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FOREWORD

W

elcome to the latest issue
of Private Equity Findings,
which as usual mines recent
academic research, both for
insights into previously unexplored areas
of private equity and to provide an oblique
look at more commonly debated subjects.
Our cover feature, The management effect,
is just such an oblique look – at how private
equity finds the right management teams
to back. We show the ways in which
different management styles and practices
affect a company’s productivity, and ask
whether recent technological developments
allow GPs to replace traditional ways of
assessing management capability (often
based on instinct and ‘gut feel’) with more
systematic, data-driven methods.
Counting the cost tackles a previously
unexplored area. Does private equity’s
increasing focus on ‘price optimisation’
at its portfolio companies lead to higher
prices for customers? The research asks
bluntly whether private equity investment
is good for consumers – and reaches
some perhaps surprising conclusions.
In Reach for the stars, we ask how far
limited partners can rely on track record as
a guide to future performance. While the
seminal 2005 study by Kaplan and Schoar
found strong evidence of performance
persistence in private equity funds, the
more nuanced results of recent research
have important implications for today’s
private equity investors.

Commentators in the US have recently
suggested that the nation’s entrepreneurial
spirit is on the wane; and certainly
there has been a long-term decrease
in the number of new companies
being established – a fact with potential
implications for VC deal flow. Our Head-toHead piece The US entrepreneur:
a dying species? examines these issues
from a different angle, considering the
quality as well as the quantity of US
entrepreneurialism – and adds an
on-the-ground reality-check from
an experienced venture capitalist.
In a world in which private equity firms
are sometimes accused of taking too much
value off the table when floating their
companies, our last piece, Follow the
money, considers the phenomenon of VC
investment in newly listed companies.
We talk to the author of a new piece of
research that examines the implications
for other public-market investors of having
venture capitalists alongside them on
the share register.

Professor Josh Lerner
Head of Entrepreneurship Department,
Harvard Business School

Jeremy Coller
Chief Investment Officer,
Coller Capital

We hope you find the latest issue of
Findings an engaging and insightful read.
As always, we would welcome your
feedback. Please feel free to contact
us with questions or comments at:
mailing@pefindings.com.
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TRENDS AND STATISTICS

BY THE NUMBERS
DO ADD-ONS ADD UP?
Source: HHL-BCG analysis
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ESG INVESTING
GOES MAINSTREAM
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The proportion of institutional investors
with some form of environmental, social
and governance (ESG) strategy in their
portfolios, according to State Street Global
Advisors’ Performing for the Future report.
In a sign that ESG investing is continuing to
move into the mainstream, almost one-third
of investors with no current exposure to ESG
investing say they are actively considering it.
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Small platform

Standalone deals

Medium platform

Buy-and-build deals

• In today’s environment of elevated
valuations, private equity firms are
increasingly turning to buy-and-build
(or add-on) strategies to generate returns.
Investors are generally supportive,
as Coller Capital’s Global Private Equity
Barometer for Summer 2017 shows, with
two-thirds of limited partners accepting
that platform deals add value through
operational improvement.
• Yet research from HHL-BCG suggests
that this value-add is concentrated in a
certain segment of the market, and that
there is a correlation between the initial
size of the platform and the IRR that the
combined investments achieve.

4

Large platform

• Of the 121 deals that HHL-BCG analysed,
platforms with an enterprise value of less
than $70m far outperformed single,
standalone investments of the same size,
achieving an average IRR of over 50%.
• However, this outperformance for
buy-and-build investments shrank
markedly for medium-sized platforms (of
$70m-$290m in size), and was reversed
entirely in cases where the initial platform
was over $290m in size. According to
this research, a buy-and-build strategy
is therefore best suited to investments at
the smaller end of the scale.
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LOCATION MATTERS IN
CLEANTECH INVESTING
Pooled gross IRR
of US cleantech
investments in
2000-2014.
Pooled gross
IRR of cleantech
investments outside
the US in 2000-2014.
Data from Cambridge Associates suggests
that cleantech investments in companies
outside the US significantly outperformed
those in the US in the years 2000 to 2014.
The Cambridge Associates data-set
comprises 1,400 investments in 833
companies, based both within and outside
the US, made by venture capital, private
equity, and infrastructure funds between
2000 and 2014.

STRONG PERFORMANCE
FOR BUYOUT FUNDS

US EDUCATES TOO
FEW STEM WORKERS
Proportion of
foreign-born workers
in the US STEM
workforce in 1990.

Preqin Quarterly Index
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Proportion of
foreign-born workers
in the US STEM
workforce in 2015.
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Buyout

Real estate

All private capital

• Buyouts have consistently outperformed
the overall private capital benchmark
since 2000, according to the Preqin
Private Equity Quarterly Index. The index
uses net-to-LP performance data for over
6,200 PE partnerships to capture average
returns earned by investors on their
PE portfolios.
• At the end of Q3 2016, private capital
and buyouts were at their highest points
ever, with both significantly outperforming
the S&P 500 Index.

Venture

S&P 500 index

• In Q3 2016, real estate PE funds finally
matched their pre-crisis high.
• Venture capital continues to
underperform public markets. It has,
however, at long last shaken off the losses
it incurred following the dot.com crash.

Figures released by the American
Immigration Council show the proportion
of US workers in the STEM fields (science,
technology, engineering and maths) who
were foreign-born in 1990 and in 2015.
Given that firms generally find it harder
and more expensive to recruit workers
from abroad, the Council’s figures suggest
that US demand for employees with STEM
qualifications has become harder to meet
from US-born citizens alone.
This in turn suggests that the US
educational system is not educating enough
people to a required standard in STEM
subjects. Software engineering appears
to suffer from the highest demand-supply
imbalance, with 39% of US software
engineers in 2015 having been born outside
the country.
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ANALYSIS

COUNTING
THE COST
Do private equity firms automatically increase prices
in the companies they back? We look at new research
that examines consumer goods companies – with some
surprising results. By Peter Kneller.

O

ne of the many pieces of received
wisdom about private equity is
that firms increase prices in the
companies they back. Indeed,
some press coverage suggests that
incoming investors routinely raise prices
to help pay off leveraged buyout (LBO)
debt and make themselves a quick profit.
Yet, according to a recent, exhaustive
study, when it comes to supermarket goods
manufacturers, this appears to be a myth:
at worst, PE leads to neutral outcomes
for consumers.
Is Private Equity Good for Consumers?
– by academics at the University of Texas
at Austin, Indiana University and University
of Oregon – finds that prices rise minimally,
or not at all, on existing products following
PE investment. At the same time, PE
investment may also lead to a substantial
boost in consumer product sales, drive the
introduction of new inventory, and enhance
consumer choice.

