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ABSTRACT

This paper analyzes whether secondary buyouts of private equity (PE) investors in general create value and therefore
are a suitable alternative to exit strategies like trade sales and IPOs. Theoretically, two conflicting approaches might
explain the use of secondary buyouts as an exit channel of private equity investors: the capital recycling effects and
different potential sources of value creation. We present empirical tests of these approaches. The profitability of secon-
dary buyouts is assessed by a comparison of exit multiples realized with secondary buyouts and trade sales. The results
are not unequivocal, but overall we interpret our findings in a way that awards secondary buyouts a profitability that is
not significantly different from trade sales. Therefore, we argue that secondary buyouts have the potential for adding
value that arise from different sources like the reduction of agency costs or the functions of the financial investor. Sec-
ondary buyouts should thus not be seen as a second best alternative for recycling the PE investors’ capital in situations

where alternative—and supposedly more attractive—exit channels are unavailable.
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1. Introduction

The profitability of a private equity (PE) investments
critically depends on the realization of a successful exit
strategy to terminate an investment [1,2] Throughout the
1990s and until the year 2000, PE investments were pri-
marily exited through initial public offerings (IPOs) [3].
Later, this once highly attractive exit channel for PE in-
vestors was not longer attractive or available anymore.
Because of the sluggish economy and the dwindling ac-
quisition funds of corporations, the sale of equity shares
to trade buyers also decreased. Thus, due to highly diffi-
cult market conditions, the traditional investment exit
routes, IPOs and trade sales, turned out to be highly
challenging [4].

Our study analyzes the return realized by secondary
buyouts—the sale of a PE investor’s equity stake in a
portfolio company to another PE fund—as one possible
exit alternative. The lack of alternative exit opportunities
may be one reason why secondary buyouts as a means of
rolling over PE investments were more and more taken
into consideration over the last years [5-7]. But the
bright future prospects which promise the secondary
market for PE shareholdings to further grow significantly
[8], underlines that it is not only the high liquidity of PE
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investors, who are looking to invest their free funds, that
drives the market [4]. One specific characteristic of a
secondary sale is that only the equity of the financial
investor is sold; the entrepreneur remains in possession
of his equity share of the company [9]. Obviously, a sec-
ondary buyout will only be realized if the purchaser of
the minority equity share can also expect the realization
of an appropriate risk-adjusted return on this investment.
Thus, as a prerequisite, the retiring financial investor
must not have been able to use all available growth po-
tentials of the company into a financial gain or the new
investor has to possess specific supplementary know-
how. From that perspective, a secondary buyout either
can still generate value or is only used when other sale
alternatives are not suitable for the portfolio company. It
remains ex ante not clear why other financial investors
should “see potential in a company their competitor is
already trying to exit, unless their views are widely di-
vergent?” [10].

Thus, a secondary buyout may only serve the PE in-
vestor to recycle his funds invested. However, an argu-
ment for wealth creation can be seen in that a secondary
buyout is typically used during the expansion phase of a
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portfolio company, because different financial investors
engage in different lifecycle phases of a company. Thus,
the acquiring investor may still be able to use his differ-
ent expertise in order to maximize firm value. We study
if secondary buyouts in general create wealth, where
these potentials for value can be found, or whether sec-
ondary buyouts are merely used as a second best alterna-
tive in order to recycle capital in a situation where alter-
native exit channels are unavailable. Overall, the poten-
tial profitability of secondary buyouts will be derived by
a comparison of secondary buyouts to alternative exit
strategies, using data from worldwide exit transactions
from 1999 until 2004.

PE investments can be defined as minority participa-
tions in the equity of companies that are not publicly
listed at a stock market [11]. These kinds of investments
have “a strict finite life with an expected duration of a
few years[11]' and the nature of the investment usually
requires a high degree of direct involvement by the in-
vestor.” [12,13] The overriding importance of an effi-
cient exit strategy thereby results from the fact that most
of the PE investor’s return arises in the form of capital
gains at the time of the exit, and not through cash flows
during the investment period [8,9].

The paper is organized as follows: Chapter 2 gives an
introduction to exit channels fro PE investments. After
that, Chapter 3 focuses on secondary buyouts and how
they impact exit values. Chapter 3 describes different
sources of capital recycling effects caused by secondary
buyouts. Opposing to that, Chapter 4 continues by intro-
ducing several wealth creating hypothesis from secon-
dary buyouts. Chapter 5 represents the main part of this
paper, with an empirical examination of secondary buy-
outs’ profitability compared to alternative exit methods.
Finally, Chapter 6 will give a brief summary as well as a
short outlook.

