports the market price at
the end of the first day of trading or, if this is missing, at the end of the second day of trading. In computing
the average direct and indirect cost, we compute this number for each individual firm for which we have the
gross spread, other expenses, and the initial return, and then compute the average.
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issuer with an offer price of $10.00 receives net proceeds of $8.90 on a share that
trades at $11.20. Taking the difference between the market price and the amount
realized of $8.90, the total direct and indirect costs amount to $2.30, which is
20.5 percent of the market value of $11.20. In Table 4 the average direct and
indirect cost as a percentage of market value is 18.7 percent, since the average
that is reported is the average of this percentage for each firm. (The average ratio
of costs to market value is different from the ratio of the averages.) This number
is less than the 21.2 percent that Ritter (1987) reports for firm commitment
offerings from 1977 to 1982 for several reasons. First, our 1990-94 sample period
reveals less underpricing than in 1977-1982. Second, we exclude offerings of less
than $2 million, whereas he includes them. Third, spreads have experienced some
downward movement the past fifteen years." Still, the direct and indirect costs of
going public are substantial."

Note that we may be understating the extent of the economies of scale.
This is because we are not including the value of any warrants granted to
underwriters as part of their compensation. These warrants are common among
small, speculative offerings underwritten by less-prestigious underwriters. Their
inclusion would boost the average costs of the smallest offerings, but not the
larger offerings. For evidence on the quantitative effect of this omission, see
Barry, Muscarella, and Vetsuypens (1991) and Dunbar (1995).

While the average gross spread on IPOs is 7.31 percent, we find a large
"bunching" at exactly 7.00 percent. Most issues with proceeds of $20-$60 million
have a spread of exactly 7 percent, as shown in the Appendix table.

For IPOs, we include the indirect cost of underpricing in Table 4, but we
do not include this as a cost for other security offerings. This is because of the
lack of economically important underpricing effects for other offerings. Smith
(1977) documents underpricing of 0.5 percent for SEOs. We suspect that much
of this represents the practice of pricing the offering at the bid price, rather than
the mean of the bid and the ask price, and the tendency to round down to the
nearest eighth or integer. For example, if a stock traded at $30.125 bid and
$30.375 ask, it would be common to set a $30.00 offer price. Depending upon
which price had been the most recent transaction price, this would be measured
as underpricing of either 0.4 percent or 1.2 percent. Barclay and Litzenberger
(1988) report excess returns of 1.5 percent for SEOs during the month after
issuing. Since companies typically issue after a large stock price run-up, it is not
clear how much of this 1.5 percent is due to momentum effects, and how

"Calomiris and Raff (1995) report that for convertible bonds, the average spread in 1963-65 was 3.7 percent
and in 1971-72 it was 3.2 percent. Our 1990-94 sample has an average spread of2.9 percent.

"Beatty and Welch (1996) report the average direct and indirect costs for a sample of980 IPOs from 1992
to 1994. Whereas we aggregate auditing, legal, printing, and other direct expenses, they report audit expenses
and legal expenses separately. For all proceeds classes, legal expenses are slightly higher than auditor expenses.
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TABLE 5. Number ofIssues Containing an International Tranche for Domestic Operating Companies
That Are Issuing, 1990--94.

Equity Bonds

IPOs SEOs Convertible Straight
Int'! Tranche?' Int'! Tranche? Int'! Tranche? Int'I Tranche?

Proceeds
($ millions) Yes No Yes No Yes No Yes No

2-9.99 2 335 4 163 0 4 I 31
10-19.99 12 377 12 298 I 13 0 78
20-39.99 45 488 36 389 3 15 0 89
40-59.99 40 175 42 219 0 28 4 86
60-79.99 33 46 45 98 I 46 8 84
80-99.99 25 26 30 41 9 4 2 110
100-199.99 81 25 72 80 22 35 14 395
200-499.99 39 8 48 7 14 13 13 157
500-up 10 0 8 I 2 I 2 18

Total 287 1480 297 1296 52 159 44 1048

Notes: Closed-end funds (SIC 6726), REITs (SIC 6798), ADRs, and unit offerings are excluded from the sample.
Rights offerings for SEOs are also excluded. Bond offerings do not include securities backed by mortgages and
issues by Federal agencies (SIC 6011, 6019, 6111, and 999B). Only finn commitment offerings and nonshelf
registered offerings are included. Standard Industrial Classification (SIC) codes are from Securities Data Co.
(SDC).

'If(TOTDOLAMTIPROCDS) > 1.05, the issue is treated as having an international tranche. TOTDOLAMT is
the total proceeds raised globally, and PROCDS is the total proceeds raised in the United States.

much is due to issue effects. Kang and Lee (1996) document that convertible
bonds are underpriced by about 1 percent on average. Straight bonds, especially
those with high credit ratings, seem to be underpriced very little.

International Tranches

In Table 5 we report the frequency with which domestic operating
companies include an international tranche in their offerings. Recall that we are
excluding Eurobonds from our debt offerings and ADRs from our equity offer
ings. Inspection of the table reveals that equity offerings and convertibles that
raise less than $60 million in domestic trading rarely include an international
tranche. Straight debt offerings, no matter what their size, rarely include an
international tranche. Now, foreign investors can always participate in a domestic
offering regardless of whether it is explicitly marketed overseas. Thus, the exis
tence/nonexistence of an international tranche largely reflects the degree to which
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the selling efforts are expanded to find international buyers. Domestic operating
companies issuing debt with foreign buyers in mind frequently issue Eurobonds. 10

Overallotment Options

The Rules ofFair Practice ofthe National Association ofSecurity Dealers
(NASD) permit firm commitment offerings to include an overallotment option,
where more securities can be sold if demand is strong." Since August 1983, the
size of this overallotment option has been limited to 15 percent of the issue size.
Investment bankers typically have thirty days to exercise this option. In practice,
investment bankers typically presell at least 115 percent of the offering, and then
stand ready to buy back the incremental 15 percent if demand is weak when some
of the buyers immediately sell their securities (a practice known as "flipping"). 12

The NASD Rules of Fair Practice require that investment bankers sell
securities at or below the stated offer price. Normally, all of the securities are sold
at the offer price, but occasionally, if demand is weak, the investment banker
winds up selling some of the securities below the offer price. In this arrangement
the underwriter writes a put option to the issuing firm, with the value of this put
included in the gross spread. The overallotment option can be viewed as a call
option that the issuing firm has written, where investors hold this call.

On securities sold through the exercise of overallotment options,
investment bankers collect the same gross spread as on the rest of the issue.
However, since the direct expenses do not change, these fixed costs are spread
over a larger issue size. Thus, the total direct cost numbers that we report would
be lower if overallotment options were included in the gross proceeds. On the
other hand, since overallotment options are generally exercised only if the issue
is underpriced, the value of this call option is a cost to the issuing firm that we
do not include in our total cost calculations.

In Table 6 we report the frequency with which overallotment options are
used and the frequency with which they are exercised. Inspection of the table
reveals that in recent years, essentially all IPOs have included an overallotment
option. The vast majority of SEas and convertibles include an overallotment
option, but straight bond issues rarely do.

IOThe relative yields on Eurobonds versus domestic bonds also playa role in the decision of what to issue
(see Kim and Stutz (1988)).

"Overallotment options are sometimes called Green Shoe options. The Green Shoe Company was apparently
the first company to use one.

12See Schultz and Zaman (1994) for evidence on the exercise of overallotment options on IPOs. With IPOs,
if the underwriter expects aftermarket demand to be weak, 135 percent of the issue may be presold, with the
underwriter's taking a naked short position equal to the amount exceeding 115 percent of the offering. This
allows the underwriter to support, or stabilize, the price by buying back the increment in open market purchases.
These shares are then treated as if they were never issued. If the underwriter expects the price to jump, typically
only I 15 percent of the issue size will be presold, to avoid losing money on a naked short position.
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The Costs of Raising Capital 73

The frequency with which overallotment options are exercised varies
across security type. In Table 6 we use the SOC classification where an
overallotment option is considered to be exercised as long as at least part of it is
exercised. In practice, most overallotment options are for 15 percent of the issue
size. Most commonly, either all or none of the additional shares are sold, but
sometimes only part of the overallotment option is exercised. On securities sold
as part of an overallotment option, the spread is the same as on the rest of the
Issue.

IV. Conclusions

Firms have many choices for financing their activities: internal versus
external, private versus public, and debt versus equity. This article focuses on
public external financing and documents the cost of this financing from 1990 to
1994. We report the direct costs of raising capital for IPOs, SEas, convertible
bonds, and straight bonds. These are, respectively, 11.0 percent, 7.1 percent, 3.8
percent, and 2.2 percent of the proceeds. We find substantial economies of scale
for all types of securities, although for straight bond offerings, these are largely
exhausted for proceeds over $40 million. Spreads on bonds are sensitive to credit
quality, with gross spreads more than 200 basis points higher on noninvestment
grade issues. Except for bonds, most large issues include an international tranche.
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This paper provIdes an analysis of the choice of method for raising addrtional equity capital
by listed firms Examination of expenses reported to the SEC indicates that rights offerings
involve sigruficantly lower costs, yet underwnters are employed In over 90 percent of the
offerings The underw filing Industry, finance textbooks, and corporate proxy statements offer
several jusnficanons for the use of underw filers However estimates of the magnitudes of these
arguments mdicate that they are insufficient to Justify the additional costs of the use of under
wnters The use of underwnters thus appears to be inconsistent with rational, wealth
rnavrrmzmg behavior by the owners of the firm The paper concludes wrth an examination of
alternate explanations of the observed choice of financmg method

I. Introduction and summary

In this paper I examine an apparent paradox Based on a comparison of
costs, Simple finance theory suggests that lrsted firms should use fights offerings
to raise addrtronal equrty capital, rather than employing underwriters Yet the
majority of firms choose underwritten offerings, rather than fights offerings

In an underwruten offering, underwriters contract to purchase shares from
the ISSUing firm at a price usually set \\ rthrn 24 hours of the offering, and then
resell the shares to the public In a rights offermg the shareholder receives a
right from the firm grving him the option to purchase new shares for each share
owned In secuon 2, I show that \\ uh the proper specificauon of the subscnpuon
price, the proceeds of a rights offering arc Identical 10 the proceeds of an under
wrrtten offering

Not Identical, however, are costs In section 3, I examine the out-of-pocket
costs of underw ntren and rights offerings reported to the Securities and Exchange

*1 would like to thank the partrcrpants at the Public Unhtres Economics and Finance
Seminar, sponsored by AT & T at the Graduate School of Management, Uruversity of
Cahforrua, Los Angeles, and the particrpants at the Finance Workshop, Graduate School of
Management, Uruversrtv of Rochester, especially 1\1 Jensen, J Long, J Maguire, W Mikkel
son, T Miller, R Ruback, L \Vakeman and J Warner This research IS supported b~ the
Managerial Economics Research Center, Graduate School of Management, Uruversuv of
Rochester - .

KAW_R_AGDR1#137_122308 
Page 18 of 57



274 C.J¥. Smith, Jr., Costsofunderwritten versus rightsissues

Commission for issues registered under the Securities Act of 1933 between
January 1971 and December 1975. Rights offerings are significantly less expen
sive. I also examine additional out-of-pocket expenses associated with both
types of offerings. These include extras (options sold to underwriters), un
reported expenses such as employee compensation, and the costs of rights
offerings imposed directly on the owners of the firm. With these costs con
sidered, I find rights offerings still are less expensive than underwritten offerings.

It has been suggested that selling efforts by underwriters raise stock prices
while rights offerings lower them. In section 4 I study price behavior around
the date of the offering. I find no empirical support for the hypothesis that
abnormal positive returns are associated with underwritten offerings. Moreover,
underwriters appear to set the offer price below the market value of the stock
by at least 0.5 percent. While stock prices fall when rights are issued, the fall
equals the market value of the rights received by the shareholder. Examination
of the total rate of return to shareholders around the offer date indicates no
abnormal returns; thus the wealth of the firm's owners is not reduced by a
rights offering.

Section 5 provides an examination of other benefits presumed to accrue from
the use of underwriters. Finance texts, corporate proxy statements, and the
underwriting industry itselfclaim the existence of advantages in timing, insurance,
distribution of ownership and from future consulting advice. My estimates of
the magnitudes of the costs and benefits associated with these arguments are
not sufficient to outweigh the lower costs of rights offerings as a means of raising
capital. I can find no differential legal liability associated with the use of rights
offerings which might explain the observed use of underwriters. Furthermore,
there is no apparent difference in the sets of firms employing the alternative
methods which could attribute the reported cost differences to selection bias.

In section 6, I offer a two-part hypothesis which is consistent with the
observed frequency of employment of underwriters, with their higher costs, by
the majority of listed firms. First, since managers' and directors' interests are
different from those of shareholders in general, their financing decisions are not
always in the best interests of the owners; benefits flow to management from the
use of underwriters although not to shareholders. Second, I hypothesize that the
cost to shareholders of monitoring their directors and managers is greater than
the cost imposed by the choice of the more expensive financing method.

In section 7 I briefly present my conclusions.
A detailed description of the institutional arrangements for rights offerings

and underwritten offerings is not easily available; I have provided one in
Appendix 1. The reader unfamiliar with this institutional material will find it
valuable to read this appendix before the body of the paper.

Appendix 2 presents a Black-Scholes (1973) option pricing analysis of rights
issues and underwriting contracts, given here since general equilibrium analyses
of these contracts have not been published.
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C W Smith, Jr , Costs 01 underwritten versus rights Issues 275

2. Comparison of proceeds from rights and underwritten offerings

In a firm commitment underwritten offering, the underwntmg syndicate
purchases the new shares from the firm at an agreed upon price, and offers the
shares for sale to the public at the offer price If the shares cannot be sold at the
offer price, the underwnung syndicate breaks and the shares are sold for
whatever pnce they wrll bnng The underwriters bear the risk associated With
adverse pnce mo ... ernents , the proceeds to the firm are guaranteed Of course
the difference between the offer price and the proceeds to the firm are expected
to compensate the underwriter for bearing this risk

In a rights offering, each shareholder receives one right for each share owned
This right IS an option Issued by the firm to purchase new shares The right
states the relevant terms of the option, specrfyrng the number of rights required
to purchase each new share, the subscripuon prrce for each new share, and the
exprratron date of the option Smce ISSUing rights IS costly, It IS In the firm's
Interest to Insure the success of the offering A lov... er subscriptron price for the
rights provides this Insurance, a 100\er subscnption pnce raises the market value
of the right and reduces the probability that at the exprranon date of the rights
offering the stock price \\111 be belov... the subscription price There IS a cor
responding fall In the market value of the stock, but thrs fall IS like a stock split
It does not affect the wealth of the 0\\ ners of the firm 1

If the shareholder does not exercise his rights, or does not sell hIS rights to
someone \... ho \\111 exercise the rights, his wealth IS reduced by the market value
of the rights Thus the firm can make the probability of failure of the rights
offering arbitrarily small by setting the subscnpnon price low enough

Thus, since rights offenngs and underwritten offermgs can be specified so that
the amount of capital raised by each IS essentially equivalent, the decisron as
to which method to employ depends on the costs, the firm should employ that
method which has lower net costs

3. Out-of-pocket expenses of rights and underwritten issues

"Expenses Involved In a preemptive common stock rights offering are sigmfi
cantly greater than expenses Involved In a direct offermg of common stock

'The adjustment for the 'split effect' of a rights offering can be calculated as follows The
ex-rrghts pnce of the shares, Px , equals the with-rights price, P"" minus the value of the right,
R

P,,=P..-R.
Ignoring the 'option value' of the right, the market value of a right IS the difference between
the ex-rights pnce and the subscnpnon pnce, P" divided by the number of rights required to
purchase one share, n

R = (P,,-P.)!n
Substituting the second expression mto the first and simphfying Yields

P" = (nP..+P.)!(n+1)
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276 C.W. Smith, Jr., Costs ofunderwritten versus rights issues

to the public due to additional printing and mailing costs, expenses associated
with the handling of rights and the processing of subscriptions, higher under
writers' commissions and the longer time required for the consummation of
financing." 2

3.1. Reported out-of-pocket expenses

To examine the out-of-pocket expenses referred to in the quotation above
(from Commonwealth Edison's 1976 proxy statement) I obtained a tape from
the Securities and Exchange Commission covering the reported costs of all
issues registered under the Securities Act of 1933 between January, 1971 and
December, 1975. The tape contains data covering the following costs: (1) com
pensation received by investment bankers for underwriting services, (2) legal
fees, (3) accounting fees, (4) engineering fees, (5) trustee's fees, (6) listing fees,
(7) printing and engraving expenses, (8) Securities and Exchange Commission
registration fees, (9) Federal Revenue Stamps, and (10) state taxes.

To restrict my analysis to equity issues by listed firms, I established the
following criteria for inclusion: (I) the offering is of common stock and contains
no other classes of securities; (2) the company's stock is listed on the New York
Stock Exchange, American Stock Exchange, or a regional stock exchange prior
to the offering; and (3) any associated secondary distribution is less than 10 per
cent of the gross proceeds of the issue. Table 1 is based on the issues meeting
these criteria.

The data summarized in table 1 contradict Commonwealth Edison's Proxy
Statement. My information, consistent with findings of previous SEC studies,"
indicates that costs are highest for underwritten public offerings, and lowest for
pure rights offerings. Furthermore, the difference in costs is striking. For a
$15 million issue, the reported cost difference between an underwritten public
offering and a pure rights offering is 4.83 percent, or $720,000; and for a $100
million issue the cost difference is 3.82 percent, or $3,820,000.4 Yet under
writers were employed in over 93 percent of the issues examined.