6

“It was almost like a non-result,” explains
Cesare Fracassi, one of the authors of the
report. “Sometimes the press will show how
PE comes in and raises prices on drugs
etc. One of the things that surprised me
is that supermarket product prices don’t
change very much – comparing a can of
green beans manufactured by a PE-backed
company with a can manufactured by a
non-PE-backed company, the increase
is minimal.”
Fracassi and his co-authors used data
from Nielsen Research, covering more
than 50% of US grocery and drug stores’
sales in the period 2006-14, and crossreferenced this with 145 private equity
buyouts tracked by Capital IQ over the
same period. They also found the sales
figures for acquired companies typically
climbed by over 40% in the three to five
years following a transaction.
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“SOMETIMES THE PRESS WILL SHOW HOW PE
COMES IN AND RAISES PRICES ON DRUGS, ETC.
ONE OF THE THINGS THAT SURPRISED ME IS
THAT SUPERMARKET PRODUCT PRICES DON’T
CHANGE VERY MUCH”
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“WE USUALLY EXIT A COMPANY WITH A LOT
MORE INVESTED IN THE TECHNICAL AND
PRODUCT DEVELOPMENT FUNCTIONS THAN
WAS IN PLACE WHEN WE WENT IN”

This sales increase was almost exclusively a
result of geographical expansion into higherpriced regions and the introduction of new
product lines, not a substantial increase
in the sales of existing lines in established
stores. While the results did show an
increase in average prices of the PE-owned
products, this appeared to stem from a
faster pace of innovation relative to control
firms, and the introduction of higher-priced
products in existing categories.
Sales growth was most impressive in private
companies that, prior to takeover, appeared
capital-constrained and were operating in
the most competitive sectors.

New product development
While Fracassi declines to draw a correlation
between PE ownership and this sharp
revenue growth, there is more than a
suggestion that buyout firms supply the
cash that allows these companies (most
of which were family-owned) to invest in
R&D and new manufacturing plants; to
create new offerings; and to expand into
new locations. In fact, PE-controlled firms
are found to increase their unique product
portfolio by 5% after their acquisition.
The new products are developed within
existing categories (a different cut of green
bean) rather than outside them, and are
introduced gradually over several years
following the buyout.
This chimes with the experience of Mason
Wells senior managing director Greg Myers.
“We usually exit a company with a lot more
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invested in the technical and product
development functions than was in place
when we went in,” he says. He cites the
firm’s realised investment in Sturm Foods,
where product development was boosted
through an increased headcount - from
one to nine - and the addition of a new
R&D centre.
These findings indicate that PE can be
beneficial for consumers, giving them
more product choice and wider distribution
of their favourite products. Moreover,
developing a better value proposition
is obviously beneficial for the company
and its employees.
The findings also fly in the face of the
belief that PE-backed companies are often
capital-constrained themselves as a result
of raising large amounts of debt to pay for
the original acquisition.

“WE DRIVE A LOT
OF OUR GROWTH
BY EXPANDING
PRODUCT
AVAILABILITY
THROUGH NEW
CHANNELS OF
DISTRIBUTION”
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Distribution, distribution, distribution
But it isn’t only about cash. Specialist PE
firms can also contribute market contacts,
marketing strategies, state-of-the art
technology and, perhaps most importantly,
new distribution channels. “I’ve had
conversations with business owners where
I’ve suggested a product is really well suited
to a bigger retailer – such as Costco – and
they simply say they don’t know anyone
there. That’s their default, but we can come
at it with a fresh perspective,” Myers says.
“We drive a lot of our growth by expanding
product availability through new channels
of distribution,” adds J.W. Childs managing
partner Adam Suttin. He points to locations
such as dollar and drug stores, which
increasingly offer food and beverage lines.
“You wouldn’t have gone into Best Buy 12
years ago and thought you could buy soft
drinks,” he says.
The strong sales figures unearthed by
the study can also partly be explained by
corporate carve-outs – situations where PE
acquires an individual brand or division and
expands its growth by increasing its focus.
Suttin gives the example of soft drinks
business Sunny Delight Beverages Co.,
which J.W. Childs acquired from Procter &
Gamble in 2004 and fully exited in 2016.
“That business had seen a decline in sales
volume in the years prior to our acquisition,”
he says. “But we were able to bend the
curve by expanding its distribution into
new outlets, and embracing product and
packaging innovations.”

Tweaking the chain

What next?

Price optimisation – pushing prices up to
maximise profit – is often a charge levelled
at the PE industry. But this approach, even
if it is adopted by some players, can only
create outsized returns in monopolistic
markets such as life sciences, where a
drugs company may have the sole patent
to sell a particular product.

The study shows a clear absence of
price increases in consumer goods
post-LBO, while PE ownership almost
certainly has positive consequences
for consumer choice.

In the highly competitive grocery goods
market studied by Fracassi et al, such a
strategy would be unlikely to have a positive
outcome for PE firms. A sharp price rise
within a product category by one company
would almost certainly result in consumers
migrating to the products of other
manufacturers.
This doesn’t mean PE firms don’t examine
price points. “We often buy family-owned
companies, and a lot of them take pride
in saying they haven’t had a price increase
in two to three years,” says Myers. “We
try to take a fresh, professional look at
that to see whether prices are in line with
market expectations.”

However, there are a number of related
research themes that Fracassi would like
to explore, such as the kind of products
PE firms tend to introduce. “Are these new
high-price products, or cheaper products?”
he wonders.
Another area that bears closer scrutiny is
the relationship between pricing and the
competitiveness of a product category.
“The number of companies that are selling
in a particular category may determine
whether you have flexibility on pricing
or not,” he says.

“WE TRY TO
TAKE A FRESH,
PROFESSIONAL
In other instances, it’s possible to increase
profit margins by closely analysing and
LOOK AT THAT
tweaking a product’s supply chain. “In many
TO SEE WHETHER
cases that [process] allows us to pass on
price improvements to the market, and take
PRICES ARE IN LINE
market share,” Myers says.
WITH MARKET
EXPECTATIONS”

THE FINDINGS
Using price and sales data across a
broad swathe of supermarket
products, Is Private Equity Good for
Consumers? by Cesare Fracassi (the
University of Texas at Austin),
Alessandro Previtero (Indiana
University) and Albert Sheen
(University of Oregon) found that
consumer goods manufacturing
companies acquired by private equity
firms raise prices only marginally
– by less than 1% over five years –
on existing products within current
stores, relative to matched control
companies. While PE buyouts do lead
to overall price rises in the industry,
the increases are very modest.
The study found that target companies’
sales increased signiﬁcantly postacquisition, largely as a result of an
uptick in the launch of new products
and increased availability of existing
and/or new products within and
across cities.
This private equity-backed sales boost
was stronger for target companies
that appeared to face greater capital
constraints prior to takeover and were
in industries where competitive
pressure seemed higher. Contrary to
the received wisdom that private equity
takeovers lead to substantial price
increases, the findings indicate that
consumers could actually beneﬁt
through an increase in product variety.
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THE
MANAGEMENT
EFFECT
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Private equity firms have become more hands-on in
their approach to driving returns. Integral to this is
backing high-quality management teams. What makes
the right team for the right company? And how can
firms assess this in an increasingly data-driven world?
We discuss two studies on the subject with their
authors and with three seasoned general partners.
Chaired by Brendan Scott.

It’s a truism that private equity’s success relies partly on backing an effective
management team that can lead a portfolio company to sustained growth. Yet it is
less obvious what type of management is optimal for any given business and how best
to assess the effectiveness of teams and individuals. We consider two papers: the first
(by Bloom, Brynjolfsson, Foster et al) focuses on the relationship between structured
management practices and company productivity; the second (by Bandiera, Hansen,
Prat and Sadun) looks into the selection of CEOs with different behaviours and how
these affect productivity.

