Strategies for Going Public — A Guidebook

Executive Summary 

Going public is a long, involved process that represents a significant milestone for any company. As an entrepreneur, you may be thinking of taking your company public. If so, you undoubtedly have many questions. 

We at Deloitte Haskins & Sells have been advising clients and assisting them in the process of going public for many years. As a result of that experience, we have prepared this guidebook to assist you in answering those questions, to acquaint you with the "language" of going public, and to give you a working knowledge of the process. 

This guidebook will give you — the chief executive officer — enough information to understand what a successful offering requires, whom you will need to assist you, what your own role will be, what restrictions you must comply with, and what impact a public offering will have on you and your company. Your chief financial officer and your in-house counsel will also find this a useful reference. 

To assist you in using this guidebook, we have summarized below the elements that are contained in each section: 

The typical sequence of events. This section explains what is popularly meant by "going public" and gives an overview of the entire process. 

Should you go public? Public ownership can provide significant benefits to a company and its stockholders, but it has many disadvantages, too. All the pros, cons, and alternatives must be weighed before you decide whether this is the right course for you. 

Are you ready to go public? Even if you may have decided to take your company public, your company may not yet be acceptable to the public market. This section discusses the general market criteria and the compensating factors that will allow an early-stage company to go public. 

Pre-public planning. It is never too early to start thinking about going public. Whether you decide to move ahead now or to wait a year or two, you should be aware of the steps that need to be taken to transform your company into an acceptable vehicle for a public offering. 

The underwriters. Competent underwriters are critical to the long-term, as well as immediate, success of your public offering. This section discusses the criteria to use in selecting underwriters and, just as important, the criteria they use in deciding whether they want to take you public. It also explains the factors the underwriters consider when pricing your stock. 

Planning and preparing the registration statement. Everyone — you, your underwriters, your attorneys, your accountants, and your printers — will and should be involved in preparing the registration statement. A typical timetable for a public offering is presented, showing each person's role and the tasks that must be completed. The costs involved in going public are also examined. 

The registration process. Preparing the registration statement for filing with the Securities and Exchange Commission is a highly technical legal process which your attorneys will guide you through. To assist you in understanding the process, this section discusses the information requirements and the mechanics of filing the statement. 

The waiting period. The actual selling effort occurs during the weeks immediately preceding the effective date of your registration statement. You should be aware of the rules governing what you can and cannot do and say during this period and what your involvement in the selling effort will be. 

Closing the deal. Once your registration statement goes "effective", the remaining events in the process of going public occur very quickly. The underwriting agreements will be signed, a registrar and transfer agent will prepare the stock certificates, and a formal closing will be held. 

After you go public… Once the offering is completed, you must look ahead to the responsibilities and duties you will have as the head of a public company. This section explains over-the-counter trading, your relationship with the financial community, and the federal securities laws which may affect you.
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Glossary 

1 — The Typical Sequence of Events

A public company differs from a closely-held company in that its stock is owned by a large number of stockholders and can be easily bought or sold through a stock exchange or in the over-the-counter market. A closely-held company "goes public" when it sells securities to the general public for the first time and such sale requires the company to file a registration statement in accordance with the Securities Act of 1933 (the "1933 Act"). While you may sell securities to the general public by other means (the Appendix discusses the use of intrastate offerings and Regulation A offerings), the term "going public", as commonly used, refers to those instances where a 1933 Act filing is required. The process is also often called the "initial public offering", or "IPO". 

The company can sell new shares of stock (a "primary offering"), existing shareholders can sell portions of their holdings (a "secondary offering"), or both (a "partial secondary offering"). While your own situation may change the circumstances slightly, a typical sequence of events occurs in the course of going public. 

