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TAKE THIS MARKET AND SHOVE IT*
By Geoff Colvin

Photo lllustration by Justin Metz for Fortune Magazine

MAY 17, 2016, 6:30 AM EDT

More and more companies are saying goodbye to public
shareholders, activist investors, and regulators. Here’s why
it's so easy to go—and stay—yprivate.

Why can’t you buy Uber stock? No investment banker could fantasize a company more
perfect for an IPO: young, world famous, taking in billions a year, operating in more than
400 cities around the globe (and already profitable in over 80 of them), growing at triple-
digit rates. Investors would trample one another for shares. So why won’t CEO Travis
Kalanick seize this moment and achieve the dream of every startup founder, going public?

The answer is simple. Kalanick doesn’t need or want your money. There’s no need to take
on the hassles of being publicly traded when private sources of capital can supply all of
Uber’s needs. Much of the money comes from investment funds; some comes from
strategic investors such as Microsoft MSFET 0.67% , which kicked in $100 million last year.
Uber raised $2.1 billion last December on terms that valued the company at $62.5 billion.
Such paper valuations may of course be fleeting (see Theranos—touted $9 billion
valuation, smoke and mirrors). But if you believe such heady guesstimates, then Uber’s
virtual sticker price would make it more valuable than at least two companies in the Dow
Jones industrial average, Caterpillar CAT 1.52% and Travelers, and more valuable than
another noted company in the transportation business, General Motors GM 0.93% —
which has been on the Fortune 500 every year since the list’s inception in 1955. By some
measures Uber has already joined America’s corporate elite. Yet Kalanick says it’s at least
“a few years” from going public.

Uber, No. 1 on our new ranking of America’s most important private companies, is an
extreme example of a significant trend. American business is increasingly shunning the
traditional marker of making it—being publicly traded—in favor of private ownership.

! Extracted from: http://fortune.com/going-private/
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While the total number of U.S. companies continues to grow, the number that are traded
on stock exchanges has plunged 45% since peaking 20 years ago (see chart, next page).
IPOs, once a bubbling indicator of U.S. business dynamism, dried up after the dotcom bust
in 2000 and have never recovered, even though today’s economy is far larger. Some public
companies, meanwhile, are repenting of their choice and returning to private ownership.
Many other companies are simply staying private.

THETOTAL NUMBER OF U.S. COMPANIES IS INCREASING... ~ WHILETHE # OF PUBLICLY TRADED COMPANIES 1S FALLING.

G MILLIOM 8,000
G000
4
<000
2
2,000
u] o
1990 2010 2013 1990 2000 2015

U.S. IPOs HAVE PLUNGED, DECREASING FROM AN AVERAGE OF 436 AYEAR IN 19905 T0 120 LAST YEAR.

&75

[=ulu]

400

200

1990 1995 2000 2005 2010 2015

The shift reflects a world in which the supply of and demand for capital are changing at the
same time that the ways in which companies create wealth are changing. New market
conditions plus new rules and regulations are re-weighting the incentives that business
owners face. Public companies aren’t going away, but they’re becoming fewer and bigger.
The result is an environment much different from that of the past 50 years, giving larger
roles to private companies with their own distinctive ways of doing business, paying
employees, and managing for the future.
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You know something big is happening when such high-profile public companies as Dell
and Safeway go private. They rave about their newfound ability to invest for the long term
and focus on the business rather than on Wall Street, but the truth is that both were
motivated in large part by that modern scourge of public companies, the activist investor.
“Public company boards are scared to death of activists and will do all kinds of things to
avoid proxy contests,” says a top executive at one of the largest private equity firms,
speaking on background. “It’s a whole new phenomenon of the past four or five years.” PE
firms took both of those companies private (Silver Lake with Dell, Cerberus and others
with Safeway). Activists have pushed plenty of other public companies into private hands
in recent years—PetSmart, the Rockwood chemical company, and a raft of smallish
software firms, for example.

In an informal online survey recently, Fortune asked CEOs, “Do you agree or disagree with
the following: It would be easier to manage my company if it were a private company
rather than a public company.” Though we have only preliminary results so far, the
message is clear: 77% agreed with the statement.