Starting with your paper, Nicholas, you
researched how structured management
practices affected company productivity.
What sorts of practices did you look at, and
can you explain the correlations you found?
Nicholas Bloom: “We focused on the basic
practices of monitoring information and the
use of that information to create incentives
– so whether good performers are rewarded
and promoted, and vice versa for persistent
underperformers. These are mostly basic
practices that go back 100-plus years to
Frederick Winslow Taylor. The view of many
economists and management professors is
that everyone is doing this. The fact is, that’s
just not the case. The data shows that large
numbers of firms aren’t adopting what are
obviously good management practices.

“For private equity, this may not come as a
surprise, because GPs are used to looking at
poorly run firms. But elite research institutes
are only used to interacting with the students
in their classes who come from elite firms,
so for many of them this was unexpected.
“Second, 40% of that variation was across
plants and divisions within the same
companies. I’ve been in enough universities
to know there is tremendous variation across
departments. What was more surprising was
that the larger the company, the greater
the variation. Larger companies are clearly
better managed and, while it’s not clear
what the cause and effect is, it appears
that it’s harder to achieve consistency
across bigger companies.”
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How do these findings compare with the
experience of private equity and with how
they approach management incentivisation
in portfolio companies? Is it possible to
achieve uniform controls and processes in
those companies?
Lars Terney: “It’s possible, although you often
need to make local adaptations, and it can
become challenging if the company has
been very acquisitive. Consequently, it’s
important to make sure that you have the
right post-merger integration plan in place, so
that those processes can be embedded. If
you’re buying and building, the newly
acquired companies will each have existing
practices in place. So you need to be very
clear in terms of understanding what the
differences are between the companies, and
what processes and structures will be needed
across the combined entity. Once you have
that plan, you then need to ensure that the
necessary actions are implemented.”

Justin King: “Structured management
processes are important, especially in large,
multi-site businesses. A big part of business
success is consistency. But business isn’t
painting by numbers – you can’t just pick
your processes and away you go. It’s more of
an art form than that. You have to understand
what works for the business.
“We put a lot of store in efficiency, and a
big part of that is that there can only be one
best way. One thing you often get in multi-site
businesses is management believing the
way they do something is better than the
way others do it. We try to keep an open
environment for communication so people
can share their ideas, and we reach a point
where there is only one best way. The beauty
of private equity is that you can share those
lessons across the portfolio businesses.”

John Halsted: “When you look at
incentivisation as a private equity investor,
the socialist, inclusive structure – with equity
incentives that go all the way through the top
100 executives of the company – doesn’t
seem to work. Beyond the top five, few
people really understand the value creation
dynamics. Top management will say that the
objective of the company is to win market
share, raise prices, beat out our competitors,
or crack a new market, and in doing so they
create value.
“Meanwhile, you have the whole macro
context: economies have been growing,
stock markets have been rising, more private
equity capital is being raised, and all of these
have contributed to the uplift in value.
Certainly, management is an important
contributor to value creation, but the
contribution of all of these external factors
is often lost, particularly with managers
below the senior executive team.”

Oriana Bandiera

Nicholas Bloom

Jonathan Halsted

Oriana Bandiera is a professor of economics
at the London School of Economics.
Her research focuses on development
economics, while she also researches
applied microeconomics, incentives in
organisations and labour markets. She
is director of the Suntory and Toyota
International Centres for Economics and
Related Disciplines.

Nicholas Bloom is a professor in the
Department of Economics at Stanford
University, a professor by courtesy at
Stanford Business School and Stanford
Institute for Economic Policy Research, and
a co-director of the Productivity, Innovation
and Entrepreneurship Program at the
National Bureau of Economic Research.
His research focuses on the measurement
of management practices and productivity,
and the measurement and impact of
uncertainty on investment, employment
and growth.

Jonathan Halsted is a managing partner of
Pamplona Capital Management, a private
equity firm with offices in Boston, London
and New York. Pamplona is currently
investing a $1bn technology, media and
telecommunications (TMT) fund raised last
year. He was previously chief investment
officer (CIO) of Beacon Venture Partners
and a senior vice president of Beacon
Capital Partners, as well as vice president
of the Harvard Private Equity Group,
the private equity investment arm of the
Harvard endowment.

12

PRIVATE EQUITY FINDINGS SUMMER/AUTUMN 2017

Nicholas, you found that management
practices are strongly correlated with
various dimensions of better performance,
such as productivity and profitability, but
also greater innovation. Was this expected?
Nicholas Bloom: “No, it wasn’t expected.
Some people push back on ‘management by
numbers’ by saying structured practices kill
innovation. The fact is, they don’t. Better-run
companies tend to be more creative. It’s very
hard to create amid chaos. Humans respond
to incentives, so if you have a promotions
system that rewards higher performers,
people create and innovate. But if it rewards
people who suck up to their boss, everyone
spends their time playing office politics.
Government officials are overly focused
on high-tech and R&D clusters, and often
miss the low-hanging fruit of management
practices. It might not be as exciting, but
it is a much cheaper, simpler lever to pull.

“BUSINESS ISN’T PAINTING BY NUMBERS —
YOU CAN’T JUST PICK YOUR PROCESSES AND
AWAY YOU GO. IT’S MORE OF AN ART FORM
THAN THAT. YOU HAVE TO UNDERSTAND
WHAT WORKS FOR THE BUSINESS.”
“We also looked at drivers. There were four
that we could measure easily: competition
– there is no great surprise that higher
competition improves management practices;
regulation – again, no surprise that light
regulation leads to better practices because
management is left to get on with it; proximity
of multinationals – being near
a big, successful multinational creates
positive spillovers; and finally, education
– being near a university is associated with
better management practices, which comes
down to how well educated and well trained
management are likely to be.”

Justin King

Lars Terney

Justin King is vice chairman and head of
portfolio businesses at Terra Firma Capital
Partners. He was previously the CEO of
Sainsbury’s, one of the largest supermarket
chains in the UK, where he led the business
through a major turnaround and nine years
of profit growth. Prior to Sainsbury’s, he
held senior roles at Marks & Spencer, Asda,
Häagen-Dazs, PepsiCo and Mars.

Lars Terney is a partner at NC Advisory,
adviser to the Nordic Capital Funds.
Nordic Capital is one of the largest buyout
firms in the Scandinavian market and has
offices across Europe. Terney began his
career at Boston Consulting Group (BCG)
in Chicago in 1994. He was one of the
founders of BCG’s Copenhagen branch in
1998 and became managing partner of its
Copenhagen office in 2001, and a senior
partner in 2007.

