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Executive Summary 
 

Following the global financial crisis, the private equity industry, like many others, has struggled to rebound 

to its former scale and momentum.  As many of the world’s developed economies struggle with weak 

fundamentals, those foundations of the private equity industry and business model which rely heavily on 

external macroeconomic factors, continue to shift.  In order to understand what these shifts mean for the 

industry and how firms will have to adapt going forward, a thorough understanding of the private equity 

business model and current industry landscape is fundamental. 

 

The approach considered most effective to illustrate the fluidity of the private equity business model and 

the changing nature of the industry is a literary review.  For reader engagement and understanding, this 

review is presented in three main bodies.  Firstly, the mechanics and economics of the private equity 

industry are introduced and described.  With a general understanding of how private equity firms operate 

and what differentiates buyout transactions from the different forms of private equity, a greater theoretical 

understanding of private equity will then be explored.  The second part of the thesis applies several 

theoretical insights from Agency Theory, Capital Structure Theory, Free Cash Flow Economics and various 

other streams of corporate and private equity theory to illustrate the four main drivers of value in the private 

equity industry; financial engineering, governance engineering, operational engineering and multiple 

expansion.  Part three highlights the developments in the PE industry over the last thirty years and identifies 

and describes the challenges currently faced by fund managers in the industry today. With an in-depth 

understanding of what drives value in the private equity industry, the implications for business model 

adaptations are presented. 

 

Volatile public and private markets and an uncertain economic landscape in the world’s largest developed 

PE markets characterize an industry environment in which the value-adding potential for financial 

engineering and expanding market multiples is limited.  In a highly competitive industry, one in which 

investors have come to expect performance consistency, one underperforming fund can mean failure for a 

PE firm.  Operational engineering is identified as the value creation driver with the greatest potential to 

deliver performance consistency.  Building a repeatable and scalable organic growth strategy for portfolio 

companies has proven its value as a means for thriving throughout the inevitable ups and downs of an 

industry so closely tied to public and private markets and economies. 
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1. INTRODUCTION 
 

1.1 Preface 
In the aftermath of the largest recession since the Great Depression and the subsequent slow recovery of the 

global economy, the competitive landscape across many industries has changed.  Businesses are operating 

leaner than ever before, with considerable uncertainty as to whether demand for their products and services 

will continue to increase in the foreseeable future.  With little room for bottom line improvements, and slow 

economic growth in the major markets of the developed economies, many businesses across the globe must 

reassess their operating strategies and take a close look at their business model.   

 

Private Equity (PE), as an industry, is no exception in this regard.  With a widespread global presence 

across every major industry, PE firms are feeling the effects of an intensified competitive environment.  

When looking at the relatively young life of the Global PE Industry, a boom-and-bust cycle has become 

apparent.  This cycle, largely driven by fluctuating macroeconomic factors, continues to alter the 

foundations upon which the private equity business model (PEBM) has been built.  To continue creating 

value as an industry, the PE business model has had to adapt to the ever-changing rules of the game.  Firms 

that continue to survive and perform well in today’s PE environment are those that understand these 

dynamic rules and have the ability to adjust their business models accordingly to take advantage of new 

opportunities within a variable industry landscape. 

 

1.2 Thesis Statement 
The current global PE industry environment is marked by numerous challenges.  PE funds are sitting on 

nearly $1 trillion in committed capital within a stagnating deal market and a fast approaching cut-off date 

for investment of committed funds.  A significant proportion of these commitments are from 2006-2008 

vintage funds, meaning that if they are not invested by 2013 then they must be returned to Limited Partner 

(LP) investors, eliminating the possibility for PE firms to earn further management fees or carried interest.  

PE firms are continuing to raise funds from Limited Partners, but to nowhere near the levels seen prior to 

the global financial crisis.  Limited Partners are hesitant to make new commitments when they have not yet 

realized returns on a large portion of their previous commitments. Exit activity through all channels in 

established and emerging markets continues to be limited.  PE firms have roughly $2 trillion in assets under 

management; with nearly three quarters of invested capital currently valued at below carry hurdle rates 

(MacArthur, Rainey 2012).  Persistently slow economic growth in the industry’s primary markets, USA and 

Europe, along with volatile public markets, has lead to widespread economic uncertainty and stagnating 

deal activity as the value-expectations gap for buyers and sellers widens.  The European debt crisis has 



	  

	   7	  

further constrained the availability, and increased the cost, of debt financing for leveraged buyout activity, 

restricting one of the primary value-creating tools at the industry’s disposal. A reliance on expanding 

multiples and leveraged financing to generate superior fund returns has proven to be inadequate in today’s 

unpredictable economic climate.   

  

PE firms that do not recognize the altered landscape of today’s industry are unlikely to meet the 

expectations of their increasingly demanding Limited Partner investors.  Without demonstrable consistent 

above-average performance it will become increasingly difficult to raise new funds.  On the other hand, 

those that are able to adapt accordingly to the changing rules of the game and recognize patterns in the 

industry’s boom-and-bust cycle will be able to secure greater commitments from Limited Partner investors 

to scale up the size of successor funds, to capture greater fees from Limited Partners and, to realize larger 

scale returns from portfolio investments.  This, of course, begs the question: 

 

“How must Private Equity firms adapt their business model in order to remain competitive in 

today’s continuously shifting industry landscape?” 

 

To provide a clear and practical response to this question, a broad overview of the PE industry’s 

stakeholders, structures and processes is required, with a more in-depth look at what drives value creation 

within the industry.  This subsequently leads to the question: 

 

“What is the business model of private equity firms?” 

 

With this question in mind, the next step will be to illustrate how the identified value drivers have 

developed and changed in significance over time since the industry’s inception.  Again, this analysis will 

require knowledge of the historical shifts within the industry and the greater macroeconomic factors that 

influence industry performance.  Thus, an additional question that must be asked is: 

 

“Historically, how have macroeconomic factors influenced practice and performance in the private equity 

industry and have these impacts lead to significant changes in industry practices and structures?” 

 

Lastly, to illustrate the business model adaptations necessary for success in current and future climates, it is 

important to understand the current industry landscape and to make reasonable presumptions as to how the 

industry will develop going forward. This leads to the final question that must be asked to get to the root of 

the overarching thesis question: 
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“How can the current global private equity industry landscape be characterised and what reasonable 

developments can be predicted going forward?” 

 

These four questions are the foundation of all subsequent research, analysis and implications presented in 

this thesis.  The response and actions by PE firms to the central question of business model adaptation can 

mean success or failure in today’s demanding industry environment. 

 

1.3 Thesis Structure 
The following illustration (figure 1.1) gives a general overview of the three main bodies composing the 

thesis structure.  Following this is a brief description of the contents of these chapters. 

 

Figure 1.1: Thesis flow 

 
 

Part 1: Private Equity Mechanics & Economics 

Chapter 2 begins with an overview of the mechanics of the Private Equity industry and a description of the 

structures and processes in place, within which the various industry stakeholders interact.  Here, the 

difference between private equity firms and funds is distinguished, along with a detailed description of fund 

structure, steps, regulations and economics.  Through a description of different types of transactions in the 

PE industry, the areas of leveraged buyouts (LBO) and management buyouts (MBO) will be highlighted, 

and followed by a differentiation between private equity and venture capital.  Finally, the PE cycle is 

illustrated with a detailed description of the progressive stages and their interconnectedness.  This chapter 

concludes with an introduction of the value drivers and theoretical insights to be discussed at length in the 

following chapter. 

 

 

Introduction	  
Part	  1:	  PE	  
Mechanics	  &	  
Economics	  

Part	  2:	  The	  
PEBM	  &	  Value	  

Drivers	  

Part	  3:	  Industry	  
Outlook	  &	  
Implications	  

Conclusion	  
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Part 2: Private Equity Business Model & Value Drivers 

Chapter 3 begins with an introduction to some of the key processes central to value creation in LBOs, 

Pozen’s five axioms of value enhancement.  These processes are shown to be components of four larger 

categories of “value drivers” that comprise the private equity business model.  Through a review of the 

major empirical findings to date, complemented by key theoretical insights drawn from economic, 

corporate and PE-specific theory, a thorough evaluation of the PE business model and value drivers is 

presented.  Key internal and external drivers highlight the determinants for success in the PE industry and 

make the case for a dynamic and adaptable business model.  Next, opposing theories on value creation in 

the private equity industry are presented and contrasted to major empirical findings. This leads to a 

discussion on the social and economic impacts of private equity with a presentation of the empirical 

evidence of its impact on employment, business risk and long-term business performance.   

 

Part 3: Industry Development & Implications 

Chapter 4 begins with a brief history of the PE industry contrasting it with key macroeconomic indicators, 

to help explain the boom-and-bust cycle that has become apparent.  As the brief history concludes, a 

detailed overview of the current state of the industry begins.  Here, the private equity cycle is revisited with 

a focus on key industry statistics and the challenges that face the industry within each stage of the cycle. 

The outlook that is described is the basis for the following implications and conclusions.  The challenges 

facing the PE industry are summarized and the implications for adaptations to the PE business model are 

presented. Part 3 concludes with a discussion of what has been learned from the industry’s reaction to 

changing macroeconomic factors over the years, and what this might mean for PE firms as the industry 

continues to develop going forward.   

 

1.4 Approach 
Since the industry’s first boom in the late 1980’s, the topic of private equity has been given considerable 

attention by academics, journalists, regulators and politicians.  To date, academics have focused largely on 

private equity as an asset class, comparing the performance of PE funds to the returns of a relevant public 

market index portfolio.  Other considerable insights have been drawn with regard to corporate governance.  

Specifically, a comparison of the ownership and incentive structure within the Limited Partner-General 

Partner-Target Management relationships in the PE model, compared to the Shareholder-Manager 

relationship in a public corporation.  Many studies have also focused on value creation within the industry 

and how PE firms and their various stakeholders generate and distribute this value.  This has also been a 

main focus for journalists, regulators and politicians, who have been analysing and discussing the socio-

economic impacts of the private equity industry.  There is a considerable breadth of academic research that 
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has attempted to identify and quantify specific value drivers within the PEBM, while also identifying the 

economic conditions under which these value drivers perform.  The focus of this thesis will be on the 

development and shifting significance of these value drivers as changing industry and economic conditions 

continue to shape them.   

 

A deep understanding of the private equity industry and business model is central to the aims of this thesis.  

In order to generate a multidimensional image of the private equity business model, it is important to 

consider not only how the private equity industry impacts the economy and society but also how economic 

and societal factors affect private equity.  This will help to paint a more vivid picture of how internal and 

external factors will continue to shape the PEBM and industry in the future.  To achieve this, a literary 

review is considered to be the most effective means for analysis. To this end, insights are drawn from 

academic journals, independent research reports, empirical studies, magazine and newspaper articles, 

industry reports, white papers and published interviews with academics and industry professionals, all on 

the topic of private equity, spanning over 30 years. These insights are contrasted with well-developed 

economic and business theory to form conclusions and implications for industry participants.   

 

1.5 Theory, Literature and Data Selection 
To achieve the stated objectives of this thesis, several theoretical fundamentals must now be introduced and 

later developed throughout the paper.  Central to this objective is a familiarity with the relevant economic 

and corporate theory.  This provides the foundation for understanding and interpreting the growing breadth 

of literature surrounding private equity.   

 

Much of the early academic understanding of the private equity industry stems from an application of 

Agency Theory developed by Stephen Ross (1973) and Michael Jensen and William Meckling (1976).  

This early work has contributed greatly to our understanding of the benefits of aligned objectives, incentive 

systems, changes in the level of asymmetric information and a vastly different governance structure that can 

be seen in the private equity industry.  In the 1980’s, the academic focus was largely on the use of debt in 

leveraged buyout transactions.  Jensen and Meckling used agency theory and Jensen developed the theory 

of free cash flow economics to contrast the private equity business model to that of the typical corporation. 

This contributed to a greater theoretical understanding of the economic factors influencing buyout 

transactions with empirical research on the role of debt in leveraged buyouts and the apparently superior 

alternative governance and capital structure of the Private Equity model to that of the Public Corporation.  

Here, an understanding of the fundamental capital structure theory, developed by Modigliani and Miller in 

the 1950’s, provides the basis for further research and understanding of the leverage effects, potential tax 

benefits and lower agency costs of target companies after an LBO transaction.  
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Michael Jensen and Steven Kaplan went on to lay the foundation for private equity theory through 

extensive research and a series of academic papers throughout the 1980’s, 1990’s and into the 2000’s on 

LBOs, MBOs, the use of debt financing, tax implications, buyout pricing, industry, fund and firm 

performance and an illustration of the PE value drivers and business model.  This early work and research 

has paved the way for a growing collection of private equity literature from the likes of Axelson, 

Stromberg, Lerner and Achleitner, amongst many others, whose major theoretical findings will be explored 

in detail throughout this thesis. 

 

In addition to the academic research and theory, macroeconomic and industry data from various sources has 

been compiled and examined to illustrate the changing industry environment and to present a current 

industry snapshot.  Industry data from the 1980’s and 1990’s has been obtained mostly as secondary 

research from academic studies that illustrate the industry’s development through the 20th century.  With 

improvements in data accessibility and industry transparency, information about industry, firm and fund 

performance has become much more accessible in the 21st century.  To describe the current industry 

outlook, data has been collected from various industry reports, white papers and databases such as 

preqin.com and thomsonreuters.com. 

 

Theory, literature and data have been obtained, analysed and presented in this thesis to provide a greater 

understanding of the private equity business model with a specific focus on leveraged buyout funds and 

transactions. 

 

1.6 Reliability/Validity 
Data on private equity transactions, as well as funds’ and firms’ performances, have traditionally been 

difficult to obtain in the US, where private firms do not face the same level of regulation and scrutiny as 

public corporations.  However, under an increasing level of public, political and regulatory pressure, the US 

PE industry is becoming more transparent, with public reporting to the Securities and Exchange 

Commission (SEC) now a requirement for all funds with over $2 billion in assets under management.  

Across Europe, private equity fund performance data is more widely accessible and, therefore, a great deal 

of the PE fund performance data used in this study comes from the European PE industry.  The data used in 

this report has been largely compiled from academic journals, articles, industry reports and online 

databases.  As many of these sources have direct access to industry data and performance statistics, their 

reliability should be considered high.   

 

The validity of the data from an academic perspective should also be reliable, however, some caution and 

interpretation should be given to industry reports.  As most of those reporting on the industry from within 
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clearly have a vested interest in the success of the industry, it is important to consider potential biases that 

might be present despite an attempt to remain neutral in viewing the industry.  One major potential bias is 

survivorship bias.  As, up until recently, there has been no obligation to make performance statistics 

publicly available in many US states, it can be expected that firms have been less likely to report poor 

performance or failed funds.  This may lead to an overestimate of the average fund performance across the 

industry.  This must be taken into consideration when drawing conclusions from academic papers and 

especially from industry reports.  Additionally, where industry trends and opinions form conclusions, 

consistency and widespread consensus must be sought. 

 

1.7 Delimitations 
The aim of this paper is to provide a critical analysis of the PE industry as a whole, with a focus on 

leveraged buyout transactions and the development and adaptations to the PE business model over time.  

For this purpose, a thorough review of the academic literature on private equity to date, as well as articles, 

interviews and industry reports make up the basis of the findings.  The danger with any theoretical analysis 

is that its findings will not serve any practical purposes and will not be applicable within a typical business 

setting.  Although a case study could provide significant insight into the mechanics of a buyout transaction 

and the outcome for the numerous stakeholders involved, it was not felt that this would provide an adequate 

breadth of analysis for the industry as a whole and the various trends and dynamics shaping the PEBM 

today.  Throughout this thesis, theoretical insights are balanced with empirical findings and industry 

statistics to determine the practical implications for industry participants. 
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2. PRIVATE EQUITY MECHANICS & ECONOMICS 
 

2.1 Private Equity Firms 
Private equity firms are essentially management companies that raise external funds to acquire target 

companies.  They consist of a relatively small number of investment professionals in contrast to the total 

assets under management at any given time.   PE firms build portfolios of investment companies through a 

series of targeted funds and actively manage these companies over a given time horizon.  Their intention is 

to sell off their ownership interests and generate a return on these investments, which is shared with the 

external investors.  Typically, a private equity firm is established as a limited liability corporation or a 

partnership to ensure that partners are not held liable in the event that investors’ or debtors’ funds are lost.  

PE partners and employees have traditionally come from a professional investment background, however, 

in recent years, firms have been employing a growing number of professionals with a wider variety of skills 

and industry specific, operational experience. 

 

2.2 Private Equity Funds – Fund Structure 
Fund characteristics will vary depending on the type of fund being raised.  The term “private equity fund” 

is used to describe many different alternative investment funds including; leverage buyout funds, venture 

capital funds, growth equity funds, real estate investment funds and specialized debt funds, to name a few.  

Funds are created with specific investment criteria regarding geographic scope, investment size, industry 

sector, and ownership interest, in addition to many other investment objectives and target-company-specific 

characteristics.  For the purposes of this analysis, the focus will primarily be on leverage buyout funds.  

 

Central to the success of every private equity firm is its ability to raise new funds.  Depending on the size of 

the firm, one or multiple funds of different sizes and with different investment objectives, will be raised on 

an ongoing basis.  Funds are created as separate entities from the firm and are typically organized as a 

limited partnerships or limited liability companies (Kaplan, Strömberg 2009). They consist of committed 

capital from Limited Partner investors such as banks, insurance companies, public corporations, pension 

funds, sovereign wealth funds, endowments, foundations, and funds of funds, among others.  Fund 

managers, who are partners in the private equity firm, are responsible for making and managing the funds’ 

investments.  Fund managers or General Partners (GPs) as they are also referred to, will make a significant 

investment in the fund, often at least 1% of the total fund capital. This may be relatively small in 

comparison with the commitments of Limited Partners, but, in terms of personal wealth, this investment 

will probably be substantial and enough to ensure that objectives between the two are aligned (Kaplan, 
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Strömberg 2009).  This is referred to as having “skin in the game” and will be expanded upon in the 

following chapter.  Refer to figure 2.1 for an illustration of a basic fund structure and major stakeholders. 

