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Promoting Efficiency in the European
IPO Model

“The key objectives
of our proposed
changes to the
European IPO
model are to make
the process more
efficient and to
increase the speed
at which IPOs
can be brought to
market.”

Leading participants in the European equity capital markets have raised
concerns about the health and stability of the initial public offering, or IPO,
model in Europe. Beginning with the Blackrock letter sent to investment
banks in May 2011, and publicly echoed in January 2013 by Legal & General
Investment Management, among others, institutional IPO investors have
identified reasons why, in their view, the European IPO market remains
depressed, including aggressive IPO pricing, limited access to management,
excessively large IPO syndicates and inefficient underwriting fee structures.
The global investment banks have identified other challenges, including
unrealistic pricing expectations and large first-day trading volumes linked to
short-term profit taking, and privately expressed dissatisfaction with the size
of underwriting syndicates and fee income relative to resource commitment.
While the causes of the weakened state of the IPO model in Europe are many
and differ based on the point of view of the commenting party, what is clear is
that sellers, buyers and advisors all have concerns and that fewer companies
are successfully completing IPOs in Europe. At a time of general, though
volatile, stock market gains across Europe, along with significant and increasing
pressure on private equity firms to realise the value of their assets, it may be
time to reconsider the IPO model.
Over the last decade or two, the IPO process in Europe had grown more
complex and time consuming. The traditional approach, which is still the
mandated method in the United States, is that the offering is marketed based
on the prospectus and the management slide show presentation, referred to
as the road show. Over time, in the European model, additional marketing
methods and documents have been added to the process. Initially, it was predeal equity research, with management delivering a presentation to analysts
from the syndicate banks, who in turn produced pre-deal research reports.
The scope of the analyst presentation and resulting research expanded over
time and now requires significant time commitments from everyone involved.
Subsequently, and initially designed as a means to gauge investor interest
and get a steer early in the process, selected investors were approached with
a limited “pilot fishing” presentation. More recently, in response to investor
requests for additional information earlier in the process, “investor education”
presentations have grown in size and significance. Thus, a European IPO today
typically consists of three separate and often equally burdensome work streams:
(1) prospectus drafting and related due diligence; (2) preparing the analyst
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presentation, interacting with the analysts and reviewing draft pre-deal research;
and (3) delivering presentations as part of the investor education process. Add to
this the search for and potential negotiations with cornerstone investors, or a full
trade sale as part of a dual-track process, and you can see why management may
lose focus on the business at a time when doing so could be very harmful to the
soon-to-be public company.
Aside from issues linked to deal pricing and fee structures, which others are more
qualified to address, as legal practitioners in this area, we believe there are several
changes that can be made to improve the current European IPO model. Our key
objectives are to make the process more efficient and to increase the speed at which
IPOs can be brought to market, while improving investor access to management and
increasing the focus on the core disclosure document, the prospectus. We believe
these proposals, if implemented, would both stimulate owner interest in selling and
investor trust in investing, and could be implemented without significant adjustment
to the current regulatory framework.

What do we propose?
• Give investors additional access to management and time with the prospectus:
We understand that investors desire greater access to management and more
time to review the prospectus. While access to management must be controlled,
and while there are timing issues that will limit when a prospectus can be
distributed to investors, both of these objectives can be satisfied. If done right,
the investor education materials will be substantially the same as the roadshow
materials. Further, we support the idea of giving investors additional time with
the prospectus, which could be achieved by sharing a near final prospectus, often
called a “pink herring,” with key institutional investors.
• Pre-deal research — a thing of the past? Pre-deal research, which even postJOBS Act is not a feature of IPOs in the United States, consumes substantial time
and resources in a European IPO. For the company’s management, preparing
the analyst presentation, engaging with syndicate analysts, and reviewing and
commenting on the research reports requires significant additional time, and
the demands can be extraordinary when there are multiple syndicate banks
producing pre-deal research. Yet we understand that some of the largest and
most sophisticated institutional investors, presumably the same investors that are
key in the pricing process, have stated that they essentially read pre-deal equity
research for background and industry information, but pay little or no attention to
the valuation methods or metrics applied. If this is true, and in particular in view
of the expanded scope and significance of investor education, do the benefits
of pre-deal equity research really justify the burdens involved? Is it not time to
forego pre-deal research in Europe, while allowing the analyst, as in the United
States, to engage with his/her clients using independently produced materials?
• Reduce the size of underwriting syndicates: As legal practitioners, we believe
that IPOs are more efficiently brought to market by small underwriting
syndicates. Expanded syndicates, with more than two lead banks and several
joint bookrunners (as well as multiple other banks appointed as co-managers
or in other roles), adversely affect the efficiency of the process. Our investment
banking clients suggest that except in very large transactions or unique
situations, large syndicates are not required for efficient and effective distribution.
• Reduce the free float requirement for companies seeking to list on regulated
markets: Currently, many European stock exchanges require that at least 25
percent of the shares of a listed company be freely tradable. At a time when many
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sponsor-owned portfolio companies may be valued below book, a reduced free
float requirement may facilitate exits. In such a “partial” exit, control would be
retained and thus a strategic sale at a control premium may still be an option. We
leave it to ECM bankers to comment more specifically on the potential impact of
reduced stock liquidity and potential overhang on pricing. However, a sponsor
presumably would be more willing to accept a discounted IPO price on a sale of
a small percentage of the company’s stock as the sponsor would retain the upside
from share price growth on a significant portion of its holding. Generally, sellers
need to accept the notion that the IPO price should be the lowest price at which
the issuer’s shares ever trade.
• Engage counsel and auditors earlier in the process: When underwriters are
engaged and the IPO process formally initiated, it is not uncommon for a series
of rather basic structuring and procedural matters to cause substantial delay.
Owners, including sponsors, and IPO issuers should retain counsel and auditors
much earlier in the process. This would allow the issuer’s deal team to efficiently
address matters such as the completion of necessary audits, the analysis and
resolution of core corporate governance issues and the preparation of substantial
parts of the prospectus, before the underwriters are selected or the process begins
in earnest. This would substantially reduce the amount of time between IPO
kick-off and launch, while allowing the underwriters more time to conduct due
diligence, develop the equity story and communicate with investors.
The proposals above are by no means earth shattering, and many of these ideas
have been discussed among practitioners for years. The only rule change required
relates to the lower free float. If stock exchanges act in this regard, and if
underwriters get comfortable with liquidity concerns and advise their clients that
an efficient process with speed to market is favoured over hundreds of pages of
additional marketing materials, then the remaining changes can be fairly easily
implemented by experienced ECM professionals.
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If you have any questions about this Client Alert, please contact one of the authors
listed below or the Latham attorney with whom you normally consult:
Olof Clausson
+44.20.7710.1056
olof.clausson@lw.com
London
David Boles
+44.20.7710.1872
david.boles@lw.com
London

Client Alert is published by Latham & Watkins as a news reporting service to clients
and other friends. The information contained in this publication should not be
construed as legal advice. Should further analysis or explanation of the subject
matter be required, please contact the attorney with whom you normally consult. A
complete list of our Client Alerts can be found on our website at www.lw.com.
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