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CAse STupY: BRANDING THE
GoogGLE IPO

Victor Fleischer”
UCLA School of Law

This Case Study discusses the branding impact of the Google IPO. In a longer, Article-length version
of this paper which appears in the Michigan Law Review, I argue that branding is an unappreciated
element of contract design. Corporate finance scholars generally assume that consumers focus on
product attributes like price, quality, durability, and resale value. But consumers choose brands, not
just attributes. The legal infrastructure of deals sometimes affects the brand image of the company.
This Case Study explores the link between deal structure and brand image in one specific but note-
worthy deal, the Google IPO. Itis an extreme example of the branding impact of deal structure, but
one that helpfully demonstrates the branding implications that exist, to a lesser degree, in other deals.
The primary goal of structuring an IPO is to lower the cost of capital by managing the information
asymmetry between the issuer and investors. From this perspective, the success of the Google deal is
questionable. Few would call the deal elegant or efficient. But the auction structure allowed Google
to do more than raise money. Google also reinforced its image as an innovative, egalitarian, playful,

trustworthy company.

I. INTRODUCTION

The legal infrastructure of a deal can have a branding
effect: the design of the deal may alter the brand image of
the company. The structure of the deal affects not only
the relationship between the firm and its investors, but
the relationship between the firm and its customers.

In an Article in the Michigan Law Review, I use a series
of case studies to explore more completely this idea that
deal structure can affect the brand image of the company.
The Google IPO is an extreme example of the branding
impact of deal structure, but one that helpfully
demonstrates the branding implications that exist, to a
lesser degree, in other deals. The structure of the Google
IPO, I argue here, cannot be properly evaluated using the
traditional tools of corporate finance alone. The deal
appears to be inefficient, at least if one thinks about
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efficiency in the usual way.! But if one also considers the
impact of the deal on brand image, the deal is a success
story.

The concept of branding rarely appears in academic
debates about corporate finance and corporate
governance. Finance scholars focus their attention on the
relationship between the firm and its investors and
creditors, who supply financial capital, and its managers,
who supply human capital.> Contracts are efficient when
they properly align incentives; a good contract design is
one that allows managers to raise capital cheaply and
deploy it effectively. Consumers enter the discussion only
as the emotionless buyers who make up the product
markets, which serve as a potential indirect check against
agency costs.?

The functionality-oriented consumer. The implicit
assumption in these debates is that consumers have no
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rational reason to care about the internal corporate
governance of a firm whose products they buy. Most
consumers, after all, have only the haziest notion of how
firms interact with the capital markets and executive labor
markets. Finance scholars, then, act like the editors of
Consumer Reports. They assume that consumers only
value basic product attributes like price, durability, resale
value, and quality. Contract design, after all, would seem
to have little effect on the absorbency of a paper towel, the
sound quality of an mp3 player, or the creaminess of a pint
of frozen yogurt. From this perspective, the best
managerial structure is whatever structure produces the
best products while keeping production costs and
transaction costs low. Corporate governance is a matter
for shareholders and managers and creditors to work out
amongst themselves. By focusing on the functionality of
products, however, we mask any link between products
and contract design.

The brand-oriented consumer. Focusing only on
functionality is problematic. = Consumers choose
brands, not just product attributes. Getting directions
from Google Maps is not the same experience as
getting directions from MapQuest, even if the product
is similar. Brand image reflects the values of the people
who create the product, and contract design
contributes to the atmospherics of the brand. An
innovative deal structure may cost the company
something in short-term efficiency, but it may pay
dividends in the form of increased demand from
consumers in the long run.

Deal structure, then, is not just a method of
managing transaction costs. It is also an advertising
medium. Unlike direct marketing tactics, however, the
process is more subtle. Whatever its content, the
“message” of the deal structure reaches consumers
indirectly through early adopters or other opinion
leaders — knowledgeable, sophisticated consumers who
experiment with new products and are particularly
sensitive to the trustworthiness of the manufacturer.
Just the sort of consumer, in other words, who might
pay attention to deal structure.

From a traditional corporate finance perspective, the
goal of a properly-structured IPO is to manage the
information asymmetry between the issuer and potential
buyers in order to raise the most amount of money
possible per share of stock sold. From this perspective,
the success of the Google deal is questionable. Few would
call the deal elegant or efficient. But this is not really what
the Google IPO structure was about, or at least it is not
the full story. When Google structured its IPO as an
auction, it reinforced Google’s identity as an innovative,
egalitarian, playful, trustworthy company. Talking about
Google’s IPO makes you want to use Google’s products.

The true innovation of the Google IPO was not the
auction structure itself. Auctions have been used to sell
stock before. The true innovation was how the structure
of the deal was employed as a marketing tactic, enhancing
Google’s image. The structure allowed us to peer
through the corporate veil and spy the values of the
company’s founders. Like the Empire penguins stoically
waddling in single file to their breeding ground,* unusual
deal structures anthropomorphize the firm in the eyes of
consumers. Innovative deal structures are striking, and
they can marginally affect the set of mental associations
that make up brand image. Google is not just a network
of connected contracts;’® it is playful and innovative.