Once you have decided that a public offering would be appropriate for your company, you will invite several investment banking firms, or underwriters, to discuss this possibility with you. Those who are interested will meet with you and your management team to investigate the company's operations and prospects. The underwriters will submit proposals, you will select one firm, and the formal process will begin. At this point, you will not have any binding commitments with the underwriters. To help you decide whether to proceed, they will give you a range of prices they think the stock can be sold for, and the approximate number of shares that can be sold. The registration process can take several months, and market conditions can change dramatically in that period of time. Consequently, a series of pricing discussions will take place, and the share price and size of the offering will not be finalized until the evening before the stock is ready to be sold. 

The 1933 Act requires that a registration statement be filed with the Securities and Exchange Commission (SEC) before securities may be offered for sale, and a registration statement be in effect before securities are sold or delivered, using interstate commerce or the mails. In addition, the 1933 Act requires complete disclosure of certain information so that potential investors may make an informed decision to invest in a given security. The SEC does not evaluate the merit or value of the securities it reviews. It only determines whether the disclosures made in the registration statement and the prospectus are complete and clear enough to inform the investor adequately. 

Writing the registration statement to comply with SEC requirements is a team effort between management, your underwriters, your attorneys, and your accountants, and is usually the most time-consuming step in the process of going public. When the underwriting process begins, you will need to hold an "all hands" meeting to delegate responsibility for preparing the various sections of the registration statement and to establish a timetable for completing it. When completed (it usually requires a month or two of intensive effort), the preliminary registration statement is filed with the SEC. 

The registration statement contains the prospectus, a brochure or booklet used as the selling document. In the interval between the initial filing of the registration statement and the effective date (the "waiting period"), the company and the underwriters may distribute copies of the preliminary prospectus. Such prospectus must bear a legend stating that a registration statement related to the offering 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 that effective date. Because this legend is printed in red ink, the preliminary prospectus is commonly referred to as the "red herring" prospectus. 

As a practical matter, most of the underwriters' selling effort takes place during this waiting period. After the registration statement is filed, the managing underwriter will form a syndicate of underwriters. As firms join the syndicate, their salespeople will begin to distribute the red herrings to their clients and to orally solicit orders. These orders are considered only as indications of interest and may be cancelled by the customers after receipt of the final prospectus. 

At the same time, the SEC will review the registration statement. It will usually respond in four to six weeks with comments and questions. The registration statement will be modified as necessary and the SEC, when satisfied, will declare it effective. 

Immediately before the statement goes effective, you will complete final negotiations with the underwriter, settling on the number of shares and the offering price, and file an amended prospectus reflecting this. When the registration statement is declared effective, you have the final prospectus printed, and the underwriters send it to their customers along with the confirmation of sale. 

Just as most financing transactions, a closing is held after the registration is effective and the offering has commenced. The securities are delivered to the underwriter for distribution to their customers, and the proceeds from the sale of stock are paid to the issuer. The closing takes place approximately seven days after the effective date, giving the underwriters time to receive payment for the securities from most of their customers in response to the confirmations of sale sent out. 

Section 6 includes a sample timetable which can be used as a guide in your offering. The timetable includes all the actions that need to be taken to complete a public offering, and will graphically explain why the process is so time-consuming. 

2 — Should You Go Public?

Healthy, growing companies frequently find themselves in a position where retained earnings and/or short-term loans do not meet their capital requirements. Additional capital is needed to fund continuing growth. The more rapid the growth, the more working capital that is required to fund increasing levels of inventory and receivables. Growth also requires more capital to invest in additional plant and equipment, to expand research and development efforts, or to retire existing debt. Going public is one way of acquiring the needed funds. 

The decision to go public is a major one in any company's life and is not one to be reached lightly. You must carefully weigh the advantages, disadvantages, and alternatives before proceeding. 

The Advantages 

Going public may provide possible benefits to both a company and its stockholders. The major benefits include: 

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 a public offering than through a private placement or other form of equity financing. This means you give up less of your company to receive the same amount of funding. 

Enhanced ability to borrow. When you sell stock you increase your net worth and improve your debt-to-equity ratio. This should allow you to borrow money on more favorable terms in the future. 