Oriana, you created an index along
which CEOs were plotted according
to their behaviour and the activities
to which they allocated their time.
This showed two broad styles of
management. Can you explain those
two styles and their relationship with
company productivity?
Oriana Bandiera: “It is important to say that
we did not create these management-style
categories; they emerged from the data. The
data shows a distinction between a high-level,
co-ordinating style, what we called the leader,
and a more hands-on management style,
the manager.
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“The leader takes more of a co-ordinating
role. These individuals have more meetings
with many different functions and types
of people at the same time. So it’s a
co-ordination role, and at a higher level.
The other type, the manager, is someone
who is very involved with the decisions of
the firm at the micro level. This CEO spends
more time on the shop floor, and has
one-to-one meetings with production
employees, clients and suppliers. It’s a
more practical and direct involvement
at the micro level.
“Overall, we found that there were too
few CEOs of the leader type, so a bunch
of firms that need a leader CEO end up with
a manager CEO, which hampers productivity.
It’s a mis-assignment of the correct
leadership for the firm’s needs.
“It is not clear whether one type is better
than the other, because you can imagine
that some companies need the first type most
and others the second type. Even within the
same company, you might need different
behaviours at a different point in time.
Companies are not fixed; they change
and evolve. You can imagine that larger,
more complex multinationals need more
co-ordination. Conversely, it’s easy to imagine
that a more hands-on manager would be
more effective in smaller businesses where
they can make a direct impact. That’s
something that warrants further research.”
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What do others make of matching CEO types
to different firms in different situations?
Justin King: “Ideally, CEOs should be flexible
in their styles. In the early days of a business
you probably need to roll your sleeves up and
be hands-on, to get to the bottom of the
issues and address them. Further down the
journey of ownership, a more directive style
in which you orchestrate your teams is more
appropriate. Whether one CEO can do that
is determined by how flexible they are.”
Jonathan Halsted: “When you buy a
company, either you back the current CEO
or it doesn’t work out and it’s time to find
somebody new. You wouldn’t typically do
that unless there was a problem in the
company. Once you’ve identified the problem
and have a series of thoughts about how
you’re going to fix it, you’re then looking
for very specific skills.
“Rather than a leader versus a manager,
what’s important from a private equity
perspective is to find someone who wants
to be an owner and an executive running
a company. That entrepreneurial piece is
important. That tends not to be the bearish,
conservative, nervous person. Just the nature
of having to invest capital, having a dream
and taking risk – that tends to go hand in
hand with the optimistic salesperson as
opposed to somebody who watches the
pennies. That more neutral or bearish
character can be better suited to a financial
officer or chief financial officer (CFO) role.
But I would say our CEOs tend to fit into the
more enterprising basket because you want
that entrepreneurial element.”

Lars Terney: “It doesn’t surprise me that
the findings show the assignment of the
right CEO to the firm positively impacts
productivity. However, the question of
whether the right CEO is in place is not just
down to whether their approach is managerial
or operational. The complexity of selecting
the right management team is not to be
underestimated. You always need to take
the full situation into account, looking at the
whole management team, not only the CEO.
“As an active owner, it is important for us
to find CEOs who are collaborative, naturally
curious and willing to learn from and listen
to others, rather than being complacent and
status-conscious, making all the decisions
by themselves. They also need to have a
very strong drive to deliver results, have
high energy levels and be a role model for
the troops to follow. They must also have the
ability to map out a plan to achieve an end
goal, taking accurate stock at the point of
departure, and then identifying clear actions
and interim goals.”

“SOME PEOPLE PUSH
BACK ON
MANAGEMENT
BY NUMBERS BY
SAYING STRUCTURED
PRACTICES KILL
INNOVATION.
THE FACT IS THEY
DON’T. BETTER-RUN
COMPANIES TEND TO
BE MORE CREATIVE”

Oriana, you sampled data from Brazil,
France, Germany, India, the UK and the
US, giving you a range of economic
development in the data. You found
higher incidences of CEO mis-assignment
in lower-income countries. Is there any
indication why?
Oriana Bandiera: “We can’t say why from
the data, but it is intuitive that in less
efficient markets there is more friction in
the appropriate matching of CEOs with firms
that require particular behaviour traits. The
broader point is that getting the right CEO
matters a lot, more than some might assume,
and especially for investors in emerging
economies, where governance is weaker
and the CEO has more leeway to make
impactful decisions.
“Getting the wrong CEO in a large company,
which one could assume requires a
co-ordinative leader CEO, has a much bigger
negative impact on productivity than in
smaller firms because any mistakes are
multiplied over a larger number of units.
“Also, the effect of the right CEO only appears
three years after they have been appointed.
So it’s important to give recently appointed
CEOs time to change the business. Imagine a
company that needs more co-ordination but
is used to having a boss who is on the shop
floor all the time. The appointee arrives and
tries to change the culture in the firm by
leading high-level co-ordinative meetings
– nothing’s going to change in six months,
because people are used to doing things
in a different way. So patience is important.”
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It seems that there is a balance to be
struck: giving management enough time
to deliver versus the need to identify
whether you have the optimal team in
place early on during the limited life of
an investment. How do you achieve that
balance in practice?
Justin King: “Invariably, we change
management, as we’re typically investing in
undermanaged or misunderstood businesses.
Our ownership is often long, typically eight or
nine years, and quite often we will change
leadership teams more than once along that
journey. Clearly, you have to recruit for the
here and now – the challenges you face
today. But it may well be that the job changes
away from the team that you have. We
replaced a great CEO for an alternative in the
last two years of our investment in Odeon &
UCI Cinemas simply because we were trying
to change the company’s strategy; we wanted
to make it more than just a place to watch a
film and leave, and that meant the demands
on the CEO role had changed.

“If you wait for problems to emerge, it is often
too late. To that extent, I wouldn’t agree that
you have to wait three years before you can
make a judgement on the suitability of the
CEO. If you can clearly see that you have a
problem through other measures, then you
should move quickly. I also don’t think you
have to wait so long to see results. Again, we
have changed management at the final stage
of our investments and achieved rapid results
in the motivation and alignment of our people
within 12 to 18 months – and noticed the
difference in even less time.”
The studies take a quantitative approach to
assessing management. Is this possible in
practice for PE as technology advances, or
is personal judgement still more important?
Lars Terney: “In our firm, we use a variety of
interview techniques combined with cognitive
tools when it comes to leadership
development and team dynamics
assessment. That usually involves using
our own strategic human resources
department as well as external assessment
firms to engage with our companies.”

“EVEN WITHIN THE SAME
COMPANY, YOU MIGHT NEED
DIFFERENT BEHAVIOURS AT
A DIFFERENT POINT IN TIME.
COMPANIES ARE NOT FIXED;
THEY CHANGE AND EVOLVE”
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“When selecting a management team, you
need to take the individual characteristics of
an organisation into account, in terms of both
its culture and its demands, along with the
nature of the particular situation. If you are
in a turnaround situation, typically you would
look for a CEO who is more hands-on; while
in a growth situation where you’re trying to
conquer the world, so to speak, you need
a CEO who is more visionary and can rally
the troops.”
Justin King: “I think you need both. There’s
often a strong correlation between a lot of
measurements of CEO capabilities, but they
are not always causal. You can’t answer every
question with a computer. But it’s important
to use whatever data you can because, if
nothing else, that acts as a risk mitigant. We
are objective in our approach to identifying
who we believe the right people will be by
using quantitative tools, but ultimately, the
final decision you make on any hire is a
judgement call. To my mind, lack of personal
chemistry and a poor fit with a particular
culture are the most common reasons
why a CEO does not suit an organisation.
Cultural fit is incredibly important.”

Nicholas, you co-authored another paper
that is highly relevant to this discussion,
Do Private Equity-Owned Firms Have Better
Management Practices? Can you briefly
sum up the relationship between private
equity ownership and these practices?
Nicholas Bloom: “The short answer from our
research is yes, these firms do have better
practices. Controlled for industry and size and
so on, these firms are run to standards similar
to publicly listed companies and to massively
better ones than those owned by families and
founders. That’s impressive because private
equity often buys companies from families
and transits them up to the top end. It clearly
does a great job of turning around firms that
are less well run. And we are talking about
the operational private equity that has
become more common in recent years,
which is focused on the types of structured
management practices that we think are
associated with better performance, rather
than financial engineering.”

