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Abstract

Private Equity (PE) exit strategy is important for investors as a planned and effective exit
strategy improves the chance of realising higher profit. In this paper, we examine how PE exit
strategies are being affected by the ongoing global pandemic. The current COVID-19 pandemic
has created unprecedented exogenous shock to nearly every economy and it is important to see
how this uncertainty affects economic activities such as the PE exit decision. Using 20 years
of PE fund data from across 79 countries, we find that the current COVID-19 global pandemic
has significantly affected the PE exit decision and the effect is stronger than that of the recent
financial crisis. Out of all the exit strategies, acquisition is the most popular, and COVID-19
exerts a significant negative impact on the others. We also find that COVID-19 has negatively
affected deal values across all the exit strategies, limiting the profit potential for investors.
Moreover, the paper provides evidence that PE investors tend to wait for a good time to exit
rather than rushing to exit during an uncertain time such as this global pandemic. Our results
are robust for various alternative econometric specifications.

Keywords: Private equity; Exit strategy; COVID-19; Global pandemic; Deal value; Exit
duration.



Private Equity Exit Strategies and Profitability during the Global Pandemic:

Evidence from around the World

1. Introduction

The recent surge in private equity (PE)! has attracted the attention of both academics
and practitioners regarding the PE activities (Wood and Wright, 2009; Gompers, Kaplan and
Mukharlyamov, 2016). PE is defined as the provision of capital and management expertise
given to companies to create value and consequently generate big capital gains after the deal
(Caselli and Negri, 2018). PE investments have a finite lifetime and the portfolio companies
are typically held for a period of between three and seven years (Cumming and Walz, 2010).
As a result, the exit decision becomes immensely important to PE investors because the
benefits, which come mostly as capital gain, can only be realised and distributed to investors
after PE investors exit from the venture [Lerner, Leamon and Hardymon, 2012; Cumming and
MaclIntosh, 2003a (Here after CM 2003a)]. A number of papers, so far, have examined various
aspects of the exit decision. For example, CM (2003a) examine the relative suitability of
various exit strategies subject to the quality, duration and sector of investment. Cumming and
MacIntosh (2003b) examine full and partial exit using all five exit vehicles® and conclude that
greater information asymmetry (IA) between seller and buyer would lead to a partial exit to
signal quality of investment. Cumming and Johan (2008), Cumming, Fleming and
Schwienbacher (2006) and Johan and Zhang (2016) examine exit strategies in both developed
and emerging markets. However, looking at the exit strategies during external shocks such as

COVID-19 or financial crisis (FC) 1s very rare. External shocks create significant threats to

! According to the American approach, venture capital (VC) is a cluster of private equity (PE) but the European
definition considers VC and PE as two separate clusters. Caselli and Negri (2018) state that, in recent years, the
American definition has been adopted in the European context too. Moreover, Cumming and Walz (2010) state
that the PE fund includes both earlier-stage VC fund and late-stage and mezzanine funds.

2 PE can exit using five different forms of exit vehicles: initial public offering (IPO), mergers and acquisitions
(M&As) or trade sales, secondary sales, buyback and write-off (Cumming and MaclIntosh, 2003a).
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organisations and lead to strategic changes to cope with those threats (Tushman and Romanelli,
1985; Meyer, 1982). As COVID-19 and the recent FC are significant external shocks to PE
firms, it is inevitable that PE managers would respond to those shocks by making strategic
changes such as selecting an appropriate exit vehicle or changing the duration of the exit
strategy to maximise the value of their investments. Therefore, in this study we examine
various PE exit strategies and their duration and value creation during COVID-19 and extend
our analysis to look at the effect of FC. To the best of our knowledge, this is the first study to
examine the effect of COVID-19 on the choice of exit vehicles, deal values and duration of

exit strategies of PE firms.

CM (2003a) argue that IA between sellers and buyers plays a crucial role in the choice
of exit vehicle and exit duration. While sellers tend to have comprehensive information about
the venture, buyers may not have the same. Hence, buyers may undervalue the firm. The VCs
should therefore prefer the exit vehicle that has the potential to minimise IA. They also argue
that information about firm quality accumulates over time. Therefore, PEs or VCs would prefer
to stay longer with the venture so that investment value increases along with decrease in IA.
COVID-19 is an exogenous shock that has increased uncertainty within financial markets and
affected firms’ revenues and cash flows (Gompers, Kaplan and Mukharlyamov, 2020). Baker
et al. (2020) state that the shock and panic associated with the COVID-19 pandemic have
caused severe uncertainty around the world. This increased level of uncertainty in financial
markets causes a significant rise in IA. Gao, Liu and Shi (2020) point out the cross-sectional
difference in people’s perception of rare disasters and state that people with different
experience use different inputs to form their beliefs and then make decisions. This leads to
considerable asymmetry among the market players. Moreover, the unprecedented level of
unsystematic information flow during the COVID-19 pandemic has caused a significant rise in

IA in financial markets (Tripathi and Pandey, 2021). The IA during COVID-19 is more



pronounced for PE firms as lockdown and social distancing have made it substantially harder
for PE managers to conduct due diligence by using face-to-face meetings or physically visiting
the production plants or clients’ offices (Green, Oxman and Seghers, 2020)°. Given the
possibility of increased IA, we argue that COVID-19 will have a direct effect on the exit
decision of PE firms. The recent FC has also been an exogenous shock to the global economy
and has been subject to an increased level of IA within the financial markets (Bhat and
Jayaraman, 2009). As a result, we also argue that, like COVID-19, FC should also have effect

on PE exit strategy.