2. Secondary Buyout Exits and Their Impact
on Exit Values

The most important characteristic of a secondary buyout
exit is that the equity share of the financial investor is
passed on to a second PE investor. Thus, the wealth cre-
ating potential of a secondary buyout results from the
value-adding services and the involvement of the new
financial investor in the portfolio company. Since the
company remains independent, both the entrepreneur’s
and the PE investor’s efforts will contribute to the suc-
cess of the venture [14,15].

The financial investor serves several functions that are
for the benefit of the portfolio company’s value. His
value-adding services include “a combination of finan-
cial capital, monitoring and advisory services, and repu-
tational capital”, [6] and he makes significant contribu-

'PE investments usually have a duration of up to ten years.
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tions beyond the money provided to the portfolio compa-
nies [16,17]. The financial investor often brings in his
expertise in financial engineering and helps in negotiat-
ing with potential corporate customers; he contributes his
experience and contacts. Overall, an intensive involve-
ment is crucial for portfolio companies since an increase
of the firm value can be achieved through the investor’s
activities [18-20].

3. Capital Recycling By Secondary Buyout
Exits

The term capital recycling should comprise all cases
where a secondary buyout is either chosen by the retiring
PE investor because an IPO or a trade sale is not avail-
able, or where a secondary buyout results in a situation
where no real value is added by the acquiring financial
investor, i.e. only wealth redistribution effects are used to
increase exit value.

Secondary buyouts as second best alternatives for exit
-The PE investor’s value added will decline over the time
of the investment, as the portfolio firm matures [21]. A
hypothesis by Cumming and Maclntosh states that a PE
investor will exit from an investment when the projected
marginal value added—resulting from his investment
efforts—is less than the projected marginal cost of these
efforts. Thus, the exit will occur at a point in time when
the financial investor’s skill set is exhausted and the firm
value cannot be further increased [22]. Deriving from
this hypothesis, a central argument for secondary buyouts
to be only a means of capital recycling is that a second
financial investor can hardly be able to realize a positive
return on investment since the former investor—now
seeking the exit-has already exploited the means of in-
creasing firm value [23]. Thus, secondary buyouts can be
seen as a second best alternative in order to recycle the
selling financial investor’s capital and reinvest it in new
ventures [6]. An indication can be seen in the fact that PE
participations often trade at a discount in the market for
secondary buyout companies.

Re-capitalizations (recaps) can be seen as a special
form of a secondary buyout. It is used especially for
companies with high free cash flows [24]. In a recap, the
company is newly levered, based e.g. on the current
EBITDA. The residual portion of the equity which ex-
ceeds the total firm value at that time flows back to the
PE investor, so that he can pull out his invested equity
[24]. Thus, a recap does not involve the sale to a new PE
investor. Re-leveraging investments can be realized e.g.
via securitisations, high yield debt offerings or sales and
lease-backs [5]. A re-capitalization or re-leveraging of
the portfolio company can be seen as a way of recycling
capital, since no new “real” value is added by the trans-
action. The refinancing by the PE investor may be seen
as a means of effecting exit for those portfolio companies
for which other, more profitable, transactions were not
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available [8].
4. VValue Creation Effects

The central question of this paper is, whether secondary
buyouts are a qualified exit channel through which
wealth can be created, so that the financial investor can
realize a positive capital gain through the termination of
his investment [20]. In this paper, it is assumed that
wealth will be created if the buyer of the equity shares is
able to add value to the portfolio company. If he is, he
will be in the position of paying a price that enables the
seller to realize a successful exit, that is comparable to an
IPO or a trade sale exit. Value creation by the new owner
can occur through several means. As already pointed out,
it is the new owner’s ability to resolve information
asymmetries in valuing the firm, and his ability of moni-
toring the management and of resolving agency problems
after the exit, that has an influence on the choice of exit.
Since the acquiring PE investor may be superior in these
abilities, a secondary buyout may turn out to be a fa-
vourable exit compared to other alternatives.