 

Figure 2.1: Private equity fund structure 
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2.3 Legal Structure 
The most common organizational form for a private equity fund is a limited partnership.  To qualify as a 

limited partnership, funds generally have a predetermined date of termination, which is established before 

the partnership agreement is signed.  Limited Partner investors are not permitted to participate in the active 

management of the fund or withdraw from the partnership before the termination date.  PE funds are 

typically closed-end funds, meaning that shares cannot easily be sold or transferred. Managing partners in 

the private equity firm are considered General Partners of the funds that they raise.  They would normally 
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bear unlimited liability for the fund, if not for the creation of a separate form of organization known as a 

special purpose entity, which becomes the General Partner (AXELSON, Jenkinson et al. 2007).  Insulated 

from the liabilities of the fund, the GP controls and manages the fund (which has been set up as a limited 

partnership entity), while the sponsor (the PE firm) as a separate advisory entity, provides the resources to 

evaluate potential investment opportunities and undertakes the day-to-day activities associated with a 

variety of investment services and activities, in exchange for management fees paid by the LP entity 

(Naidech 2011).   

 

In addition to protecting the GP, the LP and the sponsor from the legal liabilities of the fund, the limited 

partnership organizational structure of the fund ensures that capital gains from the funds investments are 

not subject to corporate income tax or double taxation, but rather are only taxed once at the investor level.  

This is especially significant for private equity investors who expect their returns generated from private 

equity investments to be taxed at the same rate as comparable public market investments.  While the 

sponsor (the PE firm) will pay taxes at the corporate rate on the income from management and transaction 

fees, capital gains realized by the firm, in excess of that paid out to Limited Partners, are currently taxed at 

the lower investment level.  As capital gains make up the majority of the revenue generated by PE firms, 

there is considerable regulatory pressure to reform this advantageous industry tax structure.  In addition to 

the legal entities described, several supplementary investment fund vehicles may be included in a fund’s 

structure to accommodate other regulatory, tax, or structuring needs of investors. 

 

2.4 Economic life 
In most cases, the economic life of a fund is 10 years; at which point all the remaining cash and securities 

are distributed to the Limited Partners.  Provisions to extend a fund’s life are common but must be agreed 

upon by the general and Limited Partners.  This is typically done in 1-year increments up to a maximum of 

3 years.  A firm will typically invest the capital that has been committed in target companies within the first 

5 years and will return the capital to investors in the following 5 to 8 years as investments are exited 

(KAPLAN, SCHOAR 2005). The fixed economic life of the fund creates a strong incentive for 

performance, as concurrent and subsequent fundraising ability is likely to be determined by the funds 

success.  The fixed investment horizon has also been credited for offsetting the liabilities of investors, in 

matching bond duration and avoiding the volatility of public market investments.  The fixed economic life 

does, however, present some challenges. Fund managers may be inclined to make risky bets on early 

investments or to shift attractive deal opportunities to a new fund (Sood 2003).  Fund managers concerned 

with their ability to successfully raise a successor fund may prematurely divert their attention from one fund 

to another.  Many of these potential moral hazards, however, are anticipated and attempts are made to 

contractually prohibit them in the fund agreement and fee structure. 
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2.5 Compensation to PE firms 
Private equity firms have three main sources of revenue.  They charge annual management fees of 2% to 

Limited Partners, first as a percentage of capital that has been committed to the fund, and then as 

investments are exited, on the capital that is still employed.  These terms result in gradually declining 

annual management fees, typically after the first 5 years of the fund as the investment deadline has passed 

and investments are exited.  In difficult fundraising environments, there can be considerable pressure from 

Limited Partner investors to lower management fees, and this has been evident in recent years, with some 

PE firms willing to drop fees below the 2% standard (Golding 2007).   

 

Another income stream for General Partners, and often the most lucrative, is a percentage of the profits 

realized from investments, referred to as “carried interest”.  This is nearly always set at 20% of investment 

returns, but is only realized at the termination of the fund.  While this percentage level has not been 

susceptible to changing economic conditions, the realized proportion of returns depends entirely on the 

success of investments, which typically must clear a hurdle rate for the Limited Partners i.e., 7-8% before 

any carried interest can be distributed to General Partners (Metrick, Yasuda 2010).  

 

The last form of compensation comes from portfolio companies through transaction and monitoring fees.  

This form of remuneration differs greatly across the industry.  While some firms choose not to charge these 

transaction fees at all, others are charging significant fees for consulting, monitoring, mergers and 

acquisitions (M&A), and exit transactions (Witkowsky 2009).  With increased pressure to reduce 

management fees, it’s no wonder that these types of deal fees have been increasing in recent years.  The 

proceeds of these fees are typically split 50/50 between General and Limited Partners, although Limited 

Partners are increasingly demanding a larger percentage, to offset management fees (Fee high so dumb. 

2011). 

 

For a clear picture of the income generated by private equity firms, let’s consider a simplified example: Our 

hypothetical firm raises a fund of $1 billion with approximately 99% committed by the Limited Partners 

and 1% or $10 million put up by the General Partners (the PE firm).  During the 5-year investment period, 

the firm would charge a 2% management fee, receiving approximately $20 million annually for the first 5 

years.  Assuming a fund life of 10 years, during the latter half, while investments are being exited and sold, 

a lower annual fee, let’s say 1%, will be collected on capital that is still employed.  For simplicity’s sake, 

we will assume that this will amount to $10 million annually for the last 5 years of the fund’s life, although 

realistically, this will be a declining figure as more and more investments are exited.  Over the course of 

this fund’s life, approximately $150 million in management fees will be charged. This leaves investment 
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capital, which is committed capital minus lifetime management fees minus the GP contribution, equal to 

$840 million. 

 

Carried interest for Limited Partners can be calculated on committed capital or invested capital.  If we 

assume that this fund surpasses an 8% hurdle rate for Limited Partners and generates $1 billion in profit, 

with a carry of 20%, the return to the General Partner would be $200 million.  Added to the management 

fees, this fund would earn up to $350 million for the firm over its 10-year life.  Additionally, for firms that 

charge transaction fees and annual monitoring fees, tens of millions of dollars more in firm income could be 

expected, based on the number and size of investments within the portfolio and the fee split with Limited 

Partners. 

 

2.6 Distributions to Investors 
Fund managers will distribute cash from realized investments to Limited Partners throughout the life of the 

fund.  The “distribution waterfall” as it has been termed, refers to the distribution of funds to Limited 

Partners before General Partners can participate in the returns (Marrs, Hellebusch et al. 2009).  If the 

preferred return or hurdle rate for the fund is not met, the Limited Partners will appropriate all excess 

returns generated from the fund.  However, if the hurdle rate is met, the Limited Partners will only take 

80% of the returns in excess of the hurdle.  The PE firm can only participate in the returns once the hurdle 

rate for the entire fund has been met.  In the case of a lock-in period for investments that have been exited 

via an IPO, shares will often be distributed, as opposed to cash, which can be redeemed at a later date.  In 

addition to the returns generated by the sale of portfolio companies, Limited Partners tend to split 

transaction and monitoring fees with PE firms, which are realized on an investment-by-investment basis. 

 

2.7 Reporting and Regulation 
Historically, in the US, private equity has not been subject to stringent reporting requirements.  PE firms 

and fund managers have typically relied on exemptions from the Investment Company Act, Investment 

Advisors Act and Securities Act to avoid registration with the SEC and the additional constraints and 

reporting requirements that would follow. With a business model targeting limited pools of sophisticated 

institutional investors and employing a relatively small number of investment professionals, the nature of 

PE investment has typically allowed for registration exemption at the state level as well.  However, 

increasing regulatory pressure in recent years has eliminated many fund managers’ qualifications for 

exemption under the Investment Advisors Act.  The introduction of the Dodd Frank Act in 2010 essentially 

required all US private equity fund managers with assets under management of $150 million or more to 
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register with the SEC as investment advisors (Naidech 2011).  Those required to register will face stricter 

reporting and record-keeping requirements and will be subject to periodic SEC examination and audit.   

The European industry has traditionally been subject to a sterner regulatory framework than the US.  

Legislation passed in the European Parliament in 2010 has continued to widen the gap.  In a directive aimed 

at Alternative Investment Fund Managers (AIFMs), the European Parliament attempted to harmonize a 

regulatory and supervisory framework and improve transparency within the industry (Seretakis 2012).  

Among the major requirements under the directive are: 

  

1) AIFMs with assets under management over EUR 100 million must obtain authorization and register 

with authorities in their home states. 

2) AIFMs must ensure that a depository is appointed for each AIF under management. 

3) Assets under management must be valued annually by a third-party and reported to investors and 

the supervisory authorities upon request. 

 

The European industry previously relied on an internal framework (The International Private Equity and 

Venture Capital Valuation Guidelines) for fund managers and investors to monitor the value of existing 

investments (Mathonet, Monjanel 2006).  In light of the new legislation, PE firms in Europe will have to 

spend more time and resources on reporting and compliance. The increased documentation and mandatory 

third-party involvement is likely to lead to greater transparency in the industry but will certainly come at a 

greater cost to industry participants. 

 

2.8 Steps 
There are several steps in the private equity funding process and figure 2.2 provides a general illustration.  

First closing coincides with the first commitment of capital from a Limited Partner.  As noted in the 

diagram, the PE firm is still subscribing for further investment after the first closing, while simultaneously 

seeking out and making investments.  The last close, or final closing as it is often referred to, signifies the 

end of the subscription period.  From this point until the cut-off date, ideally, all remaining committed 

capital will be invested in target companies.  The investment period typically lasts 5 years.  After the cut-off 

date, no new target companies are added to the portfolio.  This is considered the step-down stage of the 

fund in which some final follow-on investments may be made to existing portfolio companies, but for the 

most part investments are being exited with the proceeds being returned to Limited Partners. The period 

from the cut-off date to the termination of the fund is generally 5 years but, as previously mentioned, this 

can be extended up to another 3 years. During the second half of the fund’s life, significant firm resources 

may be diverted to fundraising efforts and management of the successor fund. Upon termination of the 
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First	  Closing	   Last	  Closing	   Cut-‐off	  Date	   Termination	   Liquidation	  

Subscription	  Period	   Divestment	  
and	  	  
Follow-‐on	  
Investments	   Liquidation	  Period	  

Step	  down:	  i.e.	  Management	  fee	  =	  
1%	  of	  invested	  capital.	  However,	  
management	  fee	  of	  successor	  
fund	  is	  charged	  

fund, all invested cash and returns in excess of the carry are redistributed to Limited Partners.  Further 

liquidation may be necessary at a later date as the lock-in period on shares received from an IPO expires. 

 

Figure 2.2: Private equity fund steps 

 

 

 

 

 

 

 

 

 

 

 

 

2.9 Transactions 
Private equity transactions are structured differently to typical mergers and acquisitions transactions.  PE 

firms acquire companies for financial purposes rather than strategic purposes and, therefore, take a very 

different approach to financing and structuring the transaction (Kaplan, Strömberg 2009).  For a typical 

leveraged buyout transaction, firstly, a target company is identified for acquisition, based on a different set 

of criteria than that of a strategic buyer.  These criteria will be discussed in detail in the following chapter.  

The buyout will normally be financed with 50 – 90% debt, which will include a certain proportion of senior 

secured debt, provided by banks or institutional investors, and junior unsecured debt, typically in the form 

of high yield bonds (Kaplan 2007).  A portion of the target firm’s outstanding debt will be retired 

immediately using any excess cash within the company that is not required for operating expenses.  In this 

sense, the target company’s own cash is essentially utilized to facilitate the purchase.  Equity investments, 

from the capital committed to the fund, will be called upon to cover the remaining 10 – 50% of the 

purchase price.  In the case of a management buyout, a small but significant personal investment from the 

senior management of the target firm will also contribute to the purchase.  A personal commitment from the 

target firm’s senior management is often considered essential to ensure that they have “skin in the game” 

and are committed to the success of the investment. 

Investment	  Period	  

Management	  fee	  =	  1%	  to	  2%	  	  
of	  committed	  capital	  

Raising	  the	  Successor	  Fund	  
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Former	  owner	  
retains	  some	  
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Company	  cash	  
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Original	  Issue	  
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To structure the transaction, the PE fund will set up a new company or subsidiary of the fund to act as a 

holding company for the newly issued securities of the target company.  As no debt is issued at the fund 

level, this subsidiary uses the assets and earnings of the target company as collateral for obtaining the high 

levels of debt used to finance the transaction.  Following is an example of the sources and uses of capital in 

the acquisition of a target company.   

 
Figure 2.3: LBO example – Sources and uses of capital 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Typical to private equity investments, cash held within the target company is used to help finance the 

acquisition.  In this case, it makes up 3.64% of the capital used for the purchase.  Also notable in this 

example, is that the former owner retains a relatively large equity stake in the new company of 8.5% of the 

capital, while the sponsors of the deal, the private equity fund, acquire a controlling interest by providing 

only 10.6% of capital, in newly issued common stock.  The remaining capital is made up of Senior debt 

(42.5%), Original Issued Discount Debt (28.2%, which is essentially a zero coupon bond issued at a 

O

Detachable	  
Rights	  to	  buy	  
securities	  

($000's)
Uses: Sources: %0of0Capital

Offer%Price%per%Share $17.91 Cash%in%the%Company $16,025.00 3.64%

Shares%Outstanding 9,259.00 Cash%from%the%Acquirer 0.00 0.00%

Equity%Purchase%Price $165,877.00 Equity%Rollover 37,500.00 8.53%

Transaction%Expenses 19,700.00 New%Common%Stock%Issued 46,485.00 10.57%

Total%Purchase%Price $185,577.00 ShortQTerm%Debt 0.00 0.00%

Retire%ShortQTerm%Debt 27,523.00 Revolver 0.00 0.00%

Retire%Senior%Debt 202,370.00 Senior%Debt 186,830.00 42.49%

Retire%Revolver 0.00 Other%LongQTerm%Debt 0.00 0.00%

Retire%Other%LongQTerm%Debt 0.00 Subordinated%Debt%1 0.00 0.00%

Retire%Subordinated%Debt 0.00 Subordinated%Debt%2 0.00 0.00%

Retire%Other%Sub%Debt 0.00 OID%Debt 126,802.00 28.84%

Retire%Preferred%Stock 14,060.00 Assumed%Debt 10,170.00 2.31%

Retire%Convertible%Preferred%Stock 0.00 Preferred%Stock 0.00 0.00%

Retire%Minority%Interests 0.00 Convertible%Preferred%Stock 0.00 0.00%

Assumed%Debt 10,170.00 Assumed%Preferred%Stock 0.00 0.00%

Assumed%Preferred%Shares 0.00 Minority%Interest 0.00 0.00%

Assumed%Minority%Interest 0.00 Warrants%Issued 15,889.00 3.61%

Prepay%Penalties/Retirement%Premiums 0.00

Cash%for%Working%Capital 0.00
Total%Uses $439,700.00 Total%Sources $439,700.00 100.00%
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discount from par value), Assumed Debt (2.3%, carried over from target company), and Warrants Issued 

(3.6%), which are attached to preferred stock or bonds and provide special rights to buy securities.  

Commonly issued in private equity deals, warrants can be detached and are actively traded in some 

financial markets.  The bulk of capital is used to purchase equity and retire debt, but as we can see, a 

considerable amount is dedicated to covering the expenses of the deal.  For those PE firms that charge deal 

fees, this would be incorporated in the transaction expenses and would amount to approximately 1-1.5% of 

the deal size or $1.85-2.75 million in this case. 

 

2.10 Private Equity Vs. Venture Capital 
The terms private equity and venture capital are often used interchangeably in the European investment 

community.  Venture capital is, in fact, a subset of private equity.  Many PE firms raise VC funds in 

addition to numerous other funds with differing investment strategies.  Alternatively, all private equity 

cannot be considered venture capital, and this is where the common misconceptions lie.  In general, private 

equity is investment capital that is not quoted on a public exchange.  Private equity is commonly associated 

with leveraged buyout transactions (LBOs) as this is the largest segment in this alternative investment asset 

class.  The term private equity, or PE, will be used regularly in this comparison and throughout the paper 

when referencing LBO funds and transactions.  While PE and VC both involve the purchase of an equity 

interest in a company with the intention of exiting the investment to realize a return within a specified 

period, the methods of achieving this, for these two models, is significantly different.  Some of the major 

distinctions are described below. 

 

2.10.1 Transaction volume and size 

Private equity investments are large – regularly over $100 million, and up to $1 billion or even 10’s of 

billions of dollars.  PE firms make fewer investments and perform extensive due diligence prior to investing 

in a target firm.  Venture capital investments on the other hand are much smaller, often below $10 million 

for early stage companies. As a result, VC firms have a much higher transaction volume (DeChesare 2011).  

While PE firms expect and rely on a significant return from each investment they make, VC firms earn 

positive returns from only a small fraction of their portfolio companies (GAO 2011).  Their goal is for these 

infrequent payoffs, to significantly overcompensate for the poor returns or losses on the other investments. 

 

2.10.2 Type of Target Company 

Traditionally, VC firms have targeted companies in the technology, biotech and clean-tech industries, 

providing seed funding for new companies and/or matching funding with specific stages of company 

growth and development.  Alternatively, PE firms invest across all industries, typically targeting mature, 
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relatively stable companies with secure income streams that are undervalued and have potential for 

significant operational improvements.   

 

2.10.3 Ownership structure 

Central to the PE business model is acquiring ownership of target companies in order to have the flexibility 

to implement the strategic and operational changes required to add value.  Alternatively, VC firms 

generally acquire minority interests in their target companies.  While a VC firm may make significant 

investments at different stages of a target company’s growth, it will typically leave ownership in the hands 

of the entrepreneur in order to keep in place a strong incentive for continued commitment from the 

owner/manager (Arundale 2010).  This ownership structure has different implications for the principal-

agent relationship and associated agency costs in comparison to a typical LBO structure, which will be 

explored in the next chapter (Arthurs, Busenitz 2003).   

 

2.10.4 Financial structure 

PE and VC funds structure their investments very differently.  With a focus on the growth of their target 

companies, VC funds tend to make several investments of committed capital at different stages in a target 

company’s development.  As many of these early stage companies are not yet generating profits or even 

revenues, VC funds will not typically use debt in their early stage investments, if at all, as firms may not 

have the resources to meet interest obligations and this could prove to hinder future growth prospects.  PE 

funds, on the other hand, as the term “Leveraged Buyout” might indicate, make extensive use of debt 

financing.  Although the levels used vary from deal to deal, industry averages of debt as a percentage of 

total capital used for the purchase of a target have ranged from 50 – 90% at different points in the industry’s 

history (Kaplan 2009).  PE funds don’t typically stage investments in the same manner as VC funds and are 

often reluctant to sink additional equity into investments. They are, however, willing to make follow-on 

investments to create value within portfolio companies or to prepare them for exit. 

