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FINANCE

In 2002, Congress passed Sarbanes-Oxley (SOX) in response
to corporate misdeeds, headline-grabbing bankruptcies and
questionable accounting practices. Clearly, many companies

succumbed to the pressure to state earnings positively. Their
actions undermined investor confidence.

Most notable were the public collapses of Global Crossing,
WorldCom and Enron, as well as the Arthur Andersen accounting
scandal. These events led to public outrage and a cry for reform. 

SOX was enacted to protect investors, restore confidence
and deter fraud. It focused on improving corporate disclosures
and reforming improper accounting practices underlying those
disclosures.

Unfortunately, SOX had an unforeseen impact on high-growth
companies and their plans to go public. The increased cost, liability
and complex recordkeeping burdens resulted in a decline in
initial public offerings (IPOs). SOX also resulted in an increase
in public companies going private and sales of companies that
might otherwise have gone public. 

Without access to the capital available in the public marketplace,
the pace of job creation and product development slowed for
these companies. This slowdown repressed business growth,
productivity and innovation. Since SOX, the annual cost of being
a public company doubled to nearly $3 million. In the first two
years, 150 public companies went private to avoid this cost.

Alternate routes
SOX also slowed the pace of venture capital investment in

growth companies. Venture capitalists expect to exit an investment
in a company within five years. A typical opportunity for exit
is when a company completes its IPO. With the reduction in
IPOs, this exit has been blocked. Fortunately, due to the strong
merger and acquisition (M&A) market, the exit through sale
has remained open.

With the IPO decline and impact on venture capital, money
has entered into the market differently. Investor money has
flowed through private equity and hedge funds. These funds
have been buying mature companies in record numbers. 

Arguably, an oversupply of money is entering the market
this way. Too much money is chasing too few deals. Overpriced
deals have resulted from this highly competitive environment. 

Inevitably, there will be a correction as these overpriced
deals underperform. A cycle of bankruptcies and restructurings
will likely follow. While some of this money should logically
flow into the market through venture capital and the public
markets, this isn’t likely to happen without SOX reform.

Any reform of SOX in the near future is unlikely. Congress
and the SEC appear content to wait patiently before considering
any changes. The reality is that SOX is widely viewed as hard
on corporate wrongdoers. Frankly, politicians are reluctant to
change this law despite its deleterious effects, particularly
when big business remains unpopular with the voting public. 

Reversing course
Because of the heavy SOX

compliance costs, investment bankers
are unwilling to lead small IPOs. With
this path restricted, some companies
have turned to mergers with public
shell companies (known as “reverse
mergers”) to go public.

Traditional reverse mergers are
combinations with once public
companies that have ceased operations.
These companies have, however,
maintained their public shells. Private companies become public
by merging with these public shells, essentially avoiding the
IPO process and the related regulatory requirements. 

But these public companies are typically thinly traded. Their
stock, while public, is illiquid and subject to manipulation.
Oftentimes underwriters hype this stock in the merger and then
dump their holdings onto naïve investors at inflated prices
(called the “pump and dump”). Many of these stocks become
“orphaned” without any analyst coverage or active trading market. 

Once considered the shady grounds of fly-by-night
companies, reverse mergers are slowly gaining credibility. There
were 212 reverse mergers in 2006. Mighty GLG Partners, a
hedge fund claiming $20 billion in investments, recently went
public through a reverse merger. 

Newcomers to the mix
Helping reverse mergers gain credibility have been Special

Purpose Acquisition Companies (SPACs), which were introduced
in 2004. SPACs are shell companies that raise money in an IPO
and then find attractive private companies as merger partners. 

A new premium tier of the Pink Sheets, a private listing
service for over-the-counter markets, is working to overcome its
reputation for hosting fraudulent companies. The Pink Sheets
is where overhyped "pump and dump" stocks have historically
traded. Companies that meet significant business requirements
and provide credible public disclosure now qualify for the premium
tier OTCQX, which began trading this year.

What can we expect in the foreseeable future? With no
changes to SOX anticipated, the IPO and M&A markets
should remain as they are until the market turns down. This
downturn will likely result from an increase in capital gains
rates and a tightening of credit. Many believe this will happen
after the 2008 presidential election. There are, however, no
current telltale signs of a slowdown.
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