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A

s the industry emerges from the financial crisis and
moves towards the next cycle, it is worth reflecting
on what private equity firms have done not only
Professor Eli Talmor
to weather the storm but also in seeking opportunities out of
the crisis. Our upcoming 4th Annual Private Equity Findings
Symposium (on 2 and 3 June) will examine this, debating
Professor
Francesca Cornelli
whether a ‘new normal’ exists in private equity or whether the
industry is reverting to its pre-crisis modus operandi.
Issue 4 commences with an interview with Don Sull of
London Business School, a keynote speaker at last year’s Symposium. With economic turbulence as a fact of
life, Professor Sull argues that companies which are able to build agility, while having the absorption to cope
with bad times, are the ones that will survive and thrive in an uncertain world. He debates with two private
equity practitioners on whether PE can build such companies.
In Issue 3 of Findings, we examined the question of management practices. This edition’s Head to Head
goes one step further, looking at private equity’s role in monitoring portfolio company management and the
reasons for a GP intervening and removing a CEO. The article also examines the effect of firing a CEO in terms
of financial performance and exit probability.
The Roundtable article probes into the venture capital industry. It is well recognised that a core part of
a VC firm’s value add is the impact its network of industry contacts brings to its investments. By analysing
three research papers on the topic, the feature debates the true role of networks in VC and whether networks
construct barriers to entry for new VC players or instead increase value of the companies by favouring alliances.
After our examination of the VC market, we turn our attention to buyouts. In Beyond the Abstract, we look
at the drivers of leverage. During the halcyon days of private equity, debt was plentiful and cheap. But did firms
pay too much for assets and, apart from the supply of debt, are there other drivers of leverage in buyouts? This
article delves into these questions and assesses whether PE can change its pro-cyclical behaviour.
Our final article looks at the research paper that won the inaugural Coller PhD Prize in 2010, which
challenges the previous dogma of persistence in performance between successive funds in private equity.
We hope that this edition of Private Equity Findings stimulates a healthy exchange of views. The Institute
welcomes your thoughts on the articles featured in this issue and we intend to feature the most interesting
letters in future editions of the publication. Your perspectives can be provided at www.collerinstitute.com or by
email at collerpe@london.edu. We also welcome your feedback on the publication in general by completing a
very short survey at www.collerinstitute.com/Feedback.
We sincerely thank all contributors to this issue.

Professor Eli Talmor
Chair, Coller Institute

Professor Francesca Cornelli
Academic Director, Coller Institute
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Equity cheques to fall

l Most notably, the percentage of respondents expecting equity
cheques in deals to be 45% or more has reduced from nearly 88% in
2010’s survey to just over 62% in 2011, and the percentage anticipating
the equity contribution to be above 50% has almost halved.
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becoming looser: 25% of new
syndicated loans in January and
February of this year – or $22bn
– have been covenant-lite,
according to S&P LCD.
l In Europe, the picture has been
more mixed, with total debt to
EBITDA almost reaching 4.6x only

Debt/EBITDA average multiple for US and European LBOs
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to fall back to the 4.55x mark in
the first two months of 2011.
Senior debt accounted for much
of this, although the re-emergence
of the high yield bond market over
the last year is starting to show as
subordinated debt is becoming a
larger proportion of total debt.
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l While still lower than 2005 to
2007 levels, total debt to EBITDA
edged closer to 5x in US deals
towards the end of 2010. The
multiple reached 5.4x for the first
two months of 2011, with senior
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that. Debt terms are also
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l Correspondingly, almost a third of respondents for 2011 said equity
would make up between 40% and 45% of deal values, up from just over
10% in 2010.

l It is looking likely that 2009
represented a nadir in leverage
levels for buyouts as the amount
of total credit and senior debt
going into deals across the US
and Europe started rising once
more during 2010, according to
Standard & Poor’s LCD.

Expected equity percentage of capital structure

Equity component of deals

l Bankers’ expectations with respect to the proportion of equity
invested in buyout deals is to be lower this year than in 2010,
according to DLA Piper’s European Acquisition Finance Debt Survey
2011, which sought the views of over 35 lending institutions
across Europe.
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Leverage creeps up again

  
The annual percentage by which
sovereign wealth funds’ assets under
management has increased over the last two
years. Total AUM for this type of investor
reached $4trn in 2010, according to Preqin
figures, despite the large capital withdrawals
some have experienced: Russia’s Reserve
Fund AUM, for example, decreased from
$60.5bn to $25.4bn over the year as capital
was used to balance the federal budget.
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sovereign wealth funds now investing in
private equity. This has increased over the last
year from 55% and is expected to rise further
in 2011 as alternatives grow in popularity for
SWFs looking to pursue higher returns and
increase diversification, according to Preqin.

Global buyout-backed exits (by count and value)

1996

  The percentage of the number of

l After two years of subdued activity, global exits by PE houses
rebounded in 2010, reaching a value not seen since 2006,
according to the Bain & Company Private Equity Report 2011.
l Secondary buyouts were prominent, with 25% of deals by
value classified as sponsor-to-sponsor transactions. This activity
was driven by PE sellers looking to return capital to LPs combined
with PE buyers eager to put undeployed capital to work. Lenders
were keen to finance these deals as it gave them the opportunity
to see some of their debt repaid at par and refinance companies
with less leverage.
l IPO markets recovered over the course of 2010, with 154
recorded for the year, of which 60 were completed in the final
quarter. This compares with just 55 over the whole of 2009.
l Corporates were clearly back on the market, bolstered by
strong cash reserves and improving confidence in the macroeconomic outlook. Growth was back on the corporate agenda,
according to Bain, with many looking to M&A to move into
adjacent markets and strengthen core businesses.
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to emerging markets PE, this will drop to
just 1 in 20 LPs in two years, as investors
shift their EM targets higher.
l The survey also found that more than
half of respondents were expecting
medium-term net returns of 16+% from
EM PE (compared with a third expecting
similar returns from their global private
equity portfolio), with expectations highest
for emerging Asia, for which more than
three-quarters expected net returns of
over 16%.
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l Emerging markets will capture a much
greater share of investors’ private equity
allocations over the next two years,
according to the EMPEA/Coller Capital
Emerging Markets Private Equity Survey
2011. A typical EM PE investor will have
between 16% and 20% of their total
PE allocations targeting emerging markets
by 2013, up from between 11% and
15% today.
l While nearly a fifth of EM PE investors
currently have an allocation of 5% or less
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Staying ahead of the game
Growing businesses when the economy is riding high shouldn’t be too hard. But what
about in times of difficulty? How do firms position their portfolio companies to take
advantage of the opportunities in both good times and bad? Interviews by Vicky Meek.

Illustrations: Cath Riley
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s we emerge from one
of the biggest financial
shocks in living memory,
it would be easy to
conclude that the
hard work on portfolio companies
is largely done. Not so, says author
of management book The Upside
of Turbulence and professor of
management practice in strategic and
international management at London
Business School, Donald Sull.
One of the keynote speakers
at the Coller Institute of Private
Equity’s 2010 Private Equity
Findings Symposium, Sull argues
that turbulence, caused by factors
such as macro-economic volatility,
exchange rates and the increasing
speed of technological dissemination,
has been on the rise for the past 30
years and will not go away. The way
companies deal with the potential
disruption, he says, will determine
how successful they become: those
able to seize opportunities become
winners; those that fail to take
advantage of the forces at work in
their industries get left behind.
Companies able to build agile
organisations, while ensuring they
can survive changing environments
through “absorption” (see box-out
on p7) fall into the former camp,
says Sull.
So, how agile are companies
under PE ownership? And what can
PE houses do to turn their portfolio
companies into winners? Private
Equity Findings spoke to Sull,
together with Simon Havers, chief
executive of Baird Capital Partners
Europe, and Nick Sanders, head of
portfolio at Better Capital, to discuss.
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of emerging market consumers is
another main source.”
Sanders: “The market has changed
permanently. The easy days of
investing in private equity have gone.
Many of the companies we are now
seeing are those that have been overleveraged. Interest rates will go up
and that will put further pressure on
these businesses.”
Havers: “Asian competition is by
far the largest source of turbulence
for companies today. Everything else
pales in comparison.”

