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New Regulatory Finance

Alternative Sources of Equity

A second controversy is whether a flotation cost allowance should be allowed
because a company can always obtain equity from sources other than a public
issue of common stock, such as a rights issue for example. There are several
sources of equity ‘capital available to a firm, including: public common stock
issues, conversions of convertible preferred stock, dividend reinvestment plans,
employees’ savings plans, warrants, and stock dividend programs. Each carries
its own set of administrative costs and flotation cost components, including
discounts, commissions, corporate expenses, offering spread, and market
pressure.

Equity capital raised through a public issue is typically more expensive than
alternate sources of equity. Rights issues, when available, are less expensive,
byt direct costs still would be incurred. Of course, a rights issue assumes that
a willing underwriter and a willing market could be found for such offerings
in the first place, an unlikely event in public capital markets for small unproven
companies. Internal sources of equity, including dividend reinvestment and/
or employee stock option plans, are also typically less expensive, unless a
discount on the purchase price is inherent in the plan, in which case they are
often equivalent to a public issue. Direct costs are also incurred in an employee
stock savings plan and/or a shareholder dividend reinvestment plan.

The flotation cost allowance is still warranted, however, because it is a compos-
ite factor that reflects the historical mix of all these sources of equity. The
flotation cost allowance applicable to all the company’s book equity is actually
a weighted average of the current allowances required for each past financing,
that is, the flotation cost allowance factor is a build-up of historical flotation
cost adjustments associated and traceable to each component of equity source.
However, it is impractical and prohibitive to start from the inception of a
company and source all present equity from various equity vintages and types
of equity capital raised by the company. One way of circumventing the problem
of vintaging each form of equity is to source book equity by broad categories
of equity, such as dividend reinvestment plan equity, stock option equity, and
public issue equity, and calculate a wejghted average flotation factor. That is
also onerous and cumbersome. A practical solution is to rely on the results
of the empirical studies discussed earlier that quantify the average flotation
cost factor of a large sample of utility stock offerings.

Efficient Markets

A third controversy centers around the argument that the omission of flotation
cost is justified on the grounds that, in an efficient market, the stock price
already reflects any accretion or dilution resulting from new issuances of
securities and that a flotation cost adjustment results in a double counting
effect. The simple fact of the matter is that whatever stock price is set by the
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Chapter 10: Flotation Cost Adjustment

market, the company issuing stock will always net an amount less than the
stock price due to the presence of intermediation and flotation costs. As a
result, the company must earn slightly more on its reduced rate base in order
to produce a return equal to that required by shareholders.

Existing shareholders are made worse off when a company issues new .stock
below the market price, irrespective of how “‘efficient’” that stock price may
be. As seen in an earlier example, the new issue results in a transfer of wealth
from existing to new shareholders. This is true regardless of the degree of
efficiency of the market. ' '

It has also been argued that a flotation cost allowance is inequitable since it
results in a windfall gain to shareholders. This argument is erroneous. As
stated previously, the company’s common equity account is credited by an
amount less than the market value of the issue, so that the company must
eamn slightly more on its reduced rate base in order to produce a return equal
to that required by shareholders. Moreover, existing shareholders are made
worse off when a company issues new stock below the market price.

The suggestion that the flotation cost allowance is unwarranted because invest-
ors factor this shortcoming in the stock price implies that it is appropriate to
use a deficient model because such a deficiency is reflected in stock prices.
In other words, it is appropriate to use a deficient model because investors
are aware of this. Such circular reasoning could be used to justify any regulatory
policy. For example, under this reasoning, it would be appropriate to authorize
a return on equity of 1% because investors reflect this fact in the stock price.
This is clearly illogical and erroneous. Any regulatory policy, as irrational as
it may be, can be justified using this argument.

Absence of Imminent Stock Issues

Another controversy is whether the flotation cost allowance should still be
applied when the utility is not contemplating an imminent common stock
issue. Some argue that flotation costs are real and should be recognized in
calculating the fair return on equity, but only at the time when the expenses
are incurred. In other words, the flotation cost allowance should not continue
indefinitely, but should be made in the year in which the sale of securities
occurs, with no need for continuing compensation in future years. This argu-
ment implies that the company has already been compengated for these costs
and/or the initial contributed capital was obtained freely, devoid of any flotation
costs, which is an unlikely assumption, and certainly not applicable to most
utilities. If the flotation costs of past stock issues have been fully recovered,
the argument has merit. If that assumption is not met, the argument is without
merit. The flotation cost adjustment cannot be strictly forward-looking unless
all past flotation costs associated with past issues have been recovered.
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