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Fast growing companies facing intense competition in rapidly changing markets typically raise equity capital in two ways: through private equity transactions or through a public offering of stock. The private transaction is negotiated directly with several parties, which acquire a share of the company in the form of privately held stock or securities convertible into stock. On the other hand, a public issue implies the sale of a company’s equity to the public at large. An example of a public issue is an initial public offering (IPO), in which a company issues a portion of its stock to the public for the first time. Normally, companies go public when their capital requirements increase significantly and the cost of privately held capital is too high compared to the cost of capital in the public markets. Leaving the company risk aside, private equity can be more expensive due to its much higher liquidity premium than public capital. The typical IPO raises $20-40M, but offerings of $100M are not unusual. This can vary widely by industry. Once public, firms can easily go back to the public markets to raise more cash. Typically, about a third of all IPO issuers return to the public market within 5 years to issue a "seasoned equity offering". Those that do return raise about three times as much capital in their seasoned equity offerings as they raised in their IPO.

Many private firms do not appear on the "radar screen" of potential acquirers. Being public makes it easier for other companies to notice and evaluate the firm for potential synergies. Also, public firms tend to have higher profiles than private firms. This is important in industries where success requires customers and suppliers to make long-term commitments. For example, software requires training and no manager wants to buy software from a firm that may not be around for future upgrades, improvements, bug fixes, etc. Finally, although it is a bad signal to investors when an entrepreneur sells his own shares, it still makes sense for many entrepreneurs to cash out some of their wealth to diversify or fund further growth.
While going public entails potentially large monetary benefits, associated costs also play a major role. The total costs are comprised of ongoing costs related to being a publicly traded company and one-time costs associated with the IPO itself which may add up to 15-25% of the amount raised. Specifically, ongoing costs result from the need to report timely information to investors and regulators. One-time costs, which are attributable to direct costs (legal, auditing and underwriting fees) and indirect costs (management time invested in the process, and the dilution associated with selling shares at an offering price that is, on average, below the price prevailing in the market shortly after the IPO), reflect the time and financial commitments associated with the IPO process. After the typical IPO, about 40% of the company remains with insiders -- this varies from 1% to 88%, with 20% to 60% being comfortably normal.

The Going Public Process

The human capital resources involved in the process of an IPO include the company’s founders and senior management, the underwriters, and institutional investors. If the company has received venture capital in the early stages of its development, the venture capitalists are often intimately involved in the IPO process as well as the company’s operations. By creating liquidity and market-determined prices for the stock, going public creates the potential for substantial financial rewards for all of the parties involved. Companies issuing stock to the public for the first time typically use what is known as a “firm commitment contract”: the underwriters first commit to bear the risk of the issue by purchasing the shares offered, less an underwriting discount. The underwriters then guarantee to deliver the proceeds of the sale (net of commission) to the issuing company, whether or not the offer is fully subscribed. In the event of weak demand or under-subscription, the underwriters are allowed to sell the remaining shares at a lower price. In the event of strong demand or over-subscription, the underwriters can sell additional shares, called an over-allotment option or “green shoe”, amounting to as much as 15% of the total shares offered. These mechanisms help the company and the investment bank to agree on an offer price that maximizes both parties’ expected returns. While the "firm commitment contract" is common in the US, the parties may agree on an issue under a “best effort contract” in which the investment bank does not guarantee the amount of the offer (more common in volatile markets).
Emerging Market Considerations

In going public, the company is looking for a range of investors.  Long-term investors and large fund managers provide stability to a stock's price.  They tend to buy and sell infrequently, act as a guide to less knowledgeable investors and are not typically affected by the "micro-volatility" (daily fluctuations) of a stock's price.  At the other end of the spectrum, small individual investors and, at the extreme, day traders provide the liquidity necessary.  Ideally, the demographics of a company's stock holders form a bell-curve over this range of investors.

Companies in emerging markets face some additional problems not seen in markets such as the US or England.  The local market may not be large enough to provide the capital sought.  For example, in good periods, the Turkish market could trade $1.5 billion daily and a typical $40-$50 million IPO would represent a minor share of that period’s activity. However, in lower periods, the market might trade only $150 million daily, and an average size IPO would struggle to capture demand. This lack of depth in the Turkish market forced Turkcell, the leading telecommunications company in the country, to do its $1.8 billion IPO in August 2000 through a domestic offer in conjunction with an ADR issue.

Finally, if the company plans to float 25% of the company, they might actually prefer to float 10% - 15% first and then float the rest later once the stock price had increased and they saw some liquidity in the market.  The problem is that the large international investors might consider only 15% to be insignificant and the offering might never gain traction in the market.
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Duke University Fuqua School of Business students Marcelo Bermudez ’01 and Chirs Rowell ‘01 prepared this note as an adjunct to the case study "Probil: Maximizing the Value of an Exit Strategy" February 2001.
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