Reduction of agency costs—Corporate managers are
the agent for their equity investors as the principals, a
relationship that is usually impaired by agency costs. It is
assumed that the managers, if left alone, will attempt to
act in their own self-interest [25,26]. Such an agency
conflict is also possible for portfolio companies financed
with PE [27]. In a secondary buyout, the portfolio com-
pany’s equity is acquired by a new financial investor, and
it is this characteristic that is a potential source of value
creation. The new PE investor is said to be better at
overseeing and guiding the enterprise than a pool of
small investors, thereby mitigating agency costs [28].
When compared to an IPO as exit channel, a secondary
buyout has a clear advantage. In a public company,
management’s tendency to pursue its own interests is
combined with the dispersed stockholders’ inability to
observe and precisely assess management’s effort and its
outcomes [29,30]. This conflict “creates a moral hazard
and can lead to departures from the generally assumed
principle of value maximization.” [31] A secondary buy-
out exit, in contrast, results in ownership structures that
are more efficient in resolving agency conflicts. They
have the potential to increase firm value because the
governance structure of the portfolio company after the
exit provides stronger incentives for managers to operate
firms efficiently [32]%.

’The argumentation for LBOs can be applied to secondary buyout
companies, since both types are characterized by a limited number of
outside investors.

*According to Kieschnick (1989), monitoring in the private secondary
buyout company becomes even more effective due to the avoided
free-rider problem in public corporations, where investments made in
monitoring managerial actions benefit all shareholders so that any
individual shareholders has too little incentive to invest in these moni-
toring activities.
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Monitoring by the new owners-After a secondary
buyout, the portfolio company is largely controlled by
the new PE investor, which results in a potential superi-
ority of secondary buyouts over e.g. [POs from the
monitoring aspect of reducing agency costs. Since the
financial investor has a high equity interest in the corpo-
ration, he has a strong incentive to monitor the manage-
ment so that he can ensure that it follows only the most
profitable strategies that increase firm value. Because of
his substantial equity position, he is more interested in
monitoring the managers’ actions [33,34] than dispersed
stockholders in a public firm are [35]°. Additionally, due
to his expertise in the field of PE investments, he has a
comparative advantage in monitoring the management.
As a consequence of this diligent monitoring, the private
secondary buyout company is likely to show better per-
formance due to superior management decisions and
commitment [36—40].

Reduction of information asymmetries - The problem
of information asymmetries acknowledges that informa-
tion is distributed unevenly in the business environment;
management and investors have different information
about a corporation’s situation and prospects [41]. In-
formation asymmetries are particularly developed in
public companies where management has a better idea of
the actual and potential performance of the firm than
outside—and often uninformed—investors. In contrast to
this, a secondary buyout company is controlled by the
financial investor as an inside investor who not only pro-
vides capital but who also is actively involved in the
portfolio company and is very well informed about the
firm’s future and investment opportunities. PE investors
have a strongly developed experience in the concerned
industries and are better able to reduce information
asymmetries than most stockowners in a public company,
thereby reducing one component of the agency cost
[38,42-44].

Reduction of the overinvestment problem and finance
staging—The overinvestment problem results from the
limited liability of the entrepreneur. Since he uses the
money of investors in his venture, a situation may arise
where the entrepreneur wants to continue to invest in a
project even when it has a negative net present value. As
long as there is some probability that the investment will
turn out to be successful, the entrepreneur will invest as
long as he will be provided with capital [41]. This over-
investment problem can be solved if the financing comes
from the PE investor after the secondary buyout. He
plays the role of an inside investor and observes private
information about the project’s profitability [38]. For
solving the overinvestment problem, the financial inves-
tor uses a staged capital commitment, i.e. he commits
only a fraction of the capital needed for achieving certain
milestones. Subsequent financing is dependent on the
successful completion of these intermediate objectives
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[38,39,45].

Transaction synergies, economies of scope and learn-
ing curve effects—In general, PE investors have lower
than average information-gathering costs. They can
benefit from transaction synergies, i.e. they gather the
information about potential portfolio companies on be-
half of a number of investors in PE funds [43,44,46].
They can use economies of scope because they invest in
different ventures, thereby being able to creating a net-
work of referral sources, service providers like attorneys
and accountants and industry contacts. Also, a PE inves-
tor profits from learning curve effects in that he can use
information produced for one proposal for subsequent
proposals, thereby dramatically reducing informa-
tion-gathering costs. These three sources of savings are
especially developed for investors who specialize in cer-
tain industries [28,47]. Because of the transaction syner-
gies, the economies of scope and the learning curve ef-
fects, a PE investor acquiring a portfolio company in a
secondary buyout might be able to bid higher prices,
thereby increasing the rate of return that the retiring fi-
nancial investor can realize. Additionally, the new PE
investor may be able to use his expertise and information
base in order to guide this knowledge into value-adding
actions for the portfolio company.