THE RESEARCH
What Drives Differences in Management?,
by Stanford University’s Nicholas
Bloom et al, uses survey data from over
30,000 plants across more than 10,000
companies to examine: the variation in
structured management practices across
companies; whether their adoption affects
company performance; and to what extent
four drivers – product market competition,
business environment (proxied by “Right
to Work” laws), learning spillovers from
large manufacturing plant entry, and
education – affect the implementation of
these management practices.
Although 18% of establishments adopt
three-quarters or more of a package of
basic structured management practices
for performance monitoring, targets and
incentives, 27% of establishments adopt
fewer than half of such practices. The
paper also finds that about 40% of the
variation in management practices is
across plants within the same company.
The research also finds that plants using
more structured management practices
have greater productivity, profitability,
innovation and growth; and that high use
of such management practices has a
greater impact on productivity than higher
R&D expenditure, employee skills and IT
expenditure per employee. Lastly, the four
drivers are collectively found to account
for about a third of the variation in the
implementation of management practices
seen across firms.

CEO Behaviour and Firm Performance, by
the London School of Economics’ Oriana
Bandiera et al, measures the behaviour
of 1,114 CEOs in Brazil, France, Germany,
India, the UK and the US. It finds that
managers can broadly be divided into two
types: “leaders”, who primarily co-ordinate
at a high level; and “managers”, who tend
to intervene directly in operational aspects
and place a lower emphasis on crossfunctional co-ordination.
The paper finds that while there is no
“best practice” in CEO behaviour –
behaviour that is optimal for all firms
– there is evidence of mis-assignment
of CEOs to firms. The authors estimate
that 17% of company-CEO pairs are
mis-assigned and that CEO behaviour in
high-income countries is much more likely
to correspond to firms’ needs than
in low and middle-income countries.
The paper stops short of examining
why different firms need different
behaviours (although it does posit that
the co-ordinative leader type may be
more relevant for larger, more complex
organisations). However, it finds that 13%
of the labour productivity gap between
firms in high-income countries and those
in low and middle-income countries can
be attributed to CEO mis-assignment.
It also finds that it takes three years before
it’s clear whether a CEO is the right type
for the company or not.
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REACH FOR
THE STARS
Past performance has long been an important part of limited partner due diligence
when deciding which private equity managers to back. But are GP track records as
reliable today as they once were? We discuss new research that looks into the link
between past and future GP performance. By Jay Tighe.

“BY AND LARGE,
FROM AN ECONOMIC
PERSPECTIVE,
SEEING PERSISTENCE
DECLINE AS THE PE
MARKET MATURES
MAKES SENSE”

18

P

erformance persistence, the idea
that an investment manager’s
previous performance will continue
into the future, has traditionally
been considered a key feature of the private
equity asset class. Indeed, past research
— most notably Kaplan and Schoar’s 2005
paper (Private Equity Performance: Returns,
Persistence, and Capital Flows) — found
evidence of a high degree of persistence
in the private equity industry, suggesting
that LPs investing in private equity would
generally be well served by committing
capital to GPs with strong track records.
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Yet the industry has changed significantly
since Kaplan and Schoar and others
conducted their research. It has grown
substantially, in line with the increased
popularity among investors of alternative
assets in general. Total alternative assets
under management grew from nearly $1trn in
2000 to more than $7.7trn in 2017, according
to Preqin. The financial crisis in 2007-2008
also created ripples that led to performance
issues among some of private equity’s best
known names. All of which leads to the
question: how much can LPs rely on track
record these days when selecting which
manager to back?

New research
Recent academic research that includes
information on more recent funds may help
shed light on the answer. In their 2014 paper,
Has Persistence Persisted in Private Equity?
Evidence from Buyout and Venture Capital
Funds, Harris et al revisit the question of
whether private equity funds truly exhibit
performance persistence. The researchers
separately evaluate buyout and venture firms,
and find that top-performing firms in both
categories exhibit persistence in pre-2001
vintage funds. For later vintages, however,
the performance persistence of buyout and
venture firms diverges; while venture groups
continue to demonstrate persistence, buyout
groups appear not to.

In fact, among the successor funds of
previously top quartile buyout groups, only
half outperform median benchmarks.
It’s a striking result, but not one that
surprises Robert Harris, one of the authors
of the research. “By and large, from an
economic perspective, seeing persistence
decline as the PE market matures makes
sense,” he says. “There was not necessarily
a specific event that triggered it, so much
as a natural progression as more capital
flowed into the industry. Buyout markets
have grown and become increasingly
competitive. There is an increasing supply
of talented GPs, and they learn from each
other – it’s harder to find an edge. This has
contributed to the decline of persistence.”
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David Thomas, managing partner at Court
Square Capital Partners, a US middlemarket buyout firm, agrees. “This was a
competitive business in the 1990s, and it
is a far more competitive market today,” he
says. “Firms need to be continually upping
their game or they will be left behind.”

Fostering talent
The pressure to remain competitive has led
many GPs to focus on talent management,
especially as successful partners now have
more options about where they can move
– there are now more firms to choose from
and there are many spin-out success stories
in the industry. “One of the factors behind
the diminishing persistence of buyouts
is that it is a very dynamic space, and
talent tends to disperse more readily than
in VC,” says Pantheon managing director
Susan Long McAndrews. “In buyouts, you
have more new managers able to enter
the market and the barriers to entry are
relatively low.”
Indeed, as the industry matures and the
founders of successful firms with long track
records begin to retire, succession planning
has emerged as a particular concern for
LPs. “There are still examples of buyout
firms that generate persistently good
returns, but they are relatively rare and tend
to be those that are well-managed, have
been through succession smoothly, and
where the economics flow down through the
firm,” she adds. “These are organisations
where talent is proactively nurtured
and promoted.”
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It’s a point echoed by Thomas, who
says that persistent success requires “a
thoughtful approach to developing people
and leadership”. He adds, “This is an
apprenticeship business, and junior people
need to acquire extensive experience and
learn the culture from early in their careers.
Attending investment committee meetings,
where they can observe and participate in
the decision process, speeds that learning.”

A nuanced perspective
So, while conventional wisdom states that
LPs should invest in the “same team, same
strategy, and same fund size”, LPs today
may need to adopt a more nuanced and
detailed approach. “Just knowing past
performance doesn’t give you an edge
in buyout [fund investing]”, notes Harris.
“LPs need to look behind the performance
numbers, dig into the portfolio itself, know
the portfolio strategies, and know the
partners running the firm.”
In an increasingly competitive buyout
space, for example, portfolio company
value creation has become more important
than ever. Many GPs now emphasise their
abilities to improve portfolio company
operations when raising new funds. While
research suggests that a firm’s headline
performance numbers may not be
particularly instructive nowadays, the way in
which those numbers have been achieved
and the background of what has happened
in the broader market could be far
more illuminating.

“How do GPs say that they are going to
create value, and do they have a track
record of doing it?” asks Harris. “You
can have someone that’s really good at
managing in one sector, but that sector may
have done poorly over the past few years.
She may still be very good at investing in the
sector despite the poor recent performance
relative to broad benchmarks.” Harris goes
on to agree that the decline of persistence
has upped the ante for GPs, who must now
work harder to communicate their skillsets.

