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			Preface

			Since the first edition of this book was published in 2011, much has changed in the world of initial public offerings. The subdued IPO activity during the financial crisis of 2007–09 picked up after 2011. We saw household names such as Facebook and Alibaba (at least in China) conducting successful and record-breaking IPOs. We now await the IPO of the world’s largest oil company – Saudi Aramco. If this IPO happens, it is expected to be the biggest the world has ever seen or even imagined at $100bn, giving the company a valuation between $1trn and $2trn. 

			Companies have also been trying out new methods of conducting an IPO. In April 2018, Swedish music streaming company Spotify conducted a direct listing on the New York Stock Exchange. A direct listing is quite an unconventional way of conducting an IPO; it bypasses most of the arrangements IPO firms make while preparing for their listing. Spotify was successful in its endeavour but it remains to be seen if others will follow. No matter what the outcome of Saudi Aramco listing plans will be, or if direct listings will become fashionable, IPOs will continue to capture our imagination. 

			In this second edition of the book, I have updated most of the chapters to include information on the developments in the IPO world since 2011. The short case studies in Chapter 2 now include analysis of Facebook’s, Alibaba’s and Royal Mail’s IPOs. All of these were unique in some way. Over the last few years, research on IPOs has shed new light on their performance and survival, and on the role of grey markets and trading around lockup expiry. The format of the IPO prospectus has also changed. A discussion of these developments is now embedded in the appropriate chapters. 

			What this book covers

			This book is about one of the most attractive areas of investment, Initial Public Offerings (IPOs), commonly referred to as new issues. Reducing an IPO to its very basics, it refers to the occasion when a company issues common stock or shares to the public for the first time. The IPO process is also known as going public, flotation and listing, and throughout this book I use these terms interchangeably.

			IPOs have considerable appeal since they allow investors to buy shares in exciting new companies as they make their debut on the stock exchange. In addition, there is the lure of making potentially high returns in a relatively short period of time, as quite often on the first day of trading the share price of these companies closes much higher than the price at which the shares were offered to investors in the IPO.

			The main purpose of the book is to provide information on the mechanics and performance of IPOs. Readers will find information on some fundamental questions related to investment in IPO markets, including the different methods of flotation, how IPOs are priced, and the performance of IPOs in the short and long term. The book also provides some information related to investing in the IPO market, including where to find information and how an IPO prospectus is structured.

			Who this book is for

			This book is for investors, academics and students who want to find out more about how IPOs are arranged and their historic performance. Entrepreneurs and directors of companies planning an IPO will also find this book helpful.

			How this book is structured

			This book is organised into the following chapters:

			
					An Introduction to IPOs: This chapter covers some basic information on going public such as the life cycle of companies, and why and when companies go public. It also discusses how companies prepare for an IPO.

					A History of IPOs: This chapter begins with a discussion of the regulatory and administrative history of UK IPOs at the London Stock Exchange (LSE). A discussion of share trading on LSE follows. The third section of the chapter provides a brief history of IPOs in the UK since 1945. In the last part of the chapter I discuss some high-profile UK and international IPOs.

					Mechanics of IPOs: This chapter looks at the dynamics of an IPO, such as the different methods by which a firm can do an IPO on the LSE and their implications for potential investors. Information is included on how IPOs are priced, how to apply for shares and how share allocations are made in practice. There is also a look at when shares are received by investors and when can they be traded.

					The Performance and Survival of IPOs: This chapter looks at what happens once a company successfully lists on the stock market. When investors buy shares in an IPO firm, they expect healthy profits from their investment. Are their profits really healthy? What happens if the investors decide not to sell their shares in the immediate aftermarket but to hold on to their investments for a longer period of time? Will the IPO firm survive long enough to provide a good return on investment? Questions like these are answered in this chapter using historic and current data on LSE IPOs.

					Investing in IPOs: This chapter looks at where to find information on firms planning an IPO, what the IPO prospectus says about the quality of the firm, and what factors identify good or bad IPO investments.

			

		

	
		
			Chapter 1: An Introduction to IPOs

			In this chapter I start with a discussion of the life cycle of companies and how some of them move towards an IPO. The next section discusses why companies may decide to conduct an IPO, and the potential disadvantages of such a decision. A discussion of how companies prepare for an IPO follows.

			1.1 The life cycle of companies

			Businesses in the private sector are started either as unincorporated or incorporated concerns. Unincorporated businesses fall into two types depending on whether there is a single owner (sole trader) or several owners (partnership). With an unincorporated business there is no legal distinction between the business and its owner(s).