3.2. Extras

Systematic understatement of the costs of underwriting presented in table 1
occurs because extras are omitted. Extras refer to the warrants which are
associated with some underwritten issues and are used as partial payment to the
underwriter. The warrants are options which are usually convertible into the

2Commonwealth Edison Proxy Statement, 1976.
3See SEC (1940, 1941, 1944, 1949, 1951, 1957, 1970, 1974).
40ne empirical regularity in the data presented in table 1 should be noted. To a first approxi

mation, the differences in costs among financing methods are explained by the differences in
underwriter compensation. Compare 'Other Expenses' for Underwriting and Rights with
Standby Underwriting with 'Total Costs' for Rights.
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278 C W. Smith, Jr., Costs of underwritten oersus rights Issues

stock of the firm at pnces ranging Ii om well below to considerably above the
offenng pnce When the underwriters acquire these warrants at a pnce below
their market value, this represents a form of compensation to the underwriter,
and It IS not Included In table I

Although extras have histoncally been most often associated with new Issues,
their use In the compensation of underw nters of seasoned firms IS not unusual
For the years 1971-1972, the SEC (1974) reported that of the 1,599 Issues which
were underw ntten, 530, or 33 I percent, Included extras However, since extras
were included primanly With the smaller offenngs, the total dollar volume of
Issues With extra compensation was only 7 percent of the gross proceeds from
all underwritten offermgs

The average exercise pnce of the warrants granted as a percentage of the
offenng pnce was II 72 percent A lower bound on the value of the opt.on IS
the difference between the subscnpuon pnce of the offerrng and the exercise
pnce of the extras, here that IS 88 28 percent of the subscnption price 5 Since
these warrants are typically purchased by the managing mvestrnent banker at a
rmmrnal pnce, usually one to ten cents. the options appear to be srgmficantly
underpriced The SEC also found that the average ratio of shares granted the
underwriters through extras to the number of shares offered In the underwntmg
was 7 99 percent To assess the Impact on the figures reponed In table I, assume
that the value of the warrant IS 80 percent of the offering price, that the under
writer pays 5 percent of the offenng pnce for the extras, and that the ratio of
warrants received as extras to shares offered through the underw nung IS 007,
then the compensation represented by the extras would be 4 95 percent of the
total proceeds These numbers suggest that for the Issues employing extras, the
figures In table 1 understate the underwriters' compensation on the order of
50 to 100 percent

33 Unrepoited out-of-pocket evpenses

Such Items as the opportunity cost of the time of the firm's employees and
postage expenses" are not included in the summary of costs reported In table 1
However, unreported employee expenses are unlikely to explain the deviatrons
reported In table I For a $15 million Issue, the $720,000 difference would not
be explained If 20 employees w ith an average salary of $30 thousand worked

'ThiS IS a conservative estimate of the value Merton (1973) has demonstrated that the lower
bound on the value of an option IS the difference between the stock pnce and the discounted
exercise price

6'\lthough postage expenses are not reported to the SEC, esn-nates were obtained from
summanes of expenses reported to the New York State Public Utilities Cornrrussion for a
sample of firms For the sample, the maximum postage expense as a percentage of total
proceeds was one-tenth of one percent Even If this were understated by a factor of ten, It
would be of insufficrent magnitude to explain even the smallest reported difference In costs
Moreover, the marginal postage expense could be reduced to zero by mailing the rrghts wuh
other required mailings, such as dividend checks or quarterly reports
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C W. Smith, Jr, Costs ofunderwntten versus rights Issues 279

full time on a fights offenng for a year For a $300 million Issue the difference
In reported costs of underwnnng versus a rights Issue exceeds $1I million, It
would require over 350 man-years to explain this difference

It should be noted that expenses allocated to raising capital do not reduce the
tax liability of the firm 7 These expenses are deducted from the capital account
without affecting the Income statement Thus, the use of Internal resources can
lower the tax lrabrlrty of the firm If It IS more expensive for the Internal Revenue
Service to monitor the allocation of Internal resources between capital raising
activities and other acnv mes In the above examples, If the firm's marginal tax
rate IS 50 percent, and If they were able to deduct all their wages for tax purposes,
the required number of man-years to explain the reported cost differential would
be doubled

There are strong reasons to believe that table I also omits significant un
reported costs of the ISSUing firm's employees' tune for undcrwntten offenngs
There are Important parameters (e g. the offering pnce and the fee structure)
\\ hich must be negotiated between the underw ruer and the representatives of
the firm, these parameters have wealth imphcauons for the owners of the firm
as well as the underw mer Such negotianon can be lengthy and usually directly
Involves top management These unreported costs of underwrinng must be
sigruficantly greater than the costs of setting a subscnpnon price for a nghts
Issue, since the subscnpnon price has no wealth Implications for the 0\\ ners of
the firm as long as It IS 10\\ enough to ensure that the rights Will be exercised

Moreover, with an underwritten Issue the firm has the same tax mcentives to
substitute Internal for external resources If It IS more expensive for the IRS to
monitor the allocation of costs of internally acquired resources to capital raismg
acnviues than of those \\ hrch are externally acquired Thus, It IS not clear that
fights offenngs employ fewer unreported internal resources than do under
written offerings

34 Costs unposed directly 011 shareholders

If a shareholder chooses to sell hrs fights, he Incurs transactions costs and tax
liabilities These costs, although not borne by the firm, are relevant because they
affect the \\ ealth of the owners 8

7 If tbe firm sells bonds rather than stock, the COSIS of selhng the Issue can be amortized over
the life of the Issue In no case, however, may these costs be expensed either for tax or reporting
purposes

"There IS a limited benefit from ISSUing rights to the 0\\ ners of the firm under Regulation T,
the Federal Reserve regulation restricting margm credit For an owner who wishes to borrow
to acquire addiuonal stock, Reg T provides for the establishment of a 'Special Subscnpnon
Account' which lowers the effecnve margin requirement by perrmttrng a customer to purchase
on an installment baSIS a margin security acquired through the exercise of subscription rights
expiring wrthrn 90 days Under thrs provisron, 75 percent of tbe market value of the acquired
stock can be borrowed rrunally Quarterly installments are required over a 12 month penod to
bring the posuron up to proper margin
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To determme the Impact of the sellmg costs, let us assume generally extreme
values for the relevant parameters For small dollar transactions (less than
$1.000), the brokerage fee can be as much as 10 percent And for rights, the
bid-ask spread can be as high as 10 percent. this represents another sellmg cost
If half the bid-ask spread IS taken as an rrnphcit seiling cost the total cost can
be as much as 15 percent of the value of the rights To make the figures com
parable to those 111 table I, calculate transactions costs as a fraction of the
proceeds of the offering to the firm The 15 percent must be mulnphed by the
ratio of the value of the rights to the total proceeds Fur the offerrngs 111 the
sample, this ratio was approximately 10 percent If all mdrvrduals sold their
rights, transactions costs would be I 50 percent of the proceeds. a figure less
than the difference 111 transactions costs for any repot ted issue size 9 But nghts
offermgs are generally 50 pel cent subscribed by e visung -hareholders \\ ho do
not bear these transactions costs 10 Therefore this co-t appears to be less than
one pel cent

Selling rights also has tax consequences for the shareholder For tax purposes,
the cost baSIS of the stock must be allocated between the stock and the rrghts
\\ hen the nghts are received based on the market \ a lues of the nghts and stock
at that time II The acqursrnon date 01 the nghts for t(l\ purposes IS the date on
\\ hich the stock ISSUing the rrghts IS acquired If the stock has nsen III value
srnce It was acquired. a relevant cost of employing a rights offermg IS the
difference between the shareholder tax habihtv incurred now and the present

• I '
value ofthe ta xes \\ hrch \\ ould hal e been paid had the rights issue not occurred -

To determine the Impact of this cost again postulate generally extreme values
for the relevant parameters Assume (I) that the marginal tax rate for the
average shareholder IS 50 percent (note this would be an unattainably high rate
If the capital gain II ere long term), (2) tha t 111 the absence of the rights offermg
the taxes could hale been postponed forever (3) that the allocated cash baSIS
for the rights IS 50 percent of the current rrghts prrce (4) that the ratio of the
value of the fights to the proceeds of the Issue IS 10 percent, and (5) that only
20 percent of the current stockholders subscribe to the rights offermg In this

"Note that since the expenses associated wuh raismg equity capual are not tax deductible,
these figures are comparable without lurther adjustment

10 Estimates vary but ballpark figures on how investors react [to rights offerings] are as
roll0\\ , 50" 0 evercise their r ights 40 0

0 'ell out for cash, and 10 0
0 do nothing [Vanishing

Riahts' (Mav 2. 1977\ Barron S 0 25 1
. ~llr the farrrnarket value 01 the rights" less than fitteen percent 01 the lair market value
or the Slack, the shareholder can choose to set the baSIS or the nghts at zero leal mg unaffected
the baSIS 01 the stock The shareholder might choose this alternanve rf the cost of the book
keeprng exceeded the present value 01 the [ax saving or II he anucrpated bemg In a higher tax
bracl..et when hrs remaining holding, were sold

I 'See Bailey (1969) lor a discussion 01 the eflecnve rate or capital gains tax, or-counted to
reflect the liability deferral
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C W Smith, Jr , Costs ofunderwntten versusrtghts Issues 281

case, the cost would be 2 percent of the capital raised by the firm This IS less
than any reported cost differential In table I I 5

One other argument involving shareholder-borne costs has been offered by
Weston and Brigham (1975) They argue that In a rights offenng some stock
holders may neither exercise nor sell, and by allowing their rights to exprre
unexercised they Incur a loss 16 However, If an oversubscnption pnvilege IS

employed with the offering, current owners In the aggregate receive full market
value for the shares sold Admittedly, the oversubscription pnvilege affects the
drstnbution of wealth among the owners, but It does not Impose costs on owners
as a whole

4. Security price behavior associated with rights and underwritten offering

4 I Rights offerings lower lite SIO£!,. price

"A fights offering, under market condrtrons then exisnng, could well have a
long-term depressmg effect on the market pnce of the stock" 1 7

GIven the Investment pohcj of the firm, a rights offering wtlllo\\er the pnce
of the stock In both the short run and In the long run as AT&T s Proxy
Statement suggests But this IS Irrelevant to the choice of financing methods
because the drop In pnce IS not a reducuon In the \\ ealth of the owners and thus
cannot be considered a cost of a fights Issue

The fall In the stock price \\ hen fights are Issued can be Illustrated by the
following argument RIghts give the shareholders the option to purchase new
shares at less than market pnces Other things equal, the total market value of
the film after a fights offenng, V, wrll then be the previous value, V' plus the
subscriptron payments, S

v= V'+S ( I )

The per share prrce before the offermg IS V'[n, where II IS the number of old
shares If m new shares are sold, the per share price after the offering,
(V'+S)/(n+m) must be Jess than the pnce per share before the offermg 18

I 'If taxes were Important, firms would avoid nghts offerings when share prices had nsen
However the evidence presented In table 2 shows that, on average, firms have had abnormal
posruve pnce changes during the 12 months before an offenng

16Stockbrokers holding secunnes for safekeeping do not alloy, the warrants to expire
unexercised If no instrucnons are received, the broker .... ,11 sell the nghrs irnrnedrately before
expiration

17Amencan Telephone and Telegraph Co, Notice of 1976 Annual Meeting and Proxy
Statement

18Also note that arbitrage profits must not be available When a stock trades ex nghts, a
nght IS Issued for each share outstanding At the ex rights date, the expected change In the
stock pnce must equal the expected value of the right, or profit opportunities would exist If
the sum of the ex Tights value of the stock plus the value of the Tightat the ex Tights date were
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282 C.W. Smith, Jr., Costsofunderwritten versusrightsissues

The fall in the stock price on the ex rights day is similar to the expected fall in
the stock price at the ex dividend date. The two cases differ only in what is
distributed - in the latter instance cash, in the former rights. Thus, the fall in
the stock price simply reflects the fact that the shareholders have been given a
valuable asset, the right.

The argument that the fall in the stock price is a relevant cost of a rights
offering also appears in two related forms: (1) if an underwriter is used, the
firm can raise a greater amount of capital with the same number of shares;
(2) a rights offering lowers the earnings per share of the firm.19 Both statements
are true but if the fall in the stock price equals the market value of the rights,
then the impact of the additional shares issued through the rights offering is the
same as that of a stock split and the wealth of the owners of the firm is
unaffected.

To examine whether, after correcting for the expected normal fall in the stock
price, there were also abnormal price changes,"? I studied the 853 rights
offerings on the CRSP master file between 1926 and 1975. Following Fama,
Fisher, Jensen and Roll (1967), I estimated the regression,

(2)

where R j t is the return to security j in month t, adjusted for capital structure
changes (including rights offerings) and Rmt is the return to the market portfolio
in month t, I estimated (2) for each of the 853 offerings, using data from the
CRSP monthly return file, excluding the 25 months around the date of the
offering. Setting t = 0 for the month of the rights offering, I used the estimated
!Xj and Pj to calculate the Bjt for each security for the 25 months around the
offering. I then calculated the average residual over all firms for each month
in the interval -12 to + 12. The average residuals were then cumulated from
month - 12to the event month. The results are presented in table 2 and figure 1.

In the months subsequent to 'event month minus two' the average residuals

systematically different from the value of the stock immediately before the ex rights date, then
profits could be made by taking an appropriate position in the stock upon the announcement
of the rights issue.

19'Thus, if the amendment [to remove the preemptive right from the corporate charter] is
adopted, the company will be able to obtain the amount of capital needed through the issuance
of fewer shares. Over a period of time this Will result in slightly less dilution, higher equity
value per share and better earnings per share.' [Commonwealth Edison Proxy Statement,
1976.]

2°E.g., Commonwealth Edison suggests, 'Selling pressures often unduly depress both stock
and rights values during the two or three week offering period which is a practical necessity
when stock is sold with preemptive rights. Because the majority of stockholders do not exercise
their rights but offer them for sale, the market value of the rights is driven far too low.
Outsiders are then able to benefit by selling large amounts of stock during the offering period
while buying rights for almost nothing and then exercising their rights to purchase stock at a
discount to cover their sales. As a result, rights offerings tend to cost the company more than
the rights themselves are worth to the stockholders who get them.'
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C.W. Smith, Jr., Costs of underwritten versus rights issues 283

are all insignificantly different from zer0 21 and there is no significant sign
pattern in the time series ofaverage residuals. The cumulative average residuals
in table 2 are also at approximately the same level three months before the

Table 2
Summary of average residual and cumulative
average residual analysis of 853 rights offerings
between 1926 and 1975 for the 25 event months

[-12 to +12] surrounding the offer date.

Event
month

-12
-11
-10

9
8

- 7
- 6
- 5
- 4

3
2

- 1
o

+ 1
+ 2
+ 3
+ 4
+ 5
+ 6
+ 7
+ 8
+ 9
+10
+11
+12

Average
residual

0.00721
0.01004
0.00255
0.00629
0.00388
0.01062"
0.00750
0.00622
0.01334"
0.00662
0.01624"

-0.00649
-0.00739

0.00779
0.00412
0.00405

-0.00110
-0.00047

0.00053
-0.00338
-0.00387

0.00256
-0.00264
-0.00013
-0.00476

Cumulative
average

0.00721
0.01725
0.01980
0.02609
0.02997
0.04059
0.04809
0.05431
0.06765
0.07427
0.09051
0.08401
0.07663
0.08441
0.08853
0.09258
0.09149
0.09102
0.09155
0.08817
0.08430
0.08686
0.08422
0.08408
0.07933

"Greater than 2cT. (Computation of the standard
deviation is described in footnote 21.)

offering, on the date of the offering and 12 months after the offering. The
significant positive residuals prior to the offer date are to be expected because
of selection bias; firms which raise capital tend to have been doing well.

21 As an estimate of the dispersion of an average residual, the approximation
0'2 = (0'2M/r2)(l-r 2)/N

was employed where 0'2M is the variance of the market return, r 2 is the squared correlation
coefficient between the return to an asset and the market return, and N is the number of
securities in the sample. If O'M is 0.089 [from Black Jensen Scholes (1972)], r 2 = 0.25, and
N = 853 then 0'2 = 0.000028 and 0' = 0.00528.
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284 C W Smith, Jr., Costs of underwntten versus rights Issues

The results presented In table 2 are consistent with previous studies of this
question Nelson (1965) examined all the rights offenngs by firms listed on the
New York Stock Exchange between January I, 1946 and December 31, 1957.
He found after the pnce senes IS adjusted for the 'split effect' In the rights
offenngs and general market movements are removed, pnces SIX months after
a rights offering are not sigruficantly different from prices SIX months before the
offenng 22 Scholes (1972) found that the pnce of shares generally rose 111

value before the Issue, fell 0 3 percent during the month of the Issue, but
experienced no abnormal gams or losses after the Issue

02

w
~
a:
w

~ -01 ------------------------------ -20"

,
o

,
-6

-oJ.....,---.-----.-----.-----.--
-12

I i
6 12

EVENT MONTH

Fig I Plot of average residuals for 853 rrghts offerings between 1926 and 1975 for the 25 event
months [- 12 to + 12] surrounding the offer date

4 2 Underwriters Increase the stock price

Some argue that underwriters cause an Increase In the stock pnce (I) by
increasing 'public confidence' through external certification of the legal,
accounting, and engmeermg analyses and (2) by the sellmg efforts of the under
wntmg syndrcate.j '

To examine the behavior of stock pnces around the offer date of under
written offerings and fights offerings, I obtained the returns for those secunnes
which were included both 111 the sample of 578 firms covered In table I and on
the CRSP dally return file There were 344 underwntten offermgs and 52 rrghts
offermgs In this sample I set the offer date equal to day zero for aii offermgs
and formed a portfoho of underwritten offermgs and a portfolio of nghts
offerings I weighted secunties In the portfolio of underwritten offermgs so that

22The 'split effect' adjustment used by Nelson I~ derived in footnote I
2JSee e g Bugham (1977, pp 473-474)
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the two portfolios had equal betas. Then I calculated the difference in the
portfolio returns for the 130 days before and 130 days after the offerings. The
difference in average returns between two portfolios with equal risk will measure
abnormal returns from either underwritten offerings or rights offerings. Table 3
presents the results for the period 20 days before the offering to 20 days after the
offering; and figure 2 graphically presents the results for the period 40 days
before to 40 days after the offering.