I do not wish to overstate the importance of branding.
I certainly do not mean to suggest that the idea for an
auction originated in Google’s marketing department.
Rather, this Article claims that the Google deal had
branding implications (whether by design or accident),
and that lawyers ignore the implications at their peril.
The ethereal link between product markets and capital
markets is what makes the branding effects of deal
structures both challenging and promising as a new
avenue of research.

Il. UNDERSTANDING THE LEGAL
INFRASTRUCTURE OF DEALS

What determines the legal infrastructure of deals? In
Value Creation by Business Lawyers: Legal Skills and Asset
Pricing, Ronald Gilson argued that the defining activity
of the corporate lawyer is minimizing transaction costs.’
Transaction costs do not refer simply to the costs
associated with “papering” the deal. Transaction costs
include the costs of searching for an appropriate exchange
partner, negotiating the terms of the deal, producing
information, policing strategic behavior, and enforcing
the contract. Gilson focused on deal hurdles that lawyers
commonly address, like asymmetric information and
moral hazard. These problems can require costly
monitoring by deal participants, cause buyers to discount
the projected value of assets, or can even suffocate deals
altogether under a blanket of suspicion. Drawing on the
work of economists and finance theorists like Ronald
Coase, Oliver Williamson, and Michael Jensen,” Gilson
argued that when lawyers structure deals, they increase
efficiency. Lawyers add value to the deal by designing
contracts that facilitate the flow of information and
properly align incentives. When the buyer and seller
disagree about the value of an asset, for example, lawyers
might draft an earnout agreement that links the price of
the asset to the actual earnings it generates.®

Asymmetric information and strategic behavior are not
the only costs that transactional lawyers consider.
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Regulatory costs also affect deal structure.” Accounting
treatment, tax incentives, antitrust concerns, and financial
intermediation rules may all come into play.

Ron Gilson, Victor Goldberg, David Schizer and
others at Columbia Law School have developed an
empirical case study approach to examine how deal
lawyers create value when they engineer the legal
infrastructure of transactions.'® T agree with the basic
premise of the Columbia School that the primary purpose
of the legal infrastructure of deals is to minimize
transaction costs and regulatory costs.!* But I argue here
that deal structure may also affect a company’s brand
image. Contract design helps form the identity of the
firm and consumers’ perception of the firm.

The link between corporate finance and branding may
change the professional responsibilities of transactional
lawyers. Branding has received scant attention from the
legal academy outside of trademark scholars.!> Corporate
lawyers traditionally draw a line, albeit a fuzzy one,
between legal issues and business issues.'* If Gilson is
right that lawyers are transaction cost engineers, then the
distinction between legal issues and business issues begins
to break down. Designing the structure of a deal is an
endeavor that must be pursued jointly between lawyers
and other professionals.  Lawyers add value to
transactions by allocating risks properly through contract,
and their negotiations and decisions affect incentives and
change how businesses run operations moving forward.'*
And if T am right that deal structures have branding
effects, then the legal /business distinction breaks down
even further. Lawyers can and should include the deal’s
effect on brand equity in their back-of-the-envelope cost-
benefit analysis of different deal structures, in addition to
the effect on managers, sharcholders, employees and
creditors.

Consider the predicament of Google’s outside counsel.
Should Wilson Sonsini have permitted the founders to
include a “letter” to sharcholders in the prospectus, even
though it was likely to complicate and delay the SEC
approval process?  Should the founders have been
permitted to indulge in math humor when they chose the
number of shares to be issued? Some lawyers would
articulate a professional responsibility to fight with the
founders and managers on these points. After all, if the
actions merely reflect the idiosyncratic preferences of
quirky founders, then company counsel has a duty to step
in and protect the shareholders. ButifTam right that deal
structures have branding implications, it follows that
lawyers have a responsibility to help the founders consider
the risks (and rewards) of the unusual contract design.
That the deal may tarnish or enhance a firm’s brand image
becomes yet another factor for the lawyers to consider,
not unlike accounting risk, tax risk, or counterparty credit

risk. Indeed, lawyers may be especially well-suited to
advise their clients about the non-legal effects of legal
decisions, including branding effects.'®

lll. GOOGLE

Last summer, Google went public in a highly public
manner. Rather than use the traditional underwriter-led
book-building process, Google instead sold its stock to
the public using an Internet auction. Wall Street watched
the deal closely and criticized it extensively. After several
delays, the auction closed successfully with an offering
price of $85. The stock closed its first day of trading at
$100 for a first-day pop of 18%. The stock then began its
steady climb towards $400. The numerous problems
Google faced in executing the deal suggest it was hardly a
model of efficiency. Nor was it a model of
egalitarianism.'® But, I argue here, the deal was a success
on its own terms. There was more than short-term
efficiency at stake. Google used the IPO as a branding
event, and the auction structure created branding effects
in a way the traditional IPO structure would not have.

