Financing a New Venture Trough and Initial Public Offering (IPO)

Introduction

The research for this paper sought to find answers to the following main questions: Why and when should a company go public, what are some of the reason, why a company might decide not to seek an IPO and what are some of the alternatives to an IPO. In order to find answers to these questions we conducted a number of interviews with people who had lead their companies through an IPO and we researched a number of publications [1],[2],[3]. The following sections seek to provide details answers to the above questions.

1.1 Why should a company go public?

Converting a privately held venture into a publicly company offers a large number of benefits to its stakeholders.

1.1.1 Financing

Most successful new ventures are driven by two financial challenges: The continuous need to secure additional capital to finance and sustain the growth of the company and the careful management of cash flows. Cash flows warrant particular attention in new ventures as a common cause of business failure is an acute shortage of cash that did not allow the company to meet its short-term financial obligation despite that fact that the company even may have had a positive net income. Obtaining additional capital through an IPO offers the advantage that it has no immediate negative impact on the cash flow unlike debt financing with its attached stream of interest payments. This advantage of an IPO however has to be weighed against the fact that debt financing comes with a lower cost of capital and offers tax advantages as interest payments are tax deductible, which may increase the long-term profitability. The fresh capital is typically used to meet the need for increased net working capital, to repay debt and for capital investments. With an established market for stock the financial flexibility of a company increases as it allows management to move the debt-to-equity ratio into a desirable range. The liquidity and ascertainable market value gained through an IPO allows to offer future investors a whole new range of securities and enables the company to use stock as a currency to finance company growth through external entities. Mergers and acquisitions, when well conceived, are great strategies for rapid product diversification, achieving greater economies of scale, for entry into new markets and for vertical integration. Issuing additional stock and using it as a currency conserves cash resources and avoids additional debt. Particular in high tech sectors this is often the strategy of choice as these companies usually have difficulties to secure loans due to the inherent riskiness of their business, while the high P/E ratio of the company stock makes shares a very potent currency.

1.1.2 Harvesting

The different phases within the life cycle of a company are marked by different sets of stakeholders with different risk profiles and objectives. One of the objectives of a successful company strategy is to facilitate these transitions in a smooth way. As a new venture matures, the liquidity of the investment offered by an IPO allows the baton to be passed on from the initial group of high risk investors with very high ROI expectations to a group of investors that prefers the increased stability of a more mature company with a somewhat lower ROI potential. Having the company acquired and taking the company public are the two most common avenues to let early investors cash in and harvest their investment.

1.1.3 IPO as a Public Relations tool

One of the interesting insights gained from interviewing Frances Jewels, the CFO of Sycamore Networks, who headed one of the most successful IPOs in recent years, was the importance that the PR aspect played in the decision process to take the company public at a very young age. Taking a company public may be an essential piece in a successful public relations and marketing strategy as it increases the visibility of the company in the market place due to the attention from the financial community and the media. As a result the company may receive a lot of free publicity, which can be a very inexpensive way to build and strengthen the corporate brand.

1.1.4 Talent attraction

In a tight labor market stock options and stock purchase plans are an almost essential part of compensation packages required to attract top-notch talent. These plans allow to conserve cash, offer tax advantages and are great way to enhance employee motivation and loyalty.

1.2 Why would a company not want to go public?

Ask for the three biggest disadvantages of taking a company public, Frances Jewels, the CFO of Sycamore Network, named: (1) Pressure for short-term performance, (2) lack of confidentiality and (3) liability issues.

1.1.5 Shareholder expectations

Once a company goes public its constituency of investors may change rapidly leading to groups of shareholders with conflicting interests. Some shareholders may prefer dividends, while others may believe the company should rather reinvest its earnings. The risk averseness of shareholders may also vary. Changes in the constituency and accompanying shifts in interests may lead to loss of control and in extreme cases even to the ousting of the founders and key executives.