			Incorporated businesses have a separate legal identity from their owners. Of these, the commonest form are companies limited by shares. They can be private or public limited companies. Private limited companies can only sell their shares or debentures privately but public limited companies (PLCs) can raise capital from the public at large through an IPO.

			Both unincorporated and incorporated businesses are initially funded by the founder owners and as these firms grow they need more capital. The owners may first turn to their friends and family when they need additional funds. Later they may borrow from a bank either as a fixed-term loan or through an overdraft facility. When such sources are exhausted, firms may turn towards private equity providers such as business angels and venture capitalists (VCs).

			For those firms which do not have such an option (VCs have preferences for certain types of firms in certain industry sectors), an alternative is to list the company on a stock exchange through an IPO. Even for VC-backed firms, there may come a time when the VC would like to exit the firm in order to capitalise on its investment. On the occasion of such an exit of the VC from a firm, one of two usual methods is used – trade sales or, again, an IPO.

			For any firm to conduct an IPO, it has to be a public limited company (PLC). So if a firm was started as a sole trading firm, it would need to incorporate itself as a PLC before it would be allowed to go public. Figure 1.1 provides an illustration of the situation as described so far for UK private enterprise.

			Figure 1.1 – UK businesses in the private sector
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			Not all companies choose the path of an IPO. In fact, in any country only a small fraction of firms end up doing an IPO. For example, in the UK, of the 2.67m firms registered for VAT and/or PAYE in March 2018, only around 2,200 or so are listed on the London Stock Exchange (LSE).

			1.2 Why companies conduct IPOs

			Companies conduct an IPO for a variety of reasons. For instance, growing companies need capital for expansion. If internal sources such as retained earnings and friends and family, or external sources such as bank loans or private equity, are either unavailable or do not generate sufficient capital then usually the only option left for a firm that needs funding is to conduct an IPO.

			An IPO helps the company in more than one way. Through an IPO a firm can raise capital to finance its current and future capital requirements. A part of this capital can be used to retire debt by paying off overdrafts or loans which are close to maturity. Also, once an IPO has been completed, companies can further raise capital in the future by conducting seasoned equity offerings (called rights issues in the UK). Thirdly, companies that have conducted an IPO can expect to borrow on better terms in the market because of the better transparency surrounding the company’s business and accounts that comes from its listing on the stock exchange.

			Another reason why firms may wish to go public is for employee compensation. A large number of firms believe that by offering employees a formal stake (shares with a market price) in the company, they are offering an incentive to work hard. Share ownership may also help the firm to retain high quality staff. When Moneysupermarket conducted an IPO in July 2007, it offered free shares to its employees. In an interview a spokeswoman for Moneysupermarket said:

			Indeed, one of the core reasons for the flotation is to be able to offer the employee share schemes in respect of listed securities. This will not only allow staff to enjoy the success of the business, but will help to attract and retain employees.1

			The chief executive of Moneysupermarket went on to add:

			Every single member of staff is getting free shares worth a minimum of £3,000. Even a receptionist who has been in the business for two months.2

			A similar theme was attached to the Admiral Group IPO in 2004 in which the employees had an 8% stake. Alastair Lyons, chairman of Admiral, said:

			Flotation is a key stage in the group’s development, enabling us to provide a public market for Admiral shares, increasing the profile of the group and enabling employees to see the benefit of their work.3

			In a recent report, professional services firm Deloitte found that over a quarter of companies doing an IPO in the UK gave free shares to all employees. A partner in the remuneration team at Deloitte commented: 

			Companies listing today are increasingly using the IPO as an opportunity to give shares to all their employees and are not just focussed on senior management. An IPO requires commitment from all employees but provides the opportunity to introduce share plans which motivate the employees during this process. These plans can not only be used to help lock-in key executives and senior management but are also a great way to reward all employees and to share in the value created from a successful IPO.4

			There are strategic advantages that occur once an IPO has been completed. When a firm goes public, its reputation and visibility are enhanced, thus giving it a vital competitive edge over its unlisted competitors. When a firm is private, its operations are usually constrained by limited capital as potential acquirers simply do not know of the firm’s existence. A public listing makes it easier for companies to notice and evaluate the firm for potential mergers or acquisitions.