 

2.10.5 Risk 

Both forms of private equity investments have a higher level of risk than a typical portfolio of diversified 

public equity investments.  As investments in these funds are generally locked in for 10-13 years, their 

illiquid nature, as suggested by Asset Pricing Theory, indicates a higher level of risk, which should coincide 

with a higher expected return (RUBINSTEIN 2002).  In addition to higher liquidity risk, VC and PE funds 

also bear higher levels of risk unique to their investment strategies.  For a VC fund, a heightened level of 

operational risk is largely associated with the uncertainty of the entrepreneurial projects being sponsored 

and their potential for future growth.  This high level of risk is spread among several investments in the 
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hopes that significant returns from a few will buffer poor returns or losses from the rest.  In the case of 

leveraged buyout investments further financial risk is associated with the increased possibility of financial 

distress or bankruptcy resulting from higher levels of debt in the newly acquired companies.  While these 

high levels of debt may serve to leverage the returns to equity investors through improved internal company 

cash flows and lower tax obligations, they, almost surely, raise the level of risk within target companies and 

the PE fund portfolio as a whole (Kaplan, Stein 1990).  

 

2.11 The PE Cycle 
The private equity cycle consists of processes central to the private equity business model.  It is a repeatable 

and scalable cycle, employed by all firms in the PE industry.  Of the large firms in the industry that have 

the ability to raise multiple funds, it is often the case that by the time one fund has reached the investment 

stage, fundraising is already beginning for a successor fund.  While the PE steps illustrated earlier in the 

chapter described the timeline for a typical PE fund, the PE cycle breaks down the stages and describes the 

processes involved in each stage.  The cycle has 5 main stages including fundraising, deal flow, investing, 

managing and controlling, and exit, all of which are illustrated below in figure 2.4 and will now be further 

described. 

 

Figure 2.4: The private equity fund cycle 
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2.11.1 Fundraising 

In this crucial first stage of the cycle, General Partners often enlist the help of placement agents (generally 

investment banks) to attract investment from Limited Partners, while Limited Partners utilize “gatekeepers” 

or 3rd party investment advisors to determine which funds present the highest potential for investment 

returns (Cendrowski, Martin et al. 2008).  As previously mentioned, the largest contributors to private 

equity funds are endowments, banks and other financial institutions, as well as public and private pension 

funds.  These large institutional investors will typically have a small portion of their overall investment 

portfolios dedicated to the higher risk, private equity asset class.  Funds are raised with a strict deadline and 

specific target for capital commitments from LPs. Fundraising can take from one or two months or up to 

several years depending on numerous factors including, but not limited to, the size of the fund being raised, 

the current economic climate, the track record of the PE firm or managers raising the fund, the investment 

objectives of the fund, and the current state of the industry.  Fund managers will take these factors into 

consideration when determining their fundraising targets and the expected fundraising timeline.  The trends 

and challenges for fundraising will be expanded upon in detail later in this paper. 

 

2.11.2 Deal Flow 

From the first closing to the cut-off date, the fund manager will continue to source potential acquisition 

targets.  As figure 2.5 illustrates, this is a very labour intensive process in which investment professionals 

within the PE firm filter through hundreds of potential targets 

to identify companies that meet their investment objectives.  

When the executive management, competitive position and 

financial well-being of a subset of these companies have been 

examined, a letter of intent will be offered to firms that fit the 

bill as attractive investment opportunities.  From here, 

extensive due diligence is performed, often with the help of 

external consultants and analysts, to identify any significant 

issues that may have been overlooked in the earlier analysis 

and to make the final preparations before attempting to close 

the deals. Private equity firms are known to be particularly 

skilled negotiators and this stage of the cycle is key to forging 

relationships with management and accumulating the relevant 

information that is essential in the bargaining process that 

follows.   

 

Figure 2.5 – The business plan funnel 
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2.11.3 Investing 

Once the acquisition targets have been identified and the due diligence has been performed, the next step is 

to facilitate a deal.  Determining a price that satisfies both buyer and seller can be an arduous task on its 

own, but in an environment where competition for deals amongst other PE funds and corporate acquirers is 

high and the required sources of financing are uncertain, the investing process can be long, drawn out and 

extremely challenging.  In the event of a successful bid, the next step is to finance the transaction.  As 

previously mentioned, target companies are typically wholly acquired in LBO transactions using a mix of 

debt and equity capital.  Access to the relevant debt markets is essential for structuring an LBO transaction 

and, in the absence of a balance in debt supply and demand, acceptable financing terms may not be 

realized, ultimately jeopardizing otherwise attractive deals (MacArthur, Rainey 2012).  The investment 

stage will continue until a predetermined cut-off date has been reached, at which point no new target 

companies may be acquired within the fund.  The number of investments a fund will make will vary 

depending on the size and investment objectives of the fund.  Further analysis of the investing stage and 

challenges in the current PE investing environment will be described in detail throughout this thesis. 

 

2.11.4 Managing and Controlling 

This pivotal stage in the PE cycle involves the management, monitoring and control of portfolio companies.  

PE firms typically hold portfolio companies for only 3–5 years.  During this period active fund managers 

strive to make significant value-adding improvements to strategy and operations, cutting costs and 

developing the company’s performance and prospects within their industry.  The complexities and 

significance of specific value-adding activities in this stage of the cycle have changed considerably over 

time.  Whereas previously some managers could take a passive approach, relying heavily on the benefits of 

financial leverage and favourable market conditions, this is no longer the case.  Increasingly, private equity 

firms are identifying the need for active involvement in their portfolio companies and a deeper 

understanding of the industries in which they operate.  Many of the value-adding activities in this stage of 

the cycle will be described in greater detail in this paper with a focus on the current challenges within the 

industry and the business model adaptations that are likely to result. 

 

2.11.5 Exit 

The final stage of the cycle, and the most important for realizing a return on investments, is the exit.  

Regardless of an acquisition of an undervalued target, or the value-adding improvements that have been 

made while the target was held, if there are no buyers willing to purchase the portfolio company or offer a 

price equivalent to a return greater than the agreed upon hurdle, then the PE firm will not realize a return on 

the investment.  If this occurs, the overall performance of the fund will suffer, diminishing the firm’s ability 
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to raise a successor fund.  There are three main exit channels for private equity held investments, as 

follows: 

 

1) Sale to a strategic buyer – which involves selling the portfolio company to another company, 

usually one that operates in the same industry as the purchased company and is acquiring for 

strategic purposes to supplement its own business. 

2) Achieve a flotation – An initial public offering (IPO) on a stock exchange is another option that is 

commonly used.  This allows shareholders to have continued involvement in the investment, should 

they wish, but also limits liquidity, as shares generally must be held for a predetermined lock-in 

period.  In challenging economic times, the IPO market tends to dry up in developing economies, 

limiting the potential for this form of exit. 

3) Secondary Purchase – This involves the sale of the portfolio company to a financial buyer instead 

of a strategic buyer.  Often another PE firm will make the secondary purchase when the company is 

not yet ready for an IPO or sale to a strategic buyer, and still has significant value-adding potential 

(Kitzmann, Schierek 2009).   

 

There are many factors that will make one exit channel more accessible or attractive than another and the 

conditions for this choice as well as the current exit trends will be discussed later in the current industry 

outlook. 

 

With a general overview of the mechanics of the private equity industry, and the practicalities of the 

leverage buyout transaction in particular, the focus will now shift to develop a theoretical understanding of 

the private equity business model (PEBM) to determine what drives value in the PE industry.  A thorough 

review of the private equity literature, applicable economic and corporate theory and empirical research and 

findings from the last three decades of private equity activity, will provide a detailed picture of a dynamic 

private equity business model and its shifting interconnected value drivers. 
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3. VALUE CREATION IN PRIVATE EQUITY 

 

3.1 The PE Business Model 
The processes and structures described thus far are essential components of the private equity business 

model that have developed and adapted over time to meet the demands of a changing industry.  Central to 

this model are the key value drivers that have also developed and changed in significance over time. Many 

of the mechanics and structures described in Chapter 2 provide an essential foundation for competition in 

the PE industry.  The key value drivers, which will be described in detail in this chapter, have historically 

highlighted the basis for competitive advantage and continued survival and success in the industry.  

In November 2007 the Harvard Business Review published an article by US private equity executive and 

senior lecturer at Harvard Business School, Robert Pozen, citing the five axioms for “value enhancement” 

in private equity controlled companies.  These were: 

1) Keep idle cash to a minimum - When a portfolio company has enough cash to cover potential 

emergency situations any excess should be returned to shareholders through dividends or stock 

buyouts. 

2) Change the capital structure, increasing the ratio of debt to equity, lowering tax exposure and the 

cost of capital.  For various reasons, public companies remain overly cautious about taking on high 

levels of debt.  Portfolio companies, not being listed on the public market, are not subject to the 

same level of public scrutiny, and therefore are able to add value by leveraging to the highest 

manageable degree. 

3) Link the operating plan to shareholder value – The new PE controlled board should develop key 

performance indicators (KPIs) that directly link operating performance to shareholder value.  The 

focus should be on controlling costs, increasing margins and focusing operations squarely on profit 

growth. 

4) Give managers stakes in the outcome, with top executives receiving rewards equivalent to 15% - 

20% of the company’s equity. 

5) Form smaller boards of more involved directors. 

 

The five methods described above have been credited for the successes of many private equity investments 

and have become standard practice in the industry (Pozen 2007).  They fall under the larger classes of value 

drivers first articulated by Jensen, (1988, 1991, 2010) Kaplan (1989, 1991, 1993, 2005, 2007, 2009) and 

later Stromberg (2005, 2007, 2009, 2011) as Financial Engineering, Governance Engineering and 
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Operational Engineering.  These forms of value creation are now widely applied in private equity 

transactions and have been identified as the main sources of value enhancement, along with the additional 

element of multiple expansion.  Multiple expansion tends to be heavily reliant on market conditions, with 

academics and industry professionals citing asymmetric information, market mispricing, differences in 

bargaining ability, market timing or wealth transfer among various stakeholders to explain the market 

effects on value enhancement in buyout transactions.  The market effects on multiple expansion and several 

opposing views on value creation will be summarized after an initial analysis of what have been widely 

acknowledged and well documented as the financial, governance and operational engineering drivers of 

value in the private equity industry. A greater understanding of these value drivers and how they have 

developed over time is essential for identifying the changing business model and determining how firms 

will best compete going forward. 

3.2 Financial Engineering 
The main component of financial engineering, and at the foundation of the private equity industry, is the 

use of leverage.  Without being subject to the same level of shareholder and bondholder scrutiny and 

regulation as publicly listed companies, private equity firms use much higher levels of debt in their 

portfolio companies, reaping the advantages of greater tax savings, lower agency costs (in regard to the free 

cash flow problem), increased investment opportunities and greater profitability for investors.  While there 

are many potential advantages to highly leveraged buyouts, there are, of course, many conceivable costs.  

These may come in the form of additional agency costs related to the ownership structure, growth-

constraining interest obligations, and the threat of financial distress or bankruptcy.  Of course, the potential 

costs must be weighed against the foreseeable gains on a transaction-by-transaction basis to determine the 

appropriate level of debt financing, however buyout firms tend to borrow as much as debt issuers are 

willing to lend in order to increase their return on equity.  With this in mind, we will look to capital 

structure theory to provide a theoretical perspective of the costs and benefits of debt financing in private 

equity.    

 

The Modigliani-Miller (M&M) Theorem is an excellent starting point in understanding why debt may be an 

attractive source of financing for a buyout firm.  In their series of papers on debt, dividend policy and 

capital structure (1958, 1961, 1963) M&M make several propositions on the basis of certain conditions.  In 

their model, they propose that: 

 

1) A firm’s debt-equity ratio does not affect its market value. 

2) A firm’s leverage has no effect on its weighted average cost of capital (WACC).  

3) A firm’s dividend policy does not affect its market value and, 
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4) Equity holders are indifferent to a firm’s financial policy.   

 

These conclusions appear to run in stark contrast to the private equity business model - a model that 

maximizes the use of debt in target company buyouts, pays out as much cash as possible to shareholders in 

the form of dividends and seems to completely rewrite the financial policy of their portfolio companies.  

The divergence can be explained when we relax some of the conditions of M&M’s model.  Among the 

most significant of these in the private equity context are the assumptions of i) tax neutrality ii) no capital 

market frictions (ie., assuming no transaction costs, trade restrictions, or bankruptcy costs) iii) symmetric 

access to credit markets and, iv) firm financial policy reveals no information. In later papers giving more 

attention to the tax issue, Modigliani and Miller (1963) and Miller (1977) relax the assumption of tax 

neutrality and concede that under certain conditions the optimal capital structure could hypothetically be 

100% debt, due to the preferential tax treatment of debt in many jurisdictions.   

 

When some of these assumptions are relaxed we get a model that is much more realistic, approaching the 

real world but with greater uncertainty.  It is obvious that transaction and bankruptcy costs are a real threat 

to businesses with unmanageable debt levels, but how much leverage is too much?  GPs are often eager to 

utilize as much debt as possible to facilitate a transaction, as this is likely to boost their return on equity 

(ROE).  However, this can be a risky strategy.  PE firms do in fact have a higher bankruptcy rate than 

similar, publicly listed industry competitors (Gurung, Lerner et al. 2008).  This seems to indicate that GPs 

are not always successful with this strategy and should perhaps factor in, to a greater extent, the potential 

costs of bankruptcy, when determining how to finance an LBO.  On the other hand, the level of debt used to 

finance a transaction is not entirely at the discretion of the GP.  LPs may have restrictions on the levels of 

debt permitted to finance portfolio companies, while suppliers of debt financing will restrict what they are 

willing to lend based on several factors including: the particulars of the transaction; the fundamentals of the 

target firm being acquired; the reputation and performance of the buyout fund/firm; the state of the 

economy and the state of their own business.   

 

Firm financial policy does, in fact, give valuable information to debt and equity holders, which affects their 

required rates of return and, ultimately, the weighted average cost of capital of the business.  The financial 

policy employed by PE firms is typically one that pays large periodic dividends to shareholders while also 

paying down a large proportion of the high-yield debt that was used to finance the transaction.  This 

predetermined capital structure and financial policy results in temporarily higher costs for debt and equity 

financing, as shareholders and bondholders demand greater returns and yields for the higher perceived risk.  

The resulting variation in the costs and availability of financing will most certainly affect what funds are 

willing and/or able to pay for a target company. 
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Lastly, symmetric access to credit markets is a nice concept but, in reality, firms and institutions have 

differing access to debt rates and levels depending on a variety of factors.  In their study on leveraged 

buyout firms and relationship banking, Ivashina and Kovner found that in a sample of 1,590 private equity 

sponsored leverage buyouts from 1993 to 2005, favourable credit terms and debt covenants were given to 

PE firms who formed relationships with their banks through repeated interaction, leading to greater 

efficiencies and increases in the equity return as high as 4% (Ivashina, Kovner 2011).  In another study of 

180 public-to-private LBOs in the US between 1997 and 2007, reputable private equity groups (PEGS) 

were found to pay narrower loan spreads, have longer maturities, and have greater access to institutional 

loans, suggesting that PEG reputation may reduce agency costs in regard to LBO debt (Demiroglu, James 

2010).  While Modigliani and Miller’s capital structure theory provides a good starting point, it is clear that 

its greatest insights into the private equity industry come only when many of the models’ initial 

assumptions are relaxed. 

 

Private equity groups can and should finance the buyouts of portfolio companies with as high a manageable 

level of debt as possible.  Their only restrictions should be firstly, what can reasonably be assumed to be 

serviceable, and secondly, what banks or other debt providers are willing to lend.  The tax-shield provided 

by the deductibility of interest payments makes debt a cheaper source of financing than equity and, given 

certain assumptions with regard to the permanence of this debt and the offset of personal taxes, it has been 

suggested that debt financing may increase firm value from 4% to as much as 40% (KAPLAN 1989).  This 

suggestion, made in the late 1980’s, came at a time when cheap debt financing was readily available 

through flourishing junk bond markets, and corporate taxes remained high.  In today’s environment of 

lower corporate taxes and limited debt availability, the increase to firm value generated by the tax-shield is 

expected to be much lower.  Although difficult to determine, it is still widely accepted that the tax shield 

does in fact add value, but this is unlikely to be the primary motivation to utilize debt financing.  There is 

much debate on this particular source of value for PE firms.  This will be touched upon later in the chapter. 

 

Another benefit of leverage, first proposed by Michael Jensen in 1986, can be to reduce wasteful spending, 

ensuring that excess cash is used efficiently, to limit free cash flow problems.  Free cash flow is identified 

as cash flow in excess of that required for funding all positive net present value projects. The free cash flow 

problem addresses the question of how to encourage managers to disperse cash, rather than investing it in 

projects that do not meet their cost of capital or wasting it internally on organizational inefficiencies.  The 

obligation to make interest and principal payments on high-yield LBO debt may limit management’s 

discretionary behaviour towards free cash flow and can help eliminate the free cash flow problem.  

However, higher levels of debt may also lead to a higher likelihood of financial distress or bankruptcy.  The 
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agency benefits of debt are only realized when they are not outweighed by the cost of financial distress or 

bankruptcy and, therefore, a manageable debt level should be determined prior to an LBO transaction.  

Typically, targets for LBOs are mature, stable companies, with predictable income streams, ideal for 

servicing high levels of debt.  They will have hard assets, which can be used as collateral to secure loans as 

well as some non-core assets, which can be divested to finance other growing areas of the business or pay 

off outstanding debt. 

 

LBOs are funded with significant levels of debt, which enables investors to make more and higher value 

investments than would have otherwise been possible, while additionally multiplying the returns on equity 

investments.  In the 1976 paper, Theory of the Firm: Managerial Behaviour, Agency Costs and Ownership 

Structure, Jensen and Meckling cite the potential for opportunity loss as one of the motivations for 

financing with large portions of debt (Jensen M 1976).  While this advantage is often overlooked, it stands 

to reason that debt financing enables a greater number and scale of acquisitions than would have otherwise 

been possible, allowing equity investors to augment their returns.  In times of limited debt financing 

accessibility, private equity firms have been known to make all-equity investments or to jointly invest in 

buyouts to facilitate large-scale deals.  These alternative-financing strategies, however, may result in a 

lower return on equity, more capital at risk, unrealized advantages from tax-shields and numerous other 

potential strategic issues from partnering with industry competitors (Moses 2010). 

