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APPENDIX 3 
ADJUSTING FOR FLOTATION COSTS IN DETERMINING 

A PUBLIC UTILITY’S ALLOWED RATE OF RETURN ON EQUITY 

I. Introduction 

Regulation of public utilities is guided by the principle that utility revenues should be 
sufficient to allow recovery of all prudently incurred expenses, including the cost of 
capital. As set forth in the 1944 Hope Natural Gas Case [Federal Power Comm’n v. 
Hope Natural Gas Co. 320 U. S. 591 (1944) at 603], the U. S. Supreme Court states: 

From the investor or company point of view it is important that 
there be enough revenue not only for operating expenses but also 
for the capital costs of the business. These include service on the 
debt and dividends on the stock.…By that standard the return to 
the equity owner should be commensurate with returns on 
investments in other enterprises having corresponding risks. 

 
Since the flotation costs arising from the issuance of debt and equity securities are an 
integral component of capital costs, this standard requires that the company’s revenues be 
sufficient to fully recover flotation costs. 

Despite the widespread agreement that flotation costs should be recovered in the 
regulatory process, several issues still need to be resolved. These include: 

1. How is the term “flotation costs” defined? Does it include only the out-of-
pocket costs associated with issuing securities (e. g., legal fees, printing 
costs, selling and underwriting expenses), or does it also include the 
reduction in a security’s price that frequently accompanies flotation (i. e., 
market pressure)? 

2. What should be the time pattern of cost recovery? Should a company be 
allowed to recover flotation costs immediately, or should flotation costs be 
recovered over the life of the issue? 

3. For the purposes of regulatory accounting, should flotation costs be 
included as an expense? As an addition to rate base? Or as an additional 
element of a firm’s allowed rate of return? 

4. Do existing regulatory methods for flotation cost recovery allow a firm 
full recovery of flotation costs? 

In this paper, I review the literature pertaining to the above issues and discuss my own 
views regarding how this literature applies to the cost of equity for a regulated firm. 

II. Definition of Flotation Cost 

The value of a firm is related to the future stream of net cash flows (revenues minus 
expenses measured on a cash basis) that can be derived from its assets. In the process of 
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acquiring assets, a firm incurs certain expenses which reduce its value. Some of these 
expenses or costs are directly associated with revenue production in one period (e. g., 
wages, cost of goods sold), others are more properly associated with revenue production 
in many periods (e. g., the acquisition cost of plant and equipment). In either case, the 
word “cost” refers to any item that reduces the value of a firm. 

If this concept is applied to the act of issuing new securities to finance asset purchases, 
many items are properly included in issuance or flotation costs. These include: (1) 
compensation 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) SEC registration fees, (9) Federal Revenue Stamps, (10) 
state taxes, (11) warrants granted to underwriters as extra compensation, (12) postage 
expenses, (13) employees’ time, (14) market pressure, and (15) the offer discount. The 
finance literature generally divides these flotation cost items into three categories, 
namely, underwriting expenses, issuer expenses, and price effects. 

III. Magnitude of Flotation Costs 

The finance literature contains several studies of the magnitude of the flotation costs 
associated with new debt and equity issues. These studies differ primarily with regard to 
the time period studied, the sample of companies included, and the source of data. The 
flotation cost studies generally agree, however, that for large issues, underwriting 
expenses represent approximately one and one-half percent of the proceeds of debt issues 
and three to five percent of the proceeds of seasoned equity issues. They also agree that 
issuer expenses represent approximately 0.5 percent of both debt and equity issues, and 
that the announcement of an equity issue reduces the company’s stock price by at least 
two to three percent of the proceeds from the stock issue. Thus, total flotation costs 

represent approximately two percent
2
 of the proceeds from debt issues, and five and one-

half to eight and one-half percent of the proceeds of equity issues. 

Lee et. al. [14] is an excellent example of the type of flotation cost studies found in the 
finance literature. The Lee study is a comprehensive recent study of the underwriting and 
issuer costs associated with debt and equity issues for both utilities and non-utilities. The 
results of the Lee et. al. study are reproduced in Tables 1 and 2. Table 1 demonstrates that 
the total underwriting and issuer expenses for the 1,092 debt issues in their study 
averaged 2.24 percent of the proceeds of the issues, while the total underwriting and 
issuer costs for the 1,593 seasoned equity issues in their study averaged 7.11 percent of 
the proceeds of the new issue. Table 1 also demonstrates that the total underwriting and 
issuer costs of seasoned equity offerings, as a percent of proceeds, decline with the size 
of the issue. For issues above $60 million, total underwriting and issuer costs amount to 
from three to five percent of the amount of the proceeds. 

