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I have participated in many cases involving the churning of equity Initial 
Public Offerings (“IPOs”). Frequently, this activity results in losses for 
the client, but it generates significant commissions for the broker and 
the Broker-Dealer (“BD”).

In the resulting litigations, I have repeatedly heard defense counsel 
argue that the firm going public pays the commissions, not the client 
buying the IPO — Thus, there can be no churning.

This is just plain wrong.

Issuing firms don’t pay the commissions on IPO purchases by clients. 
The clients pay.

Understanding How an IPO Works
In order to understand why the company going public doesn’t pay the 
commissions on an IPO, it is critical to understand the different types 
of IPO issuances.

Over the history of the equity markets, there have been a number of 
different types of equity issuances. Today, there are essentially two:

 > Firm commitment underwriting, and;

 > Best efforts commitment.

In practice, almost all IPO underwritings are done as firm commitment 
underwritings. Only very small IPOs are undertaken on a best 
efforts commitment basis. In addition, only a firm commitment 
underwriting can be properly called an “underwriting”. This is because 
the commitment is not conditional on demand for the shares from 
investors. The underwriters are buying all the shares being issued 
and then selling them later. They are, in effect, “underwriting” the 
risk because the issuer is guaranteed to sell all the shares to the 
underwriter at the negotiated price. After that, the stock is the 
underwriter’s problem.

Table 1. Bloomberg U.S. Offerings by Type for Year Ending July 21, 20191 
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For the year ending June 21, 2019, there were 207 IPOs in the U.S., 
and only 12 of them were best efforts offerings, or about six percent. 
On a valuation basis, the amount of best efforts offerings is even less. 
Of the $55.86 billion issued over that period, only $321.8 million came 
from best efforts issues — less than one percent.

Firm Commitment Underwriting
In a firm commitment underwriting, the underwriter or underwriters 
buy all the stock being issued by the company going public, and do 
so at a negotiated price. They then mark up the stock and sell it to 
the public, hopefully at the higher IPO price. If there isn’t sufficient 
interest, then the underwriters have to reduce the price until they 
can attract buyers.

The dean of securities law, Louis Loss, explains the firm commitment 
underwriting process as follows:

For some time, the most prevalent type of underwriting 
has been the “firm commitment” variety. It is not, 
technically, underwriting in the classic insurance sense. 
But its purpose and effect are much the same in that it 
assures the issuer of a specified amount of money 
at a certain time … and shifts the risk of the market 
(at least in part) to the investment bankers… 2

The purchase price paid to the issuer and usually 
the initial public offering price to be paid by 
investors are agreed to by the issuer and managing 
underwriters… 3

The difference between the price at which members of 
the public buy an underwritten security and the amount 
received by the issuer is known as the “gross spread”… 
For example, the underwriters may buy a million 
shares of stock from the issuer at $23 and sell part 
of them to the selected dealers at $24 with a view to 
a public offering price of $25”. 4(Emphasis added)

What Loss described can be seen in the recent Lyft, Inc. IPO 
Underwriting Agreement, which specified the following:5

2. Purchase of the Shares.

(a) The Company agrees to issue and sell the 
Underwritten Shares to the several Underwriters 
as provided in this underwriting agreement (this 
“Agreement”), and each Underwriter, on the basis 
of the representations, warranties and agreements 
set forth herein and subject to the conditions set 
forth herein, agrees, severally and not jointly, to 
purchase at a price per share of $[ ] (the “Purchase 
Price”) from the Company the respective number 
of Underwritten Shares set forth opposite such 
Underwriter’s name in Schedule 1 hereto…

(b) The Company understands that the Underwriters 
intend to make a public offering of the Shares, 
and initially to offer the Shares on the terms set forth 
in the Pricing Disclosure Package. The Company 
acknowledges and agrees that the Underwriters may 
offer and sell Shares to or through any affiliate of an 
Underwriter. (Emphasis added)

Thus, there are two transactions involved in the ultimate sale 
of IPO shares to the public: first, the purchase of the shares by 
the underwriter(s) from the issuer, and second, the sale, by the 
underwriter(s) to the investing public, both individual and institutional.

