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Taking a company public is a challenging process requiring careful
preparation and planning. In this feature, Jim Wickenden, Adam Wells
and Ben Novick highlight the main issues a company should consider
when contemplating an initial public offering,.

Going publicis a major step in any company’s life and isa chal-  This article highlights the following main issues a company
lenging and dynamic process. The keys to maximising the value  should consider when contemplating an IPO:

of a company and achieving a successful initial public offering

(IPO) are careful preparation and planning and the appoint- m Whether itis ready to go public.

ment of experienced advisers. In addition, a company should

have a clear understanding of the requirements of the capital ® The team that needs to be in place to prepare a company for

markets and regulatory environments in which it operates. the IPO.
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Finance: preparing a company for an IPO

Going public offers a number of potential advantages, including:

m Ability toraise funds in the IPO to further the company’s business plan.

m Having publicly-traded securities that the company can use as acquisition currency
in the future.

m Ability to attract and retain personnel through employee share or option schemes in
relation to publicly-traded shares.

m Liquidity for owners of the company, including any venture capital or other profes-
sional investors.

m Increased access to future capital.

m |ncreased market profile and stature for the company.

Going public also has a number of potential disadvantages, including:

m Detailed disclosure about the company will be made public that it may be reluctant
to publish, such as information about salaries or transactions with management.

m Significant demands on senior management time during the PO process.

= Numerous ongoing compliance obligations.

m Increased liability exposure for the board of directors and the company.

m Less flexibility and control in managing the business (for example, in a private com-

pany, corporate governance matters may be conducted more informally, and manage-
ment need not be concerned with how their decisions will affect short term share

price).

m Increased ongoing expenses, including professional fees.

m Wheretolista company.

m Other key issues that need to be ad-
dressed to prepare a company for the
IPO, such as the preparation of financial
statements and corporate governance
matters.

Whether the company is ready

AnTPO is the first sale of a company’s secu-
rities to investors on a public stock ex-
change. As a preliminary matter, a com-
pany considering an IPO should ask itself
whether itis ready to go public given its cur-
rent stage of developmentand in light of its
prospects. More specifically, the company
should consider whether it has:

m A strong senior management team in
place with sufficient public company ex-
perience to manage its life in the public
spotlight.
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m A history of revenue growth and prof-
itability with strong financial reporting
controls and procedures.

m A clear strategy to achieve its objec-
tives.

Increasingly, investors have shown little
patience for public companies that can-
not “hit their numbers” and deliver on
their strategies. As a result, it is impor-
tant that a company considering going
public can answer the above questions af-
firmatively and with confidence.

Companies usually try to time IPOs dur-
ing bull markets that are accompanied by
strong investor demand. A company
should carefully consider the potential
advantages and disadvantages of going
public before it makes its decision (see
box, Going public: advantages and dis-
advantages).

The IPO team

Once a company decides to go public, one
of the first steps is to assemble an experi-
enced and trusted IPO team to guide the
company through the process. This team
includes:

m Internal members, such as the com-
pany’s senior management.

m External members, such as the under-
writers, legal counsel (for both the com-
pany and the underwriters), company
accountants and others.

Each of these team members has an im-
portantrole in the IPO process.

A company’s senior management team is
the most important participant in the IPO
process. An IPO will require a significant
amount of senior management’s time and
energy, which should not be underesti-
mated (see box, Managing an IPO). If the
transaction involves an exit by a private eq-
uity firm, it is increasingly common to co-
ordinate the IPO track in parallel with a sale
track to create competitive price tension
and maximise value (referred to as dual-
track transactions). In these circumstances,
the balancing act between the demands of
the dual-track process and the demands of
running a company’s business is even more
challenging for senior management.

The company’s board of directors must be
kept informed during the process and, as a
result, the IPO timetable should reflect
board meetings for the main steps in the
IPO process. To satisfy corporate gover-
nance requirements, it is typically neces-
sary to appoint at least one or two new
members to the board of directors who are
considered “independent” and to form
new board committees (for example, audit,
remuneration and nomination commit-
tees) (see below, Key issues to address: Cor-
porate governance). ldentifying suitable
candidates for appointment to the board
can take a significant amount of time and
effort. Due to concerns over personal lia-
bility relating to the IPO, potential direc-
tors often insist that they be involved in the
IPO process at an early stage, and will usu-
ally want to review a company’s indemnifi-
cationand insurance arrangements.