Recent performance
Nevertheless, there are ways in which
track record can provide a guide for future
buyout performance, says McAndrews,
who highlights recent performance as an
important factor in LP decision-making.
“The buyout world pre-2000 and today are
like night and day,” she says. “The value
of a 15-year track record is lower now
than it might have been some years ago.
However, you can’t ever get totally away
from track record. These days, as an LP,
you really want to know what a firm has
done over the last six to seven years – that’s
much more relevant.” In a recent panel,
one of the authors of the research agreed,
stating that given the lack of persistence in
buyout funds, LPs should focus on recent
performance, even though the investments
may be unrealised.

There is evidence to suggest that many LPs
are taking this approach. Recent Preqin
data indicates that, in cases where firms’
prior funds were in the top performance
quartile, they were able to raise successor
funds much more quickly than was the
case for firms with previous funds in lower
quartiles. Nearly two-thirds (63%) of firms
with a top quartile predecessor fund raised
their next fund in a year or less, far higher
than the 40% of those whose previous fund
was in the second quartile and the 33% of
managers in the third quartile.

“ONE OF THE
FACTORS BEHIND
THE DIMINISHING
PERSISTENCE OF
BUYOUTS IS THAT IT
IS A VERY DYNAMIC
SPACE, AND TALENT
TENDS TO DISPERSE
And, while the Harris et al paper did not find MORE READILY
persistence among top performing buyout
THAN IN VC”
funds, it did find evidence of persistence
among the lowest performing funds. Over
64% of the successor funds to bottom
quartile funds produced below-median
returns. This suggests that even if the best
managers are becoming harder to spot,
the worst managers may be identifiable –
and that they are as important as ever for
investors to avoid.
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The VC perspective

Individual merit

Unlike buyout firms, venture capital
firms still appear to produce persistent
performance over time, albeit less reliably
than in the pre-2001 era. “It’s good news
for LPs investing in VC,” explains Harris,
“because persistence matters more on the
VC side—performance is more spread out.”

Given the findings on buyouts, it’s
interesting to look at why VC has managed
to hold on to persistence, a topic that some
recent papers explore. (Is a VC Partnership
Greater Than the Sum of its Partners?) by
Michael Ewens and Matthew Rhodes-Kropf,
examines whether it is the VC firm or the
specific partners that generate persistent
returns over time. They find that the partner
is much more significant than the firm. In
fact, a partner’s past performance is two
to five times more powerful in predicting
future performance than is a firm’s past
performance. This conclusion has important
implications for LPs assessing new funds
founded by partners who left another firm.
While LPs may fear that partners will be
less successful in new firms, this evidence
suggests that partners’ track records at their
prior firms is a good predictor of their
future performance.

These findings align closely with the
experience of David Clark, director of
fund investments at VenCap International.
“We definitely see persistence in venture
capital, and that informs our strategy of
focusing our investments on around a
dozen VC managers who represent our core
relationships. Out of the 146 funds raised
by these managers since the early 1980s,
around 50% of their prior funds are ranked
in the top quartile and 75% are ranked
above the median.”

“LPs NEED TO LOOK BEHIND THE
PERFORMANCE NUMBERS, DIG INTO THE
PORTFOLIO ITSELF, KNOW THE PORTFOLIO
STRATEGIES, AND KNOW THE PARTNERS
RUNNING THE FIRM”
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Other research has explored whether VC
persistence is the result of fund manager
skill or whether it could be explained by
initial luck. In their 2017 paper, (Persistent
Blessings of Luck), Lin William Cong
and Yizhou Xiao argue that even if fund
managers have identical skill, initial luck
could produce meaningful and persistent
variations in performance. A very successful
early investment could trigger a virtuous
cycle, allowing investors to gain access to
better investment opportunities, leading to
further outperformance in the future.
While LPs are hesitant to attribute VC
persistence to luck, some have noted
observations that are close to Cong and
Xiao’s theory. “There is certainly a lot of
skill involved,” notes Clark, “but we’ve also
observed that performance in the first two
funds is highly unpredictable in VC – you
may have a great team that doesn’t do
well, while others may benefit from being
in the right place at the right time. There is
a halo effect around those that manage to
outperform the rest in the early days, which
means they can then attract high-quality
investment opportunities and can raise
successor funds successfully.”

THE RESEARCH
Has Persistence Persisted in Private Equity?
Evidence from Buyout and Venture Capital
Funds, by Robert S. Harris (University
of Virginia, Darden School of Business);
Steven N. Kaplan (University of Chicago
Booth School of Business); and Tim
Jenkinson and Ruediger Stucke, (both
of the Said Business School, University
of Oxford) assesses the persistence
of performance in private equity and
venture capital funds pre- and post-2000.
Based on detailed cash flow data on over
1,400 private equity funds from over
200 institutional investors, it finds strong
persistence for buyout and venture capital
funds prior to 2000. Post-2000, however,
the authors find the persistence for buyout
funds has virtually disappeared. Venture
capital funds, on the other hand, continue
to exhibit performance persistence in post2000 vintages.

Is a VC Partnership Greater Than the
Sum of Its Partners? by Michael Ewens
(Carnegie Mellon University) and Matthew
Rhodes-Kropf (Harvard Business School/
MIT) investigates whether individual
venture capitalists generate persistent
investment results and the extent to which
these results are influenced by their firms.
Using a dataset of 19,031 financings,
the authors find evidence of partner skill,
and that a partner’s human capital is two
to five times more powerful than the VC
firm’s organisational capital in predicting
investment performance.

on VC fund performance. The authors
investigate this theory by setting up a
dynamic model and exploring its reactions
to various inputs. When two firms have
equal skill levels, a GP that produces
strong performance through luck can then
raise additional capital on better terms,
allowing the GP to have greater tolerance
for failure and thus to fund more innovative
efforts. This then increases the likelihood
of further success.

Persistent Blessings of Luck: Capital and
Deal Flows in Venture Investment by Lin
William Cong (University of Chicago Booth
School of Business) and Yizhou Xiao (The
Chinese University of Hong Kong) argues
that initial luck has an enduring impact
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THE US
ENTREPRENEUR:
A DYING SPECIES?
Studies by several US think tanks show that the number of start-up registrations is
in decline, reflecting badly on the state of entrepreneurship in the country. A recent
academic paper, however, argues that assessing the health of entrepreneurship is
more about quality than quantity. We look at the findings of this study and ask one
veteran VC deal-maker what he sees on the ground.

E

ntrepreneurship in the US is in a
bad state if figures on the number
of new business registrations are
to be believed. The Kauffman
Foundation has found, for example, that the
percentage of adults owning a business has
been in decline since the 1990s, and the
Brookings Institution says that the number
of new companies as a percentage of all
businesses has nearly halved since the
years of the late 1970s.

While these figures have led to much
debate, there is another way of looking
at what is happening, according to MIT
academics Scott Stern and Jorge Guzman.
In their recent research paper, The State
of American Entrepreneurship: New
Estimates of the Quantity and Quality of
Entrepreneurship for 15 US States, 19882014, they found that US entrepreneurship
is in a much healthier position than start-up
registration data suggest. “There are two
contrasting world views on the state of
entrepreneurship in the US,” says Guzman.

