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Assembling Your Public Company

Board of Directors

Begin Planning Early to Navigate Both Applicable Rules and

Business Considerations

An IPO is a complicated process and companies have

to be prepared to meet the many related reporting and
corporate governance requirements that begin to apply
immediately following the closing of the offering. One
topic that can be overlooked in the early planning stages
is what the composition of the company's board of
directors will be post-IPO.

6 Tips to Setting Your Public
Company Board

Determine which of your current directors
meet Board and committee independence
requirements or Audit Committee standards.

Decide on your target Board size, including how
many independent directors will be needed.

Consider whether the Board is lacking sufficient
industry, accounting, financial and/or public
company experience, as well as whether to

add more diversity to the Board's current
composition.

Plan a path to identify and retain suitable director
candidates, possibly including the use

of external consultants, to ensure the Board

(at a minimum) meets all applicable compliance
deadlines.

Adopt a director compensation policy in time to
use for discussions with director candidates.

Evaluate any changes to Board composition
beyond minimum requirements that may help
with IPO marketing efforts.

A public company’s board must comply with various

SEC and stock exchange rules meant to guarantee board
independence and competence. Most private company
boards do not meet these standards and advance
planning prior to the IPO can help avoid problems during
the transition process. This article summarizes the various
requirements for public company boards and the dates

as of when such standards must be met, as well as other
factors that should be taken into consideration.

Considerations In Determining
the Post-IPO Board

We will go into some detail about the actual
independence requirements and phase-in periods
for setting up a fully-compliant independent Board.
Notwithstanding these phase-in periods that give
newly public companies some time to fully comply
with the rules, a company should be in a position
at the time of its IPO to know how it will meet the
independence requirements at the end of those
grace periods.
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Also, a company's underwriters will often suggest

(or require) a fully compliant Board and governance
structure at the time of the IPO for marketing purposes.
Some of the factors private companies should

consider in determining the composition of its Board
post-IPO include:

Recruitment of Additional Directors

Since many privately-held companies operate with a
relatively informal Board structure, and many do not
have a majority of independent directors on their

Board or independent committees, most companies
considering an IPO will have to recruit one or more new
directors that meet the independence and knowledge
requirements. Recruiting new directors can require a
significant amount of lead time, and companies may be
searching for someone with experience in its particular
industry, public companies generally, or accounting or
financial matters sufficient to qualify as a member of
the Audit Committee.

Today, companies are also paying more attention to
diversity considerations. The focus on diversity is being
advanced by external forces, including:
« anew California law that requires public companies
headquartered there to include at least one woman
on their boards of directors by the end of 2019, two
women on boards with five members by the end of
July 2027 and three women on boards with six or more
members on that date,

an announcement in January 2020, that Goldman
Sachs, Wall Street's biggest underwriter of initial public
offerings in the U.S., will no longer take a company
public in the U.S. and Europe if it lacks a director who
is either female or diverse,

BlackRock Inc. and State Street Global Advisors
announcing that they are voting against directors at
companies without a female director, and

proxy advisory firms Glass Lewis and ISS adopting
policies that generally recommend voting against the
nominating committee chair of a board that has no
female members.

All of the foregoing factors can increase the
time companies will need to spend searching for suitable
public-company director candidates.

Board Size

Although there are no specific minimum Board size
requirements for public companies, filling out the
committees with independent directors can present
logistical difficulties. For example, if the Board has only
five directors, even if four are independent, each director
will sit on at least two committees. The Audit Committee,
in particular, will have a greatly expanded role following
the IPO, and many Audit Committee members are
reluctant to sit on multiple committees. As a practical
matter, therefore, some public companies, particularly
those with a larger market capitalization, will choose to
have at least six independent directors.

Director Compensation

The company will also need to develop and adopt a
competitive director compensation policy for independent
directors, which will typically include annual cash

retainers, chair retainers and committee fees, as well as
equity awards. Generally speaking, the directors of public
companies have more specific responsibilities than the
directors of private companies, and therefore tend to
receive a higher level of compensation. There are no

fixed standards for Board compensation, and the company
will need to determine what level of compensation

(and the mix of cash versus equity compensation)

is appropriate. Many companies will pay certain key
directors, such as the Audit Committee chairperson,
additional compensation in recognition of that director’s
additional responsibilities.

A company'’s planned director compensation policy is
generally of interest to potential candidates, so this is
something the company needs to have given consideration
to before beginning a search for any necessary additions
to its Board in connection with the IPO.

Overview of Legal Requirements
for Boards
1. Board Requirements

With certain exceptions for controlled companies

(see below), both the NYSE and Nasdaq require

that a majority of Board members be independent,

and the Board must conduct regular executive sessions
of the independent directors (at least two times per year
under the Nasdag listing standards). Neither exchange
provides for a minimum number of Board members.
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2. Committee Requirements

SEC rules and exchange listing standards impose certain
requirements on the committee structure of a public
company'’s Board. In general, there are three committees
required: Audit, Compensation and Nominating/
Corporate Governance. Nasdagq listing standards also
allow independent oversight of director nominations

in lieu of a specific Nominating Committee. Each of
these committees must have a charter that includes the
responsibilities and authority prescribed by applicable
SEC rules and listing standards. The charters generally
provide that the committees have the power to engage
outside advisors and counsel.