The selection of underwriters is an im-
portant step in assembling a company’s
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external IPO team. Many large IPOs in-
volve two or three investment banks that
act as the managing underwriters. Where
multiple banks are involved, a single
bank (or, possibly, two or three banks)
may be chosen as the lead manager or
managers (also referred to as the global
The
other managing underwriters are typi-

co-ordinator or co-ordinators).
cally referred to as the co-managers. The
lead manager is usually responsible for
structuring the offering, co-ordinating
the timetable, allocating responsibilities,
preparing the analyst presentation, par-
ticipating in the drafting of the offering
document, organising the IPO “road-
show” and advising on the pricing of the
offering (see box, Managing an IPO).

On larger IPOs, the lead manager typi-
cally recommends an additional group of
investment banks to help distribute the
stock, which is referred to as the “under-
writing syndicate.” In certain jurisdic-
tions such as the UK, a bank also performs
the regulatory role of “sponsor”. The
sponsor, among other things, assesses the
suitability of the company for listing and
typically makes certain declarations to
the securities regulator. The role each
bank receives affects its allocation of the
underwriting fees, which vary depending
on a number of factors, including the size
of the IPO and where a company is being
listed. According to a study by the London
Stock Exchange, the average gross com-
mission in the US is about 5.6%, while
outside the US it is about 3.5% (Interim
Report of The Committee on Capital
Markets Regulation, see below, US regu-
latory and litigation environment).

A recent development in Europe is the
competitive [IPO process. The main dif-
ference between a conventional IPO and
a competitive IPO is the timing of the ap-
pointment of the underwriters. While in
a conventional IPO the lead underwrit-
ers are chosen at the outset of the
process, in a competitive [PO the under-
writers and their respective roles are de-
termined much later on. The perceived
advantages of this structure are to give a
company greater control of the IPO
process, and to provide access to more
information from a greater number of
investment banks and potentially more
favourable underwriting terms. How-
ever, competitive IPOs are relatively rare
and present a number of challenges, and
therefore are only likely to be attractive
to a company under specific circum-
stances.

The selection of a particular investment
bank depends on a number of factors,
suchas:

m Expertise. Some banks have expertise
in specific industries, or have good rela-
tionships with institutional or retail in-
vestors in a particular geographic region.
Accordingly, the merits of each bank
should be considered in light of the par-
ticular circumstances of the offering and
their relative strengths.

m Initial valuation estimates. A com-
pany’s choice of underwriter may be in-
fluenced by the banks’ initial valuation
estimates of the company during the
pitch process. While these estimates may
be useful in assessing the prospective
underwriter’s knowledge and un-
derstanding of the industry

and the company, they are typ-

ically made when the IPO is

still many months away and
when the underwriter has not yet
been appointed or conducted the
due diligence necessary to create its fi-
nancial models. A company’s actual val-
uation is ultimately driven by the mar-
ket’s assessment on the date of the IPO.

m Quality of research analysts. Compa-
nies are also typically interested in the rep-
utation and strength of the prospective
banks’ research analysts (see box, Manag-
ing an [PO). In a series of settlements be-
tween the US Securities and Exchange
Commission (SEC), the US Department of
Justice, the New York State Attorney Gen-
eral’s Office and many of the major invest-
ment banks in 2003, information barriers
were erected between the investment bank-
ing and research divisions of investment
banks to address perceived abuses that oc-
curred during the 1980s and 1990s. As a re-
sult of this settlement and other rules and
regulations adopted in various jurisdic-
tions, research analysts cannot participate
in pitches and other communications for
the purpose of soliciting investment bank-
ing business. A company should therefore
consult with its lawyers to determine under
what circumstances it can communicate
with a research analyst before selecting an
underwriter.

