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Making the Decision

Your business is a success, future growth looks
strong, and you're considering your next move

— taking your company public and gaining access
to the capital markets.

Every company founder has a dream. The years of
personal investment, time, and energy poured into

an enterprise are usually aimed toward a key goal.
Over time, however, business and personal objectives
can change. You may now be at the point where you
need capital to expand your business. Or, after years
of commitment and hard work, you would like to

draw in some personal liquidity for yourself and your
family. In these instances, taking your company public
may be the right course to follow.

But before making that leap, you should seek out the
advice of a trusted professional to help you weigh
both the merits and the drawbacks of your decision.

At BDO Dunwoody, our financial advisors can
determine whether a public offering is feasible for
your company, or even desirable under current
circumstances. We can also help you explore other
financing options outside of going public — such as
bank loans, private placements of debt or equity, or
venture capital.

This guide is an introduction into going public and
accessing capital in Canada by way of an initial public
offering (IPO). Through it, we hope to provide you
with the information required in deciding whether
going public is the right choice for you and your
company.

Weighing the Key Factors

The opportunities for public companies to maximize
the equity holding of the founders and to use the
equity base for subsequent public offerings and bank
borrowings are impressive. However, there are also
certain disadvantages associated with becoming a
public company. This section describes some of the
advantages and disadvantages typically encountered
throughout the process.

What are the Advantages?
Stronger financial base

The greatest benefit of an initial public offering is

the substantial capital it can bring into a company.
With this new capital base, a company can achieve
immediate and long-term goals such as the expansion
of product lines, entering new business engagements
or acquiring new entities.

Better financing prospects

Equity raised through an IPO can assist a company
in obtaining debt financing and acquiring additional
equity capital through subsequent offerings. Any
further stock issues can be mollified by its existing
market presence as well as the performance record of
company shares.

Stronger position for acquisitions

Publicly traded stocks can be used in lieu of cash
if and when a company decides to acquire another
company. It is important to note that a stock deal,
in some cases, may be more lucrative than a cash
transaction once tax considerations have been
accounted for.

Competitive executive compensation

A variety of stock options or purchase plans can
attract and retain talented managers who typically
find the marketability and potential appreciation of
publicly traded shares appealing.

Prospect of liquid personal wealth

Going public can greatly raise the value of a company.
As a result, investments in publicly traded securities
increase the liquidity of company shares, but remain
subject to certain resale limitations imposed by the
Provincial Securities Acts and Regulations.

Establish a market for existing shareholders

Going public provides existing shareholders

an efficient way to trade shares in a regulated
environment. Shareholders can, and normally do
receive a better value-offering as opposed to a private
sale. It also provides an exit strategy for early-stage
investors.
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Increased prestige for the company and
management

The status associated with being a public company
is widely recognized as an important credential by
lenders, investors, suppliers, and customers.

What are the Disadvantages?
Requirement for public disclosure

Public companies are required to disclose timely,
continuous reporting of pertinent information such
as financial results of operations, executive compen-
sation, share transactions of insiders and material
corporate changes. This may also include strategic
plans that might materially affect the price of the
company’s shares, such as proposed acquisitions and
restructuring plans. Furthermore, disclosure require-
ments also cover related party transactions, such as
leases and property sales.

Pressure to maintain performance

As part of continuous disclosure requirements,
companies in the capital market sector must issue
quarterly earnings reports. Since share prices are
generally based on a company’s recent results and
prospects, management is under intense pressure
to maintain steady growth in earnings. This occasion-
ally leads to short-range decisions that conflict with
sound long-range strategies. A prime example would
be when a company may forego a needed research
and development (R&D) project because of the
resulting charge to earnings.

Market volatility

It is important to bear in mind that a public
company’s value is vulnerable to external economic
factors and overall stock market fluctuations — forces
which it has no control over.

Accountability of Management

Public company management can often be constricted
when making important decisions, as it must answer
to its shareholders, board of directors and financial
analysts.

Enhanced responsibility for the
Board of Directors

Board members in public companies are accountable
to public shareholders and key management. Thus,
directors must protect shareholder interests as they
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are legally responsible for disclosing information
in regards to company operations.

Costs

The cost of going public can be substantial. The
total cost of an IPO varies widely — often running
into several hundred thousand dollars. The costs
don’t stop once the company has achieved its public
company status.

The type of fees incurred at the preparation and filing
stages include:

e Underwriting fees which typically are the most
significant costs — commissions and out-of-pocket
expenses to the underwriters. These normally
range from five per cent to seven per cent of the
offering price but, could reach upwards of ten
per cent for smaller or more speculative issues.

In addition, some underwriters will negotiate
for warrants to purchase a company’s shares,
usually exercisable at approximately the public
offering price.

e Legal fees to ensure the proper structure is in
place, drafting of the prospectus, due diligence
calls and advising management on various
matters that may arise during the process.

e Audit fees for the audit of the company’s financial
statements, especially if no audit has been
performed in the past or if there have been
significant acquisitions. It also includes costs
for the auditor’'s involvement in the prospectus,
including review of the document, preparation of
consent and comfort letters, review of comment
letters from the securities commission and
attendance at due diligence calls.

e Printing fees to type the prospectus can be
costly depending on the length of the document,
formatting and various revisions which may be
required.

e Translation fees which are required for companies
filing in Quebec must have a French version of the
document. This would also increase the printing
fees as the French version would also have to be
printed and formatted.

Other substantial costs include directors’ fees to
ensure a strong independent board, director and
officer liability insurance, listing fees, registrar fees,
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filing fees, travel costs as well as various other out of
pocket expenses.

