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As we write, the Coller Institute of Private Equity is in 
the final stages of its planning for its 5th annual Private 
Equity Findings Symposium on 28 and 29 May 2012. Our 
platform for this year – “Private Equity: A Marathon or a 
Sprint?” – examines a number of topical issues such as 
the relationship between team stability and performance, 
private equity’s nexus to financial services, and the race 
to the finish line in terms of portfolio company exits. As 
usual, day two will feature some of the world’s leading 
research on the industry.

Issue 6 of Private Equity Findings commences with an 
interview with Nader Tavassoli, professor of marketing 
at London Business School, who was a keynote speaker at our 2011 Symposium. Professor Tavassoli argues that 
there is still substantial work private equity firms can do to build their brands. He also suggests that in order for 
firms to differentiate themselves, employees must be at the centre of their strategy. 

This edition also examines corporate culture, another ‘soft issue’ that PE firms need to consider, especially if 
they invest in emerging markets. We look at a case study of Mekong Capital, a Vietnamese private equity firm, 
which underwent a cultural transformation process to instil a greater sense of accountability in its investment 
team. This case study is drawn from International Private Equity, an authoritative textbook authored by Professors 
Eli Talmor and Florin Vasvari of London Business School. Moving away from ‘soft issues’, we examine how PE has 
performed as an industry, featuring a groundbreaking piece of research which was first presented at a Coller 
Institute event in February 2012. Using an extensive dataset, this research provides evidence of PE substantially 
outperforming public markets.

One driver of performance in the industry, especially pre-financial crisis, has been the use of leverage. However, 
does PE ownership per se increase the chances of default of its portfolio companies? Also, in times of distress how 
effective has PE been in influencing the outcome of distressed restructurings? We explore these questions and 
others in an examination of a recent research paper on the topic.

Our roundtable examines bidding behaviour of private equity firms compared with that of strategic 
acquirers. Looking at three research papers in the area, we evaluate the factors influencing price paid, the 
circumstances in which PE pays more and whether PE reneges on agreed deal terms.

The final article in this issue looks at the paper that won the 2011 Coller PhD Prize. This research studies the 
effect of listing on a stock exchange on a private company’s quantity and quality of innovation, and compares 
VC-backed IPOs with other IPOs.

We hope this edition of Private Equity Findings stimulates a healthy exchange of views. If you have any thoughts 
on our articles, we would like to hear them. You can provide your perspectives at www.collerinstitute.com/
Research/Findings or by email at collerpe@london.edu. The most interesting comments will win a copy of 
International Private Equity. We sincerely thank all contributors to this issue and hope to see many of you at our 
Private Equity Findings Symposium or another event soon.

 

Professor Eli Talmor 
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Proportion of PE funds that met or exceeded their target, 2003-2011Add-on deals as percentage of buyout deals

Risk and return by fund strategy (vintages 2000 to 2009)

PE purchase price and debt multiples 2000-2011 (in $bn)

em funds  
on the rise

more funds on targetAdd-ons at record high

n The past few years have witnessed a challenging fundraising market, with  
even some established names delaying or abandoning attempts to raise  
fresh capital. However, for some funds fundraising has been relatively easy. 
This chart from Preqin demonstrates that capital is being deployed in funds 
that remain attractive to LPs. Almost two thirds of PE funds that had a final 
close in 2011 met or exceeded their original targets – a significantly higher 
proportion than in 2009 or 2010.

n While there are some indications that the fundraising market might be easing 
a little – the average time taken to reach a final close fell in 2011 from an 
all-time high of 18.7 months in 2010 to 16.7 months, the shortest time since 
the financial crisis hit in 2008 – the rise in funds at least meeting their targets 
is a reflection of the more realistic fund sizes being targeted by GPs. Many of the 
larger buyout houses, for example, are seeking to raise less capital for current 
funds than their predecessors, stemming the rapid increase in fund sizes seen 
in the period before the crisis.
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• Buyout       

• Natural resources 

• Infrastructure 

• Venture

• Balanced        

• Funds of funds            

• Mezzanine            

• Early stage     

• Distressed PE  

• Real estate 

• Secondaries 

• Growth

Return – median net IRRs

Size of sphere represents level of aggregate commitments to fund strategy            Source: Preqin  

15%
The percentage of global fundraising 
by emerging markets funds in 2011 
– a new record. This reflects an 
increased focus on EM funds among 
limited partners, as well as the more 
difficult fundraising conditions in 
more established PE markets. EM PE 
funds raised $38.6bn in 2011; the 
global total was $262.5bn. 

3%
The amount raised by emerging 
markets private equity funds as  
a percentage of global PE  
fundraising in 2002, according to 
Emerging Markets Private Equity 
Association figures. EM PE funds 
attracted $3.2bn of capital; 
the global total was $103bn.

BY THE NUMBERS A round-up of private equity 
trends and statistics

Sources: Ernst & Young; Dealogic; S&P LCDPurchase price multiples Deal value

Debt multiples

n  PE investment activity reduced globally by value 
in 2011 to $217.6bn, down 7% on the 2010 
figure of $235.1bn, largely the result of uncertain 
economic conditions in the second half of the 
year, according to Ernst & Young’s Global Private 
Equity Watch 2012. By volume, activity was up 
marginally in 2011 from 2010.

n  However, despite subdued investment totals, debt 
and valuations crept steadily higher, with average 
leverage multiples up from 4.7x in 2010 to 5.2x 
in 2011 and average purchase price multiples 
rising to 8.4x in 2011 from 8.1x the previous year. 

Indeed, both multiples were higher in 2011 than 
during the pre-boom period.

n  The rises are partly the result of greater confidence 
in the dealmaking environment in the first half of 
2011, which evaporated as challenges such as 
the eurozone crisis played out. Yet as the chart 
suggests, the trend for purchase price multiples, in 
particular, has been upwards: they were higher last 
year than in 2006. This possibly reflects the large 
amount of dry powder at PE’s disposal – a total of 
$370.3bn in buyout funds globally at the end of 
December 2011, according to Preqin.

n  As economic volatility continues across the world, investors are 
increasingly examining the risk associated with different investment 
strategies to determine whether they are achieving commensurate 
returns. This chart from Preqin, using performance data for more 
than 5,800 private equity funds, analyses the risks and returns 
according to the different private equity sub-asset class strategies.

n  In this analysis, risk is calculated by the standard deviation  
of net IRRs, while returns are determined by median net IRRs.

n  The chart shows that growth funds entail the highest risk, with 
a standard deviation of 24% and return of 10%. Following close 
behind with a standard deviation of 20% or more are early-stage, 
natural resources and real estate funds. The negative median 
return and high standard deviation of IRRs shown by early-stage 
(-2%) suggest the importance of selecting top-quartile performers 
in what is a risky sub-sector of the asset class.

n  Buyout funds, which account for by far the most commitments 
in private equity strategies, sit squarely in the middle of the 
risk-return spectrum, while secondary funds appear to generate 
high returns in relation to the risk inherent in the strategy – the 
standard deviation is 15% and the median net return 16%.

n  Mezzanine and funds of funds are lower-risk investments, with 
7% and 9% standard deviations respectively. However, they 
generate lower median net returns (9% and 6%)

n  As the environment for completing new deals has become more 
hostile over the last few years, add-on acquisitions to portfolio 
companies have risen sharply. At 50% of all buyout deals completed, 
add-on transactions reached an all-time high in the US in 2011. 
Other markets are witnessing a similar trend.

n  A number of factors are driving this rise. Difficulty in obtaining 
debt for new transactions, together with high price expectations 
among sellers, mean that larger, initial deals are harder to  
execute. In addition, exits are being delayed by a tough M&A and 
IPO market.

n  PE is therefore concentrating on adding value to existing portfolio 
companies through synergies and building scale. This enables  
PE to offer sellers a higher price for add-ons than it might have 
paid for a stand-alone deal and to deploy capital in deals that 
might otherwise have been too small or risky.Add-on               Non add-on                  Add-on % of buyout                          Source: PitchBook                            Source: Preqin

Vintage year of fund

Does risk bring reward in PE?

Leverage and price multiples rebound
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make operational improvements. That means 
they have to attract the right people – and that 
means bringing in more people with industry 
experience. The way a firm is seen in the 
market, the way it acts with stakeholders, such 
as management teams, and its ethos – which 
are all part of a firm’s brand – will be key to 
getting the best people on board.

“But firms also need to ensure they are 
getting into the kinds of limited auction 
processes we are seeing today early on, rather 
than being one of the last to be invited in. It gives 
them a chance to really assess a business and 
work out an angle. To be number one or two on 
the list requires a firm to have a strong brand 
with bankers and corporate finance advisers.”

What do PE firms do well?
Tavassoli: “PE has historically been good at 
financial restructuring and portfolio company 
strategy – these are areas that can generate 
value relatively quickly. Firms have built 
reputations as being good in these areas.

“PE also clearly recognises the positive effect 
that financial measures such as returns and 

marketing-related initiatives, such as articulating 
a firm’s positioning, can have on their brand.” 
(See the graph below.)

Where are they falling short?
Tavassoli: “The most celebrated people within 
PE firms are the rainmakers and those savvy at 
financial restructuring. Unfortunately, it is the very 
skills that make PE executives succeed on the 
financial front that can get in the way of longer-
term brand building and top-line growth. This 
requires ‘soft’ skills of building brand and culture. 

“If we take the example of a PE house going 
into a new portfolio company, as I’ve already 
said, the industry has a poor image and so 
employees there will naturally be fearful of job 
cuts and feel uncertain about the future. Yet the 
firm will need to drive growth in that business 
and to do that they need to execute their strategy 
and foster a strong culture, led by an engaged 
workforce. A focus on financials will only get this 
firm so far in driving growth – it needs to look at 
the effect strategy changes and financial 
efficiency will have on the people in the 
company. It needs people with softer people 
skills, not just deal-doers.”

Bottoli: “I agree – the vast majority of people 
who go into PE have great financial expertise, 
but they have never run a company or managed 
a team of people. They don’t always appreciate 
some of the softer issues involved. 

“But there are many other areas where PE 
could do better. Part of the problem is that  
PE firms don’t take a 360-degree approach. 
Often they see branding as holding events or 
functions, more formal marketing. But that  

is not effective brand building. It’s not 
differentiated.

“One area that is neglected is the public 
markets, for example. There is a view among 
public market investors that PE simply dresses 
up mediocre companies for IPO, based on 
recent experience of a number of PE-backed 
IPOs underperforming in the after-market. PE 
firms should care more about building 
relationships with public market investors if they 
want to continue taking companies public. They 
ought to have in-house resources – IR 
professionals, perhaps – that concentrate on 
working with public market investors, brokers 
and analysts. Otherwise, the risk is that distrust 
builds up – that is a major branding issue.”

