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A Tale of Going Public 

Introduction 

Let’s say you have started a company: Hogfeed.com. You have invested your life savings in the company—which sells hog feed to farmers over the Internet—and have hit up your relatives for additional money. The business is now up and running, and you are generating about $10 million in sales per year. But you are still losing money, and you desperately want to expand the business before other hog-feed providers jump in and capture the market. 

You have two choices. 

You can call up your local banker and see about a loan. Taking on debt capital, however, raises your risks. The banker will demand interest on the loan, and if you can’t come up with it, the bank will grab your business. Forget that. 

How about option number two? You can sell part of your company to the public in an initial public offering (IPO), thereby raising equity capital. You are essentially taking the investment that you and your relatives made and offering part of it to strangers—your new shareholders. The shares will then trade publicly either in the over-the-counter market or on one of the stock exchanges. (We’ll discuss over-the-counter markets and stock exchanges in future classes.) 

You choose to "go public." Now what?

Becoming a Public Company

Your first step is to contact an investment banking company like Merrill Lynch MER or Goldman Sachs GS. They’ll be happy to take your firm public—for a price. That price can be upwards of 10% of the proceeds from the IPO. That’s quite a cut, and it is the main reason issuing new shares is more expensive than taking out a bank loan. 

You agree, however, to go forward. The next thing you need to do is decide how much of Hogfeed.com you want to offer to the public. Owners usually don’t sell 100% of their firm to the public. Typically the company’s insiders (you and the company’s other officers) hang onto the bulk of the company. Many Internet companies that went public in 1998 and 1999, for example, sold only a fraction of their companies—5% or 10%—in their IPOs. So only 5% or 10% of the total shares actually trade. 

Next, you and the investment bankers will decide on a price. You might decide to take the company public at $20 to $25 a share, depending on how much demand there is for shares. The main job of the investment bank is to stir up interest and get enough big investors interested in the stock to make the IPO a success. Note that the $20 to $25 price is arbitrary. You could have set a lower price and simply sold more shares. Or you could have set a higher price and sold fewer shares. The company can have as many shares as you want; the price will simply adjust based on how many you choose. If you want to have an initial public offering for $100 million, for example, you could decide to sell 1 million shares priced at $100 each, or 10 million shares priced at $10 each. Either way, the offering is still worth $100 million. 

Finally, you choose a ticker symbol, which will uniquely identify your stock from all others being traded. HOG has a nice ring.

Board of Directors

Before going public, you’ll need to talk some people into becoming board members of Hogfeed.com. The board’s duty is to make sure that the managers of the company—the president and other members of top management—keep the interests of the new outside shareholders in mind. A company may have hundreds of thousands of shareholders, and it is very hard for them to get together to influence management or to get their voice heard. It’s the job of the board to act as the shareholders’ representative. 

That’s the theory anyway. In practice, the quality of boards varies widely. Many rubber-stamp whatever top management wants, while only a few act independently and question management’s decisions. 

Reporting Requirements

Thanks to regulations created in the 1930s, publicly traded companies must meet two key requirements. First, before selling stock to the public, they must issue what is called a prospectus, which details the business, the risks of the business, financial results, and how the company plans to use its new money. The investment bank will put this together for you and then use it to shop around the shares, stirring up interested buyers, prior to the IPO. 

Second, after you go public you’ll be required to publish updates on how the business is doing so that your shareholders know what is going on with the company. Hogfeed.com will have to submit an annual report to the Securities and Exchange Commission (SEC) and mail an annual report to shareholders. You’ll publish a smaller report each quarter to keep people updated on the company’s progress. On your Web site, you might even post the annual report for everyone to see, and your SEC filings will be available free at www.sec.gov.

As president of Hogfeed.com, you’ll have to pen a letter every so often to your shareholders. Rather than talking about actual results (which may not have been too good), you’ll do what most presidents do and talk in vague terms about the future, the quality of the employees, and other sun-shiny drivel. Better yet, you’ll hire PR people to write the letter for you.
Annual Meetings

Once a year, you have to give shareholders of Hogfeed the chance to come and listen to your overview of results and ask questions. They’ll also vote on any major corporate moves—new share issuances, mergers, and so forth—and they’ll elect the board of directors. Fortunately for you, most shareholders don’t come to these annual meetings (they may own dozens of stocks, and can’t possibly come to all the meetings), and instead they vote through the mail (known as voting by proxy). And those who vote typically rubber-stamp whatever you and the board propose they do.