5. Data and Methodology

The following empirical examination aims at testing the
introduced theories—capital recycling and value creating
theories for secondary buyouts—for practical relevance.

The purpose of the following empirical examination is
the analysis of the profitability of different exit transac-
tions. Profitability in this context is defined as the value
that the retiring PE investor can realize with the exit
transaction. Thus a higher exit profitability will lead to a
higher realized return on investment for the financial
investor and is therefore in accordance with the object of
exit value maximization. The comparison of different
exit channels’ profitability will be used in order to de-
termine whether secondary buyouts are value creating or
not. It is assumed that secondary buyouts can create
wealth if they provide comparable profitability to those
exit strategies which are widely described to be superior
exit forms in the literature. If the profitability of secon-
dary buyouts turns out to be inferior to alternative exit
strategies, they are assumed to be merely a means of re-
cycling capital. This would also indicate that secondary
buyouts are chosen primarily for lower quality portfolio
companies.

In order to be able to compare alternative exit strate-
gies with each other and in order to draw a conclusion
whether secondary buyouts are competitive exits com-
pared to IPOs, trade sales, or MBOs, a ranking order hy-
pothesis for the four different exit strategies is developed
in a first step. IPO exits appear to be the most desirable
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exit for high quality, rapid growth firms for which PE
investors derive most of their returns. The listing at a
public market is unique in its ability to supply capital on
a large scale and to spread risk. IPOs have the potential to
maximally enhance the PE investor’s reputation and that
of the portfolio company. The IPO may result in a public
profile for the firm that facilitates the sale of its products
or services and that assists in future capital raising efforts.
As a result, the IPO exit is hypothesized to be the most
desirable form of exit. Of course, only portfolio firms
that surmount specific hurdle sizes and growth rates are
suitable candidates for IPOs, so that other exit alterna-
tives must be taken into consideration for companies that
are not saleable in the public market [22].

Trade sales are considered to be the second best form
of exit, following IPOs. One of the great advantages is
the ability of the acquirer to generate transaction syner-
gies [23]. A trade sale will be especially attractive when
the firm’s technology is highly complementary to tech-
nologies possessed by the strategic acquirers. Addition-
ally, the strategic acquirer in a trade sale will be uniquely
well positioned to monitor and discipline the manage-
ment of the portfolio company [34,48].

MBOs are hypothesized to be an inferior form of exit.
MBOs result in no transaction synergies and are typically
used for investments with no potential for alternative
exits. Even though post-exit managerial incentives will
be high, managers may tend to prefer non-financial ob-
jectives, in particular indulging a leisure preference. Ad-
ditionally, since the entrepreneurs usually do not have the
funds to affect a MBO, they will need large amounts of
debt financing, which in turn will only be available at
great cost[6].

Secondary buyouts, finally, are hypothesized to be on
average inferior to an IPO and a trade sale, but superior
to a MBO. Since the acquirer will purchase less than 100
percent of the portfolio company’s equity in a secondary
buyout, the incentive and ability to monitor post-exit will
be less than in connection with a trade sale, thereby low-
ering the value of the purchase to the acquirer. Secondary
buyouts may be slightly inferior with respect to trade
sales in reducing agency costs. Since the portfolio com-
pany is usually integrated into another company after a
trade sale, and since the entire equity stake is acquired by
the buyer, the new owners have the total monitoring and
decision control over the operations, which often results
in a high control premium [24].

However, secondary buyouts have more capacity than
MBOs to generate high returns, since a high valuing ac-
quirer may be content to purchase the equity shares of
the retiring PE investor, and may be willing to pay a high
multiple to effect this purchase. Additionally, a secon-
dary buyout will bring on board a new actively involved
monitor with specialized knowledge [49]. The different
functions and tasks of the new financial investor will

iB



A Note on Secondary Buyouts-Creating Value or Recycling Capital 117

often enhance the value of the firm and will hence in-
crease the buyer’s willingness to pay [22]. Overall, the
alternative exit channels can be ranked in the order IPO,
trade sale, secondary buyout, and MBO. If this ranking
order is confirmed in the following examination of exit
multiples, this could be assessed as an indication for
secondary buyouts to be merely a means of capital recy-
cling. If this ranking order cannot be confirmed, the em-
pirical examination would be supporting the value adding
potential of secondary buyouts.