The average difference in returns to the two portfolios over the 260 days
around the offer date is +0.00006, with a sample standard deviation of0.00265.
Therefore rights offerings have marginally higher returns during the 40 days
around the offer date, but there is no obvious abnormal price behavior around
the offer date for either underwritten offerings or rights offerings.
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Fig. 2. Differences in daily returns between a portfolio of 52 rights offerings and a portfolio of
344 underwritten offerings for the 81 event days (-40 to +4OJ surrounding the offer date.

(Portfolio weights are adjusted so that the two portfolios have the same beta.)

That underwriters are unable to generate abnormal positive price behavior
should not be surprising. The firm always has the option of disclosing more
information than is required by the Securities and Exchange Commission.
The firm will expend resources on certification by external legal, accounting,
and engineering firms until the net increase in the value of the firm is zero.
Since the firm can contract for external certification of any disclosure, the benefit
of whatever 'expert' valuation by the investment banker associated with an
underwriting is limited to the difference in costs between certification through
the underwriting process and independent certification.

But if underwriters are employed they influence the firm's decision about the
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Table 3
Differences in dally returns between a portfoho of 52 nghts offermgs and a
portfolio of 344 underwritten offerings between January 1971 and December
1975 for the 41 event days [-20 to +:0] surrounding the offer date (Portfoho

weights are adjusted so that the two portfohos have the same beta )

Event Rights average Underwritten Difference Cumulative
day return average return (rights-und ) difference

-20 -0000361 -0003007 0002646 0002646
-19 -0001642 -0001523 -0000120 0002526
-18 0000072 -0001361 0001433 0003959
-17 -0001325 0000175 -0001500 0002458
-16 -0001134 -0000231 -0000902 0001556
-15 -0002865 -0001229 -0001636 -0000080
-14 -0002245 0000732 -0002977 -0003057
-13 -0004471 0000949 -0005420 -0008477
-12 0001722 0001110 0000611 -0007866
-II -0002834 -0000264 -0002570 -0010436
-10 -0001226 -0000125 -0001102 -0011538

9 0001961 0000960 0001000 -0010537
8 -0004966 0001151 -0006117 -0016654
7 0001031 0001327 -0000296 -0016950
Ii o()()2433 -0001257 0003690 -0013260

-0002373 0002069 -0004442 -0017702
~ 0002180 0001384 0000797 -0016905

- 3 0001978 -0001284 0003262 -0013642
- 2 -0000570 -0000557 -0000013 -0013656

I 0004425 -0000803 0005228 -0008428
0 0001413 0000583 0000829 -0007598
I -000000o 0000054 -0000054 -0007653
2 0003127 -0000605 0003732 -0003921
3 -0001182 -0000700 -0000482 -0004403
4 0003059 -0001195 0004254 -0000149
5 0005288 0000710 0004577 0004428
6 0000311 0000477 -0000166 0004262
7 -0002551 0000206 -0002757 0001505
8 0004396 0001072 0003324 0004829
9 0000851 0000221 0000630 0005458

10 0001601 0000720 0000881 0006339
II 0004703 0000768 0003934 0010273
12 0002369 0000099 0002271 0012544
13 0004764 -0000502 0005267 0017811
14 -0000734 -0000495 -0000239 0017572
15 0002944 -0000527 0003471 0021043
16 -0001089 -0000790 -0000299 0020744
17 -0001809 0003065 -0004874 0015870
18 0001228 -0002196 0003424 0019294
19 0000169 0000458 -0000289 0019004
20 -0000823 0000711 -0001534 0017471
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level of disclosure The underwriters will request that level of disclosure for
which the marginal private costs and benefits to the underwriter are equal
Given the legal Iiabthty of underwriters under the 1933 Act, the incentives of
the firm and underwriter can differ Any divergence from the level of disclosure
which maximizes the market value of the firm Imposes a cost on the shareholders,
and underwriters do ask for 'comfort letters' from accountants, frequently
requiring expensive audrtmg procedures not produced without underwriters
Thus, I conclude that the disclosure incentives of the underwriters lead to an
over-Investment In mforrnatron production However, the costs of this over
Investment should be reflected In the figures In table I

43 Do underwriters underprice the securtttes ?

In Ibbotson's (1975) study of unseasoned new Issues he found that the offer
price on average IS set II 4 percent below the market value of the shares If
seasoned new Issues are also underpriced, the difference between market value
and offer price \\ ould represent another cost of employing underwriters

There are reasons to believe that underwriters underprice the seasoned new
Issues For a firm commitment underwntmg agreement the Rules of Fair
Practrce of the National ASSOCiation of Secunues Dealers/" require that once
the offer pnce IS set, the underwriter cannot sell the shares at a higher price.
If the offer pnce IS set above the market value of the shares excess supply results
If the offer pnce presents a binding constraint to the underwriter, the hrmt order
placed with the specialrst by the managing underwriter results m the purchase
of additional shares at the offer pnce If continued thrs purchasing \\ ould cause
the underwntmg syndicate to break Since very few underwntmg syndicates
break,25 the rrnphcatron must be either that the offer price IS generally set below
the market value of the shares, or that the offer price constraint can be cir
cumvented

There are two ways In which the offer price could be circumvented FIrst,
for hot Issues (I e , underpriced Issues for which there IS SIgnificant excess
demand) the underwriters allocate the shares to preferred customers One way
to achieve preferred customer status IS to purchase Issues for whrch there IS an
excess supply Second, underwriters employ 'swaps' In a swap, the underwriter
buys another secunty from a customer while seiling the underwritten security at
the offer price Through thrs tre-in sale, the underwriter can shift the profit or
loss These two tymg arrangements allow the underwriter to mirumrze the
Impact of the regulation

24Although the rules of fair practice were established by the NASD, and not Congress or
the SEC, there IS little difference In the Impact These rules are a response to the SEC's self
regulatory posinon If the SEC found them unsatisfactory the SEC could establish superseding
regulation

"See History 0/ Corporate Finance for the Decade (1972)
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To see If seasoned new Issues are underpriced I calculated the return 1'1 om the
closing price the day prior to the offer date to the offer pnce. and the return from
the offer price to the close on the offer date For the 328 firms with the rcquisrte
data, the average return from the close to the offer price IS -00054 and the
average return from the offer price to the close on the offer date IS +00082
For the 260 days around the offer date the average dally return IS 00005 With
a sample standard deviation In the lime senes of average returns of 00013
Therefore, both figures, although much smaller than the II 4 percent found by
Ibbotson, are SIgnificantly different from the average darly return 26 Thus the
underpncmg Imposes an addiuonal cost on the owners of the firm of between
05 and 08 percent of the proceeds of the rssue, a cost which I~ not reflected
In table I

5. Miscellaneous arguments favoring underwritten offerings

5 I InSUI once

It IS frequently argued that employing an underwriter provides an 'msurance
pohcy , reducing uncertainty of the offering's success 27 In effect. the firm

260ne difference between Ibbotson's unseasoned issues and the seasoned issues examrned
here 15 that the unseasoned shares trade on the ore market One h) pothesis \\ hich has been
suggested to explain the ditterences In the result, IS that the underpncing b a method of com
pensanng the underwriter for maintaining a secondary market In the secunty Although the
argument can explain w hy underwriter's compensation (including underpncing costs) for un
seasoned rs-ues I~ higher than for seasoned rssues it does not evplatn the drfterennal under
pncmg

nAnother type of 'insurance' might be relevant If matenal error, are found In the regis
trauon statement of a public rssue, parues \\ ho allege damage can bring SUit The SUIt typically
names as co-defendants the firm, the board of directors of the firm, the firm s accountants, and
the firm s underwriter If the underwruer assumes a large share of the liability for the error,
sheltenng the firm from SUit, then the underw tiler \\ III receive a normal compensation for
bearing that nsk

Direct evrdence on the hypothesis that underwnters reduce the firm's liability in case 01 a
SUit IS expensive to obtain, economic studies of secunues Iraud SUits hale not been published
However mdrrect ev rdence suggests that thr- factor cannot be of a sufficiently large rnagrutude
to make this an Important factor In the choice of underwrnten issues O'er rights issues First,
damage must be demonstrated - I e m addtuon to finding a matenal rrusstaternent m the
registrauon statement, the share prrce must hale fallen alter the offenng Second, the under
writers explicitly seek to limn their liability as much a, 15 legally teasible '{Lsuer-Underwruer
Indernruficanon] agreements are uruversallv used m today , underwriung These agree
ments, although vary mg m specific language prov Ide essenually for mdernruricauon of the
'passively' guilty part} bv the party \\ hose ormssions or rmsstaternents were the source of the
habrhty , (See 'The Evpandrng Lrabihtv of Secunty Underwriters", DUke Law JOII/I/al, Dec
1969, pp 1191-1~-l6) Thus underwriters contracts see" to numnuze their exposure m thi-,
area Third It the courts imposed a srgruficant share of the responsibrhty for material error,
on the underw nter, It would be evpected that accounting firms would recognize tlus b) oflenng
lower rates for secunnes work to firms employing underwriters Thrs does not seem to be
the case At least \\ hen this issue was raised \\ uh several partners of eight big accounting firms,
thrs eftect \\ as dented The judicial procedure tend, to mal e the habrhty of each of the group,
of defendants m this I) pe 01 ,Uf! \ IrlUall) rndepen.Ienr,
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purchases an option to sell the shares to the underwriter at the offer price
(See Appendix 2) Note four things about this option FIrst, In an underwritten
Issue, the offer price IS not set generally until within 24 hours of the offenng
when the final agreement IS signed, and hence the net proceeds ale not deter
mined until that time Second, as shown In secnon 43, the offer price on
average IS set below the market value of the stock Thus, the firm purchases a
one-day option to sell shares at a discount of1percent below their market value
Third, subject to certain condinons specified In the letter of Intent, the under
writer has the option of backing out of the tentative agreement until the date the
final agreement IS Signed Thus, the 'Insurance policy' IS of limited value because
ItS effective duration IS short Fourth, as argued above, the subscripnon price
for a rights offering can be set low enough so that the probability of failure of
the rights offering becomes arbitranly close to zero So an alternate source of
"self-Insurance' IS available through the rights offering For these reasons, the
possible value of the "Insurance policy' associated With underwritten Issues must
be small

52 Ttmtng

Commonwealth Edison claims that the proceeds of an underwritten rssue are
available to the firm sooner than In a rights Issue 28 But timing benefits provided
by underwriters must be small FIrst, the settlement date for an underwritten
Issue IS generally seven days after the offer date, while the settlement date for a
rights offering IS generally seven days after the exprrauon of the offering Since
the offering generally lasts about 18 days, any reasonable estimate of the cost
In terms of the lost Interest which would be Imposed on the firm by waning
that short period of time would have to be small Second, since It IS not expected
that the rights will be evercised prior to their exprranon."? the owners of the
firm have the use of the funds dunng the period of the offering Thus, the time
period whrch entails an opportunity cost of the funds IS reduced to a seven
to ten-day period both for rights and underw ritten offerings Third, If the
sen Ices provided by the underwriter and transfer agents are compeunvely
supplied, the fees charged Will reflect the opportunity cost of the funds at their
disposal This would Imply that the timing cost IS Impounded In the figures 10

table I And fourth, unless there IS an unforeseen urgency associated with
obtaining the funds, the firm can simply Initiate the nghts procedure at an
earlier date

Moreover, under certain Circumstances, the registration procedure with the
SEC IS SImpler when a rights Issue IS employ ed It IS my belief that \'v uh a rights
offering, the SEC IS more Irl:ely to presume a regular dialogue between the firm
and ItS owners and thus Impose less restncnve disclosure requirements There-

28Commonwealth Edison Proxy Statement, 1976
29See Merton (1973) or Smith (1976)
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fore, the time until the registration becomes effective can be expected to be
shorter with a fights offermg than with an underwritten offermg. This shorter
registration time reduces the total time from the pomt where the deCISIOn IS
made to raise addrtional capital to the receipt of the proceeds.

53 Dtstrtbutton ofownership

Weston and Brigham (1975) argue that underwriters provide a wider distribu
non of the secunties sold, 'Iessenmg any possible control problem' Smce
change 10 control may result In a change In management, this IS likely to be a
relevant Issue for the current management. Yet It IS not clear that possible
control problems should be a concern of the owners I know of no reason to
believe that one group of owners IS any better (I e , will pnce the firm any higher)
than another group

Furthermore, It IS not obvIOUS that underwriters will achieve a wider dis
tnbunon of ownership than will a rights offenng For most rights offermgs of
listed firms, the consensus among Investment bankers IS that the subscnption
rate of the current owners of the firm ranges from 20 to 50 percent It IS difficult
to estimate what percentage of an underwritten Issue IS purchased by the
current owners of the firm, but there IS no reason to believe It IS zero Further,
underwntten Issues seem to attract more mstttutional interest, resultmg In large
block purchases and therefore more concentrauon of ownership

These factors preclude any general conclusions about the effect of financing
method on ownership drstnbution With this uncertamty It IS not clear that
management, even If concerned with control Issues, should prefer the use of an
underwriter

5 4 Consulttng adotce

Van Horne (1974) suggests that 'advice from investment bankers may be of a
contmumg nature, with the company consulting a certain investment banker
or group of bankers regularly' It IS more expensive for the firm to compensate
the investment banker for future consulting services by mcludmg In the under
wnting fee a payment for the present value of the expected advice Costs incurred
In rarsmg capital are not tax deductible, they directly reduce the capital account
and do not enter the mcome statement Thus, compared to separate billmg for
services rendered, paying for future consulting through a higher underwnting
fee doubles ItS cost for a firm With a marginal tax rate of 50 percent

55 Expected legal costs

If there were a law, regulanon, or merely an unresolved judicial principle
which might Impose addrtional habihty on a firm usmg rights offenngs, then the
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expected legal costs of us109 fights could explam the observed use of under
writers But I can find no differentral legal liability associated with the use of
fights offenngs

5 6 Selection bias

If the firms which employ fights offerings were systematically different from
the firms which employ underwntten offerings, then the observed cost differences
could beattnbutabletoselectton bias It could be that If the firms which employed
underwriters had used rights, their expenses would have been greater

There IS a sigruficant difference 10 the betas of the firms In the two groups
I calculated the betas for those firms In the sample which were listed on the New
York Stock Exchange and included on the dally CRSP tape The average beta
for the 344 underwritten offenngs IS 0 731 With a standard deviatton of 0 560,
and the average beta for the 52 rights offerings IS 0493 with a standard deviauon
of 0330 But I can find no other systematic difference between the two
populations

Exammation of the data shows Similar distnbuuons of firms across industnes ,
808 percent of the firms employmg TIghtsand 73 2 percent of the firms employ
mg underwritten offenngs were utilities (electric, gas, or telephone companies)
I attempted to predict the choice of underwntten versus Tights offenng based on
the followmg vanables (I) the percentage of the firm which IS sold through
the offering, (2) the market value of the firm. and (3) the vanance of the returns
on the stock The r 2 for the regression IS 0 016 None of the t statistics for the
vanables appears to be Significant

Although differences exist between the two sets of firms, the nature and
magnitude of the differences seem insufficient to account for the observed cost
differences

6. A monitoring cost bypothesis

6 I Why not momtor the choice of'financmg method?

My exammanon ofalternative financing methods suggests that rights offerings
are srgrnficantly Jess expensive than underwritten offerings Yet underwnters
are employed In over 90 percent of the offenngs studied One hypothesis con
sistent With the evidence IS (I) managers and members of the board of directors
receive benefits from the use of underwriters which do not accrue to the other
owners of the firm, and (2) the expenses which would be Imposed on the owners
of the firm by morutonng the managers and directors m the choice of financing
method are greater than the costs without morutonng

Managers or members ofthe board ofdirectors may recommend that offerrngs
be underwritten because their welfare Increases as a by-product of the use of

KAW_R_AGDR1#137_122308 
Page 36 of 57



292 C W Smull, Jr , Costs ofunderwrttten t.ersus rights issues

underwriters 111 several ways 30 First, firms frequently include an investment
banker as a member of the board of directors It IS in his interest to lobby for
the use of underwriters. particularly the use of his investment banking firm
as rnanagmg underwriter Second, there IS the POSSibility of 'bnbery' ThIS may
be simply consumption for the managers and directors through '\\ mmg and
dmmg' by the underwriters But there IS a more Important possibility In an
underwritten Issue, If the offer pnce IS set below the market value of the shares,
the Issue \\ III be oversubscribed To handle this excess demand, underwriters
ration the shares In the ratrorung process the underwnters presumably favor
their preferred customers, and prefer red customer status could be given to key
management people or members of the board of directors of firms employing
the underwriter This form of payment .... ould be virtually Impossible to detect,
since the shares the officer of Company A would favorably acquire are those
of Company B and would therefore call for no disclosure JI

Further possible benefits to managers Include the reduction of possible
control problems, If underwntten offermgs produce a Wider drstnbuuon of
0\\ nershrp than rights offermgs Finally, managers \\ hose compensation IS
a function of reported profits \\ III prefer an underw nter's fee \I. hich includes a
payment for futu: e consulting advice, the manager's compensation will be higher
because payment through underwntmg does not affect reported profits while
separate billrng for consultmg does

