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“There is an optimal level of turnover in any organisation,
where the cost of bringing in new people is outweighed by
the benefits of refreshing talent.”

O

rganisational and cultural change
is a key element of the private
equity toolkit, but few would argue
that successful transformation
of portfolio companies is an easy task.
Like New Year’s resolutions, improvements
to management practices can be difficult
to stick to. But, as our cover feature,
Managing to perfection, discusses, they
can have a long-lasting impact on business
performance. Showcasing two recent
studies, this article examines whether
changing incentivisation and monitoring
at portfolio companies can generate value
for investors; whether there is a role for
external consultants in identifying the
right levers for change; how practices
can be shared across companies in
buy-and-build strategies; and – importantly
– how to ensure changes can endure over
the long term.
While operational heavy-lifting may be an
important driver of PE’s returns these days,
external forces can also play an important
role. In Riding the cycle, we focus on new
research that studies PE’s ability to time
the market when investing in and exiting
portfolio companies, while also quantifying
the contribution of buying low and selling
high to overall performance. We ask what
the research findings mean for PE at a
time of record high valuations, especially
as we head into a period that many believe
will be less benign economically.

of teams that have been together for
decades. In Strong and stable?, however,
we examine research that asks
whether the incentives for GPs to retain
professionals could actually be hurting
fund performance.
In What price returns?, we discuss
how poorly designed government
subsidies in socially sensitive sectors can
lead to perverse incentives for private
investors. Using updated research,
the article examines how buyouts in
the US for-profit education sector
impact consumer outcomes.
And finally, Spray and pray? features a
study that analyses the way in which
cost-reducing technological change, such
as the advent of cloud-based services,
impacts venture capital funding strategies.
Are we seeing an increased prevalence of
‘spray-and-pray’ approaches to financing
start-ups? And if so, what effect might
this have on the development of more
complex, and potentially game-changing,
innovation where investment horizons are
longer and capital needs are greater?

Professor Josh Lerner
Head of Entrepreneurship Department,
Harvard Business School

Jeremy Coller
Chief Investment Officer,
Coller Capital

As ever, we have endeavoured to select
thought-provoking academic research with
real-world implications for our readers.
We hope we’ve hit the mark, and we would
welcome your feedback. Please feel free to
contact us with questions or comments at:
mailing@pefindings.com

If predictions of a downturn are accurate,
to what extent should we expect this to
be reflected in team turnover at general
partners? Because limited partners
prize platform stability, many GPs boast

Francesca Cornelli, London Business School
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PE TRENDS AND STATISTICS

BY THE NUMBERS

Fundraising cycle speeds up
Average time between final closes of a private equity
fund and its successor fund, 2008-2018 YTD
(as of November 2018)

Heavy lifting takes centre stage
• Private equity’s shift towards
operational improvement is no secret,
but this chart demonstrates how much
the industry’s approach has evolved
over time. Over half (60%) of value
creation in portfolios now stems from
improving operations through top
line growth and margin expansion
initiatives, according to EY analysis.

52.4 51.9

• While PE still has a reputation among
some policymakers and corners of the
media for generating returns through
leverage, the chart suggests that this
view is outdated. In the 1980s, 51%
of value creation came from leverage;
this has steadily shrunk over the years
to just 10% for the current decade.

Source: EY, Creating value throughout the private equity
investment lifecycle in the digital era, 2019
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Limited partners eye healthcare deals
Limited partners’ views on the most attractive sectors
for private equity investment in North America and
Europe in the next three years
88
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Source: Coller Capital, Global Private Equity Barometer,
Winter 2018-19
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The percentage of private equity firms
that want to increase their teams’ gender
diversity, according to EY’s 2019 Global
Private Equity Survey. Nearly two-thirds
(63%) also said they were aiming to
increase their teams’ cultural diversity.

Venture capital investment
in China set to exceed US?
Venture capital-backed deal value in the US and China

65%
The percentage of firms with more than
$15bn under management that have changed
the profile of front-office employees being
hired. The EY study suggests that larger firms
are leading the way in evolving their hiring
to increase gender and cultural diversity.
Just over half (57%) of firms with AUM of
$2.5bn-$15bn said they had changed their
hiring profile, while just 36% of those with
less than $2.5bn AUM said the same.

• Some may blame these shorter cycles
for PE’s record stock of dry powder,
which stood at $1.2trn in December
2018. Yet Preqin figures suggest the
phenomenon is simply a reflection
of faster deployment – the median
proportion of called-up capital in
predecessor funds at the time successor
funds close has remained consistently
above 80% over the past decade.

• Between 2013 and 2018, the value of
VC deals struck in China rose by over
2,000%, from $4.7bn to $105.1bn,
according to Preqin. By volume, the
increase was just short of 400%, rising
from 854 deals in 2013 to 4,251 last year.
• In 2018, the value of Chinese VC
almost matched that of the much more
mature US VC market, with a total of
US$105.1bn invested in China against
a US figure of US$110.6bn. Average
Chinese VC deal size in 2018 was
US$24.7m, versus $21.1m in the US.

