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Introduction

You may be thinking of taking your company public and,

if so, you undoubtedly have many questions. Deloitte has
been advising clients and assisting them in the process of
going public for many years. Drawing on that experience,
we have prepared this publication to assist you in answering
those questions, to acquaint you with the “language” of
going public, and to give you a working knowledge of some
of the technicalities of the process.

This publication will give you the information that you

may need to help you understand the requirements of a
successful offering, whom you may need to assist you, what
your role will be, certain regulations that must be complied
with, and what effect a public offering may have on you
and your company. To assist you, we have summarized the
contents of each chapter below.

This publication includes a summary description of some

of the relevant Securities and Exchange Commission (SEC)
rules. These summaries are not complete and you should
refer to the rules themselves when preparing to go public, in
addition to consulting with your legal counsel.

Should you go public? Public ownership can provide
significant benefits to a company and its shareholders, but
it has many disadvantages too. This chapter offers you an
overview of the process and the pros, cons, and alternatives
that should be considered before you decide whether this is
the right course for you.

Timing. It is important to evaluate your company’s appeal
to investors and the state of the market before you decide
to go public. This chapter describes some of the issues the
market looks at during an initial public offering, as well as
some characteristics of a company considering whether to
go public. An appropriate business plan can enable you to
move quickly and take advantage of market opportunities.

Your team. Taking your company public requires the talents
of a variety of highly specialized professionals. This chapter
identifies these professionals and offers a brief overview of
their roles in the process.

Prepublic planning. This chapter deals with the steps

that you likely need to take to prepare your company for

a public offering. It also provides you with an insight into
the roles that you can expect your management, attorneys,
independent registered public accounting firm (“auditor"),
and accounting advisors to play.

Chapter 1. Should you go public?

Going public is a long, involved process that represents a significant milestone for any company.

The underwriters. One or more lead underwriters are
critical to the immediate and long-term success of your
public offering. This chapter discusses criteria to use in
selecting lead underwriters and, just as importantly, some
of the market criteria underwriters use in deciding whether
they want to take you public. It also explains the factors
they typically consider when pricing your stock.

Registration. Everyone — you, your underwriters, your
attorneys, your auditors, and your printers — will be involved
in registering your public offering with the SEC. This chapter
reviews the importance of “due diligence,” the makeup

of the registration statement, and the federal, state, and
Financial Industry Regulatory Authority (FINRA) review that
your company will need to obtain in order to “go effective.”

Marketing the offering. The actual selling efforts
principally occur during the weeks immediately preceding
the effective date of your registration statement. This
chapter describes that process, the rules governing what
you can and cannot do and say during the offering process,
and what your involvement in the selling effort should be.

Closing the deal. Once your registration statement is
“effective” and the offering is priced, the remaining events
in the process of going public occur very quickly.

After you go public. Once the offering is completed,

you must look ahead to your responsibilities and duties

as the leader of a public company. This chapter explains
aftermarket trading, your relationship with the financial
community, reporting requirements, and some of the federal
securities laws that may affect you.

Foreign private issuers. Many foreign companies consider
going public in the U.S. This chapter discusses some of

the more important differences between an initial public
offering for domestic issuers and foreign issuers.
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For many executives of
growing companies, going
public is the ultimate dream.

Going public can signify, both to the executives and to the
outside world, that the company has achieved a special kind
of success. Overnight, the company can be transformed
from being a closely held entity with a handful of
shareholders to a company with a large number of holders
of its stock, which can be easily bought or sold through a
stock exchange or in the over-the-counter (OTC) market.

On the surface, the transformation from private to public
company seems fairly straightforward. A company “goes
public” when it sells securities to the general public for the first
time. Such a sale requires the company to file a registration
statement with the SEC in accordance with the Securities Act
of 1933, as amended (“1933 Act”). The 1933 Act requires
the registration of securities with the SEC prior to their sale
to the public, unless an exemption from registration exists.
Additionally, the 1933 Act requires that investors receive
financial and other significant information concerning the
company. The Securities Exchange Act of 1934, as amended
("1934 Act”), created the SEC and regulates and controls the
securities markets and related practices and establishes the
ongoing periodic disclosure requirements. While securities
may be sold to the general public by other means, the term
"going public” refers to those instances where a company,
for the first time, uses a 1933 Act registration statement in
connection with an offering. The process is also often called
the “initial public offering” or IPO.

News about the dramatic wealth created for company
founders and members of management that often follow

an IPO can be captivating. The prospect of having capital
available to finance future growth can be alluring. Yet, careful
and deliberate thought is prudent when deciding to go public.

It is difficult to predict what changes will occur in your
corporate culture as a result of being a public entity.
Opening your company to increased public scrutiny can

The advantages
Going public potentially provides both tangible and
intangible benefits, including the following:

Increased capital. WWhen growth can no longer be
financed internally, from private equity investors, or through
borrowings, an IPO can provide your company with
additional funds to meet working capital needs, acquire
other businesses, expand research and development efforts,
invest in facilities and equipment, or retire existing debt.
Publicly traded stock can also be effectively used in mergers
and acquisitions.

Improved financial position. As an IPO is usually in

the form of an equity-based security, your company will
experience an immediate improvement in its balance

sheet and debt-to-equity ratio. Significant reliance on debt
instruments rather than equity can be a high-risk strategy for
growth companies.

Less dilution. If your company is at the stage where it

is ready to go public, you may command a higher price
for your securities through an IPO than through a private
placement or other form of equity financing. This means
that you give up less of your company to receive the same
amount of funding.

Enhanced ability to raise equity. As your company
continues to grow, you may need additional permanent
financing in the future. If your stock performs well in the
stock market, you may be able to sell additional stock on
favorable terms.

Liquidity and valuation. Once your company goes public,
a market will be established for your stock. A public market
makes it easier to dispose of a portion of your interest for
diversification purposes. Subject to SEC regulations (see the
discussion of sales restrictions under Rule 144 of the 1933
Act in Chapter 9), you may sell your stock whenever the
need arises. There are important restrictions to keep in mind
that place certain limits on the timing and number of shares
that can be sold by many parties after the offering.

There are important restrictions to keep in
mind that place certain limits on the timing
and number of shares that can be sold by many
parties after the offering.

change the way you do business, and the pressures to
maintain growth patterns and meet the expectations of the
investment community are typically real and intense. It is
advisable to weigh fully the advantages and disadvantages,
including those listed in the section below, with a group

of trusted advisors. If you decide to proceed, it will be
important to plan for the organizational changes that will
occur during and after the offering.

Strategies for going public 2



Some major shareholders, such as venture capital firms,
require liquidity in a company. Venture capital firms generally
organize funds with an expected life of less than 10 years.
At the end of that period, they typically need to liquidate
the fund. By going public, you provide the venture capitalists
with the ability to sell their holdings or to distribute publicly
tradable stock to their fund participants.

Improved credibility with business partners. The simple
fact that you are “public” provides business partners, such as
suppliers, distributors, and customers with more information
and can be an indication that your company is a business of
substance. Prospective suppliers and customers may feel more
secure about entering into a relationship with your company.
You may also be perceived as a more attractive partner in a
joint venture or other similar relationships as a public company.

Better employee morale and productivity. Stock options
and other incentive compensation plans enable personnel
to participate in the company’s success, without increasing
cash compensation. The chance to acquire stock in the
company they work for may cause employees to take a
longer-term view of the company.

Personal wealth. Not insignificantly, an IPO may enhance
your net worth. Even if you do not realize immediate gain by
selling a portion of your existing stock in the IPO, you may
be able to use publicly traded stock as collateral to secure
borrowings of a personal nature. Shares of publicly traded
stock are usually more liquid and as such can facilitate
personal financial and estate planning.

The disadvantages
There are also some very significant disadvantages of going
public that should be weighed against the many advantages:

Disclosure of information. As a publicly held corporation,
your company’s operations and financial situation are open
to public scrutiny. Information concerning the company,
officers, directors, and certain shareholder information not
ordinarily disclosed by privately held companies is suddenly
available to competitors, customers, employees, and others.
Information such as your company’s sales, profits, and the

salaries and perquisites of your officers and directors must
be disclosed not only initially, when you go public, but also
on a continuing basis thereafter.

Management demands. Top management frequently
needs to be available to shareholders, brokers, securities
analysts, and the press - all of whom usually want up-to-
date information about company progress. Executives
(i.e., CEO, CFO) must also be involved in preparing written
information about financial results and other company
matters that must be reported to the public and the SEC.

Pressure to maintain growth pattern. There can be
considerable internal and external pressure to maintain

the growth rate you have established. If your sales or
earnings deviate from the established trend or from analyst
expectations, shareholders may become apprehensive and sell
their stock, driving down its price. While a reduced stock price
does not have a direct financial effect on a company, it may
affect company reputation, employee compensation (through
reduced option value, if you have options outstanding) and
the viability and value of a subsequent offering (causing

more dilution to existing shareholders). In addition, domestic
companies will have to begin reporting operating results

on a quarterly basis and be subject to additional disclosure
obligations. That means that parties can now evaluate your
company quarterly, which can intensify the pressure and may
shorten your planning and operating horizons significantly.
The pressure may tempt you to make short-term decisions
that could have a harmful long-term effect on the company.