Jensen and Mecklmg (1976) show that the costs which the managers and
directors can Impose on the other owners of the firm are lirnued by the costs of
momtonng their acnvrnes Thus the cost to shareholders of morutormg the
method of'rarsmg capital must be greater than the costs Imposed by the financing
method chosen Given the drspersion of 0\\ nershrp m model n corporations, the
benefit to any single shareholder from votrng hrs shares IS small Thus the costs
that he would rationally Incur 111 voung are small,32 and the resources the
shareholder would rationally devote to deciding w hether a 'yes' or "no' vote IS
more 111 hrs Interest are few Moreover, voting procedures in most corporations
ensure that management has a disproportionate voice 111 the outcome Manage
ment IS often assigned votes by proxy, and tn many firms management has the

30Certaln management compensation plans, such as stock option plans. make managers'
compensauon a funcnon of the Price of the firm's shares If the compensanon plan were not
adjusted to reflect the effect of the rights offenng on the share price, management could be
expected to provide a strong lobby In favor of employing underwnters In fact, however,
employee stock option plans have general clauses calling for adjustment of the terms of the
plan to reflect relevant capital structure changes Furthermore, most plans Include specific
reference to nghts Issues Thus, agency costs resulting from compensation plans do not seem
to offer an explanation of the observed behavior

31ThIS argument is smular to that of Manne (1966), especially Chapter V
32See Downs (1957) Basically, If a person owns 100 shares In a firm, hrs vote only mailers

If the vote IS tied or hrs 'side' would have lost by 100 votes or less The probabrhty IS 10\\ that
out of 50 million votes, the Issue Will spht that way Thus the expected benefit (benefit times
probability) of voting IS very smaU
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power to vote unreturned provies They are also permitted to vote proxies on
specific questions when the stockholder does not specify a choice These factors
raise the cost of morntormg management

6 l The pi eenipui c ught as a monuoung tool

There appears to be a 10\\ cost method of morutonng the use of underw nters
the preemptive nght The preempnve rrght l~ a pIO\I'IOn whrch can be Included
In a hrrn s charter requiring the firm to offer any new common stock first to Its
exrsnng shareholders But the Inclusion of the preempux e right does not solve
the problem firms can stili employ underw ruers through a standby under-

,
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Fig 3 Plot of average residuals from 8<) firms which removed the preempnve right from their
corporate charter for the 81 event month, [-40 (0 +-10J surrounding the month of removal

wnung agreement Since the figures In table I suggest a negligible difference In
costs between a firm commitment underwritten offenng and a rights offering
\\ uh a standby underw riling agreement \\ hat becomes Important IS not a require
ment to use rights, but a prohibition against using underwriters

To test the hypothesis that the Impact of removing the preemptive right from
the corporate charter IS negligible, I collected a sample of 89 firms listed on the
New York Stock Exchange which have removed the preernpuve nght The
results of this study are presented 10 table 4 and figure 3 The average residual
In the month of removal is 0 277 percent. and the mean a verage residual for the
SIX prror months IS 0309 percent There IS no apparent Impact

I believe the results In table 4 provide a plausible explanation for why the
Intellectual level of the argument mvolvmg the preemptive right IS so lov... on
both SIdes of the quesuon For example, the above quotes from Commonwealth
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Table 4
Summary of residual anaI)SIS of 89 firms which removed the preemptive right from their
corporate charter for the 81 event months [-40 to +40] surrounding the month of removal

Cumulative Cumulative
Event Average average E\ent Average average
month residual residual month residual residual

-40 -000995 -000995 I 000363 011718
-39 -000382 -001376 2 000028 011745
-38 001999 000623 3 000293 012038
-37 -000258 000365 4 000276 012315
-36 -000160 000205 5 000101 012415
-35 -000414 -000209 6 000336 012751
-3-l 000842 000633 7 -000017 o1273-t
-33 -000238 000395 8 -000537 012196
-32 o00-t83 000878 9 000963 013159
-31 000375 001254 10 000002 013162
-30 -000419 000834 11 000406 013568
-29 -000632 000202 12 -000446 013122
-28 000082 00028-l 13 -000855 o 12?66
-27 001337 001621 14 000210 o 12-t76
-26 001839 003460 15 -000696 011780
-25 001440 oo-soo 16 000903 o 12683
-24 -000397 004503 17 000752 013435
-23 000800 005303 18 -000096 013339
-22 -000102 005201 19 -OOU942 o 12397
-21 -000007 005195 20 000701 013097
-20 -000072 005123 21 -000021 013077
-19 000602 005725 22 001591 014668
-18 -000067 005658 23 000090 014758
-17 -001032 004626 24 -001043 013715
-16 001575 006201 25 -000281 013434
-15 001608 007809 26 -001389 012046
-14 000828 008637 27 001069 o 13115
-13 -000943 007694 28 -000566 012548
-12 001496 009190 29 000901 013449
-11 -000183 009007 30 -000592 012857
-10 -000833 008174 31 -000624 012233

9 001103 009277 32 -000240 011993
8 000138 009415 33 -000071 011922

- 7 -000185 009230 34 002059 013981
- 6 -000170 009060 35 000183 014165
- 5 000508 009568 36 -000263 013901
- 4 000998 010566 37 -001103 012799
- 3 000816 011382 38 000971 013770
- 2 000477 011859 39 -001524 012246
- 1 -000782 011078 40 000300 012546

0 000277 o 11355
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Edison's Proxy Statement are demonstrably false, and the quote from
AT&T's Proxy Statement IS Irrelevant The pnmary lobbymg effort 10 favor of
the preemptive right IS from Lew IS 0 Gilbert, John J Gilbert and Wilma Soss
who regularly Introduce proposals to reincorporate the preemptive fight into
the corporate charter of corporations which have removed It However, their
reason for the use of rights IS so that shareholders can rnaintam their propor
nonate rntei est In the firm For large firms this "benefit' has negligible value 33

63 oa«. considerations

It should be emphasized that the morutorrng cost h) pothesis IS consistent
\\ uh both observ ed mstituuonal arrangements and ranonal, \\ ealth-ma vrrmzmg
behavior by the stockholders Rauonal behavior Implies that acnons \~III be
taken If the benefits exceed the costs I have pointed out certain costs associated
with the voung mechanism \\ .thm corporations inclusion of an investment
banker on the board of directors, and certain management compensation plans
These practices. while costly. would sull be 10 the stockholders' best Interests If

there are offsetting benefits
Furthermore. the monitoring cost hypothesis does not Imply that there are

rents \\ hrch accrue to the underw uung Industry There are two alia liable
'technologies' \\ uh \\ hich additional equity capital can be raised If the under
wnnng Industry IS compeuuve, the underwrrtmg fees reported 111 table I would
reflect a normal return to the resources required 111 employing that technology

However, the monitoring cost hypothesis does present some problems I do
not observe the costs of monrtonng management Hence the hypothesis IS not
directly tested Furtherrnoi e, \\ hile the mcentiv es set up through the" otmg
mechanism suggest that It IS plausible that rnorutorrng costs are large enough
to evplam the observ ed usc of underw ruers, competition In the market for
management should reduce the required monuonng cxpenduures If the use of
fights offerings IS In the best interests of stockholders, then It \\ III pay potential
managers to Incur bonding co-ts to guarantee not to use underwriters

7. Conclusions

In my examination of the choice of method for rarsmg addrtional equity
capital by listed firms I demonstrate that properly constructed rights offerings
provide proceeds which are equivalent to those of an underwritten offerrng
Furthermore. estimates of expenses from reports filed \\ ith the Secunues and

"For a firm wuh 50 nullion shares outstanumg, J. ten percent increase In the number of
outstanding shares would change the percentage 0\\ nership for someone with 100 shares only
In the Sixth decimal place \\ uh so many mevpensn e alternate \\ ays for a stockholder to
maintain hrs propornonate Interest In the firm the proportionate interest argument lacks
Importance
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Exchange Commission indicate that rights offermgs Involve lower out-of-pocket
costs than underwritten offerings Yet underwnters are employed In over
90 percent of the Issues Exarnmanon of the arguments to jusnfy the use of
underwriters advanced b) the underwnung industry, finance textbooks, corporate
officers, and secunties lawyers suggest that none of the arguments are capable
of explairung the observed choice of financmg method In terms of rational,
wealth-mavmuzmg behavior b) the stockholders of the firm

The one h) pothesis I find which IS consistent \\ uh the available evidence
relates to the costs of rnorutormg management Although direct expenses
Imposed on shareholders are higher per dollar raised through the use of under
wnters, I hypothesize that management dern es benefits from their use From
the shareholders' standpoint. the firm's use of underwnters IS optimal because
the cost of morutorrng management exceeds the savings In out-of-pocket
expenses from usmg nghts If this b) pothesis IS correct. then the present value
of the stream of differences In costs reported In this paper prov Ides a lower
bound on the costs of getting shareholders together to monitor and control
management on the method of raising capital Thus, the present value of the
differences In costs establishes a lower bound on the expected costs ofcontrol
mechanisms such as proxy fights, tender offers, and takeov er bids

The rnorutonng cost hypothesis does present some problems I do not observe
directly the costs of morutortng management While It IS possible that the
morutonng costs are large enough to explain the observed choice of under
\\ nters, consrderation of competition In the market for management reduces the
plausibrhty of this hypothesis But If the morutormg cost hypothesis IS rejected,
then the observed choice of financing method cannot be explained In terms of
rational, wealth-maxrrruzmg behavior by the owners of the firm, unless It can be
shown that I have either Ignored or nusestrrnated a relevant cost of using rrghts
or benefit from using underwriters

Appendix 1: A description of the institutional arrangements for rights and
underwritten offerings

A descnption of the procedures followed In the \ arious t) pes of offerings
specified In sufficient detail to answer the questions addressed In this study IS

not available This appendix provides that mforrnanon Some of this material
comes from wntten sources 34 However, much of the matenal comes from
conversations with underwriters, corporate financial officers, and SEC officials.

Underwritten offerings

The firm typically selects an underwriter In one of two ways - either by com
petitive bidding or by negotiated underwntmg In competitive bidding, the firm

34See Weston and Brigham (1975), SEC (1974), and Pessin (1976)
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files appropriate papers \\ rth the SEC'. then specifies the terms of the Issue and
has potential underwriters submit sealed bids Government regulation requires
the use of this procedure by electric utility holding companies the pnrnary users
of compenuve biddmg In a negotiated underwntmg bid, the Important variables
In the underwntmg contract are determined by direct negotranon between firm
and underwriter

Negotiated underw rinng begms with a series of pre-under» rinng conferences.
when decisrons as to the amount of capital, type of security, and other terms of
the offermg are discussed Several general forms of the underwntmg agreement
can be employed 35 The first IS a 'firm commitment' underwnnng agreement.
under which the underw nter agrees to purchase the \\ hole Issue from the firm
at a parucular price for resale to the public Almost all large underw nters
employ thrs form In the second form. a 'best efforts' underw nnng, the under
wnter acts only as a marketrng agent for the firm The underwriter does not
agree to purchase the Issue at a predetermined price. but sells the security for
\\ hatever prrce It \'111 brmg The underwriters take a predeterrruned spread and
the firm takes the residual A variant of this agreement employs a fixed pnce
but no guarantee on the quanuty to be sold The third possrbrluy IS an 'all-or
nothing' commitment \\ luch requrres the underw mer to sell the entire Issue at a
given pnce, usually wrtlun thirty days , otherwise the underwrrtmg agreement IS

VOided
If the corporation and underwriter agree to proceed.:' 6 the underwriter \\111

begin his underwnung mvesuganon, In \\ hich he assesses the prospects for the
offenng This 1mesnganon includes an audit of the firm s financial records b) a
public accounting firm, which aids In prepanng the registration statements
required by the Securrues and Exchange Cornnussron A legal opinion of the
offering \\111 be obtained from lawyers who typically participate In wrumg the
registration statement Reports may also be obtained from the underw nter s
engineermg staff \\ hen applicable

Before a company can raise capital through a public offenng of new stock It

must comply with the Federal Law that governs such a sale - the Secunnes
Act of 1933. and the Secunues Exchange Act of 1934 The Secuntres and
Exchange Commission, established to adrruruster both law s, requires full
disclosure of all perunent facts about the company before It makes a public
offermg of new stock The firm must file a lengthy regrstratron statement \\ rth
the SEC settmg forth data about ItS financial condition For underw ntten Issues,

3'The underwriter may make a 'standby cornmumenr' during a fights offenng under which
he Will purchase and distnbute to the public any amount of the fights Issue not purchased by
the present secunty holders Thrs form Will be discussed further below

36Agreements are usually subject to condrnons , most allow the underwriters to VOId their
obligation m the event of specified adverse developments For example, a negative finding m
the lawyer's or auditor's reports may allow voiding tbe contract
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the firm usually files the form S-l or S-7 registration statement Form S-7 IS

less expensive, but requires certam condrtions to qualify 37

The SEC has 20 days to exarmne the registration statement for matenal
orrussions or rrusrepresentanons If any error IS found, a deficiency letter IS sent
to the corporation and the offermg IS delayed until the deficiency IS corrected
If no deficiency letter IS sent, a regrstranon statement automatically becomes
effective 20 days after filing, except when the SEC notifies the firm that the
comrrussion's workload IS such that It requires more time to review the registra
non statement 3 8 The firm will typically amend the registration statement to
mclude the offer pnce and the offer date after the SEC has exarnmed the rest
of the statement This procedure allows the firm and underwriter to postpone
the effective date of the registration statement until they agree the offermg
should proceed

In addition to the registration requirements under the Securities Act of 1933,
firms must qualify their secuuues under the state securities laws, the so-called
'Blue Sky Laws', 111 those states where the secunues are to be sold Some states
are satisfied with SEC approval, others require a registration statement be
filed with state securities comrmssroners

The underwruer usually does not handle the purchase and distribution of
the Issue alone, except for the smallest of secunty Issues The investment banker
usually forms a syndicate of other investment bankers and secunty dealers to
assist the underwnung 39 During the wartmg penod between the filmg and the
offer date. no wntten sales literature other than the so-called 'red herrmg'

J"For example, the majoruv of the board of directors have been members for the last three
years, there have been no defaults on preferred stock or bond payments for the past 10 years ,
net Income after taxes was at least $500,000 for the past five years , and earnings exceeded any
drvidend payments made over the past five years

J8In 1960 and 1961, delays of four to SIX months occurred for this reason
J"Pnor to the passage of the Secunues Act In 1933 most new Issues were purchased by an

ongmatrng house The orrgtnaung house would resell the Issue at a small Increase In price to a
so-called banking group, generally a few large houses The banking group would then sell the
Issue to an underw ntmg group, which In turn sold It to a seiling s) ndicate - each sale occurred
at a fracuonal Increase In pnce The selling syndicate members, however, were liable for their
proportional Interest of any secuntres remaining unsold Late In the 1920s It became frequent
practice to make the final group a so-called selling group, the members of \\ hrch had no
liability except for secunues whrch the) had purchased from the underwrinng syndicate

The Secunues Act, as amended shortly after ItS passage, contained a provision limiting an
underw rrter s liability for rmsstaternents and onussions In the registrauon statement to an
amount not 'In excess of the total pnce at which securiues underwruten by him and distnbuted
to the public were offered to the public' Thrs Act changed the method of w holesalmg secunnes,
the use of the jornt S) ndicate In handling registered securines disappeared Because of the
prov rsrons of the Act, It \\ as to the advantage 01 the manager of the offering to hax e hl~ fellow
parucipants purchase direct from the company, since then the manager's liability under the
Act became limited to the amount which the firm Itself underwrote Liability for transfer
taxes that would have been payable on the sale by the manager to the underwriters was thus
avoided At the present lime, underwriters of secunues registered under the Act contract to
buy directly from the Issuer even though the manager of the offenng signs the agreement wrth
the Issuer on behalf of each of the underwnnng firms
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prospectus"? and 'tombstone' advertisements"! are permitted by the SEC
However, oral selling efforts are permitted, and underwrrters can and do note
Interest from their clients to buy at various prices These do not represent legal
commitments, but are used to help the underwriter decide on the offer price
for the Issue Underwriters typically attempt to obtain mdicauons of interest
for approximately 10 percent more shares than \\ III be available through the
offering 42

Before the effective date of the registrauon, the corporation's officers meet
With the members of the underwriting group Given the personal liability
provisions of the 1933 Act, this meeting IS often Identified as a due diligence
meeting An Investment banker who IS drssansfied \\ rth any of the terms or
condinons discussed at this session can stili withdraw from the group with no
legal or financial habilrty DIscussed at this meetmg are (I) the mforrnanon rn
the firm's regrstratron statement, (2) the material In the prospectus, (3) the
specific provisrons of the formal underw ntmg agreement As a rule, all the
provrsions of the formal underwntmg agreement are set except the final sales
price

The 'Rules of Fair Practice' of the National ASSOCiatIOn of Security Dealers
require that new Issues must be offered at a fixed price and that a maximum
offering prrce be announced two weeks In advance of the offering However, the
actual offering price need not be established unul Immediately before the
offering date In fact. the bindmg underwrinng agreement \\ hrch specifies the
offer price IS not normally Signed until \\ rthm 24 hours of the effective date of
the registration

Once the underwnter files the final offering price wrth the SEC, the under
writers are precluded from sellrng the shares above thrs prrce The SEC permits
the managing underwriter to place a standing order \\ ith the specialist to buy
the stock at the public offer price If the underwruer buys more than 10 percent
of the shares to be issued through this order, the s~ ndrcate usually breaks, per
muting the stock to be sold below the offer price The syndicate can also be
broken If the managrng underw nter feels that the issue cannot be sold at the
offer price 43 On the other hand, If all the mdicanons of interest become orders