Selecting issuer’s legal counsel is another
significant decision in assembling the ex-
ternal IPO team. As with the underwrit-
ers, the choice of legal counsel is an indi-
vidual one. However, there are some im-
portant factors to keep in mind:
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m IPO experience. While a company
may have an existing relationship with
one or more law firms, it should choose a
firm to advise it that has significant IPO
experience, as well as expertise in acting
forlisted companies post-1PO.

m Industry experience. As issuer’s coun-
sel have initial responsibility for drafting
the offering document, it is important
that they understand the industry and
can grasp the issues relevant to the com-
pany’s business.

®m  Multi-jurisdictional capability. Many
large firms have lawyers who are qualified
in numerous foreign jurisdictions (for ex-
ample, US-qualified lawyers working in
London or Hong Kong). While it is
not necessary to choose a firm that
can offer all of these services, it
is worth keeping in mind that a
company may require legal
advice in multiple jurisdic-
tions depending on the nature
of the company’s business and
where the company is expected to be listed
and the IPO marketed.

m Chemistry. As with all external advis-
ers,a company should be comfortable with
the individuals it will be working with dur-
ing the IPO process. A company should
also consider whether it will work with
these same individuals post-IPO.

Therole of issuer’slegal counsel involves:

m Taking the lead in drafting the offer-
ing document and revising it throughout
the stages of comments from the IPO
team and the relevant government regu-
lator reviewing it.

m Conducting due diligence on a com-
pany to gather information to draft the
offering document and to help minimise
potential liability for the company and
its board of directors (see box, Managing
an IPO). The due diligence process also
identifies what third-party consents are
required for the IPO.

m Assisting in pre-IPO corporate house-
keeping matters and preparations, in-
cluding any corporate reorganisations,
corporate governance matters, employee
incentive schemes and publicity restric-
tions (see below, Key issues to address).

m Delivering certain legal opinions to
the underwriters to provide comfort that

the IPO process was properly conducted.
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Managing an |PO

Senior management should expect that the IPO will take significant
time and effort. Some of the main areas of senior management in-
volvement are:

m Establishing the IPO team (see main text).

m Kick off meeting. A meeting between senior management and
external advisers should occur at a preliminary stage to discuss
exactly what is expected and what the key milestones are for the
IPO, the detailed timetable, what meetings senior management
should attend and what information is needed from each of them
during the process.

m Duediligence. As part of the legal due diligence exercise and to as-
sist in preparing the offering document, acompany needs to assemble
a data room where its material documents are placed for review by le-
gal counsel. It isimportant for the advisers to start their diligence early
to allow sufficient time to address any issues that arise. The com-
pany’s external advisers also typically meet with senior management
toconduct business and financial due diligence.

m Drafting the offering document. The company’s legal counsel
usually has primary responsibility for the drafting of the offering
document. The offering document is not only a marketing docu-
ment but also a protection document. From a marketing perspec-
tive, the offering document explains the company’s competitive
strengths, strategy and market opportunity (often referred to as
the “equity story”).

Of equal importance, the offering document must inform in-
vestors of the risks relating to the company to protect the com-
pany and its officers and directors from potential liability for ma-
terial misstatements or omissions. The specific content require-
ments of the offering document vary depending on where a
company lists, where the shares are sold and the nature of its
business.

The offering document typically needs to be submitted to the rele-
vant regulator for review and comment. Depending on where the
company intends to list, it generally takes six to eight weeks (or
longer) and three to four submissions before the company receives
final approval from the regulator.

m The analyst presentation. In Europe and other jurisdictions out-
side the US, it is common practice for senior management to meet
with analysts employed by the underwriting banks before the IPO
and for such analysts to publish pre-deal research on the company
before the start of the roadshow (see below). The underwriters take
the lead in preparing a presentation to these research analysts,
which usually requires at least several meetings and rehearsals
with senior management to prepare fully.

Senior management’s presentation to the analysts is not only an
important event in the IPO process but also sets the tone for the re-
lationship the company will have with the investor community after
the IPO. Analysts should come away from this meeting with a clear
understanding of, and enthusiasm for, the company’s business
and prospects.

m The roadshow. This is the pivotal stage of the selling effort, and
occurs after the offering document is printed. The roadshow is the
opportunity for senior management to meet with investors and tell
the company’s equity story. It typically involves a number of pre-
sentations in various cities over several weeks, as well as one-on-
one meetings with key potential investors. During the roadshow,
the lead underwriter “builds a book” of investor interest in the
shares to be offered, noting how many shares investors would be
prepared to acquire and at what price.

m The pricing meeting. The pricing meeting occurs immediately
after the roadshow. The underwriting banks and the company meet
and review the order book, set the final price for the securities and
determine allocations.

m Preparing a company for the legal en-
vironment it will operate in once it be-
comes a public company.

