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16010. Introduction
   The phrase "going public" denotes the process by which the securities of a privately owned company are sold to the public, as a result of which the company becomes publicly owned. The securities sold may be those belonging to the owners of the company, in which event the owners receive the proceeds (a "secondary offering"). On the other hand, the company may sell unissued shares to raise additional capital, in which case the company will receive the proceeds (a "primary offering"). Sometimes the offering may be a combination, partly for the account of shareholders and partly for the account of the company.
16020. Reasons for "Going Public"
   Companies decide to "go public" for many different reasons. Some of these reasons follow:
   Diversification by Owner. If the owner of a business has all or most of his or her wealth invested in the business, "going public" is one means by which he or she can sell part of the holdings and diversify. Often the owner will sell only a portion of his or her holdings and retain enough to keep control of the business.
   Tax Planning. The owner of a business may be facing estate-planning problems. In the event of death, shares in the company may have to be disposed of by executors in order to provide funds for estate taxes; or the owner may want to dispose of a portion of the holdings during his or her lifetime in order to be in a more liquid position. Such a disposition is easier when there is an established market for the securities of the company. Also, when a company's shares are widely owned by the public, the problem of setting a value for estate tax purposes is minimized. 
   Liquidity. It is easier for the owner of the business or any other shareholder to borrow money with collateral consisting of securities that have an established market than with securities having no market. 
   Access to Long-Term Capital. While it is privately owned, a company may be severely restricted in its sources of capital. For the most part, the company expands by reinvesting its undistributed earnings or by looking to its owners for additional capital funds. The company can also look to banks and institutional lenders. For long-term or permanent capital, however, the company may decide its interests are best served by the sale of its securities to the public through underwriters. Furthermore, once the company and its securities are known to the investing public, succeeding issues of the company-assuming no adverse change in its affairs-become easier to market. Lending institutions often prefer borrowers that are publicly owned, since the market represents a potential source of additional equity capital. In the long run, becoming publicly owned may have a beneficial effect on the company's credit position.
   Subsequent Capital Needs. If a substantial block of securities is to be sold to the public by the owner of a business, the securities generally must be registered under the 1933 Act before they may be offered to the public. Once the company and its securities have gone through the SEC's registration process, succeeding issues will ordinarily be processed by the same group in the SEC. This procedure usually results in a reduction of the time required before the securities actually reach the market. Registered companies may also avail themselves of simplified filing forms when offering additional securities. 
   Expansion Through Business Combinations. When the company's securities have an established market, it is easier to negotiate mergers or acquisitions with other companies without using the company's cash resources. When privately owned or closely held companies want to merge, there is little they can do to demonstrate the value of the company except to exhibit their financial statements. With publicly held shares, there is less room for argument about the value of those shares, since the newspaper listings of quotations show the value that the investing public places on the shares. Other things being equal, the owners of a private company are often more interested in merging with a public company than with another private company because the shareholders may prefer to exchange their holdings for a marketable security. 
   Employee Benefit Plans and Incentives. When a company is publicly owned, it is possible to establish stock compensation arrangements that will serve as an inducement to attract and keep personnel. Stock option plans, for example, may be more attractive to officers and other key personnel than generous salary arrangements. These plans provide employees with a sense of ownership and the opportunity to share in corporate growth via stock price appreciation in a tax-advantaged manner.
   Prestige and Public Awareness of Business. Every shareholder is a potential customer. Thus, the company often benefits when its shares are owned by the public, especially if the company sells a consumer product or service. The more widespread the distribution of shares, the greater the public's awareness of the company's products or services.
16030. Disadvantages of "Going Public"
   There are some significant disadvantages associated with "going public," and the owners of a business should consider them before making a decision:
   Lack of Operating Confidentiality. The registration statement and subsequent reports to shareholders require disclosure of many facets of the company's business, operations, and finances that may never before have been known by competitors and others outside the company. Some particularly sensitive areas of disclosure are the compensation of executive officers and directors; the interests of insiders in certain transactions; the security holdings of officers, directors, and controlling stockholders; details regarding option plans and deferred compensation plans; complete financial information, including sales, costs of sales, gross profit, net income, cash flows, and segment disclosures.
   Lack of Business Flexibility. Prior to "going public," the owner of the business can operate it independently. He or she can take risks, secure in the knowledge that it is only their money that is at stake. Once the company becomes publicly owned, the owner acquires as many partners as he or she has shareholders, and the owner will be accountable to them. This may have a bearing on the risks that the business is able to take. An individual is often willing to risk his or her own capital-but not a partner's-in a new venture. Furthermore, the ability to act quickly may be lost if a decision on a new venture is one that requires a vote of shareholders.
   Initial Costs of Offering. The process of "going public" is expensive and time-consuming. The preparation of the registration document is a complicated process that occupies the time of many important people within the organization and several outside experts. Ordinarily, the documents must pass critical review by two sets of lawyers, and ordinarily the financial statements must be audited by an independent public accountant. The printing bill alone in an undertaking of this kind is often substantial.
   Cost of Public Reporting. After "going public," most companies become subject to the SEC's periodic reporting requirements, which are designed to keep the information in the registration statement up to date. These periodic reporting requirements are discussed in section 19500 of this manual.
   SEC 8-K.
   Demand for Dividends. The owner of a private company may have declared dividends sporadically, depending on personal needs and in consideration of the sections of the Internal Revenue Code dealing with unreasonable accumulations of earnings. As a publicly owned company, however, the company may have to adopt a more regular dividend policy. 
   Public investors in the enterprise are entitled to look for a return on their investment. A dividend omission is apt to have a significant effect, not only on that return, but also on the market value of the investment itself. Thus, there is pressure on the directors of publicly owned companies to declare dividends. This type of pressure may not occur in a privately owned company.
   Restrictions on Management. After the public offering, the officers, directors, and principal holders of the company's equity securities will, in all probability, become subject to the insider trading provisions in Section 16 of the 1934 Act. Such persons (officers, directors, and principal shareholders) must exercise caution in trading in the company's equity securities. Gains realized by them in closed transactions (purchase and sale or sale and purchase) within a six-month period may be recoverable by the company. The restrictions on management apply not only to management but also to others who are provided information by management.
   Possible Loss of Management Control. If a sufficiently large proportion of the shares are sold to the public, insiders may eventually lose control of the company. While the shares initially may be held widely enough to permit control with less than a majority of the voting stock, transfer of ownership of such shares to third parties could result in significant dilution of management control.
   Pressure for Short-Term Performance. In a private company, the business owner/manager is free to operate independently; however, once the company becomes publicly owned, the owner acquires as many partners as the company has shareholders, and is accountable to them. Shareholders expect steady growth in areas such as sales, profits, market share, product innovation and ultimately in the stock price. Thus, in a publicly held company, management is often under pressure to achieve short-term profits in ways which may be at variance with long-term goals and results. Further, the inability to meet analysts' expectations of short-term earnings can dramatically reduce the marketplace's valuation of a company.
16040. Ultimate Decision
   The decision to go public requires in-depth analysis. Although going public offers many attractive advantages, it also has many disadvantages to be weighed carefully. Once the decision is made, it is time-consuming and costly to retreat to nonpublic status. The final decision rests with the owners of the business.
  

 