Ongoing costs after the company has gone public
include:

e expenses for continuous disclosure as the
company will have to file quarterly and annual
reports as well as various other filing require-
ments with the securities commissions;

e expenses for corporate governance and investor
relations;

e expenses for legal, audit and accounting fees;

e expense of proxy solicitation and annual report
preparation;

e expenses for expanding the internal accounting
system to generate the appropriate information;

e expenses for consultants may be required for
valuations or assistance with internal control
documentation; and

e competitive salaries to strengthen the
management team.

Time

An IPO is time consuming and additional hours are
also required solely to meet the ongoing demands of
running a public company.

Loss of personal benefits

Benefits previously enjoyed by a private company may
disappear once it goes public. For instance, to avoid
any perception that insiders are being favoured at the
company’s expense, business with related companies
may be reduced, and relatives may be removed from
the payroll. Certain tax advantages private companies
enjoy can also be lost in the move to going public.

Restrictions on share transfers

Public companies can face a variety of trade restric-
tions which restrict the sale of unregistered shares
and prohibit trading on inside information.

Potential loss of control

Once public, an owner can lose control of his or her
company if more than 50 per cent of their shares

are sold to the public. It is important to note that
secondary offerings or shares issued for acquisitions
can further reduce ownership percentage.

Will My Public Offering
Succeed?

Once the decision to go public has been agreed
upon, the next key question to ask is: Will the offering
succeed? The following factors can affect a company’s
chances for success:

Timing of offering

The climate for the IPO can fluctuate dramatically,
both long and short term. Advisors will help to review
such mitigating factors as the favourability of market
conditions, the company’s position in its industry, the
company’s infrastructure and its ability to meet the
demands of the capital markets.

Size of offering

The size of the offering is determined by what the
business is worth and what percentage is to be sold
to the public. Consideration should be given to how
much the marketplace can absorb, as well as the
percentage of the business the owner wishes to sell.

Price of shares

The offering price is determined through negotiations
with the underwriter and is based primarily on the
following:

e A company’s price/earnings ratio in comparison to
others in the industry

e Evaluation of future prospects
e The strength of the management team
e The quality of earnings

Please note that underpinning all these factors are
current market conditions.

Is Entering the Capital
Markets the Right Decision?

Once the advance work for an IPO is complete, a
clear and thorough understanding of what the entire
process entails is still required — from the preliminary
stages, to life as a public company.

The balance of this guide is dedicated to clarifying
what is involved throughout this rigorous process and
aims to assist owners in making the decision to enter
the capital markets with confidence.
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Getting Ready

To prepare a company for life as a public company, a

BDO Dunwoody LLP

comprehensive business plan must be implemented.
A meticulous plan provides a road map for the route
a company should travel in order to achieve strategic
goals and objectives. A good business plan should
describe:

e The industry sector

e The company

e Company goals

e Sales, marketing and operations plans

e Corporate structure including key management
and board of directors

e Risk assessment and financial information such as
how much capital is needed, financial statements
and forecasts

A clear understanding of the company and its market
vision are critical in attracting potential investors.
For a successful IPO and continued market strength,
a company must have a positive image with the
financial community and business media. A strategic
public relations program should be developed and
implemented in the early stages of this process, as
name and brand recognition take time to develop.

The corporate structure must have:

* A management team that will appeal to the
investing public:

1. 1Itis imperative that the management
team conducts itself with professionalism.
Individuals with related industry experience
are essential. Subsequently, family members
without the proper credentials are not
suitable.

2. The team should have depth. Key
management areas must be adequately
covered. One entrepreneur is not enough to
run an entire business.

3. Finally, management should be sensitive
to shareholders’ goals and expectations;

they should be able to intuit how business
decisions will be viewed by investors.

¢ Asensible executive compensation program
designed to attract and retain executives, while
avoiding any sign of over-compensation or
favouritism.

Financial advisors and legal advisors, who have A
experience with similar companies, can advise on

the structure of compensation packages based

on a broad knowledge of the tax, financial and

business implications of various strategies.

e A strong board of directors and audit
committee with a broad range of expertise — an
invaluable asset for any company.

¢ Clearly documented related-party dealings with
the arrangements and transactions the company
has with its affiliates. This includes officers,
directors and/or major shareholders and must be
disclosed in the prospectus.

Financial information will require past audited
financial statements — usually from the last three
years — to be disclosed. Please note that preparing
these just prior to going public can be time-
consuming, costly, and sometimes impossible
because information is missing or earlier statements
were not audited. This can lead to costly delays or
even termination of the entire offering. Bringing in

a qualified independent auditor and enlisting the
services of qualified legal advisors as soon as the
process of going public has begun is the best course
of action to undertake.
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Assembling the Team

The IPO team is comprised of a group of qualified
professionals — financial and legal advisors, and the
underwriter. In the lead-up to the offering, an owner
will spend more time with this group of people than
with his or her own family and friends. Therefore, it is
critical all participants share a high level of trust and
strong communication in order to accomplish the
IPO’s objectives.

The IPO’s four major objectives are to:
e Complete the process without major delay

e Complete the time offering to ensure it reaches
the market at the most opportune moment

e Obtain the best price

e Establish a strong market for the shares after
the IPO

Selecting Your Financial and
Legal Advisors

BDO’s financial advisors are experienced in public
offerings. With regards to legal matters, BDO can refer
you to law firms which specialize in the technical and
legal requirements of initial securities filings, as well
as subsequent reporting. Legal advisors can evaluate
whether a company’s corporate agreements — such as
by-laws — are appropriate for a company wishing to
enter the capital market structure.