The primary function of underwriters’
legal counsel is to oversee the work by is-
suer’s counsel and advise the investment
banks on their underwriting role or on
any other roles they may have in certain
jurisdictions (for example, as sponsor).
Throughout the process, underwriters’
counsel is focused on protecting the repu-
tation of their investment banking clients
by identifying and mitigating risk.
Specifically, underwriters’ counsel:

m Conduct due diligence on the com-
pany to assist the underwriters in satisfy-
ing their due diligence obligations.

m Prepareresearch guidelines.
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m Review and comment on the offering
document.

m Draft the underwriting agreement
and related documentation.

m Co-ordinate the closing documenta-
tion for the IPO.

A company usually engages one of the
large international accountancy firms as
its accountants. The terms of their en-
gagement and the scope and purpose of
their work are typically set out in a de-
tailed engagement letter.

While the exact scope of the accountants’
work depends on the operating history of
the company, market practice and applica-
ble rules in each jurisdiction, their duties
usually involve delivering:

m A report on financial statements in-
cluded in the offering document.

m Comfort letters to the underwriters
and the company’s board of directors to
the effect that:

o the financial statements included in
the offering document comply with ap-
plicable accounting standards; and

o other financial information included
in the offering document has been prop-
erly extracted from the accounting
records of the company.

The preparation of the financial state-
ments to be included in the offering doc-
ument is usually an important factor in
determining the IPO timetable (see be-
low, Key issues to address: Preparation of
financial statements).
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For a large IPO, a company usually re-
tains an external public relations (PR)
firm to help it proactively manage public-
ity. The PR firm monitors commentary in
the market about the company, and typi-
cally has good relationships with editors
of the major newspapers. In addition, a
PR firm can help the company’s post-IPO
interaction with the market and analysts.

A company also needs to retain a finan-
cial printer responsible for printing
copies of the offering document to be
sent to potential investors. Printing costs
can vary widely and may be significant.
The underwriters and their lawyers can
recommend firms to the company and
solicit quotes on its behalf. These quotes
should be compared carefully as differ-
ent assumptions can result in significant
variations in final printing costs. Once a
printer is selected, the external advisers
co-ordinate the printing process for the
company and can help to reduce printing
costs by managing the process efficiently.

Where to list

Choosing where to list a company’s se-
curities is an important decision, as it af-
fects not only the IPO but also the regu-
latory environment the company will
operate in after the IPO. The listing deci-
sion usually takes into account both
commercial and legal factors. From a
commercial perspective, a company
should seek advice from prospective un-
derwriters; they typically consider fac-
tors such as the company’s funding and
liquidity requirements, potential relative
valuations and the strength of analyst

coverage.

A company should also balance the com-
mercial benefits of listing in a particular
location against the cost and burden of
regulatory compliance. For example, a
company may consider pursuing a US
listing because it may provide a valuation
premium compared to a European list-
ing. However, a company should weigh
the potential benefits against the cost of
complying with US regulation, including
the US Sarbanes-Oxley Act of 2002
(SOX), and US litigation risk.

The American capital markets histori-
cally have been the largest and among the
most active in the world. In 2006, global
IPO volume increased from US$167 bil-
lion (about EUR124.3 billion) in 2005 to
US$257 billion (about EUR191.2 bil-

lion). However, the continuing trend to-
wards globalisation of the capital mar-
kets was reflected in the fact that for the
first time, China had the highest dollar
value of IPOs, with 155 transactions
worth US$53.5 billion (about EUR39.8
billion), compared to 235 US-listed
transactions worth US$48 billion (about
EUR35.7 billion). Overall, the US mar-
ket share of IPOs has declined from 57 %
in 2001 to 16 % in 2006 (see US Chamber
of Commerce, Commission onthe Regu-
lation of US Capital Markets in the 21st
Century, Report and Recommendations,
March 2007, at http:/lwww.capitalmar-
ketscommission.com/portallcapmar-

kets/default).