In general there is strong pressure to make quarterly numbers and meet short-term expectations. This may compromise long-term profitability by focusing too much on quarterly earnings. In publicly traded companies executives typically has to allocate a significant amount of its time to manage expectations and to explain and adequately disclose business strategies. Management of earnings to achieve a smooth growth may also become more important. On the positive side, the increased public scrutiny and visibility may also be very beneficial as it adds discipline and it provides very strong incentives for management and key employees. Stock options and Employee Stock Purchase Plans can create a strong motivation to meet deadlines and revenue/profit goals through the financial feed-back created by the stock price.

1.1.6 Lack of operating confidentiality

Part of becoming and being a publicly traded company is the requirement that a lot of information about the company has to be disclosed in the prospectus (the so-called S-1 filing) and in ongoing periodic reports such as the 10-Q, 10-K and 8-k filings, which are mandated by the SEC. Some of the information, like the total revenues, margins, cost structure, R&D expenditures, names of large customers and executive compensation, will be of interests for competitors and the stake holders in the company (employees, customers, suppliers, trade unions, etc.) and may potentially weaken the competitive position of a company. 

1.1.7 Liability issues

These days every communication of company executives has to be worded very carefully, because otherwise a publicly traded company is almost guaranteed to face a string of law suits by disgruntled shareholders should the stock price ever drop significantly. This potentially significant cost of being a public company has to be factored in, when considering an IPO.

1.1.8 Additional costs

Besides the one-time costs that are incurred due to the fees and expenses of the IPO process itself (typically 6 to 10 percent of the offering price), a publicly traded company is subject to the periodic reporting requirements of the SEC. To meet these various reporting requirements, which include audited financial statements, capital investments in more sophisticated accounting systems may be required. On top the general & administrative budget will have to be expanded to pay for additional accountants, lawyers and other outside consultants. The necessary regular briefings of securities analysts and the financial press will consume a lot of valuable time of the executive management.

2 The IPO Process

Any company that is planning to go public should start acting like a public company a few (as much as 2) years in advance.  Some of the key elements identified in our interview with the entrepreneurs are:

· Credible Management and Board of Directors - A good product alone does not make a good company. As Madhav
 put it, “It's a lot about marketing and sales, not just technology”. A strong professional management team gives investors confidence in their investment. 

· Credible Advisors - Like credible management, credible experts (underwriters, auditors, and lawyers) are necessary to assure investors that their money is well spent. In addition, credible, neutral advisors to evaluate the relationship between the firm and the experts help. 

· Record Keeping - Companies need audited financial statements for the last three years before they can go public. This is a SEC rule, but even if it were not, investors would be reluctant to invest in companies failing to supply this information. Separate financial statements need to be provided for each significant (>20%) unconsolidated subsidiary.  The firm is legally liable for the information it provides. Any existing, operating company planning to go public in a few years should begin to produce financial statements in accordance with GAAP.

· Clear up Property Rights and Contractual Agreements - Ambiguous relationships between the company and insiders (managers, entrepreneurs) or outsiders (suppliers, customers) raise red flags. If the entrepreneur has other businesses, what is the relation between them? Are investors assured that profits created by the firm/entrepreneur will go to their company? 

· Public Relations - IPO firms have two sets of customers: those buying products and those buying shares.  It is important for entrepreneurs to talk not only to their customers, but also to the investment community. 

· Business Plan - A good business plan is a selling tool to both advisors (ranging from VCs to investment bankers to other clients) and outside investors. Most of the information in the business plan is of immediate relevance to the IPO prospectus. Having a good business plan significantly shortens the time required to produce an IPO prospectus. 

· Earnings Management - Earnings should show a systematic up-trend. Earnings can be legally managed--Accounting Principles Board Opinion 20 allows IPOs to restate their financials to look good for an IPO.  GAAP permits firms to take reasonable accruals, to recognize earnings either before or after the physical cash has come in. 

Once the company decides to go public it needs to pick its lead investment bank, an accountant and a law firm to form the “IPO team”. Choosing the right lead underwriter with experience in the relevant market and its ability to correctly price the securities and arrange for a good syndicate
 is crucial for the success of an IPO.  Doing some research on previous offerings from similar companies can help identify the best match.  Some of the key characteristics to consider when choosing an underwriter are:

· Reputation and distribution capabilities - It is proven that the better the reputation of an underwriter, the more easily the offering is accepted in the marketplace.  This is one of the most important factor institutions and individual investors consider when deciding whether to invest or not.  The underwriter is legally liable and will undertake reasonable effort (due diligence) to determine if they are interested in underwriting the company’s offering.