“THERE ARE TWO CONTRASTING
WORLD VIEWS ON THE STATE OF
ENTREPRENEURSHIP IN THE US”
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“On the one hand, the number of new
business start-ups is in decline, which
suggests that business dynamism is dying;
on the other, the amount of VC capital
raised for investment in start-ups is at
record highs. We wanted to understand the
reasons for this discrepancy.”
In their study, Stern and Guzman found that
the “quality” of start-up activity is a superior
benchmark for the state of entrepreneurship
than metrics based exclusively on new
business registration volumes.

A “quality” start-up, Guzman explains, is
one that has ambitions to grow rapidly and
scale up. These new companies are more
likely to create jobs in large numbers than
those that don’t have ambitions to expand.
A new biotech company, for example,
will be of higher “quality” than a local
hardware store.
In their paper, the academics create a
model that assesses quality by predicting
the chances that a start-up is taken public
or sold for a high valuation. This is based
on factors such as where a company is
registered, whether it files for patents, how
company ownership is structured and
whether it is named after its founder. They
note that these factors, known early in the
company’s lifecycle, are strong indicators
of future growth prospects. This finding
motivates their development of metrics that
measure both the quantity and quality of
new businesses.
Guzman and Stern find that in cities with
the most start-ups that meet the quality
criteria, GDP growth increases over time.
However, there is no similar link between
the number of overall business registrations
(i.e. “quantity”) and GDP growth. Further,
the paper concludes that, when measured
by quality, entrepreneurship is not in

decline, but has in fact been strengthening
since 2010. It also finds evidence showing
that the health of entrepreneurship can be
linked to business cycles.
“We found a nuanced pattern rather than a
constant trend. There was a boom up to the
end of the dotcom boom in the 2000s, then
a rise in the years after the 2008 recession.
We looked at business cycles and found
a strong relationship between boom
economies and high entrepreneurship,”
says Guzman. “Entrepreneurship appears
to be procyclical in the US. This could be
because there is more research money and
VC capital available in the up-cycle, which
motivates entrepreneurs to launch
new businesses.”
For VC fund managers, Guzman says
the quality criteria provide a remarkably
accurate prediction of a company’s chances
of success as early as when it is registered.
“It was interesting to observe how basic
public filings allow us to make a strong
estimate of a company’s chances of an
IPO or sale for a high valuation,” he says.
“VCs will already have insight into a number
of patterns, but tracking simple business
registrations and trademark filings can
complement existing methods.”

Jorge Guzman
Jorge Guzman is a lecturer at MIT Sloan
School of Management, teaching in
the business school’s Technological
Innovation, Entrepreneurship and Strategic
Management group. Guzman studies
entrepreneurship from regional, macro,
labour and strategy perspectives, and
publishes regularly on the subject. He
was awarded a Postdoctoral Fellowship in
Entrepreneurship at the National Bureau of
Economic Research in 2017.

COLLER RESEARCH INSTITUTE 25

HEAD TO HEAD

A VENTURE CAPITAL VIEW

“T
Denis Barrier
Denis Barrier is the co-founder and
managing partner of Cathay Innovation, a
global venture capital firm investing in the
US, Europe and Asia. The firm recently
raised $320m for its first investment
vehicle. Barrier is based in the San
Francisco Bay Area and was previously a
partner at Iris Capital. He also headed the
corporate venture division of Orange.

he pipeline of high-quality
companies is very strong in the
US, and there is plenty of funding
available to support them,” says
veteran venture capital investor and
managing partner at Cathay Innovation,
Denis Barrier. Indeed, he supports the
headline conclusion from the Guzman/Stern
study that the number of “quality” start-ups
is up and that “quality” is an appropriate
measure of the state of entrepreneurship.
While much of the debate in the US has
centred on a fall in the overall number of
start-ups, this is of less concern for Barrier.
Instead, he says, the focus should be on
the number of start-ups with strong growth
metrics and potential to scale, as these
are the companies that create more jobs
and deliver better returns. In this respect,
entrepreneurship in the US is healthy
because a large number of “quality”
start-ups is emerging.
“The start-up scene is vibrant and fiercely
competitive. It is not unusual to find more
than 100 companies pursuing similar
ideas. Entrepreneurs have to be able to
move incredibly quickly,” Barrier says.
“Competition is improving quality.”

Barrier also agrees with the research
conclusion that the number of successful
“quality” start-ups is linked to economic
cycles, and that the availability of
funding is an important component of
start-up success.
“Start-ups are exposed to dips in
economic cycles. You simply have to look
at what happened in the 2000 and 2008
downturns,” Barrier says. “The availability
of funding is a requirement for any start-up.
Good companies need financing, and that is
why the trend is positive right now. A lot of
funding came into the market in 2014 and
2015, and that has supported the growth of
many interesting new companies.”
So what of the idea that some of the best
start-ups are formed during downturns?
Barrier agrees that this is not simply an
urban myth. “Some great companies can
be started during downturns,” he says, “but
they are not necessarily the best. There is a
lot to be said for companies needing to be
more innovative when times are tougher –
indeed, they do need to be good businesses
to emerge and survive in this context. They
will also be ahead of the pack when the
recovery comes and in a great position

“START-UPS ARE EXPOSED TO DIPS IN
ECONOMIC CYCLES. YOU SIMPLY HAVE
TO LOOK AT WHAT HAPPENED IN THE 2000
AND 2008 DOWNTURNS.”
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to benefit from increased demand and
valuations. The point here is that VCs should
not stop investing in downturns.”
Barrier, whose firm invests in Europe
and China as well as the US, says the
research findings also offer insight into
entrepreneurship trends in these markets.
“Entrepreneurs in Europe have excellent
technical skills, but the financing market is
smaller than in the US, so they tend to take
a less risky approach,” Barrier says. “In the
US, start-ups are much more ambitious
and have global business plans. There is a
constant focus on expanding and finding
the next round of funding to support the
expansion. One reason why there has been
so much success in Silicon Valley is that the
market attracts so much capital.”
In China, meanwhile, the combination
of “quality” start-up activity and the
emergence of a supportive funding, the
two criteria for successful entrepreneurship
identified by Guzman and Stern, have
helped to drive that country’s burgeoning
VC market.

THE RESEARCH
The State of American Entrepreneurship:
New Estimates of the Quantity and Quality
of Entrepreneurship for 15 US States,
1988-2014, by Jorge Guzman from
MIT and Scott Stern, from MIT and the
National Bureau of Economic Research
(NBER), proposes that the health of
entrepreneurship in the US should be
determined not simply by the number
of new start-up registrations, but also by
their quality.
The paper estimates measures of
entrepreneurial quality based on
predictive analytics and comprehensive
business registries. It finds evidence
showing that the probability of an IPO or
a high-value acquisition can be predicted
by factors observable at or near the time
of business registration.

This finding motivates the development
of three metrics that account for both
quantity and quality of entrepreneurship.
Using these measures, the study finds
that although the aggregate quantity
of entrepreneurship is in decline by
certain measures, the quality of current
entrepreneurship is higher than in
previous decades and has undergone
an upward swing since 2010. The study
finds that higher quality entrepreneurship
follows a cyclical pattern and appears
sensitive to capital markets and overall
economic conditions.
The research is based on an analysis of
a dataset of more than 18 million publicly
available business registration records
from 15 states between 1988 and 2014.