 

Average debt levels in portfolio companies currently remain higher than in non-PE held companies, but this 

gap has narrowed considerably over time.  Whereas, the average debt-to-enterprise value in the deals of the 

late 1980’s was nearly 90%, this level dropped to 70% – 80% in the most recent boom, which included 

many large public-to-private transactions in 2006 and 2007.  In the smaller, mid-market transactions that 

we have been seeing in recent years, typical leverage is 60% or less (Kaplan 2009).  The use of leverage 

coincides with the favourability of debt markets, suggesting that General Partners will borrow as much as 

they can to finance buyout deals, while capital markets will limit what they are willing to lend during 

different periods (AXELSON, Jenkinson et al. 2007).  This suggests that the value-adding capability of 

leverage is highly cyclical and that a PE firm that relies too heavily on this value driver will be overly 

vulnerable to a multitude of macroeconomic factors.  Well-developed competencies within the other main 

value drivers are essential for PE firms to survive in times of economic crisis and limited debt availability.   

 

3.3 Strategic Governance Engineering 
Before describing some of the typical changes that PE firms make to the ownership, governance and 

management structure of their portfolio companies, it will be beneficial to first review the foundations of 

Agency theory.  The application of Agency theory is helpful in identifying some of the common issues 
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facing shareholders and managers in public corporations and can offer considerable insight into the 

ownership structure and governance mechanisms of the private equity model.   

 

At the root of Agency theory is the agency problem that occurs when cooperating parties have different 

goals and attitudes towards risk and there is a division of labour (Eisenhardt 1989).  In the early works of 

Ross (1973) and Jensen and Meckling (1976), the agency relationship is described as one involving two 

parties and a hypothetical contract, where one party (the principal) delegates work to another (the agent).  

The theory explores the various problems that may arise when the two parties are engaging in cooperative 

behaviour but have differing goals and differing attitudes towards risk.  The contract governing the 

principal-agent relationship is the focus of the theory, with the objective being an implementation of the 

most efficient contract, whether it is behaviour-oriented or outcome-oriented.  Numerous of factors (risk 

aversion, outcome uncertainty, job programmability, measurable job outcomes, etc.) are weighed in 

determining the optimal contract.  Behaviour-oriented contracts tend to utilize salaries, hierarchical 

governance, merit pay, etc., and are often optimal when agents are highly risk averse, outcome uncertainty 

is high and information asymmetries are low, meaning that owners can closely monitor the work of agents 

at little cost.   

 

Outcome-oriented contracts, on the other hand, tend to use stock options, profit sharing, commissions and 

market governance as mechanisms for control.  These tools work best to align the interests of managers and 

owners in an environment where agents are less risk averse and outcomes are closely related to the efforts 

of the agent. Agency theory analyses the principal-agent relationship with certain assumptions about people 

(e.g., self-interest, bounded rationality, risk aversion), organizations (e.g., goal conflict among members) 

and information (e.g., information is a commodity which can be purchased) and a contract comprising an 

appropriate mix of governance mechanisms is conceived on this basis (Eisenhardt 1989).   

 

Agency theory has developed along two main streams: positivist and principal-agent.  Positivist researchers 

tend to focus first on potential principal-agent conflicts and then suggest conceivable governance 

mechanisms that will curb the agent’s self-serving interests.  Some prominent works from the positivist 

stream have been; Jensen and Meckling’s paper (1976) on the ownership structure of the corporation, 

highlighting how equity ownership by managers can help to align the interests of owners and managers; 

Fama (1980) described how efficient capital and labour markets can act as governance mechanisms to 

improve information efficiency and limit the self-serving interest of top managers; and Fama and Jensen 

(1983) analysed the role of the board of directors as means of monitoring management and reducing 

information asymmetries between owners and managers.  The findings of positivist researchers have 

directed them towards a general consensus that outcome-oriented contracts are the most effective in 
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aligning managers interests with owners (e.g., equity ownership, stock options) and that information 

systems (e.g., involved boards, efficient markets) increase the likelihood that managers will act in the 

owners’ interest.  The positivist line has concentrated almost exclusively on the owner-manager relationship 

in large public corporations making it very applicable to the LBO market in a private equity context.   

 

The principal-agent stream covers a broader spectrum of principal-agent relationships and takes a more 

formal theoretical and mathematical approach, based on carefully defined assumptions, to determine the 

implications of the principal-agent relationship and the optimal contract (Eisenhardt 1989).  Although the 

two lines are complementary in nature, this analysis will take more from the positivist stream, as this is 

thought to offer greater insight when contrasting the governance mechanisms and systems in place in a 

typical public corporation with that of LBO target companies in the PE industry. 

 

In addition to the principal-agent relationship between the General Partners of the PE firm and management 

of the target company, there exists another significant principal-agent relationship - between the Limited 

Partners and the General Partners.  This relationship bears some similarities to that of the first but has some 

fundamental differences, which must be considered when determining the optimal contract.  One 

fundamental divergence is in information asymmetry, which tends to be much lower in the GP-manager 

relationship, as a result of more frequent contact of target managers with GPs who typically make up a 

significant proportion of the target’s board.  While target managers and GPs both tend to take 

owner/manager roles and are heavily involved in the portfolio companies, Limited Partners are more like 

typical shareholders in public companies, far removed from the management of portfolio companies and 

concerned more with the performance of the fund as a whole. 

 

Many of the methods previously described in the section on financial engineering additionally serve the 

purpose of minimizing agency costs within target companies. Through repeated interaction and transactions 

with institutional lenders, PE firms build relationships and reputations that allow their target companies to 

secure cheaper loans with favourable terms, minimizing the agency cost of borrowing.  The greater use of 

leverage requires management to meet high principal and interest payments on debt, which helps LPs to 

align the interests of target management with General Partners, to limit frivolous spending and reduce the 

free cash flow problem.  In an attempt to add value by further reducing agency costs, curtailing information 

asymmetries and ensuring a parallel focus on the investment strategy, PE firms make additional changes to 

the ownership structure, incentive systems and governance mechanisms within portfolio companies, many 

of which are mirrored at the fund level.  
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3.3.1 Ownership and Incentives 

As a prerequisite for many of the changes PE firms implement in their portfolio companies, an alignment of 

management and General Partner objectives is required.  Since the industry’s inception, this alignment of 

Limited Partners, General Partners and target company management has been achieved largely through a 

combination of equity stakes and stock options.  General Partners make personal investments at the fund 

level and target company management is expected to personally invest in the portfolio companies in which 

they manage (Clark 2009).  GPs receive an equity stake in the fund and management is compensated with a 

combination of shares and options in the new company.  This acts to ensure that all participants stand to 

benefit from the potential gains of the investment while providing enough downside exposure (skin in the 

game) to synchronize risk aversion and ensure a focused commitment to the investment’s success.  The 

illiquid nature of holdings removes the incentive to manipulate short-term performance, as value is only 

realizable upon exit (Kaplan 2009).  Additionally, the equity interests of portfolio company managers are 

much more sensitive than their public company counterparts to changes in firm value because of the 

comparably higher debt burden of the firm (Masulis, Thomas 2008).  This provides further incentive to 

monitor risk carefully.  Of course, target management continues to collect a salary and General Partners 

collect fund management fees, but with a significant portion of their personal net worth invested in a fund 

or portfolio company, there are large potential upside gains or downside losses.  This transfer of property 

rights has been one of the industry’s best answers to the principal-agent problem. 

 

This form of incentive structure has been present since the beginning of the private equity industry and 

LBOs. Although stock options and equity stakes have become common remuneration and incentive 

packages for executive management in today’s public companies, they still do not match the levels found in 

portfolio companies, with a split of salary-to-equity incentive packages typically in the range of 30:70 

(Clark 2009).  In two studies, one conducted in the US (Kaplan, Strömberg 2009) and the other in the UK 

(Acharya, Kehoe et al. 2009), on midmarket LBO transactions between 1996 and 2004, the equity upside 

on exit gains for CEOs was found to be between 3% and 5.4%, while the equity upside for the management 

team as a whole was between 15% and 16%.  On an investment that sees a profit of $100 million, that 

means up to $5.4 million for the CEO and between $15 and $16 million for the management team as a 

whole.  That is a significant incentive to add value to the target company in preparation for exit, and far 

higher than the incentive packages at similarly-sized, non-PE held or public companies.  These changes in 

ownership structure and incentive systems alone, may not contribute additional value to a portfolio 

company, however, the sense of urgency and committed focus that these changes engender creates the 

environment necessary for operational improvements and value enhancement in other areas. 
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3.3.2 Replacement of management 

If management is perceived to be underperforming, PE firms will not hesitate to replace them.  In a sample 

of 66 case studies, (Acharya, Kehoe et al. 2009) found that one-third of underperforming CEOs were 

replaced either before deal closure or within the first 100 days of an LBO, while two-thirds were replaced at 

some point over a four-year period.  PE firms consider the right management team to be an essential 

component for success and having full ownership of privately held companies gives them the flexibility to 

make the necessary changes.  Efficient labour markets enable PE firms with extensive industry and 

operating knowledge to swiftly locate and recruit highly talented executives (Kaplan, Strömberg 2009).  By 

offering much higher performance-sensitive compensation, PE firms can ensure that newly-recruited top 

industry executives focus squarely on operational improvements targeting sales and profit growth (Masulis, 

Thomas 2008).  The higher-than-average incentive packages allow PE-sponsored companies to attract the 

very best in the industry. 

 

3.3.3 Smaller, more involved boards 

As mentioned previously in Pozen’s five axioms, PE firms will scale down the size of the boards of their 

portfolio companies, replacing many of the previous members with General Partners and Operating 

Partners to ensure a more concentrated focus on value enhancement.  Boards of PE-controlled firms are 

also more active, typically with twelve formal meetings per year, as well as several informal contacts, as 

opposed to an average of seven meetings per year in public corporations (Acharya, Kehoe et al. 2009).  

These more involved boards, made up of GPs and operating partners who have built careers in the target 

industry, will place a wealth of industry experience and a broad network of potential business partners and 

clients at the disposal of their target companies.  With the overall objective of implementing the PE firm’s 

strategy for the new company, these heavily involved boards take less of a controlling role and more of an 

advisory role, as management is already highly incentivized by their ownership stakes (Thomsen, 2009).  

Boards will often put in place key performance indicators (KPIs), which are tied to operational 

improvements and profit drivers, and are reported on by management on a monthly basis.   

 

Governance engineering is a powerful value driver at the disposal of PE firms, not for its ability to add 

value by itself but for its ability to reduce agency costs and as a facilitator for another important driver of 

value, namely, operational engineering.  The practices of governance engineering that have been utilized by 

the private equity industry have developed over time and are now relatively homogenous across the global 

industry.  With limited room for differentiation with regard to improvements in governance engineering, 

and with the advantages of financial engineering being largely determined by the industry’s suppliers of 

debt, the final form of engineering (operational), is one that remains chiefly in the hands of PE firms.  A PE 
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firm’s ability to add value to portfolio companies through operational and strategic improvements is tied 

directly to its skill in identifying and implementing the highest value-adding projects with the efficient use 

of internal and external resources. 

 

3.4 Operational Engineering  
According to Kaplan and Strömberg, financial and governance engineering were the foundation of the PE 

business model in the 1980's, when the industry began to take shape (Kaplan, Strömberg 2009).  Firms 

relied heavily on the easy availability of debt to leverage their investments and made the necessary changes 

in governance structure and incentive schemes to ensure the aligned interests of LPs, GPs and management.  

Along with some cost cutting initiatives, this was sufficient for PE firms to realize significant returns in 

many cases.  These techniques were widely employed as the industry experienced its first boom.  The 

growth of the industry attracted a variety of first-time funds that utilized the same set of techniques that 

promised a generous return to Limited Partners, however, as the market became overly-saturated, followed 

by a recessionary economic environment and the collapse of the junk bond market, it became clear that 

additional value-adding elements were required to remain competitive in the private equity industry.   

 

In their study on value creation drivers in private equity buyouts, Achleitner, Braun, et al., quantify the 

value creation drivers from a sample of 206 buyout transactions completed in Europe between 1991 and 

2005.  They identify value creation as the average “times money” multiple (the buying price compared to 

the selling price of the target company) across the entire sample and then break this down into the different 

financial and operational value drivers.  They make an important adaptation to the value creation models 

previously used by practitioners and academics to incorporate not only operational risk but also financial 

risk.  Here, they are able to determine the effect of financial engineering with the introduction of an un-

levering formula, followed by a comparison of the levered returns to the unlevered returns.  Figure 3.1 

presents the breakdown of their findings. 
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Figure 3.1: Value creation drivers in European buyout transactions 

 
(Achleitner, Braun et al. 2011) 

 

Here we can see that the leverage effect makes up roughly one-third of total value creation in the sample 

companies during this period, while the operational and market effects make up the remaining two-thirds of 

the levered returns.  The leverage effect component of this model does not take into account the potential 

agency advantages of debt previously suggested by Kaplan, nor does it acknowledge the added value from 

tax-shields, which, as previously suggested, may be quite significant.  Nonetheless, the study presents a 

compelling argument for the significance of operational engineering, defined as the combination of 

earnings (EBITDA) growth and improvements to free cash flow (FCF), accounting for nearly half of the 

total value created in LBOs. 

 

Identified as the largest contributor of value among the operational drivers, EBITDA growth is the main 

area of focus for operational improvements made by PE firms.  Evident through a further breakdown of the 

drivers of EBITDA growth (figure 3.2), the main component of this growth is an expansion of revenue, 

accounting for 79%.  Margin expansion accounts for significantly less with 26%, while the combination 

effect suggests that increasing sales comes at the cost of eroded margins, or vice versa.   

 

Operational engineering efforts that result in improved free cash flow allow target firms to pay down high 

debt levels and pay out cash dividends to shareholders.  In this model, this is said to contribute roughly 15% 

of the overall value created in these deals.   
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The final factor captured in this model is multiple expansion, which is the market effect on the resale value 

of a company, due to an expansion of the variables used to value the company.  The price/earnings ratio is 

the measure of multiple expansion.  An increase in the price/earnings ratio indicates greater market 

confidence in the company’s future earnings.  An average of 18% of the total value created in this model’s 

sample represents a high level of buyer confidence in the added value to portfolio companies.  The 

operational improvements made by PE firms, and their resulting post-exit, long-term potential, is clearly 

expected to be quite high.  The combination effect illustrates that EBITDA growth also contributes to 

multiple expansion, indicating that the value generated by increased earnings also causes market effects, 

boosting the selling price at a greater delta than earnings, leading to an increase in the P/E ratio. 

 
Figure 3.2: EBITDA growth drivers in European buyout transactions 

 
(Achleitner, Braun et al. 2011) 

 

Other major findings from this study suggest that larger deals rely more heavily on the effects of leverage, 

and that, in deals leading up to the most recent crisis, the holding period of target firms was significantly 

shorter, with PE firms relying more on the leverage effect and multiple expansion to boost returns, while 

making fewer significant operational improvements.  The study’s authors note: 

 

“We expect the leverage impact on value creation for these deals (made between 2006 and 2008) to be 
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importance of operational improvements within the PE backed companies will increase.  This will be a 

major task for PE sponsors in the next years” (Achleitner, Braun et al. 2011). 

 

The findings of this well-received study have important implications in the current private equity landscape.  

Operational improvements have been identified as the longstanding primary source of value creation in 

LBO transactions.  At the same time, leverage as a source of value creation is shown to be significant but 

volatile, with expectations of supressed value-adding capabilities for the foreseeable future.  The authors of 

this study are not alone in this view and it has been widely acknowledged and embraced in recent years by 

academics and industry professionals.  What this seems to indicate is that PE firms will increasingly 

compete by developing their ability to consistently implement operational improvements, with the greatest 

focus being on revenue growth. 

 

3.4.3 Traditional Areas for Operational Improvement 

There are many potential areas for operational improvement within portfolio companies.  Firms are targeted 

largely because the prospective for operational improvement and growth opportunities have been identified.  

The gamut of conceivable operational improvements ranges across virtually all business areas and 

functions.  There may be opportunities to cut manufacturing costs and improve margins through enhanced 

procurement, production and integration.  The marketing plan can be revised with variations to the product, 

packaging, price and promotion.  Distribution can be improved with changes to transportation, inventory or 

warehousing, or firms might focus on new product offerings, entering new geographic markets or capturing 

a larger share of their existing markets.   

 

The improvements typically made by PE firms vary from company to company and from industry to 

industry.  One of the biggest challenges for PE firms is to sift through the various projects that could be 

implemented to determine which will add the most value, while considering the feasibility and resource 

requirements of the potential undertakings.  It may not always be the case that the largest projects should be 

undertaken.  Fund managers need to gauge the value-adding potential of each project against their own 

ability to implement the necessary changes to realize that value, and with the resources at their disposal.  

Deciding on the right mix of projects is crucial, especially in the early stages of a new investment when PE 

firms are expected to act quickly to improve cash flows to service the new debt associated with the 

acquisition (Bye, Matthews et al. 2009).  In the post-acquisition 100-day plan, quick enhancements can help 

to improve cash flows, to build strong relationships among GPs, operational managers and the management 

team, and to energize the employees, instilling a sense of competence and momentum under the new 

ownership.  These early projects are often conceived prior to an LBO transaction, along with other large-

scale, value-adding projects.  It is essential for PE firms to develop an efficient process for identifying and 
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prioritizing these projects as this will be applied to numerous companies within their portfolio, which may 

also span multiple industries and regions of the world.  The internal operational changes made within the 

portfolio companies of a firm will undoubtedly vary greatly, thus, a repeatable and scalable process for 

implementing these changes is a very valuable tool.   

 

With an understanding of how value is created in buyout transactions through the various forms of 

engineering, the additional value-enhancing ability of market effects will now be explored.  While there is 

little doubt that market effects can contribute greatly to fund returns, common consensus is lacking on 

many of the sources of the market effects in buyout transactions.  For this reason, multiple viewpoints on 

alternative sources of value creation are given followed by a presentation of empirical evidence where 

applicable/possible to strengthen or weaken the argument. 

 

3.5 Multiple Expansion 
Multiple expansion was introduced in Figure 3.1 and briefly described in the previous section. This 

however was not adequate in conveying the significant value-adding potential of multiple expansion, and 

its importance to the PEBM.  As previously mentioned, multiple expansion can be measured by the change 

in the P/E ratio from the purchase of a portfolio company to the eventual exit.  As opposed to the P/E ratio 

of public companies, which can be calculated at any time with stock price and earnings per share 

information, the effects of multiple expansion in private equity portfolio companies cannot be realized until 

a sale price has been agreed upon.  For this reason there are several factors that could lead to an expansion 

of multiples for private equity portfolio companies.  These consist largely, but not exclusively, of the 

following. 