· Experience - When choosing an underwriter it is important to look for someone who has previous experience in the industry.  The underwriter who knows the structure and the singularities of the industry will be able to help the management of the company position and price the company most effectively.

· After-market performance and long-term relationship - Once the company goes public, the underwriter is committed not only to sell the shares but also to provide price stabilization.  An additional after-market service the underwriters should provide is continuous coverage of the security by the research analysts of the firm.  A good relationship with an underwriter can save time and money in future offerings.

· Cost – The services of good underwriters are not cheap and generally cost between 4%-7% of the total offering.  In addition, underwriters often ask for an over allotment option (“green shoe”, appendix A) and on occasion require the company to pay their legal expenses.  According to Sycamore’s CFO, shopping around on the basis of cost is not recommended. The best way is to pick the most reputable underwriter in the industry which has a successful track record of taking many companies of similar size and revenue public.

The IPO process officially begins with:

· Holding the initial “all hands” meeting.  At this meeting all the members of the IPO team plan a timetable for going public and assign duties to each member of the team.

· Preparing the registration statement is a team effort.  The purpose of the registration is to give full and fair disclosure of facts.  The preliminary prospectus or “red herring” contains information about the company’s management, a description of its target market and its growth strategy, its competitors and the financial data over the past 5 years (Appendix B).  All facts concerning the financial dealings between the company and its officers and directors have to be disclosed including all stockholders owning more than 10% of equity.

· Performing due-diligence procedures before filing the registration statement.  This meeting is also referred to as the underwriters meeting and its purpose is to review the prospectus line by line and to question the individuals responsible for various portions of the prospectus to make sure the information represented is fair and honest.  A non-binding price range is usually determined and indicated in the preliminary prospectus but the actual price is decided on the day before the IPO.

· Filing the registration statement with the SEC (Form S1, SB-1, or SB-2).  Once the preliminary prospectus is printed and filed with the SEC and other relevant state securities organizations, the company has to wait for the document to be reviewed.  If the agencies find any omissions or problems with the prospectus, the company and the underwriting team will have to prepare the amended registration statement.  This is quite common and we found that in all the companies that we interviewed they had to make amendments to their original prospectus.

· The lead underwriter commences the sales effort by assembling a syndicate of other investment banks that will help sell the deal.  It also places ads (tombstone ads) in the financial and selected local newspapers about the offering and where the prospectus may be obtained.  Another method of raising interest in the company’s offering is the road show, where the management goes on a multi-city world tour presenting their business plan to potential investors.  Typical U.S. city stops include New York, San Francisco, Boston, Chicago and Los Angeles. 

· Negotiating and signing the price amendment and underwriting agreement is the last piece of the IPO puzzle.  The lead underwriter suggests an appropriate price based on the level of interest gained during the road show and current market conditions.   The typical IPO is generally 10%-15% underpriced, because investors expect immediate appreciation of their investment.  If the deal is especially hot, the offering size and price can be raised to meet demand (as was the case for Sycamore and I-cube), and vice-versa.

· The lead underwriter is primarily responsible for ensuring smooth trading during the first few days.  It can legally buy shares in the market to support the price of the stock or sell them short.  An IPO is declared final about seven days after the company’s market debut.  If it is the company’s first filing, then it will need to file a Form SR with the SEC, which is a report on the use of proceeds from going public.

3 Alternatives to an IPO

3.1.1 Venture Capital (VC)
VCs finance about 56% of IPO issuers before they go public. This varies by industry and it can be as high as 80% for firms in such industry as biotech. In general, VCs finance companies that are smaller and at an earlier stage than IPO firms and they prefer high-risk, high-return investments.  VCs also take an active interest in the firm's management: on the plus side, this provides the firm with additional management expertise, industry expertise, and financing expertise. Many of the best hi-tech companies would have long since ceased to exist without venture capital.  On the minus side, VCs are expensive.  They take a large chunk of the firm, and often take "control", if a company begins to fail, which permits them to fire management or sell the firm altogether. 