Less control. The sale of shares to the public will dilute
your ownership and may reduce your level of control of the
company. In addition, depending on the requirements of
your trading market, you are likely to be required to have a
Board of Directors consisting of a majority of independent
directors. The Board of Directors is responsible for protecting
the shareholders’ interests and you will be accountable

to them. Additionally, as your ownership is diluted, the
possibility for a hostile takeover increases.

Greater legal exposure. As a consequence of selling

your company’s shares to the public, there is greater legal
exposure for the company and its officers and directors. The
offering itself creates exposure under the antifraud rules of
the 1933 Act and 1934 Act. All communications, written
and oral, relating to the offering can give rise to litigation
for securities fraud, if the communications were materially
misleading. You will also have to become much more formal
in your decision making. Often, private companies operate
somewhat informally with respect to director involvement;
that can no longer occur with a public company.



Enhanced corporate governance. In response to corporate
failures and the loss of investor confidence during the
technology bubble, Congress implemented reforms to
strengthen corporate governance and restore investor
confidence. The Sarbanes-Oxley Act of 2002 (“Sarbanes-
Oxley Act”) was the most comprehensive reform since the
1933 Act and 1934 Act and holds public companies to a
much higher standard of corporate governance than in the
past. While this is a welcome change, the cost of being

a public company has increased as a result. The extent

of the increased cost is partly a function of the quality of
your current framework of internal controls over financial
reporting. The Sarbanes-Oxley Act also requires an increased
amount of involvement for upper-level management of

the company in the financial processes of the company.
Increased scrutiny over operations as a public company is
also mandated by the bookkeeping provisions of the Foreign
Corrupt Practices Act, applicable to public companies.

Expense. The cost of going public is substantial, both
initially and on an ongoing basis. As for the initial costs, the
underwriters” commission can run as high as ten percent
(although typically seven percent) of the total offering
proceeds. In addition, you will incur significant out-of pocket
expenses for even a small offering. These initial expenses
are discussed at greater length in Chapter 4. There are also
significant ongoing expenses associated with periodic public
reporting, SEC rule compliance, directors and officers (D&O)
liability insurance, independent director fees in the form of
cash payments, and option awards and other requirements.

The alternatives

Companies typically make use of a variety of financing
options before they even consider going public. Generally
speaking, these loan and investment options should be
explored and, where appropriate, fully considered before a
company decides on a public offering. The most common
way to raise additional capital, of course, is to borrow.
Loans can be obtained from institutions such as banks,
asset-based lenders, and equipment financing companies.
The advantages of loans are that they are relatively simple
to arrange and will not dilute your ownership. For many
companies seeking alternative funding sources, private
placements or venture capital may also prove of interest.

Exclusive reliance on debt rather than equity can be a high-
risk strategy for growth companies. In incurring debt, you
subject your company to potentially significant financial
obligations. A downturn in your business or an increase in
interest rates could make it difficult to meet your payments.
Many companies have faltered in this way.

Companies typically make use of a variety
of financing options before they even consider
going public.

Another common alternative is to sell your business. The
sale of a business will often provide quicker liquidity than
an IPO. You will also not be subject to the risk of a decline
in the market value of the company after a sale. However,
if you sell your business for stock of the acquiring company,
you should understand the risks associated with their stock
and perform the appropriate level of due diligence on the
acquirer. Some companies actually begin the IPO process
with the possibility in mind of having that process end in an
acquisition rather than an IPO. In both instances, you are
marketing your company and many of the early steps in the
IPO process can be helpful in an acquisition context. For
example, strengthening your internal control over financial
reporting framework would assist in the facilitation of your
acquisition by a public entity.

When you read about IPOs today, you will see references to
reverse mergers and special-purpose acquisition companies
(SPACs). A reverse merger is where a private company
acquires a public company with only nominal assets; the
acquisition results in the private company becoming public.
A SPAC involves using the proceeds from the IPO of a
company with nominal assets to buy a company, normally
within 18 to 36 months of the IPO. Neither will be covered
by this publication.

The process

Here, in brief, is the typical general sequence of events
involved in taking a company public once an informed
decision has been made:

Underwriting. Once you have decided that it would be
appropriate for your company to seek a public offering, you
invite several investment banking firms, or underwriters, to
discuss this possibility. Those who are interested meet with
you and your management team to investigate the company’s
operations and prospects. The underwriters submit proposals,
you select one (or more) firm(s), and the formal process begins
(this is covered in greater detail in Chapter 5).

At this point, you will not have any binding commitments
with the underwriters. To help you decide whether to
proceed, the underwriters can be expected to provide
you with a range of values for the company and what
percentage interest in the company that they recommend

Strategies for going public 4



be sold. There is usually a series of pricing discussions, and
the share price and size of the offering are not finally settled,
until just before the stock is ready to be sold.

Registration statement. The 1933 Act requires that a
registration statement be filed with the SEC before securities
may be offered for sale and that a registration statement be
declared “effective” by the SEC before securities are sold. The
1933 Act requires an accurate disclosure of material facts,

so that potential investors can make an informed decision
about investing in a given security. In addition, the 1933 Act
prohibits deceit, misrepresentations, and other fraud in the
sale of securities. The SEC does not evaluate the merit or
value of the securities it reviews. However, the SEC staff will
generally examine registration statements for compliance with
the applicable accounting and disclosure requirements.

Preparing the registration statement to comply with SEC
requirements is a team effort of management, auditors, and
legal and accounting professional advisors. This is usually the
most time-consuming step in the process of going public.
When the preparation process begins, an all hands meeting
is typically held to delegate responsibility for preparing

the various sections of the registration statement and to
establish a timetable for its completion. When completed,
the preliminary registration statement is filed with the SEC.

The registration statement includes the prospectus, which is
a brochure or booklet that is used as the selling document.
After the preliminary registration statement is filed, the SEC
typically reviews it and usually responds within approximately
30 days with comments, questions, and requests for
additional information. Those comments can be lengthy. The
company modifies the registration statement as necessary,
and files an amended registration statement with the SEC.
This process can result in several rounds of comments and
filings with the SEC. When the SEC is satisfied and the
company and underwriters request it, the SEC declares the
registration statement effective. In the interval between the
initial filing of the registration statement and its effective
date (the so-called “waiting period”), the company and

the underwriters may distribute copies of a preliminary
prospectus. The preliminary prospectus must bear a legend
stating that a registration statement related to the offering

Preparing the registration statement to comply
with SEC requirements is a team effort of
management, auditors, and legal and
accounting professional advisors.

has been filed with the SEC, but has not yet become
effective and that the securities may not be sold, nor may
offers to buy be accepted, before the effective date. Because
this legend is printed in red ink, the preliminary prospectus is
commonly referred to as the “red herring.” The red herring is
typically printed after the company and its advisors conclude
that resolution of the remaining comments from the SEC

is not likely to require material revisions to the preliminary
prospectus and a new circulation to potential investors.

This is the stage, as a practical matter, where the
underwriters” major marketing efforts will move into full
swing. By this point, the lead underwriter has usually formed
a syndicate of underwriters. As firms join the syndicate,
their salespeople begin distributing the red herring to clients
and orally soliciting orders; these orders are considered as
indications of interest only and may be canceled by the
customers after receipt of the final prospectus. The lead
underwriter builds a “book” of these orders, which will help
in the pricing of the offering and ensure strong demand
when selling is allowed. Generally, the lead underwriter
wants the book to contain orders for more shares than

it intends to sell, so that there will be demand for shares
even after the offering. Also, the road show generally
occurs during this period; this is a tour that enables the
company'’s executives to meet the underwriters’ salespeople
and prospective investors. It, too, is designed to build
momentum for the offering and is scheduled to end just
before pricing occurs.

Immediately before the registration statement becomes
effective, the company files the final prospectus, again
without the pricing information, to reflect the resolution of

all of the SEC's comments. Then, within a matter of days

(and often on the same day), the registration statement

is declared effective, the final negotiations with the lead
underwriter on share number and pricing are completed, and
the offering commences. Immediately thereafter, an amended
prospectus is filed to reflect the pricing information. The final
prospectuses are then distributed to customers.

Closing and sale. As with most financing transactions,

a closing is held after the registration is effective and

the offering commences. The securities are delivered

to the underwriters for distribution to or on behalf of

their customers, and the proceeds, net of underwriting
commissions, from the sale of stock are paid to the issuer.
The closing usually takes place within a week after the
pricing, giving the underwriters time to receive payment for
the securities from most of their customers in response to
the confirmations of sale which have been sent.



Chapter 2. Is the time right?

Is your company ready?

Honestly assessing the interest that your company is likely

to generate in the public market is the first step toward a
successful IPO. While there is no universal law to determine
market interest, past experience indicates that market appeal
can be predicted by certain guidelines that are indicative of
the company’s maturity and potential for future earnings.

A focused business plan is an important part of your IPO.

It contains future operating projections, such as budgets
and forecasts, that are not contained in the registration
statement, but that will likely be essential to you as you sell
your story to the lead underwriter. Your management team
will need to clearly articulate a compelling strategy to the
underwriters and potential investors to help you realize a
valuation reflective of your company’s potential.