“Agility is relative to
competition. You don’t have to
outrun the tiger; you just have
to outrun the other guy”
Donald Sull, london business school

What are the key sources of
turbulence today?
Sull: “A series of studies has found
that, at a firm level, turbulence
has increased by between two
and four times when measured by
factors such as revenue volumes
and companies that go bust. The
point is that turbulence is here to
stay. The recession is a symptom of
turbulence not the cause.
“The key sources are all the usual
suspects of macro-economic volatility,
exchange rate uncertainty and
technological dissemination. In the
1970s, it took 32 years to globalise
technologies; now it takes just eight.
That’s incredibly disruptive. The rise

How can PE-backed companies
deal with turbulence?
Havers: “Top of the list is to have
a strategy for Asia. You also have to
make sure management teams have
access to good-quality and up-to-date
information about what is happening
in their market. This reduces risk but
also enables companies to spot
new opportunities.”
Sull: “Companies need both agility
to spot opportunities before others
and absorption, an ability to weather
storms. Yet a typical leveraged
buyout decreases absorption: it strips
out cash and excess employees
that could otherwise act as a buffer
in tough times. If you decrease
absorption, you have to build agility
and the reality is that most PE firms
don’t know how to do this.”
Havers: “Most PE firms don’t
like leaving spare cash in portfolio
companies. But this is because
they are well positioned to inject
more capital into a business at
short notice so that it can take
advantage of new opportunities as
they arise. They would also seek to

reduce excess capacity in employee
numbers as having too many people
with no real role simply isn’t efficient
and is bad for morale.”
Sanders: “PE houses generally
don’t spend enough time looking at
the non-financial metrics, such as
inventory turns, quality and delivery.
They don’t tend to look at a business
the way customers do, but they need
to because customers have become
much more discerning.
“One of PE’s advantages is having
a short decision-making process and
that should really play to portfolio
companies’ advantage. PE backing
often confers a kind of agility that
enables companies to spot problems
or take advantage of opportunities
that isn’t always present in other
forms of ownership and a large part
of that is to do with being able to
reach decisions quickly.”

What are the barriers to PE in
building agile companies?
Sull: “We’ve had a long period
during which the economic tailwinds
have pushed everyone along and so
they don’t have the skills necessary
to build agility. There are, of course,
some examples of companies that
have done well out of PE ownership,
but these tend to be the exception.
“PE is usually too short term in its
outlook to create agility. The holding
period from close to exit is four and
a half years. If you want to make
large-scale changes to information
systems, incentivisation and culture,
it takes six to eight years and
possibly longer. If you try and do it in
four and a half, then you have to rule
out the fundamental changes to an
organisation that would make it truly
vibrant and that would really build
value. Many firms end up sailing
too close to the wind by stripping
out absorption and relying on good
markets and luck – that’s not an
investment strategy.”
Havers: “I don’t agree that it takes
six to eight years to transform a
business. We often buy ownermanaged companies with owner-

“PE has a short decision-

making process and that
should really play to portfolio
companies’ advantage”
nick sanders, head of portfolio, better capital
managed cultures. We
professionalise them,
improve their systems, align
incentives and create a performancedriven culture in a very short time. We
recently sold a lock-making business
and changed virtually everything
about the company in five years, from
improving sourcing and off-shoring to
enhancing the production facilities.
Most of these changes happened
within the first year.”
Sanders: “I think you can make
good progress towards major,
sustainable change in the average
holding period, although it depends

on the size of the organisation. PE is
no longer about quick flips because
these deals don’t exist any more
(see Private Equity Findings, issue
1, pp10-11). PE has to invest in
product development, put in place
good processes and attract more
customers to create value. And
it can do that in a less politicised
environment than is often present in
public companies.”

How can PE houses improve
their ability to create
sustainable value?
Sull: “First, they need to understand

How to thrive in an uncertain world
“We live in a world beset by turbulence,” says Donald
Sull in an introduction to his management book, The
Upside of Turbulence. Volatile financial markets and
commodity prices, new, disruptive technologies and
scientific discoveries add to the natural disasters and
geopolitical events that change the world.
Companies’ response should be to create agile
organisations that can benefit from the opportunities
turbulence causes. Sull uses the example of Brazilian
brewer Brahma that transformed from sleepy, troubled
also-ran to become the leading partner in the world’s
largest brewer, Anheuser-Busch InBev, in the 2008
merger. The change was led by three bankers who took
control of the business in 1989 with $50m of finance.
Key among the changes were:
Ensuring real-time, unfiltered, shared and holistic
data: appointing key executives responsible for
building management information systems that
provided daily profit and loss reports by product line,
plus open-plan offices, visits by senior executives to
local operations, suppliers and customers as well as
analysing the practices of other brewers.
Putting in place processes that link corporate
objectives to individual performance: establishing
three concrete priorities each year for the organisation

as a whole; and setting targets for each business unit
and each individual, most of which were quantifiable
and easily monitored.
Rewarding performance: but to mitigate shorttermism and to ensure teamwork, no one earned a
bonus unless the whole company hit its numbers.
Hiring and retaining the right talent: striking a
balance between bringing in and training ambitious
graduates and retaining existing people to provide
stability, operating a partnership scheme under which
partners borrowed to buy Brahma shares and repaid
the loan out of future bonuses, and having a fair and
transparent compensation scheme.
Fostering cost-consciousness in good times and
bad: by introducing zero-based budgeting.
Creating a truly agile organisation, Sull argues, can
take upwards of eight years. Brahma’s transformation
took nearly 20, but turned an organisation worth
$50m into one valued at nearly $30bn. However, he
adds that companies should also have an element
of absorption. By this, he is referring to factors
that can help companies survive changes in their
environments. These would include cash piles, spare
capacity in employee numbers, scale, customer loyalty,
specific technologies and strong brands.

7

Findings

Analysis
what the levers are for creating
agility. This includes governance,
equity incentives and management
by objectives. PE gets some of this
right, but it doesn’t go the whole
way. Incentives shouldn’t stop at
management teams, for example.
“PE houses often miss the softer
side, too. Of course they should
reward performance, but they need
mitigating measures to ensure that
corners aren’t cut and short-termism
doesn’t prevail. Look what happened,
in the wider world, at Enron and BP,
where cutting corners destroyed
value. They need to bring in good
people – not just at board level, but
two to three layers down. Of course
you have to get the hardware right –
the finances and information systems
– but what really makes a difference
is the culture.”
Havers: “I agree that culture is
important, as is alignment of interest,
but I don’t think it’s something that
PE misses on the whole. The industry
understands that incentivisation
needs to be widespread. When we
acquired ArmorGroup, for example,
we put equity in the hands of the top
30 people: turnover increased from
£98m to £190m in a year.
“You also have to consider
the industry the company is in.
Recruitment, for example, is all
about culture. Financial services
recruitment company Aston Carter,
which we recently exited, was able
to massively outperform its peers
during a difficult time for recruitment.
It was sufficiently nimble to roll out
in the Far East, where there was
a sudden demand for financial
services personnel, as well as roll
out in Europe. None of this would
have happened if we had ignored the
company’s culture.”

Do all companies have the
potential to be agile?
Sull: “Agility is relative to
competition. You don’t have to outrun
the tiger; you just have to outrun
the other guy. It’s easier to be agile
in industries where the resources
are mobile and fungible, such as in
professional services. Their assets

8

recognises the need for change.
However, you do have to be careful
in circumstances where revenues are
attributable to certain individuals.”

What are the key
characteristics of leaders able
to transform companies?
Sull: “I’m not a big believer in

“Asian competition is by far the
largest source of turbulence for
companies today. Everything else
pales in comparison”
simon Havers, ceo, baird capital partners europe
are brand, people and money. If you are
in the steel industry, for example, it’s
much harder, but still possible despite
companies’ longer-lived assets.”

To what extent do you need a clean
sweep of the management team
when transforming a business?
Sull: “You don’t. You need support
from the owners and board because the
changes will be major – PE would clearly
have this already. You need the right time
frame: too short and you get caught up
in the quick-fix mentality. And you need
a committed and capable team. Often,
you have one of these without the others
and that’s where you need to make
management changes. Ideally, you need a
mix of old and new team members as you
need stability to preserve the best parts of
a company’s culture – it’s the culture that
creates sustainable economic advantage.”
Havers: “Sometimes transformation
can be accomplished by changing half
the management team on day one and
then dealing with further changes a
year on if necessary. When we exited
the lock business, it only had one of
the original team members left, for
example. You maintain stability by
making management changes gradually
and consensually, whereby everyone

charismatic leaders. They need
a level of ambition, the right time
horizons and to know how to improve
organisations or at least surround
themselves with people who can take
a holistic view of which levers to pull
to build value. You don’t need great
visionaries. You need people who can
set the company in the right direction,
but have the humility to realise they
don’t have all the answers.”
Sanders: “They need to be able to
act quickly to ensure they can deal
with the speed and directness that
PE ownership brings. They also need
the ability to communicate honestly
and effectively with customers,
suppliers and shareholders as to what
the changes are and the effects they
will have – good or bad. They need
to be able to explain what are often
complex decision-making processes
in a simple way.”
Havers: “Some of the best change
managers I’ve seen have observed
before acting. They watch, work out
a plan, decide who their allies are
and then make the necessary moves.
They avoid false starts by making
sure their plan will work before
attempting any changes.”

What should private equity
draw from the ideas in
The Upside of Turbulence?
Sull: “First, they need to rethink their
time horizons if they really want to
create value. There are opportunities
to do this over six to eight years, not
four and a half. Second, if they drop
absorption, boy do they need to know
how to create agility. Third, they
need some intellectual humility. Now
is a good time to reflect on the fact
they have done well through good
economic tailwinds, but examine
what they can and should be doing
better to improve returns to LPs.”
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Head to head

Knowing when it’s time to let go
Key to private equity’s active management style is its ability
to remove management when things go wrong. But does this
really improve performance outcomes? By Fay Sanders.