Using PE data from April 1999 to July 2020 collected for 79 countries, we have found
strong evidence of the effect of COVID-19 and FC on PE exit strategies. The main findings of
our paper include: (1) the choice of exit strategy of a PE fund is different during the periods
with exogenous shocks and without exogenous shocks. The sponsors prefer to exit via mergers
(MER) during the time of exogenous shocks such as COVID-19 or FC. (i1)) COVID-19 has a
significant negative impact on the value of exit deals. We have applied three different deal
values in this study, and our findings remain statistically robust. (iii) The sponsor of a PE fund
slows down the exit during COVID-19 as compared to FC. We have run several additional
tests to check the robustness of our results. For example, we have included various PE fund
characteristics such as structure of fund, current status of fund and known equity capital
invested in our main models. Moreover, we have examined PE exits in emerging markets and
the time-varying effect of COVID-19. We have found similar results in all our additional tests,

which confirms the robustness of our results.

Our paper makes several important contributions to PE literature and also to the

growing literature on the current pandemic to help understand how businesses and management

3 Green, A., A. Oxman and L. Seghers (2020). ‘Preparing for private equity exits in the COVID-19 era’,
McKinsey & Company.



respond to external shocks by bringing changes to firms’ strategic decisions. First, Sheng et al.
(2020) describe the COVID-19 pandemic as an extremely rare and difficult to predict event.
Anecdotal evidence suggests that the exit decision of PE firms has been significantly affected
by the global pandemic due to substantial barriers to deal execution, changes in the
competitiveness of portfolio companies and sudden shifts in valuation (Green, Oxman and
Seghers, 2020). In this paper, we empirically examine the effect of COVID-19 on PE firm exit
strategies. Our results are in line with Tushman and Romanelli (1985) and Meyer (1982), who
observe that external shocks create significant threats to organisations and lead to strategic
changes to cope with those threats. Moreover, the findings are in line with Gompers, Kaplan
and Mukharlyamov (2020), who find overwhelming support from survey data on the effect of
COVID-19 on PE firms’ exit strategies. Second, the paper extends the analysis to see the effect
of the recent FC on PE firms’ exit decisions. The results show that FC has a considerable effect
on PE exit strategies. Third, our paper has examined any possible differences between PE exit
decisions in developed and emerging markets. Following the suggestion by Khanna and Palepu
(2011) regarding the greater presence of institutional voids in emerging markets, a number of
studies such as Arellano, Bai and Mihalache (2020) and Topcu and Gulal (2020) conclude that
emerging markets are less capable of tackling the adverse impacts of COVID-19. IFC (2021)
provides evidence that, during a global pandemic, PE funds in emerging markets are hit by a
reduction in activities and growth prospects of their portfolio companies. Given the possibility
of a differential effect of COVID-19 on PE exit strategies between emerging and developed
markets, it is important to examine these differences. Moreover, Budhwar and Cumming
(2020a) state that the COVID-19 crisis has renewed the importance of an international
perspective, suggesting that a broader view should be taken to inform a wider audience when
possible. Following this important suggestion and growing anecdotal evidence of the

differential effect of COVID-19 on PE operations in emerging and developed markets, we have



examined the effect of COVID-19 on PE exit strategies using data from both markets. Fourth,
Budhwar and Cumming (2020b) suggest that the impact of COVID-19 is felt globally by most
businesses and organisations and call for new research to identify new approaches and
initiatives that would help businesses and organisations cope with this extreme degree of
uncertainty. COVID-19 has undoubtedly affected the PE industry by reducing the value and
growth of portfolio companies. To maximise the value from investment, PE managers are
trying to bring in strategic changes such as changing the exit duration and exit mode to reduce
IA and value loss. Although there are some studies that have examined PE exit strategies (such
as Cumming and MacIntosh (2003a, 2003b), Cumming and Johan (2008) and Johan and Zhang
(2016)), looking at the exit strategies during the COVID-19 pandemic is very rare. We fill this
gap by examining the various PE exit strategies and their duration and value creation during

COVID-19 and FC.

The rest of the paper is organised as follows: section two presents the theory and
hypotheses, section three describes the data and methodology, section four presents the results
of our basic model and robustness tests, section five presents the discussions and limitations of

the study, and section six provides the conclusion.

2. Theory and Hypotheses

The primary goal of PE investors is to maximise their return by selling the portfolio
company at exit (Tykvova, 2018). CM (2003a) state that the desire to secure the highest price
for the investment affects the timing and choice of exit vehicle. CM (2003a) have provided a
comprehensive theory of PE exit where they suggest that IA would affect the value and choice
of the exit vehicle and also the timing of the exit decision by the PE or VC firms. For example,
due to higher level of IA, the value attached to the investment by sellers and buyers would

differ significantly. Sellers generally have more information about the prospect of the



underlying investment but buyers would be more sceptical about the prospect of the managed
firm. Therefore, buyers tend to undervalue the firm under management. The theory further
argues that, as the sellers (VC or PE firms) want to maximise their return, they would select
the exit vehicle that would help to improve the value of the investment by minimising the IA.
The theory further argues that the timing of exiting from the investment would be affected by
IA as this is closely linked to exit value and exit choice. The authors state that the information
about the quality of the firm accumulates over time and longer involvement of VC or PE firms
with their portfolio companies signals better quality of the firm. As a result, buyers would feel

more positive about the firm and hence would revise the valuation.