 

3.5.1 Market Expectations 

An expansion in multiples occurs when the price delta, between the purchase and sale of a portfolio 

company, is larger than the earnings (EBITDA) delta measured in the same period, given that both have 

increased. The traditional explanation, in line with that of comparable public companies, is that improved 

future prospects and expectations of future earnings growth warrants a higher price for the company.  

Whereas increases in earnings may be the immediate result of operational improvements that stem from an 

expansion in revenue or improvements to the margin, increases in price tend to represent the perceived 

sustainability of these improvements and the improved strategic position of the firm in the long run.  For 

this reason, multiple expansion due to market expectations does not rely solely on firm performance but is 

subject to numerous industry and economic factors that influence buyers’ perceptions. 
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3.5.2 Market Timing Skills 

When considering multiple expansion in the private equity context, market timing becomes an important 

factor.  Unlike public companies that must ride the waves of economic and industry cycles, skilled PE firms 

are able to time the purchase and sale of portfolio companies to take advantage of momentarily supressed 

prices and to ride the highs of a favourable industry and economic environment.  A perfect example of 

market timing was the acquisition of Dex Media Inc., the producer of The Yellow Pages, by buyout shops 

Carlyle Group LLC and Welsh, Carson, Anderson & Stowe.  In one of the decade’s most successful PE 

deals, the $1.6 billion investment made in the year 2000 yielded a profit of $2.6 billion after an IPO in 2004 

and a cash out of remaining interests following a merger with R.H. Donnelley Corp. in late 2006.  Wall 

Street Journal columnist Dennis Berman describes the deal:  

 

“As sold to the public, the yellow-pages story was always about faith.  Faith that the pen-and-ink business 

would hold up despite lower margins from Internet offerings.  Faith that directories were like oil wells, 

monotonously pumping cash.” 

 

Over the next 12 months, public shares in what was now America’s 3rd largest phone book producer lost 

77% of their value.  The managing director of Carlyle Group explained,  

 

“Timing is everything. What we did see over time is (the directory business) can be disintermediated partly, 

if not fully, by the Internet” (Berman 2008).   

 

This deal exemplifies the benefits of market timing achievable through insights into an industry’s lifecycle, 

an understanding of the economic landscape, and maybe a little bit of sheer luck.  Given the success 

realized in this example, it may come as a surprise that investments made during recessionary periods have 

been found to have a greater impact from multiple expansion than investments made in growth periods 

(ACHLEITNER, BRAUN et al. 2010).  This is probably due to the low valuation multiples for target firms 

being purchased in a recessionary environment, that tend to grow, on average, over the holding period.   

 

3.5.3 Superior Negotiation Skills 

PE firms have been found to pay lower premiums than public companies when acquiring target firms 

(Bargeron, Schlingemann et al. 2008).  This suggests that they may be superior negotiators or just more 

rigorous at identifying undervalued companies and taking advantage of market timing.  PE firms have 

differing acquisition objectives than strategic buyers.  Whereas strategic buyers must factor in the potential 

gains from acquiring a competitor (synergies, market expansion, improved competitive landscape, 

investment returns) as well as the potential costs of not acquiring a competitor (lower market share, eroded 
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margins, greater advertising expenses), PE firms do not need to consider these strategic implications and 

can identify potential targets based on a different set of financial criteria.  Additionally, the PE business 

model is built around acquisition and divestiture activity, which supports the theory that GPs are superior 

negotiators, having built up a competency in deal facilitation through repeated transactions. 

 

While the previously mentioned drivers are commonly credited with adding value in the buyout business, it 

is also important to evaluate the alternative theories of value creation in the PE industry, while looking to 

empirical studies to strengthen or weaken their claims. 

 

3.6 Opposing Theories of PE Value Creation 
There are numerous opposing theories that attempt to explain the value created or appropriated in LBO 

transactions.  These theories focus more on the qualitative aspects of private equity firms and transactions 

and tend to lack substantive empirical research to fortify their positions.  While some of these alternative 

theories are young or underdeveloped, they may identify factors that could indeed contribute to the overall 

value created or appropriated by private equity firms through leveraged buyout transactions.  No analysis of 

the PE business model and value drivers thus would be complete without a description of these alternative 

theories, their varying assumptions and the resulting implications.  

 

3.6.1 Wealth Transfer 

One theory of value capture by PE firms suggests that wealth is transferred to PE firms via existing 

bondholders and target firm employees, following an LBO transaction.  For existing bondholders, the 

theory implies that their claim on the firm will be reduced, given the new financial structure and operations 

of the portfolio company, unless bondholders had contractual protections already in place, allowing them to 

renegotiate the terms of their positions.  Without a renegotiation, it is probable that the compensation to 

existing bondholders would not be adequate given the heightened level of risk associated with new projects 

undertaken by the firm, the greater and more frequent dividend pay-outs to shareholders, as well as the 

greater level of debt, likely more senior, taken on by the firm after the transaction (Masulis, Thomas 2008).   

The empirical evidence based on large public-to-private transactions indicates that when bonds have weak 

protection against corporate restructuring, they do tend to lose value after an LBO.  On the other hand, 

bonds that have strong covenants tend to gain in value as they are in a position of leverage when the firm 

needs to renegotiate to modify the capital structure (Asquith, Wizman 1990).  Overall, it does not appear 

that a transfer of wealth from bondholders is a substantial or consistent source of value for private equity 

firms. 
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Another, less developed, theory of wealth transfer, suggests that shareholders may gain in the post LBO 

restructuring if firms breach their implicit contracts (provision of lifetime employment for lower wages) 

with employees by firing numerous employees or renegotiating their terms of employment (Bergström, 

Grubb et al. 2007).  Additionally, when public firms are taken private there may be an increase in the 

default risk associated with target firm’s pension liabilities and, in some cases, PE firms will eliminate the 

overfunded pensions of their portfolio companies.  While this has been identified as a potential source of 

wealth transfer, it has been found to be quite modest and, therefore, not a major motivation for taking firms 

private (Pontiff, Shleifer et al. 1990).  While PE firms, in firing numerous employees, could hypothetically 

capture a short-term reduction in costs, there are several reasons why this would not be expected to be 

significant.  These include higher employee turnover, greater future hiring costs, and declines in quality and 

production capacity (Masulis, Thomas 2008).  Furthermore, the empirical evidence in the US suggests that, 

on average, LBOs do not result in net job losses but that employment actually grows after a buyout, albeit 

at a slower rate than non-PE held industry competitors (Kaplan, Strömberg 2009, Lichtenberg, Siegel 

1990).  Similar results were found in the UK (Amess, Wright 2007), and in France, post LBO employment 

in PE portfolio companies was actually found to grow at a faster rate than industry competitors (Boucly, 

Sraer 2008).  The effects of PE transactions on employment will be further expanded upon in the section on 

the socio-economic impacts of PE, but these numerous empirical findings seem to counter the theory that 

wealth is transferred from target firm’s employees to GPs via mass firings. 

 

3.6.2 Asymmetric Information 

In another theory of value creation/appropriation, it is suggested that GPs take advantage of asymmetric 

information for several purposes: a greater insight into the future prospects and value of target firms; to 

facilitate superior negotiation; and for benefits in market timing (Kaplan, Strömberg 2009).  This has been 

discussed in the previous section on multiple expansion.  It is generally acknowledged that incumbent 

management has superior inside information with regard to operational improvements and the potential 

investment opportunities of the firm.  Supporters of PE acknowledge that greater incentives and closer 

monitoring will encourage management to use this insider knowledge of the firm to deliver superior results, 

and the implied reduction in agency costs is indeed a foundation of the private equity business model.   

On the other hand, some critics of PE claim that incumbent management may not fight for the best price for 

shareholders if they expect to receive lucrative compensation packages from the potential new PE owners 

(Kaplan, Strömberg 2009).  Moreover, if incumbent managers are also investing in the new company, 

which is often the case, they may engage in techniques to temporarily depress stock prices to facilitate a 

cheaper purchase.  They may adopt a selective disclosure policy in which they are willing to release 

negative information but will delay the release of positive information until after the purchase (Masulis, 

Thomas 2008).  Inside information gives management a greater understanding of the current value and 
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potential future value of the firm, which could be used to take advantage of the market timing of an LBO 

transaction.  

 

This theory obviously suggests a huge potential conflict of interest with existing target-firm shareholders, 

although in practice this does not appear to be prominent.  There are many well-documented cases in which 

the board or stockholders reject an LBO attempt, regardless of whether it was supported by management or 

not (Ofek 1994).  This suggests that incumbent management may have limited influence when it comes to 

negotiating the terms of buyout deals.  Furthermore, as previously mentioned, management is often 

replaced within the first 100 days following an LBO transaction (Acharya, Kehoe et al. 2009), which would 

seem to indicate that lax negotiations on their part would not be in their own interest.  More still, at 

different periods within the boom-and-bust cycle of the PE industry, it appears that PE firms have overpaid 

for their LBO purchases, leading to negative returns (Kaplan, Stein 1993). This suggests that even if PE 

firms are acting on the inside information from incumbent management, it is clearly not enough to avoid 

periods of poor returns for PE funds, which would seem to indicate that this inside information is not a 

consistent or significant source of value (Kaplan, Strömberg 2009).  While this source of inside information 

is certainly put to use ex-post, there is little evidence indicating that incumbent management colludes with 

PE firms ex-ante to facilitate a cheaper purchase price at the expense of existing firm shareholders.  This, of 

course, would be a deplorable practice, and, if proven, could be punishable by law. 

 

Among the alternative theories of value creation presented here, there are some interesting outlooks and 

certainly numerous areas for further research.  However, the theory for financial, governance and 

operational engineering, in combination with multiple expansion, as the main sources of value generation in 

the PE business model, is developed to a greater extent, with much empirical evidence to back it up.  All 

following implications with regard to the PE business model will consider these main components while 

targeting potential areas for improvement. 

 

3.7 The Socio-Economic Impact of Private Equity 
As private equity continues to grow as an alternative investment asset class, so, too, does the debate 

regarding the ethics of its practices and its impacts on local and global societies and economies.  This 

debate is a particularly important one for the industry, as regulation and legislation so often follow public 

opinion and momentum.  As this relatively young industry has yet to be constrained by extensive 

regulation, industry participants should make efforts to facilitate transparency to improve public opinion.  It 

is in the interest of industry players to cooperate with academic institutions in identifying value creation in 

the PE industry and to fuel a more informed debate. 
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Critics of the private equity industry argue that leveraged buyout transactions are destructive to the 

economy, burdening target firms with excess debt which forces many into financial distress and even 

bankruptcy.   They are quick to criticize when jobs are cut after an LBO transaction or when dividends are 

paid out to shareholders rather than making long-term investments. The favourable tax structure of the 

industry is also a target for criticism.  Opponents argue that the returns on investments earned by PE firms 

in the US should be taxed at the higher income tax rate of approximately 30% rather than the capital gains 

rate of 15%, as this revenue is the majority of General Partner income.  The industry enjoys a similar 

taxation structure in many of the largest markets around the world.  There are also contentions that the tax 

deductibility of interest payments (tax-shields) enjoyed by these debt-heavy portfolio companies is unfair, 

allowing them to pay far less tax than a comparably-sized public or non PE-held private company.  The 

Swedish Finance Minister, Anders Borg, has been very public in his criticism of this loophole and has 

successfully reformed Swedish corporate tax law by restricting the tax deductibility of interest payments for 

private equity portfolio companies (Lannin 2012). The media, regulators and politicians are often the voice 

of these concerns, with the most recent arena being the US Presidential Election.  First in the Republican 

Primary and now in the 2012 Presidential Election, the track record of presidential hopeful, Mitt Romney, 

the co-founder and former head of Bain Capital, is being called into question (Rattner 2012).  In this 

context especially, criticisms are often based on extreme cases which and cast in a negative light but are not 

necessarily representative of the industry as a whole.   

 

At the opposite end of the spectrum, advocates of the PE industry argue that private equity provides much-

needed capital to firms that are underperforming or struggling to improve operational efficiency.  They 

contest that PE is an essential component of the free market - improving the management of companies 

across all industries and allocating resources for healthy economic growth.  When challenged with cases of 

job cuts and factory closures, industry defenders are quick to cite venture capital job creation and growth 

statistics and the cases of LBOs that returned positive growth to struggling companies.  Additionally, 

industry supporters are happy to point out that public and private pension funds are among the biggest 

investors in PE funds, and the industry works hard to provide them with a higher return than would be 

possible investing in other asset classes.  Again, these defences are often case specific or intentionally 

misleading and rarely representative of the industry as a whole. 

 

3.7.1 Financial Risk 

For a greater understanding of private equity’s impact on the economy, a larger sample of LBO transactions 

is required.  In a 2008 working paper on the global economic impact of private equity, the World Economic 

Forum partnered with several leading academics to conduct scientific analysis on 21,397 private equity 

transactions from 1970 to 2007.  Among some of the major findings, and consistent with previous academic 
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studies (Wright, Gilligan et al. 2009) it was determined that approximately 6% of buyout transactions result 

in bankruptcy or financial restructuring (Gurung, Lerner et al. 2008).  This is higher than the bankruptcy 

rate for US publicly traded firms, but suggests a lower average default rate than US corporate bond issuers.  

It appears that the greater use of leverage in portfolio companies does, in fact, coincide with a moderately 

higher level of risk.   

 

3.7.2 Long-term Health 

In the same paper’s long-term investment study, the authors investigated the impact of private equity 

investment on the patenting behaviour of 495 firms around the globe.  Patenting activity is seen to be a 

strong indicator of research and development (R&D) within a firm, coinciding with commitments to a 

firm’s long-term growth and prosperity.  Here, it appears that patenting activity, within private equity-

backed firms, remains relatively the same, with no changes in quantity but a greater concentration on core 

technologies identified by general and operating partners (Gurung, Lerner et al. 2008).  This, too, is 

consistent with earlier academic findings regarding R&D and technology investments by PE-backed firms 

(Wright, Gilligan et al. 2009).  It indicates that PE firms have an interest in the long-term success and 

development of their portfolio companies, which is consistent with the desire to achieve high exit multiples.  

It is no secret that PE firms alter the financial policy of portfolio companies, typically resulting in lower 

capital expenditure and a greater portion of free-cash-flow paid out as dividends to shareholders or to pay 

down debt.  This does not, however, appear to be at the expense of investments that are crucial to the long-

term health or strategic position of the firm. 

 

3.7.3 Employment 

Due to limited data availability, only a modest number of empirical works have been conducted on private 

equity’s impact on employment.  Of those that have, only small samples of transactions were used in the 

analysis, often fewer than one hundred.  Previous studies on the impact to aggregate firm employment of 

public-to-private transactions in the 1980’s, have concluded declines in employment following an LBO, 

ranging from 0.6% to 12% depending on the study (Lichtenberg, Siegel 1990, KAPLAN 1989).  Declines 

in employment have been found to be most dramatic among non-production workers in the retail trade, 

services, finance, insurance and real estate industries, whereas no change to employment was found in 

production industries.   

In the most recent and comprehensive study to date, distinguished academic researchers from the 

Universities of Chicago, Maryland and the Harvard School of Business collaborated with officials from the 

US Bureau of the Census.  The analysis, of approximately 5,000 US target firms acquired in private equity 

transactions from 1980 to 2005, focuses on the 300,000 target establishments being operated by these firms.  
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The study tracks employment at existing target establishments – i.e. “specific factories, offices, retail 

outlets and other distinct physical locations where business takes place” (Gurung, Lerner et al. 2008), for 5 

years before and 5 years after the buyout.  Additionally, the study tracks jobs created at new ‘Greenfield’ 

establishments in the 5 years following LBOs, regardless of subsequent changes in ownership.  ‘Greenfield’ 

establishments refer to new establishments created under the new ownership that may be in line with a new 

strategic direction or growth initiative of the PE firm.  Using a control group of 1.4 million establishments 

of similar age, size and industry, a comparison was drawn across the various industries in the sample to 

determine the effects of the buyout and PE ownership on employment.   

The study found that, in transactions from 1995 onward, target firms typically had net employment growth 

rates approximately 4% lower than control firms for the two cumulative years prior to an LBO transaction 

(see figure 3.5).   

Figure 3.5: Net employment growth rates (target – control) 

(Gurung, Lerner et al. 2008) 

This is consistent with PE firms’ targeting of stagnant firms that are underperforming in comparison to its 

industry competitors.  In the three years following the buyout transaction, employment at target firms grew 

at a rate of 3-4% per year less than control firms.  Although target establishments appeared to create 

roughly as many new jobs as the control establishments, their lower net job growth of approximately 10% 

for the 5 years following a buyout transaction appears to be the result of higher gross job destruction, 

presumably as PE owners eliminate unprofitable segments of the target firm.  However, in the 4th and 5th 

years following the buyout, job growth of the target firms is slightly higher than that of control firms, which 
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is most likely the consequence of firms preparing for exit.   

Not included in the calculations of net job growth is Greenfield job creation within new establishments. At 

15% of employment in target firms for the first 2 years following a buyout, this is substantially higher than 

the 9% for control firms. This higher rate of Greenfield job creation within target companies can be 

expected to offset, at least partly, the greater job losses at target establishments. Finally, as a result of both 

greater job destruction and a higher level of Greenfield job creation in the wake of buyout transactions, 

target firms have been found to have a higher frequency of acquisitions and divestitures (Gurung, Lerner et 

al. 2008). 

While there are elements of truth in the accusations of the industry’s critics, as well as the defences of its 

advocates, the empirical research provides a much clearer picture of the industry’s impact on the economy.  

We see that PE firms cut jobs in target firms at a higher rate than non-PE controlled firms following an 

acquisition, but we can also see that many of these firms had stagnant or declining employment growth for 

years before they were acquired.  What’s more, upon exit, portfolio companies appear to have higher 

employment growth than comparable industry competitors. Additionally, taking into account Greenfield job 

creation and new hires in existing operations, the evidence indicates that employment does in fact continue 

to grow under PE ownership, albeit at a lesser rate than non-PE held industry competitors.  The claim that 

PE portfolio companies are more risky holds in comparison to publicly traded industry competitors, but 

does not hold when compared to corporate bond issuing competitors.  Another argument of the critics, that 

PE firms are not concerned with the long-term health of their portfolio companies, does not appear to be 

well-founded.  As measured by research and patenting activity, which appears to remain at the same level 

pre- and post-transaction, it can be assumed that PE firms are interested in the long-term health of portfolio 

companies, as this directly affects the firm’s valuation and exit multiples.   