Choosing the Underwriter

BDO financial advisors can secure a respected
underwriter, one of the most important elements

of a successful offering. The underwriter will assist
with preparing the offering, create a market for the
company’s shares, provide support in the “after-
market” to ensure share prices remain strong and
keep an owner informed of how the industry his or her
company serves is perceived by the market.

The underwriter must know the company’s respective
industry and have handled IPOs for similar
companies. The underwriter is the primary source of
advice on marketing and pricing shares, and decides
when to approach the market.

What the Underwriter Will
Look For

The lead underwriter, who closely studies a company
before agreeing to usher it into the capital market,
will examine:

e the health of the company’s industry, the quality
of its products, and the strength of its market
position and potential for growth;

e the company’s earnings record and prospects for
future growth;

e the experience and leadership of the current
management team and board of directors;

e the company’s sources of supply and distribu-
tion channels, as well as types and number of
customers;

o the stability of the company’s financial position,
including its capital structure and asset
utilization; and

e the company’s reputation with customers,
suppliers, and competitors.

In conducting a company assessment, the underwriter
interviews top management, independent auditors
and lawyers. Because the underwriter assumes
substantial risk in taking a company public, expect a
reasonable amount of skepticism on their part during
this investigation.

From a marketing perspective, underwriters prefer
that the IPO consists primarily of newly issued shares,
with proceeds going to the company. Concerns on
behalf of the underwriter will arise if existing share-
holders intend to sell a significant portion of their
shares in the offering; it may create a perception
suggesting they lack faith in the company.

7 www.bdo.ca



Types of Underwriting
Arrangements

Once an underwriter has been selected, a letter of
intent is drafted outlining the detailed terms of the
underwriting agreement including, but not limited

to compensation and estimated price. It may also
require a company’s independent auditors to perform
a variety of special procedures for the benefit of the
underwriter. Therefore, the letter should be reviewed
by both BDO financial advisors and legal advisors.
The final agreement is typically not signed until just
prior to the shares being listed for sale. Although
rarely exercised, the underwriter has the right to back
out if the stock market declines or, the company’s
fortunes change.

There are two types of underwriting arrangements:

¢ firm commitment, also referred to as a “bought
deal”, where the underwriter agrees to buy all the
shares offered — at their own risk — and resell them
to the public;

¢ Dbest efforts agreement, where the underwriter
has no obligation to purchase any shares the
public does not buy.

In a best efforts offering, the underwriter may agree
that if all or a minimum number of shares are not
sold, the offering will be cancelled. From a company
standpoint, the firm commitment is the most
desirable arrangement. However, in initial offerings, a
best efforts agreement is most common.

Once the team has been assembled, the preparation
of the prospectus can begin. A prospectus is the
principal document required by provincial securities
regulation in an IPO. The basic principle governing
prospectus requirements is that “full, true and

plain disclosure of all material facts relating to the
securities offered” must be made so a prospective
investor can make an informed and intelligent
decision.
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The Prospectus

A company has successfully entered the capital
markets when the Provincial Securities Regulator
permits it to sell securities by means of a prospectus.
The process is complex and often exasperating. The
first organizational meeting between a company
owner and the IPO team, to the day the company’s
securities can be sold to the public, can take
anywhere from two to six months.

This section provides an overview of what is to be
expected during the process.

Going Public Process

investment funds can flow to business enterprises
from a wide range of sources.

Regulators can bar the sale of securities if fraud or
misrepresentation is involved, but will not refuse

to clear an IPO solely because it might be a poor
investment. The underlying philosophy of securities
regulation is “buyer beware”. That said, the review
process is designed to ensure the buyer has all the
material information necessary to make an informed

investment decision.

Stage Draft Filing Provincial File Final Closing and Listing
Preliminary of Preliminary Securities Prospectus Settlement
Prospectus Prospectus Regulator
Review
Company Preparation of financial statements, prospectus, * Investor * Receive » Company is
marketing documents, meetings with legal counsel, Presentations cheque public
_meetln%s with auditors, me_etmgs with :pderwrlters, « Institutional
interna manag(?:ment meetlngsf, respon |Ing to One-on-One
prospectus review comments from regulator Meetings
* Pricing
Auditor Auditor work on year-end financial statements, pro forma financial
statements, interim statements, significant acquisitions and comfort/
consent letters, review of prospectus
Lawyer Ongoing legal work, drafting and updating the prospectus, company
organizational structure, drafting various agreements (acquisitions,
employment, stock option plans, etc.)
Underwriter | Due diligence by underwriters, including formal review sessions with
management, counsel and auditors

P?‘O?)iﬂCi(ll Securi[ies LCZLUS Please note, if the securities are to be sold across

and the Role of the Provincial

Securities Regulator

Canada or in more than one province, a prospectus
must be filed in each applicable province. Sub-
sequently, a filing in Quebec requires a French
translation of the prospectus.

The”Kick off” Meeting

The first organizational meeting (The “kick off”
meeting) brings together company officials, the chief

In Canada, the IPO process is controlled by provincial
securities regulators who oversee the sale of
securities to the public, securities markets, and
financial reporting of public enterprises. In essence,
Securities Acts are framed to prevent fraudulent or

. . . . . executive officer and the chief financial officer, with
misleading representations in the sale of securities.

the independent auditors, the legal advisors and the

However, their broader purpose is to protect public
lead underwriter.

confidence and integrity in the capital markets so
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Time is of the essence. It is imperative that an [PO
reaches the market under favourable conditions.
Minor delays may result in the prospectus being
altered to explain interim material changes in the
company’s operations. Significant delays can generate
skepticism in the marketplace regarding the offering.