Any prospective investor in your company will look at a
number of factors in making its decision to buy your stock.
As the representatives of the purchasers, the underwriters
often need assurance on these factors in order to sell your
stock with confidence. They need to be enthusiastic about
your company'’s potential and about the industry; they
need to be confident that there are no significant negative
factors (e.g., susceptibility to technological change,
increased competition, and recession-induced problems)
with which the company cannot deal, and they must have
confidence in the people running the company.

Below are some of these factors and questions that are
typically asked with respect to them:

Management quality. This is a very important factor for
investors. Investors will typically entrust their money only

to a team with strong leadership. Questions include: Do
the top managers have the necessary experience? Do they
work together as a team? Are they of high integrity? Do
they inspire confidence among the company’s employees?
Do they have long-term potential? Are they effective in
developing working relationships with customers, suppliers,
bankers, auditors, etc.? Is there stability in the leadership
team? The departure of a key executive just before or

after the IPO will potentially affect the company’s market
competitiveness and raise concerns with potential investors.

The underwriters (and investors) will also look at the
composition and qualifications of members of the Board of
Directors. If the board needs to be upgraded as a part of
the IPO process, your advisors can assist you in doing so as
a part of the preplanning process. See Chapter 4.

Employees. A strong employee base is important to the
success of most companies. Questions include: What is your
human resources strategy? How do you attract and retain
top talent? What are your compensation, stock option, and
employee benefit plans? How do they compare to others in
your industry? Is there an adequate labor supply to support
your growth plans? If some of your company’s employees
are represented by labor unions, how are your relations with
the unions and what is the status of your labor contracts?
Are you dependent on only a few key employees and, if

so, how are you protecting yourself from the risk of their
potential departures?

Product quality and industry potential. The quality and
future of your products in the context of your industry is
key. Questions include: At what segment of the market

are you aiming? What is the growth potential? Who are
your competitors? How long a life do your products have?
Will you have to diversify or develop new products to
continue growing? Does your company have command

of its technology? What products are in research and
development? What is your product roadmap? Are you in a
growth industry? How permanent is that industry?

Strategies for going public 6



Production or service capability. Your ability to execute
operationally on your business plan is also key. Questions
include: Are your production facilities or product-sourcing
arrangements adequate to meet the demands of growth?
How do your production capabilities compare with others
in your industry? Are they adequate to meet the quality
requirements of your market? How efficient is your supply
chain? What risks are inherent in your supply chain? Are
your information systems adequate to support inventory
forecasting? What are your contingency plans if there is an
interruption in the supply of key raw materials, shipping, or
other key aspects of product production?

Financial position. Your current financial position is
important in assessing both how much money will need
to be raised and how effective your financial management
is. Questions include: How well you are managing your
assets? How are you financing your working capital needs?
Are you providing any financial support to your customers?
What financial contingencies exist? How leveraged are you
and what is your effective cost of capital? Do you have
audited financial statements?

Earnings history and potential. Reported earnings and
potential future earnings are often considered as important
for public companies as cash flow is for private companies.
Questions include: What has your earnings history been?
What is your growth potential? Is there a strong upward
trend that is likely to continue? How do you compare (in
earnings and margins) with other companies in your industry?
Do you have detailed historical and future information about
your operations, including sales and gross margin analyses by
product or product line, sales channel mix, geographic sales
breakdown, and headcount trend reports?

Company reputation. Investors will consider your
reputation in making investment decisions. Questions
include: How do suppliers, customers, experts, and others
in your industry assess your performance? How does the
public perceive your company? What kind of relationship
do you have with your customers and your suppliers?

A company that offers the investment community a high-
risk/high-reward opportunity likely will be held to evaluative
criteria that differ from those applied to a company that

is perceived to be a long-term solid performer. Taking

this into account, most companies fall into four general
classifications: early-stage, high-growth, long-term solid
performers, and spin-offs.

Some companies’ potential so captivates the public’s

focus that they can attract funds. These companies receive
considerable attention when they go public even though
they may have yet to produce significant revenues. Some
of these companies are bolstered by the strengths of a
promising industry, such as biotechnology, while others
rely on the past performances of similar enterprises

that have achieved significant growth. More typically,
however, early-stage companies have reached the point

in their development where most of the technological,
manufacturing, and marketing risks have been substantially
reduced, and their stock can command a higher price than
venture capitalists are willing to offer. The market appeal for
this type of company is heavily influenced by three factors:

Market opportunity. An industry that can support
significant growth.

Potential industry leadership. An unproven company needs
a product that indicates it is on the leading edge in its field.

An experienced management team. Management
personnel demonstrate the capability to deal with
anticipated growth and to maintain the company’s
leadership position.

High-growth companies also offer the potential for
significant future growth, and they have typically matured
beyond the “start-up phase” to attain a certain level of
revenues and profitability. The market most readily accepts
companies of this type that have achieved the following:

Sales. With some exceptions, annual sales of at least $50-
$75 million suggest an established company.

Proven profitability. Net income of $1 million or more in
the most recent fiscal year is usually sought, although just
a few quarters of profitability may be sufficient in certain
markets.

A growth track record. The investment community
generally looks for an annual growth rate of 25% or more
with the ability to maintain that rate in the next few years.

An experienced management team. Institutional
investors in particular want evidence that the company
does not rely on the talents of a single entrepreneur.
Normally, the founder is surrounded by experienced
executives with responsibilities for key management areas.



These midsize companies often have a long and continuous
record of strong sales and earnings. They may not be
nationally known, but they offer the public a long-term
investment at a reasonable price-earnings ratio (calculated
by dividing the price per share of common stock by earnings
per share). Despite their profitable history, established
companies may go public for several reasons, such as to
fund acquisitions or provide liquidity to their owners. In
many cases, they have sales of several hundred million
dollars; a large, stable or growing market; and a profit
history equal to or better than the industry average.

A number of large companies that operate in several
segments have spun-off divisions or segments as a way of
realizing shareholder value.

In addition to the potential market appeal of your
company, you must evaluate the capability of your
management team and the strength of your internal
systems and processes (particularly your financial systems
and internal controls) to meet the demands of being a
public company. You must be able to meet the periodic
disclosure requirements of the 1934 Act and communicate
with the financial community about your operations and
prospects. Additionally, you will need to assess your Board
of Directors' qualifications relative to the requirements of
the Sarbanes-Oxley Act and the National Association of
Securities Dealers Automated Quotations (NASDAQ) and
the New York Stock Exchange (NYSE) listing requirements.

Is the market ready?

The market can be influenced by a variety of factors,
including economic forecasts, political events, international
trends, interest rates, and inflation. A company that might
easily attract public funds in a bull market could run into
considerable resistance in a bear market. When the market
becomes depressed, declines in value are generally greater

for newer, less-established issues and companies in “riskier”

industries.

The market for IPOs can also completely dry up as it

did in the summer of 1998 following adverse economic
events in Asia, in 2001 and 2002, following the corporate
governance and accounting scandals and the dotcom
bubble and in 2008, following the financial crisis; however,
if an offering is fortunate enough to catch a rising market,
an IPO may produce a windfall of capital. You should rely
on thorough preparation, the expertise of your IPO team,
and patience to guide your company through this decision.
At the same time, consideration should be given to
alternative financing, such as that provided by mezzanine
venture capital investors to protect the company in the
event of an unanticipated “closing of the IPO window.”

What if the offering is terminated?

The market opportunity to do an IPO can be quite short
and on occasion, due to a variety of reasons, companies
terminate their registration statement before the securities
are sold. Historically, this could cause problems for

future financings, since the registration statement was

a public document. To address this issue and allow a

quick conversion to a private offering, in 2001, the SEC
adopted Rule 155, which allows companies that have

filed a registration statement and then withdrawn it to
implement a private placement of securities within 30 days
after the withdrawal of the registration statement if certain
disclosures are made to the private placement investors. In
addition, terminating a public offering before it is finished
does not impact the ability to sell the company. In both
cases, much of the work done for the public offering

can be utilized in either the private placement or the sale
transaction.

The market can be influenced by a variety
of factors: economic forecasts, political events,
international trends, interest rates, and

inflation.
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Chapter 3. Your team

Underwriters, auditors, legal and accounting advisors, and
financial printers. There may also be a role for financial public
relations professionals, and as you near the closing, you will
need to have a transfer agent and registrar. This array of
professional services providers and the time demands made
on company management will be costly; however, these costs
should be viewed as simply one price of going public. The
success of the IPO and the future prosperity of the company
may depend, in part, upon the talents of this team, so you
should resolve to engage the most qualified people available.

Management

Throughout the IPO, management will serve as the tangible
representatives of the company. The importance of its
impression on the investment community should not be
underestimated. Investors typically place enormous weight
on their perceptions of management's abilities; thus,
management’s qualifications, ethics, and experience will
likely be highly scrutinized. One way to address this is to
make a concerted effort to retain executives who are
experienced in building a company and taking it public and
who do not have ethical issues associated with them. Execu-
tives with a successful history of corporate growth can
substantially help to alleviate the fears of investors.