Public-to-private deals have waned for the moment because public market valuations are
too high. The larger trend now is not going private but, like Uber, refusing to go public. The
reasons, which extend way beyond activists, show why widening private ownership is a
trend with legs and why public-to-private deals will come back when prices subside.

The main reason companies go public, though far from the only reason, is to raise capital.
In the old industrial economy based on factories and machinery, the attraction of broad-
based financing was obvious. The capital requirements could be huge, and because the
assets were illiquid, many investors wanted only a small bit of the risk. But today many
major companies don’t need much capital. Think of Apple AAPL0.17%,
Alphabet GOOGL 0.14% , Microsoft, Facebook FB -0.01% , and Amazon AMZN -0.60% ,
five of America’s seven most valuable companies. They manufacture virtually nothing and
are so profitable that the very last thing they need is more capital; among them they sit on
over $400 billion in cash and marketable securities. It’s what the McKinsey Global
Institute calls an “asset-light” business model, and companies using it now account for 31%
of all the profits of Western companies vs. just 17% in 1999. “Value is increasingly created
from patents, brands, trademarks, and copyrights rather than industrial machinery or
factories,” says MGIL. On Fortune’s inaugural list of the 25 Most Important Private
Companies, 15 don’t deal in physical goods at all.

That recent online survey reinforces the point. Fortune asked CEOs if they had all the cash
they needed to fund investments. Only 8% said no.
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“PUBLIC COMPANY BOARDS ARE SCARED TO
DEATH OF ACTIVISTS AND WILL DO ALL KINDS
OF THINGS TO AVOID PROXY CONTESTS,”
SAYS A TOP EXECUTIVE AT ONE OF THE
LARGEST PRIVATE EQUITY FIRMS.

While the demand for capital is in secular decline, the supply of it is mushrooming. As
China and India plus other emerging economies (including high performers like Indonesia
and Nigeria) become more prosperous, they contribute to what former Fed chairman Ben
Bernanke calls “the global savings glut.” More capital is seeking a home than ever before.
One result is that private equity and venture capital firms, just like today’s infotech giants,
hold more money than they know what to do with. Their “dry powder”—funds committed
by investors but not yet invested—rose to $1.3 trillion last year, says the Preqin research
firm. The “biggest challenge facing the industry in 2016,” says the firm, is “valuations”; too
much capital is chasing too few target companies, so buying companies at reasonable
prices is tough.

Besides, even private companies that need capital face an enticing alternative to giving up
equity: They can borrow money at the lowest rates ever, thanks to the savings glut plus
easy money policies across most of the world’s GDP. Unilever UL 1.18% recently issued
bonds with a 0% coupon. Smaller companies have to pay more, but their rates are still
historically low. And in the U.S. and many other countries, interest payments are tax-
deductible.

Now combine those factors: Companies are less likely than they used to be to need much
capital. They can borrow money without giving up ownership at the lowest cost ever. If
they need to sell an equity stake, PE and venture firms are so flush with cash that they may
be lined up outside the door. And while public financing may seem necessary for a
company to achieve truly dominant scale, it isn’t. Look at many of the companies in our
ranking: Vanguard, Fidelity, Bridgewater Associates, Cargill, Bechtel, NFL, Mars, PwC—
each the biggest or among the biggest in its industry.

So why go public? Especially when you consider the many disadvantages, quite apart from
activists. The process itself is costly. Underwriting and registration costs average 14% of
the funds raised, says IPO expert Jay Ritter of the University of Florida. Offerings are
usually underpriced so as to produce a first-day “pop,” but that means lots of money is left
on the table, on average about 15%, say researchers. Public companies face additional
rules, notably those imposed by the Sarbanes-Oxley and Dodd-Frank laws in the U.S.
Economists figure the costs may be enough to tip the balance against going public for
smaller companies. In any case, the many disclosures required of public companies are
rich with information for competitors to study. Then there’s all the time managers spend
dealing with Wall Street analysts and potentially thousands of shareholders.



http://fortune.com/company/ul/
http://fortune.com/company/ul/

A B

CAPACITARTE

Being public can become a wild, uncontrollable ride for a young company. Consider
LendingClub, which went public in December 2014. The stock surged, then plunged
though the company was hitting its ambitious targets. In May the board, led by
independent directors, fired CEO Renaud Laplanche because he urged them to approve a
LendingClub investment in a company without telling them he had personally invested in
it. LendingClub LC 1.53% stock was recently down 83% from its IPO debut.