To ensure smooth progress, the initial meeting

must agree on a detailed timetable with a targeted
effective date, with tasks assigned to meet
established deadlines. Close coordination among
team members is vital in ensuring the prospectus can
be quickly amended to reflect the Provincial Securities
Regulator's comments, or changes in the company’s
circumstances.

Drafting the Prospectus

Throughout the process, the prospectus is continually
modified and thoroughly analyzed to determine
whether company information is presented factually
within the strict confines of disclosure requirements.

These meetings are usually led by legal advisors
who prepare the non-financial sections of the
prospectus. The CFO is responsible for providing
detailed financial and analytical information about
the company, while the CEO gives an overview of the
company’s business plan, initially prepared at the
“getting ready” stage.

The independent auditors explain the nature of their
audits, including any highly judgmental areas or
complex accounting issues. Moreover, they evaluate
the financial statement implications of matters
described in the prospectus’ non-financial parts. The
underwriter and lawyers describe the underwriting
arrangement and marketing efforts.

Contents of the Prospectus

Two prospectuses must be filed — a preliminary and
a final.

The preliminary prospectus (“Red Herring”) substan-
tially complies with the Securities Act but can omit
details such as costs, the price to the underwriter
and/or the offering price.

Drafting a prospectus, which is both a selling
document and a legal disclosure, requires a delicate
balance. From a marketing standpoint, an owner
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naturally wants to promote the unique advantages his
or her company possesses over the competition while
endorsing the business’s bright future. From a legal
standpoint however, an owner must give a complete,
unbiased picture of the major risks associated with
investing in the company and disclose all important
information; even if it is negative in nature. The
prospectus gives investors a broad view of the
company, its operations, and its finances.

Some of the key disclosures include:

General development of the company covering the
last three years, including key events such as mergers
and the background of predecessor companies.

Company information should be comprised of the
following:

e Stated objectives

e Milestones

e Principal products or services
e Operations

e Market factors

e Competition

e Industry trends that may influence your company’s
future prospects

e Significant business segments such as separate
product / service lines

This final requirement may be troublesome if the
information is either considered confidential or
difficult to assemble. If a company must disclose
financial information about segments, its accounting
systems should be capable of generating the required
information. Please note that as a public company,
segmented disclosures will be required.

Specific information should include:
e Availability of raw materials

e Patents, trademarks, and licenses
e Seasonal cycles

e Concentration of customer base
e Government contracts

e Factors influencing working capital requirements
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e Backlog

e Employees

e Foreign operations

e Historic growth factors

How the proceeds of the offering will be used when
shares are to be sold by the company in a “primary”
offering, such as for the expansion of a product line or
debt repayment. This information is not relevant for
shares sold by the owner and existing shareholders in
a “secondary” offering.

Management’s discussion and analysis of the
company'’s financial condition and results of
operations for the last two years. This summarizes
the trends in important financial areas such as

the company’s liquidity, operating results, capital
structure, commitments, and future sources of capital.

The identity of principal shareholders and
management who own shares, the amount owned,
and details of options to purchase securities of the
company.

Details of directors and officers, including their
compensation, as required. The depth and relevance
of their experience will also need to be indicated.

Related-party transactions between the company
and its officers, directors, or major shareholders and
their immediate families.

Risk factors — both business and financial — such as
volatile industry conditions, an unproven product
line, a highly leveraged capital structure, dilution in
book value per share to public shareholders, or a lack
of operating history, must be disclosed.

Financial information including summarized
financial data for the last three years. Generally, the
requirements are:

e audited balance sheets at the end of each of the
last two financial years; and

e audited statements of income, retained earnings
and cash flows for each of the last three financial
years.

If at the time of filing the preliminary prospectus
the company must file interim financial statements
under continuous disclosure requirements, those

statements must be included in the prospectus as
follows:

N

e interim balance sheet at the end of the current
interim period; and

e interim statements of income, retained earnings
and cash flows for the current interim period with
comparative figures for the comparable period in
the preceding financial year.

While interim statements do not need to be audited,
the auditor must carry out review procedures. If the
company had made acquisitions in the last three
years, there may be a requirement to include audited
financial statements of the acquired company as well
as pro forma financial statements of the combined
company. These requirements vary based on how
significant the acquisition was to the purchasing
company.

If there are significant acquisitions / dispositions, pro
forma financial statements required to be included
are as follows:

e pro forma balance sheet for the most recent
balance sheet included in the prospectus;

e pro forma income statement for the most recent
financial year included in the prospectus; and

e pro forma income statement for the most recently
completed interim included in the prospectus.

As an independent auditor, BDO will help determine
what financial statements must be included in the
prospectus.

Escrow Arrangements

Regulatory authorities require that certain shares
held by existing shareholders cannot be disposed

of until certain conditions have been met. The
number of shares required to be held in escrow is a
function of the equity contributed to the issuer by the
shareholder.

Due Diligence

The company’s management and their advisors —
financial, legal and underwriters — are generally liable
for any material omissions and misstatements in

the prospectus. With that said, the liability standard
differs for each group. Management's liability is
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absolute and cannot be avoided with defenses

such as ‘good faith error’. However, the advisors
exposure to liability can be avoided by exercising due
diligence, in that they acted responsibly to ensure the
prospectus contained the appropriate information.

Legal advisors for the company and the underwriter
normally require officers and directors to complete
written questionnaires confirming the information

in the prospectus. Advisors interview these parties

to ensure they fully understood the questionnaires.
This process helps verify business-related disclosures,
such as product descriptions, manufacturing,
distribution and marketing activities.

