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This way out

Venture capitalists look to public offerings or a
company sale — known as an exit strategy — to
realize a profit on their investments

BY MICHAEL GURAU

magine that your business has found a

venture capital investor (as described

in part one of this series, “The venture
equation,” Feb. 20) and you've negotiated
a deal you can live with (part two, "The
right price,” Mar. &). That means you'te
now enmeshed in the hard and good
work of building value in your business.
So what should you expect from your
investors going forward? How involved

will they be in running your company,

and how and when will that relationship
end?

There's a joke that goes: “Why do ven-
ture capitalists enter rooms backwards?
So they can see the exit” In a real sense,
these investors consider how they are
going to get out of an opportunity at the
same time they're discussing how to get
into it. By necessity, venture capitalists
consider the so-called “exit strategy” —
the means by which they'll eventually
make a profit — a key factor in their
investment decisions,

Private sale or public offering?

To get to a deal, you've committed to
build the business toward just such an
exit, which lets investors and owners cap-
italize on the (hopefully) increased value
of their stake in the business, Typically, the
exit of choice for investors is either an ini-
tial public offering, the sale of the business
or a menger with a larger company — the
latter two the means by which the vast
majority of venture investors and the
owners realize value. For some of you,
these strategies are consistent with your
own desires to cash out; for others, accept-
ing that you will eventually have to sell
the company you've built may not come
easy, and is something to consider careful-
ly when pursuing this type of investment.

Before the exit, though, you can expect
a four-to-seven-year marriage with vour
VO investors. Venture investors manage
pools of capital in a 10-year partnership.
The first fivie years are spent investing, the
second harvesting. On average, then, the
average holding period for a single invest-
ment is four to seven years

During that time, you'll
work to grow your business
and typically get some
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selves by offering their expe-
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should be able to help with

~ financing and issues of gov-

ermnance, such as forming a board of diree-
tors if one is not already in place.

As you successfully grow your busi-
ness, you'll likely start secing evidence of
exit opportunities, with offers and
inquirtes coming from prospective buy-
ers, Somewhere along the line — usually
after the second year of real market trac-
tion — you may begin to do the math to
gauge what the company might be worth
in a sale. Mo doubt your investor is doing
the same.

As it becomes evident that your com-
pany is beginning to achieve meaningful
value for all stakeholders, your compa-
ny's board of directors — on which the
venture investor sits — will develop a
process for evaluating incoming offers
and for pursuit of an exit strategy.

Finding the right exit ramp

In some instances, the company can be
built for a particular type of exit, such as
an acquisition by a specific buyer. Indeed,
the early part of a venture investor's
analysis — when not mulling the possibil-
ity of taking the company public — con-
sists of listing prospective buyers for the
future. For example, if a company per-
ceives that Microsoft's Qutlook does not
have a particularly robust contact man-
agement feature, it might build a product
using Microsoft native software code that
plugs in to Qutlook, with the hope that
Microsoft will prefer to buy them rather
than building its own version from
scratch.

When company owners agree it’s time
to start the sale process, your company’s
board of directors typically will hire an
investment banker to consider strategic
alternatives, which inclue going public, a
sale or a merger to seek recapitalization —




whereby new investors buy out old
investors, The investment banker helps
organize and manage the sale, serving as
the grebetween thal screens prospective
suittors or works through the public offer-
ing evaluation process,

But the driver of the process teneds to be
the group that controls the ownership of
the company. If investors have a conbrol-
lingr stake, they can have a strong voice in
deciding who can acquire the company,
However, management and owners have
quite & bit of power even if investoes con-
trol the company. Why? Because buyers
often want 2 motivated {eam o go along
with the company. If team buy-in is criti-
cal to the sale, then management’s voice
and preferences must be well considensd
in the process,

That's why, in posative selling scenar-
ios, all partics walk away happy, econom-
ically speaking. Management and owners
can realize tremandous value for them-
selves, Moreowver, though the company
may be sold, management may have the
oppartunity o stay on with the acquirer.

While a much less common exit, an
IPCy offers a comipany the promise of con-
tinwed independenoe as a standalone enti-
ty. Howeves, if you are fortunate to have
the choice between an IPO and a compa-
ny sake, there are a few key considera-

“Only ome in three investments
wwork out for the investor.
Tt is high risk capital, after all.”

tions, including the compbexity and
expense of the IO process and the fact
that it can take owners fonger to cash in
wn the public alfering than on a company
sale {See “Privabe sale or E:uh|:'u: offering?™
previous page )

Maturally, the dawnting IPO process or
the idea of giving up control of the com-
pany won'l appeal fo all entrepronewrs.
Dhuiringg the carly discussions with a ven-
ture capitalist you may ask whether it is
possible to buy back your shases from the
investor mather than having to sell the
business, The investor doubthess will tell
vou that this would create “non-aligned
nterest” — you looking o buy back
shars as cheaply as possibly— while the
venture capital investor is Looking to
achicve the best return on those shares.

In an ideal word, everyone in this
process — founders, managers, invesbors
and I‘J‘u.'-cnmrnun.i]]' — fimds value in the
exit, Unfortunately, venture capital statis-
tics indlicate that even for well-managed,
early-stage funds, only one in twee
investments work dut for the investor, It is
high risk capatal, after all.

Don't let this disswsace you from grow-
i, your business and considering oul-
side capital. You may be the lucky one In
thres that makes it Even if you are naol,
venture investors value managers who
have experenced failure so bong as they
understand what went wrong. In any
event, while the exit is the financial
reward for hard work, the adventure and
excitement of building a fast-growing
business is, for many, an experience worth
the risks. Don't let fear of failure stop you
frmn chasing your dream and working to
build value for yourself, your co-workers
and your community.
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