A. The Timing of the Deal

Sergey Brin and Larry Page met as computer science
graduate students in 1995. The two founded Google and
developed a search technology based on the “back links”
to websites. By 1999, the company began to grow, and it
received $25 million in financing from Sequoia Capital
and Kleiner Perkins, two leading venture capital firms.
The company could have gone public earlier, when the
equity markets were hungry for any technology company,
let alone one with Google’s strong track record and
promising future. Eric Schmidt (the CEO), Brin, and
Page held off.'” They enjoyed the freedom of remaining
a private company, and they had no pressing need for
cash..'®

Google went public in the summer of 2004. The
timing was a bit puzzling. Companies normally go public
because they need additional equity capital. Google had
no pressing need for cash, and so in theory it could have
remained a private company. For several reasons, it made
sense for Google to go public when it did. None of these
reasons, however, required Google to maximize its short-
term share price.

Back-door public company. The precipitating event was
somewhat unusual. One advantage Google enjoyed as a
private company is that it could hold its business strategy
close to the vest. Its growth, however, eventually made
this strategy impossible. Like most start-ups, Google had
given stock to employees. As it recruited programmers
and engineers, more and more employees became
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stockholders. Under the securities laws, any company
with 300 stockholders has to make certain public filings.
These public filings would have required some disclosure
of Google’s business plan and prospects, making Google
a “back door” public company.’ And because Google
would have had to make aspects of its business strategy
public under the required filings, the founders lost a key
reason for remaining privately-owned.

Liguidity. Going public made sense for other reasons
as well. Employees who receive stock and options expect
to sell at some point.>® Without a liquid market for shares,
employees could not capture the full value of their
options. Going public allowed the founders, employees
and investors to sell and thereby diversify their
portfolios.?!

Because excessive insider selling would have depressed
the stock price (which would have been self-defeating),
selling was limited by contract. The founders, VCs and
employees sold some shares in the IPO and in secondary
offerings in the months following the IPO, but most of
their equity would remain locked up in Google for a
relatively long time.

Acquisition curvency. A third reason for going public
was to facilitate acquisitions. Companies often use their
own stock as acquisition currency. Google was eyeing
some potentially large acquisitions, and having a liquid
market for its stock would facilitate tax-free acquisitions.
After announcing the IPO, Google acquired Picasa, a
digital photo management company,?? Keyhole, a digital
mapping company,”® Urchin, a web analytics company,**
and Dodgeball, a social networking site.

But there was no pressing need for cash. A higher share
price would make any stock-for-stock acquisitions
cheaper. Atthe same time, Google’s advertising products
were generating sufficient cash flow to meet the
company’s operating needs. Google had some desire to
build a war chest for future acquisitions, but had no
immediate big targets. Moreover, the IPO would not be
Google’s last chance to raise money in the equity markets,
as evidenced by their recent follow-on offering.

In sum, Google had to go public, but it was less
concerned about short-term share price than many other
companies. Maximizing the offering price (so as to
maximize the amount of capital raised) was not as
important as building long-term value. The IPO
presented itself as a perfect branding moment.

Despite Google’s enviable position, it faced a few
challenges. The timing of the IPO was notideal. The dot
com bubble was over. Few companies went public in
2004, and it was hard to imagine an Internet technology
company, even Google, receiving a warm reception from
gun-shy investors. But with the threat of becoming a
“back door” public company looming and increasing

pressure to provide liquidity for employees and the VCs,
the IPO had to be executed one way or another. It was a
treacherous situation. The way out was to think
creatively, or, as Apple-lovers might say, to “think
different” about the IPO process.*

B. The Appeal of the Auction Structure

IPOs have an image problem. Before the dot com
bubble burst, tech IPOs were associated with severe
underpricing and huge first day pops. Insiders got rich;
companies left money on the table; retail investors got
hurt when the bubble eventually burst.”” The challenge
for Google was to turn a process associated with greed
into something positive. Structuring its IPO as an
auction did the trick.

It may be useful here to briefly review the traditional
IPO process. In a traditional IPO, a company that needs
capital approaches the underwriters who will help take the
company public. The underwriters set up a road show
where managers talk with potential investors. The
underwriters also meet with institutional investors and
discuss the company behind closed doors, setting the
price through a process known as “bookbuilding.”
Underwriters then follow up with investors, who express
indications of interest and the price at which they would
be willing to buy the stock. Based on these indications of
interest, the underwriters and the company agree on a
price.

Critics of the traditional IPO process focus on two
controversial aspects: pricing and allocation. Pricing an
IPO is more art than science. For reasons that remain
controversial, the company and its underwriters typically
set the price somewhat lower than the anticipated market
price. During the dot com bubble, Internet stocks
debuted with first-day pops of 100% or more, creating
opportunities for abusive practices that benefited Wall
Street insiders and corporate executives.?®