			Going public also has benefits for a company’s founder owners. A public listing provides a good opportunity for the entrepreneur to sell some of his or her stake in the company so as to consume some of the capital tied up in the business. An IPO is also a chance for the proprietor to reduce the risk of their investment portfolio by diversifying into a wider spread of investments.

			Various benefits of going public are perhaps best illustrated using the example of womenswear retailer Quiz Plc which did an IPO on the LSE in July 2017. In its listing prospectus, the company provided details of the reasons for its going public and the use of IPO proceeds:

			The board believes that admission will be an important step in the group’s development and will assist in achieving its growth and profitability ambitions.

			The board intends to use the gross proceeds from the placing of new shares of £10.6m receivable by the company as follows:

			• approximately £6m on marketing and advertising, and in particular to support the company’s expansion into mainland Europe and the US;

			• approximately £2.0m to fund further capital expenditure and operating costs required to support the company’s continued growth, and in particular, IT infrastructure; and

			• approximately £2.6m on admission expenses, additional working capital and broadening Quiz’s product range.

			In addition, board expects that the placing and admission will provide a public market for the ordinary shares, which will benefit employee shareholders, and will enable the company, if required, to access the capital markets for additional finance to support its strategic objectives.

			The net proceeds of £89.8m from the placing of sale shares receivable by the selling shareholders will enable the selling shareholders who founded Quiz to realise, in part, their investment in the company.5

			Not all reasons why businesses conduct IPOs are of equal importance. In a survey of firms that listed during the early 2000s, LSE found that for 71% of the firms that listed on LSE, the main reason for listing was the need to raise funds for growth. It was found that 11% of the surveyed firms mentioned enhancement of the company’s profile and credibility as the main reason for their listing. A similar percentage mentioned exit of VC investors as the main reason for seeking a stock market flotation. Only 5% of the firms felt that the main reason for an IPO was to provide share options to directors and staff. Another 5% mentioned future acquisitions as the key motive.

			When looking at an IPO, it is important to check what the raised funds will be used for – at different times it might be best for companies to use capital in certain ways. For example, at times when the wider economy is contracting (as during the credit crunch and falling stock markets of 2007–09), investors may not wish to invest in an IPO firm that has no good plans for growth and instead intends to use most of the cash raised from the IPO to pay its debt.

			IPO companies that are a management buyout (MBO), or firms which have had VC backing, usually borrow money to pay a dividend to pre-IPO shareholders such as the VCs, buyout firms and banks. This borrowed money is then repaid using the proceeds of the IPO. An example of such a case is Verso Paper, which did an IPO on NYSE in May 2008. Verso mentioned in its listing prospectus that almost 99% of the proceeds of the IPO would be used to pay the debt incurred in making payments to its equity holders.

			Similarly, RHI Entertainment, which went public on NASDAQ in June 2008, also used the funds raised to repay debt. Verso Paper and RHI Entertainment have both been poor performers when compared with other IPOs. On the first day of trading, shares of Verso Paper closed nearly 17% below their offer price. In early January 2011, Verso’s shares were trading nearly 70% below the offer price. Eventually its share price recovered; by early 2018, Verso was trading above the offer price of $12. RHI had problems in finding buyers for its IPO shares and its offer price was set below the expected range.

			If a firm says that it is planning to use most of its proceeds from an IPO to retire debt then close attention should be paid to the company’s financial data, its business plan (once the issue proceeds have been used to pay off the debt) and the overall growth prospects for the firm’s industry. There is more discussion on this in Chapter 5.

			A note on primary and secondary shares

			In an IPO a business will typically sell two types of shares: primary and secondary. Technically there is no difference between these two types of shares. The difference only lies in their source.

			Though the financial requirements of the business are a strong motivation for going public, the sale of existing shares (secondary shares, owned by the owners of the business) does not affect the business financially – the proceeds from the sale of secondary shares go only to the owners of the shares. It is only the sale of newly created shares (primary shares) that bring money to the firm’s accounts at the time of the IPO. As stated, most IPOs offer a mix of both primary and secondary shares.

			It is important to note that this combination of primary and secondary shares differs from market to market. Jenkinson and Ljungqvist report that 67% of Portuguese IPOs involve shares sold by insiders in the business only, while for Germany the proportion is 23%.6 This means that in nearly seven out of ten IPOs in Portugal (and two out of ten in Germany) the IPO is only done in order for the entrepreneur to exit (or partially exit) from the firm. In these cases no money is raised on behalf of the firm as all the shares that are sold are secondary.