Dividends and Extra Capital

If Hogfeed.com ever starts making a profit, you and the board of directors will face the question of whether to pay out any of those profits to shareholders. Do you have a lot of good opportunities to invest in? If so, it makes sense for the company to keep the money and reinvest it on behalf of shareholders. If, on the other hand, you have run out of growth opportunities, then you may want to shell out any excess money to shareholders as dividends. 

Another decision is whether to issue more shares. If you decide to sell more shares, you’ll again approach an investment banker and have what is called a secondary offering. Typically, the board will ask the shareholders to approve an increase in the total number of shares that can be issued. (Shareholders rarely object.) Then the company simply creates new shares and sells those to the public. The new money will then be invested in the business by Hogfeed’s management. 

Now that the company is bigger and more established, it might also be time to reconsider issuing debt. As president, you’ll have to decide on a prudent mix of debt and equity to use to fund your company’s business. Too much debt could put you at the mercy of your bankers.

In Hog Heaven

And so Hogfeed.com coasts along as a successful, publicly traded company. Sure, some shareholders may complain at times: "Why do Hogfeed’s executives get paid so darn much?" "Does Hogfeed really need three corporate jets?" and so forth. And outside shareholders—maybe a mutual-fund manager who owns a lot of Hogfeed’s shares—may occasionally pressure the board of directors to fire you and bring in somebody with brains to run the company. But so far, they have done so without success. 

After all, you manage the company pretty well. Hogfeed.com is profitable, and it pays out excess cash as dividends. You still own a substantial part of the company, so you have a vested interest in making sure the stock price does well. (If it doesn’t, you may receive a takeover bid from a larger rival who wants to buy your company, putting you out of a job.) You may have even talked the board of directors into granting you stock options, so if the stock price goes up you stand to make millions. Life ain’t bad atop Hogfeed.com. 

Quiz ---------------------------------------------------NAME____________________________

There is only one correct answer to each question.

1. Which of the following is not one of the jobs of an investment bank? 

a. To stir up interest in a stock that's going public. 

b. To put together a prospectus for a company that's going public. 

 
c. To pay dividends on behalf of a company. 

2. Which of the following documents are public companies not required to publish? 

a. A prospectus.  

b. An annual report. 

 
c. A weekly letter to shareholders. 

3. Who determines whether a company pays a dividend? 

a. Its board of directors. 

b. The investment bank which took it public. 

c. The Securities and Exchange Commission. 

4. What does it mean when a company has a secondary offering? 

    
a. It's issuing stock to the public for the first time. 

   
b. It's already a public company, but it's issuing more shares. 

   
c. It's borrowing money from the public or a bank.  

5. Which of the following is a true statement? 

    
a. Insiders often hold on to the bulk of a company even after an IPO.  

    
b. Shareholders are forbidden by law from asking questions at a company's annual meeting.  

    
c. The SEC determines the makeup of each company's board of directors. 

ANSWERS 

1. Which of the following is not one of the jobs of an investment bank? 

    
a. To stir up interest in a stock that's going public. 

   
 b. To put together a prospectus for a company that's going public. 

    
c. To pay dividends on behalf of a company. 

C is Correct. Dividends are paid by the company itself, and investment banks have nothing to do with them.

2. Which of the following documents are public companies not required to publish? 

    
a. A prospectus.  

    
b. An annual report. 

c. A weekly letter to shareholders. 

C is Correct. Companies have to file a prospectus before they go public, and annual and quarterly reports thereafter, but nothing on a weekly basis.
3. Who determines whether a company pays a dividend? 

   
a. Its board of directors. 

    
b. The investment bank which took it public. 

    
c. The Securities and Exchange Commission. 

A is Correct. The board of directors makes all the major decisions about how a company uses it's capital, including whether to pay a dividend or issue new shares.
4. What does it mean when a company has a secondary offering? 

    
a. It's issuing stock to the public for the first time. 

    
b. It's already a public company, but it's issuing more shares. 

    
c. It's borrowing money from the public or a bank.

B is Correct. The term secondary offering refers to anytime a company issues new shares after it's initial public offering, or IPO.

5. Which of the following is a true statement? 

    
a. Insiders often hold on to the bulk of a company even after an IPO.  

    
b. Shareholders are forbidden by law from asking questions at a company's annual meeting.  

    
c. The SEC determines the makeup of each company's board of directors. 

A is Correct. In some public companies, insiders retain control 80 to 90 percent of the shares.  

