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Ameritrade, Charles Schwab, and TD Waterhouse have announced the formation of a new investment bank. Is this the beginning of the end for traditional equity underwriting?

Issue
An Industry Resistant to Change

The Internet has empowered customers at the expense of traditional dealers in many industries. Online stock trading, for example, has reduced the average trading commission from $160 to $77. 

The equity capital markets have thus far resisted any industry-reshaping inroads by online players. The existing cartel of equity underwriters flourishes in a non-competitive environment. In fact, the U.S. Department of Justice has found the lack of competition within the equity underwriting industry sufficiently disturbing that it has initiated an investigation into whether Wall Street firms have conspired to keep IPO underwriting fees artificially high.

The as yet unnamed investment bank formed by the alliance of Ameritrade, Schwab, and TD Waterhouse (collectively, "AmeriSchwabTD") wants a place at the table; if it isn't given a seat, it may pursue issuers directly, offering lower gross spreads to gain business.

Regardless of whether the incumbents choose to cooperate with this new threat to the status quo, the industry is ready to change. The environment that supported the division of spoils among issuers, underwriters, and institutional investors is facing pressures that make fundamental change inevitable. 

Analysis
Defending the Cartel

The IPO underwriting process remains very inefficient. Gross spreads – the fee the issuer pays the underwriter – of seven percent have not diminished despite a larger volume of deals. In fact, a study conducted by Jay Ritter, a professor at the University of Florida, found that 90 percent of deals with proceeds between $20 and $80 million had spreads of exactly seven percent. And while underwriting fees have remained artificially high, investment banks are leaving more and more of the issuer's money on the table. The discount to market (the difference between the issue price and the closing price the first day of trading) issuers receive on their stock has increased as the IPO market has boomed. While a discount of 10 percent used to be the norm, the number is now closer to 30 percent. In 1999, IPOs raised $25 billion in proceeds; if these issues were priced at end of first day's close, the total amount raised would have been $35 billion.

These inefficiencies persist because institutional investors demand discounts, and issuers won't support inexperienced underwriters. Institutional investors want strong aftermarket performance when buying IPOs as a reward for providing the backbone to any deal. Not only do they buy the majority of the shares, they are perceived to be a more stable shareholder base than retail investors. Issuers recognize that having a prestigious investment bank as an underwriter will benefit their deal. A reduction in the proceeds and a resulting blowout deal is far preferable to a deal that trades down or even flat.

Failed efforts to revamp the underwriting process litter the landscape as evidence of these barriers to entry. Wit Capital's early success was co-opted by Goldman Sachs' 22 percent stake in the company. Hambrecht has been moderately successful in launching a new pricing mechanism – the Dutch auction – but is not yet a threat to the status quo. E*Offering is barely off the ground. 

AmeriSchwabTD Enters the Market

AmeriSchwabTD has the size and retail distribution network necessary to crack open the cartel. The backing of venture capital firms breaks down supply-side barriers to entry by granting the new bank access to issuers. Kleiner Perkins, Benchmark, and Trident, the three firms backing the alliance, may even exercise their voice when one of their portfolio companies picks the management group for its IPO. 

AmeriSchwabTD can break demand-side barriers to entry by shifting the core shareholder base from institutional to retail. The new bank will have 4.5 million online customers comprising 50 percent of the online market. This is 50 times as many customers as Wit Capital and nearly as many as Merrill's five million. Additionally, using customer profiling, AmeriSchwabTD will allocate IPO stock to investors likely to have bought the deal in the aftermarket. This reduces the risk of retail shareholders flipping out of the stock and improves the quality of the shareholder base. Suddenly, retail becomes a viable alternative to an institutionally dominant shareholder base.

Looking For Accommodation

Despite these advantages, AmeriSchwabTD doesn't want to break the cartel, only break into it. The new bank has stated it wants a co-manager position in future deals. This will give it a good deal more stock than the 2.5 percent Schwab typically receives from its alliances with established investment banks. It will also earn the bank a lot more money. AmeriSchwabTD would do well to mimic the success Wit Capital has had in positioning itself as "eManager", gatekeeper to the online investor, a necessary part of any IPO.

If, however, the traditional banks resist letting AmeriSchwabTD participate as a co-manager, the alliance has announced vague intentions of lead managing deals. If so, a big part of AmeriSchwabTD's value proposition would be smaller gross spreads and truer pricing.

Implications
Postponing the Inevitable

Traditional firms can postpone the inevitable by welcoming AmeriSchwabTD into their cartel; however, the days of the seven percent spread are numbered. The retail segment's voracious appetite for IPOs reduces the need for large institutional investors to anchor deals. According to Gomez Advisers, 60 percent of retail investors want IPO stock. As price takers, retail investors should buy deals at a smaller discount to market.

With a dominant retail shareholder base, new investment banking entrants can cut gross spreads while reducing the pricing discount. The larger principal amount, though, will mean that the bank's overall fee for the deal should remain roughly the same.

Underwriters and institutional investors lucky enough to be allocated IPO shares prospered in the traditional IPO system. The democratization of information brought on by the Internet is changing the old way of doing things. AmeriSchwabTD is the latest and most potent threat to date to an antiquated way of doing business. The seven percent solution is doomed; the only question is how long the incumbents can delay the inevitable. In the meantime, all players would be well served to develop a strategy for prosperity, or even survival, in a new competitive landscape.