“China is one of the most exciting VC
markets in the world today. Funding support
is in place and there is a new generation of
entrepreneurs coming through with huge
determination and clarity of purpose,”
Barrier says.
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FOLLOW
THE MONEY
Since media commentators have sometimes suggested that investors should avoid
IPOs sponsored by private equity and venture capital firms, it may come as a surprise
that venture capital firms play an important role in funding newly public companies
– often ones in which they invested pre-IPO. Yet this is exactly what a new piece of
research finds.

F

or many venture-capital backed
companies, the ultimate goal is
achieving an IPO. Not only can
this confer prestige and raise the
company’s profile, but being publicly listed
should in theory make it easier to raise
capital for investment in new projects and
growth. Yet, in practice, many newly-listed
companies struggle to raise additional equity
financing after an IPO, because potential
investors lack the requisite information to
signal the business is of high quality.

Michelle Lowry
Michelle is the TD Bank Professor of
Finance at the LeBow School of Business,
Drexel University. She is an associate editor
of the Journal of Financial Economics, and
she is a past associate editor of the Review
of Financial Studies. She is an academic
director at the Corporate Governance
Center at Drexel University.

This is where venture capital (VC) can help,
says a new academic paper by Michelle
Lowry and Peter Iliev. In Venturing Beyond
the IPO: Financing of Newly Public Firms
by Pre-IPO Investors, the authors uncover
the extent to which VC firms invest in newly
public companies and suggest that they do
so because they are able to identify
better-quality businesses.
According to the authors, this results from
venture capitalists’ relevant experience and
from the fact that newly-listed companies
share many of the characteristics of private
companies. We caught up with Lowry to
discuss the study.
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Why did you look into this area?

“There is an increasing sense that the
line is blurring between public and private
businesses. Many companies are opting
to stay private longer, and investors that
typically focus on public markets, such as
mutual funds, are increasingly investing in
these companies. It’s also true that when
they go public, many companies are not
yet ready to go it alone – they need to raise
substantial additional capital after the IPO,
and investors that typically focus on private
companies are providing a portion of
this extra funding.”
You mention the findings of an Akerlof paper
in the research – what’s the relevance here?

“Akerlof analyses cases where there is high
information asymmetry; that is, cases where
one party has superior information about
the intrinsic value of an entity. For example,
in the case of used cars, the seller of the
car knows much more about the true value
of the car than any potential buyer. The
buyer fears that the car might be a ‘lemon’,
and therefore will only buy it if it is sold at
a sufficiently low price. In such cases, an
intermediary who can come in and certify
the true value of the car can facilitate a sale
at a higher price.

“NEWLY PUBLIC COMPANIES ARE SIMILAR TO
USED CARS IN THE SENSE THAT THEY ALSO
HAVE HIGH INFORMATION ASYMMETRY”

“Newly public companies are similar to
used cars in the sense that they also have
high information asymmetry. Managers
know more about true company value than
any outside investor – potential investors
fear that the company might be a lemon.
As a result, investors are only willing to
provide funding to these companies if they
are valued at a low price, ie, the price of a
lemon. In this situation, a VC can facilitate
funding for the company at a higher price.
This is because the VC has an in-depth
understanding of the industry and, in many
cases, of the company itself – especially if it
provided funding to the company prior
to its IPO.”

What’s surprising in your study is the
frequency with which venture capitalists
backed public companies. Moreover, in some
cases they backed companies they hadn’t
previously invested in. Can you account for
why they might do that?

Your research finds that venture capitalists
are able to distinguish between high-quality
companies and lemons, doesn’t it?

“The first is the information asymmetry
we mentioned earlier, ie, that venture
capitalists’ information advantage gives
them a unique ability to differentiate highquality companies from lemons.

“Yes. VC firms specialise in finding value in
this type of company. They often have more
information, and also more experience in
young companies in high-tech industries,
than public market investors.
“We found that where venture capitalists
backed newly public companies, they had
often invested in the company already and
taken seats on its board. Thus, they had
substantial private information to assess the
quality of the business.”

“The fact that any venture capitalist invests
in a public company surprises many people.
And it’s more common than most might
think – between 15% and 25% of newly
public firms receive VC backing after the
IPO.
“When we looked into this further, there
were two possible explanations.

“The second possibility is that venture
capitalists are attempting to prop up the
value of a poorly performing investment
they had previously made in the company.
Venture capitalists’ compensation structures
might motivate them to make investments
that have a low probability of providing a
high pay-off, but a reasonable likelihood of
creating a moderate return.

“We find no evidence in support of this
second possibility. Rather, VC investments
into newly public companies are, on
average, value-enhancing. Companies’
stock prices increase by 5-8% on average
after the announcement that a VC firm has
provided funding. This contrasts with other
forms of equity-raising, such as secondary
equity offerings, and private investments in
public equity (PIPEs), where investors such
as hedge funds tend to provide finance
and where subsequent performance is
not as strong. These other investors are
not specialists in earlier-stage companies
and they don’t have the informational and
experience advantage of VC. Taken together,
the findings suggest that venture capitalists
are choosing good investment prospects
rather than propping up poor ones.
“On your point about VC firms who haven’t
previously invested – it’s a very interesting
question. We find that some VC firms simply
don’t invest in public companies. Other
venture capitalists know this and believe
it creates opportunities; they use their
experience and other sources of information
to determine high-quality companies to
back.”
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“THE BIG TAKE-AWAY FOR INVESTORS IS
TO PAY ATTENTION TO WHO THE OTHER
INVESTORS ARE IN COMPANIES”

What do you think readers should
take away from the research?

THE RESEARCH

“The big take-away for investors is to pay
attention to who the other investors are in
companies. There is a lot of heterogeneity in
these companies, and some investors have
a clear information advantage over others.
If a VC firm is providing additional funding to
a company in the first few years after it goes
public, that is generally a positive signal
about the company’s quality, according
to our research.

In Venturing Beyond the IPO: Financing of
Newly Public Firms by Pre-IPO Investors,
Michelle Lowry (Drexel University) and
Peter Iliev (Pennsylvania State University)
examine the role of VC investments
in companies that have recently gone
public, using a sample of 1,761
VC-backed IPOs between 1995 and 2010.

“While pre-IPO work carried out by VC firms
is clearly important, investment post-IPO
can generate further positive results for
fund investors and for companies, as they
are able to raise capital to realise valueenhancing projects. The fact that limited
partner VC agreements are sufficiently
flexible to allow such investments into public
companies is a good thing.”

Of the sample, 270 companies (15%)
receive financing from VC firms within five
years of going public. Of these, 60% are
funded by VC firms that have previously
backed the company; in 48% of cases
the VC firm has at least one director
on the company’s board in the year
preceding the investment; and in 45%
of cases the VC firm owns shares in the
company at some point before
the investment.
The authors find that VC firms are
motivated to invest because they have
an information advantage over other
investors, as a result of having backed
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the company itself or companies similar
to it. There is a positive effect on a
company’s share price – averaging 5-8%
– when a VC investment is announced.
Longer term, these investments generate
significant outperformance compared
with other forms of equity financing, such
as secondary equity offerings and PIPEs.
Newly public companies that can more
readily obtain post-IPO funding from their
VC firm (if they need such capital) earn
significantly higher post-IPO returns and
are significantly less likely to delist for
poor performance.
The research finds, overall, that VC
investment post-IPO provides funding
for positive net present value projects
(or those that create value) and is thus
extremely beneficial for these newly-listed
companies, which often face challenges
in raising new capital. Their investment is
viewed by the wider market as a positive
signal of a company’s value.
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