So, is creating a strong brand in part about 
allocating resources appropriately?
Bottoli: “That is a large part of it. In an ideal 
world, a PE firm would have someone in-house 
at a high level with branding experience who 
develops a branding strategy with all 
stakeholders in mind. But that strategy would 
have to be implemented at all levels with the 
whole firm buying into it. Currently, PE takes a 
reactive approach to branding. Building a brand 
effectively needs to be done systematically.”

And what would you say to a firm’s partners 
who believe this is too fluffy and that hard 
returns to LPs are how they will be judged?
Tavassoli: “Of course, a PE firm is judged by  
its returns, but brand building can improve this 
on so many levels, both on the customer  
and people side. There is hard evidence that 
strong brands attract the best people – and this 
holds true across industries. For example, I have 
examined data for retail bank trainees in one  
of the largest markets in the world. The leading 
bank was rated by these trainees 26% above 
the industry’s average brand index score; the 
number six trailed it by 25%. Trainees at the 
highest-rated bank earned 1.6% below the 
industry average; at the number six, they earned 
7.8% above the industry average. In addition, 
the quality and productivity of the top brand’s 
lower-paid trainees were higher. Given that 
people costs account for about 65% of 
operating expenses for a retail bank, these 
numbers are significant.

“It’s hard to build a brand in a financial 
services business, but I would argue that it is 
even more about people in this industry than in, 
say, consumer products. A PE firm’s brand is 
affected by the touch points it has with a variety 
of stakeholders. The conduct of its people 
dictates how it will be seen in the market.” 

Watch Nader Tavassoli talk about brand value in 
private equity at www.collerinstitute.com/News/
Video/2011-nader-tavassoli/19

Why should brand be important to private 
equity?
Tavassoli: “At an industry level, private equity 
faces a real branding issue, highlighted by the 
negative coverage brought about by Mitt 
Romney’s Republican campaign in the US. PE’s 
negative reputation among the public and in 
political circles is now starting to affect the 
industry itself and issues such as tax reforms 
have risen up the agenda. The industry must 
work much harder at communicating with the 
wider world to explain its role in society.

“At a firm level, PE firms have started to 
address the issue of creating brands as they 
have now realised their importance.

“Academic research has shown that a strong 
brand improves access to capital, lower 
institutional credit spreads and is key to 
attracting talent – indeed, we are currently 
looking at whether brand enables organisations 
to attract the best people for less, including 
CEOs. Brand is also key for deal flow.”
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Why should this be more important now 
than in the past?
Tavassoli: “PE has become less about finding 
unrealised value and more about creating 
value – holding periods have lengthened, and 
capital sources have shifted and tightened.  
PE firms need to find ways of differentiating 
themselves from their competition to both 
target companies and fund investors. Firms are 
also coming under increased scrutiny from 
regulators and so their interaction with the 
authorities will determine the outcome of that 
scrutiny. Brand is integral to ensuring firms are 
viewed favourably by all these parties.”

Bottoli: “PE has a number of stakeholders and 
there is pressure on firms from all sides, so 
branding strategies need to take a 360-degree 
approach. But let’s take just a couple of areas 
to begin with.

“PE capital has become a commodity, 
sellers take a much more sophisticated 
approach and credit is more expensive, 
making a financial engineering approach 
much harder in today’s market. Firms have to 

BRAND NEW THINKING

Over the past decade, many PE firms have hired teams of investor relations professionals and 
in-house marketing people. Yet, at the 2011 Private Equity Findings Symposium, Nader 
Tavassoli, professor of marketing at the London Business School, argued that there is still much 
that firms can do to enhance their brands in what is an increasingly competitive market for 
target companies, investors and talent. In his presentation, he defined brand as being a 
trademark with a set of valued associations that helps organisations and their offerings stand 
out from the crowd. He built the case that while it is the norm to tell the market what it is that 
makes you different, what really counts is how the brand promise is delivered, in particular in 
the way employees interact with customers. To get that right, people must be at the core of 
brand strategy, and branding must be internally and not just externally focused. So how does 
this apply to PE? We discussed this with Tavassoli and Advent International operating partner 
Marcello Bottoli.

PE firms have made some progress on building brands over recent years but there is 
still some way to go, says marketing expert Nader Tavassoli. If firms are to differentiate 
themselves successfully, people must be at the heart of their branding strategies. 
Interview by Vicky Meek. 

Which PE firm attributes contribute most to a strong brand?

Brand building

Nader Tavassoli is a professor of marketing  
at the London Business School and is non-
executive chairman at The Brand Inside. He 
has a particular interest in branding, internal 
branding and customer behaviour. He has 
advised and coached executives ranging from 
high-tech start-ups to more than 30 global 
Fortune 500 companies.

Marcello Bottoli has been an operating partner 
at Advent International since 2010, advising 
the firm on investment opportunities in the 
retail and consumer sector. He was previously 
president and CEO of Samsonite Corporation 
and before that was chairman and CEO of 
Louis Vuitton Malletier.

Nader Tavassoli 
London Business School

Marcello Bottoli  
Advent International

Source: BackBay Communications Private Equity Brand Equity II Survey

CONTRIBUTORS



results. However, we also know that PE 
investing only makes sense if you are in top-
quartile funds – that’s where you achieve 
outsized returns. PE has to outperform. 
Otherwise it would be better to invest in public 
markets – you need a premium for illiquidity.”

Wellcome’s approach also enables it to avoid 
the cyclicality found in Higson’s research and 
other papers. “We recognise that cyclicality 
exists and that there is a correlation between 
PE and public markets,” says Carega.  
“Short-term movements are of less concern to 
us as we are a long-term investor. However, the 
fact that we don’t have set allocations means 
that we don’t have to invest in PE if the 
expected returns are not there.”

While there is little in the study to surprise 
Carega, she says that such research is 
immensely helpful for LPs. “Some investors 
have found that their PE investments have 
done little or no better than public markets,” 
she explains. “This kind of analysis is helpful 
because it enables investors to hone in on 
where performance has not been good.” 
Otherwise, there might be a temptation to 
believe that PE as an asset class has not 
performed well.

Instead, as the Higson et al. study suggests, 
successful PE investing is down to manager 
selection – a process Carega describes as 
“more art than science”. “You have to pick the 
best people, particularly as you are locking up 
your capital for at least 10 years and, as in the 
case of evergreen funds, conceptually in 
perpetuity,” she says. “That takes data analysis 
on areas such as how long a team has been 
together and whether the strategy stacks up, 
but it’s also about the judgement of the 
individuals you are backing and whether they 
are working within the right framework for them 
– there are wide variations in team culture, for 
example, from dictatorship to democracy. 
There’s no one right formula, so you have to 
decide whether a particular structure is right for 
the individuals involved.”

Assessing unrealised investments is a 
challenge for LPs and the approaches taken by 
the different academic papers each have 
merits, says Carega. “There is no single answer 
to this,” she says. “It really depends on the 
manager. In some instances it may well be right 
to write off investments where there has been 
little movement for some time – some 
investments can get left behind. We approach 
this by ensuring we understand the manager’s 
valuation policy. We don’t want to spend time 
second-guessing managers.”

A long-standing LP, Wellcome 
Trust has a slightly different 
approach to PE fund investing 
from most other investors. 
“We look at our entire portfolio 

as a single entity, rather than having set 
allocation targets that we need to achieve,” says 
Francesca Carega, co-head of Wellcome’s 
absolute return and buyouts team. “This allows 
a unique perspective in that we don’t have to 
invest in a particular asset class if we don’t 
believe the right returns can be generated.”

This, she adds, enables Wellcome to choose 
the best PE managers. “In our experience, PE 
outperforms public benchmarks, just as the 
Higson study finds,” she says. “We have 
conducted our own analysis and found similar 

Private equity performance has 
been a contentious issue among 
academics, with various studies 
showing contradictory results (see 
Private Equity Findings, issue 2, 

pp 12-15). Of the three most prominent  
studies (see box-out), two found equal or 
underperformance on a net basis relative to the 
S&P and one found outperformance.

But the authors of a new study, Chris Higson 
of the London Business School and Rüdiger 
Stucke of the University of Oxford, have revealed 
new evidence. Their research, which was first 
presented at a Coller Institute event, points to 
outperformance of 500 basis points per annum 
over the S&P 500 by US buyout funds between 
1980 and 2008. Omitting the younger funds 
with 2006-2008 vintages, they find excess 
returns of 800 basis points per annum.

Higson says: “We wanted to understand why 
the results of the two most influential studies 
[Kaplan, Schoar and Phalippou, Gottschalg] 
were so at odds with the stories from papers 
based on LP results, which were more positive. 
This was an issue that had to be resolved.”

The new research, The Performance of 
Private Equity, covers 85% of the US buyout 
fund universe by capital raised across nearly 
three decades – a more comprehensive dataset 
than other studies have used and spanning a 
longer period. It is drawn from Cambridge 
Associates’ data, made available for the first 
time to researchers, which has the integrity of a 
broad set of LP data. But even this only covers 
60% of the universe by value, so the academics 
hand-collected further data from LPs to reach 
the 85% mark. “This is as good a sample as 
you are ever going to get,” says Higson. “It’s 
close to a complete dataset and removes the 
problem of selection bias.”

The authors were not surprised by the 
results. “Given the growing flow of capital 
towards PE over the years, it would have been a 
surprise if we had found that PE didn’t deliver 
to LPs,” says Higson.
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The other key difference between the Higson 
et al. research and the Kaplan et al. and 
Phalippou et al. papers was treatment of net 
asset values. While Kaplan et al. chose fair 
market values and Phalippou et al. opted to write 
off investments whose valuations had not moved 
for several months as a means of assessing 
unrealised returns, Higson and Stucke 
discounted these investments using the rates 
being paid in the secondary market in mid-2010.

However, the research did chime with past 
literature in some respects: it found a wide 
variation in performance between funds. Only 
63% of the funds in the sample generated 
returns in excess of the S&P 500, and it found 
that the average fund did much better than the 
median, suggesting that outperformance is 
driven by positive outliers. This adds to the 
weight of evidence that suggests manager 
selection in PE is of paramount importance to 
LP returns. It also found evidence of high 
cyclicality in returns, with fund vintages in the 
early years of each decade – times of downturn 
– performing much better than those raised 
towards the end of the decade – the boom 
years, when capital flowed freely to funds.

The results, says Higson, should serve to 
reinforce much of what LPs know already. 
“They should draw reassurance that PE 
performance was, objectively, as good as they 
thought overall,” he says. “The research 
confirms what LPs know about the importance 
of manager selection and highlights that they 
should be aware of the cyclical nature of PE – 
herd investing is disastrous for the asset class.”

Next on Higson’s agenda is the benchmarks 
issue. “We used the S&P 500 as our 
benchmark because the other studies did,” he 
explains. “That was because we wanted to 
document the bias in other studies. But the  
S&P 500 is an imperfect benchmark. PE 
investments are highly illiquid, highly leveraged 
and relatively small in size – unlike the S&P 500. 
So we can’t say conclusively that buyout funds 
create a certain amount of value.”