In addition, 24 of the 25 largest IPOs in
2005 and nine out of the ten largest IPOs
in 2006, including the world-record
US$21.9 billion (about EUR16.3 billion)
IPO of the Chinese bank ICBC, were
listed outside the US (see Ernst & Young,
Accelerating Growth: Global IPO Trends,
2006 at htep:/lwww.ey.com/globalldown-
load.nsflInternational/IPO_-_Global _
IPO_Survey_2006/$file/ EGY-SGM-
GloballPO-Survey2006.pdf). According
to testimony to the US House of Repre-
sentatives by Marshall Carter, the Chair-
man of the New York Stock Exchange,
“[i]n 2000, nearly half, 46.8% of the
global IPO equity was raised on US ex-
changes. However, in 2005 only 5.7% of
the dollars raised by non-US companies
was raised through shares listed on US
stock markets subject to US regulatory
rules and oversight.”

This and other similar evidence raises the
question of why the US public equity
markets are seemingly losing their com-
petitiveness. There are two possible ex-
planations for this:

m The increasing attractiveness of mar-
kets outside the US.

m The US regulatory and litigation envi-
ronment.

Non-US issuers are increasingly turning to
the European and Asian capital markets.
This reflects in part the relative increase in
liquidity of the non-US markets and the in-
creased confidence that investors and com-
panies have in the non-US markets as a re-
sultof more transparency and better disclo-
sure. For example, within the EU, recent
legislation, such as the EU Prospectus Di-
rective (2003/71/EC), has created a more
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consistent set of regulations for offering
document disclosure, and crafted princi-
ples of harmonisation that promote the
passporting of securities offerings across
the EUL

From 2003 to 2003, as the European and
Asian capital markets have continued to
mature, the average valuation premium
for non-US companies listed in the US
dropped by 19% (and dropped even more
for non-US companies listed in more de-
veloped markets) (see Interim Report of
The Committee on Capital Markets Reg-
ulation).

The shift in market dynamics is also due
to macroeconomic factors and more
companies coming to market from the
Middle East, Russia, Eastern Europe and
other regions that are geographically
closer to London and tend to perceive the
UK or Asian markets as more welcoming.
Companies also have more listing op-
tions due to the increasing global reach
Given that
there are viable listing alternatives out-

of institutional investors.

side the US, many non-US companies no
longer see a compelling reason to list in
the US.

Since 2003, London has increased its
share of the global IPO market from 5%
to almost 18% (see Joanna Chung,
"Floating along in a sea of global liquid-
ity", Financial Times, 30 May 2007).
London's junior market, the Alternative
Investment Market (AIM), has increas-
ingly become popular due to its lighter
regulatory touch. Currently, about70US
companies are listed exclusively on AIM
(see Tom Bawden, "Wall Street moves on
red tape as IPO exodus continues", The
Times, 30 May 2007). Both London, with
an IPO dollar value of US$37.3 billion
(about EUR27.8 billion) in 2006, and the
Hong Kong stock exchange, with an IPO
dollar value of US$41.2 billion (about
EUR30.6 billion), surpassed the New
York Stock Exchange's US$29.3 billion
(about EUR21.8 billion) IPO value last
year (see Chung, 30 May 2007).

SOX, which was enacted in the wake of a
number of high profile US corporate
meltdowns such as Enron and World-
com, has resulted in many non-US com-
panies choosing to list outside the US.
Section 404 of SOX has been the source
of most complaints, requiring manage-
ment to assess and report on the effec-
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tiveness of internal controls over finan-
cial reporting and the auditor to attest
and report on management’s assessment
of the effectiveness of internal controls
over financial reporting. Many business
leaders have criticised section 404 as re-
quiring cumbersome internal and exter-
nal procedures, with the costs far out-
weighing the benefits. The cost of com-
plying with section 404 has
estimated by business consultants CRA

been

International to range from US$1.2 mil-
lion (about EUR920,000) in the first year
of compliance for smaller companies to
US$8.5 million (about EUR6.5 million)
in the first year for larger companies.

