A Primer on IPO Roll-ups
Executive Summary: IPO roll-ups are an increasingly popular strategy for industrial distributors. This article takes a critical look at these transactions along with the management and operational issues for distributors that are considering taking part in a roll-up. 

"Should I be a buyer or a seller?" This is how most independent distributors view their strategy for surviving consolidation. The IPO roll-up, a Wall Street-driven financing trend, now offers a distributor the possibility to be both a buyer and a seller. Despite the many potential benefits of these deals, deciding whether this transaction is right for your business is not simple. 

In an IPO roll-up transaction, a group of private companies from the same line of trade (the founding companies) simultaneously merge into a newly created holding company (the go-forward company). At the same time as the mergers, the holding company goes public and lists its shares on the stock market. The process of going public is called an Initial Public Offering (IPO). 

These new companies are sometimes called "poof companies," as in "Poof! We’ve just created a $300 million company." The simultaneous combination of companies distinguishes these deals from more traditional industry consolidation strategies, which rely on the sequential acquisition of regional and local distributors by a few well-financed buyers. 

Some recent distribution IPO roll-ups include Industrial Distribution Group, which brought together nine MROP distributors with combined sales of $251 million, and USA Floral, which combined nine floral products distributors with combined sales of $175 million. 

IPO roll-ups are designed for small- to medium-sized companies. Table 1 shows information about nine selected contractor and distribution-related transactions that occurred within the last two years. The 66 companies that took part in these seven transactions had annual sales ranging from $2.0 million to $81.0 million. The average founding company had annual sales of $23 million. 

IPO roll-ups reflect the marriage of two hot Wall Street crazes – industry consolidations and initial public offerings. Right now, consolidation is hot. Consolidation Capital Corporation, which is not an IPO roll-up, raised nearly $500 million in November to "become the leading consolidator of distribution companies and service providers in one or more fragmented industries." Sanders Morris Mundy, a Houston-based investment bank, tracks the stock market performance of industry consolidators and roll-up companies. Their SMM Twenty consolidator index is up 18% this year, topping the S&P 500’s year-to-date gain of 12.9%.
These transactions also reflect the belief by outside investors that there is room for substantial consolidation in traditionally fragmented industries such as industrial distribution. Witness an investment report issued by NationsBanc Montgomery Securities last fall: "Main Street meets Wall Street: Mom & Pop Give Way to the Consolidators." 

The rising stock market has created the conditions for a booming IPO market. During the past three years, 2083 companies went public, raising a combined total of $124.1 billion. In other words, 13 companies per week raised $60 million each. IPO roll-ups are benefiting from this boom.
IPO roll-ups can be an amazing source of wealth creation for distributors in fragmented lines of trade, but the strategy has important risks. It is important for a participating distributor to understand the management and operational issues involved in a roll-up. Why should a distributor take part in this transaction? How does an IPO roll-up affect a distributor’s day-to-day operations? How does the new public holding company operate? And who benefits the most from these deals – the participating companies or the financial sponsors that put the deals together? 

 Why distributors are participating in IPO roll-ups
For the independent distributor, an IPO roll-up can be an alternative to alliances or marketing groups. Both strategies give participants broader geographic reach. Both strategies enable bidding on national or multi-regional contracts. Both strategies create opportunities for volume purchasing from suppliers. Since the go-forward company in a roll-up is highly decentralized, both strategies also retain operational autonomy for the participating independent companies. 

However, there are crucial differences between alliances and roll-ups. Most importantly, distributors that come together through a roll-up formally and legally combine their ownership structure. The newly created public company has the authority to eliminate redundant activities and assets among its member companies. This can be a crucial source of competitive advantage in the face of margin pressure and other challenges.
Following an IPO roll-up, the founding companies are formally bound together. In contrast, an alliance always faces the risk that one or more member companies will be acquired or that disagreements will tear the alliance apart.
Legal combination gives the newly formed company the size needed to tap the public capital markets. Typically, non-technology companies with sales below $100 million are not able to go public. Bundling a group of similar companies together allows the combined entity to go public.
In addition, a corporation’s "cost of capital" is lower through the public equity markets than through private sources, such as private investors or venture capital. One reason for this discrepancy is that the public markets will pay more for a dollar of earnings than the private capital markets. For example, the valuation of a privately held distributor usually ranges from four to seven times EBITDA (Earnings before Interest, Taxes, and Depreciation). In contrast, public distributors are valued at fifteen to twenty-five times earnings. 

There are many other benefits to the founding distributors. You can participate in building a leading company in your line of trade. You gain some liquidity for your personal investments in the business. (As I discuss below, IPO roll-ups provide much less liquidity than many owners believe.) And like an alliance strategy, participating in an IPO roll-up allows owners of the founding distributors to retain some degree of day-to-day operational control.
For an entrepreneur, the roll-up model can be an alternative to selling out to a large chain. Selling the company to an external consolidator often entails a substantial loss of independence for a distributor. Even worse, a consolidator may simply acquire a distributor’s customer list and then dismantle the rest of the acquired company’s organization. 

 An IPO roll-up is not an exit strategy
Despite these many potential benefits, do not think of a roll-up as an exit strategy for you, your family, or other owners of the business. Instead, you should view participation in an IPO roll-up as a way to recommit to the growth of your business. Being a founding company of a roll-up is very different than selling the business and retiring. 

The public markets drive this reality. Investors who evaluate a company do not want to see owners fleeing for the exits. Instead, Wall Street prefers to see the owners with operating responsibilities stay on to maintain their companies. The decentralized nature of a roll-up means that the owners and senior management of the founding companies are expected to remain after the IPO.
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