Methods of issuing common shares
1) To the existing shareholders through a rights issue
2) To the general public  through a public  issue
3) Through a private placement
4) To employees stock options or ownership plan
5) To the existing shareholders through a bonus issue
To the general public through a public issue
A company offers its shares to be subscribed by the general public. All members of the public are invited to subscribe for the company’s shares. It mainly occurs when a company is listed in the stock exchange for the first time (IPO) or through a secondary issue (sell of more shares to the public).
There are 2 stages in a public issue:
Stage 1 decisions
These are decisions made by the company including: the amount to be raised: type of securities to be used (Debt or shares): the method of issuing: selection of investment bankers etc
Stage 2 decisions
 These are decisions made jointly by the investment banker. They include reevaluating the initial decisions: deciding on the relationship between the banker and the firm. The relationship can either be:
a) Best efforts relationship: This is where the investment banker undertakes to sell as many shares as possible on a commission basis and return the remaining shares to the company. He does not undertake to purchase the unsubscribed shares. 
b) Underwriting relationship: The investment banker undertakes to sell as many shares as possible and buy the unsubscribed shares.
Other decisions to be made include:
1) To set the issue price. This is the price at which the shares will be sold to the public 
2) To decide on the compensation of the investment banker and other expenses to incurred in the issuing process.
The investment banker then undertakes the issuing process by advertising the issue and receiving applications and carrying out allotment.
Private Placement
In a private placement, the company selects one or more investors usually the institutional investors to subscribe for its shares. The shares are not open to the public.

Advantages of private placement
1) Results in less floatation costs selling to one or few investors. Requires no advertising.
2) It is a quick method of issuing common shares. In a public issue, it could take even 2 or 3 month due to CMA, NSE procedures, advertising and processing applications.
3) The company decides who the investor will be and therefore it’s as an important method of identifying strategic investors.
Disadvantages of private placement
1) It may send signals that the company is not performing well therefore needing strategic investors to inject funds.
2) Privately placed securities cannot be traded in the secondary market and so lack liquidity.
3) The public is denied a chance of investing in these companies.
Bonus issue
It’s an issue of additional shares to the existing shareholders on a pro-rata basis instead of cash dividends. The amount an investor would have received as dividends is equated to shares. There is no effect on the share capital but the number of outstanding shares increases.
Advantages of bonus issue
1) Can result in conservation of cash especially if the company is facing financial difficulties.
2) A tax saving to the investor or shareholder. Dividends are subject to withholding tax but there is no tax on allocation o f new shares.
Disadvantages of bonus issue
1) May signal negative information that the company has liquidity problems making it unable to pay cash dividends
2) If the earnings or profits of the company fail to increase proportionately to the increase in the number of shares than Earnings Per Share is likely to be diluted.
Employee stock ownership/ Option plans  
These are plans that allow the employees to buy the shares of the company under special conditions i.e. either for free or at discounted prices. This may be organized under the following schemes:
1) Employee stock options plan (High level plans). These are incentive schemes given to the top management of the company to minimize agency conflict.
2) Low level plans. Plans for the low level employees where the company sells shares to its low level employees at discounted prices .

MORE ON RIGHTS ISSUE
Advantages of rights issue
1)  If the shareholder exercises or sells the rights, their wealth will not be affected.
2) If the existing shareholders subscribe all the shares, the ownership of the company is not diluted since shares are sold to the existing shareholders only.
3) It involves less floatation costs than a public issue
4) It involves less administration and operational procedures
5) The shareholders will get higher dividends in the future since the number of shares increase.
Disadvantages of rights issue
1) The shareholders wealth declines if they ignore the rights
2) Where the rights issue is not fully subscribed the company will not raise the target finance.
The next question is a continuation of the question on rights issue we did in class
Assume a shareholder had 3000 existing shares before the rights issue. Illustrate the effect on shareholders wealth if:
1) He exercises the rights
2) He sells the rights
3) He ignores the rights
Effect on shareholders wealth is analyzed as follows:
1) Determine the shareholders wealth before  the rights issue given by : 
Number of shares held * cum rights price / market price
2) Compare the wealth before the rights and  after the rights issue if 
a) If he sells the rights 
b) If he exercises the rights
c) If he ignores the rights
EXERCISES THE RIGHTS
If the shareholders exercises the rights , he buys the additional shares at the offer price
Implications:
We established that he requires 3 rights to purchase 1 share. This means that for every 3 shares he has he gets an option to buy 1 more share. With 3000 shares he can buy 1000 (3000/3) shares. His total number of shares is now 4000.


Wealth of shareholders after the right issue:
Wealth= (Total number of shares * ex-rights price) - Cash spent in buying additional shares.
Total number of shares= 3000+1000=4000 shares. Ex- rights price was 116.25
4000 * 116.25 = 465000
Less the cash spent on buying additional shares at the offer price
1000*75 = 75000
Wealth after = 465000 – 75000 = 390000
Wealth of shareholders before the right issue:
Before the rights issue he held 3000 shares at the market price of 130. His total wealth is now 3000*130= 390000
Compare wealth before and wealth after the right.
Wealth after the rights was found to be 390000
Wealth before the rights was found to be 390000
So we see that if you exercise the right we have the same shareholder wealth before and after the rights issue and so the rights issue has no effect.
SELL THE RIGHT
If he sells the rights, he will have the original shares at the ex-rights price and the cash proceeds from the sale of the rights.
Wealth of shareholders after the right issue:
Original shares at ex-rights price = 3000 * 116.25 = 348750
Add cash proceeds from sale of rights: Value of rights * no. of shares held before the rights issue
We got that the theoretical value of the right was 13.75 per share. Cash proceeds from selling the rights is 13.75 * 3000 = 41250 
Total wealth after the rights issue is his original shares at the new ex-rights price plus what he gets after he sells the rights.   348750 + 41250 = 390000
Wealth of shareholders before the right issue:
Before the rights issue he held 3000 shares at the market price of 130. His total wealth is now 3000*130= 390000
Compare wealth before and wealth after the right.
Wealth after the rights was found to be 390000
Wealth before the rights was found to be 390000
So we see that if you sell the rights we have the same shareholder wealth before and after the rights issue and so the rights issue has no effect on shareholders wealth.
NB: If the shareholder decides to sell the rights, the cash proceeds = value of rights * no. of shares before the rights issue. We multiply by the number of shares before rights issue because the existing shares held before the rights issues are the ones that gave the shareholder the opportunity and right to buy the additional shares. These are the rights that he is selling.
IGNORE THE RIGHT
Wealth after the issue is given as: Existing no. of shares * ex-rights price
3000 * 116.25 = 348750
Wealth before the issue: No. of shares * market price
3000 * 130 = 390000
Wealth effect= wealth after – wealth before
                          348750 - 390000= - 41250
The wealth is decreased by 41250. Thus ignoring the rights will reduce the shareholder wealth.