Underpricing has received a great deal of academic
attention.?” Historically, IPOs are underpriced by an
average of 18%. Most financial economists believe that
the traditional book-building process is efficient, despite
(or because of) underpricing. Underpricing may be
necessary to compensate institutional investors for
investing in price discovery activities, or to compensate
them for the risk of investing in bad deals. Bruce Johnsen
and others argue that syndicates, along with underpric-
ing, improve the efficiency of the system by discouraging
overinvestment in information-seeking behavior by
potential investors.® In their model, underpricing allows
the investors to “buy blind” rather than compete against
each other trying to unearth more information about the
company to more accurately price the issue.?!
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Whatever its efficiency, the book-building process still
smells fishy to legal scholars, who tend to focus more on
egalitarian considerations than economists do.** The
SEC’s mission is to protect the small investor.** In recent
years legal scholars have become more interested in the
“Dutch Auction” model of selling stock in IPOs. The
investment bank Hambrecht has developed and refined
an “Auction IPO” model in the United States.**

An auction uses a different price-revealing mechanism
than the traditional book-building process. In an auction,
investors bid on the Internet for the issuer’s stock. The
clearing price—that is, the price at which the company sells
the stock to the underwriters—is set at the highest price at
which the company can sell the number of shares it wants to
sell. Anyone who has placed a bid higher than the clearing
price receives an allocation of shares at the clearing price,
even if they bid higher. Bidders thus may go ahead and
disclose their reservation price. If they guess too high, they
will not be punished, but instead will receive stock at the
clearing price, like everyone else.®® Because the bids of
investors correlate closely with the bids that arise in the
secondary market after trading begins, underpricing the
stock may be unnecessary.*

The differences between auctions and book-building
go beyond the technological leap from the telephone to
the Internet. Using an auction affects not only the price
mechanism, but also the allocation mechanism. Unlike a
traditional IPO, anyone with a computer can
participate.””  Auctions are more democratic and
egalitarian. Because the allocation process eliminates
favoritism, it also eliminates the possibility of using
underpriced IPO shares to benefit insiders or curry favor
with clients. Christine Hurt has advocated a move
towards auction IPOs to reduce moral hazard. Other
legal scholars remain skeptical. Anita Indira Anand
argues that auction structures may not reduce
underpricing and that fairness in allocation may not lead
to an improvement in market efficiency.®® Peter Oh
argues that Dutch auctions are risky, susceptible to fraud,
and shows that the benefits are unproven.®

When Google announced its intentions to conduct an
IPO by auction, the financial press took notice. Google
would become by far the largest and most prominent
company to sell IPO stock by auction. The financial press
pitched the story as Silicon Valley populism versus Wall
Street capitalism, making it the deal to watch during an
otherwise sleepy summer for the capital markets. Google
scored some ecarly PR victories. It strong-armed the
white-shoe underwriters into cutting their usual hefty
fees, and it forced them to accept a more democratic IPO
process. No more Friends of Frank;** Google would
conduct its auction according to its company mantra,
Don’t Be Evil.

C. Execution of the Deal

Conducting an Internet auction forced Google into
the role of regulatory entrepreneur.*! Securities laws
prohibit offers to sell securities until a registration
statement is effective; the registration statement cannot
become eftective until the final price is determined. Inan
auction, however, the final price cannot be determined
until offers to buy the stock have been received, creating
a Catch-22. The SEC had previously issued no-action
letters concerning online auctions to Wit Capital,
Hambrecht, and Bear Stearns.*> Working closely with the
SEC to establish a system for setting the price through
indications of interest and later confirming bids after the
registration statement was declared effective, Google
moved forward with the auction.

The size of Google’s oftering forced a difficult decision
carly on. Most companies that conduct auctions do so
through Hambrecht, the auction pioneer. Hambrecht
has an infrastructure in place to handle auction IPOs.
Google was concerned, however, that their offering
needed more assistance from traditional underwriters,
who can reach out to institutional investors. Google
retained Hambrecht to advise on the offering but chose
the more traditional investment banks Morgan Stanley
and CSFB to lead the syndicate. Some viewed the choice
of investment banks as a missed opportunity to further
egalitarian reform of the IPO process.*

PR for the deal took a hit when the investment banks
made access to the deal somewhat difficult for individual
investors. To ensure that bids were serious, the banks
required that investors have high minimum account
balances to make a bid. Rumors circulated that some
banks required minimum account balances of half a
million dollars. The auction would not be as egalitarian as
initially promised. Google responded by expanding the
syndicate to include smaller firms, including E-Trade,
some of which required minimum balances as low as
$2000.*

The next hurdle concerned the issue of insider selling.
Traditionally, underwriters ask insiders to agree not to sell
any stock within 180 days of the initial offering. Google
had no such agreement in place, and analysts began to
question whether insider selling would put excessive
pressure on the stock price immediately following the
offering. Eventually, the founders and VCs cut back on
the number of shares they would sell in the initial offering,
and management agreed to a waterfall-style lockup
agreement, with increasing numbers of shares sold after
15,90, 120, 150 and 180 days.

Google’s road show brought acrimony from analysts as
well.  Investors complained that they disclosed little
information about the company’s plans. Mary Meeker, a
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high profile analyst, complained that she had never dealt
with a company as unhelpful as Google. Institutional
investors accustomed to receiving favored treatment had
little advantage over any small investor with a computer.