In this paper, we are extending the arguments of CM (2003a) by examining the effect
of external shocks such as COVID-19 and FC on PE exit strategies. We argue that extreme
external shocks such as COVID-19 or FC would increase the IA in the financial markets. Our
stand is based on several compelling reasons. First, exogenous shocks create uncertainty in
financial markets (Gompers, Kaplan and Mukharlyamov, 2020) and such uncertainties change
the likelihood of future cash flows, which, in most cases, are difficult to predict. Guo and Ma
(2014) state that the probabilities of new events are difficult to calculate due to lack of historical
data. De Finetti (1975) argues in favour of subjective probabilities in the case of new events
and states that subjective probabilities would differ among the decision makers. As a result, it
is reasonable to assume that IA would be higher during the COVID-19 pandemic or FC.
Second, Clarke and Shastri (2000) state that IA in financial markets is not directly observable
and can only be measured by various proxies. Fee and Thomas (1999) and Clarke and Shastri
(2000) mention about stock market volatility as an indication of IA. As markets have been
highly volatile during COVID-19 (Uddin et al., 2021), it is reasonable to assume a higher
degree of IA during the pandemic. Third, Smith and Watts (1992) argue that IA is more

pronounced for high growth firms. As PE managers mostly invest in firms with high growth



opportunities, it is reasonable to expect that IA would be higher for the PE portfolio companies.
Moreover, lockdown and social distancing measures during the pandemic have made it
substantially harder for PE managers to conduct due diligence by using face-to-face meetings
or physically visiting the production plants or clients’ offices (Green, Oxman and Seghers,
2020). This has also contributed to a higher level of IA during COVID-19. In addition, the
current global pandemic is characterised by an unprecedented level of unsystematic
information flow that has caused a significant rise in market volatility and IA (Tripathi and
Pandey, 2021). Due to the higher IA during COVID-19 and FC, the PE investors face the
challenge of mitigating IA so that they get maximum capital gain upon exiting the investment.
Although there are five different types of exit vehicles, PE investors should select the exit

vehicle that would minimise the IA between PE investor and new buyer.

CM (2003a) argue that an initial public offering (IPO), as an exit vehicle, offers the
least possibility of minimisation of IA. The authors state that IPO investors are not
sophisticated investors and they rely heavily on investment bankers for relevant information.
Compared to IPO, trade sales or secondary sales would be much more effective in mitigating
IA. Therefore, value of investment would be maximised by pursuing an exit through trade sales
or secondary sales as opposed to IPO. Jenkins and Sousa (2015) state that IPOs are time
consuming and do not provide certain proceeds. The authors also argue that IPOs are good at
hot markets rather than cold markets. As opposed to IPO, trade sales are quick and offer certain
proceeds, which is important for PE investors in a time of uncertainty such as COVID-19 or
FC. The market timing theory tells us that IPO performs better in terms of value gain during
good economic times. Korajczyk, Lucas and McDonald (1992) show that firms abandon IPO
during bad economic condition due to higher IA and wait for a good time to go for IPO. As
COVID-19 and FC correspond to severe economic downturns, IPOs are not suitable during

these times. As discussed above, trade sales or secondary sales could avoid IA problems as



opposed to IPO. However, CM (2003a) mention that trade sales (mergers) are superior to
secondary sales in resolving the IA problem due to the limited bargaining power of new buyers
in the case of secondary sales. In the case of buybacks, these are considered as good options in
terms of minimising IA on the grounds that insiders are involved in buyback and insiders
should have better information than outsiders. However, buybacks are not particularly good in
terms of value maximisation as entrepreneurs are not as skilled in processing information as
VC or PE managers, and therefore this would not be a good exit vehicle during a time of
external shocks. Considering the effect of IA on the value of PE investment and choice of exit
vehicle and given the evidence of a higher level of IA during exogenous shocks such as

COVID-19 and FC, we propose the following hypothesis:

Hla: During exogenous shocks such as COVID-19 or FC, PE investors would prefer

trade sales (mergers) over other forms of exit vehicles.

H1b: During exogenous shocks such as COVID-19 or FC, PE investors would realise
more value by exiting via trade sales (mergers) compared to other forms of exit

vehicles.

PE firms invest in their portfolio companies for a finite period of time, which typically
ranges between three and seven years (Cumming and Walz, 2010). However, IA between
buyers and sellers may influence the length of PE investment. While PE investors would have
more information about the firm and its future potential, outside buyers would have less
information regarding potential investment. This IA would reduce the value of the firm. CM
(2003a) posit that, the longer the duration of a VC’s investment, the less the IA between seller
and buyers, and therefore the possibility of realising the seller’s expected price would be
higher. As the IA remains at a very high level during various exogenous shocks such as

COVID-19 or FC, the value gap between sellers (PE investors) and potential buyers would also



be larger. Therefore, PE investors would be willing to hold their stakes for relatively longer

during COVID-19 or FC.