Examination of exit multiples realized with secondary
buyouts—The data comprises four different exit multi-
ples—turnover multiples, EBITDA multiples, EBIT mul-
tiples and earnings multiples — from secondary buyout,
trade sale and MBO transactions worldwide, recorded by
www.mergermarket.com. The examined exit transactions
took place during a time period from 1999 to 2004. In
total, the data set comprises 63 secondary buyout trans-
actions, 36 MBO transactions, and 96 trade sales [50] In
addition to the exit multiples for each registered transac-
tion, the available data includes the industry group for
the respective portfolio companies as well as the turnover,
EBITDA, EBIT and earnings of the portfolio companies
at the time of the exit transactions. This allows a catego-
rization of the total data set into industry groups and into
groups of companies with comparable levels of turnover
and EBITDA levels respectively.

In order to make a statement about the profitability of
secondary buyouts, four different exit multiples for sec-
ondary buyout transactions will be compared to exit mul-
tiples for MBOs and trade sales. Since IPOs are assumed
to be a superior form of exit [6,49,51], and since exit
multiples for private exit transactions are hardly compa-
rable to exit multiples realized with IPOs [39]*, the paper
confines itself to a comparison between the three men-
tioned methods of private exits.

In a first step, the total data set will be analyzed; thus,
no grouping or clustering will be used. The mean multi-
ples for the three exit channels will be compared for
every multiple category so that there will be four differ-
ent examinations.

In a second step, this procedure will be applied to the
data set categorized into the different industry groups, in
order to gain more specific insights and results. In a third
step, the clusters of companies with comparable levels of
turnover and EBITDA will be analyzed. In order to ex-
amine whether there is sufficient evidence to conclude
that the multiples for different exit strategies differ sig-
nificantly from each other, an analysis of variance
(ANOVA) will be conducted following the described
comparisons. Finally, the results of the empirical exami-
nation will be tested for their accordance with the hy-
pothesized ranking order so that a statement about sec-
ondary buyouts’ value creation potential can be made as

*Multiples of PE backed IPOs could e.g. be influenced by reputation
and signalling effects rather than performance per se.

Copyright © 2009 SciRes

a central conclusion.

In the empirical examination, exit multiples are used in
order to determine the profitability of secondary buyouts
in comparison to trade sales and management buyouts. It
is assumed that in a case where secondary buyouts show
comparable or significantly higher exit multiples, this
kind of exit strategy has the potential for wealth creation
and is not only used as a second best alternative to recy-
cle capital. The examined data comprises four different
exit multiples: turnover multiples, EBITDA multiples,
EBIT multiples and earnings multiples. The exit multi-
ples can be calculated by dividing the value of the exit
transaction by the turnover, EBITDA, EBIT or earnings
of the portfolio company at the time of the exit. Turnover,
EBITDA, EBIT or earnings serve as reference values for
the respective multiple. In a case where several portfolio
companies have comparable reference values, the higher
the exit multiple, the higher will be the value of the exit
transaction. Therefore, a high exit multiple would indi-
cate that the buyer of the equity shares attaches value to
the portfolio company and was ready to pay a relatively
high price, making the respective exit a value adding one.
As a result, it is possible to compare exit multiples from
different exit methods in order to determine which exit
strategy is the most profitable one, resulting in the high-
est values of exit transaction.

A prerequisite for this procedure of examination
comes from the use of multiples. Multiples should only
be used among comparable companies, e.g. within peer
groups, in order to ensure that these firms being used for
comparison have similar characteristics [52]. For the
examination in this paper, the companies whose exit
multiples are being compared should have similar turn-
over, EBITDA, EBIT and earnings levels respectively.
Otherwise, similar exit multiples for different exit strate-
gies could arise even if the transaction values are highly
different from each other. Thus, higher multiples would
not unequivocally indicate higher transaction values and
thus higher profitability. To sum up, a multiple’s value
can be driven by two influence factors, the reference
value and the transaction value. In order to be able to
compare the different exit channels’ profitability unre-
strictedly, the first influence factor has to be eliminated.

When determining the members of a peer group, i.e.
the comparable firms, one should control for all the
variables that can influence the multiple, in theory [52].
Because of the limited data set available for the empirical
examination, the total data set is analyzed in a first step,
even though it is assumed that the results are potentially
biased because of possible differences in the reference
values.

In a second step, peer groups are formed by dividing
the transactions data into industry groups according to
the industry sector of the portfolio companies. By this, at
least a minimum of comparability between the exit mul-
tiples is achieved. However, when analyzing the results
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of this examination, one should always keep in mind that
they could be biased. The fact that no two companies are
exactly similar in terms of reference values, the defini-
tion of “comparable” firms is somewhat “vague” [52].

