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Davis Polk

Direct Listings: A Viable
Alternative to Traditional IPOs

With the IPO and SPAC markets effectively shut down, Israeli
companies seeking a U.S. listing may want to consider the direct

listing route

The “traditional” IPO model continues to be the
“gold standard” for Israeli companies going pub-
lic in the United States, but the IPO market has
been effectively shut down for almost a year.
For a while, Israeli companies looked to SPAC
mergers as an alternative, but that market has
also been effectively shut down. One option that
companies can also consider is a “direct list-
ing,” where a company is listed on an exchange
without a capital raising transaction, and in-
stead files a registration statement to facilitate
a listing and permit existing shareholders to
sell into the market without a formal offering.
For an Israeli company, direct listings can take
two distinct forms: (i) an initial listing by a pri-
vate company, which is focused on discovering
a market price for the company’s securities and
creating liquidity for the company’s sharehold-
ers, and which we refer to as a “Direct Listing
IPO” and (ii) a second U.S. listing by a company
that is listed outside the United States, such as
on the TASE, which is focused on creating a U.S.
market for the company to facilitate future capi-
tal raises and increase liquidity, which we refer
to as a “Secondary Direct Listing.”

Each of these types of direct listings has its
own distinct process as well as advantages and
disadvantages, but they provide Israeli compa-
nies with valuable optionality to provide their
shareholders with more liquidity, particularly
in tough equity markets. The key drawback to
both of these options has been that they do not
provide the opportunity for a primary capital
raise in connection with the listing, but recent
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rulemaking developments have begun to ad-
dress issues that may result in the ability to
raise primary proceeds in a Direct Listing [PO.

DIRECT LISTING IPO
A Direct Listing IPO can be distinguished from
a traditional IPO in that there is no “underwrit-
ten offering” - that is to say, the traditional mar-
keting process of a company or its shareholders
selling a block of securities to institutional in-
vestors through one or more investment banks
that act as underwriters at a price determined
through a book-building process run through
the underwriters, is absent. Instead, the compa-
ny’s outstanding shares are listed on one of the
stock exchanges and existing shareholders are
then free to sell shares at market prices deter-
mined by the exchange. Because this is normal
trading activity, it can be accomplished even
when the [PO market is shut down. While there
is no need for the participation of underwriters
in a Direct Listing IPO, investment banks are
still needed to advise the company.

A Direct Listing IPO provides certain impor-
tant advantages to private companies aiming to
go public. Some of the key advantages include:

Market-driven Price Discovery - In a Direct List-
ing IPO, the opening price for the stock on the
day of listing is determined based on the buy
and sell orders submitted through the facili-
ties of the exchange. This is in contrast to the
traditional IPO where underwriters collect or-
ders from their institutional investor clients,
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which then form the basis of the sale price. The
entire block of shares are then sold to those in-
stitutional investors at that price and those in-
vestors turn around and sell some or all of the
shares they purchased once the stock opens on
the stock exchange; and it is these sales by the
institutional investors, and not the sales by the
company’s existing shareholders that provide
the supply of shares in the stock exchange. As

Direct listings provide Israeli
companies with valuable
optionality to provide their
shareholders with more liquidity,
particularly in tough equity

you might expect, this suggests that the price
that the existing shareholders receive is set at
a discount from what the institutional inves-
tors expect to be able to receive when they re-
sell the shares on the exchange. By contrast, in
a secondary Direct Listing IPO, the company’s
existing shareholders can sell at any time after
the stock opens on the exchange at the then cur-
rent market price. The flexibility of order sizes
and the broader potential market of buyers sug-
gest that the price at which shares are sold in a
Direct Listing IPO should, at least theoretically,
be a more accurate market price than in a tra-
ditional IPO, and should also avoid the “IPO dis-
count” found in a traditional IPO.

More Liquidity for Existing Shareholders - In a
traditional IPO, the institutional investors that
purchase the shares sold in the offering of-
ten expect that safeguards will be put in place
such that there will not be a competing supply
of shares when they turn around to resell the
shares on the stock exchange. As a result, lock-
up agreements are typically signed between
the company and existing shareholders and the
underwriters whereby the company and the ex-

markets

isting shareholders are restricted from making
additional sales for a period of 180 days post-
IPO. In a Direct Listing IPO, lockups are not re-
quired and, therefore, existing shareholders are
free to sell their shares as soon as the stock is
listed, subject only to restrictions placed by the
company.