                                                 
[2]  The two percent flotation cost on debt only recognizes the cost of newly-issued debt. When 

interest rates decline, many companies exercise the call provisions on higher cost debt and reissue 
debt at lower rates. This process involves reacquisition costs that are not included in the academic 
studies. If reacquisition costs were included in the academic studies, debt flotation costs could 
increase significantly. 
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Table 2 reports the total underwriting and issuer expenses for 135 utility debt issues and 
136 seasoned utility equity issues. Total underwriting and issuer expenses for utility bond 
offerings averaged 1.47 percent of the amount of the proceeds and for seasoned utility 
equity offerings averaged 4.92 percent of the amount of the proceeds. Again, there are 
some economies of scale associated with larger equity offerings. Total underwriting and 
issuer expenses for equity offerings in excess of 40 million dollars generally range from 
three to four percent of the proceeds. 

The results of the Lee study for large equity issues are consistent with results of earlier 
studies by Bhagat and Frost [4], Mikkelson and Partch [17], and Smith [24]. Bhagat and 
Frost found that total underwriting and issuer expenses average approximately four and 
one-half percent of the amount of proceeds from negotiated utility offerings during the 
period 1973 to 1980, and approximately three and one-half percent of the amount of the 
proceeds from competitive utility offerings over the same period. Mikkelson and Partch 
found that total underwriting and issuer expenses average five and one-half percent of the 
proceeds from seasoned equity offerings over the 1972 to 1982 period. Smith found that 
total underwriting and issuer expenses for larger equity issues generally amount to four to 
five percent of the proceeds of the new issue. 

The finance literature also contains numerous studies of the decline in price associated 
with sales of large blocks of stock to the public. These articles relate to the price impact 
of: (1) initial public offerings; (2) the sale of large blocks of stock from one investor to 
another; and (3) the issuance of seasoned equity issues to the general public. All of these 
studies generally support the notion that the announcement of the sale of large blocks of 
stock produces a decline in a company’s share price. The decline in share price for initial 
public offerings is significantly larger than the decline in share price for seasoned equity 
offerings; and the decline in share price for public utilities is less than the decline in share 
price for non-public utilities. A comprehensive study of the magnitude of the decline in 
share price associated specifically with the sale of new equity by public utilities is 
reported in Pettway [19], who found the market pressure effect for a sample of 368 public 
utility equity sales to be in the range of two to three percent. This decline in price is a real 
cost to the utility, because the proceeds to the utility depend on the stock price on the day 
of issue. 

In addition to the price decline associated with the announcement of a new equity issue, 
the finance literature recognizes that there is also a price decline associated with the 
actual issuance of equity securities. In particular, underwriters typically sell seasoned 
new equity securities to investors at a price lower than the closing market price on the 
day preceding the issue. The Rules of Fair Practice of the National Association of 
Securities Dealers require that underwriters not sell shares at a price above the offer 
price. Since the offer price represents a binding constraint to the underwriter, the 
underwriter tends to set the offer price slightly below the market price on the day of issue 
to compensate for the risk that the price received by the underwriter may go down, but 
can not increase. Smith provides evidence that the offer discount tends to be between 0.5 
and 0.8 percent of the proceeds of an equity issue. I am not aware of any similar studies 
for debt issues. 

In summary, the finance literature provides strong support for the conclusion that total 
underwriting and issuer expenses for public utility debt offerings represent approximately 
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two percent of the amount of the proceeds, while total underwriting and issuer expenses 
for public utility equity offerings represent at least four to five percent of the amount of 
the proceeds. In addition, the finance literature supports the conclusion that the cost 
associated with the decline in stock price at the announcement date represents 
approximately two to three percent as a result of a large public utility equity issue. 

IV. Time Pattern Of Flotation Cost Recovery 

Although flotation costs are incurred only at the time a firm issues new securities, there is 
no reason why an issuing firm ought to recognize the expense only in the current period. 
In fact, if assets purchased with the proceeds of a security issue produce revenues over 
many years, a sound argument can be made in favor of recognizing flotation expenses 
over a reasonably lengthy period of time. Such recognition is certainly consistent with the 
generally accepted accounting principle that the time pattern of expenses match the time 
pattern of revenues, and it is also consistent with the normal treatment of debt flotation 
expenses in both regulated and unregulated industries. 