CHART 1: CASH AND SHARE FLOWS OF LYFT, INC. INITIAL PUBLIC OFFERING6

Step 1: The underwriters buy· all 32.5 
million shares being issued by Lyft, Inc. 
at the negotiated price of $70.02/share.

Lyft, lnc. Underwriters Investors

32.5M Shares 32.5M Shares

$70.02/share $72.00/share

Step 2: The underwriters sell the 32.5 million 
shares to the investing public at $72.00/share, 
which includes a $1.98 markup (commission) 

paid to the underwriters.
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Finally, if the markups and commissions charged by the BDs were truly 
paid by the firm going public, there would be an accounting of those 
costs in the financials of the issuer — however, they are not. The only 
expenses recorded are those for various fees paid out of pocket by 
the issuer, which include:7

 > Registration;

 > Filing;

 > Listing;

 > Printing;

 > Legal, and;

 > Accounting.

The proceeds of the IPO are recorded on the books of the issuer at 
the price it sold the shares to the underwriter(s). The “gross spread” 
(described above by Loss) is the profit to the underwriter(s) after they 
markup the stock from the price paid to the issuer to the IPO price. 

This spread is paid by the investors purchasing the IPO, to the 
underwriters, and not paid by the issuer.

The underwriter or underwriters are being paid the markup for taking 
the risk that they might not be able to sell the shares for what they paid 
the issuer for them — thereby taking a loss.

Best Efforts Issues
In a best efforts commitment, the BDs do not buy the shares from the 
issuer. Loss describes the process as follows:8

The securities house, instead of buying the issue from 
the company and reselling it as principal, sells it for the 
company as agent; and its compensation takes the form 
of an agent’s commission rather than a merchant’s or 
dealer’s profit. There may still be a selling group to help 
in the merchandising. But its members likewise do not 
buy from the issuer; they are subagents. This, of course, 
is not really underwriting; it is simply merchandising.

On February 1, 2019, a small biotech company called Inmune Bio 
Inc. went public using a best efforts commitment. The firm’s Plan of 
Distribution included the following: 9

The Placement Agents are not purchasing or selling 
any securities offered by this prospectus, nor is it 
required to arrange the purchase or sale of any specific 
number or dollar amount of securities, but has agreed 
to use its best efforts to arrange for the sale of all of the 
securities offered hereby…

The Placement Agents are required to use only their 
best efforts to sell the securities offered… On the closing 
date, the following will occur:

 > We will receive funds in the amount of the aggregate purchase 
price of the shares being sold by us on such closing date;

 > We will cause to be delivered the common stock being sold on 
such closing date; and;

 > We will pay the Placement Agents their commissions. 
(Emphasis added)

The funds thus flow directly to the issuer who then pays the placement 
agents a commission.10

CHART 2: CASH AND SHARE FLOWS OF INMUNE 
BIO INC. INITIAL PUBLIC OFFERING 11

Step 1: Inmune Bio Inc. sell shares 
directly to investors with the help of 

placement agents.

Placement
Agents

Inmune
Bio Inc. Investors

1M Shares

$0.56/share
commission

$8.00/share

Step 2: Inmune Bio Inc. pays the placement 
agents a commission of $0.56/share.
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Unlike a firm commitment underwriting, the placement agents in a 
best efforts issue never own the shares of the issuing company. They 
work for the issuer on an agency basis, trying to find buyers, and not 
as principals, buying the stock for their own account and trying to sell 
it later. Because the placement agents are working for the issuer on an 
agency basis, the issuer pays them a commission for each share they 
are able to sell.

IPO Churning During the Technology Bubble
During the tech bubble, the churning of IPOs didn’t raise much 
scrutiny because of the huge gains that most technology firms’ 
IPOs generated.

Even if clients were churning into and out of all the new issues a BD 
brought out, they would likely have a net positive return or at least 
be flat. The few big tech winners would cover a lot of small losses in 
the non-tech issues. The reason this “strategy” wasn’t a big winner 
is because the allocations of “hot” IPOs were very hard to get. For 
example, an investor might be able to get 100 shares of a hot IPO, but 
would be allocated as many shares as they wanted of, say, a Midwest 
metal-bending business that was going public.