4°The red herring prospectus derives ItS name from the required disclaimer on the front
printed In red

A regrstrauon statement relating to these secunues has been filed \\ nh the Securities and
Exchange Commission but has not yet become effective Information contained herem IS

subject to completion or amendment These securities may not be sold nor rna} offer, to
buy be accepted prior to the time the registranon statement becornes effecuve This prospectus
shall not constitute an offer to sell or the solicitation of an offer to buy nor shall there be
any sale of these secunnes In any state In \\ hrch such ofler, solicitation or salt: would be
unlaw ful prior to registration or qualification under the securities laws of an} such state
41The very limited notice of the offenng permitted IS often presented In a form resembling

the mscnptron on a tombstone - hence the name
42ThlS procedure IS "1I.e 'ovcr-bookrng' on airplane flights
4JSyodicates break Infrequently, my impression IS that dus occurs less than five percent of

the time See History ofCorporate Finance For the Decade (1972)
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for shares, the Issue IS oversold In that case the managing underwriter typically
sells additional shares short and covers these short sales in the aftermarket

The final settlement with the underwriter usually takes place seven to ten
days after the registration statement becomes effective At that time, the firm
receives the proceeds of the sale, net of the underwritmg compensation

Rights offering

Offering of stock to exisung shareholders on a pro rata basis IS called a rights
offering Each stockholder owning shares of common stock at the Issue date
receives an instrument (formally called a warrant) giving the owner the option
to buy new shares 4-\. One warrant or right IS Issued for each share of stock held 4S

TIllS instrument states the relevant terms of the option (I) the number of rights
required to purchase one new share, (2) the exercise price (or subscnpuon
price) for the rights offering, (3) the expiratron date of the rights offering

Before the offering, the firm must file a registration statement for these
securities For rights offerings, the firm typrcally files either a form $-1 or S-16
registration S-16 IS Simpler, but has usage requirements Similar to those of
form $-7

After the SEC approves the registranon statement, the firm establishes a
holder of record date The stock exchange establishes the date the business
days earlier as the ex rights date -\.6 All mdivrduals who hold the stock on the
ex rights date will appear m the company's records on the holder of record
date and \\111 receive the rights However, the rights can be traded on a 'when
Issued' baSIS Usually trading begrns after the formal announcement of the
rights offering To ensure that there IS adequate time for the stockholders to
exercise or sell their rights. the New York. Stock Exchange requires that the
rrummum period dunng which rights may be exercised IS 14 days Rights trade
on the exchange where the stock IS listed

Issuing rights IS costly In terms of management s tune, postage and other
expenses, so It IS tn the best interest of the firm to ensure the success of the
offermg Therefore, the firm has an incentive to set the subscnption price of
the rights low enough to ensure that the rights \~III be exercised But some of

441n the 1880s It was customary 10 require a stockholder to appear In person In the office
of the corporation to subscnbe to the Issue After the I880s, It became customary to send out a
printed slip of paper so the stockholders could Sign and subscribe for the stock without actually
having to appear Later, It became the practice to make these slips of paper transferable, so
that the) could be sold Around 1910 the engraved form of warrant was first Issued

45The Uruforrn Practice Code of the National ASSOCiation of Secunty Dealers, Inc, prov ides
that subscnption rights Issued to security holders shall be traded In the market on the baSIS
of one right accruing on each share of outstanding stock, except w hen otherw rsedesignated by
the National Uruforrn Practice Committee Thus, the price quotation Will be based on a Single
right even though several rights may be necessary to purchase one new share

46Thls procedure IS comparable to that used In setting the ex drvidend date
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the warrants of most offermgs do expire unexercised These unexercised fights
can be offered through an over-subscnptron privilege to subscnbmg share
holders on a pro rata baSIS Shares not distnbuted tbrough the rights offermg
or through the over-subscription privilege can be sold by the firm either to
Investment bankers or directly to the public

Rights offerings wttlt a standbv underwnttmg agreement

A formal commitment with an underwriter to take the shares not distributed
through a rights offering IS called a standby underwruing agreement Several
types of fee schedules are generally employed In standby underwruing agree
ments A single fee may be negotiated, the firm pay I11g the underwriter to exercise
any unexercised fights at the subscnption price A two fee agreement employs
both a standby fee', based on the total number of share" to be distributed
through the offeung and a take-up fee, based on the number of warrants
handled The take-up' fee may be a flat fee or a proportioned fee 4" These
agreernent-, generally include a profit sharing arrangement on unsubscnbed
shares (e g , If the underwruer sells the shares for more than the subscnption
price. this difference In prices IS split between the underwriter and the firm
according to an agreed formula)

Underwnters are prohibited from trading In the fights until 24 hours after
the fights offering IS made H After that time, the~ can sell shares of the stock
short anti purchase and evercise nghts to CO\ er their sh•.u t posiuon In the stock,
thus hedging the fisk that they bear

Appendix 2: A contmgent claims analysis of rights and underwriting contracts

The derivation of general equihbnurn pncing implrcauons of rights and
underwnung contracts has not been presented Black and Scholes (1973)
suggest the approach I employ to value rights, but they do not carr) out the
analysis or present the solution Ederingron (1975) prov Ides a model of under-

.'.\ proporuoned fee involves more than one price for the shares handled bv the under
w ruer For example there may be one price for the first 15 0

0 of the issue, a higher pnce for
from 15 0

0 to 30 0
0 of the issue, and a stili higher price for an} of the Issue over 300~ which rs

unexercised through the rights offering and must be purchased by the underwrner
.8Through the late 19405 underwriters were prohibited from trading in the rights during

the offering Thrs arrangement Increased the underwriter 5 rrsk because the 14-da~ time
period allowed large adverse price movements In the stock The NYSE instituted a studv In
1947 after the failure of three rights offerings They found than on 43 nghts offerings which
had been successful ihe total underwnnng profit was approxrmately $24 million, while on
the three unsuccessful offermgs, their losses were In evcess of $3 million Underwnters "ere
reported I) relusmg to sign standby agreements unless the offerrng penod "ere a, short as five
days Since thb violated NYSE rule" no NYSE hsted firms used nghts "sues wrth standbv
underwuung agreements In response to this impasse. the NYSE now allow 5 underw nters 10
trade III the rights 24 hours after the right> offering b made
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writer behavror , but his model assumes underwriters maximize expected profits,
and thus does not represent a general equihbnum solution In a market where
the agents are nsk averse The option pricing framework employed here will
yield a solution which IS consistent with general equihbnum, no matter what the
fisk preferences of the agents In the market.

I employ the contingent claims pncing techniques to derive a specrfication of
the equrhbnurn value of these contracts For valuing both contracts I assume

(I) There are homogeneous expectations about the dynamics of firm asset values
and of security prrces The drstrrbunon of firm values at the end of any
finite time Interval IS log normal The variance rate, a 2

, IS constant
(2) Capital markets are perfect There are no transactions costs or taxes and

all traders have free and costless access to all available inforrnanon Borrow
mg and perfect short sales of assets are allowed Traders are price takers m
the capital markets

(3) There IS a know n constant instantaneously riskless rate of interest. I, which
IS the same for borrow ers and lenders

(4) Trading takes place continuously, price changes are continuous and assets
are mfimtely divrsible

(5) The firm pays no divrdends

Rights offeungs

To derive the equilibrium value of the rrghts offermg I make the following
assumptions about the specification of the rights offerrng

The total proceeds to the firm If the fights are evercised IS X (the exercise
pnce per share times the total number of shares sold through the rrghts Issue)
The rights expire after T time penods If the rights are exercised. the shares
sold through the offermg \\ 111 be a fraction, }', of the total number of shares
outstanding ()' == QR/tQS+ QR)' where QR IS the number of shares sold
through the rights offenng and Qs IS the evisung number of shares) Any
assets acquired With the proceeds of the fights offering are acquired at com
penuve pnces 49

Given the above assumption. Merton (1974) has demonstrated that any
contingent claim, whose value can be wntten solely as a function of asset value
and time must satisfy the partial differential equation

cJ I e2J
2 2 eJ- = --a V +rV--rJ,

ot 2 cV2 cV
(AI)

49Thls last assumption IS necessary to avoid the problem of the dependence of the dynamic
behavior of the stock pnce on the probability of the rights being exercised
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where fey, t) is the function representing the value of the contingent claim
[e.g., R = R(Y, t)]. To solve this equation, normally two boundary conditions
are required, one in the time dimension and one in the firm value dimension.

To derive the appropriate boundary condition in the time dimension, note
that when the time to expiration is zero, R*, the value of the rights at the
expiration date will be either zero (in which case the rights will not be exercised)
or, if the rights are valuable and are exercised, their value is their claim on the
total assets of the firm, y(y* +X) (where y* is the value of the firm's assets
and X is the proceeds from the exercise of the rights) minus the payment the
right-holders must make, X:

where:

R* = Max [0, y(V*+X)-X], (A2)

y* is the value of the firm's assets at the expiration date of the issue.

X is the proceeds to the firm of the exercise of the rights.

y is the fraction of new shares issued through the rights offering to the total
shares of the firm (both old and new).

The most natural boundary condition in the firm value dimension is that when
the value of the firm is zero, the value of the rights issue, R, is zero. However,
the first assumption, that the distribution of firm values is log normal, insures
that Y can never be zero; therefore, this boundary condition will never be
binding.

This equation can be solved by noting that no assumptions about risk
preferences have been made, thus the solution must be the same for any pre
ference structure which permits equilibrium. Therefore choose that structure
which is mathematically simplest. 50 Assume that the market is composed of
risk-neutral investors. In that case, the equilibrium rate of return on all assets
wiIIbe equal. Specifically, the expected rate of return on the firm, and the rights
wiII equal the riskless rate. Then the current rights price must be the
discounted terminal price:

R = e- rT
J«1-7)/Y)X [yY*-(I-y)X1L'(V*)dY*, (A3)

where L'(V*) is the log normal density function.
Eq. (A3) can be solved to yield: s 1

5 OSee Cox and Ross (1976) or Smith (1976). For a mathematical derivation of this solution
technique, see Friedman (1975), especially page 148.

"See Smith (1976, p. 16) for a theorem which can be employed to immediately solve (A3)
to yield (A4).

l.F.E. .B
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R = )'VN {In()'V/(l-)')X)+(r+0"2/2)T}

O"v T

-rT {In()'V/(I-I')X)+(r-0"2/2)T}
-e (I-)')XN

0"\ T

= R(V, T, X,),, 0"2, r) (A4)

where oRlcV, cRleT, eRic}', eR/M2, eRlef > 0 and cRleX < 0
The mdicated partial effects have mturuve mterpretauons Increasing the value

of the firm, dcci easmg the exercise pnce (holding the proportion of the firm's
shares offered through the rights offering constant), or mcreasmg the proportion
of the firm's shares offered through the rights offering (hold 109 the total proceeds
of the Issue constant) Increase the expected payoff to the nghts and thus mcreases
the current market value of the rights offermg An Increase 10 the time to expu a
non of the nskless rate lowers the present value of the exercise payment, and
thus Increases the value of the nghts FInally, an mcrease In the vanance rate
grves a higher probability of a large I ncrease In the \ alue of the firm and increases
the value of the rights

Underwntmg agi eements

To analyze the appropriate compensation to the underw ruer for the risk he
bears In the distribution of the securities make the following assumptions about
the underwntrng contract

Underwriters submit a bid, B, today which specifies that on the offer date,
T tune periods from now, the underw nter will pay B dollar s and receive
shares of stock representing fraction y of the total shares of the firm He can
sell the secunties at the offer price and receive a total payment of Q, or (If
the share price IS below the offer price) at the market price, 1'01 *+B) If hrs
bid IS accepted, he \\ III be notified Immediately
Again, (A I) can be employed where f( V, I) IS the function representing the

value of the underwriting contract (I e , U - U( V, I» The boundary condition
for thts problem IS

U* = ]\1111 [)'(J' '"+B)-B, Q-B] (AS)

This assumes that at the offer date the underwriter Will pay the firm B dollars
The shares which the underwriter receives represent a claim to a fraction )' of
the total assets of the firm, v* + B If the offer price IS greater than the value of
the shares, 1'( JI *+ B), then the under \\ ruer \\ III be unable to sell the shares at
the offer price, hence he Will receive )'(J'*+B) If, at the offer date the offer
prrce IS less than the value of the shares, the underwriter receives the offer pnce
Therefore, the boundary condition IS that at the offer date the underwnnng
contract IS worth the nunrmurn of the market value of the shares mmus the bid,
B, or the proceeds of the sale at tne offer pnce nnnus the bid
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Again, the above solution technique can be employed to solve (AI) subject
to (AS). In a fisk-neutral world, the expected value of the underwntmg contract
can be expressed as 52

u = J~Q'Y)-B [}'(V*+B)-B]L'(V*)dV*

+ Ji1m-B [Q-B]L'(V*)dV*.

Note that this can be rew ntren as

U = Jg> [r(V*+B)-B]L'(V*)dV*

- SrQ/y)- B}' [V* -(~-B)] L'( V*)d V ...

Eq (A7) can be solved for the risk-neutral case to yield

T' rT V (I )B rT VN {In(YV/(Q-}'B))+(r+(J2/2)T}
v' = e }' - - r - e }'

(J\, T

{
In (yV/(Q- yB) +(r- (J2/2)T}

+(Q-By)N
(J\ T

(A6)

(A7)

(A8)

Exammauon of (A8) reveals that the underwrumg contract IS equivalent to a
portfolio consisting of a long position In the firm, a cash payment, and w nnng
a call on y of the firm wrth an exercise pnce equal to (Q-rB)

(A9)

where C( ) IS the Black-Scholes call option function
If the process of preparing and submitting a bid IS costless, then In a com

petitive equrhbrrum, the value of the underwrumg contract must be zero 53

"Slnce the contract calls for the payment only at t*, to find the current value of the under
wntmg contract does not require discounung

5Jlf this were not the case, arbitrage profits could be earned by acqurnng an underwnting
contract and establishing the above hedge
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Therefore the brd whrch would represent a normal compensation for the risk
he bears IS rmphcrtly defined by the equation S4

B-eT-Y-[v-c(v, T,~-B)J = 0
I -}' Y

(A10)

The firm generally receives less than the market value of the stock S S given the
specification of the underwntmg contract, If the equihbnum stock price at the
offer date IS above the offer price then the mural purchaser of the Issue receives
'rents', he obtains the shares for less than the market value of the shares
Therefore, If the offer price 10 the underwnting agreement represents a bmding
constraint to the underwriter, then 10 a perfect market underwrumg must be a
more expensive method of raising additional capital than IS a rights Issue
Therefore, under these conditions, under writmg would not be employed

The above analysis Implicitly assumes that the terms of the underwnting
contract represent a bindmg constraint to the underwriter, i e , If the security
price IS above the offer price, then the offer price presents a constraint to the
underwriter and a pure profit opportunity to the potential Investor However,
10 a market \\ ithout transactions costs, this could not be the case If the security
price IS above the offer price there \\111 be excess demand for the Issue To the
extent that the underwriter can, through the ratiorung process, extract those
profits, they \\ III accrue to the underwruer rather than to the uunal pUIchaser
In this srtuation compeution among underwriters would ensure that the profits
were 10 fact garnered by the firm In that case the offer price presents no effective
constraint and the competitive bid becomes Simply

B = e'T(_Y)V
l-}'

(All)

Therefore, If through tre-m sales or other means the offer price 10 an under
wntrng agreement can be circumvented, then underwntmg IS no more expensive
a method of raising addrtional capital than a rights offermg

S~Thls equation imphcrtly defines the bid because B appears twice In the equation The
explicit solution for equihbnum bid can be found by standard numerical analysis techniques

sSA sufficient condrnon for the bid to be less than the market value of the shares IS that
(1- JI) be less than eyT Since T IS generally a matter of days, this condition should be met
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,

I
.,tido by II"",)','" and Yo...' ;". (llYl PI mN"",,'d tloe
dedi,," iLl ,Ioar. p,i"e' be,,.,c,"" (he '''''OU'l(cnH'tlt da'"
. "d ,he ' ab daw 01 278 no'" equ ity i"uo. 01 public
ul ilil 'o' I,om 1 ~ 1i3 II,n)I'gh 1976. il L" th" co'carch had
",mc obvime- probl.,,,, whid, or" n>"fl..:(,~l by thi, 'lL"ly_

T h" first prohl"'" wi th IlY i , t ile ir ddinition or lhe
annOlIlKOlllo,,1 ,h to (ALl I, They cl d i"" d Ihi, crilica l AU
a, tll<' i"il ;al S"(u,il ie' ' l,d heh''''''" Co",m;~<;"t\ f ; l itl ~

dOlO 01 the i~,,,o 1'"'''1'00<1'''. 1'hi , may no r be 'h" Ime
AU a.' olic'Tl pu blic " Iilit ie ' make prior "ll1WUnn 'n ..-,,"
o r t lwi ' n ew i"uc> 10 "al,- public ",·"'ir,, rommi"iom.
to ;""o"ors in tho frt.-i"K Tn'" Cal""I." 10 ""d"' ''',;I,' '',
or 10 finall'; "! ana ll'''' much Nrli,·< lh",\ (I, ,, SEC fi ji,,\<
da lC. T hi' 'rudy 'o,k li"e, II... cril i"'l ..m Ol",ceme" t da te
thro"r;h • de .. ihl que,tio"".i,·e , ,,evey 01 eh:"ic llt il_
ity co mp.ni,·,. F"ellwr. an , nal)',i, 01 prico eh.,,)';es pri"r
to tho e""hli'hed . tlnoun<eme"t doto for eoch k"," "'i ll
he 01",,10 '0 dderm ine the actual imp. et of new '"l"il)'
",I", upon ,I",,, prin", It i' ver), important to m"a,,,,,,
Ih" "",\]pl<'l" dedi"" in ""0"'" pr ice'S ,,,,)Ci ated wilh
1110 i" f" rm"'ion .\><"" the ro rt hco m ing "Ie of UPW '"l
lli'y ,hare' .