3.1.2 Private Placements and Limited Offerings

If the firm or its financial advisor have access to interested high net worth individuals, or if the publicity of an IPO is not important, this is an excellent alternative. Unlike Venture Capitalists (VCs), private investors typically take less interest in the management of the company, which can be good or bad, depending on the firm. 

3.1.3 Bank and Finance Companies:

This works better than IPO's for stable, profitable, growth firms that can provide collateral. An important, sometimes overlooked source of financing can be collateralization of assets.

3.1.4 Leases

This avoids initial outlays (a sale-leaseback can often be used when the property is already owned). Further, small growth companies often do not have the profits to get immediate use of tax depreciation allowances. Leasing firms can use these tax advantages and will pass on this benefit to the customer through lower lease rates. 

3.1.5 Government Loans (Small Business Loans)

The federal Small Business Administration (SBA) is experiencing a renaissance under the current administration.  If the firm or its advisors have the stomach (experience) for government red-tape and the appropriate connections, this is a great way to get some tax dollars back. 

3.1.6 Unregistered Public Offerings (Regulation A) and Intra-state Offerings

These are special forms of IPOs. Requirements are less formal, but they often are not worth the effort.

3.1.7 Funds from Partners

The firm's suppliers and customers know the firm's potential better than unaffiliated investors, and may be amenable to become investors. Because they have better information than outside investors, they should be willing to provide the firm with funds on better terms. They also have something to loose, the firm's business.

3.1.8 Being acquired or Sell off - 

Next to an IPO, having the company acquired is the most common exit strategy for investors that want to harvest their initial investment.

4 Summary

From our interviews and literature research we have learned that an IPO is not the best choice for every company. Some of the key factors for a successful IPO are:

· The business plan laid out in the prospectus must tell a compelling story. Three aspects are particularly important: (1) the company must help customers solve fundamental problems and must have sustainable competitive advantages, (2) the company should have a sustainable annual revenues growth of at least 20%-100%, and (3) the company must have leadership potential in its market segment.

· Hitting the window of opportunity for the IPO, which opens and closes periodically.

· Choosing the right underwriter and investors relations consultant.

Probably the most surprising insight we gained form our interviews was that the primary motivation for high tech companies to go public these days is not to obtain financing, but the public relations benefits. Other important benefits gained from an IPO are that publicly traded shares create a currency that can be used for future acquisitions and for the attraction and retention of employees. For the companies of the “New Economy” that may not be around for future upgrades, improvements and bug fixes, the perception of success and longevity seems to be essential. Historically, taking a company public was only considered, when the company had a long and proven track record. This has changed drastically in recent years for high tech companies. Whether an IPO will remain a seal of approval that can be leveraged into the perception of-long-term success poses an important question that remains to be answered for the companies of the New Economy.
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Glossary of IPO language

The following definitions were obtained from CBS.MarketWatch.com:

American Depositary Receipts (ADRs) -- These are offered by non-U.S. companies wishing to list on a U.S. exchange. They are called "receipts" because they represent a certain number of a company's regular shares.

Aftermarket performance -- Used to describe how the stock of a newly public company has performed with the offering price as the typical benchmark.

All or none -- An offering which can be canceled by the lead underwriter if it is not completely subscribed.  Most best effort deals are all or none.

Best effort -- A deal in which underwriters only agree to do their best to sell shares to the public.  As opposed to much more common bought, or firm commitment, deals. 

Book -- A list of all buy and sell orders put together by the lead underwriter.

Bought deal -- An offering in which the lead underwriter buys all the shares from a company and becomes financially responsible for selling them.  Also called firm

commitment.

Break issue -- Term used to describe when an newly issued stock falls below its offering price.

Completion -- An IPO is not a done deal until it has been completed and all trades have been declared official.  Usually happens about five days after a stock starts trading. Until completion, an IPO can be canceled with all money returned to investors.