The deal was delayed into August, bringing yet more
trouble. The buzz started to fade; August is a slow month
on Wall Street, as bankers and traders depart for
Nantucket, Martha’s Vineyard, or the Hamptons. Things
got even worse on August 12, when an issue of Playboy
magazine reached the newsstands; the timing could not
have been worse. The magazine had printed an interview
with Brin and DPage talking about the company.
Publication of the article arguably violated the gun-
jumping rules, which companies often address by halting
the IPO process and “cooling off.” Google managed to
keep the process moving by filing yet another amendment
to the registration statement reprinting the article in full
and disclosing the risk in the prospectus.*®* Google then
disclosed that it had failed to register certain shares and
options received by service providers, potentially
violating SEC rules. The bidding process finally began on
August 13. Demand appeared soft, and Google lowered
its price target from $108-135 to $85-$95 a share. To
Wall Street insiders, Google was beginning to look
amateurish, not innovative.

The auction finally closed, and Google sold the stock to
the underwriters at $85 per share, who then distributed it
to the bidders. Successful bidders (i.e. anyone who bid
over $85) were allocated 75% of their requested shares,
suggesting that Google intentionally left some money on
the table to ensure a positive first day close and
compensate those bidders who had stuck it out. The
stock closed its first day of trading at $100, in line with the
historical underpricing average of 18%.

In sum, the deal did not go altogether swimmingly.
Wall Street resented having to accept an innovative deal
structure that weakened the control and importance of
the underwriters.  Institutional investors may have
invested less effort in investigating the company, resulting
in lower bids. Stock market pundit Jim Cramer
explained,

The “go it alone” method that Google used was a
total fiasco, just ridiculous. The arrogance, the in-
competence was beyond belief. Their own missteps
and misbehavior have brought much lower prices than
they ever would have gotten for the deal. Institutions,
mutual funds and hedge funds all are boycotting the
deal. So the price will be artificially Jow. These guys
will have totally messed it up for themselves.*®

It is hard to disagree with Cramer’s conclusion that
Google left money on the table. But in hindsight, with

Google now trading near $400, and having successfully
completed a $4 billion follow on offering, I am not sure it
is fair to say that the Google guys “totally messed it up for
themselves.” Whether the deal was successful depends on
the matrix one uses to measure success.

D. Evaluating the Deal: Efficiency

Few would characterize the Google IPO as efficient. It
is difficult to know what would have happened if Google
had instead used the traditional book-building method.
The unusual deal structure certainly drove up legal fees.
Google paid its underwriters a 3% commission, well
below the industry standard 7-8%, but its ability to drive
down investment banking fees was came primarily from
its market power, not its selection of an auction process.
It seems likely the company could have raised more
money had it used the traditional IPO process. Following
the IPO, institutional investors rushed to buy the stock,
pushing the price higher and higher.

Jim Cramer is not alone in thinking that the offering
price would have been higher if Google had done a
traditional IPO. The central problem faced by IPO
issuers is the information asymmetry between the issuer
and potential buyers. Issuers overcome this problem by
disclosing information and by renting the reputation of
financial intermediaries.*” Google did a poor job on both
counts. They were tight-lipped about the company,
disclosing little information other than the basic financial
information and risk factors required by the SEC. The
founders’ letter, while entertaining, was short on useful
insight about the company’s plans. As far as renting
reputation, Google hired Morgan Stanley and CSDB to
lead the syndicate. But even here, Google showed little
interest in gathering up the support of intermediaries.
After they slashed fees, Merrill Lynch walked away from
the deal. While Google did receive the implicit
endorsement of the many banks who remained in the
syndicate, the ill will they generated by slashing fees may
have reduced selling efforts. Moreover, auctions are
associated with lower underpricing, removing an
incentive for institutional investors who might otherwise
have gotten involved. And without the firm promise of
underpriced shares, the underwriters had little financial
incentive to push the stock on their favored clients.

In sum, the post-IPO run up in Google’s stock price
suggests that the deal structure may indeed have left
money on the table. Without a clear promise of
underpricing and no possibility of a favorable allocation
even if they did participate, institutional investors had
little reason to investigate the company. It cost them very
little to wait until the stock began trading on the
secondary market. The run up in the stock price thus may
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have been caused by the inability of the auction process to
reduce the information asymmetry between Google and
its potential investors. Post-IPO events and announce-
ments may have contributed to the run up in the stock
price, but it is hard to imagine such events accounting for
the full increase.*®

E. Evaluating the Deal: Branding Effects

Despite these apparent flaws in both design and
execution, the Google IPO should be considered a
success. The IPO was not just a financing transaction; it
was a branding moment. It generated benefits for Google
outside the four corners of the prospectus.*” Each story in
the business press was a love letter to customers who value
corporate integrity. From a corporate finance
perspective, the deal was at best mediocre. From a
marketing perspective, it was simply brilliant.

Google, more than most, needs a good brand image to
ensure long-term success. Marketing theory helps explain
why this is so. Products may be categorized as search
goods, experience goods, and credence goods.®® Search
goods are goods where consumers may easily assess
quality before purchase, like clothing or furniture.
Experience goods are goods where consumers may easily
assess quality after purchase, like a haircut or a
lawnmower. Credence goods are goods where quality is
difficult to assess even after purchase, like financial advice,
auto repair, or education.