Thus, on a dollar-weighted basis, the big winners were small and the 
modest gain/loss issues were large.

Today, the dynamics have shifted completely. Indeed, they have 
reversed. First, there have been diminishing numbers of IPOs since 
the Global Financial Crisis (“GFC”) — and second, many recent 
technology IPOs have been losers.

CHART 3: RECENT TECHNOLOGY IPO RETURNS12

Since their IPOs, Pinterest and Slack are up 40 and 34.7 percent, 
respectively. Lyft and Uber are down 15.4 and 2.9 percent 
respectively. During the technology bubble, technology IPOs were 
routinely up 500 and 600 percent on the first day, and I don’t 
remember any being down.

Why have things changed?

The Changing Landscape of Company Funding
Many firms, especially technology firms, have made the strategic 
decision to stay private longer. This has been facilitated by venture 
capital firms’ willingness to fund larger and larger investment rounds 
as the funded companies burn through cash.

In essence, VC firms have morphed into VC/private equity firms. 
The impact is that the privately funded growth companies (and their 
backers) capture more of the upside in the stock. Much of this upside 
used to be captured by public market investors, post-IPO.

Now, after 14 to 20+ rounds of private funding, the upside in a stock 
has been wrung out, if not completely drained. Thus, when these firms 
finally IPO, they are lucky to hold their value, let alone achieve the triple 
digit first-day gains that were typical during the tech bubble.

Table 2: Comparison of Technology Firm Pre-IPO Funding13

# FIRM DATE OF IPO
NUMBER OF 

FUNDING ROUNDS
AMOUNT RAISED 

PRE-IPO

A B C D

1 Amazon 5/15/97 2 108M

2 Google 8/19/04 4 36.1M

3 LinkedIn 5/19/11 7 154.8M

4 Facebook 5/18/12 15 2.3B

5 Lyft 3/29/19 18 4.9B

6 Uber 5/10/19 23 24.7B

In the post-GFC reality, investors churned in and out of IPOs are very 
likely to experience losses and pay high commissions to their broker at 
the same time.

4 |   www.accelerant.biz IPO Churning – It Ain’t What It Used to Be (And It Never Was)

www.accelerant.biz


www.accelerant.biz | 5

Suitability
Even in the halcyon days of the technology bubble, when IPO churning 
usually resulted in small net gains, such a strategy was only suitable 
for a small fraction of a client’s equity allocation. As an example, a 
client with a $1 million account that was allocated 60/30/10 (stocks/
bonds/cash) might use five percent of their equity allocation for IPOs. 
Five percent of $600,000 is $30,000, or three percent of the total 
portfolio.

In the post-GFC period, this strategy has been defective because 
there have not been the huge first-day gains that were the hallmark 
of the technology bubble IPOs. The winners have been in the 30-40 
percent range and there have been some notable losers, like Uber’s 
-7.62 percent first day return.

Furthermore, I have been involved in a number of cases where a large 
percentage of the client’s total portfolio was churned into and out of 
IPOs. This, of course, has always been unsuitable, and remains so.

In these instances, the client’s assets serve as a slush fund for the 
broker to generate commissions by buying whatever IPO appears on 
the calendar and then selling it immediately to replenish the slush fund 
for the next IPO. This is an income strategy for the broker, using the 
client’s account as an ATM. It is not an investment strategy, and thus 
fails to meet the suitability standard under FINRA Rule 2111.

Even if the IPO strategy does yield a profit, the gains are all short-term 
in nature, and thus taxed at the client’s ordinary income tax rate — 
which, for most clients, will be 40 percent. Thus, the client is taking 
all the risk, the broker and BD are getting paid commissions, and the 
government has a 40 percent profit share of any winnings.

In the industry, this is known as a bad trade.