In the context of a regulated firm, it should be noted that there are many possible time 
patterns for the recovery of flotation expenses. However, if it is felt that flotation 
expenses are most appropriately recovered over a period of years, then it should be 
recognized that investors must also be compensated for the passage of time. That is to 
say, the value of an investor’s capital will be reduced if the expenses are merely 
distributed over time, without any allowance for the time value of money. 

V. Accounting For Flotation Cost In A Regulatory Setting 

In a regulatory setting, a firm’s revenue requirements are determined by the equation: 

Revenue Requirement = Total Expenses + Allowed Rate of Return x Rate Base 

Thus, there are three ways in which an issuing firm can account for and recover its 
flotation expenses: (1) treat flotation expenses as a current expense and recover them 
immediately; (2) include flotation expenses in rate base and recover them over time; and 
(3) adjust the allowed rate of return upward and again recover flotation expenses over 
time. Before considering methods currently being used to recover flotation expenses in a 
regulatory setting, I shall briefly consider the advantages and disadvantages of these three 
basic recovery methods. 
Expenses. Treating flotation costs as a current expense has several advantages. Because 
it allows for recovery at the time the expense occurs, it is not necessary to compute 
amortized balances over time and to debate which interest rate should be applied to these 
balances. A firm’s stockholders are treated fairly, and so are the firm’s customers, 
because they pay neither more nor less than the actual flotation expense. Since flotation 
costs are relatively small compared to the total revenue requirement, treatment as a 
current expense does not cause unusual rate hikes in the year of flotation, as would the 
introduction of a large generating plant in a state that does not allow Construction Work 
in Progress in rate base. 

On the other hand, there are two major disadvantages of treating flotation costs as a 
current expense. First, since the asset purchased with the acquired funds will likely 

MIDAMERICAN ENERGY COMPANY 
Docket No. NG14-XXX 

Adjusting for Flotation Costs in Determining a Public Utility's 
Allowed Rate of Return on Equity 

Test Year Ending December 31, 2013

MidAmerican Exhibit JHV 1.1 
Appendix 3-1 
Page 4 of 17

MidAmerican Exhibit JHV 1.1 
Appendix 3-1 
Page 4 of 17



 

APPENDIX 3-5 

generate revenues for many years into the future, it seems unfair that current ratepayers 
should bear the full cost of issuing new securities, when future ratepayers share in the 
benefits. Second, this method requires an estimate of the underpricing effect on each 
security issue. Given the difficulties involved in measuring the extent of underpricing, it 
may be more accurate to estimate the average underpricing allowance for many securities 
than to estimate the exact figure for one security. 

Rate Base. In an article in Public Utilities Fortnightly, Bierman and Hass [5] recommend 
that flotation costs be treated as an intangible asset that is included in a firm’s rate base 
along with the assets acquired with the stock proceeds. This approach has many 
advantages. For ratepayers, it provides a better match between benefits and expenses: the 
future ratepayers who benefit from the financing costs contribute the revenues to recover 
these costs. For investors, if the allowed rate of return is equal to the investors’ required 
rate of return, it is also theoretically fair since they are compensated for the opportunity 
cost of their investment (including both the time value of money and the investment risk). 

Despite the compelling advantages of this method of cost recovery, there are several 
disadvantages that probably explain why it has not been used in practice. First, a firm will 
only recover the proper amount for flotation expenses if the rate base is multiplied by the 
appropriate cost of capital. To the extent that a commission under or over estimates the 
cost of capital, a firm will under or over recover its flotation expenses. Second, it is may 
be both legally and psychologically difficult for commissioners to include an intangible 
asset in a firm’s rate base. According to established legal doctrine, assets are to be 
included in rate base only if they are “used and useful” in the public service. It is unclear 
whether intangible assets such as flotation expenses meet this criterion. 