In addition to IA, real option theory also supports the extended exit timing of PE firms
during uncertain times. O’Brien and Folta (2009) state that real option theory demonstrates that
uncertainty about future outcome creates a zone of inaction where the wisest decision is to wait
until more information is gathered. Similarly, Gimeno et al. (1997) conclude that, in the face
of uncertain future payoff, managers tend to accept lower profits for the short run and continue
with the business with the hope that conditions will improve soon. Thanh (2020) also argues
that high uncertainty may increase the value of option to wait for better timing in future. As
both the COVID-19 pandemic and FC have created significant IA within the economy and
firms due to high uncertainty, managers of PE firms would prefer to wait to realise expected
capital gain at the time of exit, when IA would fade away. Based on the above discussion, we

propose the following hypothesis:

H2: Exogenous shock such as COVID-19 or FC would delay the exit decision by the

PE firms.

3. Data and Empirical Models

3.1 Private Equity Exit Data

In this paper, we use the dataset on global PE funds to investigate the impact of COVID-
19 and FC on PE exit strategies. For the empirical examination, we collect daily exit data based
on exits filed by PE funds across the world between 1% April 1999 and 1*' July 2020. Table-1
provides the detailed list and definitions of variables that we have collected over the sample

period. The descriptions of our data are presented in Table-2 and Figure-1. Panel-A of Table-
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2 show the number of exiting PE funds in our sample sorted to the country where they are
headquartered. Out of a total 70,062 observations distributed among 79 countries, 59.93% of
PE fund exits are reported in the U.S. alone. The two other nearest figures are 6.82% in the
U.K. and 4.69% in France. Altogether, almost 88% of our sample PE exit funds are from
developed countries. Data described in Panel-B of Table-2 shows the popularity of Trade Sales
(Mergers) as an exit strategy over other options, accounting for 55.89% in our sample. The
Secondary Sales (21.98%) and IPOs (17.4%) are the other two preferred strategies used by the

PE managers.

The yearly sum of daily PE exits filed is presented in Figure-1. The figure shows that
the number of exits filed was highest in 2014 but significantly less during the 2008 FC and in
2020, when the world was hit by COVID-19. The figure clearly indicates that the effect of
COVID-19 is more severe than that of the 2008 FC. The description of the structure of exiting
PE fund entities and current investment status is presented in Appendix-A. Figure-2A suggests
that around 61% of exiting PE funds in our sample are venture capital, and around 22% are
buyout funds. Figure-3 suggests that around 70% of exiting PE funds in our sample have the
status of currently making an investment, whilst only around 23% are liquidated. We use the

Refinitiv (Thomson Reuters) database to collect all these datasets.

Insert Table-1 here

Insert Table-2 here

3.2 Methodology

For our empirical analysis, we first use the non-parametric Wilcoxon rank-sum (Mann-
Whitney) test in a univariate analysis that compares the median choice of PE exit strategy

between crises (i.e. COVID-19 and FC) versus other periods. We then apply various forms of
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regressions to analyse the impact of COVID-19 on the PE exit strategies. The general

specification can be expressed as:
Vit = @y + B1CRI; + B, COVy + B3 Xy + &, (1)

where CRI and COV are the recent FC and COVID-19 pandemic, respectively. X, is a vector
of PE-related control variables. i and ¢ denote the observations (i.e. exiting PE) and time,
respectively. &, is the error term. The dependent variable, y;;, is the types of exit strategies
filed by the PE managers. To apply in empirical models, we provide numeric codes for each
exit strategy without giving any order. For the simplicity and ease of discussion, we combined
the choices of Buyback, Write-Off and Reverse Takeover as other strategies (BWR), which
only accounted for 4.79 per cent in our total observations. Thus, the numeric codes are as

follow:

1 = if exit type is IPO

. _ | 2=if exit typeis MER
Yie =1 3= if exit type is SEC |

4 = if exit type is OTH

1#2+3+4 OR
where 1>2>3>4 OR (i1)
1<2<3<4

Since our dependent variable represents an unordered choice that can be any of the four
types of exits, we use a multinomial logit model (MNL) instead of an ordered logit approach,
and this model does not impose an arbitrary structure on the outcomes (Long, 1997). The MNL
regression is an extension of the binary logistic regression that is used when a categorical
outcome variable has more than two values, and predictor variables are continuous or
categorical. Furthermore, the MNL does not require normality, linearity or homoscedasticity
assumptions (see Greene, 2020; Hensher et al., 2015). Instead, the MNL applies maximum
likelihood estimation to evaluate the probability of categorical membership and does the initial

data analysis through careful univariate, bivariate and multivariate assessment (Starkweather

and Moske, 2011).
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In line with the MNL structure, we rewrite equation (i) as a random utility modelling
framework (see, Michelsen and Madlener, 2012). The manager of a PE fund i (i = 1, 2, ..., 1)
might select any option out of the finite set of alternatives, /] (j = 1,2, ..., J). Hence, the utility

of a particular alternative j is:
Yij = BiZi + &; (ii1)

where, j represents the four different exit types as specified in equation (ii). ¥;;, thus, represents
the utility of PE fund i of alternative j. Z;, is the vector of variables of our interest including
control variables (i.e. FC, COVID-19, fund size and value of the exit deals). §; is the unknown
coefficient to estimate and &;; is the error term, which is assumed as independently and

identically distributed with Gumble (type 1 extreme value) distribution (see McFadden, 1974).