In a third step, several clusters are formed from the to-
tal data set based on the reference values. In other words,
within one cluster, the analyzed exit multiples come from
portfolio companies with similar turnover and EBITDA
levels, respectively. By this clustering, the problem of
missing clearness can be eliminated by some extent, i.e. a
high multiple would necessarily indicate higher transac-
tion values. This clustered analysis was only conducted
for the turnover and EBITDA multiples since the clus-
tered data sets for the remaining two multiples were too
small in order to conduct a meaningful ANOVA.

In order to draw a conclusion about the competitive-
ness of secondary buyouts, one has to analyze the trans-
action multiples from each of the three exit categories.
The objective thereby is to compare the means. With an
analysis of variance (ANOVA) it is possible to determine
whether there is sufficient evidence to conclude that the
transaction multiples from at least one exit strategy on
average differ significantly from at least one other exit
strategy’s multiples. Since we have three data sets—mul-
tiples for secondary buyouts, MBOs and trade sales-,
ANOVA is used, because this method uses the F distri-
bution and can test the significance among multiple data
sets simultaneously. Since we have one factor as the in-
dependent variable—namely the multiple—and three
levels—secondary buyouts, MBOs and trade sales—we
can use a single factor ANOVA. When a single factor is
employed, the levels of the factor are called the treat-
ments of the examination. Since ANOVA assumes that
all of the data sets are normally distributed, the normality
of the different data sets was assessed in a first step. This
was done by computing the intervals X =S, X+2S,
and X £3S -where X stands for the mean and s stands
for the standard deviation-and by determining the per-
centages of measurements falling in each. This method is
based on the properties of a normal distribution. Since
the percentages were tested to be approximately equal to
68%, 95%, and 100% respectively, a normal distribution
of the analyzed data sets could be assumed. ANOVA can

therefore be applied. For all ANOVA examinations in
this paper, a significance level of 0,05 is used. In the
ANOVA examinations, two hypotheses are tested:

H,: There is no significant difference among the exit

multiples for the three exit categories.
H,: At least one of the exit channels shows multiples

significantly different from at least on other exit chan-
nel’s multiples.

6. Results

As ANOVA only shows that a difference exists between
at least two treatments, this leads to the question which
of the means differ. A graphical representation is used to
answer this question. First, the 95% confidence intervals
on the mean are calculated for each data series. With the
confidence intervals, upper and lower bounds according
to the chosen confidence level are determined. The re
sults are shown in an effects plot. The graphical repre-
sentation emphasizes which means show a significant
difference. If the intervals of two exit channels do not
overlap, this means that their multiple means differ sta-
tistically significantly.

In Table 1, an overview is given of the results of the
empirical analyses of exit multiples. First, the examina-
tion of the total data set will be analyzed. Important to
notice is, that secondary buyouts show the highest mean
for turnover, EBIT and earnings multiples. Only for
EBITDA multiples trade sales have a slightly higher
mean. However, the differences found for the EBITDA
multiples are statistically not significant for a signifi-
cance level of o = 0,05. In contrast, the F values for
turnover, EBIT and earnings multiples were higher than
the F crit. values, so that the null hypotheses had to be
rejected in these cases. Thus, significant differences were
found where multiple means were highest for secondary
buyouts. The effects plots drawn for the four multiple
categories show that there is a significant difference be-
tween secondary buyouts and MBOs for the turnover
multiples and for the EBIT multiples; and there is a sig-
nificant difference between secondary buyouts and
MBOs and between secondary buyouts and trade sales
for the earnings multiples. In the mentioned cases, the
bars-representing the confidence intervals added on and

Table 1. Results summary of the empirical analysis of exit multiples—Total data set

Data Set Mean Significance
Secondaries MBOs Trade Sales Significance level of 0,05.