Private firms avoid those headaches and, if they connect with a PE firm, may gain other
advantages. “PE exists and delivers because the governance”—the mechanism of owners
overseeing managerial decisions—“is superior, in allocating capital above all,” says a PE
chief. “When public companies run out of growth, they buy back stock at the worst times.”
He’s right; they’re doing it now, when valuations are high. “We invest more in moments of
dislocation.”

PRIVATE EQUITY AND VENTURE CAPITAL FIRMS
HOLD MORE MONEY THAN THEY KNOW WHAT

TO DO WITH. THEIR “DRY POWDER” —

FUNDS COMMITTED BY INVESTORS BUT NOT YET
INVESTED—ROSE TO $1.3 TRILLION LAST YEAR.

A PE firm can also bring broad managerial wisdom that many companies lack. Consider
Tibco Software, one of those smallish software outfits that went from public to private after
an activist demanded changes in response to weak results. Tibco sold to Vista Equity
Partners, and founder Vivek Ranadivé ceded the CEO role to COO Murray Rode. “What
surprised me most was the nature of the relationship with our private equity investors,”
Rode says. “When you're aligned with such a firm as theirs, it’s a bit like a golfer having a
swing coach. Even if you're a good golfer, it helps to have a swing coach who says do this,
not that. Vista has a well-developed process of sharing best practices from its portfolio
software companies to help your business. It spans a range of functional areas—from sales
to product management to HR to M&A and leadership development.”

Private ownership can be powerfully attractive to managers on another dimension: pay. At
public companies, top executive pay is publicly reported. Few executives like the attention.
Worse, boards may hesitate to adopt incentive pay plans that could reward CEOs hugely if
they deliver spectacular results, just from fear of how it would look. None of that matters at
private companies, where pay plans can offer a CEO far greater rewards if he or she is
willing to accept more risks. At PE portfolio companies, “there’s an onboarding bonus and
lower annual compensation than at a public firm,” says Bob Nardelli, who oversaw many
such companies as an adviser to Cerberus Capital Management and ran one of them,
Chrysler, from 2007 to 2009. “You get a percentage of the increase in value. CEO comp is
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much more variable than in a public company. There’s no pension, no safety net, no long-
term medical. You're a 1099. You leave early, you leave everything on the table.”

Some advantages of private ownership are overstated. Managing for the long term? Maybe,
if the company is family-owned. But if it’'s PE-owned, that PE firm has an exit in mind,
typically five to seven years down the road. Managers can execute a plan that will pound
earnings for a few quarters or even a few years; Dell has lost $3.9 billion since going
private in 2013, for example. But a version of Mitsubishi’s 500-year plan is not going to fly.
Avoiding the public release of financial statements? Not necessarily. Private companies
with publicly held debt may still have to file quarterly statements with the SEC, and if a
private company wants to buy a public one, it must publish detailed internal data; we know
about Dell’s losses from SEC filings connected to its deal to buy EMC.

Still, don’t private companies avoid the pressures of the public markets? Sure, but those PE
guys aren’t playing games and can be much more demanding than public shareholders.
Family-owned companies don’t face PE deadlines, but internal conflicts have torn many of
those companies apart or forced them to sell to another firm or to the public. A conflict
between the Ford family and the Ford Foundation, not a need for capital, led Ford to go
public in 1956 in the biggest-ever IPO at the time.

e

Photo lllustration by Justin Metz for Fortune Magazine
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Which reminds us that being public still holds valuable advantages. It can enable a founder
to raise capital while retaining control, by keeping a majority stake or by issuing multiple
classes of stock so the founder controls the voting shares, as Facebook, Alphabet,
Comcast CMCSK 0.00% , New York Times NYT 0.35% , and many other companies have
done. It also enables founders to cash out while retaining effective control, though they
might not sell their shares for many years; Bill Gates is still selling his Microsoft stock 30
years after the IPO. A listed stock and the attendant public disclosures give a company’s
suppliers, employees, and customers independent assurance that it’s worth doing business
with. Stock options can be highly effective in attracting and keeping managerial talent.