The MNL model specifies the following probability of a PE fund i for exit type j(j =

1,2, ..,)):

?XP(BjZi)
1+ _, exp(BrZ)

Prob(Y; =j) = P;j = forj=1,2,..,j (iv)

To interpret the results of the MNL analysis, we could also determine the marginal effect (i.e.

partial effect) of variable Z; on the dependent variable (i.e. choice probability) P;;. The

estimation of the partial effect of a change in variable Z; would be:

6Pi]-

8ij = oz P;|B; — Yo PyBi] = Pij[B; — B] (v)

Thus, as equation (v) shows, the marginal effect is not only dependent on the coefficient’s
estimate 3, but also on the remaining coefficient and variables of the model (see Michelsen

and Madlener, 2012).
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We design our second empirical model around equation (i) to examine the effect of

COVID-19 and FC on PE exit deal values. The multivariate regression model is as follows:

Vie = ay + B1CRI; + B,COVy + B3 X + ;84Yij + &gt (vi)

where V;; represents the total exit value of PE funds, and we use three different values for the
empirical check, i.e. proceeds amount (PMOM), rank value (RVM) and value of the
consideration (MDVM). Note that this study uses the log of the median figure provided in the
Refinitive database for all three deal values rather than the average or total sum. The CRI and
COV represent the FC and COVID-19 pandemic, respectively. Xj;, is a vector of our control
variables, which includes various characteristics of exiting PE funds, and ¢;; is the 1.1.d. error
term. We have included the choices of exit strategies, Y;;, as an explanatory variable in our

model to control the impact of managers’ exit preference on the deal value.

In our final empirical model, we redesign equation (i) to investigate the relationship

between exit duration and COVID-19 and FC. The empirical setting is as follows:

EXTD;; = ay + B1CRI, + B,COV; + B3 Xt + BaYij + &, (vii)

where EXTD;;, represents the exit duration of a PE fund as defined in Table-1. The definitions
of other components of this equation are similar to equation (vi). We run several robustness
tests for each of our empirical models and also run various post-estimation tests to confirm the

statistical validity.

4. Empirical results

4.1 Descriptive statistics

Table-3 presents the descriptive statistics and correlation matrix. Panel-A of Table-3

shows the mean, standard deviation and percentile mean of the variables of this study. As
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reported in Table-1, we have converted the numeric values into the natural log. The median
value of PMOM, RVM and MDVM are 7.97, 8.00 and 8.10, respectively, with a low standard
deviation. The medians of the other two values [i.e. the amount of earnout portion of deal value
(VEM) and the amount of cash portion of deal value (PURM)] are also very close to the earlier
three. The mean size of the PE fund (EXFS) is 7.92, which represents the total amount of capital
committed to an exiting PE fund by its limited partners and general partners. The closeness of
EXFS and deal value’s mean and median clearly indicates that the deal value of an exiting PE
fund is primarily influenced by the size of the fund. However, comparing the mean of EXFS
with the mean of total amount the exiting funds sought to raise (EXST) implies that an exiting
PE fund had raised less funds than what it sought to raise when fundraising began. The mean
of EXTD is 6 in our sample, which means that a PE fund takes six years on average to file for
exit from the year it first receives investment. However, for the lower and higher percentiles,
such as 25% and 95%, it is 3.9 and 14 years, respectively. Therefore, we observe a high
standard deviation (4.04) in the distribution of this variable. The median of total known equity
investment of PE funds (TEQ) is 8.57. However, the median of estimated equity investment

amount to date (EQITD) is 7.68 in our sample.

In Panel-B of Table-3, we provide the correlation matrix between our primary variables.
A negative correlation is observed (-0.0089) between COVID-19 and exit choices. Similarly,
the deal values are negatively correlated with FC and COVID-19 except for the RVM. EXFS
and TEQ are positively and negatively correlated with COVID-19 and FC, respectively.
Between the deal values, the results show a strong positive correlation of MDVM with VEM
(0.7786) and PURM (0.8423). Similarly, VEM and PURM are also positively (0.5359)

correlated with each other.

Finally, we use a non-parametric Wilcoxon rank-sum (Mann-Whitney) test to compare

the exit strategies to assess whether their population of daily choice median rank statistically
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differs between the crises (i.e. COVID-19 and FC) and other episodes. We find the z-value of
the rank-sum test is -6.820, with a p-value of 0.000. Thus, the result implies that the median

exit choice of fund managers is statistically different across crises and non-crises periods.

Insert Table-3 here

4.2 The Exit Strategies and COVID-19

Table-4 presents the results related to our primary objective, the impact of COVID-19
on PE’s choice of exit strategy. We report the choice of trade sales or merger (MER) as the
base outcome for discussion as it is the most popular choice for PE exits and accounted for
more than half of our sample. Results show that PE manager’s choice of other exit alternatives
is negatively affected by COVID-19 as compared to MER. Moreover, these results remain
statistically significant regardless of the deal values, as evident from the coefficients reported
in columns (1) to (3). We find that COVID-19 has a similar effect on the choice of exit strategy
while using RVM and MDVM as the deal values. From columns (4) to (9), the coefficients of
COVID-19 are all statistically significant and negative. This lends support to our hypothesis
la. This finding is in line with the suggestion put forward by CM (2003a), who argue that a

merger would be more effective to minimise IA between the parties.