SOX is only one of the perceived prob-
lems. The US Patriot Act and more strin-
have

gent regulations

sparked debate and concern in the US

immigration

that international talent is increasingly
choosing to work in London and other
international financial centres.

When asked by Oxera Consulting in 2005
to compare the business climate in the
UK to the US, business leaders preferred
the UK’s single, principles-based regula-
tor, the Financial Services Authority
(FSA), to the multitude of US regulators
and their more prescriptive, rules-
based approach. In addition, the US

enforcement environment is
generally more active and of-

ten perceived as more punitive

than the FSA’s enforcement
style.

Political, business and academic
leaders in the US are aware that the US
public equity markets are losing compet-
itiveness and have begun addressing the
issue. For example:

m The SEC has recently amended rules
that provide guidance in a number of ar-
eas cited as concerns by management in
completing their evaluation of internal
controls over financial reporting under
section 404.

m The Public Company Accounting
Oversight Board has recently adopted
rules to revise the auditing standards on
internal controls over financial report-

ing.

m The SEC has also recently adopted
rules that make it easier for non-US com-
panies to deregister from the US Securi-
ties Exchange Act of 1934, as amended
(the Exchange Act).
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m The Committee on Capital Markets
Regulation (the Committee), comprised
of academic and business leaders in the
US, was recently formed to assess why the
US public markets are losing ground to
foreign and private markets. The Com-
mittee, which has received support from
US Treasury Secretary Hank Paulson, is-
sued its interim report in November 2006
(see www.capmktsreg.org/pdfs/11.30Co
mmittee_Interim_ReportREV2.pdf).

The report contains 32 specific recom-
mendations, including:

o reducing the costs of complying with
section 404 by clarifying its implementa-
tion;

o exempting non-US companies from
section 404 if they are subject to equiva-
lent home country requirements; and

o recommending reforms to the public
and private US enforcement system, such
as clarifying US liability standards and
reserving criminal prosecution for excep-
tional circumstances.

New York Governor Eliot Spitzer recently
created the New York State Commission to
Modernize the Regulation of Financial
Services, a panel tasked with retooling
state regulations to keep New
York City a competitive global fi-
nancial centre. The creation of
the panel follows studies com-
missioned by New York Sena-
tor Charles Schumer and New
York City Mayor Michael
Bloomberg that suggest New York City is
losing ground to London and other finan-
cial hubs. Also in May, Treasury Secretary
Paulson announced the creation of an advi-
sory committee to recommend adjust-
ments to the US accounting industry de-
signed to increase the competitiveness of
US capital markets.

The American reputation for litigation,
driven by favourable US laws for plaintiff
class-action suits and stringent investor
protections from the SEC, has also given
many non-US companies reason to pause
before pursuing a US listing. Settlement
of securities-related class action lawsuits
in absolute terms increased from US$150
million (about EUR115.5 million) in
2004 to US$3.5 billion (about EUR2.7
billion) in 2005 and directors’ and offi-
cers’ liability insurance (D& O insur-
ance) is about six times more expensive in
the US than in Europe. According to

PricewaterhouseCoopers, even when the
Enron and WorldCom settlements are
excluded, the average cost of a private se-
curities litigation settlement soared from
US$27.8 million (about EUR21.4 mil-
lion) in 2004 to US$71.1 million (about
EURS54.7 million) in 2005, an increase of
156%.

Although a number of non-US compa-
nies are choosing to list on an exchange
outside the US, most large IPOs by non-
US companies are structured to access US
institutional demand through an unreg-
istered offering in the US pursuant to
Rule 144A of the US Securities Act of
1933, as amended (see box, Rule 144A of-

fering).
Key issues to address

Once the decision of where to list the
company has been made, there are a
number of other matters that should be
considered, including:

m The preparation of financial state-
ments.

m Corporate governance issues.

m Other corporate issues; for example,
incentive schemes and employment and
severance agreements.

The preparation of the financial state-
ments is typically an important factor in
determining the IPO timetable. At the
outset, a company should agree with its
advisers on the financial information
that needs to be included in the offering
document. If a company has a complex
financial history (for example, because it
has recently been spun off from a larger
group or made significant acquisitions),
it may be advisable to discuss at an early
stage with the listing authority what fi-
nancial information will be presented in
the offering document. The IPO should
generally be launched on the back of a
company’s year-end or interim financial
statements.