Total

Turnover Multiples 1,378 0,853 1,110 Yes* SB - MBO

EBITDA Multiples 10,712 7,600 10,996 No

EBIT Multiples 15,008 9,753 13,741 Yes SB - MBO

Earnings Multiples 30,828 11,763 18,142 Yes* SB - MBO; SB - TS

* Significant differences also for a significance level of 0,01.
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Table 2. Summary of results of the empirical analysis of exit multiples—Industry Groups

Data Set Mean Significance
Secondaries MBOs Trade Sales Significance level of 0,05

Industry Groups

Consumer Retail

Turnover Multiples 1,586 0,920 0,800 No

EBIT Multiples 20,340 12,933 11,100 No

Manufacturing,

Industrial Products

Turnover Multiples 1,027 0,740 1,233 No

EBITDA Multiples 9,320 7,200 7,300 No

Construction

Turnover Multiples 1,100 0,740 1,550 No

Medical

Turnover Multiples 2,933 1,633 1,375 No

EBITDA Multiples 16,075 7,850 10,750 No

EBIT Multiples 26,125 10,700 25,733 No

Earnings Multiples 58,225 13,233 39,625 No

Leisure

Turnover Multiples 3,050 0,733 1,375 Yes SB - MBO

EBITDA Multiples 11,000 4,850 16,333 No

EBIT Multiples 14,200 6,433 23,740 No

Services

Turnover Multiples 2,050 1,525 1,443 No

EBITDA Multiples 15,000 8,467 14,208 No

EBIT Multiples 24,600 13,650 18,107 No

Table 3. Summary of results of the empirical analysis of exit multiples—Clusters

Data Set Mean Significance
Secondaries MBOs Trade Sales | Significance level of 0,05
Turnover Multiples
0 to 20 mio. £ 3,2667 1,6125 1,7640 No
to 40 mio. £ 1,6167 0,9200 1,4944 No
to 60 mio. £ 1,8000 0,5333 0,8357 No
to 80 mio. £ 2,1857 0,9500 0,7111 No
to 100 mio. £ 2,3000 1,2667 0,4500 No
EBITDA Multiples
0 to 5 mio. £ 12,6500 7,5000 13,0643 No
to 10 mio £ 12,5000 10,7500 8,4833 No
20 to 40 mio. £ 8,2636 6,6000 9,5400 No

subtracted from the means—do not overlap.

Concerning the examination of the data divided up
into industry groups, results are similar to the total data
set results in that secondary buyouts in most cases
showed the highest multiple means. Trade sales had the
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highest means in only four of the 15 data sets analyzed;
means for MBOs were always lower than those of at
least one alternative exit channel. However, when ana-
lyzing the exit multiples for the industry groups, onlyfor
the turnover multiples in the leisure category can be
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found a statistical significance between secondary buy-
outs and management buyouts. For all other data sets, the
ANOVA showed no significant differences in the multi-
ple means. The results for this second examination me-
thod are summarized in Table 2.

Concerning the clustered ANOVA analyses summa-
rized in Table 3, again secondary buyouts showed the
highest means in most of the analyzed cases, but no sig-
nificant differences between secondary buyouts, trade
sales and MBOs could be found at all.

To sum up the results, it can be said that in all three
different methods of examination, secondary buyouts
showed the highest multiple means in most cases. In all
other cases, trade sales had the highest average means.
Management buyouts were always inferior to at least on
other category of exit strategy. However, significant dif-
ferences between the multiple means for secondary buy-
outs, trade sales and MBOs were only found in the ex-
amination of the total data set and for the industry group
leisure for the turnover multiple. Concerning the total
data set analysis, significant differences were proven
between secondary buyouts and MBOs in three cases
(turnover multiples, EBITDA multiples, and earnings
multiples) and between secondary buyouts and trade
sales in one case (earnings multiples). Relating to the
established ranking order hypothesis, these results are
more or less in harmony with the hypothesized superior-
ity of secondary buyouts over MBOs. In contrast, the
results for the relationship between secondary buyouts
and trade sales seem to deviate from the ranking order.
While the theory predicts trade sales to be a more profit-
able exit channel than secondary buyouts, the results of
the empirical examination indicate that secondary buy-
outs are at least of equal quality, showing comparable or
even higher exit multiples than trade sales. However,
these first results are probably of little explanatory power
because the total data set may not exclusively comprise
comparable companies with similar reference values.
Therefore, the results should be seen with caution and
one should always keep in mind the assumptions that
have been made.

In contrast, the industry group examination and the
analyses of the clustered groups should yield more reli-
able results. For both methods no significance—with
exception of the industry group leisure for the turnover
multiple-between the exit multiples of the three exit
channels was discovered. This result is also in contradic-
tion with the hypothesized ranking order. Secondary
buyouts not only seem to be a competitive exit strategy—
as opposed to trade sales—but also provide multiples that
are as high or even higher as the supposedly superior
trade sale exits. This would indicate that secondary buy-
outs result in transaction values that are comparable to
those of trade sales. While MBOs had consistently lower
multiple means than secondary buyouts and/or trade sales,
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no statistical significance could be found here either.
Thus, according to these results, management buyouts
could not be ranked as an inferior exit strategy per se.