Branding is especially important for experience goods
and credence goods. Google’s search engine is an
experience good.*! For such goods, branding is a way for
a seller to commit to product attributes that are difficult
for third parties (such as courts) to verify.>* The search
engine and other Google products might even be
considered credence goods. Consumers would find it
difficult to verify the quality of search results, even after
examining the results, unless they also sampled other
search engines. In theory, consumers could spend a few
hours running experiments, trying out different searches
on cach site and comparing results. Few consumers,
however, are so diligent. Comparing results, moreover, is
not so easy. Only with careful inspection can one figure
out which sites, deep in the results, one search engine
discovered and another did not. Often the relevance of
results are not apparent without clicking through. Rather
than experiment with different products, consumers rely
on word-of-mouth and brand image.

Other search engines and internet portals, like
Ask.com, Yahoo! and AOL spend lavishly on advertising
to convey a sense of relevance or usefulness to consumers.
Google’s branding strategy, on the other hand, is subtle.
It relies on the diffusion of buzz through informal

networks. It has a blog targeted at early adopters®® that
introduces and discusses new products. Because Google
relies on advertising revenue, it can give away most of its
products for free, relying on users to pass along
knowledge to friends, family and colleagues.

Google is well aware of both the importance of its
brand and the challenges it faces in enhancing and
protecting the brand. The risk factor section of the S-3 to
their recent follow-on oftering explains that the business
“depends on a strong brand.” Google notes that its
management of information raises privacy concerns,
making the integrity of the brand that much more
important.®* Litigation involving Google is high profile,
and as the legal issues get resolved, Google must also win
in the court of public opinion.*®

The IPO structure enhanced Google’s brand image in
several ways.

Playfulness and Geek Humor. The name Google
derives from a mathematical term, Googol, which means
the numeral one followed by 100 zeros.** From a
branding perspective, Google appears at first glance to be
an arbitrary word, like Apple or BlackBerry, with no
obvious tie-in to the company. It also conveys
playfulness, however, and tells an inside joke known to
mathematicians. The mathematics tie-in is not deeply
hidden, however. Instead, it’s just hidden enough to
trigger questions from business reporters, who then
convey the clue to the public, letting them in on the joke.
The name also conveys a functional meaning: Google can
search large numbers of sites — a googol sites, perhaps —
and offer the user the most relevant hits.””

The playfulness extended to the IPO. A story in Wired
entitled “More Reasons to Love Google” explained that
the amount of money that Google sought to raise,
$2,718,281,828, was a bit of “geek humor.”®
2.718281828 is the mathematical constant ¢, or Euler’s
number, which is the base of the natural logarithm
function.” Google continued winking at the nerds in its
follow-on offering in August 2005, selling 14,159,265
shares. The number represents the first eight digits after
the decimal in the mathematical constant pi.*

And the auction process itself, of course, is interesting,
fun, and intriguing. It is a technologically-savvy way to
gather and manage information. Instead of web sites or
maps, the information gathered and managed in the IPO
was the price and allocation preferences of thousands of
investors. Google IPO, like Google Search, Google Maps
and Google Talk, became not just a transaction but a
technologically-appealing method of managing informa-
tion.

It would be quite a struggle to explain these choices —
particularly the number of shares — with an unbranded,
pure efficiency rationale. Like a monkey typing the
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collected works of Shakespeare, an investment banking
analyst given an infinite number of hours could eventually
come up with a model that generates the eight digits of pi
after the decimal point as the optimal number of shares.
But the real story, of course, is about branding. The
founders, it seems, recognize that the amount of money
raised in an offering is somewhat arbitrary (at least within
arange — notice that Google did not offer 31.4 million or
3.1 million shares). Instead of picking a round number,
Google seized the moment to show the world how nerds
conduct an IPO.

Integrity. Most search engines and internet portals are
cluttered with links, ads, and promotions. The main
Google search page, on the other hand, is mostly white
space. Other than a few barebones links and the playful
“I’m Feeling Lucky” button, the site concentrates on
helping the user. The search results page is similarly clean.
There are no pop up ads or banner advertising.

Google does not distort its search results, instead
setting aside its Sponsored Links in a separate sidebar. It
does not engage in “search engine payola.”® Google’s
website explains,

Advertising on Google is always clearly identified as
a “Sponsored Link.” Itis a core value for Google that
there be no compromising of the integrity of our
results. We never manipulate rankings to put our
partners higher in our search results. No one can buy
better PageRank.  Our users trust Google’s
objectivity and no short-term gain could ever justify
breaching that trust.®

Many consumers may not care about payola, but for
those who do, Google’s approach is refreshing. Google’s
consistency with respect to integrity issues makes
PageRank credible despite its relative lack of transpar-
ency.%

The Auction IPO enhanced Google’s brand image by
solidifying its reputation as being more concerned with
integrity than insider profits. Dot com founders became
millionaires by cashing in on IPOs.** Google’s founders
are billionaires, but their choice of deal structure reflects
little desire to cash in quickly at the expense of long-term
shareholders.