AUDIT COMMITTEE

Exchange and SEC rules require public companies to
have an Audit Committee comprised of at least three
independent directors who meet the SEC's enhanced
independence standards for audit committee members.
Each member of the Audit Committee must be able to
read and understand fundamental financial statements or
become financially literate within a reasonable period of
time after his or her appointment. In addition, the NYSE
listing standards provide that at least one member of

the Audit Committee must have accounting or related
financial management expertise, while the Nasdagq listing
rules require at least one member to be “financially
sophisticated” (i.e., have past employment experience

in finance or accounting, professional certification

in accounting or other comparable experience or
background). SEC rules require a company to disclose
whether at least one member of the Audit Committee is
an "audit committee financial expert,” as defined under
Regulation S-K.

The Audit Committee has many responsibilities, the core
of which are engaging and overseeing the company’s
auditors, overseeing the integrity of the company's
financial statements and its internal audit function, and
preapproving all audit and non-audit services. It must
review interim and annual financial statements and
related disclosures with management and the auditors
and recommend to the Board the inclusion of the audited
financial statements in the company’s Form 10-K. The
Audit Committee is also required to establish and manage
a whistleblower policy and procedures for receiving and

handling complaints received by the company regarding
accounting, internal accounting controls or auditing
matters.

COMPENSATION COMMITTEE

The Compensation Committee develops compensation
policies and practices applicable to executive
officers,including the criteria upon which executive
compensation is based, the specific relationship of
corporate performance to executive compensation and
the components of executive compensation, including
salary, cash bonus, deferred compensation and incentive
or equity-based compensation. The Compensation
Committee must review the company's disclosure

of its compensation practices, determine whether to
recommend to the Board its inclusion in the Company’s
annual report and include a report to that effect in the
company's annual proxy statement. The Compensation
Committee also administers the company’s equity plans.

In general, the Compensation Committee needs to be
comprised of independent, non-employee directors.

NOMINATING/CORPORATE
GOVERNANCE COMMITTEE

The NYSE listing standards call for the formation of a
fully independent Nominating/Corporate Governance
Committee, although it allows for its duties to be
allocated by the Board to other committees so long as
they are likewise comprised entirely of independent
directors. The Nominating/Corporate Governance
Committee's primary functions include identifying
individuals qualified to be Board members and to
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select or recommend director nominees for the next
annual meeting of shareholders, developing corporate
governance guidelines for the company and overseeing
the evaluation of the Board and management. The Nasdaq
listing standards simply require director nominations to

be approved by a majority of the Board's independent
directors or a nominations committee comprised solely of
independent directors.

3. Director Independence Requirements

The standards for director independence are complex
and vary by exchange. In general, a director may not

be considered independent if he or she has been
recently employed by the company or its auditors, is or
represents a significant shareholder of the company,

has material transactions with the company oris in a
control position with respect to an entity that has a
significant business relationship with the Company.

The Board must affirmatively determine whether each
non-management director is “independent.” Although the
NYSE and Nasdag have slightly different standards,

in general independence means what one would think —
free of material relationships outside the Board position
that would interfere with the director exercising
independent judgment.

Each of the NYSE and the Nasdag has identified a
number of relationships that are considered significant
impairments of independence. The amounts and precise
definitions are slightly different for each exchange, but
generally cover the same ground. The following are some
of the specific relationships that make a director not
independent:

The director has been employed by the company
at any time during the past three years

A family member of the director has been employed

by the company as an executive officer at any time
during the past three years

«  The director or a family member has received more
than $120,000 in direct compensation from the listed
company during any 12-month period within the last
three years, other than compensation for board or
committee service

«  The director or a family member is a current partner
or employee of the company’s external auditor, or was
a partner or employee of the Company's auditor who
worked on the Company’s audit at any time during any
of the past three years.

«  The director or a family member has been employed
as an executive officer of another entity where any
of the company's present executive officers served
on that entity's compensation committee at any
time during the past three years (this is often referred
to as compensation committee interlocks, and the
goal is to not have executives padding each others’
compensation)

«  The director or a family member is affiliated with
another company that has received payments of a
certain level from the listed company.

This list isn't exhaustive, and the absence of any of these
specified relationships does not mean that a particular
director is independent. Many other relationships (including
business or social relationships between a director and

a member of management outside the company) may
impact a particular director's independence and should

be considered by the Board in the course of making an
independence determination. In particular, relationships
that are close to the prohibited relationships (e.g., a
director whose family member is employed by the company
in a non-executive capacity) must be carefully scrutinized.