Financial advisors satisfy their due diligence
requirements by performing one or more subsequent
events investigations after their audit, determining
whether their report on the financial statements is
still appropriate, or whether disclosures need to be
changed. We also check the prospectus for any
inconsistencies between the financial and non-
financial portions.

The underwriter relies on independent auditors for
the adequacy of financial disclosures and ordinarily
requests a comfort letter as of the date of the final
prospectus. This may be updated when the net
proceeds are remitted to the company at the closing
date. The comfort letter discusses the results of the
auditors’ inquiries available after the last audit.

It highlights any adverse developments such as
declines in working capital, sales, net income, or other
financial trends, and describes special procedures the
underwriter requested them to perform, in regards to
other data in the prospectus.

Listing the Securities

Exchange options in Canada include the Toronto
Stock Exchange (TSX), Canada’s largest securities
trading market, or the TSX Venture Exchange. To
distribute the issue in a number of provinces, a
prospectus must be filed in each applicable jurisdic-
tion. Usually, one province is selected as the primary
exchange for filing. Please refer to the TSX website at
www.tsx.com for a listing of the requirements in the
TSX and the TSX Venture Exchange in Canada.

The “Preliminary” Prospectus

Once the team is finally satisfied with the prospectus
draft, it is printed and filed with the Provincial
Securities Regulator. At this point, the lead
underwriter begins to form an underwriting syndicate,
whose members then receive the preliminary
prospectus. This is then distributed to interested
potential investors.

However, since the regulator has not yet declared the
prospectus effective, and the securities cannot be
offered for sale to the public, a warning appears in
red ink on the preliminary prospectus, hence the term
“Red Herring.”

The Waiting Period

The waiting period begins with the receipt of the
preliminary prospectus by the regulator. It ends when
the regulator issues a receipt for the final prospectus.
During this time, the IPO’s selling and public relations
activities are strictly regulated. As prescribed by

the Securities Act, it is permissible to distribute

a very simple note, circular, or advertisement of

the proposed offering. Generally, the preliminary
prospectus is the principal means of disclosing
information about the offering. Public statements
about normal business operations — such as new
product announcements — are permitted during the
quiet period, but it is recommended to have such
communications first reviewed by the legal team.

Provincial Securities
Regulator Review

The prospectus is reviewed by the Provincial
Securities Regulator’s staff, which includes
accountants, financial analysts, lawyers, and
engineers. The review focuses on whether the
prospectus contains the required disclosures and
complies with the rules. It does not comment on the
viability of the issue. The filing is analyzed, not only
for the information it contains, but also in the context
of current business developments, business practices
and accounting policies prevalent in the company’s
industry and specific economic environment. The
results of this review are usually received within 10
business days from the date of filing the preliminary
prospectus. Legal advisors handle all filing details.
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At the end of the review, the Provincial Securities
Regulator sends the company a comment letter
requesting either changes in, or explanations of the
prospectus. Since extensive changes can seriously
delay the offering, comments can be minimized if
potential problems are anticipated and dealt with in
advance of the filing. To that end, experienced legal
and financial advisors can help ensure there are no
extensive delays.

Legal and financial advisors can resolve some
comments by sending a response letter with supple-
mental information to the staff, while more complex
issues may require a conference call or face-to-face
meeting with the regulator’s staff. Most comments
requiring revision do not ordinarily impede the
registration timetable. However, extensive changes
may result in the printing and circulation of a revised
preliminary prospectus. The added costs can be
expensive and the delays damaging to the IPO. Any
decision to re-circulate is made by the legal advisors
and lead underwriter.

The “Road Show”

Once the comment letter from the securities
commission has been received by the company
owner and he or she is comfortable and outstanding
concerns have been addressed and rectified, the
marketing phase of the IPO and the subsequent “road
show” may commence. The road show is usually a

tour over a number of cities and countries where

the owner presents the company’s state of affairs

to potential investors. It is during this time that the
underwriters get an idea of the expected pricing of the
offering. Generally, a public relations firm is hired to
assist in ensuring a successful presentation.

The “Final” Prospectus

Once the Regulator approves all revisions, the
prospectus can be finalized. The issuer will settle with
the underwriter on the size and other financial terms
of the offering, and the underwriting agreement is
entered into. Afterward, the prospectus and relevant
supporting materials are filed with the Provincial
Securities Regulator and a receipt is obtained.

The final prospectus is given to members of the
underwriting syndicate for distribution to prospective
investors who received a copy of the preliminary
prospectus.

Closing and Settlement

Usually within one to two weeks of filing the final
prospectus, all legal documents are signed and the
net proceeds (after deducting underwriting fees) are
received. The share certificates are issued and the
company has officially ‘gone public’, thus entering the
capital markets.
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Life as a Public Company

Once listed, public companies often face the following
ongoing issues:

e Deadlines, deadlines and more deadlines
e Less time to meet deadlines

e Increased costs (hard costs and soft costs)
e Governance

e Disclosure levels

Life as a public company is driven by four new
concerns:

e Corporate governance
e Share price
e Securities laws

e Public scrutiny

Corporate Governance

Once a company has entered the public enterprise
structure, good corporate governance becomes a

key focus. Management must ensure the company is
in compliance with the requirements of regulators,
listing exchanges and all relevant corporation acts.
Generally this will require a strong board of directors
and a strong audit committee.

Audit Committees

Every reporting issuer must have an audit committee
with a minimum of three members who are
independent and financially literate. Independence

is defined in the securities rules as not having a
direct or indirect relationship with the company. For
example, it would mean no relationship that could, in
the board’s view, reasonably interfere with exercise of
independent judgment. Financial literacy is defined
as the ability to read and understand a set of financial
statements with comparable breadth and complexity
of accounting issues. The role and responsibilities

of audit committees are more demanding than ever
in ensuring the integrity of financial reporting and
corporate governance of the entity.

