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Chapter 10

Stock Offerings and Investor Monitoring

Questions

1.
Explain the rights of common stockholders that are not available to other individuals.


ANSWER: Common stockholders are permitted to vote on key matters concerning the firm such as the election of the board of directors, authorization to issue new shares of common stock, approval of amendments to the corporate charter, and adoption of by-laws.

2.
What is the danger of issuing too much stock?


ANSWER: The issuance of too much stock can cause dilution of ownership, and can depress stock prices because the supply of stock may now exceed demand.

3.
Explain the role of investment banking firms during a public placement of stock.


ANSWER: Investment banking firms distribute or place stock for corporations. They serve as intermediaries since corporations issuing stock typically do not have the expertise to place their own stock.

5.
Why do firms engage in IPOs?


ANSWER: Firms engage in IPOs when they have feasible expansion plans but are already near their debt capacity.

8.
What factors influence the offer price of stock at the time of the IPO?


ANSWER: The offer price is influenced by market conditions, industry conditions, and the prevailing market multiples (such as price/earnings ratio). Firms prefer to engage in an IPO when market conditions allow for a high offer price.

15.
How do IPOs perform over the long run?


ANSWER: IPOs perform poorly on average when compared to other firms over the long-term period.

17.
Explain why the stock price of a firm may rise when the firm announces that it is repurchasing its shares.


ANSWER: A stock repurchase signals to other investors that the firm’s managers believe the stock is undervalued. Therefore, they purchase the stock, which places upward pressure on the stock’s price.

21.
Explain why stocks traded on the NYSE exhibit lower risk than stocks that are traded on other exchanges.


ANSWER: Stocks traded on the NYSE tend to represent larger firms. These stocks also have a large trading volume, which enhances their liquidity.

22.
Are organized stock exchanges used to place newly issues stock? Explain.


ANSWER: Organized exchanges are used to facilitate secondary market transactions. They are not used to place newly issued stock.

Managing in Financial Markets

As a portfolio manager of a financial institution, you are invited to numerous road shows in which firms that are going public promote themselves, and the lead underwriter invites you to invest in the IPO. Beyond any specific information about the firm, what other information would you need to decide whether to invest in the upcoming IPO?

ANSWER Market conditions should be assessed. As stock market conditions change, valuations change. In addition, industry conditions change over time, which affect valuations of firms within a particular industry.
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