Ano'h,,, pm;,l,'m with Ihe BY "udy oo'K"111' it; ."t;'or,'
me or th e o<''''-J''u,'' ulility i"de~ to mea, uro d iffereu _
li "1 ,1,,,l i,,," in ,hare pri'e' ., ,,1 '<'I"''''.T he ,,,e o f th is
i"d," i' n. wed 1m al ka" four rea'on', t'i"" ' he "",," 
be'r of eo""po,, ie , ind \Lded i" 'm,ll. 1.'> lirm,. and oHly
11 are el'''t ric coOlp" " i,'S; ",I"orea> lour "e ga" "." ,,,uis
, ion and d i",i"", ion co mp"nie" "fhe i"d", ion of ' he
~., eO '''I" ,, ;es " i'e' ""·ri",,, 'I"e"i"", collce rllinr; l lw
'im ifH iti", 01 ri,h l", t",een electric u t ilit ies Icst,,,1 , ,,01
,h~ cOHlp.u i" which n"' ke up I\",i ,. "","pa""", i,,, lo, .
S'-,,"uTl d , th,>i ' i" ,I,', d,,,-' , ",-,1 cap ture the di" idend 1" " 
t ,,,n "f tl", ,,""rn and th u, ollly me"ureS tbe cloa"~,,,

if] pri(~, ", ithou ' adju,tiur; fur divid,,"d.' pa i,!. I n ,h~

d,"'tfi< po,,-cr in d ,, " ' y, th~ eli"i,lend yie ld, "'nd to iJe"
hi~h I""' i,,n of the to tal ren" n .,,,1 t l", o ,ni."i"" "I
,livi,k ,,'h oou l,1 im p." a bia' 10 , h~ i"dC'~, ·I'hi,·d. if
th~re i, ovid",,,,, o f m.rk" p'''''''''''' in n~w ,a l ~, "f
'"l" it)' , I,",,'S by utilil i,'s., B\" f""nd, th~n it i, (('rl ain
Ih" ,h i, m.rh'l pr~"....,' i' ro"1aincd .1,,) in ,hare price"
of ])""-;" ,\0,, " ' ility index firm' wh,'u th,'y ><,101 n"w
.'I',ily ,har~,. T he dlc", of mir\~ a rl ; ,,,1," " h i<:h CO Il
ta ins marlet pre"\lr~ t" ",e,(Sure Ihe ' i'" (If mar"'" pre,
"Jro of a p,rt ic"l ar fir m "hi<h sold new "'luily nall,
ra ily will unde"t,'" the t ru e ,nlU un, of m,rlel prc...''''~
~' h i"h i' pe",,'n, . Founh, if u til i'ie' ar~ imp"c'!<'d dill",_
ently Irom u",egulalcd firms, th"'e "'.y lx' all " Idi
t ional "i",l u" ri.1 d lc"t" wb i"h ", ill nol lx' ol"e,,'ed hy
loo'iu~ (011)' at uther utilil i,,, ra ,h~r ' hall a hro"dly b,,"'d
<u""p,riso" i"d,·, <}I ,hare price' . ,,<1 r~tur",.

lina lly, there are SO"". Io'<hllical prohl~ms ""i,1l th ,'
Kay lh.1 IlY " "·,,,,,,,,,1 Ih" dec line i ll " 0<1. re'''''''' oc
mork~1 pr~"ure. Th~>c prohl""" """Cern the u,e of a,'·
er'r;e re,iolu.1 <l·t"",., ve''' j' , mo,e correc' rr,,,' '''f~

(I(,'omelric r~sid LJal relur",) m d 110,· way IlY haud led
"",ke"ri'i,,\; «"t<.

I)a r.

1'0 0" ~'oc. h d'"n\;e_l ist,,,,l. i"ve>t"....':...noo dec1ri< ,,1;li
li", Irom ,,--Ioieh TI """ble """,p. Ll)' rq)lio'S "ere ob ta inod
for . T<sllO""'" 0"," of ovee 78 pe r <Cllt , r.d) eo"'I""Y
providod ,Il ;,I,'nli!i.ble "",,, and cril ical d" t" lor e.,·h
'OCW "I" ;' )' cop ital ,. Ie m.do by Ihe firn, 1.-"", Ja""ary
1> 1~7~, lh"".gh D,-cemlx'r 31, I\IRO. The " """)' """It,
«jut"i" da'a 01) :If,,, .cI", 1 '"lu ity ",I<'> 01'C' Ihe ~ igl>t.

yO'a , , ,,,'ve)" pori'>d. The d " a "'pre'enl m" ro 'han fi,,,
new .'q"ity " Ie' p':T eO""I"''')' on a'-cr,~e 0"'" th~ 'i u,ly
p"ci ,~l . T h~ , i1.e 01 the", '''l" ity sal", r",~ed from 14.7
mill ion to l1 9~ m ill io" "i th a moc1~ ,,10 v,h", in •
r. llge belw,,,,·,, S30 anc1 l49,9 mill io" 1'''' i"u,'. The Ire·
'I"'''><Y 01 Ihe i, ,, ,o< o"er lhe ~;~ht 1'''"'' rrr the '''HOY
, ho"" ' ha t 1~7S w" II", "",," 1"'p"lar y~ ar foll"w,·d by
1"76 . " d 1980. Yet, the i"divid ual y"", var ia ' ion " 'a,
not d " ,,, "t i< as l h~ mll~e QI'or the ~ir;ht )'e'" ..... Irom
a l"w ,,! ~7 ;" " e, in 1"7~ 10 a b igh or M i&,,<c' io 1975,
[;I;h t)'-t wo per Ce'" of the ,,,I,,, "'-cr,' 11o",,,~h 1l0~"'; _

ated under",,,ilillg, 16 pcr <~"t Ibro"gh rompeli ti,'~ bid 
d ing, and 2 p"r C1'tltthooogh r igh" oH~ring>. See PI for
• thor""gh '," iew "f the data and de ,.i!> on the flo'a 
lion 00'" o r th """ issue,.

Ih'. 0" rNl i",,1 , baro r"tur", including d ividclld,
[", each eompany w"re "bt"i,w,1 (la a da ily h" , i, f,,' "
l", r i' KI "'hich beg"" ,i~I)'_tive Irad i ll~ dap loclor" ,11"
'" UOlLl K~ "1O'" date and e" ,1<-<1 lhin)' '''ding daY' a{'er
tlo" ,af~ dat~ I~DI , Thu'. co""P'''y TOtu,,,, wcre ohl, i",·,1
1m", • fi"'d pcri'KI prior 10 th~ AD Ihcour;h • {i" ,,1
p'«,,,,1 ahor the ~ I) I", " aeh i" LJ~. It i, iJe,t t" th i" k of
t h~", da.. ."'" "' 3(;8 "'parate .,r.y' "I eetur"'. Bee.ll,'"
l h~ in l,·,'im time Iwriod h<'l wo<'" , h~ AD ,nd the subw·
' l" O,ll SD ". r ied lor " ach i",..., the "ll mb<' , 01 " "-,,m
ol"er".I'''''' in each .rTay is dill,·ro nt. [aeh CTJ I I,,,,,~I

,'roy or return, i, ,,,, i,!,, e to 'he p. rticul.. anno" nco
me " t and is:",,, ,[, t,,, aad i, no' im l'atlcd by oth~r '"1
uil)' ;al", of the ,am~ <o" 'p·. rry.

Met hod olog y

In ord,'r to contr"l lor ri'k, ", . djm ' for mo,'emen'"
ill g""~,,, 1 pr ie", and Totm"" all,l to rcduc'o e'lim "ti,,~

Ilia>, • t...o_" ag~ TC~re"ion pre"..,," w" ",,,,,1 1,, ")".,,or~

t h~ eflee'" "f ,,,,,,, equi ty ..1", up" n ,hare return, alld
pric,,', Fi"t, d ur in g Ih" e" ,mating period, the mar l<'l
"'I;,o"i"" ",,,,ld ( I) " '", applied to • firm" d,ily "'lu ity
ret ll"" ow, a unil"r", e"i",atin~ period ~' h ;d , lx'~""

, ix t)'_fi,'e tr.dinK d.y' prio' '0 th~ All . nd end"l fif·
te" n d,y' IMfocc l h~ AD lor ea<:h i",ue. Thc mar' co
"'gO'e",i,, <\ m"dd ,~",m lhal:

UJ

"" hc ' o R;" i, the d .ily 'ehor" including dividc'n,], "f ,h~

i"" ;"g <omp"n;- lor o,!"i,y i" lJe i _ i,e" O"~ t,-, 368 
.t lime '; " 'here d. ;ly ,~,,,,,,, of Ih~ issui ng company
co,,<erniug i",,~ i aro defined a, {Pi,' + I) ,., - 1';.,_1) f
(1".' -1)' 1';, the p,iC<' . " ,1 II i, ,he dividend per sI)ar",
Rm, I, Ihe da ily ro"'n, "t ti"'e t "" • m., kel poelf"lio
fo' ·wmp..i"''' ; " . "d fl, ore Ihe e"imated p.r.m<'l""
or til<" n..r h l m'Klel; and ~i. , i, th e orror 1,,1'1" of Ih~

",,>del.
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I

I" o"de' to m,ko co"'pa,j""""" decl ,ie utility I""t.
folio index 01 ,o'urn., wa, croalod ovor tho pe r irxl Ja"" .
. ry I. IY73, 'h'o"l':l> necc",ocr 31, l Y~U, conlaining an
"'I"al i"V{";!mon l in e"c h 01 73 doetric comp,,, io, which
",Id "G"i'y d",j"g the p, ',i<~L It i, , d;,i ly 'elm"" i,,·
de, ind, ,,li ng di,jd, 'nd, ."d I"o"ido, 'ile "erag" '0
tunl for ..ch day on • portlo]io con,i" i"g 01 an "'I"al
dol la r it"·o" "'''''1 i" oa<:h 01 'he 73 d'X I';C "Ii lit ;,'s .

Thu" tho li'>I >I.ge '''''' a" e>'i 'l, " ling pe,iod of fjfty
trad ing day' , .pl',o,irnately ''''0 all d o"o-h.lI l1Io"th"
to ,lOl<",m ine ' he I",ra met",", of , h~ mar kot ,egro"i,,,,
modeL T lw , ..eo"d ,t"g~ 'hon appl i,·, tloo,", ,·,ti",.ted
p.c, n,No" 10 ,1", , .." ,rn., 'o,i~, duri"g 'he , ,,b""'lu"n'
''''' l"" iod .hor tho o"imati,,~ I,,"i,xl ill N cb arrol' in
order '0 ra lwlale th,' expec'od 'rlurn, f" , each com
pany 011 each ""Le , """g'

it ;.1 = i, + 1'1, P.m ,L

whe'·,· R;" i, the eXl'e<"'d reh"" lur Iho i'''Linl( com .
pa"y ."odal,~1 with i"ue i aI ,i",e '- T lw" rc"i,l ual
,oturn, d ur ing th.. ,.., 1 p~ri oo . ro obl, ined by cu"'pa,
inK the ,Clllal "er,,,, Ih~ I',,<licted 'el""" \1' '''g '

1"

whero ci, is t ile d , ily ,~,idua l ret urn 01 'he """"I':
com!,""y lor i" \1" i a, ti,,,~ I.

In ""I", tu ,li' l'lay 'hese ,,,,id Llal ' d"m> 1'1'0IX·r1y, "
,leci, ioll nH,>I oc mad" " f h" w tu ",,,,hin .. the i11 di , ';d .
ual comp'''y 'e, i,I""" " 'Tl1<'red 011 a comm"" da',· 01 ",_
ing th" t,·" p"riod , T il" me,hod of ", ,,,,bi"'''1; n"'d" ,d.,
u'ed Ill' Bo"'yer and Y,,,,i1J, i, c,lIed c"",,,l ati,'o ",'c ra~ ..
,,,,id u;,1 0' CAR. Th;, " ... 11000 "'o"ld l ind til(' an,a~e
,,,,i,l\,al reh'rtl of all i~,ue, on • 'I""il;o day ,<"lalL".. t<>
the CO"'Ill"" All or SU alld would aCell", ,, I"le Ih(',,·
' '''''"1>0' ovo, ,h.. IWriod i" au add iti "" way , A diffe,o,"
w.y uf combinill!; re,id",] "'turn>, a,w"Ko l;:~o lll..tri<
re,idu.1 td llTll (AeR R). ",'a.' <ho"''' fo, thi, 'h,dy, It i,
• 'h",,,·tieally be" .., me..ure of ,e,i(\"a l rd ur " , 0"'"

t ime ,h" " CAR. ,\GRR d",,> "ot use ,be a,,",age 'e,id 
",1 ,,·turns 0" a 'I'",ili.. d"", b"t lak,·, tIl<' i",liv i,!LL;,1
i"ue ' e-s id" ,,1 (II; ,,) from PI and eom',,," i, im" a I"k~

rel a,j"" f' >I' ,',d, t and then form , a I':c<,metric n' to""
serie, hy m"ltil'lyin~ "oree'"i,'" p,ice reb' ;"e, lro ", 10""
teen d 'y, pr io.. to> AU to the "lid of ,he re,id"al d "a
10' ~ach «>Ulj!;"'y ",illg l" nn,,1a 14 1. T h".'.• geometric
retU rtl ,eri", ".hieh p,eci,ely n",,,,,,e, ' be <ho"ge ill
i,," e' tmen' ~'orlh 10' ead, i"div id"a ' i'.>"e i, cro at..d . A'
'''y 1~);Llt in timo ,ela, i,'" t" ' he «'Ill n" ", (b leS, AD .,,,1
SU. the AGRR "'·a.' ,1<'Ie,,,,i,,(·d ., ,I", n LL ",,· r i.. ,verag"
of 11,0' g,'<) "", ,,ic ,,,turn, "I' to that I~,i "t i" ti",,· ,,1,11
,,,ue, "'l1lg 1'>I'm" la ("I,

whe, e i i, ,ho i~,,,o n"",lx" , , ;, ,ime', T i, th.. 'l...( ific
1~,III ' io ,i", e (1'=1 , 2, 3, ... 'ulal "u'>lb",.,1 ol"",,,,,, i,,,,,
in the ",,' 1""i,~l "ihi ..h "'"' Irom lomt""" d ,y, lx,lo,e
the AU ""t il thi' ly 1.." I;"g day, .fte' 'he S U). and :- i,
'he I1 um l:>o , of i." " o" h>r I""he, delai !> ('Omco rn i"g the
Slxx if'.., of lh.. m" ' h,x l" l"gy " mp l")',,,1 "'" IS)

In oh",rvin~ , he p"len, of ,h~,o ,o,idua ), O'·c·t ,he
te>1 i""iod, i, i, i mi ~>rta " t 10 be . "10' tu u, e com",,,,,
,Id ;"iliu,", '" de""ib,' ,h..i, mo"..",e,,", " Ma,'''' pco,·
" Lr"-' i, ddined "' tho d," ']illc " f ,h;"" pri«os " " I , ver
age g""",,,t,ic 'e,i([" ,1 ' ''''or,,, lro m IO Llr,o"n do)"' be-
lo,e tho AD un, il ,ho SU. "s, lo, olfoct" i, d,·f iJJ<~I" th"
<h",,~e itt , hare l"ke' and AG RR, lro m fo"rt..e" daY'
bdo,'c the An unlil th i" y tro,l i" g ,by., ahel' the SD .
T b i> ,"I,,> df,~t wo" ld be 1h" ,, '" ch. ng,· 0"' " ,1,o ..n·
, i, e t,,, t I"" i,~l from ocl",e ,be .nno"",·,'m"" t ""til wcll
"IIOr ,ho ",Ic.

P,i( e· Rctum Muve,ncn"

n,'<au, ,, th" numl"" ul ,lay, b...t~wlI lhe- AD a,,,1 the
Sf) are lI" t id,' nli,"\ lu, eadl i,,,,", . ,ray' 0 1 'e,;.!"al
re tum, had to be' <e" ", ...,l Ott ',.,.0 ,epa ra t.. common
dale, . Th.. fi, ,, common da'o i, ,ho AD "Old tl" 'n .lat.
ore c..n'erro O il th .. «",,,n,,,, SU. To lx-gil1 m" a"" i ,,~

."y po'k " effect' of Ihe", ,,"w eG"i'y ",I"" ,he , t" dy
liN "b,,,·n·,,d n,,,,'eme,," in ,e,i,lual , et " rn > whO'll ,b"
d,,'a are <o·,,,.. , ,,d "n 'he ",,,,,,,on AD.