Direct Public Offering (DPO) -- An offering in which a company sells its shares directly to the public without the help of underwriters. Can be done over the Internet. Liquidity, or the ability to sell shares, in a DPO is usually extremely limited.

Flipping -- When an investor buys an IPO at the offering price and then sells the stock soon after it starts trading on the open market. Greatly discouraged by underwriters, especially if done by individual investors.

Green shoe -- Part of the underwriting agreement which allows the underwriters to buy more shares -- typically 15 percent -- of an IPO.  Usually done if a deal is extremely popular or was overbooked by the underwriters.  Also called the over allotment option. 

Gross spread -- The difference between an IPO's offering price and the price the

members of the syndicate pay for the shares.  Usually represents a discount of 7 percent to 8 percent, about half of which goes to the broker who sells the shares. Also called the underwriting discount. 

Indications of interest -- Gathered by a lead underwriter from its investor clients before an IPO is priced to gauge demand for the deal.  Used to determine offering price.

Initial public offering (IPO) -- The first time a company sells stock to the public. An IPO is a type of a primary offering, which occurs whenever a company sells new stock, and differs from a secondary offering, which is the public sale of previously issued securities, usually held by insiders.  Some people say IPO stands for "Immediate Profit Opportunities."  More cynical observers say it stands for "It's Probably Overpriced."

Lead underwriter -- The investment bank in charge of setting the offering price of an IPO and allocating shares to other members of the syndicate.  Also called lead manager.

Lock-up period -- The time period after an IPO when insiders at the newly public company are restricted by the lead underwriter from selling their shares.  Usually lasts 180 days.

Offering price -- The price investors allocated shares in an IPO must pay.  Not the same as the opening price, which is the first trade price of a new stock. 

Opening price -- The price at which a new stock starts trading.  Also called the first trade price.  Underwriters hope that the opening price is above the offering price, giving investors in the IPO a premium.

Oversubscribed -- Defines a deal in which investors apply for more shares than are available.  Usually a sign that an IPO is a hot deal and will open at a substantial premium.

Penalty bid -- A fee charged to brokers by the lead underwriter for having to take back shares already sold.  Meant to discourage flipping.

Pipeline -- A term used to describe the companies which have filed an S-1 registration statement but haven't yet started trading.

Premium -- The difference between the offering price and opening price.  Also called an IPO's pop.

Prospectus -- The document, included in a company's S-1 registration statement, which explains all aspects of a company's business, including financial results, growth strategy and risk factors. The preliminary prospectus is also called a Red Herring.

Quiet period -- The time period in which companies are forbidden by the Securities & Exchange Commission to say anything not included in their prospectus which could be interpreted as hyping an offering.  Starts the day a company files a S-1 registration statement and lasts until 25 days after a stock starts trading.  Intent and effect of quiet period have been hotly debated.

Roadshow -- A tour taken by a company preparing for an IPO in order to attract interest in the deal.  Attended by institutional investors, analysts and money managers by invitation only.  Members of the media are forbidden.

Selling stockholders -- Investors in a company who sell part or all of their stake as part of that company's IPO.  Usually considered a bad sign if a large portion of shares offered in an IPO comes from selling stockholders.

S-1 -- Document filed with the Securities & Exchange Commission announcing a company's intent to go public.  Includes the prospectus and is also called the registration statement.

Spinning -- The practice of investment banks of distributing shares to certain clients, such as venture capitalists and executives, in hopes of getting their business in the future.  Outlawed at many banks. 

Syndicate -- A group of investment banks that buy shares in an IPO to sell to the public.  Headed by the lead manager and disbanded as soon as IPO is completed.

Venture capital -- The pre-IPO process of raising money for companies.  Done only by accredited investors.

Anatomy of Prospectus/S-1

(Based on www.hoovers.com/hoov/ipo/features/s-1intro.html)

Because companies must adhere strictly to SEC regulations, initial prospectuses are similar in their organization. Each S-1 generally consists of the following sections: 

Front Section: An S-1 contains a small amount of information not available in a prospectus. In this first section, you can quickly find the issuing company's phone number and get a vague sense of the future offering price. 