The organizational structure is usually headed by at least a
Chief Executive Officer (CEO), and a Chief Financial Officer
(CFO). Additional executives that may be useful depending
on the industry are a Chief Information Officer and a Chief
Technology Officer, and, depending on the size of the
company, a Chief Operations Officer. Most public
companies also have a general counsel.

Management is an essential participant in both the
preparation for, and the marketing of, the offering. During
the prefiling period, management'’s intimate knowledge of
the company is important in making certain the story of the
company told in the registration statement is accurate and
complete. After the filing, the centerpiece of the marketing
effort is the road show. This is a tour by top management,
with the lead underwriter, to a dozen or more cities to allow
management to meet with underwriters, analysts, and
potential investors, present strategic, financial, and
operational reports and answer questions. See Chapter 7.

Management is also the link between the IPO team and the
company's Board of directors. The board should be fully support-
ive of the IPO and will have to sign the registration statement and
take on securities law exposure as a part of the process.

Auditors
An important part of the prepublic planning effort is to assess

Taking your company public requires the talents of a variety of highly specialized professionals.

your company'’s financial house to consider if it will satisfy
strict SEC and underwriter demands. One step is to consider
your external auditor relationship. Your external auditor
should be a qualified public accounting firm that has
significant SEC experience and is registered with the Public
Company Accounting Oversight Board (PCAOB). The issuer's
annual financial statements must be audited by a public
accounting firm that is registered with the PCAOB. Because
of their industry specialization and extensive SEC experience,
many companies choose to engage the services of one of the
prestigious international professional service firms.

In addition to completing the audit of your financial
statements and assisting you in the preparation of any
interim financial statements for the registration statement,
your auditors will also render significant assistance in the
registration process. They will read any other financial data
to be included within the registration statement and, in
doing so, may be able to highlight concerns the SEC may
have related to the registration statement and to help you
address these in the filing. They will also assist in the
responses to the SEC's accounting-related comments. All of
this will reduce the possibility of subsequent delays and
revisions. Clearly, your auditor's role is a large one and one
that would be facilitated by establishing a good working
relationship early in your company’s development. In this
way, they can serve you better through their intimate
knowledge of your company’s particular situation.

The auditor will furnish comfort letters (see Chapter 6) to the
underwriters, which assist the underwriters in performing
their investigation of certain financial and accounting data
that is included in the registration statement.

Accounting advisors

In your prepublic stage, your accounting (and legal) advisors
can assist you by making introductions to underwriters to
ascertain their interest in your IPO, compiling data so that you
may evaluate the compensation proposed by the underwrit-
ers, and providing consultation and advice in your
negotiations with the lead underwriter concerning financial
matters to be included in a letter of intent (if there is one) and
in the final underwriting agreement.

In addition to the accounting, auditing, and SEC experience
that you will need to call upon, many growing companies
need advice on other key issues associated with growth, such
as the size and additional competencies necessary to staff an
accounting and finance function in a public company and
general business planning advice. These are important areas
that accounting advisors should have the expertise to help
you address.



Attorneys

Going publiciis a highly technical legal process and you will
work closely with your attorneys as they assist in your offering.
SEC legal work is very complex and highly specialized, and
there are serious penalties, as well as the risk of shareholder
lawsuits, for all of the parties involved in the issuance of a
registration statement that omits critical facts or contains
misleading or false information. It is extremely important that
you have legal counsel with prior SEC experience and
knowledge of the intricacies of working with the SEC.

Your counsel assists in the process of preparing the registration
statement and responding to the SEC's comments.
Experienced SEC counsel (like experienced accounting
advisors) can also speed the process significantly, which can
reduce costs and allow a more effective marketing process.
They also advise you on all the preplanning process, including
what communications are allowed throughout the process,
and providing critical legal opinions during the process. As a
part of the registration statement, they opine on the legality of
the stock being issued or sold in the IPO and, at the closing,
they issue a legal opinion on a variety of subjects to assist the
underwriters in their due diligence process.

Underwriters

A lead underwriter, or investment banker, leads the marketing
of the IPOs. These professionals are selective in their
acceptance of clients and likely will conduct in-depth research
into your company's management, products or services,
finances, and business plan before accepting your company as
a client. A key task for the lead underwriter, after accepting a
client, is to determine the value of the company according to
industry and market analysis. The lead underwriter likely will
create a syndicate of as many as 30 underwriters to market
and sell the securities. If the stock falls below the IPO price
within the first few weeks of its debut, your lead underwriter
may seek to stabilize the stock's aftermarket performance.
(The role of your lead underwriter is extensive and is discussed
in greater depth in Chapter 5.) In many cases, a successful IPO
signals the beginning of a long-term relationship between
your company and the lead underwriter. Remember that even
though you are the client of the lead underwriter, there are
some inherent conflicts of interests between you and the lead
underwriter; most importantly, the lead underwriter also has
preexisting relationships with most institutional customers
who will be buying your stock (as well as the stocks of other
companies that are being offered on an ongoing basis
through the underwriters).

Financial printers
The SEC maintains strict guidelines on the format of registration
statements and prospectuses it will accept. These documents

must not only be printed to technical standards, but must also
be accompanied by an electronic submission to the SEC's
Electronic Data Gathering Analysis and Retrieval (EDGAR)
system. As financial printers, these firms stay up-to-date on SEC
requirements and are accustomed to the time constraints and
confidentiality issues involved in their work. Typically, these
printers also maintain facilities with conference rooms and
other amenities that accommodate the unique conditions that
often surround the printing and filing of SEC documents.
Additionally, some attorneys now offer EDGAR services.

Others

Public relations is often neglected, yet can be worthwhile to
consider in connection with an IPO. An effective campaign can
serve as a means of increasing the public profile of your
company. While you can maintain your prior level of business
communications (such as for product announcements), any
efforts targeted at the financial community must be suspended
once you commence the IPO registration process and enter the
“quiet period.” After the offering, the role of financial public
relations or investor relations is critical. These efforts can work
to retain existing shareholders while attracting new investors,
thereby maintaining or raising the stock price; often, when the
marketing effort stops, your public visibility is reduced. Effective
financial public relations takes time, and you should cultivate a
relationship with a reputable firm as early on as possible. Your
underwriters, attorney, or other accounting advisors can
usually recommend an experienced firm.

Transfer agents and registrars are also important in the
technical side of share issuances and transfers. They specialize
in maintaining shareholder records. Transfer agents are
required by both the NYSE and NASDAQ and, while optional,
are highly recommended for any OTC issue not listed a
national securities exchange. Besides maintaining shareholder
records, transfer agents assist in stock transactions, meet the
requirements of the Internal Revenue Service, and coordinate
shareholder correspondence and dividend payments.
Registrars, who are usually part of the same firm, keep track of
allissued stock and safeguard against over-issues. Your
attorneys or other accounting advisors can usually
recommend a reputable firm. The transfer agents and
registrars are not part of the preparation process, but are
added sufficiently in advance of pricing so that the actual sale
of the securities can occur smoothly.

A key task for the lead underwriter, after accepting
a client, is to determine the value of the company
according to industry and market analysis.
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Chapter 4. Prepublic planning

Once you decide that you want to take your company public, you are embarking on a journey.

Going public is not something you just do one day or one
month. It takes long-term planning and many months, or even
a year or more, to effect. This prepublic planning is necessary
both to prepare to sell stock and to demonstrate to the lead
underwriter that you are ready to be a public company.

This chapter discusses six issues we recommend that executives
begin to address before approaching investment bankers.

It is important to address issues, such as the
provisions of your stock option plan, before the
offering commences.

1

Increased formalization

Running a private company for a handful of investors is
vastly different from running a public company for a large
number of shareholders. While even as a private company,
you have had a fiduciary responsibility to all of your
shareholders, as a public company, your actions will be
much more visible, which will require you to be more
formal in managing the business and complying with all of
the requirements imposed by federal securities laws. You
should be aware of the consequences well before you
transform your business into a public company. (Some of the
most significant consequences are discussed in Chapter 9.)

We recommend you and your management team be
psychologically ready and appropriately staffed to accept
these added responsibilities. To prepare yourself, begin to
operate as if your company were public well before you
formally seek to go public. This means doing the following:

Maintain adequate records and internal controls. Learn to
generate reliable and meaningful monthly financial statements
promptly after month-end so that, when quarterly reporting is
required, the mechanisms for producing these reports are
already in place. Your accounting and financial departments
should expect to have monthly and quarterly closes that are as
accurate as a year-end close. This is crucial on a prospective
basis when filing quarterly reports on Form 10-Q and
responding to analysts’ inquiries. In addition, you may be
asked to present historical quarterly information for inclusion
in your prospectus. You should evaluate the personnel in the
accounting and financial departments to make sure that the
quantity and quality of personnel are currently employed to
complete these additional responsibilities.

Remember, in accordance with the rules under the
Sarbanes-Oxley Act, once the company is public,

management will need to certify the financial statement'’s
accuracy and, as such, management should be involved in
the financial statement closing process on a quarterly basis.