THE PERFORMANCE PUZZLE
How does private equity perform against the S&P 500? Academics have 
long been debating this question. But the authors of a new study claim 
they now have the answer. What’s different about this paper? And what 
do the results mean for limited partners?  

By Vicky Meek.

Francesca Carega
Carega is co-head of the absolute return and 
buyouts team at the Wellcome Trust. She is 
responsible for the private equity, multi-
strategy and credit hedge fund portfolios. 
Previously, she was in the private equity fund 
of funds team at Merrill Lynch and before 
that worked at New York-based Rho Capital.

The research

Chris Higson
Higson is a professor in accounting at London 
Business School (LBS), where he has stood as 
chair of the Accounting Group and director of the 
School’s Financial Seminar for Senior Managers. 
He has degrees in philosophy and economics 
from University College London, and a doctorate 
in finance from LBS. He is a chartered 
accountant and worked for Deloitte & Touche.

HEAD to Head

In The Performance of Private Equity, Higson 
and Stucke study how PE has performed 
relative to public equity benchmarks. Their 
study covers 85% of the universe of US buyout 
funds raised between 1980 and 2008, by 
capital raised, using Cambridge Associates 
data supplemented with other LP data.

It finds that the sample outperformed the 
S&P 500 by 544 basis points per annum, and 
when young funds – raised between 2006 and 
2008 – are stripped out, outperformance rises 
to 809bps per annum. Over the whole period, 
the equally weighted average IRR is 468bps 
above the S&P 500 with the median fund 
outperforming by 390bps, a finding that 
contrasts with previous literature that finds the 
average or median fund does not outperform 
public equity. However, consistent with other 
studies, the authors find that the substantial 
excess returns are driven by outliers: average 
performance is higher than the median and 
just 63% of funds outperform the S&P 500.

The authors also seek to address the issue of 
how to treat NAVs. Using only liquidated funds 
between 1980 and 2000, average excess 
returns are reduced to 462bps per annum, but 
assuming remaining fund interests could be 
sold at observed secondary market discounts in 
mid-2010, average returns are 508 bps higher 
than the S&P 500.

The study finds that absolute PE returns are 
cyclical, with earlier years in each decade 
returning upwards of 18% IRR, lowering to 
single digits in the later boom years.

By contrast, two influential papers, Private 
Equity Performance: Returns, Persistence and 
Capital Flows, by Kaplan and Schoar, and The 
Performance of Private Equity Funds by 
Phalippou and Gottschalg (see Private Equity 
Findings, issue 2, pp 12-15), found lacklustre 
performance in PE. The first suggested that 
average funds returned, on a net basis, the 
same as the S&P 500; the second that 
average net returns were 3% below the S&P 
500. Another paper, The Cash Flow, Return 
and Risk Characteristics of Private Equity by 
Ljungqvist and Richardson, found net returns 
were 5% to 8% higher than the S&P 500, but 
this was based on data from a single LP.

“given the growing 
flow of capital 
towards PE, it 
would have been  
a surprise if we  
had found that  
PE didn’t deliver  
to LPs”

“PE has to 
outperform. 
otherwise it 
would be better 
to invest in public 
markets”



OFF THE    
    RAILS?
Private equity is often criticised for overleveraging businesses 
and increasing their chances of distress. But how much truth is 
there in this claim? A recent research report set out to examine 
this question and how effective PE firms are at resolving financial 
distress in their portfolio companies. By Grant Murgatroyd.

With the spotlight firmly on 
Republican frontrunner Mitt 
Romney, private equity is being 

scrutinised more than ever. The accusation 
that PE firms strip assets and pile 
unsustainable levels of debt onto companies, 
increasing the likelihood of financial distress, 
is one that refuses to go away. Bain Capital, 
the firm Romney co-founded, hit the 
headlines some years ago when KB Toys fell 
into bankruptcy shortly after the private equity 
owner had recapitalised the retail chain and 
taken out a hefty dividend. 

As the press extensively reported, such 
examples raise questions over whether private 
equity pushes companies into distress and 
how it resolves distress situations.

Edith S Hotchkiss of Boston College,  
David C Smith of the University of Virginia and 
Per Strömberg of the Stockholm School of 
Economics set out to answer these questions 
in Private Equity and the Resolution of 
Financial Distress (see box-out on p13). 

“When we hit the downturn in 2007, it 
became apparent that a lot of the highly 
leveraged companies at that point were 
private equity-backed, so it raised a question 
of how vulnerable PE-backed firms in 
particular were to a downturn,” says 
Hotchkiss. “When we started this project, we 
didn’t really know.” 

The data
The first challenge was constructing a valid 
dataset of a comprehensive and unbiased 
sample of PE-backed companies over time 
that included information on whether they 
went into financial distress and on the 
restructuring process while in distress, as well 
as a set of control firms. The authors used 
Reuters LPC Dealscan and Dealogic records 
of firms borrowing from the leveraged loan 
market between January 1997 and April 
2010, filtered to include only firms that 
received a non-investment grade rating from 
Moody’s at some point during the period, to 
produce a dataset of 2,156 companies. 
Restricting the analysis to rated leveraged loan 
issuers is critical because it allows the 
identification of defaults in private companies 
for which 10-K statements are not available. 
Defaults were thus identified using Moody’s 
Default Risk Service database, defined as: a 
missed interest or principal payment on a debt 
obligation; a filing of a court-led bankruptcy; 
or the execution of an out-of-court  
“distressed exchange”. 

Just under half of the 991 sample firms 
were PE-backed at some point during the 
sample period, while 549 firms experienced a 
default between 1997 and 2010. Default rates 
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varied substantially depending on the year of 
the deal, ranging from 12.3% for LBOs 
undertaken in 2001 to 31.6% for deals 
undertaken in 1997 (see graph on p14). 
Default rates reduced considerably for the 
LBO sample from 2008 onwards, possibly 
because they had not yet had time to 
experience a default.

Comparing PE-backed companies with 
other highly leveraged companies, the authors 
found that, over the entire sample period, 
5.1% of PE-backed companies defaulted 
against 3.4% for those not backed by private 
equity. However, controlling for differences in 
company credit ratings, the study finds that 
PE-backed companies are no more likely to 
default than others, suggesting that it is not 
private equity ownership per se that increases 
the likelihood of default, but the amount of 
leverage used. 

Surprise finding
“You can read it both ways,” says Hotchkiss. 
“The leverage drives the default probabilities 
– it dominates everything else. But it is the 
private equity firms that are putting the high 
levels of leverage on these companies, so to 
that extent they are not exactly blameless.” 
This finding was unexpected: the authors had 
thought that active ownership and monitoring 
by a private equity shareholder might 
decrease the likelihood of default.

Leverage is a core component of the buyout 
model and competition for assets during the 
boom years drove up debt-to-Ebitda multiples 
across the buyout spectrum. PE-backed 
companies took on more leverage than the 
control group, as reflected by poorer credit 



summer 2012  |  findings  |  13  

to be negotiated with creditors before a 
bankruptcy filing. This reduces the risk of 
creditors holding up the reorganisation plan 
and it can be more tax-efficient. PE-owned 
firms were also more likely to restructure out 
of court, where the financial costs of distress 
appear to be lower. 

“Pre-packs have attracted negative 
publicity, but they are a very effective way to 
ensure the least possible disruption to a 
business, and that ultimately should benefit all 

stakeholders, including employees and 
creditors,” says Green. 

The time spent in default is another 
measure of the efficiency of the distress 
resolution process. Given the direct costs such 
as fees and restructuring expenses and 
indirect costs on the company’s operations, a 
quicker resolution should be associated with 
higher efficiency. The median restructuring 
time for all defaults was 11 months, with 
PE-backed defaults being significantly quicker 

at resolving their financial distress – the 
average time was 4.9 months shorter than 
other defaults. 

“A public company with senior debt, bonds 
and shareholders that gets into difficulty and 
has a new money requirement will likely need 
to tap its shareholders through a discounted 
rights issue or placing, which takes time,” says 
Andrew Wollaston, restructuring partner at 
Ernst & Young. “You don’t have the same 
flexibility you have in the private equity world, 

Quality control
Shaun Middleton, managing partner of UK 
mid-market private equity firm Dunedin 
Capital Partners, argues that the quality of 
monitoring is key: “Organisations that have 
good oversight – not just from the executives 
on the deal but others in the firm – and 
experience of previous downturns highlight 
problems early and would have been more 
proactive about dealing with problems before 
they hit. But where there was massive 
dislocation very quickly, it didn’t matter 
whether you were PE or any other owner: 
things came to a shuddering halt.”

Yet the expansion of the PE sector may also 
play a role in the high default rates shown in 
the study, as investors increasingly targeted 
companies that were perhaps not suited for 
an LBO structure. 

“If you are going to put a lot of leverage into 
a deal, you want a secure revenue stream and 
a scalable or flexible cost base,” says Mark 
Raddan, restructuring partner at KPMG 
responsible for relationships with PE clients. 
“Retail is an example where you have no 
visibility over revenue day-to-day, plus a high 
fixed cost base in rent and salaried staff. You 

can question whether putting leverage into a 
retailer makes sense.”

Private equity also appears to have made 
some erroneous assumptions about the 
robustness of businesses. For example, in 
February 2008, global private equity firm 3i 
invested in a £174.5m buyout of laser eye 
treatment business Ultralase, with the aim of 
funding a roll-out. 

As a healthcare play, the business – which 
was in market growing at 12% per annum – 
appeared to have strong defensive 
characteristics. But when the downturn hit, 
sales plummeted because laser eye surgery is 
a discretionary item and much of it was 
financed through consumer credit, which 
dried up. Control of Ultralase passed to its 
banks through a pre-pack administration in 
February 2010.

The study also looked at recapitalisations 
and acquisition financings, defined as any 
loan where the proceeds were used to 
refinance existing loans and/or pay dividends 
or finance acquisitions. Despite public 
criticism that such transactions contribute to 
future financial distress, the authors found 
that while PE-backed firms made greater use 
of such refinancings, particularly during the 
boom years of the late 1990s and mid to late 
2000s, they had no impact on the probability 
of default. Just 5.1% of PE-owned firms had a 
dividend recapitalisation within three years of 
default. The result does not surprise private 
equity practitioners. “A dividend recap is like a 
secondary buyout, but dividend recaps 
weren’t as highly geared as a secondary 
buyout might have been,” says Middleton. 
“Banks weren’t always keen to let an 
incumbent owner take as much cash off the 
table as they might have been when a new 
owner was coming in, leading the due 
diligence and putting in new equity.”