Lower Fees - Because there are no underwrit-
ers in a Direct Listing IPO, the selling share-
holders do not bear the cost of an “underwrit-
ing discount” - the difference in the price at
which shares are sold to the underwriters and
the price at which the underwriters resell the
shares to the institutional investor purchasers.
As noted above, this does not mean that invest-
ment banks are not involved in Direct Listing
[POs, and the company will bear the cost of pay-
ing for the services of those investment banks,
which act as financial advisors to the compa-
ny. That being said, the number of investment
banks that typically advise on a Direct Listing
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IPO is smaller than the number of underwriters
involved in a typical traditional IPO and, there-
fore, total costs of the process tend to be lower.

There are, however, some important consider-
ations that mitigate some of the perceived ad-
vantages of a Direct Listing IPO. These include:

No Primary Capital Raise - All of the Direct List-
ing IPOs that have been completed to date have
been secondary offerings where the supply of
shares in the market is provided by existing
shareholders of the company and not by the com-
pany itself. This is because of regulatory limita-
tions, and while there has been some positive
movement lately in the regulatory framework, it
still remains unclear how feasible primary capi-
tal raises will be in Direct Listing IPOs.

Potential Volatility and Illiquidity in the Stock -
In order to meet minimum listing requirements
and, more importantly, in order to ensure there
is sufficient liquidity in the stock, a company
considering a Direct Listing IPO must have a
wide pre-IPO shareholder base with sufficient
desire for liquidity. In particular, companies go-
ing public must have several hundred holders of
round lots of stock (although this can be solved
by gifting stock to employees to achieve this lev-
el). Alack of sell-side supply can act as an anchor
for the market price of a public company’s stock.
Similarly, a successful Direct Listing IPO com-
pany should have sufficient buy-side demand
following listing. This could be challenging if the
company is a lesser known name, particularly if

research analysts do not pick up coverage once
the company is listed. It is important to note that
one of the key advantages of a traditional IPO is
that the entire underwriting syndicate, which,
as discussed, is broader than the financial ad-
visor group in a Direct Listing IPO, participates
in investor education through the IPO process
and then provides research coverage following
the IPO. A company with a smaller following
that pursues a Direct Listing [PO may not have
the benefit of that research coverage or inves-
tor education support, which may aggravate any
demand issues. Additionally, traditional IPOs
have built-in mechanics that are intended to re-
duce volatility - namely the 15% overallotment
option that allows underwriters to provide sup-
port for the stock if it trades down after open-
ing and the lockup agreements that help manage
post-listing supply - both of which are absent in
a Direct Listing IPO.

Regular IPO Documentation - One might think
thatbecause there is no underwritten offering in
a Direct Listing IPO the documentation require-
ments would be less burdensome. Unfortunately,
that is not the case. Regulatory requirements
mandate the filing of a registration statement
under the Securities Act of 1933 with the SEC in
connection with a Direct Listing IPO. As a result,
the public disclosure that a company prepares
for a Direct Listing IPO will be the same as what
it would be required to prepare for a traditional
IPO. Additionally, the existence of Securities Act
liability (the contours of which will be litigated
in the U.S. Supreme Court this term) and the
question about whether any such liability ex-
tends to the financial advisors in a Direct Listing

IPO means that, practically speaking, financial
advisors will require the same customary due
diligence process as in a traditional IPO, includ-
ing comfort letters and legal opinions.

We have seen Direct Listing

IPOs be a valuable alternative to
companies that are well suited—
namely, companies with a larger
following and widely held pre-
IPO equity

These considerations make clear that a Direct
Listing IPO may not be the right choice for every
private company. However, we have seen Direct
Listing IPOs be a valuable alternative to compa-
nies that are well suited - namely, companies
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with a larger following and widely held pre-IPO
equity. For example, the Spotify Direct Listing
IPO, which is one of the Direct Listing IPOs in
which Davis Polk was involved, saw lower vola-
tility and higher trading volume on listing day
than many comparable traditional IPOs of the
last decade.

The key advantage of a
Secondary Direct Listing is that it
gives existing shareholders the
benefit of the liquidity provided
by the U.S. capital markets and
sets up the company to bein a
position to take advantage of the
U.S. capital markets for future

SECONDARY DIRECT LISTING

The second type of direct listing that an Israeli
company may consider is a secondary listing in
the United States once the company already has
alisting outside the United States, such as on the

TASE. The process for this form of direct listing
is much simpler and involves lower costs than a
Direct Listing IPO. However, like a “traditional”
Direct Listing IPO, a Secondary Direct Listing
does not include a primary capital raising trans-
action. Rather, the key advantage of a Secondary
Direct Listing is that it gives existing sharehold-
ers the benefit of the liquidity provided by the
U.S. capital markets and sets up the company
to be in a position to take advantage of the U.S.
capital markets for future primary raises.