Francesca Cornelli
Francesca Cornelli is professor of finance at the London Business
School and academic director of The Coller Institute of Private
Equity. She is a research fellow at the Centre for Economic Policy
Research and an associate editor of The Journal of Finance.

Illustrations: Steve Dell

D

etermining the
competency of a CEO
is no easy task. Poor
company performance
can be the result of a
number of external factors beyond
management’s control.
Due to their active management
style, private equity owners are well
placed to differentiate between bad
luck, honest mistakes and downright
incompetence, say Francesca
Cornelli, Zbigniew Kominek and
Alexander Ljungqvist in their paper,
Monitoring Managers: Does it
Matter? (2009).
The key findings are that active
monitoring matters and that the forced
removal of a CEO through PE
intervention dramatically improves
company performance. The authors
discover that PE’s ability to detect
unquantifiable and unverifiable ‘soft’
information during a CEO’s tenure is
paramount to determining his or her
suitability for the role (see box-out
on p11).
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Cornelli admits to being surprised at
the importance of soft information over
hard facts in evaluating a CEO’s
competence. “We had not, initially,
planned to look for the residual,
unobservable factors that cannot be
explained by numbers,” she explains.
“Yet, overall, bad performance plays a
surprisingly small part in the decision to
fire someone.”
Private equity’s expertise and active
involvement in companies allow them to
go beyond the simple numbers and
make judgement calls, Cornelli
explains. Some of the companies
analysed in the research fell victim to
unexpected circumstances in which
management was clearly not to blame.
In one case, an ice cream company
suffered from one of the coldest
summers on record. In other cases,
more general factors affected
performance, such as economic crises.
“There are also cases where the private
equity owners agreed with management
that a particular move was a good idea,
only to be later proven wrong owing to
unforeseen circumstances,” she says.
Conversely, there are instances
when performance is good but the
private equity owner thinks that the
management team is not up to scratch.
“Some management teams are fine in
start-ups, but a different skill set is
needed when the company enters its
next phase of growth.”
Yet having the power to fire the CEO
is a vital part of PE’s toolkit. The
portfolio companies studied were
based in transition economies and
were mostly minority-owned by private
equity houses that lacked the authority

to fire management until corporate
governance laws had been passed in
the relevant country. These countries
were chosen to mitigate against the
effects of simply relating performance
to CEO turnover in countries where
corporate governance laws are stable,
as in past studies as these have often
provided a biased result. With a simple
analysis, boards will generally intervene
in poorly performing companies. In this
sample, the change in law allowed the
academics to use a methodology –
instrumental variables – that eliminates
this problem.
The authors found that only 24% of
the CEO dismissals occurred prior to
corporate governance reform, because
majority shareholder agreement was
necessary. “It’s tough to tell when the
CEO is at fault, so it’s tricky conveying
this to shareholders, especially if they
are allied to the CEO’s way of thinking.”
It is only when corporate governance
reforms are passed that the power is
taken away from the shareholders and
a majority vote from the board can
trigger a CEO departure. “Following
reform, private equity board members
get the power to act on soft information
gleaned through monitoring
management,” adds Cornelli.
Using the example of private equity,
Cornelli hopes to make the true role of
company boards more apparent.
“Boards should have a hands-on
approach and go above and beyond
just numbers.” The research should
serve as a lesson to public companies.
“You need to be heavily involved to
realise that the CEO is at fault and to
uncover any hidden truths,” she says.

P

rivate equity investors
tend to bring with them
a fresh set of goals that
can differ dramatically
from management’s way
of operating. For Christopher Edge,
partner at Chamonix Private Equity,
the success of a CEO largely boils
down to an alignment of objectives
between the new owner of the
business and management.
“Private equity strategy is driven by
fund objectives,” he says, stressing
how important it is for management to
understand the goals of private equity
ownership. “We always explain our
objectives and why we want to achieve
them. Most managers understand, but
if they don’t get it or don’t care, warning
bells sound.”
Secondary direct investors, such as
Chamonix, are more likely to come
across the need for management
change. “If a primary investor knows
management won’t adjust, it may not
go ahead with the deal. But we would
not avoid buying a portfolio if it
contained such a company,”
Edge explains.
There are three key stages to detect
if management needs to be changed,

according to Edge. The first occurs
before the investment is made and
depends on investors’ access to
management. “We look at the
management team’s structure and how
they monitor performance, run
meetings or prepare monthly reports.”
The next stage, early on in private
equity’s ownership, involves assessing
the organisation’s effectiveness. “We
observe how management interacts
with colleagues,” says Edge. “Walking
around a business and talking to
employees can be very instructive,” he
notes. Employee surveys form the basis
for a sound conversation with
management, at which point a
judgement should be made, according
to Edge. “If the management team is
dysfunctional, it’s time to change.”
The final phase is the continual
monitoring of a management team’s
performance throughout private equity
tenure. “Depending on how
demanding the objectives are, it gets
increasingly difficult for management,”
notes Edge, pointing out that fastgrowing companies need different
managers along the way. “It’s wiser to
assess at the beginning to see if the
team can take the pace. Management

Christopher Edge
Christopher Edge is operating partner of Chamonix Private Equity,
which he co-founded in 2006. Previously, he spent 15 years at 3i
Group plc, where he headed the turnaround management division
and, latterly, 3i Consultants. Prior to this, he was in industry with
British Leyland and Philips Electronics.

The research
In their paper, Cornelli, Kominek and
Ljungqvist studied 473 investments made
by 43 funds between 1993 and 2005 in 19
transition economies in Central and Eastern
Europe and Central Asia.
They find that before corporate governance
reforms are passed allowing boards to dismiss
management, CEOs are fired, on average, in
only 3.2% of the cases. This increases to an
average of 9% per year post-reform.
By coding yearly performance on a scale
of 1 - 5 (where 3 means performance is in
line with expectations and a higher/(lower)
rating implies performance is above/(below)

expectations), the academics show that
forced CEO turnover leads to a 1.579 point
improvement in the companies analysed. For
example, if the company’s rating is 2 before
the forced CEO turnover, firing the CEO would
improve the rating to 3.579.
The paper also reveals that firing an
incompetent CEO doubles the probability
of exit over the following two years or,
equivalently, reduces the probability of
having to write the investment off by twothirds. Conversely, the continued presence of
a CEO the board deems incompetent reduces
the chances of success from 41% to 23.4%.

should be reviewed constantly, via
formal board and strategy meetings.”
Edge is keen to stress that the
process is not automatically about
“booting out management and getting
someone new in”. He says that it
should also be about changing the
balance of the management team by
reorganising and introducing new
people, creating new roles or simply
encouraging managers to perform
better. “Sometimes you will find
someone not capable enough to be
acting at director level, but who is a
superb tier-two manager,” he notes.
Unsurprisingly, management
change happens more frequently in
times of economic difficulty. “There are
more challenges to face and greater
talent is required,” says Edge. “It
doesn’t mean management can’t be
geared up for it, but neither is it
guaranteed that management can
handle it.” Competency, flexibility and
ability to work under pressure are all
vital when coping with tough times.
“Some people don’t have that in their
genes, but involved investor support
can provide a framework that simplifies
the task,” he says.
Sometimes it is impossible to ensure
the same mistakes are not repeated
with new management. However, if you
are clear about what you are trying to
achieve, Edge considers it much easier
to sense if management fits the bill.
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Collusion or value add?
VC firms claim their connections are highly valuable to portfolio companies and
there is evidence to suggest this is true. But, by working together, do close-knit
VC communities collude to depress valuations and prevent new teams from
entering the market? We discussed VC networks with two academics, two VCs
and a portfolio company manager. Chaired by James Harris.

V

enture capitalists often boast of
their ‘value add’ to entrepreneurs,
and one of the most trumpeted
aspects of the VC package is
their network of industry contacts
among fellow investors, corporates
and management teams. Yet might the structure
and “club-like” nature of these networks have
a detrimental impact on entrepreneurs and the
emergence of new blood in the VC industry? We
discuss the effect of these networks on the market
and on portfolio companies, based on the findings
of three studies: the first finds that communities with

well-developed VC networks can create barriers to
entry for new investors and can lead to lower initial
valuations for entrepreneurs; the second finds that
the size of a VC network has a measurable effect on
the performance of portfolio companies; and the third
shows that networks often result in strategic alliances
between portfolio companies of a shared investor.

Venture capital networks are generally
touted as a “good thing”, so why might they
have an adverse impact on entrepreneurs?
Hochberg: “Evidence suggests that it is harder
for new capital providers to enter markets with

Roundtable participants
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So are VCs colluding to
keep prices down and
competitors out?
Hochberg: “Even if you view a
highly developed network as a barrier
to entry, it is still possible for new
entrants to increase their chances
of breaking into a market. We have
found that new entrants with ties
to the incumbents in the specific
market they are targeting are more
likely to be able to enter the market
than those without – and when they
do, they form syndicates with the
incumbents to which they previously
had ties.
“In fact, there is zero evidence
that incumbent VCs collude in any
way, even tacitly. It is not about
collusion. It’s about strategic choices
that are beneficial to VCs but that
are not harmful to entrepreneurs.