Rate of Return. The prevailing practice among state regulators is to treat flotation 
expenses as an additional element of a firm’s cost of capital or allowed rate of return. 
This method is similar to the second method above (treatment in rate base) in that some 
part of the initial flotation cost is amortized over time. However, it has a disadvantage not 
shared by the rate base method. If flotation cost is included in rate base, it is fairly easy to 
keep track of the flotation cost on each new equity issue and see how it is recovered over 
time. Using the rate of return method, it is not possible to track the flotation cost for 
specific issues because the flotation cost for a specific issue is never recorded. Thus, it is 
not clear to participants whether a current allowance is meant to recover (1) flotation 
costs actually incurred in a test period, (2) expected future flotation costs, or (3) past 
flotation costs. This confusion never arises in the treatment of debt flotation costs. 
Because the exact costs are recorded and explicitly amortized over time, participants 
recognize that current allowances for debt flotation costs are meant to recover some 
fraction of the flotation costs on all past debt issues. 

VI. Existing Regulatory Methods 

Although most state commissions prefer to let a regulated firm recover flotation expenses 
through an adjustment to the allowed rate of return, there is considerable controversy 
about the magnitude of the required adjustment. The following are some of the most 
frequently asked questions: (1) Should an adjustment to the allowed return be made every 
year, or should the adjustment be made only in those years in which new equity is raised? 
(2) Should an adjusted rate of return be applied to the entire rate base, or should it be 
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applied only to that portion of the rate base financed with paid-in capital (as opposed to 
retained earnings)? (3) What is the appropriate formula for adjusting the rate of return? 

This section reviews several methods of allowing for flotation cost recovery. Since the 
regulatory methods of allowing for recovery of debt flotation costs is well known and 
widely accepted, I will begin my discussion of flotation cost recovery procedures by 
describing the widely accepted procedure of allowing for debt flotation cost recovery. 

Debt Flotation Costs 

Regulators uniformly recognize that companies incur flotation costs when they issue debt 
securities. They typically allow recovery of debt flotation costs by making an adjustment 
to both the cost of debt and the rate base (see Brigham [6]). Assume that: (1) a regulated 
company issues $100 million in bonds that mature in 10 years; (2) the interest rate on 
these bonds is seven percent; and (3) flotation costs represent four percent of the amount 
of the proceeds. Then the cost of debt for regulatory purposes will generally be calculated 
as follows: 

%71.7

000,000,4$000,000,100$

000,400$000,000,7$

costs flotation dUnamortize - value Principal

costs flotation of oni Amortizat expense Interest
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Thus, current regulatory practice requires that the cost of debt be adjusted upward by 
approximately 71 basis points, in this example, to allow for the recovery of debt flotation 
costs. This example does not include losses on reacquisition of debt. The flotation cost 
allowance would increase if losses on reacquisition of debt were included. 

The logic behind the traditional method of allowing for recovery of debt flotation costs is 
simple. Although the company has issued $100 million in bonds, it can only invest $96 
million in rate base because flotation costs have reduced the amount of funds received by 
$4 million. If the company is not allowed to earn a 71 basis point higher rate of return on 
the $96 million invested in rate base, it will not generate sufficient cash flow to pay the 
seven percent interest on the $100 million in bonds it has issued. Thus, proper regulatory 
treatment is to increase the required rate of return on debt by 71 basis points. 

Equity Flotation Costs 

The finance literature discusses several methods of recovering equity flotation costs. 
Since each method stems from a specific model, (i. e., set of assumptions) of a firm and 
its cash flows, I will highlight the assumptions that distinguish one method from another. 

Arzac and Marcus. Arzac and Marcus [2] study the proper flotation cost adjustment 
formula for a firm that makes continuous use of retained earnings and external equity 
financing and maintains a constant capital structure (debt/equity ratio). They assume at 
the outset that underwriting expenses and underpricing apply only to new equity obtained 
from external sources. They also assume that a firm has previously recovered all 
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underwriting expenses, issuer expenses, and underpricing associated with previous issues 
of new equity. 

To discuss and compare various equity flotation cost adjustment formulas, Arzac and 
Marcus make use of the following notation: 

k = an investors’ required return on equity 

r = a utility’s allowed return on equity base 

S = value of equity in the absence of flotation costs 

Sf = value of equity net of flotation costs 

Kt = equity base at time t 

Et = total earnings in year t 

Dt = total cash dividends at time t 

b = (Et-Dt) ÷ Et = retention rate, expressed as a fraction of  

earnings 

h = new equity issues, expressed as a fraction of earnings 

m = equity investment rate, expressed as a fraction of  

earnings, 

m = b + h < 1 
f = flotation costs, expressed as a fraction of the value of an  

issue. 