Enhanced ability to raise equity. If your company continues to grow, you will eventually need additional permanent financing. If your stock performs well in the stock market, you will 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 and you will have an effective way of valuing that stock. You and your co-founders may have invested everything you own into the company. A public market makes it easier for you to dispose of a portion of your interest, should you want to diversify your investment portfolio or should you merely want some spending money. And, subject to some SEC regulations (see discussion of Rule 144 below), you can sell whenever the need arises. 

Major stockholders, such as venture capital firms, may require this liquidity. Venture capital firms generally organize funds with a fixed life of five years or so. At the end of that period they need to liquidate the fund. By going public, you provide the venture capitalists with the ability to sell their holdings or to have publicly-tradeable stock which can be distributed to their fund participants. 

Stock options offered by emerging public companies have much appeal and can help you to recruit or retain well qualified executives and to motivate your employee-shareholders. There is a high potential for increases in value, and your stock prices can be easily followed. Prices will be quoted daily and may even appear in the newspapers. Unlike options offered by a nonpublic company, yours will have an easily determinable value and your stock can be sold over the counter. 

Prestige. You and your co-founders gain an enormous amount of personal prestige from being associated with a company that goes public. It is one measure of success, and many of today's entrepreneurs start companies with the goal of eventually taking those companies public. 

A public market for your stock will also enhance your corporate image and generate more interest in the company from your customers, suppliers, and business associates. 

Personal wealth. Not an insignificant factor, a public offering can enhance your net worth. Stories abound of the many millionaires and multi-millionaires that have been created through public offerings. A recent issue of Venture Magazine reported that 320 individuals were made millionaires through initial public offerings in 1982 alone. In recent years, emerging companies have used their potential for going public as a draw in recruiting executives. 

Even if you don't realize immediate profits by selling a portion of your existing stock during the initial offering, you can use publicly-traded stock as collateral to secure borrowings for other investments.

The Disadvantages 

There are also some very significant disadvantages to going public that should be weighed against the many advantages. 

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 10% or more of the total offering. Additionally, you can incur out-of-pocket expenses of $200,000 to $300,000 for even a small offering. (These initial expenses are discussed at greater length in Section 6.) 

On an ongoing basis, regulatory reporting requirements will increase paperwork. You will have to hold formal board and stockholder meetings and devote a significant amount of time to investor relations. 

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 shareholders - information not ordinarily disclosed by privately held companies - will now be available to competitors, customers, employees, and others. Such information as your company's sales, profits, your competitive edge, and the salaries and perquisites of your officers and directors must be disclosed not only when you initially go public, but also on a continuing basis thereafter. 

Pressure to maintain growth pattern. You will be subject to considerable internal and external pressure to maintain the growth rate you have established. If your sales or earnings deviate from the established trend, stockholders may become apprehensive and sell their stock, driving down its price. Additionally, you will have to begin reporting operating results quarterly. People will evaluate the company on a quarterly, rather than an annual, basis. This will intensify the pressure and shorten your planning and operating horizons significantly. The pressure may tempt you to make short-term decisions that could have harmful long-term impact on the company. 

Loss of control. If a sufficiently large proportion of your shares is sold to the public, you may be threatened with the loss of control of the company. And once your company is publicly-held, the potential exists for further dilution of your control through subsequent public offerings and acquisitions.

Alternatives 

Your decision to go public should be based on the conclusion that it is the best solution to your current financial situation. So, as part of your evaluation process, you need to give some thought to alternative methods of raising capital. 

The most common way to raise additional capital is to borrow. Loans can be obtained from banks, inventory and receivable financing companies, equipment leasing companies, etc. The advantages of loans are that they are relatively simple to arrange and they will not dilute your ownership. However, these short-term forms of debt are traditionally used only for working capital and for some equipment acquisitions; you must look to long-term debt or permanent equity capital to acquire major facilities or to support existing and future debt. 