Restructuring time
However, when companies do reach the point 
of restructuring, the research found evidence 
that private equity ownership was more 
effective in dealing with the situation. For 
example, PE-backed companies have a 
higher proportion of pre-packaged 
bankruptcies, which account for 28% of 
private equity defaults versus 14% in the  
non-PE-owned defaults. In a pre-pack, a 
preliminary reorganisation plan is more likely 

“ But it is the 
private equity 
firms that are 
putting the 
high levels of 
leverage on these 
companies, so to 
that extent they 
are not exactly 
blameless”
Edith Hotchkiss, Boston College

The research

ratings. Based on Moody’s data, PE-owned 
firms were two notches further down the 
scale, with an average rating of B2 against  
B for the control group. 

“There was a lot of overleveraging in the 
boom, though it is hard to say how much 
blame for that is on the private equity houses 
and how much on the banks for allowing that 
kind of risk through their credit committees,” 
says Tim Green, managing partner of 
European private equity firm GMT 
Communications Partners. “The combination 
of a dramatic economic recession and a 
disastrous tightening of liquidity in debt 
markets didn’t lead to anything like the level of 
restructurings that people expected. Banks 
adopted an ‘amend and extend’ philosophy 
rather than deal there and then with a default, 
which went a long way to reducing the 
number of restructurings that there could 
have been.”

Nevertheless, approximately 25% of all 
companies in the leveraged loan sample 
defaulted from 2007 to Q1 2010, a higher 
default rate than any other in the sample 
period. “We can’t tell this from the data, but 
my feeling is that it is probably happening 
because of how rapid the downturn was –  
the equity is under water so quickly there is 
not a huge amount they can do to avoid 
default,” says Hotchkiss.

In Private Equity and the Resolution of Financial Distress, 
Edith Hotchkiss of Boston College, David C Smith of 
University of Virginia and Per Strömberg of Stockholm 
School of Economics examine whether private equity 
ownership is more likely to lead to financial distress and 
how PE firms influence the outcome of distressed 
restructurings and the costs of distress.

The paper uses information from 2,156 leveraged loan 
borrowers from January 1997 to April 2010, tracking when 
PE firms enter and exit as owners of these firms and 
recording when they default. Firms remain in the dataset 
until their default or acquisition. Firms are included in the 
dataset for an average seven years of the 14-year period, 
yielding 12,737 firm-year observations. All firms in the 
sample are highly leveraged, high credit risk firms and 
typically pay large spreads on the loans they receive. About 
half the firms in the sample (1,062 or 46%) are PE-owned 
at some point during the same period.

PE ownership does not increase the probability of default
The default frequency among PE-backed firms is 5.1%, 
versus an average 3.4%. However, when using the credit 
rating at the time of the last financing to control for 
differences in leverage, it appears that the PE-backed firms 
are no more likely to default compared with the control 
firms. It is also noteworthy that despite the criticisms that 
PE firms engage excessively in dividend recaps, which are 
thought to lead firms to financial distress, the paper finds 
no support for this view, although these practices are found 
to be more common among PE-owned firms.

PE-owned firms are more likely to remain independent  
after default
PE-owned firms are more likely to remain independent 
after default, rather than be sold or liquidated piecemeal. 
This is true for profitable, economically viable firms but not 
for the unprofitable ones (negative EBITDA). 

PE-backed reorganisations are quicker
On average, PE-owned firms completed reorganisations 
more than four months earlier than control group firms, a 
result that is partly explained by a higher frequency of  
pre-packaged bankruptcies among PE-backed firms. 

PE characteristics matter
Within the PE-backed defaults, the authors show that firms 
backed by PE sponsors with more financial and reputational 
capital are more likely to restructure out of court and resolve 
financial distress quicker, while they are more likely to 
remain independent after financial distress is resolved. 

PE investors are important acquirers of bankrupt assets
Around 26% of all bankruptcies end up with a PE fund  
as the controlling shareholder, although it is rare for the 
pre-default owner to remain in control; pre-bankruptcy 
equity holders retained control in 8% of cases.  
Pre-bankruptcy creditors, including banks (20%), hedge 
funds (10%) or other unknown creditors, including 
bondholders (36%), were most likely to end up in control 
of the restructured firm. 

Creditor recovery rates are lower in PE-backed companies
While recovery rates on bank loans are more similar 
between PE-backed and non-PE-backed firms, there is a 
significantly lower rate of recovery to bonds for PE-backed 
companies. The authors suggest as possible explanations 
for these lower recovery rates that PE-backed firms enter 
default with higher debt levels but also that they could be 
more successful in restructuring debt in default through 
concessions from bondholders.

The paper uncovers a potential downside of PE-backed LBOs
The authors conclude that the costs of financial distress 
due to excessive leverage in PE-backed firms could offset 
the economic gains from active ownership and 
governance.

“ Banks adopted 
an ‘amend 
and extend’ 
philosophy 
rather than 
deal there and 
then with a 
default, which 
went a long 
way to reducing 
the number of 
restructurings”
Tim Green, GMT Communications 
Partners
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are much higher than for bonds (85% 
compared with 34%). The authors suggest 
that PE owners may be better at getting 
concessions from bondholders, particularly 
where they are investing more equity.

“Bondholders are more commercial by 
nature than banks tend to be,” says Green. 
“If you approach bondholders in a 
restructuring and say we are going to put 

more equity in but only at this level of 
leverage, the bondholders are either wiped 
out or converted to equity. If it is very 
apparent that break-even value is just above 
the senior debt level then if someone is 
prepared to put more money in, bondholders 
will be prepared to take a share of the equity 
because they mark-to-market in a way that 
banks don’t and are quicker to realise that 
their investment has gone.” 

Overall, the picture is far more complex 
than private equity’s critics would allow. 
There certainly seems something in the 
charge that PE-backed companies are more 
liable to default than others, but that is a 
function of the debt being applied as 
opposed to the ownership type. However, 
private equity’s ability to restructure and 
ensure distressed companies move forward 
rather than going into liquidation is a key 
distinguishing feature of the industry and one 
that, the study finds, can help financially 
troubled businesses: in total, about 20% of 
all bankruptcies end up with a PE fund as the 
controlling shareholder. 

Nonetheless, the finding that the cost of 
financial distress caused by too much 
leverage offsets any gains from active 
ownership is one to which all participants 
should pay heed.

“ A public company 
doesn’t have the 
same flexibility as 
the Private equity 
world, where a 
cheque can be 
cut at the precise 
moment you  
need it” 
Andrew Wollaston, Ernst & Young

where a cheque can be cut at the precise 
moment you need it which, though subject to 
investment committee approval, is a relatively 
easy thing to do.”

Private equity’s ability to inject more cash, 
together with a desire to maintain good 
relations with banks, is one of the key drivers 
of this increased efficiency in restructurings. 
The study found that firms with greater 
reputational and financial capital were able to 
restructure more quickly and were less likely 
to go to court. “One of the most interesting 
areas of PE restructuring is the legitimacy of 
the PE house’s seat at the table,” says 
Raddan. “If a restructuring is triggered, it 
comes down to where value breaks in the 
business and what the private equity house is 
prepared to bring to the restructuring. The first 
question a lender would ask is: are they 
prepared to put more money in?” That will 
certainly give them a seat at the table.”

“Banks definitely view PE houses through a 
lens of how they have behaved on deals that 
didn’t go as well as everyone had hoped,” 
adds Middleton. “If you are prepared to 
support the business when times are tough, 
how you deal with the bank in discussions, 
whether you are proactive rather than just 
treating the bank as provider of cash and then 
ignoring them, will influence how open they 
are to remedial action.”

Private equity’s strategic approach can also 
be found in bankruptcy filings. 61% of the  
PE firms in the sample which defaulted filed 
for bankruptcy in Delaware, compared with  
36% of non-PE firms. It is well known that 
filing in Delaware is a strategic choice, as 
Delaware bankruptcy court is more efficient 
and gives preferential treatment to owners.

Recovery rates
Counter to the positive effect of private equity 
on outcome and time in distress, recovery 
rates to creditors for PE-backed companies 
were 6% lower than the 55% average recovery 
rate for the non-PE-backed companies. 
Wollaston says this is because PE-backed 
companies were more leveraged in the first 
place: “On origination bondholders took 
comfort from the fact that there was a well-
recognised PE house owning the asset and 
taking it forward, so a lot of PE situations ended 
up with more debt, particularly junior debt.” 

Not surprisingly, given the seniority in the 
capital structure, recovery rates for bank loans 

Source: Private Equity and the Resolution of Financial Distress (2011)                 
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then working to improve it. Cultural issues 
were at play.

“Although we were investing a lot of time to 
help companies, we weren’t effective at 
getting them to deliver the returns expected by 
our shareholders,” says Freund. “Instead, our 
staff were often explaining why a particular 
company was no good or saying they didn’t 
have the resources or information they needed 
internally. In Vietnam, there is a tendency to 
be indirect in communication.” Freund found 
local staff were reluctant to speak to authority 
figures in a direct way for fear of offending 
them. In addition, staff found it hard to hold a 
respected member of the community – such 
as a CEO – accountable for poor results.

Freund’s response was to draw up a plan to 
change corporate culture. Just one month into 
the process, Mekong’s second and third most 
senior investment staff resigned because they 
disagreed with the transformation plan. 
Freund found another expat, Thomas Lanyi, to 
become director of investments. “Selecting a 
foreigner to be his second in command was 
not a trivial move, as many people thought it 
was the exact opposite of what he should be 
doing,” says the case study. But importantly, 
Lanyi was an experienced investment 
professional, unlike many of the local people 
Freund had hired before. He also brought a 
directness of approach that many Vietnamese 
employees had struggled to adopt.

Led by Lanyi – Freund had harboured 
doubts about his own ability to manage a 
Vietnamese team – the transformation process 
consisted of consolidating the investment 
teams, identifying, exposing and handling 
persistent complaints and excuses, and 
getting people to take responsibility for them. 
Freund was an avid follower of cutting-edge 
management theories and so the culture was 
then set around the five key values of 
responsibility, integrity, results, leadership and 
communication, with the first value core to 
everything that Mekong set out to do. This was 
not an easy process, given that these values 
ran counter to Vietnamese practices of 
respect, patience and subtlety. Many team 
members left, and the institutional knowledge 
that resided within Mekong went with them.

The outcome
The results of this process became apparent 
in early 2010. Despite the global financial 
crisis and the fact that the average staff tenure 
at Mekong was just two years, to the 2009 
year-end MEF II was showing a gross 

MD of the export division. The latter turned 
this division around, cutting the workforce 
from 2,000 to 1,200. Revenues grew by 23% 
in 2007 and by 35% in 2009.

The experience taught Freund some 
valuable lessons: scaling manufacturing 
businesses was difficult and, importantly, 
dealing with a founder without international 
company experience was much harder than 
backing younger, entrepreneurial founders.