When considering the results of the two last examina-
tion methods, some restrictions have to be made here as
well. It is true that the grouping into industry sectors and
the clustering resulted in a comparison of a more peer
group like data set, but simultaneously reduced the data
sets dramatically. In some cases, there were only three
multiples left for one exit category. Thus, the small data
sets could turn out as a problem by introducing biases
because they are not representative anymore [53].

The discussed empirical examination is suitable to
make concrete statements about the profitability of sec-
ondary buyouts. All three different methods applied vali-
date the discovery that secondary buyouts are a competi-
tive exit strategy compared to trade sales, and are there-
fore not only a second best alternative that is chosen
when alternative exits are not available in order to recy-
cle capital. However, potential biases in the examinations
cause the existence of two different potential explana-
tions for these results. One possibility is that secondary
buyouts indeed have value adding potentials that could
arise from the various sources already described in detail.
Due to the new financial investor’s functions and the
value creation effects, secondary buyout candidates are
highly valued by the potential buyer, which in turn drives
up the transaction values realized in secondary buyouts.
As a result, secondary buyout transaction values are
comparable to those realized with trade sales, the exit
method that is widely regarded as a superior form of exit
in the literature [49]. Since therefore the retiring PE in-
vestor would be able to realize the same return on in-
vestment with these two exit alternatives, he should be
indifferent when choosing between these two—in a case
where portfolio characteristics would allow the availabil-
ity of both. Also, the results indicate that secondary buy-
outs are a superior form of exit compared to management
buyouts. This result is in accordance with the literature,
describing MBOs as a suitable exit form mainly for mod-
erately successful companies with stable cash flows [24].

Another possibility is that the empirical results were
driven by potential biases in the data sets. Distortions can
especially be suspected for the results of the examina-
tions of the total data set because of the limited compara-
bility of the exit multiples due to unequal reference val-
ues. Additionally, problems may arise due to the varying
amount of data for the three different exit channels com-
pared in the examinations. The amount of transaction
data for MBOs was much smaller than for secondary
buyouts and trade sales, which may cause biases due to
the restricted representativeness. Additionally, the classi-
fication of the exit multiples according to the portfolio
companies’ industry groups and reference values resulted
in relatively small data sets, causing similar potential
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biases and therefore limited explanatory power. Thus, it
remains possible that secondary buyouts indeed do not
have value creation potential and are therefore only a
means of recycling capital. However, the fact that in no
case was found a significant superiority of trade sales
over secondary buyouts could be seen as a hint that real-
ity shows a tendency towards the first explanation. Over-
all, all the findings should be considered as merely hy-
pothetical.

7. Conclusions and Outlook

The central subject of examination in this paper has been
the question whether secondary buyouts in general create
value and are therefore a suitable alternative to exit
strategies like trade sales and MBOs. In a theoretical part,
two main hypotheses were discussed: the capital recy-
cling effects of secondary buyouts and different potential
sources of value creation. These theories were tested in
an empirical examination.

It was assumed that secondary buyouts would be po-
tentially value adding exit channels, if their profitability
would be comparable to that of trade sales. The profit-
ability was therefore assessed by a comparison of exit
multiples realized with secondary buyouts and trade sales.
The results were not unequivocal, but could be inter-
preted in a way that awards secondary buyouts a profit-
ability that is not significantly different from trade sales
as an exit strategy that is often assumed to be superior
with respect to the realized returns on investment. There-
fore, it could be argued that secondary buyouts have the
potential for adding value that could arise from different
sources like the reduction of agency costs, the functions
of the financial investor etc. as introduced in the theo-
retical part of this paper. Secondary buyouts should thus
not be seen as a second best alternative for recycling the
PE investors’ capital in situations where alternative—and
supposedly more attractive—exit channels are unavail-
able. This argumentation can be underpinned with the
expected development of the market for secondary buy-
outs. The worldwide market for secondary buyout port-
folio companies currently comprises a volume of about
USD 10 bill. Experts estimate that this volume will in-
crease to over 25 percent of all effected transactions
worldwide in the coming years, and will thus play a
highly important role in the financial markets. Addition-
ally, completed transactions in secondary buyouts which
have been highly successful, can be seen as prove that
secondary buyouts are not merely a temporary solution.
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