59

• The Barometer findings suggest LPs
believe that more defensive sectors are
likely to generate strong returns over the
next three years, given the prospect of a
turn in the economic cycle. Just 33% said
consumer-related investments would
be attractive.
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79%

Aggregate deal value ($bn)

• Healthcare and pharmaceuticals will be the
most attractive sectors for private equity
investment in North America and Europe,
according to nearly 90% of the limited
partners surveyed in Coller Capital’s Global
Private Equity Barometer for Winter 2018-19.
The second and third most attractive
sectors will be business services (82%)
and IT (76%).

Private equity to outperform
general partner expectations
Are investments your fund made five to seven years
ago now expected to achieve higher returns than
forecast at the time of investment?

20%
21%

10%
30%

51%

• With institutional capital continuing to
flow freely towards alternative strategies,
the private equity fund lifecycle appears
to be accelerating. In 2013, the average
time between the close of a fund and its
predecessor was just over 52 months;
by 2018, this had fallen to 42 months,
according to Preqin. However, this is still
slightly longer than in 2008, when the
average was 39 months.

US deal value ($bn)
Source: Preqin

China deal value ($bn)

• However, the start to 2019 has been
more difficult for Chinese VC, which saw
the value and volume of deals drop more
than 60% in January versus the same
month in 2018, according to Zero2IPO.
The next few months will see whether
this is a correction or a short-term blip.

38%

21%
Yes, definitely

Yes, most likely

No, not really

Remains unclear – we are still exiting
investments made 5-7 years ago

Source: Dechert and Mergermarket, 2019 Global Private
Equity Outlook

• Nearly 60% of private equity general
partners expect returns on investments
made five to seven years ago to exceed
their initial forecasts, including 38%
who say they will definitely be higher.
This is according to Dechert and
Mergermarket’s 2019 Global Private
Equity Outlook, a survey of 100 PE
executives globally. This suggests
that many investments made in the
recessionary period following the
financial crisis could outperform
expectations, in line with the belief that
PE performs best during difficult times.
• However, despite the current, more
benign economic environment, GPs
are also optimistic about returns from
investments made this year, with 48%
predicting higher returns on capital
invested than five to seven years ago,
including 28% with return expectations
that are significantly higher. Just 15%
expect returns to be lower.
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WHAT PRICE
RETURNS?

Education and healthcare have long been popular areas for private equity investment.
Yet because of their widespread benefits to society, many businesses in these sectors are at
least partly subsidised by public money. Does PE’s involvement in subsidised areas pit investor
incentives against consumer interests? We look at this issue with help from new research into
PE’s record in the US education sector. By Christopher Alkan.

T

he concept of profit-motivated
private equity firms investing in
socially sensitive industries such
as education and healthcare
may look incongruous at first. Not only
might the typical PE toolkit seem
ill-suited to these operations, but the risk
of reputational damage from harming
individuals or misusing government
funds might seem greater than the
potential gains. Yet PE has invested
substantial amounts of capital in these
industries over the past couple of decades.
A potential concern is that the presence
of government subsidies without proper
incentives could encourage general
partners to operate companies in ways
that are at odds with consumer interests.
Indeed, one area that has attracted a lot
of PE attention in the US is the for-profit
higher education industry. According to
a recent study, When Investor Incentives
and Consumer Interests Diverge: Private
Equity in Higher Education, by Charlie
Eaton, Sabrina T. Howell, and Constantine
Yannelis, PE-owned schools accounted
for around 35% of for-profit enrolment
between 1990 and 2015. Moreover, many
large, publicly-traded for-profit academic
institutions were once PE-owned.

6
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The study examines whether PE buyouts
of US for-profit universities impact key
educational outcomes. The authors argue
that the presence of heavy government
subsidies may lead to perverse incentives
for PE players that invest in these schools.
They find that profits tripled after buyouts
of these institutions and the ratio of faculty
staff to students declined. The research
notes that law enforcement actions,
mainly related to ‘misrepresentation’,
have been concentrated in PE-owned
schools, while graduation rates fell by six
percentage points from a mean of 45%.
Six years after leaving, students had wages
5.8% lower than the alumni of similar
non-PE-backed institutions. These
outcomes culminated in higher student
loan defaults, with a correspondingly
higher cost to the US government.
Take care
These findings echo studies of PE’s
involvement in another sector that attracts
government funding: US care homes.
One of these studies, Private Equity
Ownership of Nursing Homes: Implications
for Quality, by Pradhan et al, suggests
that PE “may be engaged in replacing
expensive but skilled registered nurses
with cheaper and less skilled nurses,
possibly as a cost-cutting measure”, and
finds “significant deficiencies” in care
outcomes relative to other for-profit homes.

