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RIGHTS ISSUES: UNDERWRITING
VERSUS A DEEP DISCOUNT

Any company trying to raise money via a rights issue faces the perennial dilemma of whether to

spend money having the issue underwritten by investment banks and institutional investors or to

go for a low-risk deep-discounted issue. The other alternative is to follow ICI - and do both.

The arithmetic of rights issues is
well known. Take, for example, a
company with 100 million shares
priced at 100p, looking to raise
£20m through a rights issue.

® A one-for-four rights issue priced
at 80p will result in an ex-rights
price of 96p (enlarged market
capitalisation divided by enlarged
number of shares: (£100m +
£20m)/(100m + 25m)).

e A one-for-two rights issue priced
at 40p will result in an ex-rights
price of 80p ((£100m +
£20m)/(100m + 50m)).

(There is a misleading
convention to refer to the rights
issue price as being at an x%
discount to the market price: a
1-for-1 issue at a “50%” discount
is in fact a discount of just 33%
compared to the ex-rights price.)

The problem of underwriting the
issue is more likely to arise in the
first example because it is only
necessary for the shares to slip
17% from 96p (ex rights) to just
below 80p before the rights are no
longer worth taking up. In the
second example, the share price
would have to fall by half, from 80p
(xr) to 40p, before the issue would
be in danger. Here are some key
questions to determine the
likelihood of the share price falling
below the rights price:

e How big is the proposed
increase in the equity base?

e \What has been the recent share
price trend?

e How volatile has the share price
been? Might that volatility take the
share price below the rights price?
e How desperately needed is the
rights issue cash? What if it fails?
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o Will the market interpret the move
as shock rescue funding?

o How will the market react to any
simultaneous results
announcement, or an acquisition or
other restructuring that may be
prompting the rights issue?

Recent examples

The more desperately a company
needs the money the better it is to
have it underwritten. Cookson,
which needed the cash to
strengthen its balance sheet, but
otherwise had no particularly time-
critical issues — postponed a rights
issue in June 2002 before finally
relenting the following month with a
deeply discounted issue that
wasn’t underwritten. With the
shares at 49p, the announcement
of an 8-for-5 issue at 25p ought to
have resulted in an ex-rights price
of 34p. But the issue was initially
badly received, the shares closing
down 16p at 33p, or just 28p ex-
rights. At the time of going to
press, the share price was barely a
penny above the rights price.

A huge, deeply discounted £2bn
rights issue that doubled
Kingfisher’s equity base was
underwritten so that it could
proceed with a formal offer for the
remainder of French group
Castorama.

ICl had its hand forced by a
threatened credit-rating
downgrade to junk status as some
of its debt approached maturity,
which would have increased the
interest costs on re-financing. The
£800m rights issue strengthened
the balance sheet enough that the
threatened downgrading was

averted, thereby avoiding a £40m
increase in annual debt service
costs — but the chemicals group
did spend £12m having the issue
underwritten to ensure it got away
safely. It may not have helped that
the rights issue had been flagged
in advance, depressing the share
price even before terms were set.
If a company’s share price has
been depressed — or is in danger
of adverse market reaction —
remember it’s not legally possible
to have a rights issue at a discount
to the par value. Johnson Matthey
got around this problem in the
1980s when its share price
collapsed following the failure of its
subsidiary, Johnson Matthey
Bankers. The company raised
cash by offering convertible loan
stock instead of straight equity.

Tax issues
If there are many employee or
other private shareholders, they
may have a tax problem if they
can’t afford to take up any of their
rights without selling some of their
nil-paids to finance the purchase:
in seeking to remain cash-neutral,
they face an outlay for capital gains
tax. The problem is this: a rights
issue splits the value of an
investment into two parts:
o the original shareholding at the
ex-rights price (100m shares @
96p in the first case, and 100m x
80p in the second); and
o the value of the rights in
nil-paid form (25m shares @ 16p
in the first case, and 50m x 40p
in the second)

The sum of these two parts is
equal to the original market value,

regardless of the structure of the
discount (£96m + £4m in the first
case, £80m + £20m). But while it’s
not uncommon for sophisticated —
but cash-strapped — investors to
decline to take up their rights,
preferring to have the nil-paids sold
on their behalf, the result is that
they are in a sense involuntarily
selling part of their investment and
incurring a CGT liability.

Review rights issue
documentation very carefully,
especially in the current
environment. In 1987, City
institutions tried to declare force
majeure to get out of their huge
underwriting commitments for
BP’s rights issue and share offer
when it was hit by the Black
Monday stockmarket crash
(unsophisticated private investors
still queued to submit their
application forms, however).

If the issue isn’t underwritten and
fails, then that will be a further
depressant on the share price. The
knowledge of this may cause the
shares to wobble as they get near
the price, maybe sparking a self-
fulfiling prophesy.

Rights issue underwriting fees
are more flexible than they were
before a 1998 investigation by the
Monopolies Commission (now the
Competition Commission) into
underwriting fees — but while well-
priced, good quality issues that
aren’t exposed to the market for a
long time can get underwritten at a
cost of perhaps 1%, riskier issues
may cost up to 3%.
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