MEF II therefore targeted businesses that 
would profit from increasing disposable 
incomes and consumption levels among 
Vietnam’s burgeoning middle classes. It took a 
top-down approach by identifying market 
leaders in fast-growth sectors – by definition 
companies not seeking investment. 
International Consumer Products was a typical 
investment: founded by a young entrepreneur, 
the business had a suite of household and 
personal care and food brands targeted at 
Vietnamese consumers.

The new strategy was to help target 
companies plan over the longer term – five 
years or more – and encourage management 
to think about an IPO or to be an attractive 
target to a multinational company, together 
with a clear value-creation operational 
strategy. This was fundamentally different 
from the year-to-year basis on which 
Vietnamese companies tend to operate. 
Taking this approach, Mekong managed to 
take positions in leading Vietnamese 
companies that weren’t even looking  
for investment.

In 2007, Mekong had three funds under 
management – MEF I, MEF II, plus a 
privatisation and pre-IPO fund – totalling 
$168m in commitments and a portfolio of 18 
companies. By year-end 2007, Mekong 
valued the first fund’s portfolio at 2.46x 
invested capital. However, mixed results were 
emerging from the second fund, with 
aggregate net profits dropping 14% from the 
previous year. Freund knew that he had to act.

The transformation
Freund looked at Mekong’s organisational 
structure. There were three investment teams 
– one for each fund – which had led to a rapid 
increase in headcount. Yet Mekong’s 
problems were also more deep-rooted. 
Portfolio companies’ agreed operating and 
financial targets were routinely being missed 
and Freund was hearing a variety of excuses 
from the investment team: they were not 
taking responsibility for poor performance and 

students Richard Turner and Adolfo Vinatea.
One of the biggest challenges inherent in 

emerging markets is finding the right team: PE 
experience is usually thin on the ground. This 
is a particular issue in Vietnam, which, unlike 
some other emerging markets, lacks returnees 
with relevant experience. As the case study 
documents, after deciding against bringing in 
people with a finance or auditing background, 
people with local political connections or 
people from overseas, he took the unusual 
step of advertising in local newspapers to hire 
senior people from multinationals with 
operational experience when he established 
the firm in 2001.

What started out as a small team for 
Mekong’s first fund grew quickly as it went on 
to raise its second and third funds in the mid 
to late 2000s. In 2006, Mekong had a total 
staff of 27; by late 2007, this had jumped to 
48, at which point more than half the team 
had worked there for less than a year. Such 
rapid expansion was bound to cause 
difficulties, particularly as new recruits needed 
to learn PE investing and monitoring skills and 
build relationships with portfolio companies.

Strategy
Mekong had also undergone an overhaul of its 
investment strategy. Its first fund targeted 
export-led manufacturing businesses, with a 
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focus on making operational improvements. 
At the time, Freund took the view that Vietnam 
was set to be the next Taiwan.

However, this strategy proved harder to 
execute than Freund had imagined. Furniture 
and interior contracting company AA 
Corporation is one example. Despite having 
international customers, increasing exports 
and a highly regarded local businessman as 
founder, by 2006 its revenues were falling. 
Financial systems and management needed 
improving, the management team had skills 
gaps, and old and expired inventory needed to 
be written down. At this stage, Freund brought 
in another US expat, Chad Ovel, to become 

V ietnam holds enormous 
promise for those interested 
in capturing the growth of 
emerging markets. It tends to 
be overshadowed by the more 

obvious and larger Chinese market, but it has 
a young, dynamic population of nearly 90 
million – substantially larger than most 
European economies, for example – with the 
largest group aged between 15 and 25, a GDP 
growth rate of over 6% for much of the last 
decade, a liberalising economy and a cohort 
of young, eager entrepreneurs.

Yet investing successfully in emerging 
markets is never straightforward. So, when US 
expatriate Chris Freund, founder of 
Vietnamese PE fund Mekong Capital, 
approached the London Business School 
about producing a case study, Coller Institute 
of Private Equity chairman Eli Talmor felt it was 
a great opportunity. “Here was a firm with 
three funds to examine – a long history in 
emerging markets terms – in a market that is 
mid-way through liberalisation,” says Talmor. 
“Mekong had also been through its own 
transformation, providing an instructive setting 
for some of the difficulties involved in 
managing an emerging markets firm.” The 
result is Mekong Capital: The Importance of 
Corporate Culture in Emerging Market Private 
Equity, put together by Talmor, plus LBS MBA 

BEHIND THE MYTHS
Conventional wisdom dictates that hiring local people is 
key to investing well in emerging markets. But as the case 
study of Mekong Capital demonstrates, success requires 
a far deeper understanding of local business and cultural 
factors than this implies. By Vicky Meek.

Case study

performance of 25% IRR and, as a whole, 
Mekong’s portfolio companies were exceeding 
their net profit targets.

“The experience of the last few years has 
taught me a number of lessons,” explains 
Freund. “One is that corporate culture really 
matters. By changing our strategy for MEF II, 
we were able to target businesses that were 
more likely to embrace accountability and 
work within our data-driven investment 
system, which centres on key performance 
indicators. But that would only work if we had 
a culture at Mekong that looked beyond 
excuses and saw how issues could be 
resolved. So, the other key lesson has been 
the importance of a shared vision in our firm.”

Lessons learned
“The case study demonstrates not only that 
you need to learn from your past mistakes, but 
that when you find problems you need to act 
fast to resolve them,” says Talmor. “Chris’s 
experience showed that the belief that simply 
hiring local people ensures good performance 
is flawed. It’s all about execution and how you 
manage those people. He took some difficult 
decisions and these were not popular with all 
his staff, yet once he had taken decisive action 
– with the help of an experienced professional 
– results improved. However, there was a 
serious cost: staff turnover meant that 
institutional memory was partially lost and that 
takes time to build.”

Freund agrees. “We lost people when we 
started the transformation process,” he says. 
“I had assumed it was obvious that we needed 
to change, but that wasn’t the case. If I’d 
understood that, I’d have spent more one-on-
one time with the senior team members – their 
resistance slowed the process.”

Mekong has recently exited two 
investments – AA and International Consumer 
Products – and is part way through raising its 
third private equity fund, which will continue 
MEF II’s strategy. Mekong has a number of 
promising companies in its portfolio, including 
mobile phone retailer Mobile World, which 
increased its store network 40-fold between 
MEF II’s investment in 2007 and the end of 
2011, and is expected to exit at 18x entry 
price. MEF II portfolio companies saw net 
profit growth of 35% in 2011.

The Mekong case study is taught in the London 
Business School Private Equity Elective and PE 
Masterclass. It also appears in International 
Private Equity by Eli Talmor and Florin Vasvari.

“THE BELIEF THAT 
HIRING LOCAL 
PEOPLE ENSURES 
PERFORMANCE IN 
EMERGING MARKETS 
IS FLAWED”
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Buyout funds have been accused of overpaying in auctions, particularly 
during boom years. But is this true? One recent study appears to suggest 
that PE outbids other buyers, while another finds that trade buyers pay 
more. We spoke to the authors of three studies into this area, plus three 
practitioners, to find out what’s really going on. 

Commercial logic suggests that strategic buyers will generally value acquisition 
targets more highly than financial ones, mainly because of the value of synergies. 
Yet private equity has gained a reputation for outbidding trade buyers by 
overpaying, particularly during the boom years. So is there evidence that this is 
true? And how do PE firms behave differently from strategic buyers in auctions? 
Two recent research papers compare the approaches taken by each: one finds 
that trade acquirers usually value targets more highly than PE and therefore outbid 
financial buyers; the other, which looks at corporate asset sales (divestments of 
business units as opposed to whole company sales), concludes that PE bids 
higher and finds evidence of PE’s ability to restructure a business unit as a 
standalone entity. We examine these studies, together with a third that finds PE 
firms guard their reputation so strongly they sometimes proceed with deals even 
when the economics are considerably less attractive than first thought. We 
discuss the results with three of the authors, two GPs and an investment banker.  
Chaired by Clancy Nolan.

BIDDING BEHAVIOUR 
Alexander Gorbenko and Ulrich Hege, your 
papers appear to come to different 
conclusions.
Gorbenko: “Overall, we find that in takeovers, 
strategic bidders are willing to pay a higher 
premium relative to the market value of a 
target. On average, strategic bidders are willing 
to pay a premium of 16.7%, versus 11.7% for 
financial bidders. However, Ulrich and I are 
agreed that financial and strategic bidders 
value target characteristics differently because 
they have a different rationale for buying. On 
closer analysis, we found that strategic bidders 
are willing to pay a higher premium for smaller 
companies, for targets that have a lot of cash 
and targets that do a lot of research and 
development. Financial bidders want to 
improve a target in terms of operations, 
corporate governance, or they are searching for 
an underperforming asset. So they are willing to 
pay a larger premium for companies with lower 
cash flows. So, although strategic bidders pay 
more overall for acquisitions, there are 
circumstances under which PE will pay more.”

Hege: “Strategic bidders have synergies; PE 
doesn’t and so you would expect them to pay 
more. However in corporate asset sales, which 
are what we study, we see private equity bid 
generously for assets where they see they can 
generate a lot of value. Our study contradicts 
Alexander’s research that finds the opposite 

relation (that strategic bidders outbid PE) but 
that is partly because they are looking at the 
purchase of full companies, rather than 
business units.

“In our research, we observe the market 
reaction on the share prices of the company. 
Typically, this is about 1% when a seller sells 
an asset. That is much smaller than the gain 
for shareholders if there’s a takeover bid. 
When PE makes the winning bid, there’s a 
market gain for sellers of 3.8%. We find that 
private equity creates value, in the sense that 
the assets in our sample robustly outperform 
their benchmark firms while they are under 
PE control. They outperform their benchmark 
firms by a staggering median growth rate of 
firm value of 14% annually. And they are high 
precisely when PE is outperforming the 
benchmark even more. Private equity must 
know something about the value potential that 
is in those assets, because they tend to bid 
higher when they later outperform.”

What is so important about your focus on 
asset sales rather than full company 
processes, Ulrich?
Hege: “If we want to understand the bidding 
competition between PE and strategics from a 
value perspective then asset sales are very 
different from full-firm acquisitions. Asset 
sales allow a much cleaner observation of the 
valuation hierarchy: asset sales are typically 

seller-initiated, there is almost always bidder 
competition, and sellers do not need to ask 
shareholders. In mergers, target shareholders 
ultimately decide, you have agency concerns 
on the target side, and bid levels may reflect 
differences in target resistance between 
strategic bids and PE bids. These differences 
play a much smaller role in asset sales.”

So why does PE behave differently when 
looking at whole companies compared 
with asset sales?
Hege: “What is different in a divestiture is that 
the business is no longer shielded by a larger 
organisation. It needs to transform to be able 
to fight on its own in the marketplace. Up to 
then, the business was a subsidiary; when 
facing adversity or underperforming, it could 
always go to headquarters and plead its case, 
and the underperformance could be hidden 
from the stock market because divisions do 
not report separately. The divestiture changes 
all that, forcing the business to stand on its 
own feet, and face market discipline. We  
think private equity can often play a forceful 
role in this transformation process. As 
Alexander also says, private equity is likely to 
bid high and to create considerable value 
when it can help a business to profoundly 
reorganise and transform. This would explain 
why private equity so often bids successfully 
in divestitures.”