Because of flotation costs, Arzac and Marcus assume that a firm must issue a greater 
amount of external equity each year than it actually needs. In terms of the above notation, 
a firm issues hEt ÷ (1-f) to obtain hEt in external equity funding. Thus, each year a firm 
loses: 

Equation 3 
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due to flotation expenses. The present value, V, of all future flotation expenses is: 

Equation 4 
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To avoid diluting the value of the initial stockholder’s equity, a regulatory authority 
needs to find the value of r, a firm’s allowed return on equity base, that equates the value 
of equity net of flotation costs to the initial equity base (Sf = K0). Since the value of 
equity net of flotation costs equals the value of equity in the absence of flotation costs 
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minus the present value of flotation costs, a regulatory authority needs to find that value 
of r that solves the following equation: 

.LSSf   
This value is: 

Equation 5 
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To illustrate the Arzac-Marcus approach to adjusting the allowed return on equity for the 
effect of flotation costs, suppose that the cost of equity in the absence of flotation costs is 
12 percent. Furthermore, assume that a firm obtains external equity financing each year 
equal to 10 percent of its earnings and that flotation expenses equal 5 percent of the value 
of each issue. Then, according to Arzac and Marcus, the allowed return on equity should 
be: 

%06.121206.

95.

)1).(.05(.
1

12.



r  

Summary. With respect to the three questions raised at the beginning of this section, it is 
evident that Arzac and Marcus believe the flotation cost adjustment should be applied 
each year, since continuous external equity financing is a fundamental assumption of 
their model. They also believe that the adjusted rate of return should be applied to the 
entire equity-financed portion of the rate base because their model is based on the 
assumption that the flotation cost adjustment mechanism will be applied to the entire 
equity financed portion of the rate base. Finally, Arzac and Marcus recommend a 
flotation cost adjustment formula, Equation (3), that implicitly excludes recovery of 
financing costs associated with financing in previous periods and includes only an 
allowance for the fraction of equity financing obtained from external sources. 

Patterson. The Arzac-Marcus flotation cost adjustment formula is significantly different 
from the conventional approach (found in many introductory textbooks) which 
recommends the adjustment equation: 

Equation 6 

g
fP
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t
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where Pt-1 is the stock price in the previous period and g is the expected dividend growth 
rate. Patterson [18] compares the Arzac-Marcus adjustment formula to the conventional 
approach and reaches the conclusion that the Arzac-Marcus formula effectively expenses 
issuance costs as they are incurred, while the conventional approach effectively amortizes 
them over an assumed infinite life of the equity issue. Thus, the conventional formula is 
similar to the formula for the recovery of debt flotation costs: it is not meant to 
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compensate investors for the flotation costs of future issues, but instead is meant to 
compensate investors for the flotation costs of previous issues. Patterson argues that the 
conventional approach is more appropriate for rate making purposes because the plant 
purchased with external equity funds will yield benefits over many future periods. 

Illustration. To illustrate the Patterson approach to flotation cost recovery, assume that a 
newly organized utility sells an initial issue of stock for $100 per share, and that the 
utility plans to finance all new investments with retained earnings. Assume also that: (1) 
the initial dividend per share is six dollars; (2) the expected long-run dividend growth rate 
is six percent; (3) the flotation cost is five percent of the amount of the proceeds; and 
(4) the payout ratio is 51.28 percent. Then, the investor’s required rate of return on equity 
is [k = (D/P) + g = 6 percent + 6 percent = 12 percent]; and the flotation-cost-adjusted 
cost of equity is [6 percent (1/.95) + 6 percent = 12.316 percent]. 

The effects of the Patterson adjustment formula on the utility’s rate base, dividends, 
earnings, and stock price are shown in Table 3. We see that the Patterson formula allows 
earnings and dividends to grow at the expected six percent rate. We also see that the 
present value of expected future dividends, $100, is just sufficient to induce investors to 
part with their money. If the present value of expected future dividends were less than 
$100, investors would not have been willing to invest $100 in the firm. Furthermore, the 
present value of future dividends will only equal $100 if the firm is allowed to earn the 
12.316 percent flotation-cost-adjusted cost of equity on its entire rate base. 

Summary. Patterson’s opinions on the three issues raised in this section are in stark 
contrast to those of Arzac and Marcus. He believes that: (1) a flotation cost adjustment 
should be applied in every year, regardless of whether a firm issues any new equity in 
each year; (2) a flotation cost adjustment should be applied to the entire equity-financed 
portion of the rate base, including that portion financed by retained earnings; and (3) the 
rate of return adjustment formula should allow a firm to recover an appropriate fraction 
of all previous flotation expenses. 