“Start-ups have to think globally from day one

and the better connected VCs are, the better
able they are to provide access to more finance,
strategic partners and senior executives for
management positions”
Simon Cook, DFJ Esprit
Most VCs have a set group of
partners with whom they like to
work because they have similar
structures, goals and timelines.
“However, it also appears that
incumbent VCs that work with new
entrants are less likely to be invited
to future deals by fellow syndicate
members. This effect tends to last
for up to five years, which suggests
some strategic coordination.”
Lindsey: “But it might also be
that markets with highly networked
communities are saturated, so
there is no room for more VCs. Yael
Hochberg, Alexander Ljungqvist and
Yang Lu address this issue as best
an academic can [see box-out on
p15], but it’s very difficult to know
for sure which effects are causal.”

Cook: “In my view, even if there is
evidence to suggest lower valuations
on entry, these matter less than
the final exit. Global winners attract
premium values. There can be a
trade-off in value at the time of the
investment, but that comes with a
higher likelihood of success later on.”

If there is no collusion, why
are new entrants often not
invited to syndicates?
Hochberg: “At some point there
are diminishing marginal returns
from having too many people active
in the market. Other studies show
that there are positive agglomeration
effects from having a greater
number of VCs in a market, but at
some point these seem to stop.”

And isn’t it the case that VCs
are sometimes reluctant to
bring in corporates?
McGregor: “Yes. There was some

Yael Hochberg

Laura Lindsey

Hochberg is assistant
professor of finance
at the Kellogg School
of Management at
Northwestern University.
She is a research fellow
at the National Bureau of
Economic Research and
associate editor of the
Review of Finance.

Lindsey is associate
professor of finance at
the WP Carey School of
Business at Arizona State
University. She writes
about entrepreneurial
finance, venture capital and
corporate finance.

kellogg school of management

strong networks, and entrepreneurs
tend to get lower valuations on their
companies by an order of around
10%. In highly developed networked
VC communities, VCs share deals
and information with networks so
outside VCs are less likely to have
access to those deals.”

wp carey school of business

Simon Cook
dfJ esprit

Cook started his venture
capital career at 3i. He
negotiated the partnership
with DFJ in 2007 to form
DFJ Esprit. In 2009 the firm
acquired 3i’s European
venture portfolio. Prior to
working in venture capital,
Cook was a strategy and IT
consultant at KPMG.

Andrew McGregor
eCommera

McGregor founded
eCommera, a provider of
e-commerce services, in
2007 alongside Michael
Ross. The company is
backed by Frog Capital,
West Coast Capital, ePlanet
Ventures and WPP. Before
setting up the company,
McGregor was marketing
director at BT and web
director for The Economist.

Jeff Fagnan
Atlas venture

Fagnan is a partner in
the technology team at
Atlas Venture’s Boston
office. Before joining
Atlas, Fagnan was a
partner at Seed Capital. He
recently founded TUGG, a
crowdsourced philanthropy
network dedicated to social
entrepreneurship.

scepticism about the benefits that
WPP would bring to the table when
it joined the syndicate along with
our institutional backers. I think
some institutional investors have had
bad experiences in the past with
corporate investors, but we have
never had any problems with WPP.
“For institutional investors, the
emphasis is on making a return.
WPP wants to make a return on
its investment but it also wants to
catalyse revenue streams or impart
insight into other agencies.”

Given all this, do networks
benefit portfolio companies as
many VCs suggest?
Hochberg: “Yes. The benefit to
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portfolio companies can be seen
through two channels. A strong
network enables VCs to source
the best deal flow from a pool of
investments. A VC has a choice of
any number of investments, but a
strong network provides access to
the highest quality start-ups and
the best deal flow. The second
channel is through adding value and
nurturing the start-ups they fund.
“It’s not just finance that investors
bring to the table: they also provide
access to human capital, service
providers and so forth. Each investor
in a syndicate brings his own
contacts, which enables a start-up
to grow into something it would not
otherwise be.”
Cook: “Networks are highly
important. In fact, VCs appear
sometimes to have two resumés.
One involves the firm you work
for and where you have a partner
meeting every Monday and discuss
your fund and portfolio. The other
key part of the role involves board
meetings with portfolio companies
and working with other VCs very
closely. Networking is an essential
part of the job. Start-ups have to
think globally from day one and the
better connected VCs are, the better
able they are to provide access to
more finance, strategic partners
and senior executives for
management positions.”

“The better the network, the

more likely that the portfolio
company is to survive and
ultimately succeed. It’s beneficial
at the fund level, but also at the
portfolio company level”

Yael Hochberg, Kellogg School of Management
on a geographic area – Silicon Valley,
Israel, China, Europe, Brazil, etc.
Each firm operates independently
but shares the strong brand, IT
systems and intelligence on new
markets. We also share carry across
the funds so we have an economic
incentive. If a UK business needs an
introduction to a Silicon Valley-based
company, we have an internal email
system and we can typically get a
response within a day.
“Other US VCs, such as Accel,
have a similar global model and in
the US, a lot of firms have extended
their networks into China and India. I
think a number of US-headquartered
global VC networks will emerge.
This raises a separate issue, which
is whether they adopt a centralised
structure, where firms hire partners
and report back to Silicon Valley, or
a more flexible model.”

But what can they bring to
entrepreneurs that they can’t
find elsewhere?
Fagnan: “Quite a bit, actually. An

Wouldn’t it be just as beneficial
for entrepreneurs to go directly
to corporates under a strategic
alliance arrangement?
Cook: “No. It really helps to have a

investor with 10 years of experience
as a VC will have been involved
with 40 to 50 companies. Along the
way, that person would have met a
number of entrepreneurs and key
customer contacts.”
Cook: “Entrepreneurs run small
companies but are looking to
become global leaders in a new
sector rapidly. DFJ, for example, is
one of the largest venture networks
in the world and each firm focuses

VC involved. There’s a huge interest
from corporates to get to know and
work with VCs because they often rely
on an outsourced innovation model,
which requires them to create their
own deal flow and connections. Some
of the larger technology companies
have their own VC investment
programmes but it’s hard for one
business to meet thousands of
start-ups. VCs act as a liaison.”
Lindsey: “VCs do facilitate strategic
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alliances for their companies but
the point is that these relationships
are formed disproportionately
more often within the portfolio of
a shared investor. This can help
mitigate contractual issues. One of
the problems of strategic alliances
is that they require information
to be disclosed, which carries its
own risks, but by having a shared
investor, it can be ensured that
such disclosures take place when
the interests of the contracting
companies are aligned.
“Furthermore, VCs can serve
as an information conduit or an
enforcement mechanism. In the
process of screening portfolio
companies for investment, VCs
collect information, which can be
selectively disclosed to portfolio
companies. A shared investor in a
strategic alliance is also in a better
position to punish a company that
attempts to take advantage of its
partner company by not introducing
it to new technologies in the future.”

But is there a temptation
to form alliances within a
portfolio to hide a poorly
performing company?
Lindsey: “There have been
studies that suggest VCs pass on
struggling portfolio companies to
more successful ones. However,
I find evidence that the alliances
benefit portfolio companies and
that they exit on their own. It’s not
the case that, on average, VCs
facilitate strategic alliances to hide
an investment.”

So which are more beneficial
– external contacts or other
companies in a VC’s portfolio?
Fagnan: “It’s an older view of the
start-up world. Today, start-ups are
more global, fragmented and open.
It’s not important if an alliance is
internal or external. It’s easier to
arrange meetings between portfolio
company members so entrepreneurs
can share tips, but it happens just as

often with external companies.”

Lindsey: “My study doesn’t show
which is more beneficial. It shows
that alliances are more likely to form
when there is a shared investor. It
is a model that is loosely based on
the old Japanese system whereby
a main funder provides capital to a
number of companies, all of whom
work closely with one another. At
the time I wrote the paper, Kleiner
Perkins linked itself to this model in
its promotional material, but it has
since removed any reference to this
system perhaps because it is no
longer fashionable.”
Cook: “The Kleiner Perkins famous
kieretsu effect, where portfolio
companies worked together, used to
be important but it’s a global market
now. Ultimately, VCs have minority
stakes and can only influence,
not control. If two DFJ companies
are working together, there would
have to be a clear agreement made
about intellectual property and
commercial rationale beforehand.
Investors prefer to keep at arm’s
length commercially so that when it
comes to an exit, the buyer knows
everything is clean.”