Their responsibilities include:

e A written charter setting out the audit committee

mandate and responsibilities;

e recommending external auditors and their
compensation to the board;

e overseeing the work of auditors;

e pre-approving all non-audit services;

e reviewing financial statements, management,
discussion and analysis (MD&A) and earnings
press releases prior to public release;

e reviewing procedures for other financial
disclosures;

e establishing procedures regarding complaints
and anonymous submissions of concern by
employees; and

e reviewing the policies for hiring employees and
partners of the external auditor.

For TSX Venture listed companies, some exemptions
apply whereby the majority of the members must

be independent and there are no financial literacy
requirements.

Certification of Internal Controls over
Financial Reporting

Legislators in Canada are demanding increased
management accountability through the establish-
ment of an effective system of internal controls. This
responsibility falls primarily on the shoulders of CEOs
and CFOs who have to personally sign certifications
on the annual and interim filings indicating that they
do not contain any misrepresentations. They must
personally attest that the financial statements and
other financial information on both the annual and
interim filings fairly present the financial condition,
results of operations and cash flows of the company.
In addition to all of this, CEOs and CFOs of TSX listed
companies (excluding venture issuers) will also have
to sign off on the design and operating effectiveness
of the internal controls over financial reporting of

the company.
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Focusing on Share Price

Management of a public company must be sensitive
to shareholder expectations of higher share prices.
While a strong earnings trend helps, the best strategy
is a well-planned investor relations’ program which
keeps the financial community aware of the company
and its prospects for the future.

Public companies must make timely disclosures
related to investment decisions. This goes beyond
financial data and includes information such as new
products, acquisitions, and key management changes
—regardless of whether or not the information is
favourable to the company’s image.

With that said, the stock market detests surprises,
especially negative ones. Thus, transparent disclosure
of important information to a company's target
audiences is key. The financial community can better
assess disclosures if they understand the company’s
philosophy and ability to cope with change. For
example, the impact of one poor quarterly earnings
period can be absorbed if the public understands the
business cycle and its company’s future plans.

Continuous Disclosure
Requirements

Once the transition from private to public has been
made, all public companies must comply with the
numerous legal and reporting provisions of the
Securities Act to ensure all investors have equal
access to the information they need to make a sound
investment decision. The following are the more
significant reporting requirements for:

Financial Statements

The Securities rules require every reporting issuer
to prepare comparative financial statements, using
generally accepted accounting principles (GAAP),
as follows:

e Interim financial statements, comprising of a
balance sheet, statements of income, retained
earnings and cash flows; and

e audited annual financial statements, consisting
of a balance sheet and statements of income,

retained earnings and cash flows.

Filing deadlines for audited annual financial
statements are:

e Forreporting issuers other than venture issuers,
on or before the earlier of 90 days from the
financial year end or the date of filing in a foreign
jurisdiction; and

e for venture issuers, on or before the earlier of 120
days from the financial year end or the date of
filing in a foreign jurisdiction.

Filing deadlines for interim financial statements are:

e For reporting issuers other than venture issuers
on or before the earlier of 45 days from the interim
period end or the date of filing in a foreign
jurisdiction; and

e for venture issuers, on or before the earlier of 60
days from the interim period end or the date of
filing in a foreign jurisdiction.

Both interim and annual financial statements must be
reviewed by the audit committee and approved by the
board of directors before the statements are filed.

In addition, all public companies are required to send
a copy of the business’s financial statements and
MDG&A to those who request it. Please note that a
request form must be distributed on an annual basis
asking interested parties if they would like to receive
copies of the aforementioned financial documents.

Annual Information Form (AIF)

The Annual Information Form (AIF) is required for
reporting issuers listed on the TSX exchange. Venture
issuers are exempt from having to file an AIF.

The more significant disclosures in the AIF are:

e The stage of development of principal products
and services;

e adescription of production and services, leases
or mortgages, specialized skill/knowledge and
economic dependence, including social and envi-
ronmental policies;

¢ financial data from the financial statements in
total and on a per share and diluted per share
basis (three-year summary);

e capital structure;
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e ratings from any rating agencies;
e trading volume and volume of securities;
e legal proceedings;

e interest of management and others in material
transactions;

e material contracts not made in the ordinary
course of business;

e experts responsible for opinions in the AIF and
their interests in the issuer;

e description of any contract that the company is
substantially dependent on; and

e executive compensation.
Management Discussion & Analysis (MD&A)

The Management Discussion & Analysis is a formal
discussion by management regarding the issuer’s
current financial situation and future prospects. As
specified by provincial regulation, the MD&A includes
information about the issuer’s liquidity, capital
resources, critical accounting policies, changes in
accounting policies, off-balance sheet transactions
and risks and uncertainties.

Essentially, the MD&A describes the company
through the eyes of management; it gives investors
an opportunity to assess trends in the company’s
operations. The MD&A must be written in plain
language, making it simple for readers to understand.
An MD&A is required for both interim and annual
financial statements and must be reviewed by the
audit committee and approved by the board of
directors.

Disclosure of Material Changes

A material change is a change in the business,
operations, or capital of the issuer that is likely to
have a significant effect on the market price or value
of any of the securities of the issuer. The act requires
that material changes be disclosed through a press
release to be issued immediately after a material
change occurs. Subsequently, a material change
report must be filed with the regulator within 10 days
of the change occurring.