It may be difficult to ascertain the social and economic impacts of private equity through all the noise of its 

supporters and detractors, however the empirical research to date gives a good starting ground.  What this 

debate does demonstrate is that there is still a significant lack of transparency in the industry.  Further 

academic research and analysis of the most recent wave of buyout activity, along with the growing 

requirement for PE firms and 3rd party external auditors to report to public authorities and provide periodic 

valuations of portfolio companies, will certainly shine new light on the growing global private equity 

industry.  With the PE industry’s reputation at an all-time low due to the negative media attention in the 

2012 US Presidential election, it is in the interests of industry participants to help facilitate greater 

transparency and to make greater efforts to educate industry stakeholders about the social and economic 

impacts of this growing alternative asset class. 
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4. INDUSTRY DEVELOPMENT, OUTLOOK & IMPLICATIONS 
	  

4.1 Brief Historical Industry Development – A Series of Boom-and-Bust Cycles 
In order to paint a detailed picture of the current state of the private equity industry, first an overview must 

be presented of the industry’s development over the last few decades, detailing the various challenges and 

changes to the value drivers we have seen thus far.   

 

“Like any industry sensitive to macroeconomic shifts, credit-market turmoil and volatile equity values, 

global private equity has had to navigate through booms and busts over the decades” (MacArthur, Rainey 

2012).   

 

This navigation has demanded continuous adaptations to the PE business model.  The industry’s top 

performers stay ahead of the curve by remaining responsive and highly flexible, while identifying the 

shifting requisites for success and developing new strategies ahead of competitors. 

 

The origins of the leveraged buyout can be traced back to the US in the 1950’s, one of the first on record 

being the purchase of Pan-Atlantic Steamship Company and Waterman Steamship Corporation by McLean 

Industries Inc.  This transaction was financed with $42 million of borrowed money and a $7 million issue 

of preferred shares.  In what has now become standard practice, after the close of the deal Maclean 

Industries Inc. immediately used $20 million of Waterman cash and assets to retire $20 million of the loan 

debt (Nixon 2012).  At the time, transactions such as this were quite unique and it wasn’t until the 1980’s 

that the industry really began to take shape and saw it’s first boom.   

 

The first buyout boom was fuelled by easily accessible debt financing offered through the swelling junk 

bond market. The weak fundamentals upon which the boom had been driven became apparent at the end of 

the 1980’s and into the early 1990’s.  In their 1993 paper on the evolution of buyout pricing, Steven Kaplan 

and Jeremy Stein note:  

 

“The leveraged buyout boom of the late 1980’s has given way to the buyout bust of the early 1990’s.  After 

rising from less than $1 billion in 1980 to a peak of more than $60 billion in 1988, buyout volume has 

fallen dramatically, to less than $4 billion in 1990”   

 

The bottom fell out of the junk bond market, and the large public-to-private deals that had characterized the 

industry in the late 1980’s screeched to a halt.  As the economy slipped into recession, fund managers 
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suffered widespread defaults on nearly one-third of the large LBO deals made during the late 1980’s 

(Kaplan, Stein 1993).  It became apparent that the market was oversaturated, with too many fund managers 

chasing too few viable deals.   

 

Although large-scale public-to-private deals would not re-emerge for nearly another two decades, the 

private equity industry by no means disappeared.  On the contrary, after the initial drop in 1990 and 1991, 

deal activity continued to increase throughout the 1990’s with PE firms focusing more on private 

companies and subsidiaries in the small or midcap range.  As seen in figure 4.1, deal value grew steadily 

during the period after the industry’s first bust in its biggest market, the US.  This growth, spurred largely 

by the swelling dotcom bubble and the resulting increased deal frequency, lead to the emergence of 

institutionalized PE investors.  With this development and a renewed focus on creating value, fund 

managers began taking a more active approach in the management of their portfolio companies, giving 

greater attention to operational improvements that could add value (Kaplan, Strömberg 2009). 

 

Figure 4.1: Deal value timeline 

 
(MacArthur, Rainey 2012) 
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Global deal value also grew steadily during the late 1990’s, with increased LBO activity in the European 

market.  Figure 4.2 illustrates the effects on global buyout deal value of the second industry bust, caused by 

the burst of the dotcom bubble in 2000 and 2001.   

 

Figure 4.2: Global buyout deal value 

 
(MacArthur, Rainey 2012) 
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the $38.8 billion buyout of Equity Office Properties, and the largest ever, the $44.5 billion buyout of TXU, 

the largest power generator in Texas (Lattman 2012, Bagli 2009).  While the scale of these mega-buyouts 

was increasing during this period, so too was their frequency, with deals over $10 billion making up over 

30% of global deal value at their peek in 2006 and 2007 (see figure 4.3). 

 

Figure 4.3: Scale of global buyout deals 

 
(MacArthur, Rainey 2012) 
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Figure 4.4: Global fundraising by fund type 

 
(MacArthur, Rainey 2012) 
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4.2 Current Industry Outlook - Revisiting the PE Cycle 
Having painted a general picture of the industry’s development, and following detailed descriptions of 

private equity mechanics and the key drivers of value in the buyout industry, an assessment of the major 

challenges facing the global PE industry today can now be made.  For this purpose, the PE cycle will be 

revisited with an emphasis on the current industry outlook and challenges within each stage of the cycle.  

Following an analysis of the PE cycle, other factors and challenges in today’s industry environment will be 

described and their implications for the PEBM will be assessed. 

 

4.2.1 Fundraising 

The level of fundraising, as an indicator of industry health, tends to lag behind other significant market 

indicators, such as deal and exit activity.  Naturally, Limited Partners want to see their committed capital 

being put to work and to realize some returns from this invested capital before deciding on whether or how 

much to commit to successor funds.  The two main reasons for this are to gauge the fund’s performance and 

to manage cash flows.  In today’s competitive PE environment, LPs have their pick of funds and they are 

looking to top quartile performers to earn them consistent above-average returns.   GPs that have managed a 

top-quartile fund offer a probability greater than 60% that their successor fund will also be an above 

average performer.  The same performance probability holds true for fund managers whose last fund 

performed in the bottom quartile.  Their next fund will be nearly 60% more likely to underperform 

compared with the industry average (MacArthur, Rainey 2012).  As private equity is the only asset class to 

show performance persistence, GPs must display a solid track record to retain and attract investors.  While 

global buyout fundraising has been stagnating at low levels in the years following the great recession, the 

vast majority of GPs who have been successful in raising new, larger scale funds have been the industry 

veterans with a series of previously successful funds to prove their credentials. 

 

Further constraints to the fundraising environment are the result of tighter PE allocations in the investment 

portfolios of typical Limited Partner investors.  Although PE has historically performed well in the 

portfolios of LPs, it is considered to be riskier than other assets and is kept as only a small fraction of the 

overall investment portfolio.  Public market equities make up the largest portion of LP’s investment 

portfolios. Contractions in public markets following the global financial crisis have reduced the size of LPs 

investment portfolios, which has had a parallel effect on their PE allocations (Pennacchi, Rastad 2011).  

This has also made cash flow management a concern for Limited Partners.  While capital calls continue for 

some of the mega-funds from vintage years 2005-2008, little money from these funds (less than 20% on 

average) has actually been redistributed to Limited Partners (MacArthur, Rainey 2012).  The rate of 

redistribution for this period is slower than at any other point in the industry’s history.  This reduced cash 
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flow could make it difficult for the LP to commit and answer capital calls on new funds until a larger 

portion of their invested capital is returned.   

 

Despite a grim outlook for fundraising in 2012, there are currently a record number of funds in the global 

market targeting an aggregate $787 billion in capital commitments, which represents a 24% increase in the 

aggregate capital sought at the beginning of 2011. Buyout funds represent the largest portion of these 

fundraising efforts with 230 funds actively seeking over $177 billion in commitments, an 81% increase 

from the 2011 targets (Judge, Bailey 2012).  At the end of the first quarter of 2012, 23 buyout funds had 

closed with commitments of $18.5 billion (see figure 4.5).  Without a substantial increase in the number 

and aggregate value of closed funds throughout the year, these aggressive targets are not likely to be met. 

 

Figure 4.5: Buyout Fundraising 

 
Preqin.com 
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however this is difficult to conclude until the year’s results are published. 
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Figure 4.6: Average Months to Final Close 

 
Preqin.com 
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Figure 4.7: Global PE Fundraising 
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With such aggressive fundraising targets and competition from all angles, it becomes increasingly 

important for fund managers to be able to provide consistent past-performance credentials.  Those that are 

attempting to raise a successor fund in today’s challenging fundraising environment without a solid track 

record to show are likely to be disappointed.  

 

4.2.2 Deal Flow 

Deal flow and sourcing take on all new meaning in an industry environment with stagnating deal activity, 

increasing pressure and competition to invest, and unforgiving Limited Partners expecting consistent 

above-average returns.  Highly-consistent performance requirements mean that GPs simply cannot invest in 

companies that will be written down or written off.  This makes the due diligence process exceedingly 

important, not only in identifying the targets with the greatest potential for value enhancement, but also, in 

eliminating those with significant risk that may have appeared attractive at first glance.  While deal activity 

remains slow, PE firms are utilizing operating and deal partners to source only the highest potential 

investment opportunities that are central to their own value creation capabilities.  They can also take this 

time to begin building relationships with potential portfolio company management in order to communicate 

their objectives should the negotiation process begin.  As the uncertainty in the developed economies and 

public markets continues, firms need to target industry sectors that look ripe for growth.  Some of the main 

industries in the US and Europe currently attracting PE investment are US real estate, building and 

construction, healthcare, IT/software, retail – apparel and footwear, restaurants and entertainment. 

 

4.2.3 Investing 

Fund managers are currently under considerable pressure to invest the nearly $1 trillion in the aging capital 

that has been committed to funds but has not yet been invested (dry powder).  This sum is widely spread 

over numerous firms in the industry, with commitments to various funds of different sizes, targeting many 

industries and geographies.  Approximately $400 billion of this committed capital, which has not yet been 

put to use, has been raised exclusively for buyout funds and nearly half of this (approximately $196 billion) 

is from 2007-2008 vintage funds (MacArthur, Rainey 2012).  As their investment period is drawing to a 

close, many of these funds must make capital calls before a cut-off date in 2013.  What this means is that if 

investments are not made within the quickly closing investment window, funds will have to be returned to 

Limited Partners, eliminating the potential for further management fees and carried interest and shaking 

investors’ confidence in the PE industry’s ability to put their money to work.  Alternatively, LPs and GPs 

may agree upon an extension of the investment period. This could be a more attractive alternative, but will 

not likely have favourable terms for the PE firms involved.  Better still would be for fund managers to 
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make capital calls and invest the committed funds within the previously agreed investment period, however 

this will certainly be a challenge in the current deal-making environment.   

 

As has been previously mentioned, the private equity industry endures boom-and-bust cycles.  To gauge the 

state of the industry at any given time, a common indicator is the number and aggregate value of global PE-

backed buyout deals.  Through a simple regional breakdown, the health of the major PE buyout markets can 

be further assessed.  Figure 4.8 illustrates the huge decline in global aggregate deal value resulting from the 

industry’s most recent boom and bust.  As market conditions deteriorated and debt financing for buyout 

deals became virtually inaccessible, the number and scale of buyout deals continued to decline.  The low at 

the beginning of 2009, following the industry’s peak just two years earlier, saw global deal value drop to a 

fraction of what it had been in it’s prime.  In the years that followed, aggregate deal value has remained 

supressed and volatile.   

 

Figure 4.8: Number and aggregate value of deals 

 
Preqin.com 

 

The largest markets, North America and Europe, were hit hardest, with North American deal value 

dropping below those of Asia and the Rest of the World for the first time ever in the 2nd quarter of 2009 

0	  

50	  

100	  

150	  

200	  

250	  

300	  

0	  

100	  

200	  

300	  

400	  

500	  

600	  

700	  

800	  

900	  

1000	  

Q1
	  2
00
6	  

Q2
	  2
00
6	  

Q3
	  2
00
6	  

Q4
	  2
00
6	  

Q1
	  2
00
7	  

Q2
	  2
00
7	  

Q3
	  2
00
7	  

Q4
	  2
00
7	  

Q1
	  2
00
8	  

Q2
	  2
00
8	  

Q3
	  2
00
8	  

Q4
	  2
00
8	  

Q1
	  2
00
9	  

Q2
	  2
00
9	  

Q3
	  2
00
9	  

Q4
	  2
00
9	  

Q1
	  2
01
0	  

Q2
	  2
01
0	  

Q3
	  2
01
0	  

Q4
	  2
01
0	  

Q1
	  2
01
1	  

Q2
	  2
01
1	  

Q3
	  2
01
1	  

Q4
	  2
01
1	  

Ag
gr
eg
at
e	  
Va
lu
e	  
of
	  D
ea
ls
	  ($
bn
)	  

N
o.
	  o
f	  D
ea
ls
	  

Number	  and	  Aggregate	  Value	  of	  Global	  Buyout	  Deals	  

No.	  of	  Deals	   Aggregate	  Deal	  Value	  ($bn)	  



	  

	   59	  

(see figure 4.9).  Following the low in 2009, the industry has struggled to regain its former momentum.  It 

appears that increased volatility in the North American and European markets is the new normal, while 

Asia and the rest of the world are showing slow but steady growth. 
 

Figure 4.9: Aggregate value of deals by region  

 
Preqin.com 
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areas.  The emerging markets accounted for over one-third of the 2011 global GDP of 70 trillion USD and 

are estimated to grow to nearly one-half of a projected global GDP of $100 trillion by 2020 (IMF 2012).  

However, GDP growth projections alone may not be the best indicator of buyout market attractiveness.  

Research by Bain & Co. indicates that several factors including; the number of firms in the country earning 

over $250 million in annual revenues, the depth and liquidity of their capital markets, the country’s legal 

system, and its protection of investor rights, as well as various other elements may serve as a better 

indicator of market attractiveness (MacArthur, Rainey 2012). 

 

Regardless of whether or not deal activity picks up in the emerging markets, investments in the major 

markets of the developed economies must be made.  One area in which this could be expected is the 

secondary purchases market.  While the pressure mounts for funds to put committed capital to work, there 

is an equal, if not greater, pressure for funds to exit the nearly $2 trillion in assets under management and 

return funds to investors.  This pressure from both sides could be enough to squeeze the buyer/seller 

expectation gap to increase investment and exit activity through secondary purchases in the PE industry. 

 

4.2.4 Managing and Controlling 

As previously suggested, active portfolio management has become increasingly important.  Competition 

within the industry has stiffened and a greater distinction is being drawn between portfolio managers who 

consistently add value to their target companies to drive fund returns into the top quartile, and those who 

have traditionally relied more on the effects of leverage and expanding multiples. 

Data collected by Bain & Co. suggests that five years into the lifecycle of 2001 vintage buyout funds, GPs 

had returned a median of more than 70% of the paid-in capital to Limited Partners.  In contrast, 5 years into 

the lifecycle of 2006 and 2007 vintages, less than 10% of paid-in capital had been returned to LPs.  With 

the majority of this capital tied up in portfolio investments, this suggests that the holding period for 

portfolio companies is increasing significantly.  Many factors have contributed to these surprising statistics 

including; the high multiples many of these target firms had been acquired for in 2006 and 2007, the 

turbulent economic environment that followed the financial crisis, and the limited exit options that persist 

today.   

Another probable explanation is the shifting methods of value creation within portfolio companies.  With 

fewer opportunities to realize value through financial engineering, cost-cutting efforts or expanding 

multiples, fund managers must make meaningful operational improvements and contributions to the top 

line of portfolio companies to add value.  As portfolio managers put more emphasis on this requirement, a 

longer holding period for portfolio companies can be expected.  This will push GPs and LPs to agree to 
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extend the life of many of the current funds and may also lead to discussions on setting the fund life for 

successor funds to a period greater than the standard 10 years.   

Fund managers will need to become increasingly involved with target company management right from the 

start to ensure that the value creation plan is understood and put into action immediately.  The heightened 

focus on operational improvements and, specifically, on organic growth opportunities, will require an in-

depth knowledge of the industry sectors being targeted for investment.  Here, fund managers should make 

use of internal and external operating partners to identify and implement the greatest value-adding projects 

and initiatives in target firms.  With the help of operating partners, General Partners need to align their 

strategic efforts with portfolio company management to emphasize a focus on growth.  The ability to 

achieve growth “net-free” of additional fund investments, by reallocating funds from less-promising areas 

of the portfolio company, will be a distinguishing capability amongst portfolio managers.  As managers 

strive to increase their share of their respective markets, the emphasis should be placed on product 

development, pricing strategies, marketing plans and sales force improvements, using an in-depth 

understanding of their target customers. 

The benefits of the organic growth model are self-evident in the mature markets where financial and 

governance engineering have become commoditized and multiple expansion cannot be consistently relied 

upon.  In emerging markets, however, the fund manager’s ability to drive organic growth is less certain and 

may not yet be essential.  As funds are often restricted to acquiring minority stakes in emerging market 

companies, their limited control may not allow them to implement their desired value creation plans.  

Additionally, GPs operating in foreign markets may not have the in-depth knowledge of the market and 

customer, nor the same access to information and talented target company management required to 

implement a successful organic growth strategy.  Regardless, the consistently high level of growth in the 

GDP and public markets of these developing countries, in combination with the easy access to debt 

markets, suggests that the advantages of financial engineering and expanding multiples may still be 

promising sources of value in these markets for years to come.  This is not to say that executing solid 

organic growth strategies in emerging markets, where feasible, would not be an excellent way to 

consistently propel returns into the top quartile.  Rather, it suggests promoting the development of this 

competency first in the developed markets where the need is greatest, then followed by execution in the 

emerging markets as buyout funds establish a greater presence. 

Alpha generation (fund returns outside the effects of leverage and market multiples) has always been a 

measure of success for fund managers.  The industry’s top performers owe a much larger proportion of their 

consistently high returns to alpha than any other means of value creation.  In a recent study conducted by 

HEC Paris professor Oliver Gottschalg, in association with Golding Capital Partners, Gottschalg identified 
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fund managers who had earned the greatest returns for investors, gross of fees.  These top performers 

consistently owed a greater proportion of their returns to alpha generation than any other source of value 

creation.  In the 2011 study, fund managers who performed in the top 5 percentile earned average alphas of 

40% (see figure 4.10). 