Where a company lists and where it is in-
corporated affects how the company’s fi-
nancial statements must be prepared and
what information needs to be disclosed. For
example, a non-US company contemplat-
ing an SEC-registered offering in the US
would be required to prepare its financial
statements in accordance with US gener-
ally accepted accounting principles (US
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GAAP) or provide a reconciliation to US
GAAP (see above, Where to list: US regula-
tory and litigation environment).

Companies that list on a regulated market
within the European Economic Area are
also required to comply with specific regu-
latory requirements. EU issuers must pres-
ent their financial information in accor-
dance with International Financial Report-
ing Standards (IFRS), issued by the
International Accounting Standards Board
(IASB). Non-EU issuers can, until 1 Janu-
ary 2009, report under their home GAAP if
that home-country GAAP is considered to
be “equivalent” to IFRS. Although US,
Canadian and Japanese GAAPs are consid-
ered "equivalent", the equivalency of
GAAPs for other countries is still under
consideration by the Committee of Euro-
pean Securities Regulators.

Early on in the IPO process, a company
should consider what changes need to be
made to its corporate governance struc-
ture to ready itself for public life. The
minimum legal requirements for corpo-
rate governance are determined by the
company’s choice of listing location and
country of incorporation, as well as
“best practices” that should be complied
with, if possible. Some of the main areas
that typically require consideration are:

m The appointment of independent
board members. A private company
rarely has a sufficient number of “inde-
pendent” directors. It will therefore
probably need to find suitable additions
toits board.

m The creation of new board commit-
tees. Public companies typically have a
number of board committees, such as:

o anaudit committee to oversee compli-
ance with internal corporate codes and
external regulations and laws in relation
to financial matters;

o a nomination committee, charged
with creating a system for nominating di-
rectors and managing board members, as
well as ensuring that the process is open
to scrutiny; and

o aremuneration committee, which ad-
dresses the salaries and benefits of top
executives.

m D&O insurance. When a company
goes public, the chances of its directors

Finance: preparing a company for an IPO

Rule 144A is a popular method for non-US companies to access US institutional demand
through an unregistered offering of their shares in the US. In 2005, non-US companies
raised around US$83 billion (about EUR63.9 billion) in equity issues in the US institu-
tional market pursuant to Rule 144A, as compared to only US$5 billion (about EUR3.9
billion) inthe US public equity market.

Specifically, Rule 144A creates an exemption from registration under the Securities
Act of 1933, as amended for re-sales of securities to qualified institutional buyers
(QIBs) in the US. QIBs are generally the largest mutual funds, pension funds, insur-
ance companies and other professional asset manager entities that in the aggregate
own and invest on a discretionary basis at least US$100 million (about EUR77 mil-
lion) in securities of non-affiliated issuers. Rule 144A offerings can be conducted
side-by-side with a listing and offering outside the US and therefore provide an oppor-
tunity to gain additional demand from major US institutions and to create additional
price support for the IPO.

From a legal perspective, Rule 144A offers a number of advantages over an offering regis-
tered with the US Securities and Exchange Commission (SEC), including:

m Access to the US institutional market without becoming subject to the US Sarbanes-
Oxley Act of 2002 (including section 404) or any significant ongoing US disclosure obli-
gations.

m Access to the US institutional market without going through the SEC registration
process (allowing greater control over the IPO timetable).

m No requirement to produce financial statements in accordance with US generally ac-
cepted accounting principles (US GAAP) or to provide a reconciliation to US GAAP, which
often require significant time and expense to produce.

In addition, US liability for a Rule 144A offering is generally based on section 10(b) and
Rule 10b-5 of the Securities Exchange Act of 1934, as amended. A plaintiff in a Rule
10b-5 action has to show that the defendant intentionally or recklessly made an untrue
material statement, or omitted a material fact. In contrast, an SEC-registered offering
creates strict liability for acompany.

being sued increases significantly in cer-
tain jurisdictions. For this reason, the di-
rectors generally require that the com-
pany has adequate D&O insurance. A
company should discuss with its advisers
what the appropriate level of coverage is
based on where it lists, the type of offer-
ing and the risk profile of the company.