Business Acquisition Report

A business acquisition report must be filed within

75 days after completing a significant acquisition.
However, it may be longer if the acquired business
completed a financial year end within 45 days or less
before the date of acquisition. In that case, you would
have 90 days for a reporting issuer and 120 days for a

venture issuer. There are specific and complex rules

in determining whether an acquisition is considered
significant. This report describes the significance of
the business acquired, and its affects on the company.
It includes items such as the nature of the business
acquired, the parties to the transaction, the date of
acquisition, the consideration and the effect on the
company’s financial position.

The business acquisition report must also contain
certain financial statements for the significant
business(es) acquired. This includes details such

as audited financial statements for the most recent
fiscal year end with comparative interim financial
statements with a comparative interim period in
the preceding financial year and pro forma financial
statements to show the effects of the acquisition on
the reporting issuer.

The rules are complex and as independent auditors,
we can help review whether the significant tests have
been met, and which financial statements must be
included in the report.

Proxies, Information Circulars and Other
Information

The Securities Act requires any person or company
soliciting proxies from holders of the reporting
issuer’s voting securities to supply an information
circular to such security holders.

Insider Reporting

Insiders are in a position to access information not
generally available to other investors. Accordingly,
insiders must publicly disclose their holdings of a
reporting issuer’s securities and changes in their
holdings. This must be done electronically.

BDO keeps informed on all provincial disclosure
requirements, and can assist in setting up the
necessary internal accounting system to routinely
capture the relevant information.
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Living in the Public Eye

Life after the IPO is like stepping from the wings
and onto the stage. Suddenly you're performing

before a large audience. This awareness pervades
virtually every aspect of your work — from drawing up
new employment contracts to planning mergers to

considering research and development projects. Goals
for the company must now be achieved with an eye
toward how they will be viewed by your shareholders
and the investment community at large. For most,

this is a small price to pay for the many advantages of
entering the capital market.



Guide to Entering the Capital Markets in Canada | BDO Dunwoody LLP

It’s Your Move

Ushering your company into the public market
structure will be among the most difficult decisions
in your business experience. It requires an exhaustive
analysis, weighing the opportunities against the
pitfalls, and finally, determining if your company is
ready and able to meet the expectations of

the market.

Because preparation is the key to a successful IPO,
BDO has developed this guide to provide you with
a clear overview of this process. When you're ready,
we would be pleased to advise you during this most
critical time for your company.
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Appendix 1

Glossary

All or Nothing Underwriting
See Underwriting Agreement
Best Efforts Agreement

An arrangement where the underwriter is under no
obligation to purchase the shares but must use its
best efforts to complete the underwriting.

Capitalization Table

Sometimes called a “cap table”. This table presents,
in tabular form, the capital structure of the company
both before the offering and assuming all the
securities being registered are sold.

Closing Date

The date on which the underwriter or escrow agent
releases the cash received from subscribers, and
the company issues share or unit certificates to the
underwriter for delivery to the subscribers.

Comfort Letter

Letter written by the independent auditors to the
underwriters reporting on the result of performing
certain procedures specified in the letter.

Comment Letter

A letter from the Provincial Securities Regulators
to the companies which indicates the Regulator’s
comments regarding a prospectus.

Consent Letters

A letter signed by the independent auditors or other
experts and filed with the prospectus indicating that
the experts consent to the use of their names and
their reports in the prospectus.

Due Diligence

The process in which those involved in the
preparation of the prospectus make a reasonable
investigation to ensure accuracy and completeness
of disclosures.

Escrow Account

An account in which all funds received from
subscribers of a best efforts underwriting are
deposited.

Escrow Shares

Shares which cannot be traded in the open market
until certain conditions for release from escrow are
met.

Executed Copy

A copy of the prospectus or other document which
contains manual signatures. Also called a “signed

copy”.

Firm Commitment

An agreement where the underwriter agrees to
purchase the entire block of securities to be offered to
the public.

Insider Trading

Trading in securities by insiders who have access to
information not available to other investors.

Letter of Intent

A non-binding letter from the underwriter to the
company confirming the intent to proceed with an
offering and stating the general terms of the under-
writing.

Listing Application

An application to be listed on a securities exchange.
These generally contain information similar to that
contained in the prospectus.

Offering Memorandum

A document substantially similar to a prospectus
used for offerings that are exempt from prospectus
requirements of the Securities Act. If an offering
memorandum is prepared in the required form and
purchasers sign a risk acknowledgement statement,

issuers will be permitted to sell securities on an
exempt basis.
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Over Allotment Option

An option granted to the underwriters to purchase
more shares than they have underwritten.

Over-the-Counter

The market for securities not listed on a stock
exchange.

Private Placement

An offering which is exempt from certain prospectus
requirements of the Securities Act.

Prospectus

A document generally describing the company issuing
the securities and the securities being sold.

Reverse Take-Over

An acquisition in which the former owners of the
acquired company receive, as consideration, sufficient
shares in the acquiring company to obtain control.

Secondary Offering

An offering of shares owned by the existing share-
holders.

Tender Offer

An offer made to shareholders of the company to
purchase their shares.

Underwriting Agreement

An agreement containing the details of the arrange-
ments with the underwriter.

All or Nothing Underwriting

A form of “best efforts” underwriting where interim
proceeds of sales are generally placed in escrow
pending the final results. If sales do not meet a
specified volume, they are cancelled and the funds
are returned to the buyers. In some instances, the

specified minimum volume is less than the total
amount of securities being offered - called a “mini/
maxi” underwriting.

Best Efforts Underwriting

An arrangement where the underwriter is under no
obligation to purchase the shares.