Figu "" I il lu,",t'" , h., AGRk , d" , i..",1 I",,,, ,he u'e
01 ,he eh'"ic util ity o,a" k,·, i " ,le~ "I ,,,, ,,n,, lor com·
p.lri",,,. ' TIl<' d,·,i,,,,1 , e, idu . b a.... a(cum " lal"d lor 12S
day' 'la rt i ,, ~ f"u",o"n day' oclo,e ,ho ."""unec,,,,,,,,t
<lolt' , All i"",·, .,~ "'''*'1',,,1 "" ,he AD. The ' r",,,\ 01
th,> AeRk, are ch'ady dow n ~'a ,d ,lid l:>elow one dur
i,, ~ Ihe « Hire 'pan "I 12~ d, )" , Th" do,. " w. rd "~,,d i,
n" .. , ,,,"i ceabl.. i",med ialt' \l' bd u, e . "d 'I'o""d Ilw AD
alld i, ,lwlI f" llowod by • I,..... i"d QI ,dat iv" " abili, y.
Dur; n~ ,hi., i"i l i. 1 dex li"o. , bare p,i..e' had lallell oc·

'"''''''' olle 1"" con' and 1.4 p'" con'. Tho duwllw" rd
"~ t1 d ,e"""", ag. in ocg,n ni"g alx,,,' ,'xty->eWII ,lay.,
af"'r ,he AD, TIl<' b tt'" dow nward "end may he ",s<>ci
''''0 wilh lhe SI), hUl ,inc" ,hese dala aro cen t..,ro Oil

the All. t il<' SD did " 01 occur aI , con"TlO" I",inl itt
ti",,· in the dala. F" " her, lx'<'''''' SD i, no l , ({""n,,,tt
p"i"t ill Ih" d ot•. tho , m""n' 01 mark e' I',e" ",e C"nn,,1
Iw ",c",,, r,,,1 I,om ' h" da'" ill ,hi, 10'''''1.

Pand I 01 the .ccompanyi"g "'h lo «>nl. i", ' la,i"i..1
,u ""~ , ri,,, 01 d' , "ge' in AGkR, o,-er ,h" ontire 1~,riOO

, h"wn ill t'i~"ro I. II i, door lro", 'he ,b la th, t Ibe
d ,a ,,~e "w' d,e 12S-day 1"-',i<~1 oe" teR<l 0 " 'he AD "'a '
a n'"g, I;,-e 3.019 l" 'r cc'n', indic" ,i.,g. ,.1,·, erl,,<t 01 thi,

T

GRR"T n " + u ;,,)
,=1

~.

N
AG k k 'j r GkRi.TfN

i'" I

",

(j)

' If 'h,~, ~'''' DO rlk-<" Q' """ "1"" Y ..,... UP"" ,I.."k ."1",,,
~h ;,h ",Id "" W,h."", 'h.... ,he M ;RR, , ...,~" "" "".", ~o"ld be
"" j ,,_ '0 0 "'"'" ,;mo. A ." " '",0"'" . ".., . "d . ..I.. ,.. d..lh-.o
;0 ,h... p,k ~,~,M .... "I~""""" 0> • doc';", I" AGR M> IM'Iow
"'Le. A f, ,,,,,bl, '"t,~, ~,..loJ .... 'o~"...~''''" .n ,"''''.,. ,. A(;R R,
Abo ,,,,,k< ,hot , ;, .L' pL' j' ,'''''' w,," ".....L.. """'...... .. d,,>
"," or. t ho A I> ,.~; , ;_ . ,, "'lw.....' j>. r"" Oh , All Th. AU. ..-
"',,"~"'. d.." i, ,",,, ,,,,. ,,,,-, .. ""0
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~...cn "" s._ tQv, ,, So, .. "" c" ",••• ••0<»

u.uoou ,••~. "'....... e-.,..< l ro·. ...

t .
AG~ l Co." s,...... DAn

III"" " 1 1

",. , i" " . ooul ,he n,," ""luil, ... I ~ jll '" pr;"r 10. 110,- I'''\>.

lie ."n""""",m~nl.

B<",.."", of II d«line i" 110"", «..iol ".I_. i ' .. d.·.r
Ih",~ ",..k« i,l<1'.... Ik .,......~11"' 1 .- "I"il, ..1.·
a> d.1 r imnll. 1 lO l to~ It"u '" I""""~ of ,... " ""....,
"Iuily hol<kn of I'" ...lIi"lI: Ii. ",. Si""", I'" d.-di to<-
I:i bdor~ All . ,h" . ni<k- "'''''-''''''' n_~ 1 ;..-1,
, ~ d."di in ....... l" i<", lh.n d;,) ,1... wool 01
Bowy....nd \· i1L

e-",_ SoirJ Dolt

fi r;,,"" ! .h<.no-, ,... A(; I/I/. u,in,; IIx- ~ko<l, i< ulilily
.....om ' indu lor won l..d"", ..ilb an i"'..... ,,,,,,,,.0<1 ""
Ihe SO. Th i. pl,~ i, , l,·. , ly on~ ..10"", Ir~.,, 1 i. , I...
do'"'" ..·. ,,\ . """", Ih~ "",i.. Ii" ", p<'ri",1. alth""l';h il 'I"
p"' " no' '0 b<-gin it> n..~ ... d"d in" ,,,\til "igh, , ·hv<' 10
"i,w' y d, y' pr ior ,,, ,I.,. SIl.

I" j'.,w! Z 01 ,I,,' ,,1,1.. o r~ t" " ",\ ,h" ""no"", ".,i.·
,in ,k,,,,ibi ng ,I." " ,ol';"i""I". 01 Ihe A\ ;R II. , h,,,,,, 0"
l ig" re 2. The ch. "l';' " or •• Ie, elf,,,,, d"r i,,1'; ,1", I...·i, .l
lrom I"'..' " oI_y' b<-I"r~ ' he All '0 oher Ih. SIl " " "
147 d OY' -Z.r>l l 1 " ." ,.

p,."el 3 of 'he ..ble i", ,'''' IDaJ:"ilud"" of AC ;11 11-.
,how" 00 rilf;'J'~ 2 boll "OVP'''I';'' ,.... Sll. 1 11 i••""lin~
in . ebli.... . II,..~ pri nd . .."n.... a lkol h .. I"'....
•"re, .. cau..-d by , <q"i,! ..Ie and i> , ofi"' '"
Je<jui......... ..II , ioo _11...><- ....... of <qui'y
w.... ......, IJlIIj < , on .~. Th ,~"

,"ices of ,n,..-e of ~I...-trio: " ,i li, ies ...toi<h It>Id <q'
uily d . d ined by .!>no" 1.9 P"'" C<1t1 I""" b<-f<.,.-e ,ho- All
.m lil , SIl "'.... liN of, !" , l lt i> i. tJ,.. dedi i.. I",i<~
Ih~' tl Ii . ", d id tt'IO , <'<ei......h.... ;1 ,.-,ld <q"i'l'
. 11 1 1M Sll a ..d i> ,h~ nl"~« pr""'u , .........

<q"i . y i,-,o~.

' "

, .
M;kk <;a. " """"'· ....M• • ' 1),0 "

te" " ,. - -,

....n,..

0.91

••

OJ ... 111 '" ......... '" '" 'OJ ,.., I. I.

,"
_nilud<-. Th..... com~r;n~ ,..... , .... ,...'" .,.....,- . },o, ..-

Ii P<"'ioud 0./ an r k<1r" : ..' i li, ~ ..h "'h >Old ...... ' '1" i,y
>bor i,h ...... uno. uI • I'0" "~ i.o o f r kdric com."'.......
..hich .1,., >Old "I" i'y d",- i,,« 01...~'-Y"'""r .. OOy rn~.I.

d>("fr "1'1""'''' 10 h. , <' ......·n • ..,bs'a n,i.l . ",1 .iJ:" ili<ln '
<kel ,,,,, 0.- ",k> r l lo!<;, o f -S p<'t ernl. Therr .1'] ..... ...

b<- ' '''0 p<'fiud' 01 "t, id d,"-Ii"..... one j"" b<·~ ..-r .,KI
oro""d ,he AU and . ,uKher "hi<:h . pp<'. ... 10 "''11: '"
•t."" ,ixtY -S<'V"11 ,by• • r..., tl,,' A D , M ,·.-""i n ~ .1", j"i .
tial ,Iedi ,," J \" ; l1 ~ • pc,hl fmm I"" ...con day> b,·I,,,'('
th ., All to 10urI' ,<, I) ,by' . r"" ,I,,, AD, Ill<' _' p,·t ili,' ,I,..
dine '.., - 1.2 IK" crnl . T h i, l i,,1 major <I ,,,,li,,,- ..hid,
1><,;;"-' ""lore tho All '"~J:'>''' ,ha' .he m" k.", .... ei·
thrr .,,,i'-;I,,,'int ' he Iww "l"ily .. I" or ol". ini"g inl. .. •

,.. \;,-+------ - - ---- ---

...

:M _ •....., 1_ 011'1 , .... _ u,__
J--" . ~~-- ........

I
•

--- v-ooI_ M>
_ UIn"

•

U>ooc<- -.. ,h.
PH."'

L-ooooc1h 01 ........ 1

Ill" '1

-,........

""
•

Ch,nK'- I",," -"
A t> to +l< All

,"-, f> 01 P",'",
\"',_1

- I . l ~l"

"
jii, ;;> ji, Ii! j,(j ;;; ii y; "-' iU 0 IL' 2" ~\ ...

,"
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•

Summary aml Cond""ion.

Wl",n oI'-Cl r,( ul ,lil ,e' ",1,\ new e'l " ily "hare.' h",wo~n
j ."u",.y 1, 1973, and ll,-.;"mh"r 31, 1~. lh,' , h;"e 1'r;ce,
nf lhe,,' componio, "' er e depre" ",1 <lownw.,d h':,:ou,e
of the 'o k 1'1." d" w"".,d n '"""meT1t or market 1" <:"
' u 'e nl<'a , u r<·d from he lore the aLln" " " ( e,,,e ,,1 ,I" te '0
Ilw ' ale' d , lt' ollho 11 0W i""o w'a, - 1.9 1'" r con' wlooll
com pa' ''1 wi' h ,,,«H',,, 01 utlo",. d <'Ctr ic OJt,ht'e' wh 'ch
so ld n"w o~ \l it y re~lllarl y. h,n lo"r. , ." 1,,, oU,·ct ra ng
inK Ifom -1 per ct'nl ' 0 - 2 1" " c~,, ' ,,,' found ovo r ' h€
pcriod Irolll bdor~ 'h" '''''ounc" m<'nt d"o un, il afte r
lhe " I" , date ,Iop" "d i" g np"" ,,·Il<"lht'l' Ih ,· .I ,,,, wel'e
cen'er",1 on lhe All 0 1' on lh e Sil.

Tl w $<! ,veroge , ore eo ' '''' '' v, li v" ,,,d ,10" ",i" j,,,,,,,, c, 
li moted ,v",',~,· ded; 11o, 0' ' h" y w,"" derivod {!'Om u, .
ing , relurn in<1~x uf cu' ''I"" i,u" {"k'u r ic ,,'i1 ;tYI ~'h id,

itsdf oon" ;,,. 'ho oflec" 01 ,,,,,h', pre"ur". lu"h",.
tho usc 01 a"" ,loer i "d~, o{ I'<"m" I" ,' COt"l"';" '" "'h id,
w" eU"'I"»ed o{ rq;"b' t'd .",1 unn-guI''' '<I firt" , "...,,,1.1
,,,,,,,,,-ntia lly " i", 'h= a,'o raKO""'". (I ll I~<t. ;f 'he COtll.

p.";"", were '0 be ""de a~ai,,,, 'he Teh"" "I . n '~l"i 

t i" , b ' loJ on the I'ew Y", k ."d Anlt'r ic,,, " "..I. e"
chan~", 0\',,, Ih" ,"me l ime period. 11", a V~"'Kc ",lima'e
10 ' " ,. r ke! pross"''' w,,,,ld ri.e to -3 pe, 'ce,,' a"d Ih~

average e,limale, lor ", ft-. died "'ou ld . i, e '0 - 4.4 1"'<
een' con'"rL~l 'H\ l1<,· AI.) lo - 3,fj p~r oell' <~ ,\t" r,, 1 0"
lhe SU . Soe I ~I for d" tai 1>.)

T h" , i<e, b le " Ie' eHoc' OveT the onti r c pcr i<"1 fro'"
hefo re the a ''' ' t1U '' '~ t ''e''l d , le lu 01...., lhc ,. Ie, d ato
u.' ing th c j",,,{ol io 01 e1""";e eo" 'p." ie' lo r co"' l",ri"",
llto"ides di,..,,1 ev i<le"t'e Ih,l ,haro prio ", of e l,-,;" ie uti li
l i~, "'h ,ch ,..II "ew oG ui ly' ""nt inuc '0 d ""li"e ,I,,,, If,, ·
,a lc ha' take " pbce. Th i, W"d ;l ;on ""y he e'plained
", Ih" ;mpocl 01 o'hcr 10elO" ,h,,, ,,,ar"-' p ' ,-" U"" . 10""
" IX'" , hare pri...." l -erh'I" ' o llle 01 'hc'" lacto " arc
<l ",' I" Ihe i""eSlo" p"rcep'io", 01 incre.",d J ;Io'lio"
p",hl""" co"",,1 by " 'gul ' lu1)' lag a"d rc b"lo'o ry r;,\.
o"ociOlod wi ' h ,I.",,, p "hlie ",i Ii, ;", " 01 lx· iH!> allowed a
' , le 0 1 rein", on new "'I u ity "'1",1 to 11.0 ;""'-"0'" re o
~uil'od rate 01 relurn ov,·r Ih,' ei gh,-ycol' " JI"'ey I','r iod .

!::ven tho ug h ' ho enc' COl' '''' are no ' h ow" p,.""i ,,·ly.
i' i, dd,,,i 'dy de. r lh" inve>to" view lhe n"w ,.1" of
"'I " ily , hare, with dida,-or and ' hat 1he tiC'" <'<!u;l y " I,·
"·,,,Ii., in • ' \lb,t. n ,ia l d<'C li"e in o~ " i ,y pr ico', I'" bl io
nti l ;, y , eg"la'o" ,ho"ld b" eU" "' '''''d with 110"".. im 
p"t, uf n,'W e4uity , . It·, upon , h"e pri<e ' a lld T,,'urn>
.".1 "tI"1ll1'1 'u mak" 1""1"" ,dju,' n"''' l' in lh~ "lIo~'od

"1,, 01 '<'I", n ' 0 ofl'N 0 ' eli ", ; nal" ,he", dl,,,,,, ;n the
1"([11'0.
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
138. Regarding Dr. Vander Weide’s discussion of his gas distributor sample group, at 

 pages 26 through 28 of his testimony, please provide the following: 
 
a) What percentage of revenues for each company is derived from gas 

distribution operations (as opposed to gas merchant or exploration 
operations): 

b) Which gas companies were eliminated from the sample group, and 
why? 

c)  Please explain why Dr. Vander Weide elected to rely on earnings 
growth projections provided by only two analysts.  Which of the gas 
companies had only two analysts? 

d)  Please provide support for Dr. Vander Weide’s statement that gas 
distribution companies are “a conservative proxy for the risk of 
investing in water companies.” 

 
Response: 
 

a) Dr. Vander Weide does not maintain information on the percent of 
revenues each company receives from gas distribution operations as 
opposed to gas merchant or exploration operations.  Such information 
is publicly available in each company’s annual report.  Further, the 
information being sought is implicitly incorporated in the Value Line 
Safety Ranks that Dr. Vander Weide uses to compare the risk of 
investing in his gas distribution sample group to the risk of investing in 
his water company group (see Dr. Vander Weide’s testimony at p. 29, 
Question and Answer 28).  In addition, Dr. Vander Weide notes that 
the DCF and CAPM results for his gas comparable group are lower 
than the DCF and CAPM results for the water comparable group. 

 
b) Vander Weide specifies his selection criteria in his Direct Testimony 

at page 28.  Companies which were eliminated include Laclede, 
National Fuel Gas, New Jersey Resources, UGI Corp., and WGL 
Holdings Inc.  Each of these companies was eliminated because it had 
fewer than 2 I/B/E/S analysts’ estimates of long-term growth.  No 
companies were eliminated for other reasons. 

KAW_R_AGDR1#138_122308 
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COMPANY TICKER NO. OF 
ESTIMATES 
OF LONG-
TERM 
GROWTH 

Laclede Group LG 0
National Fuel Gas NFG 1
New Jersey Resources NJR 1
UGI Corp. UGI 0
WGL Holdings Inc. WGL 1

 

c) As described in his direct testimony at pp. 26 - 28, Dr. Vander Weide 
normally specifies that a company’s long-term growth forecast be 
based on the average of at least three analysts’ growth forecasts. 
However, at the time of his studies, there were only five companies 
that had growth forecasts from three analysts.  Dr. Vander Weide 
believes that it is better to estimate the cost of equity using as large a 
comparable group as possible; thus, he decided to include companies 
in his studies that had growth forecasts from two analysts. 

The companies which had only two analysts contributing to the August 
2008 I/B/E/S mean long-term earnings growth forecast include AGL 
Resources, Atmos Energy, Energen, Nicor, and Southwest Gas. 

d) Dr. Vander Weide provides support for his statement that gas 
distribution companies are “a conservative proxy for the risk of 
investing in water companies” in his direct testimony.  As Dr. Vander 
Weide states at page 29: 

Q  58 Do you have any empirical evidence that the LDCs 
in your proxy group are a conservative proxy for 
KAWC? 

A  58 Yes.  The average Value Line Safety Rank for my 
proxy group of LDCs is 2, on a scale where 1 is the 
most safe and 5 is the least safe, whereas the water 
companies have an average Value Line Safety Rank 
of 3. 

In addition, Dr. Vander Weide notes that his DCF results for his LDC 
group, 11.1 percent, are lower than his DCF results for his water 
company group, 11.8 percent. 

For electronic version, refer to KAW_R_AGDR1#138_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
139. Regarding Dr. Vander Weide’s Ex-Ante Risk Premium study discussed at pages 

 31 and 32 of his testimony: 
 

a) Are the gas distribution companies constant in each month throughout 
the 1998-2008 study period?  If not, please list the companies used in 
each month and explain any differences. 

b)  Has Dr. Vander Weide used this Ex-Ante Risk Premium analysis in 
every rate of return testimony he has submitted over the past five 
years?  If not, please explain why not. 

c)  The footnotes in Schedule 3-4 indicate the “g” in the DCF model used 
is “I/B/E/S forecast of future earnings growth for each month.” Does 
I/B/E/S update long-term growth rates every month?  If not, how often 
are the growth rates updated? 