Figure 4.10: Alpha generation by fund manager 

 

(Gottschalg 2011) 
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importance of consistent above average returns has already been expressed, it is little wonder that PE firms 

are continuing to sit on these assets and wait for the right time to sell.  This situation is exacerbated by a 

stalemate in the buyout industry’s most prominent historic exit channel, namely, sales to strategic buyers.    

 

In figure 4.11 we can see the data for the last 5 years broken down by the type of exit.  Notable here is the 

huge dip in exit activity at the end of 2008 and beginning of 2009, along with the significant increase in 

restructuring deals.  At this time the IPO market virtually disappeared.   

 
Figure 4.11: Number and aggregate value of global exits by type 
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Another prominent exit channel, sales to financial buyers, could be the answer.  With the obvious pressure 

for funds to put aging dry powder to work and the escalating demand to redistribute cash to Limited 

Partners, there are clear advantages to recycling investments within the industry.   This practice, however, is 

typically prominent in a market environment with steady GDP growth and easy accessibility to low cost 

debt financing, as it relies more heavily on financial engineering and multiple expansion.  Alpha generation 

is largely explained by operational and strategic improvements to underperforming firms that improve 

profitability and expand the top line.  It stands to reason, however, that after one PE firm has successfully 

achieved the turnaround of a stagnant or declining business, the capacity for further improvement and alpha 

generation, in the structurally and strategically improved firm, would be greatly reduced. While the typical 

market characteristics for this type of exit may not be present in today’s environment, the investment and 

exit pressure felt across the industry could be enough to drive up deal activity through this specific exit 

channel.  While this may relieve some of the immediate pressure for increased deal activity, it could be 

detrimental to the industry as funds find themselves holding portfolio companies with little room for 

operational improvements, revenue growth, and alpha generation. 

The final major exit channel, public listings of portfolio companies, faces many of the same challenges as 

sales to strategic buyers.  In the developed economies, slow GDP growth and volatile public markets have 

created a cloud of uncertainty, which has not yet cleared.  While the global IPO pipeline has more than 80 

portfolio companies currently filing for listings, only those with the most compelling growth stories are 

destined to exit through this channel in the established markets, given the current turbulent economic 

conditions (MacArthur, Rainey 2012).  In the emerging economies with established public markets, IPO 

activity can be expected to remain high.  In China especially, IPO activity is strong and still remains the 

primary channel for exits, not only for Chinese companies but also for many of the surrounding markets. 

 

4.3 Additional Factors and Challenges 
4.3.1 Regulatory reform following the financial crisis 

A combination of factors present in today’s private equity landscape has created a precarious environment 

with regard to regulation and tax reform that could have a major effect on the industry.  The Dodd Frank 

Act and the Volcker Rule in the US, as well as the Alternative Investment Fund Managers Directive in 

Europe, will certainly increase costs for PE firms, as they will be required to dedicate more resources to 

reporting and compliance.  Successful lobbies by the PE industry in the US, however, have achieved a 

limitation to the extent and frequency of reporting by fund advisors to the SEC from quarterly to annually.  

They have also been successful in changing the designation of ‘large’ PE fund advisors, which incur greater 

regulation, from $1bn to $2bn of assets under management (Judge, Bailey 2012).  These are positive signs 

that the US government is not applying a blanket of regulatory reform to the financial industry but is 
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carefully considering the needs and potential constraints for specific sectors.  This does not by any means 

indicate that the industry might not be negatively affected by further regulation.  Several proposed financial 

regulations that have yet to be finalized could restrict the industry’s ability to raise capital from specific 

types of investors and, if deemed systemically important financial institutions (SIFI), some PE groups may 

be subject to hampering capital requirements.   

	  

4.3.2 Ongoing taxation considerations 

While the regulatory reform that followed the global financial crisis may not have been specifically targeted 

at the private equity industry, many of the tax reforms that are being considered now are, indeed, targeted.  

The level of scrutiny under which the private equity business model and economics are being viewed is 

higher than ever, as former Bain Capital General Partner, Mitt Romney, runs for the US presidency.  Two 

areas that are receiving considerable attention in the US and Europe are the tax deductibility of interest 

payments for portfolio companies and the taxation of carried interest for General Partners.  As governments 

continue to seek potential sources of revenue to finance cuts in corporate tax rates, this is under strong 

consideration.  As has been previously mentioned, the highly leveraged portfolio companies of PE funds 

can generate significant value from these tax-shields and, therefore, a reform such as this could have a very 

negative impact.  Taxation of carried interest as revenue for General Partners as opposed to capital gains 

has been under the microscope of regulators and lawmakers, for some time.  With major government 

deficits in many of the world’s largest PE market states, this may seem to politicians and legislators like an 

increasingly attractive source of tax revenue. 

 

The current global PE industry is clearly marked with numerous challenges.  The high level of economic 

uncertainty and market volatility is having a major impact on each stage of the private equity cycle.  So 

how can buyout firms retune their business models to focus on consistent value creation in a volatile and 

uncertain industry landscape?  One approach is to build a scalable, repeatable process around the value 

creation driver that is most resilient to external economic factors, and that has been credited for persistent 

alpha generation among top fund managers.  Retooling the operational engineering value driver, with a 

focus on organic growth initiatives, may be the answer to some of the industry’s current and recurring 

challenges. 

	  
4.4 Implications for the Private Equity Business Model 
The current PE landscape and mounting challenges that will be faced by buyout funds going forward, 

leaves little doubt that the grounds upon which the private equity industry has been built will continue to 
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shift.  In a 2012 report on the state of the global private equity industry, Jeff Bunder, the head of Global 

Private Equity at Ernst & Young notes: 

 

“While the PE model has already demonstrated its resilience in the face of adversity, there is no doubt that 

success in today’s market will require firms to adapt even further. PE needs to identify and capture the 

most promising growth prospects. Capitalizing on opportunities in turbulent times requires agility and 

entrepreneurial management — the attributes that made PE so successful in the early years. And the most 

successful PE funds are demonstrating that they still have these in abundance as they find ways to thrive 

and expand.” (Bunder, Bass et al. 2012) 

 

An assessment of the industry’s traditional value creation drivers, weighed within the context of the current 

and foreseeable economic and industry landscape, demonstrates the need for buyout firms to make 

calculated adjustments to their business model.   

 

4.4.1	  Renewed	  focus	  on	  value	  generation	  through	  organic	  growth	  

The PE industry has been under considerable political and regulatory pressure in recent years.  Many view 

the significant returns to industry participants to be appropriated at a cost to certain stakeholders and as an 

unfair result of the advantageous tax structure of portfolio companies.  Fundraising is becoming 

increasingly difficult, as firms are required to demonstrate consistent above-average returns to attract 

investment capital.  Firms need to develop additional capabilities in order to ride the waves of the boom-

and-bust cycle that are evident within the industry.  During industry busts leverage for buyouts may not be 

as readily accessible and market multiples may be going in the wrong direction as potential buyers worry 

about the state of the economy.  PE firms must have well-developed additional value-adding capabilities 

that allow them to continue to be competitive in these inevitable industry cycles.  Now is the time that PE 

firms should address their operational improvement capabilities and ensure they are equipped with a model 

that facilitates repeatable and scalable improvements in portfolio companies.  They need to refocus on 

growth prospects and how to increase the projected future cash flows for target firms, while limiting the 

capital injections into individual investments.  This can improve, not only the fundamentals of the PE 

business model, by creating less reliance on external macro factors such as buyout debt and market 

multiples but also, the likelihood of survival during an economic downturn.  This new focus can serve to 

improve the reputation of the industry in the minds of politicians, regulators, and the general public, and to 

disassociate buyout firms from the images of corporate raiders and hostile takeover artists seeking to strip 

companies of their assets and sell them off for a profit.  This renewed focus could realign PE firms with the 
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image of VCs - spurring economic growth, turning around failing businesses and improving the health of 

the economy.   

 

4.4.2 Developing the Organic Growth Model 

Operational engineering, a term coined by Kaplan and Stromberg (2009), refers to a PE firm’s ability to 

implement operational and structural changes within their portfolio companies in order to improve 

efficiency and growth prospects, and to increase the value of the company.  This has re-emerged as an 

essential and distinguishing component in today’s competitive industry.  Traditionally, operational 

engineering has taken the form of centralized sourcing, cost-cutting and technological improvements.  

While today’s methods still include these elements, a greater emphasis is now being put on "organic 

growth" and top line improvements. 

 

In Bain & Co.’s 2011 industry report, the authors note that many portfolio companies and potential 

acquisition targets are already running lean.  They suggest that the best GPs in the industry today are re-

engineering their portfolio engagement model to successfully pursue growth opportunities, with an 

understanding that this will be the basis of competition going forward (MacArthur, Rainey 2012).  More 

often now, PE firms are hiring professionals with an operating background and significant executive 

industry experience, or making use of internal or external consulting groups to align the firm or fund around 

a specific industry (Matthews, Bye et al. 2009).  The effects of management buyouts on operating 

performance and value enhancement have been well documented.  In the years following an MBO, 

companies have been found to experience increases in operating income, decreases in capital expenditures 

and increases in net cash flow (KAPLAN 1989).   Evidence suggests that portfolio firm value in excess of 

industry competitors is realized upon exit, due largely to an improved monitoring, communication and 

incentive structure that facilitates meaningful operational and strategic enhancements.  Not all private 

equity transactions are leveraged buyouts and not all leveraged buyouts are management buyouts but, in 

total PE industry value terms, the vast majority are, and it is, therefore, within this context that operational 

engineering will be further analysed. 

 

In an analysis by Booz & Co.'s Ken Favaro and J. Neely in Strategy and Business, they identified three key 

areas for private equity firms to focus on, in order to tap into the organic growth potential in their portfolio 

companies. 

 

1) Adding new growth capabilities - Growth focused executives must be in place.  A focus on product 

development, pricing strategies, sales force enhancement and process improvement are key to 

facilitating scalability and taking advantage of growth opportunities. 
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2) Rebalancing the engagement with their portfolio companies in favour of growth - A focus on 

“headroom” can be a good strategy to increase market share.  Headroom is that portion of the 

market that is not fully committed to a competitor and can be acquired with the right level of 

service or product offering.   

3) Finding ways to make growth "net free" - For private equity firms it is important to limit the capital 

injections they make into their portfolio companies.  By funding these growth opportunities with 

internally generated savings, PE firms can ensure a larger return on their invested capital.  They can 

do this by reallocating company resources from less-promising areas to those areas with greater 

growth potential. 

 

The skill and ability to engineer organic growth will be a distinguishing competitive factor in the industry 

going forward.  In a report released by Ernst & Young in the first quarter of 2012, the authors share their 

findings from their latest value creation studies in the US and Europe.  They found that, since the onset of 

the recession, EBITDA growth has risen in importance as a driver of PE’s value creation compared to pre-

crisis years, with organic revenue growth accounting for the largest portion - 46% of EBITDA growth in 

Europe and 40% in the US (Bunder, Bass et al. 2012).  They identify organic revenue growth as the most 

important driver of returns in today’s volatile PE environment.   

 

The days of buyouts funded by 90% debt are over for the foreseeable future.  As the industry matures, the 

incremental value-enhancing capabilities of financial and governance engineering are diminishing.  These 

commoditized value drivers are still essential components of the business model but rather than 

differentiating competitors, they act as a foundation, which all PE firms must master to stay competitive.  

To foster growth opportunities, PE firms must have an in-depth knowledge of the customers of their 

portfolio companies.  In the 2012 Ernst & Young Capital Confidence Barometer - a global survey of PE 

industry professionals - respondents agreed that, by far, the largest use of excess cash in portfolio 

companies was for organic growth, with the greatest sources of value creation stemming from new product 

offerings along with entering new geographic and product markets (Bunder, Bass et al. 2012).  This 

renewed focus on organic growth demands that GPs take a more active approach to managing their 

portfolio companies, putting to work the various internal and external resources at their disposal.   

 

Identification of potential growth opportunities and operational improvements is one thing, but 

implementation is another.  It is essential that GPs be thoroughly aligned with company management 

regarding what really matters for creating value in these initiatives.  There must be a joint understanding of 

project priority, the sequence of events, and a general timeline for achieving anticipated results.  Working 

together, a mutual understanding of the internal and external resources and capabilities needed to achieve 
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the set goals is essential.  Many PE firms have traditionally been composed of a majority of finance 

professionals but in today’s altered PE environment GPs are increasing their use of internal and external 

operating partners in order to spearhead major operational restructurings within target firms.  

 

4.4.3 Use of Operating Partners 

There has been an increasing focus by PE firms on using operating partners in recent years.  The concepts 

of operational value creation and in-house operations teams are not new, and some private equity firms 

have been focusing on value creation beyond financial engineering for a longer period of time. However, 

few firms have been able to create operational value in their portfolio companies in a consistent and 

systematic way (Hemptinne, Hoflack 2009).  While this model has a long history in the industry, its 

renewed focus largely coincides with limitations on the availability of debt financing and the resulting 

heightened emphasis on operational improvements.   

 

Morgan Stanley describes three variations of the Operating Partner Model that are currently being used, in a 

White Paper on operational improvements made by PE firms (Bye, Matthews et al. 2009): 

 

1) The Elder Statesman – In which the PE firm enlists the expertise of seasoned industry executives to 

source deals and recruit talented management for portfolio companies.  In some cases, they will 

take the role of external consultants, sitting on the board of portfolio companies and providing 

operational guidance.  In others, they will take a more active role, helping to source deals and then 

personally investing in, and managing, portfolio companies for a specified period of time. 

2) In-House Consultants – This involves highly specialized, full-time employees of the private equity 

firm.  They typically don’t participate in deal sourcing or structuring and do not retain any 

ownership stakes in portfolio companies.  They will commonly be brought in to work on specific 

projects where their particular experience will support the operational objectives of the project. 

3) Integrated Partners – This approach is a hybrid of the previous two.  Firms using integrated partners 

maintain an internal group of former industry executives who participate fully in the fund, granting 

them an incentive structure and compensation equivalent to General Partners.  An integrated 

partner may take the role of ‘Chairman of the Board’ for a particular portfolio company, working 

very closely with the CEO in a strategic and operational context. 

 

The determinants of which model is most appropriate for a PE firm will typically come down to the size of 

the fund, the target companies it invests in, and how much influence the PE firm has in implementing 

operational change.  There are large variations in the costs associated with hiring external consultants for 

particular deals, maintaining a team of in-house consultants, and maintaining a team of in-house integrated 
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partners with full participation in the funds returns.  The economics determine, to a large extent, what 

model will be used. 

 

Continued success in an ever-shifting industry landscape requires that GPs keep their eyes on the prize.  

Not only must they identify the most attractive targets with the highest potential for value-adding 

improvements, but also they must assess their own ability to implement the desired changes and to do so in 

a repeatable and scalable process.  It is essential that fund managers recognize which operating partner 

model suits the needs of their funds and will provide the most value for the least cost.  An increasing 

emphasis by GPs on portfolio management demands the highest capability in relationship management.  

Open lines of communication between GPs and management, as well as operating partners and deal 

partners, are critical to ensuring that everyone is on the same page of the value creation plan from the 

outset. 

 

While an improved operational engineering strategy with a focus on building organic growth processes may 

be one solution, it is by no means a blanket solution for all of the industry’s challenges.  It has the potential 

to address two key areas, which are:  

 

1) Performance consistency through industry cycles – with the potential to benefit by immediate 

returns, but also to ensure future fundraising ability, and; 

2) Industry reputation – being associated with rebuilding damaged companies and improving the 

health of the economy.  This could positively influence regulation and taxation reform in the future.   

 

Operational engineering competency is a key element of the PEBM that is not directly affected by the 

shifting and fluctuating macroeconomic landscape.  Capable fund managers can build upon this 

competency to improve the consistency and scalability of fund returns, and to differentiate themselves from 

industry competitors.   
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5. CONCLUSION 
 

It has become clear that, given today’s industry landscape, private equity firms need to develop less reliance 

on certain traditional value creation drivers of their business model.  This is, however, not the first time that 

specific components of the model have proven to be more or less effective than others.  What has become 

apparent through a series of peaks and troughs in the industry is that the 4 described drivers of value 

creation continuously shift, revealing varying weights and significance in the private equity engine at 

different points in time.  Through economic boom times, industry participants can rely heavily on 

expanding multiples to sell target firms for much more than their purchase price.  Higher levels of low cost 

debt financing are also commonly accessible in these environments.  In this situation, the benefits of 

financial engineering and expanding multiples are large and pave the way for significant returns on 

investments.  However, the problem with bubbles, peaks, or booms is that they do not last forever and they 

are often followed by an equally offsetting effect in the other direction, namely, busts.  What this means is 

that the methods for generating value that were so prominent in the boom environment may not have the 

same potential to boost returns in the altered macroeconomic landscape.  Busts are often associated with 

restrictions in lending and higher costs of buyout debt.  In the case of recessions, it is often not only GDP 

that recedes but public and private markets as well.  This leaves little room for expanding market multiples.   

 

As consistent performance is the name of the game in private equity, over-reliance on any one or two 

components of the PEBM can mean that firms are not equipped to weather an economic downturn.  To 

avoid this, what becomes imperative is the ability to adapt to the continuously changing economic 

landscape, and to develop the internal capabilities to continue to create value, when some of the traditional 

methods are not available, or are less effective.  The best firms, those with the capacity to consistently 

outperform their peers, are those that have the knowledge, experience and ability to identify the alternating 

dynamics these fluid drivers of value, and the skill to adapt accordingly.  

 

Operational engineering has been identified as a key component of the PEMB in times of economic 

uncertainty, stagnant growth and increased volatility.  To counter the limited value-adding potential of 

leverage and expanding multiples, organic growth has been targeted specifically as a counter-cyclical value 

generation tool at the GP’s disposal.  With an emphasis on active portfolio management and aligned focus 

with operating partners and target management, GPs can combine the significant resources at their disposal 

to capture the highest potential growth opportunities.  The organic growth strategy requires an in-depth 

understanding of the customer and market, in order to expand revenues through new product and market 

offerings, and grow margins to increase earnings and improve free cash flow.  The added value in this 
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method of operational engineering can drive returns when other components of the business model are less 

reliable.  It is in the mature PE markets that this strategy is expected to have the greatest effect.  The 

economic and industry-specific factors in emerging markets vary greatly, and the necessity and feasibility 

of an organic growth strategy in these markets is less clear. 