So here’s a sketch of corporate ownership in 2016. In a friction-free economy where
information and money move instantly, the best public companies are getting sorted from
the rest. Research shows a widening gap between the profits of the top performers and the
mediocre ones in an intensifying winner-take-all dynamic. Only the best survive in that
environment, resulting in fewer, bigger public companies. At the same time, more
companies are staying private, perhaps because they don’t need much capital, or they'd
rather get capital from private sources, or they prefer to sell to a larger firm rather than do
an IPO; all those trends are growing. Some companies go from public to private through a
private equity buyout, after which they may go public again but more likely will be sold to
another company, never to return independently to the public markets.

It’s a world in which private companies play a growing role, and the world is changing to
accommodate them. States offer a lengthening menu of options for private company
ownership—limited liability companies, limited partnerships, limited liability partnerships,
professional corporations, and more. Entrepreneurs are creating innovative ways for
owners of private companies to trade their shares through new nonpublic venues such as
SecondMarket, SharesPost, and Nasdaq Private Market. Staying private is getting easier
every day.

It may even be good for the larger economy. One of the enduring drawbacks of public
ownership is the so-called agency problem, the misalignment of owners and managers.
Top executives at big public companies typically own only tiny stakes and are tempted to
enrich themselves in all manner of ways that may harm the other shareholders, whose
ownership is often so diffuse that they can’t discipline the managers. That problem doesn’t
arise in private firms, where the majority owners are usually either the managers
themselves or members of a powerful board of directors. One result is that resources get
used more productively. In the aggregate, more private companies could mean a faster-
growing economy.

Combine all the forces at work and it’s no surprise that private companies are getting more
numerous, bigger, more successful, and more influential. Don’t expect that trend to stop
anytime soon.

A version of this article appears in the June 1, 2016 issue of Fortune with the headline
“Private Desires.”
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TECH
Spotify is planning on going public in 2017, says
report, but there's a twist’

Chantel McGee

31 Mins AgoCNBC.com

Getty Images. Daniel Ek, founder and CEO of Spotify.

Spotify is planning on going public this year, according to a Wall Street Journal report, but
the company may not go the traditional IPO route. Instead, the music streaming service is

considering a direct listing, in which the company would simply register its shares on a
public exchange and let them trade freely, people familiar with the matter told WSJ.

With a typical initial public offering investors buy shares from the company prior to IPO. A
direct listing differs in that investors buy shares off the open market, removing the need for
underwriters to set the initial price.

2 Extracted from:
http://www.cnbc.com/2017/04/06/spotify-may-go-public-without-ipo-report.html
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The company will also no longer raise new money from investors. Spotify has raised over
$1 billion dollars in equity and has been valued at $8.5 billion dollars, but the company is
aiming to increase that value to $10 million. Spotify's new deal with Universal Music
Group, could bolster the streaming service's revenue and better position the company to
compete against Apple music.

If Spotify's direct listing is successful, it could set the stage for other high-value tech
companies to follow a similar path.
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THE PRIGE OF PROFITS

hAMARKETPLACE' | BUSINESS INSIDER

All buy myself... the thinking behind stock
buybacks®

By Sabri Ben-Achour

o - :.sq - .~AAA - . . — L} s —t
A cleaner sweeping the dealing floor of the New York Stock Exchange, circa 1935. - Keystone/Getty Images

Back in 2007, CEO William McComb’s company suddenly found itself with more
than $100 million in cash. The company — known at the time as Liz Claiborne Inc.,
now called Kate Spade — was selling off unwanted subsidiaries “and we had an
inflow of cash,” as McComb put it.

It’s not a rare situation for a company to be in.

The question is what to do with the money?