In Table-4, the impact of FC is also negative, except in columns (5) and (8). Our results
suggest that the FC is negatively and significantly affecting the exit choice of BWR over MER
across the table. The choice of IPOs over MER as a preferred exit strategy is also significantly
and adversely affected by FC in columns (4) and (7). Compared to FC, the influence of COVID-
19 is strongly negative to all other exit alternatives over MER. Hence, following COVID-19
uncertainty, PE managers prefer to exit via MER than IPOs, SEC or BWR options.
Furthermore, the coefficient values show that the impact of COVID-19 is far more substantial

than that of FC across the table. Results on marginal effects (reported in Appendix B) further
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document that COVID-19 could influence managers to choose MER as an exit strategy by up
to 17.65%, whereas the FC could influence the preference for MER by up to 5%. Likewise, the
choice of BWR is adversely influenced by COVID-19 up to 11.41% and by FC only up to

1.6%. These results provide further support to hypothesis 1a.

Insert Table-4 here

4.3 The Impact on the Deal Value

Table-5 reports the results of the impact of COVID-19 and FC on the value of exit
deals. Across the table, COVID-19 is negatively associated with the exit deals regardless of the
value we are considering as the dependent variable. The results are statistically significant up
to 5% level. For example, COVID-19 could reduce the deal value measured in MDVM by
1.3326 and RVM by 1.1026, which are significant at the 1% level. However, the minimum
adverse impact of COVID-19 is found on the PMOM, which 1s -0.1572, and it is significant at
the 5% level. This has lent support to hypothesis 1b. The FC, on the other hand, is positively
linked with RVM and MDVM, and only negatively influencing PMOM. The coefficients of
FC are significant at the 1% level across the table. The exit deal values measured in RVM and
MDVM are increased by 0.1755 and 0.1574, respectively, due to FC. The PMOM, however,
has reduced due to the FC by 0.2179. Therefore, in contrast to COVID-19, FC had a mild
impact on PE exit value in our dataset. It has a substantial influence only on the PMOM
compared to COVID-19, as in column (1). However, the impact of COVID-19 is more
prominent and adverse on RVM and MDVM in columns (1) and (2), where FC is positively

related. This has lent further support to hypothesis 1b.

Insert Table-5 here
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4.4 The Impact on Exit Duration

In Table-6, we present results related to the effect of COVID-19 and FC on PE exit
duration. The results suggest that exit duration receives a positive impact from the COVID-19
pandemic, and the relationship is robust to deal values we use in the models. From columns (1)
to (3), the coefficients of COVID-19 are 0.6618, 0.7130 and 0.6906, respectively, and are
significant at 5% level. The impact of FC is negative on the exit duration. The corresponding
coefficients of FC are -0.5896, 0.5697 and -0.5656, respectively, in columns (1) to (3) and these
are significant at 1% level. This difference in result is surprising but not unexpected. At the
beginning of the pandemic, people were expecting it to be a sudden event with a short life span.
Moreover, global concerted efforts towards finding a vaccine raised the hope of a quick
recovery from the pandemic. As a result, business in general and PE funds in particular adopted
a policy of waiting for the pandemic to be over. This is in line with the findings of CM (2003a)
who state that extending the PE involvement with portfolio companies would be helpful to
reduce IA and increase the deal value. However, in the case of FC, the opposite effect could be
due to the prolonged nature of the crisis and because PE managers were not particularly keen
to wait due to acute uncertainty regarding the duration of FC. This lends partial support to

hypothesis 2.

The choices of exit strategies are positively linked to exit duration across Table-6. The
value of coefficients is relatively large (between 10.3420 and 11.3048) and significant at 1%
level. This means the speed of exit deviates less between the PE’s choice of exit strategies.
However, the size of exiting PE funds (EXFS) has a clear-cut impact and larger funds filed to
exit earlier than smaller funds. The coefficients of EXFS are all negative in columns (1) to (3)
and significant at 1% level. Among the deal values, PMOM is significantly and negatively
related to exit duration. However, RVM and MDVM are positively associated with exit

duration, though the volume of coefficients is significantly less than for PMOM.
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Insert Table-6 here

4.5 Robustness Checks

In this study, we run several tests to check the robustness of the relationship between
COVID-19 and PE exit strategies reported in the earlier section. For the robustness tests, we
have added various characteristics of exiting PE funds as additional control variables in our
models. For example, we have added: (i) structure of exiting PE fund’s entity (EXFT); (ii)
current investment status of exiting PE fund (EFIS); (iii) total known equity an exiting PE fund
has invested (TEQ); and (iv) deviation between total amount of capital committed to an exiting
fund by its sponsors and total amount they sought to raise (DEV). While using these control
variables in the models, we create dummies for the categorical variable EXFT and EFIS. Also,
to avoid the dummy variable trap, we present our results using a reference category for each
categorical variable, such as Buyout (BOU) for EXFT, Others (OTHS) for EFIS and BWR for

EXT.

Table-7 exhibits the results of MNL regressions using MER as our base outcome and
by adding categorical variables EXFT and EFIS. Results in Table-7 suggest that choice of PE
exit, such as IPO, SEC and BWR over the MER, is negatively affected by COVID-19. FC has
a similar effect on exit choice as MER is preferred over IPO and BWR. Moreover, the deal
values, e.g. RVM and MDVM, are also negatively affecting all other exit choices over MER,
which is in line with our earlier findings. At the bottom of Table-7, we report the results of
control variables related to exiting PE funds’ current status (EXIS). The statistical significance
of negative coefficients (the difference to OTHS) in columns (2), (4), (5), (7) and (8) implies
that the funds which are currently making investment (CMI), defunct (DEF), inactive for at
least three years (INA) and liquidated (LIQ) do not prefer to exit via either secondary sales

(SEC) or IPO over MER. In Table-8 and Table-9, we report the results of our robustness tests
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concerning the impact of COVID-19 on the value of exit deal and exit duration, respectively.
We have included several additional control variables, such as EXFT, EFIS, DEV and TEQ, in
our empirical settings. The results confirm the significant negative impact of COVID-19 on
deal values and the positive association with the duration of exit. Therefore, these findings are

well in line with the relationship found in the earlier section.