Firm Commitment Underwriting

An agreement where the underwriter agrees to
purchase the entire block of securities to be offered to
the public.

Underwriting Discount

The commission received by the underwriter as com-
pensation for services.

Unit
A combination of two securities sold for one price,

usually consisting of common stock and warrants or
common shares and debt.

Waiting Period

The time between receiving a receipt for the
preliminary prospectus and receiving a receipt for the
final prospectus.
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Appendix 11

Alternatives to a Full Scale
Initial Public Offering

This guide focuses on only one means of financing
—an IPO involving publicly traded securities.
Company owners should decide whether this course
of action is best for his or her company only after
carefully evaluating alternative means of financing.
Some of these are not only ends in themselves,

but also interim steps on the road to an IPO. The
variety of financing techniques is limited only by the
ingenuity of the financial community. Some possible
alternatives are briefly described below. The financial
advisors at BDO are capable of assisting company
owners investigate the advantages and drawbacks of
each, and assist in projecting the effects they could
have on the company.

Capital Pool Company (CPC)

This program is offered exclusively by the TSX
Venture. It brings an experienced management team
together with a company looking for capital and
management experience.

A CPC (a shell corporation) is created through an
[PO on TSX Venture. The business is established to
find and acquire a promising company or asset, and
is funded expressly for the search and due diligence
process.

Within 18 months of the IPO, the CPC completes

a qualifying transaction by acquiring a suitable
company or asset. At this point in time, a reverse
take-over transaction generally occurs - see below.
The acquired business obtains the funds and the
public distribution of the CPC. This reduces the time
and expense usually associated with going public,
with the same end result of becoming a regularly
listed company.

Reverse Take-Over

A reverse take-over is an alternative method of
becoming a public company. This occurs when a
private company obtains control of a public company,
generally a ‘shell company’, which trades in the over-
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the-counter market or, may be listed on one of the
stock exchanges.

Control can be obtained in a number of forms,
including the issuance of shares of the public
company for assets of the private company, the
issuance of shares of the public company to acquire
shares of the private company, or through an amalga-
mation or a merger. If such transactions result in the
shareholders of the public company owning less than
50 per cent of the shares of the company, a reverse
take-over occurs.

The transaction needs to be disclosed to both the
Provincial Securities Regulator and investors.

Such disclosure is done through timely disclosure
requirements with respect to material changes and
is generally done as a Material Change Report. In
addition, an information circular is forwarded to
shareholders for their approval of the transaction.
The disclosure requirements are that ‘prospectus
level” information with respect to acquisitions be
disclosed. If the Provincial Securities Regulator feels
that the issuer has failed to make prospectus level
disclosure, the prospectus exemptions may

be removed.

If shares are listed in an exchange, the transaction
(“backdoor listing”) must be approved by the
exchange. In addition, all listing requirements must
be met.

The advantage of a reverse take-over is that the
process can be less expensive and faster than an
[PO. One of the major disadvantages is that since the
shares were issued subject to prospectus exemption,
they may be restricted from trading until,

1). a certain holding period has expired or,

2). they may be subject to escrow requirements by
the relevant exchange.

Private Placements

Depending on the industry and other factors, there

is an alternative route to entering the capital market
called the private placement. This does not involve
the issuing of preliminary and final prospectuses with
their associated costs.
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Private placements or exempt offerings have become
a common form of financing. They provide a more
flexible system to permit better matching of issuers
and investors.

There are a number of exemptions available in
Canada such as the accredited investor exemption.
The accredited investor exemption permits the
unlimited sale of securities to anyone who is an
accredited investor. An accredited investor is defined
as, and includes financial institutions, governments,
securities professionals, pension funds and registered
charities, managed accounts, certain high net worth
or high income individuals.

There is no need for an offering memorandum.
However, one can be used if this is preferred. Alter-
natives are a term sheet or an offering document.

An offering document carries the same disclosure
requirements as a prospectus but does not have to be
filed ahead of time with the securities commission.

Private placements generally have restrictions on

the resale of the securities. Generally, the restricted
period is four months if the issuer met certain criteria
at the time of the private placement and 12 months if
the criteria were not met.

There are various private placement exemptions, and
the rules can get fairly complex. Therefore, if you are
contemplating a private placement, please contact
your BDO financial advisor.

Bank Loans

Bank loans are by far the most widely used means
of financing. For mature companies, this type of
funding is usually the most flexible and easiest to
obtain. It also allows the owner to retain control
over the company and to maintain confidential-

ity of company information. However, bank loans
do not provide the long-term equity base most
companies need as a foundation for growth since
repayment of principal and interest will put pressure
on future cash flow. Moreover, depending on the
company’s financial history and prospects, bankers
may require substantial pledging of company assets
which includes, various operating restrictions such
as limitations on dividends, capital expenditures,
and business acquisitions; maintenance of specific
financial ratios and, in many instances, a personal
guarantee from the owner.

Venture Caprtal

For those companies seeking funds during their
development stage, venture capital financing may

be particularly appealing. This is designed to give
investors the possibility of significant appreciation

in their investment, often in the form of an eventual
IPO, in return for the high risk of investing in a new
company. Venture capital can be expensive since it
requires giving up a substantial part of the company’s
equity. Furthermore, venture capitalists will want an
influential voice in the company’s affairs. They usually
require representation on the board of directors and
will closely monitor the company’s progress.

Other Possibilities

Other possible financing alternatives include: leasing,
government loans, research and development part-
nerships, joint ventures, and convertible debt.

In addition, the securities markets are becoming
more global in nature, spawning new opportunities
to obtain financing in the U.S., U K. or elsewhere
overseas.
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