What evidence do we have that
VC networks actually improve
company performance?
Hochberg: “Our research indicates
that the effects of a strong network
are economically significant. If you
were to take the average VC with
the average level of networking, and
change the extent of the network by
one standard deviation, that would
increase performance on an annual
basis by about 2.5%. If you consider
that the mean net IRR for a venture
firm on an annual basis is 15%, a
difference of one standard deviation
moves the IRR from 15% to 17.5%,
which makes a huge difference to
limited partners.
“Strong networks also mean that
portfolio companies can find finance
faster and benefit from a broader
range of contacts. The better the

network, the more likely that the
portfolio company is to survive and
ultimately succeed. It’s beneficial
at the fund level, but also at the
portfolio company level.”
Fagnan: “I think sometimes VCs
overplay the importance of their
network in how much they can
introduce companies to customers
and potential acquirers. At the
earliest stage, companies focus
on developing products, so often
the most beneficial thing is to
introduce good developers that
have produced tangential types of
products. To me, the importance of
a network depends on where the
company is in its life cycle. It’s only
when a company matures that it
needs relationships with customers
and advisory board members. It’s
up to the VCs to be proactive and
introduce the right people. The best
entrepreneurs and start-ups know
how to mine every single one of their
investors and board members.”
McGregor: “We have a diverse
investor base comprising institutional
VCs, such as Frog Capital and
ePlanet Ventures and a corporate
investor, WPP. With regard to
the institutional VCs, we don’t
necessarily expect them to facilitate
introductions. I’m sure they have
those connections but that’s not
necessarily their remit. Their main
benefit is pattern recognition. They
have experience of navigating fast
growth and international expansion,
and they can provide a real insight
into technology markets.”

How are VC networks evolving?
Cook: “I’ve worked with VCs all over
the world and the standard Silicon
Valley model is followed everywhere.
The key issue is that portfolio
companies are operating globally at
the earliest stages and they need
investors that can help them globally,
for example, expanding in the US
or finding partners in China. Market
competition, even for start-ups, is
global from day one.”

The research
Networking as a Barrier to Entry and Competitive Supply of
Venture Capital, by Yael Hochberg, Alexander Ljungqvist and Yang
Lu, looks at whether strong networks among VCs in local markets
restrict entry by outside investors, thereby improving incumbents’
bargaining power over entrepreneurs. The authors analyse the
interconnectedness of US VC networks and compare it with fund
data between 1975 and 2003. They find that new entrants are
at a disadvantage because of the cost and time involved in
establishing visibility, credibility and access to information in
densely networked markets. A one standard deviation increase in
density of networking reduces the number of entrants by a third.
In addition, incumbent VCs are less likely to invite new members
because they are then less likely to be invited to subsequent deals
by their fellow syndicate members. However, the research finds
that one way of overcoming this barrier to entry is by providing
incumbent VCs with reciprocal access to the entrant’s deal flow in
its home market. The study also finds that more densely networked
markets have significantly lower valuations for VC deals.
In Whom You Know Matters: Venture Capital Networks and
Investment Performance, Hochberg, Ljungqvist and Lu analyse
VC fund performance data in the US between 1980 and 2003 to
determine the relationship between fund and portfolio company
performance and the extent of VC networks. The authors assess
networks using graph theory, which provides a tool for measuring
the relative importance of each actor in a network. The research
indicates that VC funds with a larger network are more likely to
be invited into other VC syndicates and have significantly better
performance as measured by successful exits. A one standard
deviation increase in the quality of a network will lead to 2.5%
rise in exit rates. Better networks also improve the likelihood of
portfolio companies raising subsequent rounds of funding and
increase the chances of survival. For a one standard deviation
increase in network quality, the survival probability in the first
round of funding increases from 66.8% to 72.4%.
Laura Lindsey in Blurring Firm Boundaries: The Role of Venture
Capital in Strategic Alliances examines the extent to which VCs
facilitate strategic alliances for their portfolio companies. The
research finds that firms are more likely to form an alliance
if they share a common VC investor. In addition, this effect
is strongest in cases where contracting problems are more
pronounced, such as for private companies. Data also reveals
that these relationships create economic value as measured
by successful exits through an IPO or acquisition. As well as
providing funding and improved governance, VCs can create
value by facilitating strategic relationships especially for
companies where information asymmetries and expropriation
concerns may prevent such alliances.
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Leverage: lessons from the bust
Private equity is widely thought to have borrowed and paid too much
at the peak of the market and a recent study appears to confirm this.
But can buyout houses change their behaviour? By Toby Lewis.

T
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Why just help me,
when you can help
my friends too?

he private equity
industry is going through
a time of soul-searching
as it comes to terms
with the giant sums of money it
invested at what is now regarded
as the peak of the market before
the financial crisis.
Firms globally spent more
than $1trn buying companies
in 2006 and 2007, as banks
provided the industry with
ever more debt. This led to
the buyouts of many large
companies including UK
pharmaceutical company
Alliance Boots, UK music
company EMI Group, US car
manufacturer Chrysler and
US energy company TXU,
all acquired in
multi-billion
dollar deals
backed by
huge amounts of leverage.
Yet what made firms invest so
heavily in the first place? Were
they being rational or were they
caught up in a buying frenzy,
triggered by the availability of
cheap debt. A recent academic
paper opts for the latter,
arguing that the industry simply
responds to the availability of
debt, rather than considering a
company’s characteristics and its
ability to shoulder leverage. This
pushes up the prices firms pay
and negatively affects returns.
The paper, Borrow Cheap,
Buy High? The Determinants
of Leverage and Pricing in
Buyouts, finds that private equity
funds increase their investment
pace, borrow more debt than

public companies and pay
higher prices during hot credit
markets. The authors look at the
reasons behind these patterns
and find that the investment
and financing patterns of private
equity firms are driven only by
credit market conditions and not
by firm-specific characteristics.
The study reinforces the
view that heavy debt use and
skewed GP incentives may be
responsible for the pro-cyclical
characteristics of private equity.
The study, by Ulf Axelson
of the London School of
Economics, Tim Jenkinson of
Saïd Business School at Oxford
University, Per Strömberg of the
Stockholm School of Economics,
and Michael Weisbach of
Ohio State University, used
information from 1,157 private
equity deals from between
1980 and 2008, in an effort
to determine the borrowing
patterns of buyout firms.
“We wanted to understand
how the capital structure in
large buyouts worked,” says
Strömberg. The researchers
expected that the debt of private
equity-backed companies
would be correlated with debt
in similar public companies,
since the use of debt should
depend, according to capital
structure theory, on the firm’s
characteristics.
Instead, they were surprised
that factors such as profitability,
cash flow volatility and growth
opportunities, which usually
explain companies’ capital
structure, have no explanatory
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see as bright about PE is the
return it is giving back to
LPs – it is in the industry’s
self-interest to fix this”

Per Strömberg, Stockholm School
of Economics

about the apparently indiscriminate
use of leverage by firms because of
its impact on returns. “It is worrying
that firms seem to be over-levering
when it is easy to do so,” says
Axelson. And these concerns are
shared by practitioners in the
industry, according to the authors.
“This is pretty consistent with what
many firms believe is going on,”
says Axelson. “You will hear many
established funds complain it was
just too easy to borrow, which drove
up prices too high and LPs threw
money towards all kinds of not-soreputable, not-so-serious funds.”
It is still too early to determine
what the returns will be from the
recent boom and so it is not possible
to conclude definitively that private
equity funds borrowed and paid
too much for targets. There is a
possibility that the deals done in
2006 and 2007 could turn into
highly profitable investments. Indeed,
despite the fears of many when the
market turned sour, the performance
of deals from the buyout boom has so
far been better than critics expected,
says Jos van Gisbergen, head of
alternatives at Dutch pension fund
adviser Mn Services. “There have
been hardly any defaults in private
equity and many have been able to
refinance,” he says. “The groups
made the best of an opportunity and
bought good underlying companies
with strong cash flows.”
Yet regardless of what the default
rates have been in recent times,
high leverage affects growth rates

and, ultimately, returns. “One flaw
with a business that is geared like
hell is that the new investment or
initiative that would probably deliver
returns gets cut,” says Ian Armitage,
chairman of UK buyout firm
HgCapital. This could be one possible
explanation for a negative relationship
between leverage and fund returns,
documented in the paper.
Strömberg says it is disappointing
that private equity returns are hurt
by the industry’s use of leverage, as
his research generally has shown
private equity as a “great market”
from a societal point of view, leading
to higher economic growth and more
efficient investment. “The only thing
we do not see as bright about private
equity is the return it is giving back
to its LPs,” he says. “I worry about
private equity for that reason. The
asset class is creating all these great
things for the economy, but it is not
giving great returns to its LPs. It is in
the industry’s self-interest to fix this.”
So what lessons can be learned
from the last cycle and the report’s
findings? Firms need the discipline

to turn down high multiples of debt
and walk away if prices get too
high. “To achieve the best returns,
sponsors have to recognise what is
going on in the wider market and
that you might be at the top of a
cycle at a given time,” says Tamsyn
Mileham, a partner at law firm DLA
Piper. “The one thing they can
control is their investing and the
amount of leverage they are taking
from the banks, and can pull back