3 Extracted from: https://www.marketplace.org/2016/06/08/world/profit-buybacks
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“We had a number of options,” he said. At many companies, an option is to buy up
more brands, but Liz Claiborne was in the process of getting leaner. Some
companies will put cash into research and development, but “we’re an apparel
company. We don’t have research and development,” McComb said.

The company could have done nothing and just sat on the cash.

In the end, said McComb, “the decision we made as a board was to return some
cash to shareholders via a share buyback.”

Translation: The company bought ... itself. It bought its own stock and took the
shares off the market.

Share buybacks, or share repurchases as theyre also known, are an increasingly
common strategy. From 2010 to 2015, the S&P 500 spent roughly $3.5 trillion on
share repurchases.
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Data compiled by FactSet show the number and quantity of share repurchases has increased sharply since the recession

Why do this?
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It’s a way, ostensibly, to increase shareholder value.

“With less shares, the idea is that the price [of the stock] will go up,” said Steven
Davidoff Solomon, professor at U.C. Berkeley School of Law. It’s a way to tweak
supply and demand of shares. “It’s a financial trick.”

Buybacks can also increase the inherent value of a share since each share now
represents a larger piece of the company.

There is, of course, an obvious alternative way of increasing shareholder value, and
that is for the company to simply cut each shareholder a check. This is known as a
dividend.

The downside to a dividend, said McComb, is that “a dividend imposes a tax burden
on shareholders immediately, so many shareholders would rather see a buyback
versus a dividend.”

Stock buybacks also offer the advantage of improving the metrics by which many
investors judge companies: earnings-per-share increase if the number of shares
decreases.

Additionally, many executives are paid in stock options. So a dividend check
doesn’t do much for them, whereas driving up the cost of shares certainly does.

“It’s masking a lot of hidden compensation,” according to Solomon.

Shareholder Activism
Number of Activist Campaigng Agitating for Shareholder Distributions
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n# of successful campaigns with activist demanding return of cash via dividends/buybacks
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According to data from FactSet, shareholder activism in pursuit of stock buybacks has increased since shortly after the
end of the recession, and they're becoming more successful. - FactSet

Finally, the way the math can theoretically work out, shareholders don’t make as
much money from a dividend check as they would by selling shares juiced up by a
buyback.

But stock buybacks have some very strident critics.

Among them is William Lazonick, professor of economics at University of
Massachusetts Lowell.

“You get dividends for holding the stock,” Lazonick said. “The only way you get
money from stock buybacks is selling the stock. «

You have to sell the shares to make the money, which means someone benefiting
from a share buyback is not necessarily invested in the company’s long haul, said
Lazonick.

“Shareholder activists love stock buybacks because it’s a great way of taking money
out of companies,” he said, adding that companies with a lot of cash become targets
for investors who want to buy in, push for a buyback and sell out — basically,
“milking out” money that could be used for other things.

McComb, the former CEO, concedes that buybacks can sometimes benefit short-
term investors.

“More times than not in the last 10 years, it’s been in response to short-term
activists that have been jumping in wanting to create and stimulate value and then
get out.”

But McComb said his buyback was following the philosophy — a widely held one
— that if your company has extra cash, you should give it to shareholders and do it
in the most effective way you can. It’s a fundamental difference in world view
compared with people like Lazonick.

“It really is an idiotic ideology, that you run the company for the people who matter
least,” Lazonick said, referring to shareholders. “The people who can get in and out
of the company quickest and for whom that is often their only goal.”

Lazonick would prefer dividends or sharing profits with employees. “Higher wages,
more stable employment, better benefits — that’s where middle class comes from.
That is in general what could be done with all that money,” he said.

McComb, the CEO, insists it’s not inherently bad to give money to shareholders
through a buyback, but he does object to shareholder activism extracting value from
a company at the expense of long-term interests. As for his own $100 million
buyback back in 20077 He regrets it in a way.

“The world changed dramatically in late 2008, as we now know. And sure, it
would’ve been much better for us and frankly our shareholders had we not returned
the money via a share repurchase,” he said.

14
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Spending cash on buybacks typically happens when the market is high and
companies are flush with money. And, like for anyone with extra cash, you never
know when you’re going to need it.

