Family Business

Lesson 14

Financing growth and exit strategy

Prof. Vittorio de Pedys



Capital is added in stages in the differents phases of
the firms’ creation

3F theoretically should exit ...
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Type of deals for risk/return

net IRR %

A

Seed Capital

Venture Capital early

Venture Capital late

Buy Out

Mezzanine

~ Private High yield (Junk bonds)

Corporate Lending (Leverage Secured)
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Kunkel & Mukherjee



Role of venture capital investors on firm developme nt:

evolution of cash flows

supporting new company during their first years
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EQUITY CAPITAL

SEED FINANCING
START UP FINANCING
FIRST STAGE FINANCING

BRIDGE FINANCING
CLUSTER VENTURE

REPLACEMENT CAPITAL (MBO/MBI)

PUBLIC TO PRIVATE
TURNAROUND FINANCING




EQUITY — THE WHOLE CYCLE
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Why sell the firm

L No next generation

= Divest non-core business

= Turnaround of difficult situation
= Concentration

= Necessity of large investments



Why buy a firm

» Target firm not well run

= Underestimate by stock market
= Increase dimension

= Seeking synergy

= Eliminate competitor

= “Ego” of buyers’ management

= Strategic fit



Who buys

Industrial strategic

Competitors, suppliers, clients (horizontal, vertical)
= Investors (banks, hedge funds, private equity funds)
= Mmanagers
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Way out

Ipo

Trade sale
= Secondary buyout
= Re-leverage
= Write-off
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Evidence of capital markets overperformance: Credit
Suisse Index

In our studies, we shori-listed companies with 2 market
capitalization above EUR 500 m for liquidity reasons. On aver-
age, we found that the SSF| outperformed its respective sec-
tors by 190 bp on a quarterly basis in Europe. A similar out-
performance has been observed in the US. These results are
supported by academic research and media reports.

According to our analysis, this outperformance s due tfo

three key reasons, i.e. a longer-term management focus, bet-
ter alignment between management and shareholder interests
and greater concentration on core business.



Credit suisse family index company list
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Evidence from capital markets: a basket by Morgan
Stanley

Family-run companies as an attractive asset class.
This group of companies has many attractive features,
such as longer-term management focus and a stronger
focus on core businesses. The combination of supernior
sales growth, below-average operating gearing and
resilient margins are also key to their outperformance. In

Strong and resilient profitability. A combination of high
sales growth and low operating gearing means that when
growth is buoyant, profitability of this group of companies
wil be roughly in fine with the market, but when growth

Slows, marging wil be more resilient. Exhibit 4 shows this



Morgan Stanley basket of family firms: data

Moderate leverage - net debt to EBITDA
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Performance of family business PLCs versus Footsie
companies
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The graph shows that family-controlled and patrimonial companies perform guite well in terms

of shareholder returns during the last six years period, with an increase of around 30 base points
for the FB30 Index and around 45 points for the FB All-Share Index. Finally, the graph reveals that
FB All-Share Index and FB30 Index out-perform the FTSE All-Share Index by 40% and 25% respectively.



Finance theories and family firms

According to the pecking-order hypothesis (Myers, 1984) companies finance their capital
needs in & hierarchical fashion. Firstly, by using internally available funds, followed by debt
and then, finally, external equity. Arguably, the pecking order hypothesis is particularly relevant
to closely held family firms, characterised by an aversion to outside capital infusions (Gallo and
Vilaseca, 1996; Romano et al, 1997; Poutziouris et al, 1997; Poutziouris et al, 1998; Poutziouris,
2001a). This is because they experience relatively more restrictive transactional and behavioural
costs in raising external equity (Pettit and Singer, 1985). In the case of the growing family
firms, heavy investments in organic and/or acquisitive expansion and innovation enabling
technologies and global marketing [niche] strategies, could result in the exhaustion of debt
facilities, and therefore compel the owner family to seek external (private and public) equity.



10 golden rules on how not to loose the firm.....

1. Believe that your son is able to manage the
firm

2. Mix the role of shareholder with that of

manager

3. Insistto-maintain-control ofthe frm—

2. Delay opening up the firm’s capital to
outside capital

5. Incapable of choosing good managers



....or how to learn from others’mistakes

1.  Unable to create an environment between
owners and managers oriented towards
value creation

2. Unable to recognize that past success
factors have inexhorably changed

3. Increase debt leverage beyond safety limits
4. Diversification: danger or opportunity?
5.  Believe to be smarter that the others