VII. Conclusion 

Having reviewed the literature and analyzed flotation cost issues, I conclude that: 

Definition of Flotation Cost: A regulated firm should be allowed to recover both the 
total underwriting and issuance expenses associated with issuing securities and the cost of 
market pressure. 

Time Pattern of Flotation Cost Recovery. Shareholders are indifferent between the 
alternatives of immediate recovery of flotation costs and recovery over time, as long as 
they are fairly compensated for the opportunity cost of their money. This opportunity cost 
must include both the time value of money and a risk premium for equity investments of 
this nature. 

Regulatory Recovery of Flotation Costs. The Patterson approach to recovering flotation 
costs is the only rate-of-return-adjustment approach that meets the Hope case criterion 
that a regulated company’s revenues must be sufficient to allow the company an 
opportunity to recover all prudently incurred expenses, including the cost of capital. The 
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Patterson approach is also the only rate-of-return-adjustment approach that provides an 
incentive for investors to invest in the regulated company. 

Implementation of a Flotation Cost Adjustment. As noted earlier, prevailing 
regulatory practice seems to be to allow the recovery of flotation costs through an 
adjustment to the required rate of return. My review of the literature on this subject 
indicates that there are at least two recommended methods of making this adjustment: the 
Patterson approach and the Arzac-Marcus approach. The Patterson approach assumes that 
a firm’s flotation expenses on new equity issues are treated in the same manner as 
flotation expenses on new bond issues, i. e., they are amortized over future time periods. 
If this assumption is true (and I believe it is), then the flotation cost adjustment should be 
applied to a firm’s entire equity base, including retained earnings. In practical terms, the 
Patterson approach produces an increase in a firm’s cost of equity of approximately thirty 
basis points. The Arzac-Marcus approach assumes that flotation costs on new equity 
issues are recovered entirely in the year in which the securities are sold. Under the Arzac-
Marcus assumption, a firm should not be allowed any adjustments for flotation costs 
associated with previous flotations. Instead, a firm should be allowed only an adjustment 
on future security sales as they occur. Under reasonable assumptions about the rate of 
new equity sales, this method produces an increase in the cost of equity of approximately 
six basis points. Since the Arzac-Marcus approach does not allow the company to recover 
the entire amount of its flotation cost, I recommend that this approach be rejected and the 
Patterson approach be accepted. 
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APPENDIX 3-13 

Table 1 
Direct Costs as a Percentage of Gross Proceeds 

for Equity (IPOs and SEOs) and Straight and Convertible Bonds 

Offered by Domestic Operating Companies 1990—1994
3 

Equities 

  IPOs SEOs 

Line 
No. 

 
Proceeds 

($ in millions) 

No. 
of 

Issues 

 
Gross 

Spreads

Other 
Direct 

Expenses 

Total 
Direct 
Costs 

No. 
of 

Issues

 
Gross 

Spreads 

Other 
Direct 

Expenses 

Total 
Direct 
Costs 

1 2-9.99 337 9.05% 7.91% 16.96% 167 7.72% 5.56% 13.28%
2 10-19.99 389 7.24% 4.39% 11.63% 310 6.23% 2.49% 8.72%
3 20-39.99 533 7.01% 2.69% 9.70% 425 5.60% 1.33% 6.93%
4 40-59.99 215 6.96% 1.76% 8.72% 261 5.05% 0.82% 5.87%
5 60-79.99 79 6.74% 1.46% 8.20% 143 4.57% 0.61% 5.18%
6 80-99.99 51 6.47% 1.44% 7.91% 71 4.25% 0.48% 4.73%
7 100-199.99 106 6.03% 1.03% 7.06% 152 3.85% 0.37% 4.22%
8 200-499.99 47 5.67% 0.86% 6.53% 55 3.26% 0.21% 3.47%
9 500 and up 10 5.21% 0.51% 5.72% 9 3.03% 0.12% 3.15%

10 Total/Average 1,767 7.31% 3.69% 11.00% 1,593 5.44% 1.67% 7.11%

Bonds 

  Convertible Bonds Straight Bonds 

Line 
No. 