Cover/Inside Cover: The prospectus cover outlines the general terms of the offering, including names of the underwriters, number of shares offered, and pricing information. The actual share price is absent from a prospectus until the day of the offering. Viewers should be aware that most of today's printed prospectuses include graphics on the inside front and back covers. Generally, these graphics are advertisements or images illustrating the company's products or activities. Because the SEC does not distribute images in digital form, they cannot be displayed on this site. To see graphics or diagrams not displayed here, call the company or underwriter and ask for a prospectus. 

Prospectus Summary: Here you will find a brief synopsis of the company's business and history, a modest discussion of the change in capitalization to occur as a result of the offering, and a useful summary of financial information covering the last five years, if available. 

Risk Factors: After you have read a few prospectuses, you will become familiar with the "usual suspects" in this section, including "Possible Volatility of Stock," "Limited history of Operations," "Dilution," and "Dependence on Key Personnel." Nevertheless, this section is a worthwhile read to be sure that you understand the challenges facing the company's management. The discussion of competition can be sobering, but it can also provides a means to compare the value of the issuer against the financial performance and market valuation of its competitors. 

Use of Proceeds: Although seldom enlightening ("proceeds will be used for general corporate purposes"), this section will occasionally reveal that most of the money from the offering is earmarked for a specific, do-or-die project or for lightening a crushing debt load rather than for expansion. 

Dividend Policy: If you are investing in IPOs, you probably are not concerned with dividends.  In any case, no operating company is likely to make a commitment to pay dividends in a prospectus. 

Capitalization: This section displays a before-and-after-offering look at the shareholders' equity and long-term debt portions of the company's balance sheet. Unfortunately, since the ultimate offering price of the stock will not be known, you will have to make an estimate and fill in the blanks. 

Dilution: This section provides a formula for calculating the impact of the new equity offering on current shareholders, who should expect to see a change in their book value per share and the percentage of the company they own. 

Selected Financial Data/Management's Discussion and Analysis: These paired sections are of immense value in helping an investor interpret a company's business from a financial standpoint. These sections offer fairly detailed income statement and balance sheet data for up to five years, recent quarterly figures, and an analysis of recent results. Often, the "Overview" portion of the Management's Discussion will provide a worthwhile summary of a company's basic business model. 

Business: In this section, the company's management outlines its business plan. This is the part of the prospectus in which management has the opportunity to sell investors on the company, but without the benefit of lofty income projections or hyperbole. Generally, management describes the perceived business opportunity, outlines its strategy to exploit the opportunity, and describes its current products and activities, usually relating them to the company's overall expansion strategy. Management lays out its best case for investing in the company here. If, after reading this section, you do not understand the business or remain unconvinced about the prospects for company, you probably should not buy the stock. 

Management: You will probably never get a chance to meet with company management, so you will have to settle for perusing this section. Does management have the expertise required to execute the stated business plan? Do some officers have unusual or excessively lucrative employment arrangements with the company? 

Certain Transactions: Although questionable self-dealing transactions would be disclosed here, most prospectuses discuss relatively innocuous financing transactions between the company, its backers, and its management. 

Principal Shareholders/Description of Capital Stock: This is where to find out who owns the company and who, if anyone, is selling stock in the offering. Generally, it is a bad sign if top management and major shareholders are selling large portions of their holdings in the offering. Usually, most of the unsold shares held by existing shareholders are subject to a "lock-up" period of 180 days. This means that existing shareholders are prohibited by law from selling stock until six months after the offering date. Investors should be aware that large blocks of stock could appear on the market after expiration of the lock-up period. 

Underwriting: If you are interested in seeing the deal cut by the company with the underwriters, this is your section. But you will have to wait until the final prospectus (Form 424B filing) to get any meaningful data. 

Legal Matters/Experts/Additional Information: These sections usually contain standard legal boilerplate information. If any one of these sections is more than one or two paragraphs long, be sure to take a look at it. 