Egalitarianism. Google presents an image of being
democratic and non-elitist. Google Search is freely
available without a fee or even registration. Basic versions
of fancier applications like Google Maps, Google Print
and Google Earth are free. Even on the revenue-
producing side, Google maintains an egalitarian bent.
The cost of creating an account for Google’s Adwords
service is only $5, and there is no minimum ad spend
required.®®

The prospectus materials suggest that this egalitarian
image was important to Google. The founders’ letter,
originally planned to go at the front of the prospectus,
raised a predictable objection from the SEC. The
founders felt it was worth the battle. Google fought the
SEC over whether it could refer to the founders and the
CEO on a first-name basis, even as it conceded other
issues. %

The auction pricing mechanism played into this image.
Rather than having underwriters set the price using the
traditional book-building method, investors set the price
for shares over the Internet. The voice of the people, not
Wall Street insiders, set the price. The deal structure
eliminated the favoritism problems that accompany the
traditional process and gathered information in an even-
handed manner.

The press ate it up. A Wall Street Journal article,
Google’s Dutch Treat, noted the fit between the IPO and
Google’s business model.

“Inasense, this auction is the perfect IPO expression
of Google’s own business model. The company’s
success has derived from its ability to democratize
access to information via the Internet, and its auction
will likewise open its shares to a wide spectrum of
investors.”%’

That sort of PR is hard to buy.

Internal Branding. Internal branding is the process of
ensuring that employees embrace the brand and what it
represents.®®  Branding can have an effect not just on
customers, but on employees. Branding, in other words,
is more than marketing.*

For a company that relies on intellectual capital,
internal branding is especially important.”” The auction
structure fed into Google’s nonconformist style.”* The
company calls its headquarters the Googleplex, and it is
described as an open, informal space. Employees can
bring their dogs to work. Google touts its corporate
culture as collegial, flexible and collaborative. Google’s
website highlights the use of rubber exercise balls as oftice
chairs and the hiring of Charlie Ayers, former chef to the
Grateful Dead, as company chef.

F. The Branding Power of Auctions

Google is not alone in using the auction structure as a
branding opportunity.”> Other companies that have
completed auctions include redEnvelope, Peet’s,
Salon.com, Overstock.com, Morningstar, and
Ravenswood. The pattern suggests that companies that
brand themselves as contrarian, egalitarian, and user-
oriented are more likely to conduct Auction IPOs.”® The
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auction structure appears to be useful for cult brands
(those seeking a devoted customer base and quirky or
counterculture brand association) and integrity brands
(companies whose business model depends on transpar-
ency or trust).”

Peet’s Coftee and Tea and Ravenswood Winery are
examples of cult brands.” Cult companies often position
themselves in opposition to the market leaders. Google is
anti-Microsoft. Apple is anti-Microsoft. Whole Foods”®
and Trader Joe’s are cult brands positioning themselves
opposite legacy supermarkets like Albertson’s, Kroger,
Safeway and Ralph’s. Peet’s Coffee and Tea is the anti-
Starbucks.”” Ravenswood Winery, with its motto “No
Wimpy Wines,” pushed red zinfandel and cultivates a
contrarian brand image.”® Other examples of specialty
companies using an auction process to distribute stock
include Salon.com (a non-traditional media outlet) and
redEnvelope (an online gift retailer).

Overstock.com is an example of a company that seeks a
savvy, knowledgeable consumer base. The company is an
online outlet shopping site that specializes in liquidating
excess inventory through direct internet sales. It also has
an on-line auction branch. Its founder, Patrick Byrne,
reported that he received little interest from venture
capitalists, and he viewed the traditional IPO process with
skepticism. The Overstock website includes an unusual
letter to stockholders that stresses transparency and
integrity and explains Overstock’s conservative account-
ing.”?

Morningstar is an example of an “integrity” company
providing a credence good to savvy consumers.
Morningstar is a financial services company that provides
services to individuals, advisors, and institutions. The
brand is one of the most recognized and respected in the
investment industry. A traditional IPO - with its
associations with underpricing, favored allocations and
insider profiteering — could have undermined the
Morningstar brand image. Morningstar emphasized its
commitment to integrity in its IPO prospectus: it noted
that it would not provide guidance to analysts (because of
the inherent conflict it presents to management’s
personal financial interest) and that it voluntarily
expensed its stock options on the income statement.®

Conclusion. Itis difficult to measure the effect the deal
structure had on Google’s brand equity. But the evidence
suggests that from a branding perspective, the deal was
successful. Google’s CEO has publicly speculated that
publicity surrounding the IPO — no doubt attributable in
part to the unusual deal structure — may have boosted
revenues in that quarter.®! By boosting revenues and
increasing brand equity, the apparent dichotomy between
branding and efficiency disappears. While the auction
IPO may not have produced the maximum share price

possible, it may have helped boost revenue, which in turn
supports Google’s current share price.