Insert Table-7 here
Insert Table-8 here

Insert Table-9 here

4.6 Additional Robustness Tests

In this section, we run further robustness tests and investigate: (i) the impact of the
COVID-19 crisis on the choice of PE exits in emerging (EMG) versus developed markets, (i1)
the impact of the advancement of COVID-19 over time on the exit strategies, and (iii) the
moderating effect of an exiting PE fund’s entity (EXFT) during the COVID-19 crisis. The
results of these three robustness tests are reported in tables 10, 11 and 12, respectively. In
Table-10, we have used the IMF’s classification to separate the emerging markets (EMG) from
developed markets*. For the advancement of COVID-19 over time in Table-11, we have shown
the impact of daily global COVID-19 cases on PE exits over three different periods as defined

in Panel-B of Table-1.

Findings in Panel-A of Table-10 suggest that, in emerging markets, the choice of PE

exits, such as SEC and BWR, is negatively affected by COVID-19 compared to MER. The

4 In Table-10, we have lost some observations as there are 3326 unclassified PE funds in our sample, and a few
countries shown in Panel-A of Table-2 are classified as LDCs (Low-income Developing Countries) by the IMF
that are excluded from analysis.

20



effect of COVID-19 on the choice of MER as the preferred exit vehicle in emerging markets
is relatively stronger (statistically) than in developed markets. However, we did not get any
substantial variations in results comparing COVID-19 and FC in relation to PE exit choices in
emerging markets and developed markets. In Panel-B, results reported in columns (1) to (3) for
all types of rank values suggest that the mean exit value during the normal period in emerging
markets is lower than in developed markets. However, the mean exit value is higher in
emerging markets during FC and COVID-19 compared to developed markets. Results in
columns (4) to (6) suggest that the mean exit duration has increased during COVID-19
compared to FC in developed countries. In the case of emerging markets, the coefficients show
a similar effect of COVID-19 and FC on exit duration but the results are not statistically

significant.

Table-11 presents the results for the time-varying effect of COVID-19. Panel-A shows
the MNL regressions of PE exit choices, and Panel-B exhibits the multivariate regressions of
deal values and exit durations. Significant findings include: (a) the choice of other exit
alternatives over MER is adversely affected by the advancement of COVID-19 over time.
Results suggest that PE managers prefer to exit via MER with the advancement of the
coronavirus crisis; (b) the impact of the initial uncertainty of the COVID-19 crisis (i.e. CCH)
is more prominent on the alternative exit choices over MER; (c) from the statistical
significance, we observe that, over time, the adverse impact of COVID-19 on exit choice
switches from IPO to SEC and BWR; (e) similar to exit choice, the exit duration is also strongly

influenced by COVID-19 during the initial phase of the pandemic.

The moderating effect of exiting PE fund’s entity (EXFT) during the COVID-19 crisis
is displayed in Table-12. The interaction terms across Panel-A suggest that the EXFT has
significant moderating power on exit choices during the COVID-19 episode. For example, we

find that, compared to BOU, the managers of funds of fund (FOF) prefer to exit via MER
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during this crisis. In Panel-B of Table-12, we report the moderating effect of EXFT on the exit
deal value and exit duration during the COVID-19 crisis. Columns (1) to (3) show that the exit
deal value of FOF during COVID-19 is negatively affected compared to BOU. Finally, in
columns (4) to (6), the interaction terms exhibit that, during COVID-19, exit duration of PE
funds is moderated by the structure of the exiting fund’s entity (i.e. EXFT). The results suggest

that FOF and real estate (RES) fund’s exit duration are negatively affected by COVID-19.

Insert Table-10 here

Insert Table-11 here

Insert Table-12 here

5. Discussion

5.1 Theoretical Implications

PE literature has been growing over time in line with its importance as a value-
generating investment strategy. Exit is the final step of the PE investment process. A timely
and well-planned exit is important as this would be a decisive factor for the profitability of PE
investors (Caselli and Negri, 2018). One of the most influential theories to explain the PE exit
strategy is IA theory. CM (2003a) suggest that IA would affect the value and choice of the exit
vehicle and also the timing of the exit decision by the PE or VC firms. We extend this
theoretical stand and argue that COVID-19, as an external shock, increases IA among the
market participants and therefore would affect the exit decisions. The results of our study lend
support to the existing IA theory of PE exit strategies. We have found strong support to the
notion that PE firms predominantly choose mergers as an exit vehicle over others such as [PO