Financial Statements: Standard financial statements are presented here. It is a good idea to check the auditors' report for any qualifying language and examine the notes to the financial statements for any accounting oddities and subsequent events. 

Other Documents: S-1's often contain several attachments, including articles of incorporation and stock option agreements. These are not usually presented in the printed prospectus; however, they may be of more interest to lawyers than investors.

Typical costs and timeline of an IPO

Table 1 shows a typical timeline for an IPO (based on [1])

	Day
	Milestone

	1
	First “All Hands” Meeting

	45
	First Draft of Registration Statement

	50
	Second  Meeting - Revisions Agreed

	55
	Third  Meeting - Signatures

	60
	File Registration Statement (S-1) with the SEC

	70-100
	Road Show

	105
	Receive SEC Comment Letter

	110
	Fourth Meeting - Final Revisions & Pricing

	113
	Effective Day

	120
	Closing


Table 2 shows a list of typical expenses incurred by an IPO

(Sources: www.iporesources.org/ipopage.html, [1])

	Expense
	Amount

Range
	Offering <$10M
	Offering >$100M

	Underwriter’s Commision
	5-9% of offering
	7-9% of offering
	5.5-6.2% of offering

	Legal Fees
	$5K to 2.5M
	$100-200K
	$500-700K

	Printing
	$50k-150k
	
	

	Audit
	$1K-2M
	$50K-100K
	$300-400K

	Other
	$30K-$300
	
	


TOP 10 Auditors, Lawyers and Underwriters
Auditors:

· Ernst and Young

· Arthur Anderson

· Coopers and Lybrand

· Deloitte and Touche

· KPMG

· Price Waterhouse

Lawyers:

· Skadden Arps

· Wilson-Sonsini

Underwriters:  An underwriter, also known as an investment banker, is the liaison between a company that wants to raise capital through an IPO, and the investing public

· Goldman Sachs (www.gs.com)

· Morgan Stanely Dean Witter & Co. (www.msdw.com)

· Merill Lynch (www.ml.com)

· Salmon Smith Barney Holdings Inc. (www.smithbarney.com)

· Credit Suisse First Boston (www.csfb.com)

· Donaldson, Lufkin & Jenrette (www.dlj.com)

· Lehman Brothers (www.lehman.com)
IPO related websites
http://www.ipocentral.com
Website dedicated to the IPO process and the latest in IPO filings.

http://www.iporesources.org
List of Self-Entered IPO Advisors and Services.
http://www.redherring.com
Website dedicated to “provide timely marketinformation, strategic insight, and access to growing entrepreneurial communities”.
http://www.sec.gov/smbus1.htm
Information/SEC advise to small business IPOs.
http://www.edgar-online.com/ipoexpress
List of companies that have filed for IPO and where they are in the process (latest filings, quiet period, lockup period, etc.)

Summary of interview with Frances Jewels, CFO of Sycamore Networks.

Company background

Sycamore Networks develops and markets products that transport voice and data traffic over wavelengths of light, designed to enable customers to quickly and cost effectively create usable network capacity over existing fiber. For the six months ending 1/29/00, revenues totaled $48.6 million. Sycamore was founded in February 1998 and had its IPO in October 1999 with an offering price of $38 per share. At a share price of $80 (as of 4/28/00) its market capitalization is about $20B.

What were some of advantages/disadvantages of going public?

The primary motivation for Sycamore Networks to seek an IPO was the Public Relations aspect and the marketing and branding benefits offered by this even. Need for financing played only a secondary role.

The top three disadvantages of going public are: (1) Pressure for short-term performance, (2) lack of operating confidentiality and (3) liability issues

The IPO process

What/who triggered the decision to go public?

Marketing/Branding considerations

Where there any SEC hurdles that had to be address?

· Customer relationships prior to IPO

· Deferred compensation charges

· “Cheap” stock

How long did the IPO process take?

“All-Hands-Meeting”  to S-1 filing:
2-3 weeks

S-1 filing to first trading day:

about 9 weeks

Planning preparation

Did the management team / board of directors change?

No

Did you change legal counsel or did you bring in specialized legal counsel?