 
Response: 
 

a) No.  As described in Appendix 3, a company is included in the study 
in each month in which it meets the same selection criteria as specified 
in my direct testimony.  The companies used in each month are shown 
in the work papers supporting Schedule 3, provided in response to AG-
143. 

b) Yes. 
c) Yes.  I/B/E/S compiles and reports the long-term earnings growth 

forecasts of the analysts contributing to the survey on a monthly basis. 
 

For electronic version, refer to KAW_R_AGDR1#139_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
140. Regarding Dr. Vander Weide’s Ex-Post Risk Premium analysis, has he 

 consistently examined the historical returns on the S&P 500 as well as that of 
 S&P Utility Index?  If not, when did he begin to examine both of those stock 
 indicies in determining his Ex-Post Risk Premium estimate and why? 

 
Response: 
 

Yes. 
 
For electronic version, refer to KAW_R_AGDR1#140_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
141. With regard to Dr. Vander Weide’s testimony at page 40, line 23 that the current 

 market risk premium is 9.37%, please provide support from the financial literature 
 that investors’ current expected return for the stock market in general is 9.37% 
 above long-term Treasury bond yields. 

 
Response: 
 

Dr. Vander Weide’s testimony at page 40, line 23, is supported by his studies of 
the DCF-based market risk premium, described in his testimony at pp. 39 - 43 and 
Schedule 8. 
 
For electronic version, refer to KAW_R_AGDR1#141_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
142. Please provide the book value capital structures (including short-term debt) of 

 each of the water and gas utility sample companies shown in Dr. Vander Weide’s 
 Exhibit__(JVW-1), Schedule 9. 

 
Response: 
 

Please see attached. 
 
For electronic version, refer to KAW_R_AGDR1#142_122308.pdf. 
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Response to AG 142

Line 
No. Company

Short-
Term Debt

Long-
Term Debt

Preferred 
Equity

Common 
Equity

Total 
Capital %Short-ter %Long-term%Preferred%Common

1 American States Water 38 267 0 302 607 6% 44% 0% 50%
2 Aqua America 81 1,215 0 976 2,272 4% 53% 0% 43%
3 California Water Service G 3 289 4 382 678 0% 43% 1% 56%
4 Middlesex Water 12 131 4 137 284 4% 46% 1% 48%
5 SJW Corp. 11 217 0 237 465 2% 47% 0% 51%
6 Southwest Water Co. 2 145 1 159 307 1% 47% 0% 52%
7 York Water Co. 5 70 0 67 142 4% 49% 0% 47%
8 Composite 151 2,336 8 2,261 4,755 3% 49% 0% 48%
9 Average 3% 47% 0% 50%

Line 
No. Company

Short-
Term Debt

Long-
Term Debt

Preferred 
Equity

Common 
Equity

Total 
Capital %Short-ter %Long-term%Preferred%Common

1 AGL Resources 580 1,674 0 1,661 3,915 15% 43% 0% 42%
2 Atmos Energy 154 2,126 0 1,966 4,247 4% 50% 0% 46%
3 Energen Corp. 144 562 0 1,379 2,085 7% 27% 0% 66%
4 Equitable Resources 29 754 0 1,098 1,880 2% 40% 0% 58%
5 Nicor Inc. 444 423 1 945 1,812 25% 23% 0% 52%
6 Northwest Nat. Gas 148 512 0 595 1,255 12% 41% 0% 47%
7 ONEOK Inc. 623 4,215 0 1,969 6,807 9% 62% 0% 29%
8 Piedmont Natural Gas 196 825 0 878 1,899 10% 43% 0% 46%
9 South Jersey Inds. 118 358 0 481 957 12% 37% 0% 50%

10 Questar Corp. 362 1,021 0 2,578 3,961 9% 26% 0% 65%
11 Southwest Gas 47 1,366 0 984 2,397 2% 57% 0% 41%
12 Composite 2,846 13,836 1 14,533 31,215 9% 44% 0% 47%
12 Average 10% 41% 0% 49%
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
143. Please provide each of Dr. Vander Weide’s Schedules in spreadsheet format with 

 source data, formulas available, and cells unlocked. 
 

Response: 
 

Please refer to the electronic Excel spreadsheet titled 
KAW_R_AGDR1#143_122308.xls for requested information. 

 
For electronic version of this document, refer to KAW_R_AGDR1#143_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Vander Weide 
 
144. Please provide any and all of Dr. Vander Weide’s workpapers and source 

 documents not otherwise requested. 
 

Response: 
 

Dr. Vander Weide is unaware of documents not provided.  If the Attorney 
General has requests for other specific documents, Dr. Vander Weide will 
respond to the request. 
 
For electronic version, refer to KAW_R_AGDR1#144_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Dr. James Van der Weide 
 
145. Please provide a copy of the contract under which Dr. Vander Weide is providing 

 his services for Kentucky-American in this proceeding. 
 
Response: 
 

Please see attached.  
 
For electronic version, refer to KAW_R_AGDR1#145_122308.pdf. 
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Fnn:iaI SbalegyAssociates
James H.VanderWeide, Ph.D.

Mr. MikeMiller
American WaterWorksServiceCompany
Southeast Region
PO Box 1906
Charleston, WV 25327-1906

DearMike:

3606 Stoney brook Drive
Durham, NC 27705

TeL (919)383-6659 or (919) 383-1057
Fax. (919) 383-6659
jim.vanderwcidc@duke.cdu

September 18,2008

Kentucky-American WaterCompany
Date

This letter confirms my agreement to perform cost of capital studies and to provide testimony on behalf of Kentucky-American
WaterCompany ("KAWC" or "the Company") in its2008 costof capital proceeding beforethe Public ServiceCommission ofthe
Commonwealth of Kentucky ("KPSC").

Work. I will: (1) conductan independent studyof the cost of equitycapital for KAWC; (2) preparewrittentestimony on my cost
of equityfindings and returnon equity(ROE)recommendation; (3) respondto data requests; (4) defend this testimony as required
before the KPSC; (5) as required, evaluate intervenor testimony and prepare and defend rebuttal testimony; and (6) work with
KAWC's staff and attorneys as required. I understand that KAWC requires my cost of equity estimateno later than October 1,
2008, and that written testimony is to be filed in October2008. Direct testimony and schedules will be delivered to KAWC in
timelymanner for filing.

If this proceeding is settled or otherwise ended prior to completion of the work items set forth above, I will be compensated for
work completed up to that time, and no additional work will be undertaken or compensated without KAWC's advance written
approval.

As part of my work, I will analyze risks, study comparable companies, estimate the cost of equity using several cost of equity
models, and providean opinion as to the appropriateness of the estimate based upon the capital structure ofKAWe. I will refine
the studies and analyses and preparewritten testimony that presents my cost of capital studies and recommendations, defendmy
testimony at hearings, evaluate intervenor testimony, and prepare and defend rebuttal testimony and assist Company staff and
attorneys in preparation of briefsas requested.

Fee. My fee is $425 per hour for services related to the preparation and submission of the analyses and testimony. Partial hours
will be pro-rated. 1estimatethat total expenses will be approximately $40,000. I will be reimbursed for travelexpenses incurred
in connection with the case. My fee covers all aspects of the case including, but not limited to, consultation, preparation and
submission of analyses, direct and rebuttal testimonies and exhibits, and providingtestimony at the hearings.

Confidentiality:
During the course of performing the work set forth above, the Consultant may receive, deliver, prepare, review, analyze,
reproduce, summarize or otherwise work with confidential, proprietary and/or secret information. All information received by the
Consultant from the Company, or obtained or generated by the Consultant, as partof the work shallbe treated bythe Consultant as
strictly confidential and as privileged information. The Consultant shall not disclosesuch information to any person otherthan the
Managing Attorney and those persons assisting him, and shallnot use such information for any purpose,exceptas necessary (1) to
perform the work, (2) when ordered by a court of competent jurisdiction, or (3) when a document is shown to be entirely public
information, without any reference to CLIENT or the work being performed by the Consultant. The Consultant shall not remove
documents or other materials containing such information from the Company's premises nor use or copysuch documents or other
materials for any purpose, exceptas necessary to perform the work. The Consultant shallnot under any circumstances retain, after
such time as the Consultant's work is completed, anydocuments or other materials pertaining to the Company, or copies thereof,
that come intothe Consultant's possession in the courseof performing the work UNLESS APPROVED BY the Company.

If this accurately describes our understanding, pleaseacknowledge your agreement by signingin the spacebelowand returning the
original to me. I look forward to workingwithyou and yourstaff.

Sincerely,
JamesH. VanderWeide
JamesH. VanderWeide,PhD.
President, Financial Strategy Associates
Date
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CONTRACT APPROVAL FORM

ll CHECK THIS BOX IF THIS IS AN AMERICAN WATER CONTRACT APPF~OVED FOR STANDARD US!.-: 13Y
THE AMERICAN WATER LAW AND FINANCE DEPARTMENTS (NO CHANC;r::.S MADE)

I) Contract Number N//\

3b) Contract Owner !Clkin(J responsibility after the contract is signed (it differc:)nt than oriqinal Contract ()WI1t~I)

Phone number

4) Secondary contact name and phone number SI::!£LLA A-,_MIJ:LE~ .304-35~-63'1 Z

5) Physical location of document(s) (office location and department name)".
CHARLESTON, WV - RATES AND REGULATION

6) Name of the American Water company entering into the contract*: KENTUCKY AMERICAN WATER
COMPANY

7) Other company or companies signing the contract* FINANCIAL STRATEGY ASSOCjATES

8) Contract description*: COST..OF CAPITAL STUDY, TESTIMO"!Y, DATA REQUESTS AND ATTENDANCE AT
HEARING JF: NECESSARY FOR THE KAWC ~ATE CASE ANTICIPATED TO BE F7ILED IN OCTOBER 2008.

9) Relationship to other contracts (amendment, change order with new terms, etc)* NONE

10a) Estimated Lifetime
Contract Payments*~O,OOO

1Db) Estimated Lifetime
Contract Receipts* $N/A

Estimated Lifetime Contract Payments should be expressed in gross

11) Effective Date*: .st 23 / 08

12) Renewal terms* (check one). 0 Perpetual unless cancelled 0 Annual automatic renewal unless cancelled
DMonthly automatic renewal unless cancelled 0 Not renewableo Renewable with prior notice (notice date __/ / )
o Other (describe on item 15)

13) Termination Date* UPON COMPLETION OF I3ATE CASE

14) Termination provisions* (check all that apply). 0 At-will by either party 0 At-will by AW only
o At-will by other party only 0 For cause by either party
o For cause by AW 0 For cause by other partyo No termination provisions in contract

15) Miscellaneous Notes NONE

"Mandatory informalion Rev 2 4/1/08
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CONTRACT APPROVAL FORM

16) Contract Type* (check only one box)
NOTE See Appendix 1 for a description of each contract type

Contract types marked with an 'T" require the prior input and approval of the Finance Department
(regardless of total value)

COlltrHct types marked with an "1:$" require the prior input and approval of tile [ inancc I )(~p(.lIlnlellt (lIlly
if the total value exceeds $100,000

Contract types marked with a "P" require the prior input and approval of the Supply Ulaill I)epr.u lIW,l[li

~)ee Instructions for description of approval process

Joint Ventwe Agreement

l.abor Agreement

Lease Agreement

License Agreement

Merger/Acqu isition/Disposilion Agreerne I1t

Miscellaneous Agreement

Operating Agreement

Purchase/Sale Agreement

Rate Agreement

[J (F)(P)
lJ
LJ (F)

0
0 (F$)

0

o (FS)
o (F)

o (F)

o (F)

o
o (F)

BenefiUPension Agreement

Billing/Shut-Off Agreement

DebUSecurities Agreement

Confidentiality Agreement

Construction Agreement

Developer Service/Main Extension
Agreement

Easement Agreement

Employment Agreement

Environmental Agreement

Financial Agreement

Fire Protection Agreement

Franchise Agreement

[1 (F)

[J
o (F) (P)

o (P)

o (F)

o (F)

o (F)

o (F$)(P)

o
o (F$)(P**) Serv ices Agreement

o (F) Settlement Agreement

o (P) Supply Agreement

[] (F) Water SupplylWastewater Agreement

**- Only when the company is receiving the services

17) If the contract contains a non-cancellable payment commitment by AW in the current or future years (such as
a long-term take-or-pay supply agreement or lease), fill out the following schedule":

Year Commitme!}! Amount (in $'s)_
2008 $40,000 __
2009 - .- --
2010 ._--
2011
2012
2013 .-
2014--------_..

2015
__0.

*MandatDry information

Year Commitment Am_<?ynt (i~ $'s)
2016
~17

, 0-

2018 --._----
2019
2020 ------
2021 ---
2022
2023 and
~ond

Rev 2 4/1108
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CONTRACT APPROVAL FORM

Section II: Approvals

Business Unit Review:

CONTRACI' ()VVNF:r~"

Comment (use back if
!)_~£~lisaiyt _ _.J

CONTRACT SIGNER (only if Contract Owner does not have
authority to sign contract pursuant to the DOA; see instructions)

By checking this box, Contract Owner represents he/she has reviewed
the Delegation of Authority and is authorized to sign the contract ~1

(Date)

/Ct I f

li~~~
(Date)

----------- ----
(Signature)(Name)

MIQtIAELlh, IVlIL1£R
(Name)

Law Department Review by

ATTORNEY*

A.W. TURNER
(Name)

Finance Department Review by:

Comment (use back if
, -.!!'?cessary) . _

$,/(;/
~~'----------------'

Comment (use back if
____ necessary) _

(Name) (Signature) (Date) -- - -------------1

Check box if Finance Department review is not required: ~ ------ -----------'

Supply Chain Department Review by: Comment (use back if
___. necessa!yl _

(Name) (Signature) (Date)

Check box if Supply Chain Department review is not required: ~ -----------------'

"Mandatory information Rev 24/1/08
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Michael A. Miller 
 
146. Please refer to Application Exhibit 37B, pages 30 through 33.   

a. Provide these pages in Excel format with all formulae intact. 
b. Provide a source for the “% Net Salvage,” “Average Service Life,” 

and “Curve Form” parameters shown on those pages. 
c. Explain how those parameters were derived and demonstrate how they 

relate to the depreciation rates adopted in the settlement in Case No. 
2007-00143.  

 
Response: 
 

a. Refer to the excel file labeled as KAW_R_AGDR1#146_Exhibit 37B-
3_122308.xls.  In order to maintain the formulae the file begins on 
Schedule B-3 and includes pages 24 through 33 of the original exhibit.   

b. The source of the “% Net Salvage”, “Average Service Life”, and 
“Curve Form” parameters was derived from the 2007 Depreciation 
Study prepared by Gannett Fleming that was adopted in the settlement 
of Case No. 2007-00143. 

c. The life and net salvage parameters are explained in the 2007 
depreciation study that was filed in Case No. 2007-00143. 

 
  For the electronic version, refer to KAW_R_AGDR1#146_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Sheila Miller 
 
147. Please refer to W/P 4-1 (Depreciation and Amortization workpapers) provided in 
 response to PSC DR No. 1-1a.  Provide an Excel version of these workpapers 
 with all formulae intact. 
 
Response: 
 
 Please refer to the electronic document labeled as KAW_R_AGDR1#147_WP 4-
 1_122308.xls. 
 
 For the electronic version of this document, refer to 
 KAW_R_AGDR1#147_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Sheila Miller/Michael A. Miller 
 
148. Please refer to W/P 3-5 (Service Company Expense workpapers) provided in 
 response to PSC DR No. 1-1a.  Provide an Excel version of these workpapers 
 with all formulae intact. 
 
Response: 
 
 Please refer to the electronic document labeled as KAW_R_AGDR1#148_WP 3-
 5_122308.xls. 
 

For the electronic version of this document, refer to KAW_R_ 
AGDR1#148_122308.pdf. 
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KENTUCKY-AMERICAN WATER COMPANY 
CASE NO.  2008-00427 

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION 

 

 
Witness:  Michael A. Miller 
 
149. Please provide any and all internal studies and correspondence concerning the 
 Company’s implementation of FASB Statement No. 143 and FIN 47.  
 
Response: 
 

There are no internal studies.  Please see responses to AGDR1#150 and 
AGDR1#155. 
 
For electronic version, refer to KAW_R_AGDR1#149_122308.pdf. 

KAW_R_AGDR1#149_122308 
Page 1 of 1


	KAW_R_AGDR1#130_122308.pdf
	KAW_R_AGDR1#131_122308.pdf
	KAW_R_AGDR1#132_122308.pdf
	KAW_R_AGDR1#133_122308.pdf
	KAW_R_AGDR1#134_122308.pdf
	KAW_R_AGDR1#135_122308.pdf
	KAW_R_AGDR1#136_122308.pdf
	KAW_R_AGDR1#137_122308.pdf
	KAW_R_AGDR1#138_122308.pdf
	KAW_R_AGDR1#139_122308.pdf
	KAW_R_AGDR1#140_122308.pdf
	KAW_R_AGDR1#141_122308.pdf
	KAW_R_AGDR1#142_122308.pdf
	KAW_R_AGDR1#143_122308.pdf
	KAW_R_AGDR1#144_122308.pdf
	KAW_R_AGDR1#145_122308.pdf
	KAW_R_AGDR1#146_122308.pdf
	KAW_R_AGDR1#147_122308.pdf
	KAW_R_AGDR1#148_122308.pdf
	KAW_R_AGDR1#149_122308.pdf