4. Enhanced Independence Standards

AUDIT COMMITTEE

Pursuant to SEC rules, a director is not eligible to serve on
the Audit Committee in any year if the director receives
any compensation from the company other than for
Board service in that year. In addition, none of the Audit
Committee members can be an "affiliate” of the company,
defined as a person who controls, is controlled by, or is
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under common control with the company. Generally
speaking, a director who owns less than 10% of the
company's outstanding common stock, without any
other relationships, will not be considered an “affiliate”
for this purpose. A director with a higher level of stock
ownership may serve on the Audit Committee only if
the Board affirmatively determines that the director is
not an "affiliate.”

COMPENSATION COMMITTEE

In order to affirmatively determine the independence

of any director who will serve on the Compensation
Committee, the Board must also consider all factors

that are relevant to determining whether a director has

a relationship to the company that is material to that
director’s ability to be independent from management

in connection with the duties of the Compensation
Committee, including, but not limited to, the source of
compensation of such director (including any consulting or
other fee paid by the company) and whether that director
is affiliated with the company or any of its subsidiaries or
affiliates. When considering the sources of a director's
compensation in determining his independence for
purposes of Compensation Committee service, the

Board should consider whether the director receives
compensation from any person or entity that would
impair his or her ability to make independent judgments
about the company's executive compensation. Similarly,
when considering any affiliate relationship a director has
with the company, a subsidiary of the company or an
affiliate of a subsidiary of the company, in determining his
independence for purposes of Compensation Committee
service, the Board should consider whether the affiliate
relationship places the director under the direct or indirect
control of the listed company or its senior management,
or creates a direct relationship between the director and
members of senior management, in each case of a nature
that would impair his or her ability to make independent
judgments about the company's executive compensation.

5. Phase-In Period For
Newly-Listed Companies

Both the NYSE and Nasdaq currently permit companies
listing in connection with an IPO to phase in compliance
with the Board and committee independence rules. A
listed company must have at least one independent
director on each committee at the time of IPO
effectiveness, a majority of independent directors on
each committee within 90 days, and fully independent

committees within one year. Furthermore, a company
listing in connection with its IPO will have 12 months from
the date of listing to comply with the requirement to have
a majority independent board.

There are also limited exemptions to the independence
rule for all Nasdag-listed companies, whether or not they
are listing in connection with an IPO. A committee with
at least three members may include one non-employee
director who is not independent under the Nasdag listing
rules. Directors sitting on a committee under this limited
Nasdag exemption may not chair the committee and
may not sit on the committee for more than two years.
In addition, the company must disclose the fact that it is
relying on the Nasdag exemption in its annual meeting
proxy statement. Note, however, that all Audit Committee
members must still meet the SEC independence
standards. In addition, the Compensation Committee
members must still meet Section 16 standards to retain
favorable treatment under those rules.

6. Controlled Company Exemption

The NYSE and Nasdagq rules provide that if more than
50% of the voting power of a listed company is held by
an individual, group or other company after the IPO,

the company can qualify as a “controlled company.”
Under both listing standards, a controlled company is
not required to have a Board comprised of a majority of
independent directors and does not need an independent
Compensation Committee or Nominating Committee.
Many companies that could be controlled companies
choose not to avail themselves of the exemption and
choose to file the normal rules out of a desire to show
their good governance practices. Others choose the
greater flexibility and freedom from certain requirements
provided to controlled companies.

When a company no longer qualifies as a controlled
company, it may rely on the same phase-in periods
available to companies completing an IPO, with the

grace periods being calculated from the date the
company's status changed. As indicated above, some
controlled companies may nonetheless choose to
comply with some or all of the exchange listing rules
applicable to noncontrolled companies, either for
marketing optics or in an attempt to follow best corporate
governance practices.
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7. Foreign Private Issuers

Listed companies that are "foreign private issuers” (as
defined under SEC rules) are permitted to follow home
country practice in lieu of the exchange listing standards,
although they must still meet the SEC rules applicable to
the Audit Committee.

Following completion of its IPO, a foreign private issuer
is required under SEC rules to test its status on an annual

basis as of the end of its most recently completed second

fiscal quarter.

If a company ceases to qualify as a foreign private issuer,
it is given a phase-in period to comply with the exchange
listing standards. The company will have to satisfy the
majority independent Board requirement and exchange
rules applicable to the committees (along with all other
reporting requirements applicable to domestic public
companies) beginning on the first day of the immediately
following fiscal year.

_ At Time of IPO* Within 90 Days of IPO* Within 12 Months of IPO*

Board

Majority of independent members

Audit Committee**
Compensation Committee | Atleast1independent member

Nominating Committee***

calculated from the company’s listing date.

Majority of independent members

Fully independent

The phase-in periods for the Board, Compensation Committee and any nominating committee under the exchange listing standards are

The grace periods for the Audit Committee are set by SEC rules and are calculated from the date of effectiveness of the company’s registration

statement.

** Under the NYSE listing standards, the company must have at least one Audit Committee member by the listing date, at least two members

within 90 days of the listing date and at least three members within one year of the listing date.

***Including any nominating committee formed by a Nasdag-listed company.
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