Alexander S Gorbenko is an assistant professor 
of finance at the London Business School. He 
received his MA from the New Economic School 
in Moscow and his PhD from Stanford University.  

Alexander S Gorbenko
London Business School

Tom Spivey is a principal and partner with 
McColl Partners, focusing on the execution and 
origination of transactions in the Southwest 
and Western regions of the US. He previously 
worked in M&A at Bear Stearns.

Tom Spivey
McColl Partners

Darren Friedman is a partner at customised 
account manager StepStone, focusing on 
co-investments, mezzanine investments and 
PE fund investments.

Darren Friedman
StepStone

Brian Rich is managing partner and co-founder 
of New York-based Catalyst Investors. He 
previously founded TD Capital, where he 
oversaw approximately 40 investments 
totalling more than $600m.

Brian Rich
Catalyst Investors

Steven M Davidoff is a professor at the  
Michael E Moritz College of Law at The Ohio 
State University. His book, Gods at War: 
Shotgun Takeovers, Government by Deal and 
the Private Equity Implosion, was released in 
2009. He writes regularly for the New York 
Times’ DealBook website. 

Steven M Davidoff
The Ohio State University

Ulrich Hege is professor of finance at HEC 
Paris. He jointly holds the FBF Chair in 
Corporate Finance. He earned MA degrees in 
economics from the University of Frankfurt and 
Princeton University, and received a PhD in 
economics from Princeton University.

Ulrich Hege
HEC Paris
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Ulrich finds evidence of PE restructuring 
skills. What’s your view, Alexander?
Gorbenko: “We find that there is a subset of 
targets – underperforming mature companies 
with low cash flows – that are surprisingly 
valued more by an average financial bidder 
than an average strategic. The reason, we 
think, is that strategic bidders might have 
some synergies, but relatively few with such 
companies. But financial bidders are 
particularly good at reorganising a company, 
at doing a complete overhaul of its business. 
There are operational and financial synergies, 
and improvements to corporate governance 
they can bring to the table. For these targets, 
financial bidders tend to be better suited. 
Strategics typically don’t want to enter this 
lengthy restructuring process – they lack the 
necessary expertise so it’s too costly for them.”

What accounts for the difference in bidding 
behaviour between the two groups?
Hege: “Our preferred explanation is that PE is 
good at shaping a firm that has been a division 
and readying it for life as a stand-alone firm. 
An asset can use some nurturing from PE 
control. It doesn’t seem to be an industry 
effect. That’s a hypothesis I hear every so often 
– that PE is good at identifying industries that 
have a future. We don’t find evidence for that.”

Gorbenko: “It depends on the health of the 
business. Financial bidders care about a 
target’s cash flow. When a company has a low 
cash flow, the financial bidder will pay a higher 
premium over the market price, because this 
indicates that the company is underperforming. 
But both financial and strategic bidders do care 
about leverage of a company. We find they are 
willing to pay more for moderately leveraged 
companies, although strategic acquirers are 
more sensitive to leverage in their valuations 
than are financial bidders.”

“But it’s also about how the two groups 
arrive at their valuations. A large part of 
strategic bidders’ valuations come from their 
private, bidder-specific synergies. A financial 
bidder’s valuation mostly depends on 
observable market characteristics, such as 
information about the targets from the market 
and financial statements. Financial bidders 
are still different from each other because they 
have different capabilities, different 
restructuring skills, different investment 
horizons and different exit strategies. But 

these private differences, we find, are much 
smaller than those across strategic bidders.”

What’s the practitioners’ view of how 
private equity behaves versus strategics?
Spivey: “In my experience, the population of 
bids often forms in the shape of a bell curve, 
and strategic bidders will be at either end of 
the bell curve, depending on the level of 
synergy. PE firms tend to cluster their bids in a 
tighter valuation range. That’s because most 
work with a similar capital structure and have 
similar required rates of return on equity. It will 
be interesting to see what happens now we’re 
on the other side of the financial crisis. 
Strategic buyers are flush with cash and Wall 
Street is putting pressure on them to deploy it. 
On the private equity side, we’ve seen 
valuations go up a bit since the recession. 
We’ve seen competition increase as the 
number of bids has risen, but there is not yet a 
clear pattern about which type of buyer is 
willing to pay the most.”

Rich: “In my view there is a fundamental 
difference between the two types of buyer. 
Strategic buyers are exactly that: strategic. 
They do their models, and when you read 
about them buying younger companies at 
multiples that are off the charts, that is 
because it made a huge impact to their sales 
or cost structure. PE, however, is more of a 
blank slate. Firms ask: What can I do to this 
business to make it more profitable, through a 
different management team or supplementing 
the business in some other fashion? Or they 
have some contrarian view of the market and 
where they think an industry is heading.”

Do market conditions affect PE bids more 
than those from strategics?
Gorbenko: “It turns out that strategic bidders 
do not usually change their premiums in 
response to market fluctuations, while 
financial bidders do. Financial bidders are 
willing to offer a higher takeover premium  
in times when either the market goes down or 
when cost of borrowing is low, although that 
doesn’t necessarily mean they overpay in 
boom times. One explanation for this is that 
when the market goes down, both good and 
bad companies go down. Financial bidders 
have an expertise in finding good companies 
that go down with the market and bid for 
them. Financial bidders also react to changes 

in the cost of borrowing, reflected in credit 
spreads. When debt is cheap, they are  
willing to pay more. Strategic bidders usually 
tend to pay out of pocket so they do not  
seem to be affected by debt markets. 
However, for large targets – say, more than 
$1bn in market capitalisation – strategic 
bidders have to offer equity in exchange for 
the target. Then, their willingness to pay for 
large targets is likely to be more related to 
global market conditions.”

Spivey: “Yes, PE’s behaviour is more affected 
by market conditions. Strategics are looking to 
buy and hold on to assets; PE firms have a fund 
life and must exit their investment over a period 
of time, say between three and six years. Some 
PE firms might traditionally rely on IPO 
markets. A frothy IPO market may tempt these 
firms to bid aggressively on a company that is a 
good future IPO candidate. In addition, PE 
firms are much more reliant on debt market 
conditions, as they rely on leverage to fund a 
portion of the purchase price. PE firms are 
more able to pay premium valuations in a frothy 
credit market environment.”

So are the critics right? Does private equity 
overpay for assets?
Hege: “We don’t see any evidence of this. We 
show they pay a lot in corporate asset sales 
– they are generous and will pay more than 
strategics. But we also show that the high 
prices are really warranted by the 
performance. When PE firms bid high, our 
research shows that these high bids bear fruit 
and that these businesses perform well 
following the deal.”

Gorbenko: “We don’t find evidence of this 
either. We do find that in takeovers, PE firms 
pay very close to their maximum willingness to 
pay (the break-even price, the price at which 
benefits less costs of a takeover are zero). 
Financial bidders only underpay about 7% 
relative to their maximum willingness to pay. 
Strategic buyers on average tend to underpay 
more, about 15%. Altogether, strategics pay 
more than PE firms, and they would be able to 
pay even more than they often do if their 
financial competitors were stronger.”

Friedman: “Yet there is no denying that the 
prices paid in 2006 and 2007, in relation to 
long-term multiples, were high. PE firms got to 

those prices based on models that didn’t have 
a downturn case and had high levels of very 
low-cost leverage. There is a reason that 
people are more cautious today.”

How has the financial crisis affected PE 
bidding behaviour?
Gorbenko: “Willingness to bid drops 
substantially during a crisis. There is limited 
access to debt and equity markets. Debt 
markets particularly limit private equity 
bidders. Also, the pool of financial bidders 
who survived the crisis is smaller than before, 
which means lower participation rates in 
takeover contests.”

Friedman: “People are stress-testing their 
models more now. When private equity 
underwrote transactions before the crisis, they 
stress-tested to the one or two standard 
deviation event. No one stress-tested to the 
four, five or six standard deviation event. Now, 
I think people are running that case of: ‘What 
if things go very, very wrong?’.”

Spivey: “Before the crisis, there was more 
financing and certainty. Now, private equity 
bids will generally have a financing stipulation 
that indicates that if they can’t raise an 
appropriate amount of leverage, they can walk 
out of the deal. Before the crisis, a company 
on the market might already have committed 
debt financing in place for potential buyers. A 
PE firm could accept that financing, or go 

shopping around for a better debt package. 
That kind of stapled financing is very rare now, 
particularly for middle-market transactions. 
Stapled financing certainly made it easier for 
PE firms, because it set a floor of debt 
available to help fund a potential transaction.”

The issue of walking away from a deal 
leads us to Steven Davidoff’s research. You 
look at how reputation plays a large part in 
PE dealings. What is the tipping point for 
PE firms to abandon a deal?
Davidoff: “Our research, which included the 
financial crisis years, looked into how PE’s 
decision of whether to walk from a transaction 
was affected by the issue of reputation. The 
key for us in looking at these transactions is 
the way that contract structure worked at the 
time. We found that private equity firms had a 
low-cost option to walk from a transaction – 
roughly 3% of the deal cost. When the 
financial crisis hit, a lot of these transactions 
were already entered into. If a deal was under 
water more than 3%, in many circumstances 
it made sense economically to walk. In some 
cases they did walk. In other cases they 
completed the deal.

“The question was: how much pain would 
private equity firms be willing to bear? Private 
equity contracting is a repeat game; they have 
reputational value to protect. When the 
financial crisis hit, in order to preserve their 
reputations, they completed a number of 
deals that did not make economic sense. We 
find that if the losses are equal to or greater 
than 7% to 8% of fund size, the firm is then 
willing to walk. Below that threshold, they are 
willing to complete those transactions.”

Rich: “I don’t believe anyone should close on 
a deal if they know they will generate a loss. 
The current environment is making private 
equity willing to walk away more readily than it 
was previously. However, I do think that PE 
behaviour has changed in the early phases of 
the deal process. Many firms are now more 
aggressive in bidding situations, causing the 
seller to believe they are further along in the 
process than they really are. I see firms trying 
to cast themselves in the best possible light in 
that first and second stage – saying things like, 
we have people in our firm who know your 
industry, we already have internal approval… 
However, it’s true that once a legal agreement 
is signed, walking away is a rare bird.”