 
Proceeds 

($ in millions) 

No. 
of 

Issues 

 
Gross 

Spreads 

Other  
Direct 

Expenses 

Total 
Direct 
Costs 

No. 
of 

Issues 

 
Gross 

Spreads 

Other  
Direct 

Expenses 

Total 
Direct 
Costs 

1 2-9.99 4 6.07% 2.68% 8.75% 32 2.07% 2.32% 4.39%
2 10-19.99 14 5.48% 3.18% 8.66% 78 1.36% 1.40% 2.76%
3 20-39.99 18 4.16% 1.95% 6.11% 89 1.54% 0.88% 2.42%
4 40-59.99 28 3.26% 1.04% 4.30% 90 0.72% 0.60% 1.32%
5 60-79.99 47 2.64% 0.59% 3.23% 92 1.76% 0.58% 2.34%
6 80-99.99 13 2.43% 0.61% 3.04% 112 1.55% 0.61% 2.16%
7 100-199.99 57 2.34% 0.42% 2.76% 409 1.77% 0.54% 2.31%
8 200-499.99 27 1.99% 0.19% 2.18% 170 1.79% 0.40% 2.19%
9 500 and up 3 2.00% 0.09% 2.09% 20 1.39% 0.25% 1.64%

10 Total/Average 211 2.92% 0.87% 3.79% 1,092 1.62% 0.62% 2.24%

                                                 
[3]  Inmoo Lee, Scott Lochhead, Jay Ritter, and Quanshui Zhao, “The Costs of Raising Capital,” 

Journal of Financial Research Vol 19 No 1 (Spring 1996) pp. 59-74. 
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APPENDIX 3-14 

Notes: 

Closed-end funds 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. Only firm commitment 
offerings and non-shelf-registered offerings are included. 
Gross Spreads as a percentage of total proceeds, including management fee, underwriting fee, and selling concession. 
Other Direct Expenses as a percentage of total proceeds, including management fee, underwriting fee, and selling 
concession. 
Total Direct Costs as a percentage of total proceeds (total direct costs are the sum of gross spreads and other direct 
expenses). 
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APPENDIX 3-15 

Table 2 
Direct Costs of Raising Capital 1990—1994 

Utility versus Non-Utility Companies
4
 

 
Equities 

 Non-Utilities IPOs SEOs 

Line 
No. 

 
Proceeds 

($ in millions) 
No. 

of Issues 
 

Gross Spreads
Total Direct 

Costs 
No. 

Of Issues 

 
Gross 

Spreads 
Total Direct 

Costs 
1 2-9.99 332 9.04% 16.97% 154 7.91% 13.76%
2 10-19.99 388 7.24% 11.64% 278 6.42% 9.01%
3 20-39.99 528 7.01% 9.70% 399 5.70% 7.07%
4 40-59.99 214 6.96% 8.71% 240 5.17% 6.02%
5 60-79.99 78 6.74% 8.21% 131 4.68% 5.31%
6 80-99.99 47 6.46% 7.88% 60 4.35% 4.84%
7 100-199.99 101 6.01% 7.01% 137 3.97% 4.36%
8 200-499.99 44 5.65% 6.49% 50 3.27% 3.48%
9 500 and up 10 5.21% 5.72% 8 3.12% 3.25%

10 Total/Average 1,742 7.31% 11.01% 1,457 5.57% 7.32%
    

11 Utilities Only   
12 2-9.99 5 9.40% 16.54% 13 5.41% 7.68%
13 10-19.99 1 7.00% 8.77% 32 4.59% 6.21%
14 20-39.99 5 7.00% 9.86% 26 4.17% 4.96%
15 40-59.99 1 6.98% 11.55% 21 3.69% 4.12%
16 60-79.99 1 6.50% 7.55% 12 3.39% 3.72%
17 80-99.99 4 6.57% 8.24% 11 3.68% 4.11%
18 100-199.99 5 6.45% 7.96% 15 2.83% 2.98%
19 200-499.99 3 5.88% 7.00% 5 3.19% 3.48%
20 500 and up 0 1 2.25% 2.31%
21 Total/Average 25 7.15% 10.14% 136 4.01% 4.92%

                                                 
[4]  Lee et al, op. cit. 
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APPENDIX 3-16 

Table 2 (continued) 
Direct Costs of Raising Capital 1990—1994 

Utility versus Non-Utility Companies
5
 

 
Bonds 

 Non- Utilities Convertible Bonds Straight Bonds 
Line 
No. 