Buyout vs public company debt
Leveraged buyouts
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“The only thing we do not
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power over buyout leverage. The
only factor that can explain buyout
leverage is debt market conditions.
While the levels and structures
of leverage in LBO deals was procyclical, those in public companies
were, if anything, counter-cyclical,
the authors found. Private equity
houses used more debt during credit
booms and made more use of bullet
than amortised debt, particularly
in the run-up to the crisis. Public
companies used less debt overall, but
this peaked during times of subdued
credit markets (see charts, p19).
The paper also tests the impact
of debt market conditions on prices
paid by buyout funds. Using a highyield credit spread as a proxy for
debt market conditions, the authors
find that this spread has a negative
impact on prices paid in buyouts.
They find that LBO pricing is more
sensitive to debt market conditions
compared with that of public
companies. “We found hot and cold
credit markets are very important
for the amount firms borrow and
have a strong impact on the price
paid in deals,” says Strömberg.
“These effects have been largely
ignored in traditional capital structure
theory, and are factors we need to
incorporate in future theories.”
So could it be that firms are timing
the market by taking advantage of
cheap debt? Private equity managers
usually argue that debt enhances
returns, after all.The study’s findings
appear to contradict this view. The
authors examined whether firms
borrowed more to arbitrage equity
markets when debt is cheap. If this
were so, then fund returns would be
higher when firms were able to use
more debt. Yet the research showed
that leverage had a negative impact
on returns. The study found that a
fund with an average debt to EBITDA
multiple of 6.4x had an IRR of just
over 2% lower than one with an
average of 4x. Funds with an average
of 8x saw a 3.3% reduction in IRR.
Indeed, the authors are concerned
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“There have been hardly

any defaults in private
equity and many have
been able to refinance. The
groups made the best of
an opportunity and bought
good underlying companies
with strong cash flows”

Jos van Gisbergen, head of alternatives,
Mn Services

a bit if vendor pricing allows.
Three years ago I am not sure that
that happened.”
There are signs that PE has
learned some lessons – for
the moment, at least. “The
public markets do use lower
debt levels, but I do not agree
that private equity does not
differentiate between different
sectors for its use of leverage,”
says Jacques Callaghan, deputy
head of corporate finance adviser
Hawkpoint Partners. “At the
moment, people doing retail deals
are being a lot more conservative
about gearing those. They might
be willing to leverage retailers more
than the public markets would, but
they would use less debt than for a
healthcare company, for instance.”
He adds: “This year, for the right
deal size and credit, there is quite
a lot of appetite to lend. There have
been deals where sponsors didn’t
take the maximum amount of debt
available: they didn’t want to overgear the business.”
The level of gearing also
depends on a portfolio company’s
strategy, according to Callaghan.
“At one end you have buy and
build deals, which are often
significantly over-equitised,” he
says. “In these deals, firms will

fund acquisitions through the
company’s debt capacity. At
the other end, they will select
depending on cash flow forecasts
and growth prospects.”
Yet the chances of caution being
exercised over the longer term
seem slim. “Some firms will be
better prepared for a change in the
cycle than others,” says Armitage.
“But the private equity industry as
a whole will get caught up in the
cycle. Investing is cyclical.”
“Of course, deals done at the
peak of the market were quite
expensive,” says van Gisbergen.
“There are always periods of
excess money where people are
too optimistic and they buy too
expensively. There are also periods
when they should buy massively
because prices are very cheap, yet
they don’t dare. The same happens
every cycle.”
And, while there is some
finetuning in terms of the debt
packages put into deals, this will
only work up to a point. Credit
market dynamics continue to play
a role in determining the levels of
debt and structures employed.
“There is a huge amount of specific
sector and company analysis done
by banks to come up with the right
leverage number for a company,”
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Beyond the abstract

The research
Borrow Cheap, Buy High? The Determinants of Leverage and
Pricing in Buyouts, by Ulf Axelson of the London School of
Economics, Tim Jenkinson of Saïd Business School, Oxford
University, Per Strömberg of the Stockholm School
of Economics and Michael Weisbach of Ohio State
University, finds that the use of debt in private equity is
pro-cyclical, leads to firms paying high prices and
impacts returns negatively.
The paper uses information from 1,157 private equity
deals from between 1980 and 2008. It compares debt
amounts and structures to those found in matched public
companies to determine the extent to which there is a
difference in motivation for the use of debt, the effect it has
on valuations and the effect on returns.
The study finds:
n The level of debt used in buyouts is much higher than,
and bears no relation to, that used at equivalent public
companies. On average, debt comprises around 70% of
enterprise value in buyouts, which is about the proportion
of equity in public companies. While debt used in buyouts
peaks during hot credit markets, as measured by high-yield
spreads among other factors, that in public companies
appears to peak during downturns.
n Debt market conditions are the key factor determining
the amount and structure of debt used by buyout firms. The
amount of debt taken on in LBOs is higher when the highyield credit spread is lower. The debt structures also reflect a
similar trend: 62.2% of deals in the sample used amortising
debt and 89.3% used bullet debt; however, the use of
amortising debt declined noticeably in the years leading up
to the crisis as lenders were increasingly prepared to lend on
a non-amortising basis.
n Leverage and pricing in buyouts are highly correlated,
suggesting that a high availability of debt drives up the
prices that buyout firms are prepared to pay for targets.
n To test market-timing theory, the paper examines whether
better debt market conditions positively impact fund returns.
This would provide evidence in favour of the fact that buyout
funds are able to better exploit favourable debt market
conditions. However, the paper finds no evidence in favour of
this theory – better debt market conditions have a negative
impact on returns.
n After controlling for market return fluctuations and
differences in risk premia across deals, funds doing
transactions with higher leverage tend to underperform other
funds. For leverage levels below the median, there is no
relation between leverage and fund returns, for those above,
the relation is robustly negative. This provides evidence in
favour of an agency theory in buyout funds.
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“One flaw with a business that

is geared like hell is that the new
investment or initiative that would
probably deliver returns gets cut”

Ian Armitage, chairman, HgCapital

says Nick Heptinstall, a managing
director working in financial sponsor
coverage at Société Générale.
“However, the answer will tend
to be a little backward looking as
you look at what is currently in the
market and what has been done
in the sector historically. There is
clearly a herding instinct as people
are conscious of what is going on
the market at a particular time.”
You only have to look at how the
rebounding of the high-yield bond
market in Europe and the US,
together with increased competition
among banks for leverage business
this year, has started to affect the
level of debt going into companies
over recent times (see By the
Numbers, pp4-5).
So, avoiding the pitfalls of credit
cycles comes down to having a
defined investment strategy and
sticking to it. Firms that do this
can avoid relying on leverage for
returns and spot when prices are
creeping too high. “The market is
now more mature,” says Armitage.
“How do people make money in
these conditions? The best firms
are pretty clear about what they

do and they don’t do. They spend
time really getting to know a sector
or a type of deal. Over the longer
term, firms have to demonstrate
their ability to work with teams to
improve operating performance.”
Yet if private equity is really to
break the boom-bust cycles, it
may be necessary to opt for radical
change. Strömberg suggests
over-investment in peak times may
be caused by the bedrock of the
industry: carried interest. Private
equity’s typical 20% performance
payment of profits is paid out as
long as firms meet a hurdle rate
of 8% returns. The research says
this creates an agency problem
between firms and their investors,
which leads to firms using more
debt because it increases their
chances of making a large return,
regardless of the risk.
“Private equity executives are
compensated regardless of what
the market did at the same time,”
says Strömberg. “This pushes you
to do deals which have some risk.
For me, a relatively simple fix would
be to have a hurdle dependent on
how the market is doing.”
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A persistence problem?
A manager’s track record is one of the most important considerations for limited
partners, based on a widely held view that success leads to success in the asset class.
Yet a new study challenges this assumption. By Amy Carroll.

Illustrations: Nigel Beechey

I

nvestors in private equity
funds have a notoriously
difficult job to do. They must
make huge investments in an
asset class where definitive
benchmarking just doesn’t exist.
Inevitably, they have to rely heavily
on past performance as an indicator
of future success.
However, Performance Persistence
in Private Equity Funds, by Ji-Woong
Chung of The Chinese University of
Hong Kong, which won the 2010
Coller PhD Prize, suggests that
historical track record may be of
limited relevance when it comes to
predicting what comes next. “LPs
should be very careful about using
past performance as a guide for
investment decisions,” says Chung.
“They shouldn’t depend on the
numbers alone.”
Chung’s research finds that, while
there is a significant correlation
between performance in one fund and
its immediate successor, there is no
correlation in performance by the time
a second or third follow-on fund is
raised. Indeed, a portfolio of the top
quartile funds performs worse, on
average, while a portfolio of the bottom
quartile performers perform better, on
average, with successive funds.
Long-term performance ultimately
converges for these portfolios. (See
charts on p23.)
Furthermore, the inevitable
immaturity of a fund at the time an LP
is asked to commit to its successor –
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Ji-Woong Chung
the chinese university of hong kong

some will have yet to deliver any exits
– means that the performance of that
fund is very difficult to assess.