			By contrast, 98% of US IPOs involve at least some primary equity while 56% sell only primary equities. The average split between primary and secondary equity of the US is 85% and 15% respectively. For the UK market, Brennan and Franks report the split between primary and secondary equity to be around 54% and 46%.7 In Finland 73% of equity sold in IPOs is primary.

			The mix of primary and secondary shares being sold by a firm in an IPO is usually mentioned in the listing prospectus and can be revealing. For example, if all the shares on sale only come from the existing owners – they are all secondary shares – this would be alarming as it would signal a cash in and run from the owners.

			Disadvantages of IPOs

			There are disadvantages to going public, as well as benefits. When firms do an IPO, they have to adhere to strict transparency rules covering information about the company. Various aspects of the management, such as the board structure, directors’ remuneration and insider dealings come under public scrutiny. Further, the listed company has to adhere to continuing obligations once it is listed in that it has to disclose price sensitive information and has to regularly file reports with the financial regulators and the stock  exchange.

			All this costs money and time, and it also provides vital strategic information to the firm’s competitors. In the LSE survey of the early 2000s mentioned above, nearly all the surveyed companies identified certain drawbacks to being listed on the stock exchange. Primary amongst these drawbacks (with 61% of companies citing it) was the need for additional reporting and its associated costs. In addition, nearly 34% of firms were concerned about the volatility of their share price.

			Thinking more broadly about the downsides of an IPO, one of the main outcomes is that the management becomes separate from ownership. The owners of the firm appoint the board of directors who in turn appoint managers who run the firm on a day-to-day basis. This may lead to managerial short-sightedness in that the managers systematically reject good investment opportunities with long time horizons. Going public may also bring out problems associated with the classic principal-agent conflict, in that not all the decisions taken by the management are in the interests of the owners of the firm.

			A further consideration is that while going public increases the visibility of a firm meaning mergers are more likely, it does also open up the possibility of a hostile takeover where the owners of the firm may lose control of their business.

			Finally, conducting an IPO is not cheap. As Table 1.1 shows, for firms conducting small IPOs at the LSE the total costs could be around 11% of the total funds raised. In other words, for every £1 raised in the IPO the firm pays out around 11p as a cost. However, there are economies of scale as the size
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					Incorporation: The company must be incorporated. This means that UK companies should be a PLC at the time of application.

					Accounts: The company must publish audited accounts that cover a three-year period. The period for which the audited accounts are submitted and the planned flotation should not be more than six months apart.

					Track record: The company must have carried on as an independent business in the three-year period covered by the audited accounts submitted. Also, if the company has made a large number of acquisitions in the three years up to listing then it must show that these firms have a suitable track record as well.

					Directors: The company’s directors must demonstrate a collective experience and expertise to run the business and must be free of conflicts of interest.

					Working capital: The company must be able to demonstrate that it has a sufficient working capital to meet current and projected requirements (taking into account the flotation proceeds) for at least the next 12 months. This requirement is only for companies seeking a Premium Listing.

					Independent operations: The company must be able to carry on its business independently and at arm’s length from any shareholders with a 30% or more interest in the company.

					Shares in public hands: As a result of listing at least 25% of the shares must be in public hands (public float). The UKLA sometimes allows companies with large market capitalisations to have a free float smaller than 25%.

					Market capitalisation: The expected aggregate market value of all securities to be listed must be at least £700,000.

			

			
			
			
			
					Sponsor

					Corporate broker (book runner)

					Accountant

					Lawyers

					Registrars

					Other advisers, including PR consultants and chartered surveyors

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			

			
				
					
				

				
					
				

				
					
				

				
					
				

				
					
				

				
					
				

				
					
				

				
					
				

				
					
				

				
					
				

			

		

	OEBPS/image/Fig1.2_ver3-2018.jpg
United Kingdorn Listing Authority
(UKLA] adrmits securites to the
Officel List

London Stock Exchange admits
securities to trading on the
Main Market

Official List notice issued to the
market

Admission to trading notice issued to
the market






OEBPS/image/Fig1.1_ver2.jpg
Business in the private

sector

Unincorporated

!—‘—\

Incorporated

!—‘—\

Sole trader

Partnership

Private limited
company

public limited company

Initial public offering
(IPO)






OEBPS/image/IPOs-ebook-front.jpg
THE MECHANICS AND PERFORMANCE OF

\E
mﬂ s

ReviseD <= uppaTeD 2ND EDITION