Monthly reporting packages typically include, at a
minimum, information that will permit analysis of sales
volume and pricing trends by product or product line; sales
by major customers, sales channels, and geographic
regions; and headcount trends. In addition, major balance
sheet items (e.g., accounts receivable and inventory) should
be supported with appropriate analysis. In receiving timely
financial information, managers can discipline themselves
to analyze operations and results more frequently and
accustom themselves to the pressure of quarterly
performance evaluations. The investment community
generally reacts negatively to financial “surprises.”

Management should also begin designing, implementing,
and documenting its internal control processes. Once the
company is public, management will be obligated to certify
as to the effectiveness of the company's internal controls
over financial reporting process.

Bring your stock ownership records up to date. One of the
more time consuming aspects of preparing the registration
statement can be determining the ownership, both direct and
beneficial, of your stock and agreeing on the details of stock
information for the registration statement and related financial
statements. This includes determining if all the proper legalities
were observed in the issuance of the stock, from both a
corporate and a securities law perspective, and identifying any
registration rights that shareholders may have. It also means
addressing any issues related to employee stock option and
other stock-based compensation plans, including knowing
about all unexercised options that may have been granted and
determining whether these options are vested. If not
addressed sufficiently in advance, these matters could lead to
expensive delays in the registration process. The SEC often
raise valuation issues with respect to recent stock issuances or
with the pricing of recent option grants, if pricing is to be
significantly below the likely initial public offering price. You
should talk with your legal and accounting advisors carefully
about these matters before you start the IPO process.

Upgrade the directors and expand their role in
overseeing policies. Before your company goes public,
you should take a critical look at your board of directors.
The board of directors will assume more responsibilities as
a result of the company going public, and the members’
credentials should appropriately suit their responsibilities.
In addition, prospective investors in an IPO will review the
board members’ credentials to see if they have confidence



in the board members’ ability to oversee a public company.
If your board of directors consists of friends and relatives
who do not have the necessary credentials, you should
consider changing the composition of the board of
directors and seek out independent industry experts or
executives of noncompeting companies with related
products or services. Organizations such as the National
Association of Corporate Directors can be very helpful in
providing guidance in this regard. Additionally, the
American Institute of Certified Public Accountants (AICPA)
has a system on their Website where you can search for
qualified candidates to serve on your board of directors and
the audit committee of your board.

You should also engage the directors in reviewing and
approving company policies and strategies and in reviewing
operating results and trends. The board needs to establish an
audit committee to oversee the appointment of an auditor.
Additionally, the audit committee should be involved in the
oversight of the scope and results of the audits of the
financial statements and effectiveness of internal controls
over financial reporting. See further discussion of the board
of directors and the audit committee under Corporate
Governance later in this Chapter 4.

Corporate housekeeping

Once you make the decision to go public, you will likely need
to do a substantial amount of preliminary work not directly
related to the preparation of the registration statement.
Attorneys refer to this as corporate housekeeping.

Determine whether the company is legally positioned
for an offering. Counsel’s role in the offering will begin
with advising you as to whether you should even undertake
an IPO. Consult with counsel to determine whether any
pending litigation could impact the company's ability to
go public. In addition, you may have arrangements, such
as royalty agreements, that need to be revised before you
are marketable as a public company. You, together with
counsel, should also examine whether you are in
compliance generally, including with the FCPA, export
controls and environmental regulations.

Conduct business through a clear organizational
structure. A company going public should have an
organizational structure suitable for public investment. Many
closely held businesses are conducted by a number of
corporations under common ownership or by combinations
of business entities. They can be operated as limited liability
companies or as Subchapter S corporations; both provide for
pass-through tax treatment that can be more tax efficient.
The company should carefully consider how its current

business structure may affect the increased financial reporting
requirements of a public entity. Considerable work may be
required to reorganize the various entities by mergers,
liquidations, and for additional capital contributions.

Simplify the capital structure. Some companies planning
to go public have to make significant changes with their
organizational or capital structure. Even when the business
has been operated as a single corporation, the capital
structure may need revision. You may need to simplify a
complex capital structure by redeeming dilutive securities,
such as stock warrants and preferred stock, or converting
them to common stock. The number of shares currently
authorized and the number you have outstanding will
affect your offering. You may need to amend your
corporate charter to authorize the issuance of more shares
to be sold in the IPO. If you currently have only a minimal
number of shares authorized and outstanding, you may
want to split the stock (or in the case of a very large number
of shares outstanding, use a reverse stock split) to bring the
number of shares and the price of the stock to an
acceptable level for the offering. While planning for these
actions should occur early in the process, often they are
completed simultaneously with the completion of the IPO.

Review all related-party transactions and material
contracts. Generally speaking, you will need to depersonalize
your business before taking it public. The SEC requires full
disclosure of significant related-party transactions. You must
disclose the names of highly compensated individuals, the
amount paid to them, and any special arrangements made
with them. These arrangements should be considered in light
of how they will appear to the public. Shareholders’
agreements providing for rights of first refusal may have to

be canceled; loans made by the company to members of
management or by insiders to the company may have to be
repaid; the fairness of the terms of contracts (such as leases)
between the company and insiders should be adequately
documented and, if necessary, altered; and employment
contracts, stock option plans, and stock purchase plans may
have to be entered into, revised, or canceled. Additionally, the
Sarbanes-Oxley Act generally made it unlawful for a company
to extend or maintain credit, or arrange for the extension of
credit in the form of a personal loan to or for any director or
executive officer of the company.

A company going public should have an
organizational structure suitable for public
investment.
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You should review all your material leases and contracts,
updating or revising them to reflect their current terms or
to provide more flexibility. You should review your balance
sheet and off-balance sheet assets, like intellectual
property) to determine whether you can verify the legal
ownership and existence of all your assets. You should
make certain you have all the documentation regarding
your outstanding loans and notes and that there are no
provisions in them that may cause you to be in default as a
result of the actions you intend to take in going public.

Anticipate major company initiatives. During the
registration process, you should consider the consequences
of undertaking any significant company initiative. A major
initiative in the middle of your registration process may
necessitate revisions of your prospectus, another filing with
the SEC and a new circulation of the preliminary
prospectus. To avoid any possible delay in registration, the
impact on the offering of any major initiative should be
considered. It may be beneficial to complete (or abandon)
major acquisitions, and to finalize the establishment of any
new management compensation program, new royalty and
lease agreements, and changes in key personnel and
directors before you begin the registration process.

Orderly finances. The SEC requires that your company’s
finances be sufficiently detailed and your financial
statements audited in preparation for your IPO. You should
engage an auditor as early as possible to identify any
unforeseen financial obstacles that may have detrimental
consequences if uncovered later in the IPO process.

Corporate governance

In the United States, every corporation has a board of
directors; for private companies that is typically comprised
of company executives, shareholders, and, in some cases,
independent members. The board of directors of a public
company typically is, and is required to be within 12 months
of the IPQ, if its stock is traded on a national trading system
or stock exchange, comprised of a majority of independent
directors, including one designated as a financial expert
who will also be a member of the audit committee.

Each public company is also required by the SEC to have an
audit committee in place. The audit committee has
responsibilities, which include that there be procedures in
place to handle complaints regarding accounting, internal
controls, or auditing matters. The Sarbanes-Oxley Act
requires the audit committee to be directly responsible for
the appointment, compensation, and oversight of the
auditor, including the resolution of any disagreements

between management and the auditor. Each member of the
audit committee must be independent. However, in
connection with an IPO, a limited exemption exists
regarding independence. The audit committee is required by
the SEC to have at least one fully independent member at
the time of the IPO completion, a majority of independent
members within 90 days, and a fully independent audit
committee within one year. If the audit committee does not
have a financial expert, the reason would need to be
disclosed within the company’s annual filing with the SEC.

The SEC also sets forth disclosure rules on corporate
governance matters. These include the number of board
and committee meetings and attendance at those meetings,
the presence of nominating and compensation committees
of the board (and if those do not exist, why the board
determined not to have those committees), whether the
company has a code of ethics (and if not, why not), and
whether the board has a process to allow shareholders to
communicate directly with the board (and, again, if there is
no such process, why not). Effective February 28, 2010,
additional disclosure will be required as to whether the
board has separated the roles of CEO and chairman (or has a
lead independent director) and, if not, why not, and what
the board’s role is in risk oversight for the company. There
are accommodations for smaller reporting companies.

While the SEC’s approach is generally disclosure oriented
rather than creating substantive corporate governance
requirements, the NYSE and NASDAQ do have substantive
rules on corporate governance in addition to the SEC rules.
The NYSE's rules include provisions relating to compensation
and nominating or corporate governance committees, as
well as additional requirements for audit committees, a
requirement for codes of business conduct and ethics and
corporate governance guidelines, a requirement that
companies have an internal audit function, and a requirement
for executive certifications related to corporate governance.
The NASDAQ's rules include additional provisions for the
Board of directors and audit committees and for independent
director oversight of executive compensation and the director
nomination process, and requirements for a code of conduct.
These rules can be important in your determination of what
market you want your stock to trade on after the IPO. Both
also have rules on other corporate activities, such as requiring
shareholder approval of certain material transactions. You
should consult with counsel on these requirements and their
effect on your company prior to attempting to file your IPO.