The path to convergence
Chung has focused on two measurable
factors which can explain the path to
convergence. The first is capital
chasing success. Firms that have been
strong performers are likely to raise
more capital with future funds. Indeed,
Chung finds that this phenomenon is
particularly prevalent in buyouts.
This will come as no surprise to LPs
who have often voiced concern over
managers pushing themselves out of
their comfort zones and into more
competitive markets. However,
perhaps surprisingly and in contrast to
other papers, Chung finds that this
increase in funds under management
only exerts downward pressure on
returns in venture capital due to

diminishing returns to capital. He
claims that, while venture capital is
labour-intensive (providing industry
networks and management skills), the
buyout industry is simply capitalintensive (affected by pricing and
availability of finance).
The second dynamic that Chung
addresses in his research is
commonality of market. He finds that
because of the significant overlap in
the life of two consecutive funds, they
will inevitably operate in a similar
market environment, namely similar
credit markets, IPO markets and
broader macro-economic conditions.
Indeed, his research shows that
where consecutive funds are raised
closely together, performance
persistence is significantly more
marked. He finds that this is
particularly the case for buyouts.
Chung concludes that the impact of
market commonality on performance
persistence, in conjunction with the
lack of impact of an increase in fund
size on buyout returns, means that
“unique GP skill sets” play a limited
role in buyout performance.
“The impact of GP skill sets
certainly appears to be weaker than
GPs would have us believe,” he says.
This denial of operational value add
in the buyout industry is difficult for
both GPs and LPs to swallow. “Private
equity is not solely about capital; it is
also about expertise,” says Hamish
Mair of F&C Asset Management,
although he concedes that the hype

can sometimes exceed the reality.
“Unique skill sets certainly exist,”
adds Aaron Rudberg of US midmarket house Baird Private Equity.
Indeed, PE can turn to a wealth of
research to support its cause. Steve
Kaplan and Antoinette Schoar, in
particular, did their own investigation
into performance persistence in 2005
and came to quite different
conclusions (see Private Equity
Findings, issue 2, pp12-15).
There are several differences in
research methodology that could
account for the variation in findings.
The first is different data sources; the
second is different time horizons.
Kaplan and Schoar analyse funds
dating from before 1995; Chung
analyses funds from before 2005. “It
could be that private equity firms used
to perform more consistently when
there was less competition for assets,”
Chung suggests. However, a
comparison of funds across the same
years (as in Kaplan and Schoar) leads
to differing results in both papers.

Stefan Hepp, founder and chief
executive of SCM Strategic Capital
Management, adds that credibility is
key. “Credibility with bankers and
credibility with management – these
are very important,” he says.
“They come with time and with
consistent success.”

A question of context

Hamish Mair
F&C asset management

discounted altogether. “If you are
suggesting that the whole basis of
track record is irrelevant, I just don’t
buy that,” says Mair. “Track record is
never the be-all and end-all, but it is a
vital part of what we do.”
Mair adds that there are good
theoretical reasons why the gulf
between the best and the rest should
grow wider. “The longer you operate,
the deeper your expertise. You may be
able to become preferred bidder on a
deal even though you don’t pay the
highest price. You may be in a position
to attract stronger talent. It becomes
self-perpetuating and these things
lead to sustained outperformance.”

A question of track record?
Unsurprisingly, LPs are sceptical that
historical performance should be

LPs are very aware, however, that
historical performance data must be
considered in context. It is only
relevant if the circumstances in which
the track record was created still exist.
It is particularly important to see if
the same individuals will be
responsible for executing strategy and
whether those individuals will be
appropriately incentivised. LPs must
also check to see if that strategy has
altered and whether or not it remains
relevant to evolving market conditions.
Indeed, many LPs and GPs believe
that if performance does wane, it is
these underlying factors that are to
blame. “You have to look back and
make sure that those responsible for
the track record are still there,” says
Rod Richards, managing partner of
European buyout house Graphite
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Capital. “And if they are still there, are
they still at the coal face? Track record
means nothing without the people
behind the brand.”
There are, therefore, several logical
reasons for a deterioration in
performance over time. In addition
to personnel changes, wealthy
individuals may lose their hunger
and firms can sometimes simply
become complacent.
“The question of hunger is very
important,” adds Mair. “It’s human
nature. When the principals have all
made tonnes of money, they have new
interests and their lives have moved
onto a new phase. It takes a huge
amount of institutional discipline to
suppress the effects of a loss of
motivation in leadership.”
“If everything has been going right,
that could encourage a manager to
operate more on the edge,” says
Richards. “They become less
selective. They take their eye off the
ball. There is a danger that they start
to believe their own propaganda.”
There are also logical explanations
as to why those managers who
have occupied the bottom quartile
should, eventually, climb out. Many
who fail to deliver will never raise
capital again; they will wither and die.
It stands to reason, therefore, that
where poorly performing managers
do raise subsequent funds, LPs
have identified talent that belies
past performance.
At the same time, some believe that
you learn more from your mistakes
than your successes. “I am not
surprised that the weakest performers
improve over time. Those at the
bottom are forced to invest in their
businesses and become more
competitive,” says Rudberg.
“You learn more when you lose than
when you win.”
“The most obvious learning
experience is when things have gone
wrong,” adds Mair. “It is all about self-
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Robert Coke
wellcome trust

knowledge. If you have a searing
experience with a fund – and you
survive to raise another – there is an
argument that you will do better.”
Others are more sceptical that the
weak can ultimately become strong.
Robert Coke of the Wellcome Trust
believes the only reason for a major
improvement in performance might
be that the poorly performing manager

ends up in a space that everyone else
has vacated.
Hepp, meanwhile, is unrelenting on
this point. “Bad is bad,” he says. “The
idea that sending companies bankrupt
will teach you a lesson is fanciful.
A bad fund means bad repayment on
loans, means bad relationships
with banks, with management and
with LPs. You lose credibility. A bad
fund means a bad future.”
It would be interesting to see how
the crisis might affect the results of
Chung’s research, but it’s clearly still
too early to tell. Some, however,
believe that a tougher economic
environment will sort the sheep from
the goats. “Cheap credit, growing
economies and stock market growth
drove private equity in the boom
times. Any operating improvements
were incremental,” says Coke.
“In weaker conditions, it will
become far clearer who is really able
to add value.”

The research
Performance Persistence in Private Equity Funds,
by Ji-Woong Chung of The Chinese University of
Hong Kong, tracked over 2,000 buyout and venture
capital funds raised before 2005, using the Preqin
database. Its primary finding is that persistence in
performance is short-lived.
Current fund performance is significantly and
positively correlated to performance in an immediate
successor fund. But current fund performance is not
correlated to second and third follow-on funds.
Returns from top quartile funds drop over
successive funds, on average, by half, while
returns from the bottom quartile funds improve
significantly. Performance ultimately converges
across the top and bottom quartiles over time.
Performance persistence between the current and
successor fund can be partially explained by the
commonality of market conditions. There is, usually,
an overlap period of about three to five years between
a fund and its successive fund. This significant
overlap in investment periods means they will
operate against a similar macro-economic backdrop.

Performance persistence is particularly marked
in funds raised closely together, heightening
the relevance of market commonality. For each
additional year between two funds being raised,
performance persistence decreases by 27%.
The relevance of market commonality is
particularly applicable to buyout funds. This
reliance on external factors suggests that the
impact of unique GP skill sets on returns is
limited in buyouts where credit and other related
market conditions may be playing a larger role in
determining fund performance.
It can be shown that GP skill sets are relevant
even after obtaining evidence of no performance
persistence. If a PE fund performs well then it is
likely to receive more capital in its follow-on fund.
Due to diminishing returns to capital, this second
fund may perform worse than the first one. The
author finds that, indeed, capital does chase
high-performing funds. In addition, high capital
flows are negatively related to performance,
especially for venture capital funds.
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Spreading influence
The Coller Institute of Private Equity has been extremely active in its research and
endeavours to promote a leading forum for debate in private equity.

T

he Coller Institute has
significantly grown its
research and case
study catalogue, as
announced in our First
Half Newsletter (available at www.
collerinstitute.com). For example,
two new case studies, SunRay
Renewable Energy – Private Equity
in the Sunshine and Ducati and
Investindustrial – Racing out of
the Pits and into the Finish Line,
have been recently completed and
are both being taught in London
Business School’s (LBS’s)
teaching programmes.
We are also extending our reach
further afield. One of the Institute’s
recent flagship engagements has
been to advise the Office of the UK
Prime Minister on proposed new
measures to stimulate ventures.