No

How did you choose the underwriter?

Sycamore Networks at a prior relationships with Morgan Stanley

How important are the Wall Street analysts that are tracking Sycamore ?

Good relationships with analysts are very important.

How many?

At the time of the IPO Sycamore Networks was covered by 4 analysts. Today coverage is provided by 8.

What kind of special PR activities did you choose?

Due to the SEC mandated quiet period PR activities had to be very limited.

How was the offering price established ?

Some comparable companies were used, however in the end the offering price of $38 was established more through a bidding process than through calculations.

What were some of the critical success factors ?

The number 1 success factor was: Is the market ready for the story that Sycamore Network has to tell. Some of the other success factors were: The Road Show (how well are you able to sell your story), the prospectus (how good is your story) and right (i.e. high profile) investment bank.

How were some of the proceeds used?

Mostly toward working capital and to pay off a line of credit.

How expensive is it to go public?

The expenses were roughly 5% of the proceeds.

How have things changed after the IPO?

Going public added a lot of discipline. Meeting deadlines and hitting target goals has become even more important. A lot of time and resources have to be spent on external messaging and general & administrative activities. As a result the management style has changed significantly.

Lessons learned

What were some of the mistakes that were made?

What would you do different next time?

· Hire an investors relations person

· Pick investment bank very carefully

Summary of interview with Madhav Anand, president and founder of I-cube.

Company background

I-cube was founded in Nov of 1992 by a team of 3 entrepreneurs including Madhav.  I-cube was a service company that provided system integration and software consulting services.  Madhav has seen the company grow from revenues of less than 1M in 1993 to revenues of more than 40M in 1998.  The company went public in June of 1998 with an offering price of $12 per share.  The offering size was approximately 3M shares out of 15M total shares.  In 1999 I-cube was acquired by Razorfish in a stock for stock deal.

What were some of advantages/disadvantages of going public?

The primary motivation for going public was to have a marketable currency with which to attract talent, motivate existing employees and use it as a marketing event to gain credibility.

The major disadvantages of going public were managing investor relations and employee expectation of high returns.

The IPO process

What/who triggered the decision to go public?

In a service industry with the labor market getting tighter by the year, it became necessary to have marketable stock.  Also, some of the founders thought it was time to harvest their investment.

How long did the IPO process take?

All-Hands-Meeting” to S-1 filing:
3 weeks

S-1 filing to first trading day:

about 9 weeks

Planning preparation

Did the management team / board of directors change?

Yes.  In 1997, the board brought in Mike Phel, the President of SAP America who had the professional management background and experience of leading a public company, to replace Madhav as the CEO of I-cube.

Did you change legal counsel or did you bring in specialized legal counsel?

Yes, a specialized legal counsel was hired to see the company through the IPO process.

How did you choose the underwriter?

Morgan Stanley was chosen as the lead underwriter based on one of the board members recommendations.  The underwriters were selected 1 year in advance when the professional management was brought in.

How important are the Wall Street analysts that are tracking I-cube?

Good relationships with analysts are very important.

What kind of special PR activities did you choose?

The PR activities revolved mostly around the road show.  Madhav was involved with a few of them but mostly the new CEO and CFO went to all of them.

How was the offering price established?

Market capitalization was based on peers and subscription (based on the interest generated by the road show).  Besides peer comparison, the company financials were looked at to determine the revenue growth that can be sustained over time.

What were some of the critical success factors?

· Market timing.

· Solid 5 year history of growth and sustained profit margin of 30%.

· Management experience

How were some of the proceeds used?

The proceeds were used for working capital and for acquisition (I-cube bought two companies, one in London and one in Boston).

How expensive is it to go public?

The expenses were roughly 7% of the proceeds.

How have things changed after the IPO?

· Managing company on quarterly timeframe.

· Everything the company does is up for public scrutiny.  A lot of time is spent managing investor relations.

� Madhav Anand, is the founder and president of I-Cube at the time, when the company went public. 


� A syndicate is a group of institutions that join under the direction of the lead underwriter in order to distribute the offered securities among their investors.
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