Supervision
IPO churning should be easy for supervisors to detect and stop. First, 
if IPOs are to be purchased in an account, then the account should be 
coded to allow speculative investments. Second, turnover ratios can 
detect when an account is being used as a slush fund for excessively 
large IPO purchases. Third, commissions and trailing performance 
should also indicate when IPOs are being churned. If commissions are 
high and the account is up or down slightly, or flat, it is a red flag for 
supervisors for further inquiry.
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Solicitation

I have encountered some confusion about IPO trades being solicited. Let me clarify, because it is simple. 
All IPO trades are solicited and the prospectus is how the solicitation is made. This is clearly laid out in the 
delivery of prospectus regulations — in particular, ’33 Act Section 15c2-8:14

(e) Such broker or dealer shall take reasonable steps (1) to make available a copy of the preliminary 
prospectus relating to such securities to each of his associated persons who is expected, prior to 
the effective date, to solicit customers’ order for such securities before the making of any 
such solicitation by such associated persons and (2) to make available to each such associated 
person a copy of any amended preliminary prospectus promptly after the filing thereof.

(f) Such broker or dealer shall make reasonable steps to make available a copy of the final 
prospectus relating to such securities to each of his associated persons who is expected, after 
the effective date, to solicit customers’ orders for such securities prior to the making of 
any such solicitation by such associated persons, unless a preliminary prospectus which is 
substantially the same as the final prospectus except for matters relating to the price of the stocks, 
has been so make available. (Emphasis added)

The SEC echoes the prospectus rule in less tortured language in their “Investing in an IPO” Investor 
Bulletin, writing:

To register an offering, a company files a registration statement with the SEC, typically using 
Form S-1. Some offerings may involve other registration statement forms. An important part of 
this registration statement is the “prospectus” that will be used by the company to solicit 
investors.15

The “order book” is the compilation of indications of interest that the underwriters have 
obtained from the client-investors they solicited regarding the IPO. The order book lists how 
many shares each client-investor would like to purchase and at what price.16 (Emphasis added)
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Types of Prospectuses17

The ’33 Act defines “prospectus” as follows:18

The term “prospectus” means any prospectus, notice, circular, advertisement, letter, or 
communication, written or transmitted by radio or television, which offers any security for sale 
or confirms the sale of any security… (Emphasis added)

There are a number of different types of prospectuses associated with IPOs. They include:

Red Herring: A red herring is the preliminary prospectus allowed under Section 10(b) of the Securities Act. 
It can be “used to make written offers but cannot be used to satisfy the prospectus delivery obligations 
that apply when orders are confirms and securities are sold”19. Generally, the red herring will have all the 
information required in the final prospectus except the offer price, proceeds, and underwriters discount 
(however, it will contain a bona fide estimate of the price range).

Pink Herring: Essentially a red herring without the price range estimate. A pink herring can be used in 
emerging growth company “testing the waters” activities, but not to solicit customer orders.

Free Writing Prospectus: “Any written communication as defined in this section that constitutes an offer 
to sell or a solicitation of an offer to buy the securities relating to a registered offering that is used after the 
registration statement in respect of the offering is filed…”20 (Emphasis added)

Essentially, a free writing prospectus contains information which is not included in the registration statement. 
Types of information in a free writing prospectus could include: pamphlets, customized materials for different 
investors, web pages, electronic road show materials, and video or transcribed interviews.

Final Prospectus: A final prospectus is required under Section 10(a) of the Securities Act and is contained in 
the effective registration statement. “Only a final prospectus can be used to meet the Section 5 prospectus 
delivery requirements associated with actual delivery of securities after pricing.”21 It must contain the final 
pricing terms.

Post-Effective Free Writings: “A communication sent or given after the effective date of the registration 
statement…”22 Essentially, these are written offers that are accompanied or preceded by the final prospectus. 
In practice, these are rare.

Conclusion
Roughly 94 percent of all IPOs are done as firm commitment 
underwritings (99 percent on a dollar-weighted basis). In firm 
commitment underwritings, the markups (commissions) charged by 
the underwriters are paid by the investors. Thus, when IPO churning 
takes place, the client is being damaged first by the excessive 
commissions, and second, by not having their assets invested in a 
suitable strategy.

Indeed, churning IPOs is not an investment strategy at all because the 
money is not really invested. It is in cash the morning of the IPO and in 
cash at the end of the day, having only been invested for a few minutes 
or hours after the stock begins trading.23 

This cannot reasonably be said to be an investment strategy.
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