[bookmark: _GoBack]TYBIM Sem VI – Venture Capital

Unit 4 : Private Equity Exit

Factors Affecting the Exit Route Choice
In deciding which exit strategy to pursue, investors should consider several variables: 
(1) the general economic perspective,
(2) relative performance of PE investments versus other asset classes,
(3) bullish or bearish stock markets, 
(4) commitments of PE 
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Initial Public Offering

It is the first time that the shares of the company are sold to the public. First, those
shares are sold on the primary market. Usually, most of the shares are sold to
institutional investors but there are some cases such as the IPO of Facebook,
Inc. that most of the shares were sold to retail investors because of their values.
Then, the company starts trading on the secondary market. The price is
established by supply and demand of the shares by the public, unlike the primary
market, in which the price of the IPO is established by the company with the help
of the Investment Bank as a financial advisor and underwriter.
The IPO exit is completely determined by the situation of the market. When there
is a bull market it is observed that the number of IPOs increase and even more
important, in terms of value. On the other hand, if the market is bearish the
number of the IPOs will be lower than when is bullish in terms of number of total
of IPOs completed and value. Another indicator of a strong market of IPOs is the
volatility. A low volatility in European indices will benefit the market for IPOs.

Advantages of an IPO exit

• Higher Valuation: IPOs exit valuation is empirically higher than other types of
exit. Although IPOs exit does not give rise to a full exit, the remain stake of
the PE firm in the portfolio company could be sold after the IPO. It is an
advantage because once the company is public is easy to complete a
valuation of the company because it practically depends on the market. It is
also a lower cost than the valuation of a private company.

• Increased liquidity: Because IPOs exit are partial exits because it is not
possible to sell the full company, IPOs are more liquid than other partial exits.
It is easy for the private equity firm to sell the remain shares after the IPO
because there is a market for those securities.

• Management Support: Is very important to have the support of the
management team during the IPO. In this type of exit is more likely to have
the management support because the management team knows that there
is high probability of staying in the company after the IPO, unlike strategic
acquisitions, which is common to replace the management team after the
acquisition.

 Disadvantages of an IPO exit

• Lack of complete exit: Unlike other exits, an IPO is a partial exit. Therefore, if
the PE firm wants to sell the entire stake it will not be possible once. First, the
PE firm will exit a part of the portfolio and then sell the remain shares in the
secondary market. A concern for the PE firm is the reaction of the market. If
the market does not react positively after the IPO, the value of the shares will
be lower than the exit and therefore the PE firm will get less funds of the exit.

• Timing: The entire IPO process is very slow compared to the other exits.
According to a report of Deloitte, the IPO process typically takes six months.

• Costs: IPOs are very expensive because there are many people involved.
The main costs of an IPO are the underwriter’s fees, legal fees, external
auditor fees, financial advisor fees, document printing costs, registration
costs and the fees paid to the exchange market for listing.

• Reporting Obligations: Once a company is listed, it is mandatory to report
documents periodically for the market regulators. This will be very costly for
the company and a disadvantage because the company is completely
transparent for the competitors.

_______________________________________________________________

Secondary Buyout

A secondary buyout involves another sponsor to buy the portfolio company. The
main advantages of this type of exit are the stake of the exit, the control and the
timing. First of all, the PE firm achieves a complete exit because they can sell the
total number of shares of the company, so they complete the exit and end the
investment. The PE firm has the control of the sale process, unlike the IPO exit
because of the regulatory issues. Finally, the timing is an advantage because
once both parties agree with the terms, they can close the deal with a short
regulatory process.


Advantages of exit through Secondary Buyout

The advantages of the strategic buyers are not far from the advantages of the
secondary buyout exit. The main difference is the fact of the synergies. As it is a
disadvantage for the secondary buyout exit, the synergies that will be created
due to the integration of the company portfolio with the strategic buyer will make
the PE firm earn more money with the exit because of the premium paid by the
strategic buyer. The other advantages are almost equal.

Disadvantages of exit through Secondary Buyout

There are some disadvantages in this type of exit. The first one and most
important is that the financial buyers do not pay as much as strategic buyers. It
is because they are not going to obtain synergies with the new company so they
will not pay a premium for the company. Another disadvantage of the secondary
buyout exit is the fact that, as it is explained before, the financial sponsors buy
the companies with a large percentage of debt. In the case that the financial buyer
does not get the funding, the transaction will stop.

 ___________________________________________________________________



Repurchase by existing management;
This is an ideal scenario type where the founder gets back to owning the majority stake in their entity, and an golden hand shake to the exiting Private Equity.  This is also referred as Management buy out. The exiting PE may, in rare cases, also get to earn a trail fee for the next n years as may be mutually agreed to by the parties, usually a % of EBIT, or a multiple based terminal value.

Management Buy Outs (MBOs)
The classic MBO represents the buyout made by the entity’s managers themselves. The logical reasoning is that they are best placed to run the operations efficiently. However the other side to this is that the managers of the entity may not be the best of the lot to bring in additional clients. Similarly, they may be on the conservative side when it comes to risk taking.
However, with changing times, MBOs are also getting attention from PEs themselves. In an article published in The Hindu Business Line print edition dated July 10, 2008, explaining on the emerging features of MBOs - ‘Traditionally, Management Buy Outs (MBOs) involved the management wanting to purchase a controlling interest in the company and working along with financial advisors to fund the change of control. Today, MBO activities involve promoters divesting their stake in a firm by selling out to PE players willing to finance the asking price. The PE players are flexible enough to enter into a partnering relationship with the existing management. This sort of arrangement is basically just a stake buyout and not a classical MBO. It is common in scenarios where owners want to hive off entities with poor results and the management lacks funds to hold on to the entity (and their jobs) and are, in turn, bailed out by the PE firm’. This means that the PE brings in the finance as well as their clout in the market to attract additional business lines. Once the expected IRR is achieved, or the estimated cash-on-cash multiple is attained, the PE may also chose to exit out. One of the good examples of MBO in India is the purchase of Intelenet Global Services by Blackstone.
_______________________________________________________________
Liquidation: 
This is the least preferred method of exit, where the investor leaves out at a cash loss on capital invested. This usually happens where the investor cannot take further losses, or had made an over-estimate of expected returns, or a particular idea behind the venture hasn’t really taken off, or well received in the market. The term sheet usually provides financial safeguards to the VC against drastic losses.

Mergers and Acquisitions
 merger or acquisition is a strong exit plan option for any company with their business for sale, and a particularly attractive option for startups and entrepreneurs. You’ll be selling your business to another company, who may want to increase their geographic footprint, eliminate competition, or acquire your talent, infrastructure or product.
Advantages 
· This is one of the strongest exit strategies for business owners, as they can maintain control over price negotiations and set their own terms. If you are selling to a competitor or entertaining multiple bids, you may be able to drive the price up even further. 

Disadvantages

· M&A processes can be time-consuming and costly, and regularly fail.
 