This prefiling period is also the opportunity to consider what
type of corporate governance provisions are wanted in the



articles of incorporation and by-laws as a new public company.
Private companies often have provisions that are appropriate
for a company with a limited group of owners (such as
preemptive rights to purchase equity or rights of first refusal)
that are not appropriate for a public company. These should be
removed. Others, such as special voting provisions, need to be
considered to determine if you want them to remain.

As a public company, you will also be more vulnerable to
attempts at changes in control in situations where the board
does not believe that it would be in the interests of the
shareholders as a whole. Certain provisions can be added to
the articles of incorporation and by-laws that can assist the
board in representing the interests of the shareholders. Among
the provisions to be considered are whether the company will
have two classes of common stock with differing voting rights,
whether it will “classify” its board of directors into three classes,
with each class having three-year terms, and whether there will
be any supermajority voting requirements for amendments of
the articles of incorporation or by-laws. There are a series of
such provisions and you should consult with counsel about
their costs and benefits. Since these can impact valuation, you
should also work with the lead underwriter as you consider
whether you want to include some of these provisions.

Audit requirements

Under SEC rules, domestic companies (other than smaller
reporting companies) must include three years of audited
annual financial statements in an initial registration
statement. Smaller reporting companies must include two
years. In addition, unaudited interim financial statements
may be required. Auditors must perform certain review
procedures on interim financial statements.

If your company has recently grown through significant
merger and acquisition activity, or an acquisition is probable,
financial statements of the businesses that were acquired or
may be acquired may also need to be presented and audited.
If your company has a significant investment accounted for
under the equity method of accounting a full set of financial
statements of the investee may be required. Separate
financial statements of financial guarantors may also be
required. The SEC requirements are complex, so you should
check with your counsel or your auditor early in the process
to be sure you understand the specific requirements. In some
cases, the underwriters may require you to have more
periods of information audited than are strictly required by
the SEC to give potential buyers more confidence. You
should reach agreement with your underwriters on their
recommendations to go beyond SEC requirements early in
the process.

The SEC requirements are complex, so you
should check with your counsel or your auditor
early in the process to be sure you understand

the specific requirements.

See Chapter 6 for additional information about the financial
statements required in a registration statement.

Because of these extensive audit requirements, many
companies establish a relationship with an auditor very
early in their development and have annual audits
performed, even if the shareholders or debt holders do not
require them. Then, once the decision is made to go public,
audited financial statements will be available.

Having a two- or three-year audit performed in the process
of going public can be time consuming. Therefore consider
having annual audits performed currently, in the years
leading up to your initial public offering. Additionally, you
should keep adequate records to be able to determine
quarterly results, if necessary. It may be more difficult to
have a two- or three-year audit performed as part of the
process of going public for several reasons:

It may not be feasible. If you have significant inventories,
your auditors generally need to observe and test your
annual physical inventory counts in order to issue a “clean”
opinion for each of the years under audit. This cannot be
done after the fact except possibly by a costly audit of a “roll
back” of a current physical inventory.

You may be surprised at the audit results. Income results
and trends may not be as you had expected and may lead
you or the underwriters to cancel or delay the IPO; by this
time, you will have incurred substantial costs.

Further delays could result. A two- or three-year audit is
time consuming and could delay the registration process by
several months. A few months’ delay could mean missing
the “window"” when it would be most advantageous for
you to go public.

Improved financial reporting. The auditors may also
generate useful suggestions to organize your accounting
records, internal controls, and processes. Prior to the IPO
process, it is recommended that the company document
its internal controls and processes. Section 404 of the
Sarbanes-Oxley Act ("Section 404") requires that
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management certify as to the effectiveness of the
company's internal controls over financial reporting process.
In addition, subsequent to registration, the company's
auditors may be required to opine on the effectiveness of
the company's internal control over financial reporting

(see Chapter 9 for additional information).

A positive image in the market

Just as your company goes to great lengths to create a
favorable public image for its customers and products, it
should try, to the extent legally permissible, to create a
favorable image for the people who will buy your stock or
can influence that buying decision. These people include
financial analysts, stockbrokers, the business press,
publishers of newsletters, and specialty publications that
follow your industry from a financial standpoint. Here are
some ways you can get started developing a positive image:

Begin a financial public relations program. Name
recognition can be a very important factor in pricing your
stock, but it cannot be developed overnight. As discussed
in Chapter 7, the type of publicity you can seek out is
limited once you have made the decision to go public.
Consequently, it is important that you begin trying to raise
your public image with the appropriate people at least a
year before you plan to go public. In these conversations,
do not mention any possible offering. Because effective
financial public relations require a special skill, you might
consider engaging a financial public relations firm that is
experienced in working with the business press and
securities analysts. Many entrepreneurial companies
publicize one or two key individuals, such as the founder or
a chief scientist or technologist. Financial analysts and the
business press, however, like to probe more deeply into the
company. You should certainly continue to focus attention
on your key individuals, but demonstrating your depth of
management and operating talent can be just as important.

Make presentations at conference and trade shows.
Trade associations, investment banking firms, venture capital
conferences, and business media organizations frequently
have conferences at which companies can present themselves
to the press and analysts. If these exist in your industry,
arrange for a presentation of your company. In addition,
analysts frequently attend major trade shows and technical
conferences to keep abreast of products in their fields. The
key analysts will likely attend shows where you exhibit. Make
a special effort to demonstrate your product and introduce
your key managers and engineers, but limit your discussions
to nonfinancial information or publicly disclosed financial
results as applicable to your ownership status at that time (for
reasons further discussed in Chapter 7).

Costs of going public

The costs associated with going public are significant, but
there are opportunities to control these costs. The main
costs come under the following categories:

The underwriters’ discount, or commission, is typically the
largest single cost of going public. It is negotiated between
you and the lead underwriter. Factors that affect the discount
are the size of the offering, the type of underwriting (see
Chapter 5), the going rate for offerings of similar size and
complexity, and the efforts perceived to be required to sell
your stock. In smaller offerings, underwriters may seek other
compensation, such as reimbursement for some of their
expenses, warrants to purchase stock, or the issuance of
stock to them prior to the offering at a price below the
anticipated price to the public. All of the compensation paid
to the underwriters (or related persons) is subject to review by
FINRA to ensure that it is not “unfair or unreasonable.”

Apart from the underwriters’ discount, you will incur
significant out-of-pocket costs, primarily for professional
advisor fees (accounting and legal), audit fees, and printing.
The costs vary a great deal, as each offering is unique. If
unusual problems or circumstances develop, such as an
unforeseen accounting surprise, the costs could increase
substantially. You can find the out-of-pocket expenses for
other IPOs by looking at the SEC's website for registration
statements of other issuers doing IPOs; Item 13 in Part Il of
the registration statement summarizes the expenses of the
issuer in the offering.

Legal expense. Legal fees are incurred for the preparation
of the registration statement, negotiation of the
underwriting agreement, housekeeping, due diligence,
and other matters that arise during the IPO process. If the
housekeeping is extensive, requiring a complex reorganiza-
tion or the negotiation of significant contracts, the legal
fees will be higher.

The fees will also increase if there is a large number of
selling shareholders because of the legal and administrative
work for each seller. In secondary or partial secondary
offerings, some of the legal and other fees may be borne by
the selling shareholders. Those shareholders and the
company determine the allocation of expenses; however,
often the company bears many of the expenses (other than
the underwriters’ discount attributable to the selling
shareholders’ shares).



In most cases, you also pay a special fee to the underwriters’
counsel for work in connection with Blue Sky filings, when
required and FINRA clearance (explained in Chapter 6).

Audit fees. Audit fees are incurred for the audit of the
financial statements, as well as the auditor's participation
in the process associated with the preparation of the
registration statement and the comfort letters for the
underwriters (explained in Chapter 6). The fees will
increase significantly if separate financial statement audits
of businesses acquired or to be acquired, equity method
investees, or financial guarantors are required. Also, if
interim financial statements are required, the audit fees
will be higher, as the auditors will have to review them,
particularly in connection with the comfort letters
requested by the underwriters.

Printing costs. You will need to have the registration
statement and prospectus and all amendments, and the
stock certificates printed. Printing costs vary, depending on
the length of the prospectus, whether color printing is used,
and the extent of the revisions required. Significant savings
may be realized by preparing prefiling drafts internally.

D&O liability insurance. The cost of D&O liability
insurance may be several hundred thousand dollars for a
company going public, depending upon the amount of
coverage and market conditions. The coverage relates to
liability arising under the 1933 and 1934 Acts. Such
liabilities can result from shareholder lawsuits relating to
disclosure or omission of disclosure and errors in the
companies' SEC filings.

Miscellaneous expenses. Other out-of-pocket costs include
the SEC filing fee, the NASDAQ or NYSE filing fee, any Blue
Sky filing fees, and registrar and transfer agent fees. Each of
these can range from several hundred to thousands of dollars.
If the underwriters, company counsel, and the printer are in
different cities, substantial travel and telephone charges are
likely to be incurred. You will also need to include the cost of
the road show and public relations expenses in your budget.
In addition to these identifiable costs, significant executive
and administrative time will be spent as officials assist in
putting the offering together.