 

Private equity may have had its start in North America but it has become an increasingly global business.  

A well-established European market, along with developing markets in the Asia-Pacific region, South 

America and Africa, present a world of opportunity to test the fundamentals of the PE model.   What drives 

value in one market, however, may be very different in others.  This is becoming increasingly evident as 

fund managers struggle with the foundations of the model in the developed markets while continuing to 

look to emerging markets where the LBO thesis can be retested in high-growth environments.  Many of 

these markets still have the steady high-growth environments ideal for multiple expansion and, with low-

cost debt financing accessible in many of these markets, firms can be assured that the benefits of leverage 

will continue to be realized in LBO investments for years to come.  While operational improvements and 

growth strategies should certainly be a component of the PE offering in the emerging markets, they may not 

be as vital to fund performance as they have become in the developed markets, predominantly because the 

value-adding potential of the traditional components of the PEBM is still strong in the emerging markets.  

What is required for the greatest value to be realized in these emerging markets is an improvement of the 

PE mechanics that have taken decades to develop in the established markets.  With continued development 

of the PE infrastructure in the emerging markets, the value-adding potential of the traditional PE buyout 

thesis will be most effective. 

 

An illustration of today’s global PE industry landscape has been essential to identify the importance of the 

various business model components, and the opportunities they present to enable and promote consistent 

fund performance – a necessity for survival in today’s competitive industry environment.  For the 

foreseeable future, these components will continue to shift and be affected by changes in the cost and 

availability of buyout debt financing, and fluctuations in economies and markets around the world.  

Without greater operational competencies, PE firms will remain at the mercy of market fluctuations and 

economic uncertainty.  To continue to succeed in this dynamic industry, fund managers will need to 

embrace the entrepreneurial spirit upon which the industry was built, constantly strive to identify new 

markets and opportunities for growth, and remain flexible and cognizant of the changing ingredients for 

success.  The key ingredient in the industry today is the ability to build a scalable and repeatable model to 

grow portfolio companies organically. 
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E X H I B I T 3
Value Creation Drivers Across the Entire Sample

Times
money

(levered)

Multiple Combination
expansion effect

into the different financial and operational drivers using
average figures. Total value creation is 2.47 times money.
The main operational drivers, i.e., EBITDA growth and
FCF effect, account for 1.13 times money or 46% of
total value creation, while the leverage effect accounts
for 0.78 times money or 32% of total value creation.
The remainder can be attributed to multiple expansion
(0.45 times money or 18%) and the combination effect
of EBITDA growth and multiple expansion (0.11 times
money or 4%).

Exhibit 3 shows that a third of total (levered) returns
can be attributed to financial engineering. Due to the fact
that higher debt-to-equity ratios go along with increased
financial risk ofa transaction, the additional return can
also be interpreted as a leverage or risk premium. It is
important to note that the methodology applied by us
covers only the mechanical effect of leverage on the return
on equity (see, e.g., Acharya, Hahn, and Kehoe [2009]).
The disciplining effect of debt as a control mechanism
as described by Jensen [1989] is not explicitly taken into
account. While financial engineering often has a nega-
tive connotation, it should be mentioned that banks may
accept higher debt-to-equity ratios of PE sponsor-backed
companies compared to companies not backed by PE
sponsors due to the reputation and experience ofthe PE
sponsor. Tbis would also imply that PE sponsor-backed
companies are better in managing high leverage ratios.

Leaving the leverage effect aside, PE sponsor-
backed companies generate considerable EBITDA
growth and FCF. When it comes to multiple expansion,
different interpretations are possible: First, PE sponsors

are thought to have market timing skills. Second,
the higher multiple at exit could be an indication
of the improved future prospects for the company.
Finally, it could also represent the negotiation skills
ofthe PE sponsor.

Exhibit 4 then further analyzes the drivers
underlying EBITDA growth, namely revenue
growth, margin expansion, and the combination
effect of both, for the entire sample. Witb a contri-
bution of 0.60 times money or 79%, revenue growth
is the main driver of EBITDA growth, while margin
expansion only contributed 0.20 times money or
26%. It is worth noting that the negative combina-
tion effect (-0.03 times money) indicates that sales
growth was achieved at the expense of margin dete-
rioration on average, or vice versa. However, this
effect is of relatively small importance.

Robustness Checks

We performed a set of robustness checks on the
results obtained for our total sample. Our finding ofthe
leverage impact accounting for one-third of total value
creation is robust to changing the average cost of debt
from 7.5% to 5% or 10%. In contrast, the results signifi-
cantly change when dropping the assumption of risky
tax shields, i.e., the company does always generate suf-
ficient earnings to fully utilize the tax shield. Based on
a marginal corporate tax rate of 35% our results indicate
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From the Achleitner et al. paper based on a set of 206 European buyout transactions from 1991 to 2005.  
Breakdown and quantification of the total times money returns from the effects of financial engineering, 
operational engineering and multiple expansion. 
	  
	  
 

Value&Creation&
Drivers Timey&Money

Times&Money&(Levered) 2.47

Leverage&Effect 0.78

Times&Money&(Unlevered) 1.69

EBITDA&Growth 0.76

FCF&Effect 0.37

Multiple&Expansion 0.45

Combination&Effect 0.11
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E X H I B I T 3
Value Creation Drivers Across the Entire Sample

Times
money

(levered)

Multiple Combination
expansion effect

into the different financial and operational drivers using
average figures. Total value creation is 2.47 times money.
The main operational drivers, i.e., EBITDA growth and
FCF effect, account for 1.13 times money or 46% of
total value creation, while the leverage effect accounts
for 0.78 times money or 32% of total value creation.
The remainder can be attributed to multiple expansion
(0.45 times money or 18%) and the combination effect
of EBITDA growth and multiple expansion (0.11 times
money or 4%).

Exhibit 3 shows that a third of total (levered) returns
can be attributed to financial engineering. Due to the fact
that higher debt-to-equity ratios go along with increased
financial risk ofa transaction, the additional return can
also be interpreted as a leverage or risk premium. It is
important to note that the methodology applied by us
covers only the mechanical effect of leverage on the return
on equity (see, e.g., Acharya, Hahn, and Kehoe [2009]).
The disciplining effect of debt as a control mechanism
as described by Jensen [1989] is not explicitly taken into
account. While financial engineering often has a nega-
tive connotation, it should be mentioned that banks may
accept higher debt-to-equity ratios of PE sponsor-backed
companies compared to companies not backed by PE
sponsors due to the reputation and experience ofthe PE
sponsor. Tbis would also imply that PE sponsor-backed
companies are better in managing high leverage ratios.

Leaving the leverage effect aside, PE sponsor-
backed companies generate considerable EBITDA
growth and FCF. When it comes to multiple expansion,
different interpretations are possible: First, PE sponsors

are thought to have market timing skills. Second,
the higher multiple at exit could be an indication
of the improved future prospects for the company.
Finally, it could also represent the negotiation skills
ofthe PE sponsor.

Exhibit 4 then further analyzes the drivers
underlying EBITDA growth, namely revenue
growth, margin expansion, and the combination
effect of both, for the entire sample. Witb a contri-
bution of 0.60 times money or 79%, revenue growth
is the main driver of EBITDA growth, while margin
expansion only contributed 0.20 times money or
26%. It is worth noting that the negative combina-
tion effect (-0.03 times money) indicates that sales
growth was achieved at the expense of margin dete-
rioration on average, or vice versa. However, this
effect is of relatively small importance.

Robustness Checks

We performed a set of robustness checks on the
results obtained for our total sample. Our finding ofthe
leverage impact accounting for one-third of total value
creation is robust to changing the average cost of debt
from 7.5% to 5% or 10%. In contrast, the results signifi-
cantly change when dropping the assumption of risky
tax shields, i.e., the company does always generate suf-
ficient earnings to fully utilize the tax shield. Based on
a marginal corporate tax rate of 35% our results indicate
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Driving Components of EBITDA Growth 
	  

	  
	  
	  
	  
	  
	  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Displays a further breakdown of the EBITDA growth drivers across the entire sample highlighting the 
major contribution of revenue growth, and to a lesser extent margin expansion.  Also demonstrates the 
negative effects to earnings through the combination of revenue and margin initiatives. 
 
 
 
 
 
 
 
 

EBITDA'Growth'
Drivers Times'Money

Revenue&Growth 0.6

Margin&Expansion 0.2

Combination&Effect >0.03

Total&EBITDA&Growth 0.76
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Findings that demonstrate performance persistence for buyout funds 
 

 
 
 
 
Empirical evidence on the average returns of buyout funds 
 
 

 



	  

	   80	  

Appendix B: Industry Statistics 
 
LBO Impact on Employment 
	  

	  
	  
 
From the World Economic Forum, white paper on the Global Economic Impact of Private Equity.  The 
study compares US firms across 72 industry categories comparing approximately 300 000 target 
establishments to more than 1.4 million control establishments.  This chart presents the difference between 
target and control (target – control) net employment growth rates for 5 years before and 5 years after an 
LBO transaction (Gurung, Lerner et al. 2008).	  	  	  
	  
	  
 
US PE Buyout Industry Development 
	  

	  
	  
 
Approximations of the total US annual buyout value from 1980 to 2011 taken from the 2012 Bain & 
Company Global Private Equity Report.  Represents control buyout transactions by US-based firms; 
includes closed deals only; represents year deals were closed (MacArthur, Rainey 2012). 
 
 
 
 
 
 

Year%Relative%to%
Buyout

Comparative%Employment%
Growth%Rate

Y"#"5 #1.80%

Y"#"4 1.90%

Y"#"3 5.80%

Y"#"2 #2.10%

Y"#"1 #2.30%

Year"0 #0.90%

Y"+"1 #4.20%

Y"+"2 #5.10%

Y"+"3 #4.80%

Y"+"4 1.70%

Y"+"5 2.20%

Year 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11
Buyout*Total 0.85 3.8 3.1 4 19.5 20.5 45.8 37.8 62 74.8 15.5 7.2 9.8 11 13 21 28.8 28.6 41 61 44.3 25.4 47 91.2 142 197 310 506 114 23 66.4 64
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Global PE Buyout Industry Development 
	  

	  
	  
 

Approximate buyout deal value by investment region based on the 2012 Bain & Company Global Private 
Equity Report. Excludes add-ons, loan-to-own transactions and acquisitions of bankrupt assets; based on 
announcement date; includes announced deals that are completed or pending; geography based on the 
location of targets (MacArthur, Rainey 2012). 

 
 
 
 
 
 
 
 
 
 
 
 

Year/Region
North.

America Europe Asia6Pacific
Rest.of.
World Total

95 25 5 0 0 30

96 26 6 0 0 32

97 32 22 0 0 54

98 34 30 1 0 65

99 65 46 1 0 112

00 45 51 2 0 98

01 20 47 1 0 68

02 50 58 3 0 111

03 54 82 6 0 142

04 118 120 8 0 246

05 138 145 12 2 297

06 380 270 40 6 696

07 376 238 43 8 666

08 70 85 29 2 186

09 30 32 9 1 72

10 90 70 21 3 184

11 88 63 30 3 184
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Global PE Buyout Deal Scale 
	  

	  
	  
 

Approximate deal scale analysis of total global buyout deals based on the 2012 Bain & Company Global 
Private Equity Report.  Excludes add-ons, loan-to-own transactions and acquisitions of bankrupt assets; 
based on announcement date; includes announced deals that are completed or pending (MacArthur, Rainey 
2012). 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Year/Deal(
Size <($100M

$100M(1(
500M $500M(1(1B $1B(1(5B $5B(1(10B >($10B

Total(Global(
Deal(Value

2003 12 40 15 65 10 0 142

2004 18 65 36 115 12 0 246

2005 22 55 47 110 18 45 297

2006 32 80 46 240 88 210 696

2007 24 85 50 212 97 198 666

2008 18 51 29 92 0 0 186

2009 15 19 11 29 8 0 72

2010 17 33 35 92 7 0 184

2011 17 32 31 88 16 0 184
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Global PE Capital Raised (by fund type) 
	  

	  
	  
 

Estimates of global PE capital raised by fund type taken from the 2012 Bain & Company Global Private 
Equity Report.  Includes funds with final close; represents year funds held their final close; distressed PE 
includes distressed debt, special situation and turnaround funds (MacArthur, Rainey 2012). 

	  
 
 
 
 
 
 
 
 
 
 

Year/Fund*
Type Other

Distressed*
PE Real*Estate Venture Buyout

Total*Capital*
Raised

95 5 0 5 3 20 33

96 7 2 4 17 14 44

97 11 3 10 14 54 92

98 15 0 11 24 84 142

99 35 2 13 46 67 163

00 31 9 14 92 104 253

01 49 17 26 54 74 220

02 40 10 12 21 58 141

03 29 7 14 12 42 104

04 46 22 39 31 72 210

05 67 26 78 52 135 358

06 127 28 112 68 218 543

07 133 63 135 73 263 668

08 133 64 139 79 264 679

09 82 24 61 42 97 306

10 68 29 48 46 84 275

11 64 32 42 50 82 268
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Global Buyout Fundraising by Quarter 
	  

	  
	  
 
 
Approximate quarterly fundraising statistics based on the Q1 2012 Preqin Quarterly Private Equity Report. 
 
 
 
 
Current Number and Aggregate Value of PE Funds Being Raised Globally 
	  

	  
	  
 
 
Based on estimates from the Q1 2012 Preqin Quarterly Private Equity Report. 

Quarter
No.*of*Funds*

Raised
Aggregate*

Commitments*($bn)

Q3#2008 42 39.9

Q4#2008 72 74

Q1#2009 36 33.9

Q2#2009 29 29.4

Q3#2009 24 20

Q4#2009 31 25.8

Q1#2010 30 18.5

Q2#2010 25 16.2

Q3#2010 26 26.9

Q4#2010 23 15.2

Q1#2011 23 13.9

Q2#2011 31 20

Q3#2011 25 16

Q4#2011 25 21.5

Q1#2012 23 18.5

Region
No.)of)Funds)

Raising
Aggregate)Target)

($bn)
North&America 814 390

Europe 442 193

Asia&and&Rest&of&the&World 597 204
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Aggregate Value of Global Deals 
	  

	  
	  
 
 
Quarterly data based on approximations from the Preqin Research Report on 2011 Private Equity Deals and 
Exits. 
	  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Quarter/Region North/America Europe
Asia/and/Rest/of/

the/World
Q1#2008 27.3 15 8

Q2#2008 31 39.3 10

Q3#2008 22 16.2 3

Q4#2008 5 7 4

Q1#2009 5 3 3.5

Q2#2009 10 2.5 4

Q3#2009 11.7 7.4 3.8

Q4#2009 24 15 6

Q1#2010 13.2 12.2 5

Q2#2010 34.3 13 8

Q3#2010 31 27 7

Q4#2010 39.7 20 10

Q1#2011 24.8 22.3 11.7

Q2#2011 40.3 33 8.5

Q3#2011 28.8 25 8.2

Q4#2011 29.7 15.6 11.8
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Historical Debt to Equity and Debt to EBITDA ratios for buyout transactions in Europe 
 
 

 
 
 
Average Time Taken for Funds to Achieve a Final Close 
	  

	  
	  
 
 
Annual data based on estimates from the Q1 2012 Preqin Quarterly Private Equity Report. 
 
 
 

Year
Average(#(of(
Months

2006 10.2

2007 10.4

2008 10.8

2009 13.3

2010 16.1

2011 18.5

2012,YTD 16.7
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Historical European LBO statistics 
 
 

 
 
 
 
Number and Aggregate Value of Global PE Exits 
	  

	  
	  
Quarterly data based on approximations from the Preqin Research Report on 2011 Private Equity Deals and 
Exits. 

Quarter/Exit+
Type IPO Sale+to+GP Restructuring

Trade+
Sale

Aggregate+Exit+
Value+($bn)

Q1#2006 30 50 3 95 60

Q2#2006 40 70 2 115 70

Q3#2006 25 60 2 90 70

Q4#2006 45 70 2 112 160

Q1#2007 25 80 6 124 152

Q2#2007 49 96 2 154 180

Q3#2007 35 82 2 136 175

Q4#2007 38 75 2 110 130

Q1#2008 10 48 15 92 62

Q2#2008 15 64 13 120 148

Q3#2008 10 60 15 85 49

Q4#2008 7 30 17 47 28

Q1#2009 7 16 39 43 17

Q2#2009 17 22 25 47 28

Q3#2009 25 24 20 52 26

Q4#2009 43 26 30 80 132

Q1#2010 38 48 15 72 84

Q2#2010 35 58 14 100 140

Q3#2010 36 70 12 105 143

Q4#2010 75 75 22 145 208

Q1#2011 47 70 19 130 202

Q2#2011 58 100 28 155 310

Q3#2011 30 90 14 140 140

Q4#2011 35 64 12 100 105
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Indicators of VC/PE market attractiveness. 

	  
	  
Survey	  of	  PE	  industry	  professionals	  on	  the	  most	  important	  factors	  for	  PE	  investment	  in	  emerging	  
markets	  (1	  being	  lowest,	  7	  being	  highest)	  
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Survey results provided by Alexander Groh.  Professor of Entrepreneurial Finance - EM Lyon 
 
 
Appendix C: Fund Performance Statistics 
 
 
Fund Manager Performance and Alpha Generation 
	  

	  
	  
	  
 
Based on estimates from the Private Equity Study: Finding Alpha 2.0.  Weighted by investment volume and 
only taking into account fund managers with at least 10 realized transactions. 
 
 
 
 
 

Fund%Manager%
Performance

Alpha%
Generated

Bottom%5%%of%Fund%Managers 332%

Bottom%10%%of%Fund%Managers 327%

Bottom%25%%of%Fund%Managers 313%

Bottom%50%%of%Fund%Managers 35%

Top%50%%of%Fund%Managers 18%

Top%25%%of%Fund%Managers 25%

Top%10%%of%Fund%Managers 36%

Top%5%%of%Fund%Managers 40%
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Largest private equity deals in history. 
 

 
 
 
Cash in-cash out example for a large Limited Partner investor, the California Public Employees Retirement 
System. 
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Historic returns for buyout funds. 
 

 
 
 
Historic buyout returns compared to venture returns. 
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Appendix D: Industry Regulations 
 
Directive on Alternative Investment Fund Managers (EU). 
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Taxation and legislation in the US 
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Appendix E: Industry Definitions 
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Differing types of PE fund vehicles  
 

 
 
 