or secondary sales. This is in line with the findings by CM (2003a), who confirm that mergers
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help the PE firms to minimise A between the parties. Moreover, we find strong support for the
extended exit duration during COVID-19, which is again in line with CM (2003a), who argue
that PEs or VCs would prefer to stay longer with the venture so that investment value increases
along with decrease in IA. To better inform the readers about the effect of external shocks on
PE exit strategies, we also extend our analysis to examine the effect of the recent FC. We find
similar results to confirm that external shocks such as COVID-19 or FC would affect the PE
exit strategies. As mentioned earlier, COVID-19 has been more international in nature rather
than specific to a country or region (Budhwar and Cumming, 2020a). This certainly warrants
more international evidence on its effect on PE exit strategies. We, therefore, extend our
analysis to see the effect in both developed and emerging markets. The results confirm that
emerging market PE firms prefer mergers over other exit vehicles and exit values are higher
during COVID-19 compared to exit values during the same time in developed markets. We
could not get any substantial difference between exit duration of PE firms from emerging
markets and developed markets. In the case of the time-varying effect of COVID-19, we find
evidence that the effect of COVID-19 on PE exit strategies is stronger in the earlier part of the
pandemic. This is in line with our theoretical prediction, as IA should be higher during the
earlier part of the pandemic when uncertainty was relatively more pronounced. External shocks
like COVID-19 or FCs create considerable economic or policy uncertainties. Throughout the
paper, we assume that an increased level of uncertainty leads to a significant rise in IA in the
market. Affleck-Graves, Callahan and Chipalkatti (2002) provide evidence on the direct impact
on low earnings predictability and IA. As earnings predictability remains very low during
uncertain times, this should give rise to IA in the market. Brooks, Patel and Su (2003) also
provide evidence of rising IA in response to unpredictable events. Similarly, Bhat and
Jayaraman (2009) provide evidence on the increased level of IA during the recent FC. Given

all this evidence, we have assumed that IA has been higher during the COVID-19 pandemic
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and also during the recent FC. However, to minimise any effect of uncertainty that may not be
related to IA, we have run additional tests to control for uncertainty. The results (reported in
Appendix C) show that COVID-19 or FC have a significant impact on exit choices, exit values
and exit duration even after controlling for uncertainties, which lends further support to our
proposed hypotheses in relation to the effect of COVID-19 on PE exit strategies using the IA

framework.

5.2 Limitations and Future Research Directions

The paper has certain limitations and we welcome further research in this area in
coming days. First, the paper only uses data up to July 2020. As the COVID-19 pandemic is
not over yet, and in fact it is still spreading with new variants in different parts of the world,
more recent data could be used to obtain more insight into the effect of the ongoing pandemic.
Second, the paper has assumed that IA would increase during the COVID-19 pandemic or
during the FC based on theoretical predictions and empirical literature. However, we have not
used any direct firm-level measure of IA due to limitations of data (this paper has used PE fund
data rather than data for portfolio companies). Some of the proxies that are used to measure
firm-level IA include analysts’ coverage or market to book ratio. Future research could use
data for an extended period on these variables to differentiate the roles of IA and uncertainty
in exploring the effect of COVID-19 or FC on PE exit strategies. Third, one of the potential
solutions to differentiate the role of IA from uncertainty could be to look into the effect of
COVID-19 or FC on industries that are characterised by higher level of IA. However, the paper
could not do additional industry level tests due to lack of data. Future research can use industry
level data to strengthen the IA argument in explaining the effect of external shocks such as

COVID-19 or FC on PE exit strategies.
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6. Conclusion

Exogenous shocks create threats to PE firms and their portfolio companies (Wright et
al.,, 2016). COVID-19, as an exogenous shock, has been changing the global business
landscape; the economic impact of this pandemic is phenomenal and governments,
organisations and decision makers are all trying to understand the unfolding threat of this
sudden external shock (Budhwar and Cumming, 2020b). PE managers, as value-maximising
agents, try to adjust their exit decisions amid exogenous shocks so that they can maximise their
gains from their investments. Building on the increased level of IA during exogenous shocks,
we have examined the effect of COVID-19 on the choice of exit vehicles, value of investment
at the time of exit and exit duration. Applying various empirical settings on a novel dataset of
70,062 daily exits filed by PE funds over a period from 1999 to 2020, we find that the PE firms’
choice of exit strategy is affected by external shocks such as COVID-19 or FC. PE firms prefer
to exit via trade sales during the periods of exogenous shocks, and this behaviour is found to
be consistent across COVID-19 and the recent FC episode. The results are robust to deal values,
fund size, the structure of the exiting fund’s entity and the investment status of the exiting fund.
Our findings also confirm that COVID-19 and FC have a significant negative impact on exit
values and the effect is robust to the choice of exit strategy, fund size, amount of equity
investment by the funds, and structure and status of exiting PE funds. We also find that exit
duration of PE funds during COVID-19 is longer than exit duration during the recent FC. The
results also confirm that the effects of COVID-19 or FC on PE exit strategies are different
between emerging markets and developed markets. While the effects are more pronounced in
developed markets, effects in emerging markets are relatively mild. This could be due to the

fact that PE activities in emerging markets are substantially lower than in developed markets>.

3 IFC (2021) reports that only about 23% of global PE investment goes to emerging markets such as China and
India.
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The time-varying impact of COVID-19 shows that PE funds’ exit choice and exit duration were
more affected during the initial phase of the COVID-19 pandemic when the IA was more
pronounced due to the higher level of uncertainty represented by the higher degree of market
volatility. Finally, during the COVID-19 episode, the exiting PE funds entity could moderate
the fund managers’ preferred exit mode. The results of this study will help academics and PE
fund managers to understand the effect of external shocks such as COVID-19 or FC on PE exit
strategies. Exit strategies are dynamic in nature and should be adjusted in response to external

shocks so that fund managers can maintain the attractiveness of their investments.
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