From a financial statement perspective, many of the costs
associated with a successful offering can be offset against
the proceeds from the offering on your balance sheet
rather than charged directly to the income statement. For
instance, specific incremental costs incurred prior to the
effective date of an offering may be deferred and charged
against the gross proceeds of the offering. Management

salaries or other general and administrative expenses, may
not be allocated as costs of the offering and, therefore,
cannot be charged against the proceeds of the offering.

Deferred costs of an aborted offering may not be deferred
and charged against proceeds of a subsequent offering
and, therefore, must be written off. A short postponement
(up to 90 days) does not constitute an aborted offering.
Therefore, should you decide to withdraw your offering,
you are required to write off the deferrable costs before
any action to “start over” is initiated. However, if the
offering is merely postponed - not withdrawn - and
restarted within 90 days, then the deferred costs can be
charged against the gross proceeds.

Future expenses. The future costs attributable to being a
public company must also be taken into account. The
company will be required to file current and periodic
reports with the SEC that will involve legal, and accounting
costs. Most companies also distribute a glossy annual
report and solicit proxies for annual shareholder meetings.
An ongoing investor relations program is also advisable.
Executives will likely need to spend a significant amount of
time on all of these matters. In addition, the CEO and the
CFO will need to file certifications as to the accuracy of the
financial statements contained in the SEC filings. The
company will need to maintain its internal controls over
financial reporting which may mean hiring additional
employees or outside consultants. You may be required on
an annual basis, to have the company’s auditor perform an
engagement to attest to the effectiveness of the company's
internal controls over financial reporting (see Chapter 9 for
additional information).
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Chapter 5. The underwriters

Your primary goal when your company goes public is a successful offering.

A succesful offering not only brings a fair price for your stock,
but also leads to a stable or rising price for the stock after the
IPO (in the aftermarket). While there is nothing to prevent you
from conducting your own public offering, the use of an
underwriter, which is invariably an SEC registered investment
banking firm, can help ensure that the offering is successful.

If you were to conduct your own offering, you would
probably find it very difficult to find a sufficient number

of buyers for your stock. The key reason for using
underwriters is that they can develop a marketing
structure (the underwriting syndicate) to sell the stock.
The syndicate has access to buyers, who are their clients.
Underwriters are also familiar with market conditions; they
know the level of interest of institutional and individual
investors regarding new stock issues and are familiar with
the prices of stock for similar companies. They are typically
in the best position to advise you on what price to ask for
your stock, as well as on when to sell it. Their sponsorship
usually continues well past the IPO and may affect the way
your stock performs in the aftermarket.

Most companies approach an investment
banker (or vice versa) a year or two in advance.
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Selecting an underwriter

A group, or syndicate, of underwriters normally conducts
IPOs. Your company needs to select the lead underwriter
(or underwriters) who will form this syndicate.

Underwriters come with various backgrounds and have
differing preferences for the kinds of companies they want
to support. Some are national firms that seek out companies
with national reputations and established growth records.
Others are regional firms that prefer companies from their
geographic area or in certain industries like health care or
computer software. Others will specialize in so-called
“penny stocks.”

Ideally, you will have already developed a relationship with an
investment banker by the time you decide to go public. Most
companies approach an investment banker (or vice versa) a
year or two in advance. Some start-up companies make this
connection during early-stage private placements; in so doing,
they avail themselves of the investment bankers advice on
positioning their companies to go public. Investment bankers
may assist in arranging financing in those years, keep you
informed of current and predicted general market conditions
and the mood of the market with regard to your industry, and
advise you on the appropriate time to go public.

If you do not already have an investment banker, there are
many things to consider when searching for one. It is
important to keep in mind that your relationship with your
investment banking firm will likely not end when your IPO is
completed. Because it may be an ongoing relationship, you
should make your choice with all the care you exercise in
selecting your auditor, accounting advisors, attorneys, and the
other professionals with whom you work.

Investment bankers, unlike other professionals, do not typically
charge hourly rates for their services. You compensate them
through commissions on any completed deals they package
for you. These commissions do not usually vary significantly
from firm to firm, so pick from the best firms available.

An effective way to begin to consider which investment
banker you may wish to approach is through a mutual
contact (your directors, investors, accounting advisors, or
attorneys may be able to assist you). Investment bankers are
typically not very responsive to unsolicited letters, especially
if they suspect that they are form letters sent to every
investment banker in the area.



Be prepared to shop around and compare firms. If your
company has promise and the investment bankers know you
are talking to other firms, they may show greater interest and
be more competitive. In such circumstances, the selection of
underwriters is referred to as a bake-off. Here are some
characteristics to look for in investment bankers:

In an IPO, the underwriters’ reputation is of great
importance. Institutional and individual investors may have
greater confidence in your stock, if a highly regarded
investment banking firm is named in your prospectus as the
lead underwriter.

Reputation can also affect the lead underwriter’s ability to
organize a strong syndicate of other underwriters to assist in
selling and distributing the stock.

You will want the underwriters to distribute your stock to a
client base that is sufficiently strong and varied to generate
ongoing market interest in the stock after the IPO. Investment
banking firms have wide client bases. You should understand
the composition of the client base and evaluate it in the
context of your strategy.

Some firms have access to many institutional investors, while
others emphasize individual or “retail” investors. Some have an
international emphasis, while others are domestically oriented.
Evaluate the quality of their clients, whether they are long-term
investors or speculators. Normally, when the underwriters
access their own clients and a strong syndicate to distribute
your stock effectively, it will be more likely to show strong price
performance in the aftermarket. You should always ask any
proposed lead underwriter what the aftermarket performance
of their IPOs have been in the recent past.

You should ask any prospective lead underwriter what other
offerings are on their “calendar” of offerings. These other
offerings will be competing with your IPO for attention from
the people at the lead underwriter responsible for the actual
allocation and placement of your shares. It is extremely
important that your offering receive sufficient attention during
the last week or two prior to the pricing of your transaction.

The investment banking firm should typically have experience
in underwriting issues of companies in the same or similar
industries. This may influence its ability to price the issue
accurately and may give it improved credibility when
explaining and selling the company to the public (see Table 5-1
“Lead Managers”).

Once the stock has been issued to the public, the lead
underwriter generally assumes responsibility for continued
sponsorship of your company in the financial community.
This sponsorship includes “making a market” in the
company's stock and assisting the company in sustaining
public interest in the stock by providing ongoing progress
reports to securities analysts and organizing presentations
to investor groups. Other members of the syndicate may
become market makers as well.

2008 2009

Table 5-1 Lead Managers H SMM H SMM

Goldman, Sachs & Co. 6 20,628.50 16 7,366.14
JP Morgan 4 18,248.00 16 5,242.25
Credit Suisse 9 1,748.65 13 9,724.74
Morgan Stanley 3 1,072.60 16 6,532.56
Santander 0 - 1 7,036.73
Citi 6 2,001.25 7 2,197.78
BofA Merrill Lynch 0 - 1" 4,175.85
Merrill Lynch & Co. 9 3,204.60 2 180.00
Barclays Capital 0 = 5 1,436.25
Deutsche Bank Securities 1 130.00 3 1,046.20

* Full credit given to each lead manager on the transaction.

Total

# SMM
22 27,994.64
20 23,490.25
22 11,473.39
19 7,605.16

1 7,036.73
13 4,199.03
1 4,175.85
1 3,384.60

5 1,436.25

4 1,176.20

* Data is based on U.S. common stock new issues, excluding closed-end investment funds, and proceeds offered into all markets, excluding over-allotments.
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The market makers in the stock trade in your stock, offering
firm prices to buy or sell shares. The lead underwriter
generally serves as the principal market maker. In order to
maintain a market, the lead underwriter may need to devote
a sufficient amount of capital to take large positions (i.e.,
short or long) in your stock. Without this support, large
shareholders may not have much liquidity, interest may
wane, and the market price of your stock may suffer. When
you consider the aftermarket performance of the proposed
lead underwriter, you are often assessing its willingness to
place its capital at risk for its client companies.

The financial community will ook to the lead underwriter as a
primary source of information about your company. Therefore,
the selected investment banking firm should have experienced
analysts, respected by the financial community, and closely
following the industry in which the company does business.

Effective July 29, 2003, the SEC announced conflict of
interest rules between research analysts and their investment
banking firms. The rules are designed to promote
independence and objectivity of research. Research analysts
often actively participated in the road show and other
marketing activities; that no longer happens. But that does
not reduce the importance of having experienced analysts
who are respected covering your company.

It is highly advisable to seek advice of counsel familiar with
these and other SEC regulations in order to be fully aware of
their implications and your company'’s resulting obligations.

During and after your IPO, you will look to your investment
bankers for financial advice. You may need help in obtaining
additional funding in the future, advice on potential mergers
and acquisitions, or insight into the investing public’s attitude
toward your company.