LBS competition success
Although first and foremost an
academic research centre and a
forum for debate, the Institute is
heavily involved with the student
community at LBS. The school has
an active PE&VC Club with more
than 2,700 members including 700
current students. The Institute is
engaged with the student community
in a number of ways, including
Private Equity Elective teaching
by Professor Eli Talmor; tendering
student projects through our network
of PE firms; recognising the best
student research in PE through
the Coller Prize; and involvement
of the students in the Real Deals
Private Equity Awards. The platform
provided by LBS and the Institute
has produced a world-class student
body in private equity, highlighted by
two recent competition successes.
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Firstly, in October 2010, a
student team comprising James
O’Gara, Matteo Luoni, Matteo Masi
and Chris Steinbaugh (all MBA
2012) won the inaugural European
MBA Private Equity Case Competition
at Rotterdam School of Management.
The team emerged victorious against
other business schools including
INSEAD, ESADE and IESE in a case
competition that analysed a roll
up of the German industrial ice
cream market.
Ahead of the competition, they
had to get through a gruelling
preliminary round at LBS. Matteo
Masi said: “The highly competitive
LBS internal competition really
helped to prepare us for the
challenge we faced at Rotterdam.
The judges gave us some great
feedback on our approach to
the case.” He added: “In the
week we had to prepare for the
final, we worked to maximise our
effectiveness as a team and put
those lessons into practice. It was
great to see our hard work pay off –

Your perspectives
The Coller Institute wants your feedback on articles in Private
Equity Findings. In addition to our survey at www.collerinstitute.
com/Feedback, we would like to hear your perspectives on the
articles. You can supply your views via our website blog or
by email at collerpe@london.edu. The best comments will be
recognised in future editions of this publication.

the judges later mentioned that our
comprehensive view of the deal was
a key advantage.”
Secondly, at the Wharton Private
Equity Competition, MBA 2012
students James O’Gara, Matteo
Luoni, Matteo Masi, Brandon Parry
and Ryan Brewer (pictured below)
defeated 18 teams from other top
business schools including Harvard,
Chicago Booth and Columbia. The
teams evaluated the acquisition
of a US video game retailer and
presented their analysis to a judging
panel. James O’Gara said: “We
logged some long hours analysing
the company and industry, but it was
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Spreading our reach
Now fast approaching its first
anniversary, the website has become
a key media channel to showcase
the Institute’s activities including its
research and events. The website
now has more than 1,000 registered
users from all reaches of the globe.
The research library, a one-stop
shop for leading research in private
equity, has been very popular.
The most downloaded papers and

presentations include Josh Lerner’s
presentation at our Symposium:
Private Equity and Venture Capital in
the Wake of the Crisis, Chris Higson’s
presentation, The PE Performance
Puzzle, and Eli Talmor, Florin Vasvari
and Oliver Gottschalg’s paper,
Private Equity Fund Level Return
Attribution: Evidence from UK-based
Buyout Funds.
Our website blog has become
an important component in our

ambition to establish a pre-eminent
forum for debate in private equity.
This is a forum where academics,
practitioners and students can
express their views on any topic
related to private equity or venture
capital, whether it be on a particular
transaction or fund, a regulatory
issue or the general economic
environment. To comment on
the blog, please go to www.
collerinstitute.com/Blogs.

EVENTS

worth it to be prepared and able to
support our investment thesis well.
We ultimately recommended against
doing the deal, and it was rewarding
to see the judges respond positively
to our argument.”

Celebrating the best
The annual Coller Prize (pictured
above) recognises the best student
research in private equity and
venture capital. This year featured
three categories, Best Case Study,
Best Management Report and the
new PhD Prize, judged by Professors
Eli Talmor and Francesca Cornelli.
Ji-Woong Chung of Ohio State
University won the inaugural PhD
Prize for Performance Persistence
in Private Equity Funds. (See p22
for more on Chung’s paper.) Linus
Siming, of Bocconi University, was
the runner-up for Your Former
Employees Matter: Private Equity
Firms and Their Financial Advisors.
The 2010-11 Best Case Study
Prize was won by Adolfo Vinatea and
Richard Turner, both MBA 2010, for
Mekong Capital: The Importance
of Corporate Culture in Emerging
Markets Private Equity. This case
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is now being taught in the Private
Equity Elective and the Masterclass.
It recounts the story of the foundation
and growth of a private equity firm
in an emerging Asian market and
examines the difference in corporate
culture compared with developed

Our book recommendation
International Private Equity: A Case
Study Textbook by Eli Talmor and
Florin Vasvari, which was published
in April, aims to be the world’s most
comprehensive textbook on private
equity. The book features case studies
from the Coller Institute’s diverse
case study catalogue. Written from
a unique joint practitioner and
academic perspective by experts in the field, International
Private Equity is global in focus, with examples and case
studies drawn from Europe, the Middle East, Africa and Asia,
and from a wide range of business sectors.
Henry Kravis, co-chairman and co-CEO of KKR, says:
“Professors Talmor and Vasvari combine academic rigour and
real world cutting-edge experience to provide an insightful and
detailed description of private equity today.”
The book is for sale at http://eu.wiley.com/WileyCDA/
WileyTitle/productCd-0470971703.html.

Western economies. Ananth Yvas
Bhimavarapu and Thibaud Simphal,
both MBA 2010, were runners-up
for Bridging the SME Early-Stage
Finance Gap: A Case Study on
Capital for Enterprise UK.
The Best Management Report
category was won by Joao Estrela
and Eze Vidra, both SEMBA 2010,
for Real Money in Virtual Goods? A
Venture Capital Scan on the Virtual
Goods Industry. This paper examines
the growing virtual goods industry
and assesses the attractiveness
of virtual goods as an investment
proposition for a venture capital fund.
The joint runners-up were Amit
Paul and Anupam Sharma, both MBA
2010, for Private Equity Secondaries
– Investment Opportunities in the
Cleantech Sector and James Marks
and Pete Wong, both MBA 2010, for
Catalysing Systemic Change: The
Role of Venture Philanthropy.
Thank you to all involved in
this year’s Coller Prize. We would
like to add a special thank you
to Katharine Campbell, managing
director of Cambridge Associates,
for her role in judging the case study
and management report categories;
David Thorp, partner of ISIS Equity
Partners and chairman of Sussex
Place Ventures, for his introductory
speech; and Stephen Ziff, partner
of Coller Capital, for presenting
the awards.

Recent Events
● Leadership Risk in Private Equity
23 February 2011
Nigel Nicholson, professor of organisation
behaviour at London Business School, opened
the evening with a speech on leadership
as adaptation and innovation in a dynamic
environment. David Cooper, author of
Leadership Risk: A Guide for Private Equity and
Strategic Investors, discussed how PE firms
can assess the art of leadership evaluation.
● Private Equity Sector Recruitment
8 March 2011
Debbie Hannam, head of PE at The Rose
Partnership and member of the Coller Institute
Advisory Board, chaired an interactive seminar
with LBS students on what buyout firms
look for in new hires and what budding PE
professionals can do to best access this sector.
● Private Equity MasterClass
23-25 March 2011
The Masterclass in Private Equity is the
School’s executive education programme on
private equity. See Issue 3 of Findings and the
advertisement on page 9 for more information.
● Influence or Control? Hedge Fund
Activism vs Private Equity
31 March 2011
This event examined emerging models of
corporate governance that are challenging
the traditional public corporation. Julian
Franks, academic director, Centre for Corporate

Governance, presented an international study
of activist interventions in public markets,
while Professor Francesca Cornelli looked
at value creation in PE. The discussion got
to the heart of stewardship issues and the
importance of active shareholders and an
engaged and effective board.

debate will go beyond the industry rhetoric
and examine the modus operandi of private
equity firms in the current climate. Our keynote
speakers are Gillian Tett, US managing editor
of the Financial Times, Viral Acharya, professor
of finance at NYU Stern, and Nader Tavassoli,
professor of marketing at LBS.

● Real Deals Private Equity Awards
13 April 2011
These awards recognise the best achievements
of individuals and firms working in venture
capital and private equity. LBS plays an
instrumental role: students are involved in
the research of the best-achieving firms and
present their findings to a judging panel.

● Private Equity, Venture Philanthropy
and the Big Society
15 SEptember 2011
This event will debate the role private equity
and venture philanthropy can play in the
formation of the Big Society and the critical
success factors.

● LBO Modelling Workshop
9 May 2011
This workshop, held with the student
club and run by Corality Ltd, gave a
framework on financial modelling best
practice in private equity.

Upcoming Events
● Private Equity Findings
	Symposium
2 and 3 June 2011
The 4th Annual Private Equity
Findings Symposium will
examine what constitutes
the “new normal” in PE
as it recovers from
the financial
crisis. The

● 2011/12 Coller Prize Awards
2 november 2011
The Coller Institute recognises the best private
equity research by students. Categories are the
Best Case Study, Best Management
Report and the new PhD prize, open to
PhD students from around the world.
The deadline to submit papers is 31 July.
For more information, please visit
www.collerinsitute.com.
● Annual MVision
Round Table
1 December 2011
Save the date for the next
MVision Round Table.
Stay tuned to
www.collerinstitute.
com for more
details.
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We hope you have found this issue of
Private Equity Findings enlightening.
Please take a moment to share your views
with us at : www.collerinstitute.com/Feedback.
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