The use of short-term and long-term debt rather than equity is a higher risk strategy for growth. In incurring debt, you subject your company to a firm obligation. A downturn in your business and/or an increase in interest rates could mean that you will not be able to meet your payments. Many companies have faltered this way. The risk of debt is reflected in the fact that, generally, the higher a company is leveraged, the lower its price-earnings ratio. 

Among alternatives that may be available to you are funding through research-and-development limited partnerships, venture capital financing and other private placements of stock, intrastate offerings, and Regulation A offerings. Although the cost of capital can often be higher with these alternatives than with a public offering, they do not have all the disadvantages inherent in going public. These vehicles for raising capital are discussed in greater detail in the Appendix. 

As the owner or major stockholder of a private corporation, you must weigh the advantages and disadvantages of going public in light of the plans and goals you have for yourself and your company. You should consider the alternatives and discuss the matter thoroughly with your attorneys, your independent accountants, and your other professional advisors. Going public is not an easy task. But the benefits could make it ideal for you and your company. 

3 — Are You Ready To Go Public?

The majority of companies that have recently gone public have reached certain levels of size, profitability, and growth. The public market most readily accepts companies that have achieved: 

· Sales of $15-20 million; 

· Net income of $1 million or more in the current fiscal year 

· An annual growth rate of 30-50%, with the prospect of continuing growth at that rate for the next few years. To draw financial and institutional investors, the company must have the near-term potential to generate revenues of $50-100 million.

This is not to say that you must wait until you reach those levels to go public. There have been many early-stage companies- companies that had yet to show a profit - that have gone public. Typically, these companies have reached a point in their development when most of their technological, manufacturing, and marketing risks had been substantially reduced, earning them the right to command higher prices for their stock. These higher prices make the companies less attractive to the venture capitalist. (Venture capitalists require much higher rates of return on their investments because they invest in companies with much greater risk than is acceptable to the public market. Because of these risks, they are not willing to pay as much for their investments.) Going public is therefore the best solution for these early-stage companies. 

But such companies are unproven and lack sufficient operating history. These are not unsubstantial risks, and underwriters look for some key compensating factors, factors which create "glamour" or "sizzle" in a company: 

Management team. Underwriters view the quality of the management team as the most critical factor. Top management personnel must have the capability to deal with the anticipated growth and to maintain the company's leadership position. One or two executives who have successfully built other public companies and have established credibility in the financial community may be all that is necessary to alleviate the anxiety that underwriters and investors have about an unproven company. 

Leadership position in the industry. In order to attract investors, an unproven company needs a product that indicates it is on the leading edge in its field. Whether it be new technology or enhancement of an old idea, the investing public needs to perceive the company's potential as unlimited, with exciting new product development in a growth industry and the probability of being more than just a one-product company. 

Market opportunity. Your product must have a market that will support growth of 30-50% a year.

There are, however, some hazards to an early offering. You must be confident that your business and your product are sufficiently developed and that your key people are in place. A company that flounders after going public will lose credibility in the public market, and the investors' confidence in it will be difficult, if not impossible, to regain. If you have any doubts at all, you should seek other forms of financing. When your company strengthens, you can proceed with the public offering. 

Public offerings are not limited to these growth companies. Many offerings are underwritten for companies with a long and continuous record of good sales and earnings. These companies may not be spectacular, but they offer the public a good long-term investment at a reasonable price-earnings ratio. 

There are many companies, too, that have no operating history nor all the characteristics discussed above. High-risk investments, such as the so-called "penny stocks", can attract that segment of the market comprising speculators rather than long-term investors. These types of offerings, however, are generally not done by the major underwriting firms. 

The timing of your offering will be a major consideration. If your stock is attractive, you can sell it at any time. To obtain the best price for your stock, however, market conditions must be favorable and the investing public must be in the mood to buy a new issue. Your investment bankers are in the best position to advise you whether now is an opportune time or, in their words, whether the "window" for new issues is open. 
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