Proceeds 
($ in millions) 

No. of 
Issues Gross Spreads

Total Direct 
Costs 

No. of 
Issues Gross Spreads 

Total Direct 
Costs 

1 2-9.99 4 6.07% 8.75% 29 2.07% 4.53%
2 10-19.99 12 5.54% 8.65% 47 1.70% 3.28%
3 20-39.99 16 4.20% 6.23% 63 1.59% 2.52%
4 40-59.99 28 3.26% 4.30% 76 0.73% 1.37%
5 60-79.99 47 2.64% 3.23% 84 1.84% 2.44%
6 80-99.99 12 2.54% 3.19% 104 1.61% 2.25%
7 100-199.99 55 2.34% 2.77% 381 1.83% 2.38%
8 200-499.99 26 1.97% 2.16% 154 1.87% 2.27%
9 500 and up 3 2.00% 2.09% 19 1.28% 1.53%

10 Total/Average 203 2.90% 3.75% 957 1.70% 2.34%
    

11 Utilities Only   
12 2-9.99 0 3 2.00% 3.28%
13 10-19.99 2 5.13% 8.72% 31 0.86% 1.35%
14 20-39.99 2 3.88% 5.18% 26 1.40% 2.06%
15 40-59.99 0 14 0.63% 1.10%
16 60-79.99 0 8 0.87% 1.13%
17 80-99.99 1 1.13% 1.34% 8 0.71% 0.98%
18 100-199.99 2 2.50% 2.74% 28 1.06% 1.42%
19 200-499.99 1 2.50% 2.65% 16 1.00% 1.40%

20 500 and up 0 1 3.50% na
6
 

21 Total/Average 8 3.33% 4.66% 135 1.04% 1.47%

Notes: 
Total proceeds raised in the United States, excluding proceeds from the exercise of over allotment options. 
Gross spreads as a percentage of total proceeds (including management fee, underwriting fee, and selling concession). 
Other direct expenses as a percentage of total proceeds (including registration fee and printing, legal, and auditing 
costs). 

                                                 
[5]  Lee et al, op. cit. 
[6]  Not available because of missing data on other direct expenses. 
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APPENDIX 3-17 

Table 3 
Illustration of Patterson Approach to Flotation Cost Recovery 

 

Line 
No. 

 
Time Period 

Rate 
Base 

Earnings 
@ 

12.32% 

Earnings 
@ 

12.00% 
 

Dividends 
Amortization

Initial FC 
1 0 95.00  
2 1 100.70 11.70 11.40 6.00 0.3000
3 2 106.74 12.40 12.08 6.36 0.3180
4 3 113.15 13.15 12.81 6.74 0.3371
5 4 119.94 13.93 13.58 7.15 0.3573
6 5 127.13 14.77 14.39 7.57 0.3787
7 6 134.76 15.66 15.26 8.03 0.4015
8 7 142.84 16.60 16.17 8.51 0.4256
9 8 151.42 17.59 17.14 9.02 0.4511

10 9 160.50 18.65 18.17 9.56 0.4782
11 10 170.13 19.77 19.26 10.14 0.5068
12 11 180.34 20.95 20.42 10.75 0.5373
13 12 191.16 22.21 21.64 11.39 0.5695
14 13 202.63 23.54 22.94 12.07 0.6037
15 14 214.79 24.96 24.32 12.80 0.6399
16 15 227.67 26.45 25.77 13.57 0.6783
17 16 241.33 28.04 27.32 14.38 0.7190
18 17 255.81 29.72 28.96 15.24 0.7621
19 18 271.16 31.51 30.70 16.16 0.8078
20 19 287.43 33.40 32.54 17.13 0.8563
21 20 304.68 35.40 34.49 18.15 0.9077
22 21 322.96 37.52 36.56 19.24 0.9621
23 22 342.34 39.77 38.76 20.40 1.0199
24 23 362.88 42.16 41.08 21.62 1.0811
25 24 384.65 44.69 43.55 22.92 1.1459
26 25 407.73 47.37 46.16 24.29 1.2147
27 26 432.19 50.21 48.93 25.75 1.2876
28 27 458.12 53.23 51.86 27.30 1.3648
29 28 485.61 56.42 54.97 28.93 1.4467
30 29 514.75 59.81 58.27 30.67 1.5335
31 30 545.63 63.40 61.77 32.51 1.6255
32 Present Value@12% 195.00 190.00 100.00 5.00
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