Beyond corporate governance, there are a
number of other issues that the senior
management team (with advice from the
external advisers) need to consider in
preparing for an IPO. Some of the more
important considerations for the team
are:

m Incentive schemes. Consider what ex-
isting share and option schemes the com-
pany has for its employees and manage-
ment, and whether new schemes will be
created as part of the IPO. Analysis of
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this issue usually requires the advice of
specialist counsel in the fields of employ-
mentlaw and tax law.

s Employment and severance agree-
ments. These should be reviewed for le-
gality, and for whether or not they pro-
vide the proper amount of protection to
investors in the company. The company
should ensure that, as far as possible, the
management team will continue to take
the company forward.

m Amending shareholder agreements.
Assess what will happen with the com-
pany’s largest shareholders after the IPO.
Consider, for instance, whether they will
sell down their holdings, continue to have
board representation or maintain any
veto rights on certain company decisions.
In most instances, any special rights of the
major shareholder will be unwound. Le-
gal counsel should review any written

27

© Legal and Commercial Publishing Ltd 2007. This article first appeared in the July to September 2007 issue of "“Cross-border Quarterly, and is reproduced with the permission of the publisher. Please see www.practicallaw.com/crossborder for more details.



Finance: preparing a company for an IPO

visers. Market conditions must also be
considered when planning the IPO
timetable, and this or other factors can

This article can be found on "“Cross-border at www. practicallaw.com/6-229-1952. Other rele- | significantly extend the timetable. How-

vant information can be found on the Finance topic page, which can be accessed from
www.practicallaw.com/crossborder. This includes links to content such as the following:

ever, there are a number of issues that a
company can begin working on at an

Initial public offerings
Share issues, transfers and dividends

Equity Capital Markets
Private Equity
Corporate Governance and Directors' Duties

Making a retail securities offering in Europe

Know-how topics - drawn from the index to all information on our website

www.practicallaw.com/3-103-1377
www.practicallaw.com/9-103-1157

PLeCross-border Handbooks - comparative guides to the law and lawyers worldwide

www.practicallaw.com/1-202-3966

www.practicallaw.com/privateequityhandbook

www.practicallaw.com/corpgovhandbook

Articles - comparative features providing regulatory and transaction analysis
The Prospectus Directive: creating a single European passport

www.practicallaw.com/2-102-8196

SEC deregistration for non-US companies: good news at last

www.practicallaw.com/0-215-1978

Leaving the US markets: overcoming the de-registration dilemma

www.practicallaw.com/9-200-5039

Prospectus liability in Europe and the US: understanding the issues

www.practicallaw.com/5-102-4205
www.practicallaw.com/2-101-2360

agreement (or oral undertaking) with the
sharcholders.

m Credit facility. Determine whether the
company’s credit arrangements are ade-
quate and whether the company has an
existing credit facility in place or if it
should refinance that facility in connec-
tion with the IPO. If the company is en-
tering into a new credit facility simulta-
neous with the IPO, this needs to be con-
sidered in the context of the overall
timetable to ensure it is completed on
time.
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While timing varies based on the circum-
stances, the IPO process generally takes
from three to six months to complete
once the company appoints external ad-

early stage (see above) to shorten the IPO
process and to allow it to react more rap-
idly to favourable market conditions.

Underwriter commissions vary depend-
ing on where a company decides to list
and other factors (see above, The IPO
team: Underwriters). In 2006, the average
cost to complete an SEC registered IPO
in the US was reportedly US$2.58 million
(about EUR2 million) (excluding under-
writer commissions) (see www.ipovital-
signs.com). Although a company’s cir-
cumstances and the size of the offering
may result in costs differing substan-
tially, a company planning an IPO in Eu-
rope would likely incur similar costs in
pounds sterling or euros (excluding un-
derwriter commissions). The main non-
underwriting expenses are professional
fees (accounting, legal and public rela-
tions), printing and marketing costs. On
top of these tangible costs are the intan-
gible costs of the time that senior man-
agement must dedicate to the IPO
process.

Jim Wickenden is a partner
and Global Head of the Capital
Markets team at Herbert

Smith LLP. Adam Wells is a
partner and Ben Novick is an
associate at the firm.
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