IV. CONCLUSION: THE MECHANISMS OF
BRANDING DEALS

Google is just one case study. In the longer version of
this Article, I discuss other examples where deal structure
affected the brand image of a company. Finding the
common thread, though, is a challenge. Is the branding
effect accidental and unexpected, or can it be predicted?
How does a decision about legal structure filter down to
the point where it has an effect on consumers? Does
branding a deal make sense for all companies, or only
some?

The branding implications of deal structure are most
important for companies that target early adopters or
other opinion leaders, such as technology companies,
firms that produce trendy or fashionable consumer
goods, cult brands, and socially-responsible companies.®
Deal structure is not likely to be an effective advertising
medium for reaching large numbers of consumers. A
typical ice cream purchaser or computer user doesn’t
know anything about IPOs. One particular class of
consumers, however, is better educated, wealthier,
smarter, more open-minded, more adventurous, and has
a higher social status than your average consumer: early
adopters.®® And that is exactly who marketers try to reach
to establish a brand image. Early adopters are
sophisticated consumers who experiment with new
products and, by word-of-mouth, spread the message to
other consumers. Early adopters seek information about
innovations more actively than later adopters and have
higher degrees of opinion leadership.®*

Using deal structure as a branding device thus seems
especially well-suited for companies reaching out to early
adopters to build a brand. These include technology
brands, integrity brands, cult brands, and socially-
responsible brands.

Technology brands. Technology products demand trust
from consumers. Consumers must invest their time in
learning how to use the technology on top of the financial
cost. Many consumers, then, wait to adopt a new
technology until a critical mass has already done so. This
process — documented in detail in Everett Rogers’
Diffusion of Innovations and more recently in Malcolm
Gladwell’s Tipping Point — shows the importance of early
adopters, who act as a bridge between innovators and the
majority of consumers.

Before an innovation can cross the chasm into
widespread adoption, the manufacturer must win over
the early adopters. When commercializing a product for
wider distribution, companies sometimes make changes
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to the product that produce short-term profits but
weaken the technology. Unusual deal structures may
allow technology companies to signal to consumers that
notwithstanding the presence of all the bankers and
lawyers, the nerds are still in charge.

Integrity  brands and  socially-vesponsible  brands.
Credence goods have qualities that the consumer cannot
fully evaluate even after purchase and consumption.®®
Integrity brands are brands that generate a sense of trust
where the integrity or social responsibility of the firm is an
important product attribute. Examples include health
care, financial services, education, environmentally-
sensitive products, and organic foods.*® With these
products, the quality of the goods is difficult to measure
even after purchase. A shareholder in a mutual fund can
casily observe cash, but not opportunities for managerial
rent-seeking;®” a fine cup of Peet’s coffee does not taste
organic. The integrity and values of the managers serve as
a proxy for the integrity of the process for producing the
product. By signaling the integrity of the managers, deal
structure can signal the quality of other attributes that are
difficult to observe.

Cult brands. There is no settled meaning to the term
cult brand. As I use the term here, I refer to products that
have a strong expressive value. Ritual products —products
that consumers buy through small, regular purchases lend
themselves to this category. Companies that become part
of a social routine, such as Coldstone Ice Cream,
Starbucks and Peet’s Coftee, and Krispy Kreme, may work
well. Similarly, many entertainment products become a
regular part of a consumer’s day. ESPN, the sports
network, brought a sense of journalistic integrity to sports
coverage. KCRW, a public radio station in Los Angeles,
rejects payola and instead offers “hand-picked” music
from knowledgeable deejays.

Other cult brands include technology firms who aim to
disrupt product markets by changing the user’s
relationship with the product. Examples include Apple
(including not just the Mac but the iPod and iTunes),
TiVo, NetFlix, Flickr (an online photo management site)
and Facebook (a social networking site). Using such
products tends not just to improve a consumers’
functional relationship with the product but also to
express identification as a contrarian. Apple is the anti-
Microsoft, TiVo is anti-commercial television, NetFlix is
anti-Blockbuster, and so on. For these products, the early
adopter strategy is an obvious fit.

If this all sounds rather trendy, that’s because itis. Cult
brands rely on information specialists — fashion leaders or
mavens — to convey the information to a broad consumer
base. These fashion leaders, in order to maintain their
status as leaders, must continually be on the lookout for
new insights.®® This also leads them to consume at the

upper end of the merchandise spectrum.®” Recall that
consumers are not seeking (just) functionality, but rather
seek to satisfy other social needs when they buy
products.”® Quality matters. But when a consumer’s
assessment of the quality of a product depends not just on
intrinsic value but on what someone else thinks, strange
things start to happen to demand curves and equilibrium
prices. A few good (or bad) words from the right person
can cause an avalanche.”’ With these fads and fashions,
demand is unstable, exploding up or down in response
even to small shocks.??

In sum, the structure of the Google IPO affected how
consumers think about the company. Having staked its
claim as a playful, innovative, trustworthy company —
through the IPO structure and other strategic moves —
Google is now held to a higher standard in the court of
public opinion. Its ability to maintain its lofty image will
be tested as it faces regulatory challenges and privacy
concerns. One thing seems clear, though: the auction
structure may have left some money on the table in the
short run, but pre-IPO shareholders would hardly
complain now.
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