“Many firms 
are now more 
aggressive in 
bidding situations, 
causing the seller 
to believe they are 
further along in 
the process than 
they really are”
Brian Rich, Catalyst Investors 

“Financial bidders 
care about a 
target’s cash flow. 
When a company 
has a low cash 
flow, the financial 
bidder will pay a 
higher premium 
over the market 
price, because this 
indicates that 
the company is 
underperforming”
Alexander S Gorbenko, London 
Business School

“Strategic buyers 
are flush with  
cash and Wall 
Street is putting 
pressure on them 
to deploy it”
Tom Spivey, McColl Partners 
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So what does this say about private 
equity honouring initial agreements?
Davidoff: “PE firms honour initial 
agreements when it’s in their interest. They 
are willing to walk away from a deal when  
the economic penalty exceeds the hit to  
their reputation.”

Friedman: “They usually honour initial 
agreements because they have to, unless the 
economics really don’t stack up. Firms get a 
bad name if they’re always putting in bids for 
assets, only to drop their bid when they start 
doing due diligence.”
 
Rich: “Reputation is key. The industry is not 
that big. In a deal, you’ll know not only how 
the firm behaves, but how specific principals 
behave. It’s not only: will they go forward with 
the deal? From the term sheet to due 
diligence, there are a thousand different 
details. How much is in escrow? How much 
is the working capital adjustment? The 
second highest bidder can be the preferred 
bidder where people believe they will behave 
better, resulting in a closed deal.”

What do these studies’ findings mean for 
all participants in an auction process?
Gorbenko: “Our research should help 
bankers advise on the optimal number of 
bidders target companies have to invite to 
maximise their net benefits and shareholder 
value in a takeover. It should also be possible 
to determine what the optimal combination 
of financial and strategic bidders is for each 
company on an individual basis.”

Hege: “The results of our study suggest that  
if you are selling an asset or you are the 
bookrunner, you want to make sure private 
equity is at the table. You want to time the 
moment of an auction when there is ample 
liquidity supply in the PE market. This  
should raise the price and ensure the best 
conditions for a PE bid, and in turn force 
strategic buyers to bid very competitively.”

Davidoff: “One thing has become clear: 
before the financial crisis the penalties for 
breaking a deal were much less significant 
than they are today. Post-financial crisis, they 
have almost doubled, which is one way to 
quantify the effect of reputation – private 
equity firms have collectively been penalised 
for their conduct.”

The research

In Asset Sales and the Role of Buyers: Strategic Buyers versus Private Equity, 
Alexander S Gorbenko of the London Business School and Andrey Malenko of 
Stanford University found that strategic bidders typically value a target more than 
financial bidders, and often outbid private equity buyers. An average strategic 
buyer is willing to pay a premium of 16.7% to the market value of a target, versus 
11.7% for financial buyers. However, the study also finds that there are 
circumstances in which financial bidders will value targets more – when they find a 
large, mature, underperforming business. 

The study is based on an analysis of US corporate takeovers announced and 
completed between 1 January 2000 and 6 September 2008. The source is the 
M&A database of the Securities Data Corporation. 

The study also finds that financial bidders are more sensitive to market conditions 
than strategics when arriving at valuations – they pay higher premiums relative to 
market values after a period of low market returns and when credit spreads are 
lower. Strategic valuations are relatively persistent over time, however. The report 
also suggests that due diligence is more important for strategics than financial 
bidders, with private components of valuations accounting for 26% for the former 
and 15% for the latter – financial bidders’ valuations are more tied to observable 
factors, such as information about a target in the market and financial statements. 

In How Does Private Equity Bid in Corporate Asset Sales?, Ulrich Hege, Stefano 
Lovo, Myron B Slovin, all of HEC Paris, and Marie Sushka of Arizona State 
University, found that PE buyers are likely to bid, and bid more aggressively, than 
strategic buyers in large corporate asset sales, where there are expected 
restructuring gains.

Based on data for 1994 to 2004, the sample includes 481 US corporate sales of 
assets valued at $100m or over by publicly traded firms. It finds that sellers earn 
positive excess returns of 3.78% when private equity buys an asset, but only 
around 1% for strategic buyers. For assets acquired by PE that subsequently exit, 
the study finds that the mean annual growth rate in enterprise value is 48.45% 
(median 18.69%), significantly higher than comparative public companies, which 
see a mean increase of 20.53% and median of 6.12% per annum. This, according 
to the study, shows that private equity has valuable restructuring skills and 
suggests that despite the high prices, it does not overpay for assets.

In Broken Promises: Private Equity Bidding Behavior and the Value of 
Reputation, Matthew Cain of the University of Notre Dame, Steven M Davidoff of 
the Fisher College of Business and Antonio Macais of Texan Christian University 
estimate the reputational value to private equity firms in honouring the terms of 
buyout agreements. The study, based on 227 US buyouts from 2004 to 2010 in 
deals larger than $100m, found that sponsors are willing to lose up to 5% to 9% 
of their fund size, 51% to 58% of their equity commitments or around $200m to 
$400m in nominal dollars to maintain their contracting reputations, but will walk 
away from a deal if losses exceed these amounts. It also found that median 
penalties for non-completion have increased from 2.2% of deal value pre-crisis 
to 4.7% post-crisis, reflecting the fact that PE bidders were more likely to 
terminate contracts during the 2007-2008 crisis and that there is a higher 
likelihood of default where termination fees are lower.

“How does private equity benefit 
from today’s volatile financial 
environment?”
Professor Eli Talmor 
Chairman, Coller Institute of Private Equity, London Business School
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difficult to know whether the overriding factor is 
the selection of the investor relative to the 
contribution of the VC to the technology firm.  
We don’t have much evidence on the causal 
effect of VCs.” 

Fisher agrees: “I wouldn’t credit the VCs.” Any 
difference in the results, he says, is a function of 
the governance structure that investors put in 
place, and the VCs’ ability to pick a winner. 

Patently wrong?
There is, however, a question mark over whether 
the measure used – patents – in the research is 
the right one, particularly if you are attempting to 
measure a broad section of companies. Fisher, 
for example, points out that patents are essential 
in sectors such as biotech and pharma, but are 
less often used, or at least harder to enforce, in 
software and internet companies, which might 
be better protected by focusing on trade secrets 
instead. This, he says, might skew the results to 
innovative companies in a few sectors. Fisher 
adds that patents are not necessarily a marker of 
commercial success. In Israel, which produces 
the most scientific papers per capita (109 per 
10,000) in the world, there is too much 
emphasis on patents, he argues. “A lot of people 
think that if you have a patent, there are dollar 
signs attached to it, and that’s not true.”

Bernstein agrees that patents are not a perfect 
gauge. However, they serve as a standard and 
accepted proxy for innovation. “Patent citations are 
an indicator of the number of future technologies 
that rely on current innovations,” he adds. It’s also 
important to stress that the focus of Bernstein’s 
study was to measure the impact on research 
efforts and he does not conclude that the lower 
patent output will negatively affect performance.

The author is also keen to point out that the 
findings are not necessarily negative about public 
markets. “It is very likely that much of the high-
quality innovation produced in the years leading to 
IPO is a direct result of the option to go public,” the 
report concludes. In other words, the prospect of 
floating can be an incentive to focus on high-quality 
and novel R&D projects, as the markets value IP. 
Moreover, stock markets have a systemic function. 
They provide the liquidity that makes possible 
institutional investment in loss-making start-ups.

“PayPal founder Peter Thiel once said that 
technology companies should postpone IPOs  
as long as possible, and I agree,” says Bernstein. 

“Once a company goes public, a lot of the  
money raised is channelled into employees and 
market pressures make pursuing long-term 
projects complicated.” 

quarterly earnings pressure of the public 
markets that turn a company away from  
blue-sky research, or are other factors at play? 
For instance, could it be that companies go 
public only after a significant innovative 
breakthrough and that the results simply reflect 
a reversion to a more normal level of innovation? 

Bernstein sought to answer this question. His 
research analysed companies that filed for an 
IPO but chose not to go through with it. He could 
therefore look at two sets of companies with all 
the same characteristics, the only difference 
being that one group decided to withdraw from 
the IPO – for example, because of market 
fluctuations beyond their control. The author 
found that the companies that went ahead with 
the IPO saw a decline in innovation novelty 
compared with those that remained in private 
hands. This suggests that mean reversion is not 
an explanation for the results.

Bernstein also looked at whether the cause 
was that managers in public companies have a 
lower incentive to innovate. To do this, he 
compared innovation patterns in venture capital-
backed companies that list versus those that are 
not VC backed, on the basis that VCs monitor 
portfolio companies closely, retain a stake in 
companies post-IPO and institute a strong 
alignment of interest between management and 
shareholders. The results show that VC-backed 
companies don’t experience the decline in 
innovation seen in other IPOs.

Yet this does not necessarily mean that VCs 
actively promote technological advancement. 

“Different VCs have different strategies,” says 
Bernstein. “Some remain highly involved, even 
after they exit; others choose not to do so. It’s 

“ a firm’s objectives 
change once it 
becomes publicly 
traded. It tends 
to be much more 
focused on 
profit-making”
Shai Bernstein, Harvard 
University  

The research
In Do Equity Markets Affect Innovation? 
Evidence from Initial Public Offerings 
Shai Bernstein uses patent-based 
metrics to measure the scale and 
novelty of corporate innovation in the 
years after an IPO. The sample includes 
45,299 patents of 1,811 companies 
that filed for a US IPO between 1985 
and 2003. The data spanned the three 
years before the IPO filing and the five 
years following. 

The research finds a decline in the 
quality of patents (measured by average 
citations) following an IPO. The patents 
also decline in average measures of 
originality and generality (a means of 
capturing the fundamental nature of 
companies’ research). 

The paper uses a new method to rule 
out the possibility that the decline in 
innovation is driven by an innovative 
shock before listing followed by a 
reversion to mean after the IPO. 
Bernstein shows that the companies that 
listed saw a decline in innovation novelty 
relative to a set of companies that 
withdrew their IPOs (which would revert 
to the mean) – for example, because of 
market fluctuations beyond their control.

The research also rules out an 
increase in innovative scale following 
IPO – which might generate a lower 
average patent quality – and finds 
instead a repositioning of research to 
lower impact areas.

The paper finds evidence that the 
reduction in innovation novelty is a 
result of lack of incentives. Splitting the 
sample into venture capital-backed 
IPOs and non-VC-backed IPOs, 
Bernstein finds that VC-backed IPOs 
did not experience the decline in 
innovations the other IPOs experienced. 
The suggestion is that it is the 
disconnect between management and 
shareholders (not generally seen in 
VC-backed companies) that explains 
the decline in innovation post-IPO.

produce fewer novel patents and less fundamental 
research than before listing – a finding based on 
measures such as patent citations and the 
originality and generality of the patents.

At first glance, this may seem counterintuitive. 
Public companies have access to capital, which 
should enable them to pursue innovative activities. 
Indeed, many VCs agree. Adam Fisher, partner in 
Israel for Bessemer Venture Partners, says that 
R&D spending rarely decreases after tech 
companies take the plunge on public markets. 