You should talk with the proposed investment banker’s other
corporate clients to find out firsthand what their experience
has been and how they feel about their relationship with the

The underwriters may investigate management
quality, product quality and industry potential,
earnings history and potential, company
reputation, and financial position.
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underwriter. You should ask both about working with the
underwriter during the offering and how supportive the
underwriter has been after the offering. Read the
prospectuses of other IPOs in which the investment banker
has acted as the lead underwriter. You should also take the
time to be sure you are comfortable not only with the people
with whom you will be initially directly involved, but also with
those who will have ongoing responsibility for market making,
research, and sales sponsorship. The personal chemistry
between your investment bankers and you, your management
team, and your Board of Directors is extremely important. You
may also consider using more than one lead underwriter. A
company may choose to use two or more underwriting firms
to co-manage its offerings if the company has a good
relationship with more than one firm or if the company sees
advantages to combining the client bases, research capability,
geographic strengths, and other resources of the
underwriting. Remember that there are conflicts of interest
between you and the underwriters. They have long-standing
relationships in particular with their institutional customers
and they are paid only if the transaction is completed, whether
successfully or not in the aftermarket.

What underwriters look for

Before any underwriters agree to proceed with your IPO,
they will want to investigate your company to decide
whether they want to take you public. This investigation
constitutes a portion of their due diligence (they will also do
specific due diligence on the registration statement later in
the process). Assuming they decide to back your company,
the information they gather during their investigation will
also assist them in determining how to price the stock. The
underwriters may closely investigate many of the items
described in Chapter 2 under “Is your company ready,”
including management quality, product quality and industry
potential, earnings history and potential, company
reputation, and financial position.

The underwriters’ investigation can take several weeks,
depending on their familiarity with your company and your
industry. They will quiz your key executives, and they will talk
to people outside the company, including customers,
suppliers, competitors, and people who are knowledgeable
about the industry.

A written business plan is extremely helpful in providing
information about your company to the underwriters. It
should include a realistic portrayal of your company’s
operations, strengths, and weaknesses and of the projected
application of an offering’s proceeds. A well done business
plan also provides a lot of information that will be useful
when drafting the registration statement. A detailed and



thorough business plan can reduce the time and expenses
incurred by attorneys and other professional advisors.

Remember that even if the underwriters complete this initial
investigation to their satisfaction, they will have no legal
commitment to take you public until the completion of the
marketing, which is one of the last steps in the IPO process.

The underwriters will also evaluate factors related to the
offering itself in determining whether to take you public.
These include:

Use of proceeds. The underwriters will evaluate how much
money you will need to effectively generate larger future
profits. If you require more money than can realistically be
raised in the public market at the time, it may be wise not to
try to go public now. If a large amount of the proceeds will
go to shareholders or if key employees are selling stock, the
underwriters may want some assurance that these people
are not selling because they have lost confidence in the
company (i.e., that the offering is not a “bailout”).

Marketability. The underwriters will also consider the state
of the markets at the time, both generally and for a company
in your industry and at your stage of development. These
things can change quickly, so you must be prepared to be
flexible in this process.

Selecting a trading market

Working with your lead underwriter and legal counsel, you
should consider on what trading market you want your stock
to trade after the IPO. Newly issued stock is most often
traded on an OTC basis, with many issues going straight to
the NASDAQ. Many new public companies may not be able
to meet the listing requirements of the NYSE, which requires
United States (U.S.) companies to have, among other things,
atleast 1,100,000 publicly held shares, an aggregate pretax
income of at least $10 million for the last three fiscal years
with a minimum of $2 million in each of the two most recent
years, and at least 400 round lot (100 shares) holders.

While the exchanges operate as auction markets, the OTC
market generally conducts business by negotiation.
Broker-dealers contact each other and negotiate the bid and
asked price. The bid side represents the price at which a
security can be sold; the asked side represents the price at
which a security can be purchased. People who wish to buy
or sell an OTC security ask their broker to get bid-asked prices.
If the transaction is a large one, the broker calls several other
broker-dealers (the “market makers”) for this information and
reports back the best price obtainable. NASDAQ is a blended
OTC market, because the bulk of the trades on NASDAQ are

The financial community will look to the lead
underwriter as a primary source of information

about your company.

done electronically through traders looking at the various bid
and asked quotes from market makers.

Most companies whose stock trades in the OTC market will
seek inclusion in the NASDAQ, which provides price and
volume information and helps support a trading volume
through its dealer network. The NASDAQ is comprised of
three tiers with approximately 3,200 companies. They are
referred to as the, “Global Select,” the “Global Market,” and
the “Capital Market.” The requirements for inclusion in the
NASDAQ Global Market listing include having at least 1.1
million public shares with a market value of $8 million or
more and at least 400 round lot holders.

The listing requirements of the NYSE and the NASDAQ are
detailed in Appendix C. In addition, both the NYSE and
NASDAQ set forth independent corporate governance
requirements for companies trading on or through them.
See “Corporate Governance” in Chapter 4.

Types of underwriting
There are generally two types of underwriting:

A firm commitment. Under this arrangement, the
underwriters agree to buy all the stock being offered at a
fixed price, usually determined in close proximity to the date
the registration statement becomes effective. They then
resell the stock to the public. If they are unable to resell all of
the stock, they must still buy the stock and keep it until they
can resell it later.

The firm commitment is the best and most common
arrangement, since it ensures you that your company will
receive a certain sum of money by a certain date. It also
facilitates listing on an exchange, since the lead underwriter
makes a representation to those organizations as to the
distribution of the offering. The next choice arrangement
may be the all or none agreement, a variation of the
best-efforts arrangement described below. This puts the risk
of sale on you, but at least assures you that you will not go
public, unless all the stock is sold. With a strictly best-efforts
arrangement, the amount of money you receive may fall
significantly short of your needs while burdening the
company with all the requirements of being a public entity.
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The type of underwriting that is offered to you
will depend on the underwriting firm that you
are using and the nature of your stock offering.
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A best efforts commitment. Essentially, the underwriters
agree to use their “best efforts” to sell the new issue on your
behalf. If they do not sell the entire amount to the public,
they have no obligation to purchase the balance. Thus, they
are acting merely as your agent. These are rare in IPOs and
are practically impossible to do in any offering that will be
listed on an exchange or on NASDAQ.

There are many variations of the best efforts commitment.
Under “all or none” agreements, the underwriters will either
sell the entire issue or cancel the whole offering and return
the purchase price to investors who paid for part of the issue.
Other agreements call for a minimum number of shares to be
sold (i.e., the underwriters and the issuer may agree that
two-thirds of the shares will have to be sold for the offering
to be completed, after which the remaining one-third will be
sold on a strictly best efforts basis).

The type of underwriting that is offered to you will depend
on the underwriting firm that you are using and the nature of
your stock offering. If one of the major firms agree to
underwrite you, it will almost always agree to a firm
commitment. The smaller firms that handle more speculative
offerings will generally do so on a best-efforts basis.

Pricing the stock

As in most pricing situations, no set formula exists for
determining the proper price for a company's stock.
Invariably, the pricing for an IPO is determined by a
combination of factors. Your investment banker will examine
the total market value of the companies that operate in your
field. If none exist, the underwriters will then try to find other
companies in related areas. They will examine price-earnings
ratios, capital structure, debt-to-equity ratios, return on
assets, return on sales, etc., of these companies. They will
weigh carefully your prospective earnings and dividends
based upon past experience, the amount of stock that will
be available, and the potential demand.

If possible, it will be useful for you to perform this analysis of
other companies prior to meeting with underwriters on
price. It is a good idea to develop a valuation model well in
advance of the IPO (e.g., more than one year in advance) and
use this information to refine the business model to maximize

the long-term valuation. In addition, this valuation model
may be useful in pricing employee stock options. There is
usually a good deal of information available about
companies similar to yours to help you develop a range for
the price of your stock. This analysis will help you negotiate
realistically with the underwriters. If your company is selling
stock to the public for the first time, pricing may be entirely
different than for a company that has had its stock sold on
an exchange for several years. Cautious buyers may want to
wait and see how your company'’s stock behaves before they
purchase it, reducing demand. If your company is not well
known or operates only locally, this factor will be weighed in
setting the offering price.

Itis also possible that, although your company is not well
known in comparison with others in your industry, your
growth patterns and potential are so attractive that the
public will accept a greater price-earnings ratio for your
company'’s stock than for others that are more seasoned.
Ultimately, the price for the offering will principally be a
function of the demand for the stock during the marketing
period, as evidenced in the book building process that the
lead underwriter has led. If demand has been particularly
high, it may be possible for the company to increase the size
of the offering or the expected price. Alternatively, if the
market has weakened or demand is not as high as expected,
the expected price may have to be cut.

It is not necessarily advantageous for your stock to be sold for
the highest possible price that underwriters could seek. If the
IPO price is set too high in relation to the company’s record,
industry, and market conditions, the aftermarket may be
weak. Consequently, underwriters usually advise you to sell
slightly (up to 15%) below the anticipated aftermarket price.
For IPOs in 2008 and 2009, the average increase in share price
one day after the offering was 6.4% and 9.7%, respectively.

Sometimes, a stock’s price will increase sharply immediately
after the IPO. This does not mean that the stock was priced
incorrectly. Underwriters try to establish a price under
normal tradi