15



MAR 22, 2017 @ 05:56 PM 149 The Little Black Book of Billionaire Secrets

Share Buybacks Sink For Second
Straight Year4

Opinions expressed by Forbes Contributors are their own.

According to S&P Dow Jones Indices, companies of the S&P 500 index in the
fourth quarter pulled back on their share repurchases by 7.2% from the fourth
quarter 2015, although they accelerated 20.6% sequentially.

Companies spent $135.3 billion buying back their shares during the fourth quarter,
compared to $112.2 billion from the third quarter and $145.9 billion in the fourth
quarter 2015. For the full year, they spent $536.4 billion on buybacks, a decline
from $536.4 billion in 2015 and $553.3 billion in 2015 — the first time the index
saw two consecutive years of declines since the financial crisis era or 2008 and
20009.

The slowdown comes as the S&P pushed to record highs and companies’ shares
became increasingly expensive following the election of President Donald Trump in
November. The index gained 8.68% for the year, with a 4.12% climb in the fourth
quarter.

* Extracted from:
https://www.forbes.com/sites/gurufocus/2017/03/22/corporate-share-repurchases-decline-for-2nd-year-
in-a-row/2/#60477d082f1a
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Jeffrey "Jeff" Bezos, president and chief executive officer of Amazon.com Inc., from left, Larry Page, chief
executive officer and co-founder of Alphabet Inc., Sheryl Sandberg, chief operating officer of Facebook Inc.,
U.S. Vice President-elect Mike Pence, U.S. President-elect Donald Trump, Peter Thiel, billionaire co-founder
of PayPal Inc. and a member of Donald Trump’s transition team, and Tim Cook, chief executive officer of
Apple Inc., sit for a meeting with technology leaders at Trump Tower in New York, U.S., on Wednesday, Dec.
14, 2016. Photographer: Albin Lohr-Jones/Pool via Bloomberg
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"The ability of companies to increase buybacks remains high, as cash declined a
tick from last quarter's record level, with money remaining relatively cheap and
easily accessible," said Howard Silverblatt, senior index analyst at S&P Dow Jones
Indices.

"However, the slowdown since Q1 2016 may indicate that companies do not
currently want to increase planned buybacks. Q1 2017 prices are averaging higher,
up 6% from Q4 2016 and up 19% from Q1 2016, meaning increased expenditures
may be needed to cover the higher share prices to avoid EPS dilution."

Leading buybacks was the health care sector, which accounted for 21.4% of
companies’ repurchases, a giant increase from 11.7% in the previous quarter.
Allergan (AGN) prevailed among all companies for its $12.3 billion accelerated
buyback program.

Financials also increased buybacks by 6.2% sequentially, while information
technology decreased their percentage of total buybacks by to 21.2% from 23.2%
and energy decreased its contribution to 0.7% from to 1.2%, sequentially.

Warren Buffett (Trades, Portfolio) holding Apple followed Allergan as the second
highest spender, buying $10.8 billion of its shares in the fourth quarter, which
ranks as the ninth-largest quarterly repurchase in history. The iPhone maker spent
only $33.7 billion for the full year 2016, however, down from $37.1 billion in 2015.

The next highest repurchases below Apple and Allergan were Citigroup (C),
Microsoft (MSFT) and General Electric (GE).

Shareholders fared better for the quarter overall due to a higher combination of
returns in the form of buybacks and cash dividends, which increased 13.5% to
$239.1 billion in the fourth quarter, compared to $210.6 billion for the previous
quarter. But the amount for the year totaled $934.6 billion, a 2.2% decline from
2015.

Dividends alone grew 5.5% for the fourth quarter to $103.8 billion, marking the
first time payouts exceeded $100 billion. For the year, dividends increased 3.9% to
$397.2 billion.
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"Base buyback expenditures, used to negate stock options, may need to increase to
compensate for higher share prices, as markets have posted all-time highs.
Discretionary buybacks, used to reduce share count and increase EPS, have
declined but remain popular,” Silverblatt said.

"Looking ahead, repatriation legislation, either separate or as part of income taxes,
could boost shareholder return, with buybacks being more popular than dividends.
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