Alex van Someren founded ANT and nCipher, 
both of which floated in the UK, and is now a 
partner at Amadeus Capital Partners. He agrees 
too. “The findings sit oddly with my experience. 
Investors understand that such is the pace of 
innovation that in order to sustain profits, R&D 
spending needs to continue. If anything, investors 
seem to welcome heavy investment in R&D.”

Indeed, Bernstein finds that companies tend 
to increase R&D efforts after IPO. It is the quality 
that reduces. He finds that the availability of 
capital that companies have after IPO leaves 

E arlier this year, Yelp debuted on 
Nasdaq at $25 per share, valuing 
the company at 20x its 2011 
revenues. The consumer review 
website is still loss-making. At a 

time of growth-crushing austerity and economic 
brinkmanship, technology companies can 
clearly still pull off toppy IPOs. The aftermath, 
however, is often less ebullient.

Some studies (such as The Going Public 
Decision and the Product Market – Chemmanur, 
He and Nandy, and Entrepreneurial Learning, 
the IPO Decision and the Post-IPO Drop in Firm 
Profitability – Pastor, Taylor and Veronesi) have 
shown that profitability and productivity decline 
once IP-rich companies go public. But what 
impact does the transition to public markets 
have on their technological advancement? This 
is the subject of Do Equity Markets Affect 
Innovation? Evidence from Initial Public 
Offerings, by Shai Bernstein of Harvard 
University, which won the 2011 Coller PhD Prize. 

The study indicates that post-IPO companies 

them better able to acquire technologies via 
M&A, which means there is less need to develop 
fundamental research in-house.

Short-termism 
Bernstein argues that market pressures play a 
role in the reduction of high-quality innovation. 
He notes that managers are more likely to 
become sensitive about share price and focus 
on projects that materialise quickly rather than 
chase long-term ambitions. “My interpretation of 
the findings is that the objectives of a firm 
change once it becomes a publicly traded 
concern,” says Bernstein. “It tends to become 
much more focused on profit-making, leading 
management to place greater emphasis on 
innovation that can be commercialised.”  

There is, therefore, a strong incentive for listed 
companies to play it safe, with short-term gains 
taking precedence over longer-term, more 
difficult and costly projects (myopia in public 
markets is explored in Private Equity Findings, 
issue 5, pp18-21). Yet is it really the scrutiny and 

Access to capital should mean that newly listed companies increase their levels of innovation.  
But is this the case? The latest paper to win the Coller PhD Prize explores this issue and 
compares the results with VC-backed IPOs – with some interesting results.  
By James Harris.
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IPO: A GREAT IDEA?
the coller phd Prize
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The Coller Institute has released two new apps 
compatible with all major tablets, including  
the Apple iPad, BlackBerry Playbook  
and Android platforms.

PRIVATE EQUITY FINDINGS APP 
Our Findings app is available for all issues  
of our publication and is designed to enhance 
your viewing experience on tablet devices:
   Layout optimised for tablet viewing  

(portrait and landscape orientations)

   Ability to browse issues even when internet 
connection is not available

   Push notification when new issues  
are available

   Share with social networks (Facebook, Twitter) 
with ability to customise sharing message

   Swipe functionality for page turning 
and browsing

  Pinch functionality for zooming in and out
   Clippings feature, which enables articles  

to be saved on a clipboard for future viewing

 The app is available on iTunes.

EVENTS APP
The Events app has been released initially for our 
Symposium but will include all Institute events 
in due course. The app is designed to promote 
interaction, with connectivity to social media 
and the ability to access real-time updates via 
push notifications. The app has a number of key 
features which mean you can:

   Access the event programme and speaker 
biographies

   Receive real-time updates on event 
information, including presentations, 
academic papers and video footage

  Discuss events using hashtags
  Book and pay for your place at the event
  See venue information and maps

The app is available on iTunes or via  
events.collerinstitute.com

Case Studies

In terms of case writing, 2011/12 has been the most 
active year ever in the Coller Institute’s history. The 
Institute has sourced and is now working on a pipeline 
of eight cases. These will be taught in upcoming private 
equity and venture capital electives at London Business 
School and also the School’s MasterClass in Private 
Equity, designed for executives. The cases will also be 
included in the forthcoming second edition of 
International Private Equity.

The pipeline includes cases from Africa, China 
and Brazil. Highlights include a case on the owner of 
London’s iconic Gherkin building and another on one of 
the most successful exits in private equity history:

Evans Randall: Evans Randall is a privately held 
investment banking and private equity group specialising 
in alternative assets. This case will examine two of the 
firm’s real estate investments. 

Since the beginning of 2005, Evans Randall has 
acquired more than £4bn of commercial real estate in 
the UK and mainland Europe, typically in the range of 
£100m to £500m. 

Either before or immediately following completion of  
an acquisition, the firm sources equity contributions  
from co-investors and actively manages these 
investments to maximise value. The firm targets prime 
investment assets let on long leases to very strong 
covenant tenants. One of London’s landmarks, the 
Gherkin, is included in its portfolio.

 
Nordic Capital and Nycomed: This case will recount the 
story of Nordic Capital’s ownership and divestment of 
leading pharmaceutical company, Nycomed. 

Nordic Capital initially acquired Nycomed in 
1999, transforming the business into a speciality 
pharmaceutical company with a strong sales and 
marketing platform in Europe and Russia/CIS, and exited 
the business in 2002. 

In 2005, Nordic Capital reinvested in Nycomed as the 
controlling shareholder and successfully executed on  
an exciting growth strategy incorporating M&A and 
organic growth. 

Its exit of the company in 2011 to a strategic Japanese 
buyer was emphatic. The transaction was valued at 
€9.6bn, making it the largest PE trade sale in Europe and 
the third largest ever globally. 

The deal generated one of the largest ever capital gains 
in history. Under Nordic Capital’s leadership, Nycomed 
developed into a world-class pharmaceutical company 
with a strong market position, product portfolio and  
R&D pipeline. 

Coller institute of private equity news

How does private equity perform against the S&P 500? And how does team stability 
contribute to overall performance? Two recent pieces of groundbreaking research 
presented at the Coller Institute aim to answer these questions. By Hans Holmen.

Research Update

THE PERFORMANCE OF PRIVATE EQUITY -  
13 FEBRUARY 2012
At this Coller Institute of Private Equity event, Chris Higson, a professor 
in the accounting group at London Business School, presented 
a groundbreaking piece of academic research on private equity 
performance. See page 8 for details. Video coverage of the event can 
also be found at www.collerinstitute.com/News/Video/coller-institute-
exclusive-the-performance-of-private-equity/36.

LISTED VS NON-LISTED PRIVATE EQUITY - 28 MARCH 2012
Co-hosted by the Coller Institute of Private Equity and the ICAEW 
Corporate Finance Faculty, Jon Moulton, chairman, Better Capital and 
Louis Elson, managing partner, Palamon Capital Partners, debated the 
pros and cons of publicly quoted and private fund models of PE. Video 
coverage of this event can be found at www.collerinstitute.com/News/
Video/head-to-head-debate-listed-vs-non-listed-private-equity/37.

ANGEL INVESTMENT FORUM - 25 APRIL 2012
This event convened a panel comprising two angel investors  
(Paul Atherton and Michael Anderson), an entrepreneur (Brandon 
Stephens, founder of Tortilla restaurants) and a VC (Alliott Cole of 
Octopus Ventures) to give an understanding of angel investors, the 
ventures they back and how VC firms fit into the ecosystem.

UPCOMING EVENTS

PRIVATE EQUITY FINDINGS SYMPOSIUM -  
28 AND 29 MAY 2012
The Symposium is the Coller Institute of Private Equity’s flagship event. 
This event bridges the worlds of leading practitioners and  
academics and has in the past attracted speakers such as Wilbur 
Ross, Martin Halusa, Josh Lerner, Steven Kaplan, Antoinette Schoar  
and Per Strömberg. 

Our theme for this year is “Private Equity: A Marathon or a Sprint?”. 
The conference will examine the most effective ways for PE firms  
to ‘get to the finish line’ in current market conditions.

Details of our speaker line-up can be found at www.collerinstitute.
com/Events/Show/78 and our new Events app, which can be 
downloaded from the App Store (see left).

RISK MANAGEMENT IN PRIVATE EQUITY - AUTUMN 2012
This event will examine risk management frameworks and systems  
in PE. Stay tuned for further details.

COLLER PRIZE IN PRIVATE EQUITY - AUTUMN 2012
The Coller Institute recognises the best private equity research  
by students. Categories are the Masters Prize, open to London Business 
School students, and the PhD Prize, which is open to PhD students  
from around the world. The deadline is 31 July 2012. For more details, 
visit our website, www.collerinstitute.com.

RECENT EVENTS

Event Calendar

P rofessor Chris Higson and Dr 
Rüdiger Stucke presented their 
research on the performance of 
private equity at a Coller Institute 
exclusive on 13 February. This 

research paper sheds new light on private 
equity’s performance and is featured on page 8.

As reported in Issue 5 of Findings, Francesca 
Cornelli, academic director of the Institute, 
has undertaken research on the topic of team 
stability in private equity and its relationship 
to performance. This paper empirically tests 
the prevailing paradigm in the PE industry that 

team stability is a key component in achieving 
consistent performance. In fact, it is the first 
piece of research to do so. The research is 
highly topical given the evolving environment for 
private equity, with financial engineering playing 
a lesser role in value creation and operational 
improvements growing in importance, 
suggesting operational skills are paramount. 

The paper is based on a novel dataset 
obtained from Capital Dynamics with a joiner 
and leaver time series covering the period 
from 1990 to 2008. This includes detailed 
information on 56 PE firms (including fund 

characteristics, performance and deals) and 
2,500 individuals employed by these firms over 
the sample period.

The research provides evidence that teams 
that adapt perform better. The research also 
finds that turnover of professionals with financial 
backgrounds has little impact on returns, while 
operational skills require frequent updating in 
order to drive performance. We expect to cover 
it in detail in future editions of this publication.

Professor Cornelli’s paper has been 
shortlisted for the ILPA Global Research  
Call Initiative.

INTRODUCING OUR NEW APPS
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Free Private Equity Findings  
and Events apps 
Available now

Stay up to date with the Coller Institute of Private 
Equity’s new free apps.  
 
All issues of Private Equity Findings and full  
details of upcoming events – starting with the annual 
Symposium, our flagship event – are now available 
across Android, BlackBerry and iOS.

Private Equity  
Findings app 
Read each issue on  
a layout optimised for  
tablet screens

Sign in to the app even 
when you are not online

Share the app with 
social networks and 
customise your sharing 
message

Be notified when new 
issues are available 

Events app  
Access the full events 
schedule and receive 
updates

Book and pay for your 
places at events

See venue information 
and maps

Download presentation 
materials and research 
papers from  
www.collerinstitute.com

Interact with others and 
discuss events using 
hashtags

The Private Equity Findings and Events apps are 
free to download from iTunes. The Events app is 
also available via events.collerinstitute.com