In a Secondary Direct Listing, a company
that is already listed on another exchange ap-
plies to list its stock on one of the U.S. stock
exchanges. Additionally, the company must file
a registration statement under the Securities
Exchange Act of 1934 with the SEC. This regis-
tration statement includes factual information
about the company’s business and operations
and includes financial statements prepared un-
der IFRS, as issued by the IASB, or U.S. GAAP. In
general, a TASE-listed company can modify its
Israeli prospectus or annual report into a U.S.
registration statement relatively easily. While
the registration statement would be subject to
securities law liability, importantly, and unlike
in a Direct Listing IPO, there is no Securities Act
registration statement that could form the ba-
sis for Securities Act liability for an investment
bank, and often companies that pursue Second-
ary Direct Listings are not advised by invest-
ment banks, which means that there is no need
for a costly IPO-style due diligence process in-
volving comfort letters and legal opinions. Once

primary raises

the registration statement is declared effective
and the listing application is approved, the stock
will open for trading on the relevant exchange,
and its opening price will be based on the price
of the stock on its primary exchange.

Following the listing, the company becomes
an SEC registrant and will be required to file
annual reports, which look very similar to the
registration statement filed in connection with
the Secondary Direct Listing, but only cover the
most recent year, and also current reports on
Form 6-K when required to make public disclo-
sures pursuant to the law of the home country or
stock exchange rules. In addition, market prac-
tice is for U.S. public companies, including Israeli
companies, to report interim results every quar-
ter and file unaudited financial statements with
the SEC.

Importantly, as a U.S. public company, a com-
pany that undertakes a Secondary Direct Listing
would be able to more easily access the U.S. capital
markets in the future. The company’s reporting
history with the SEC and its U.S. listing is likely to
increase the company’s profile with U.S. investors
and, one year following the listing, the company
would be eligible to use the “shelf registration pro-
cess,” which is a process available to seasoned is-
suers under SEC rules that allows them to access
the capital markets in a faster and more cost-effi-
cient manner by avoiding regulatory preapproval
at the time of the transaction. Additionally, the
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added liquidity provided by the U.S. listing may be
helpful to existing shareholders and lead to a more
efficient market price for the stock.

Secondary Direct Listings, however, are not
free from challenges. The main issue, similar to
what Direct Listing IPOs face, is a potential lack
of familiarity with the company in the U.S. mar-
ket at the time of listing. A company that faces
this issue could find itself without sufficient re-
search analyst coverage, which can exacerbate
the problem. Without a sufficient following, the
stock could face low volumes in the relevant U.S.
exchange, at least initially, which could make
sales in the U.S. more difficult and could lead to
volatility in the stock.

We have found that Israeli listed companies, in-
cluding Israeli companies, are able to find benefits
in a Secondary Direct Listing. This includes recent
examples, such as the Secondary Direct Listing of
Nayax on which Davis Polk advised the company.

PRIMARY DIRECT LISTING IPOS

As noted above, one of the key disadvantages of
Direct Listing IPOs to date has been that due to
regulatory limitations, Direct Listing IPOs have
not included primary capital raises. Recently,
the New York Stock Exchange and the Nasdaq
have adopted rules intended to facilitate pri-
mary Direct Listing IPOs. However, regulatory
hurdles that reduce the desirability of primary
Direct Listing IPOs remain.

The basic framework for how primary Direct
Listings are intended to work is that the compa-
ny must identify in its registration statement the
number of shares that it wants to sell and a price
range in which it expects to sell such shares. Un-
der the modified stock exchange rules, the opening
auction must (i) include all of the shares that are of-
fered on the registration statement and (ii) clear a
price up to 20% below or 80% above the disclosed
price range in registration statement. Unfortu-
nately, the current rules do not provide flexibility
to change the number of shares being offered or to
have larger deviations from the price range includ-
ed in the registration statement without filing an
amendment to the registration statement with the
SEC, which is subject to SEC review, and effectively
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means the stock cannot open for trading on the
intended date. This can create issues when there
is not sufficient demand for the number of shares
being offered at a permissible clearing price and
reduces flexibility for the company when the de-
mand is higher than what the company originally
offered, and the company would have liked to take
advantage of such demand. The framework also
reduces some of the advantages found in second-
ary Direct Listing IPOs as it requires that all of the
shares being sold by the company be sold at the
same price. Additionally, the modified rules do not
solve all of the regulatory obstacles to primary
Direct Listing IPOs, including the absence of no-
action relief under Regulation M to permit Direct
Listing IPOs with both a primary and secondary
component. This means that until the SEC provides
such relief, primary Direct Listing IPOs could only
be conducted without a secondary component,
which eliminates many of the advantages of Direct
Listing IPOs for existing shareholders. B
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