Such studies make uncomfortable reading
for the PE industry. Yet Yannelis, co-author
of the US education paper, suggests that
the findings of his research do not point
to failings in PE itself. They stem, he says,
largely from poorly-designed government
incentives that focus on the quantity of
students rather than quality of education.
“Government policy rewards universities
for higher admissions and higher fees,
rather than strong graduation rates or the
improving employability of students,” he
says. “Yet when incentives are skilfully
designed, there is tremendous scope for
PE firms to do good and make money in
sectors like education and health.”
He points to a government policy in Brazil
as a potential model. After facing an
11-fold rise in the fiscal cost of student
loan defaults between 2011 and 2016,
the Brazilian government started to insist
that private universities bear a certain
percentage of loan defaults – giving
schools a greater incentive to care
about the workplace success of their
graduates. Better still, argues Yannelis,
governments should gear financial
rewards more explicitly to the social goals
they are seeking to achieve. The Obama
administration tried to do this in the US by
imposing a ‘gainful employment’ rule that
required colleges to track the performance
of their graduates in the workforce –
with the threat of withdrawing funding if
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results fell short of guidelines. However,
the current administration has backed
away from such reforms, which were also
resisted by the industry.

“ALIENATING COMMUNITIES
CAN THREATEN THE
CONTINUITY OF BUSINESS
Quality as well as quantity
OPERATIONS, RESULTING
Properly designed incentives are essential
IN STRIKES, PROTESTS,
to successful investment by PE in these
REPUTATIONAL HARM
areas, agrees Fredrik Näslund, a partner
AND REDUCED EFFICIENCY
at Nordic Capital. These should include
OF PRODUCTION”
both carrots and sticks, and apply to
performance across a wide range of
areas, he adds. Between 2006 and 2017,
Nordic owned Capio, a Swedish healthcare
giant with a 4,500-strong payroll, which
ran, among other facilities, the St Göran
Hospital in the centre of Stockholm.

“GENERATING SOCIAL
HARM – ESPECIALLY AT
TAXPAYERS’ EXPENSE – ISN’T
GENERALLY A GOOD LONGTERM BUSINESS MODEL”
“When we acquired Capio, St Göran was
at best a pretty average to moderately
good hospital,” says Näslund. “During
our ownership period, we supported
Capio to take it to the next level, in terms
of facilities, patient care, waiting times,
and employee satisfaction. At the
same time, public hospitals were up
to 50% more expensive than Capio.”
This improvement was encouraged by
a system of government incentives that
promoted quality. “Capio had to report on
the quality of over 70 treatments, and if it
exceeded the established standard, there
was a financial reward of a 1% bonus on
the price,” he says. “On the flipside, there
were penalties for failure.”

8
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To get the most from PE funds, Näslund
believes governments need to ensure
state funds “reward good service, under
fair and stable rules”. Contracts should be
long enough to give PE firms the incentive
to invest in new facilities. And officials,
he adds, should be sufficiently responsive
to feedback from industry and customer
groups in cases where government money
is creating perverse incentives.
Along with improving health outcomes and
services, Nordic Capital is believed to have
roughly doubled its money with Capio.
“Under the right conditions, I have no
doubt that profit and welfare are perfectly
compatible,” Näslund argues. Indeed,
in 2013, The Economist magazine praised
Capio’s St Göran Hospital as “one of the
glories of the Swedish welfare state”.
Do no harm
But the fact is that many governments fail
to design robust incentive structures.
So should PE firms steer clear, given the
potential for poor constituent outcomes
and reputational harm?

“Harvesting government subsidies
while harming society is not worth it,”
says Clara Barby, a partner at Bridges
Fund Management. Funds that neglect
ESG processes risk losing out in the
competition for capital, she argues. “It’s
the investors who call the shots. More
limited partners are seeking to align their
investments with their ethical values, and
they are willing to vote with their wallets.”
As an impact investor, Bridges identifies
and evaluates every potential investment
using both impact and commercial criteria
– seeking opportunities where there is a
clear link between the two. “We want the
business plan to show a clear alignment
between commercial growth and better
societal outcomes,” she says. “Analysing
tensions between the two can signal red
flags and opportunities for mitigation.”
This message is echoed by Shami
Nissan, head of responsible investment
at emerging markets investor Actis.
“There are always funds willing to take
short-cuts, but this approach is playing
less well with LPs over time,” she says.
“If you are seen as an unethical actor,
you won’t get funding from a lot of pension
funds, endowments and foundations.”
Nissan believes PE can have a positive
effect by bringing efficiency to the health
and education sectors (although Actis
focuses on emerging markets, where
government support is often less available,
and incentive design is therefore less of
an issue). The Actis portfolio includes
Honoris United Universities, a pan-African
network of higher education institutions
with 32,000 students in nine countries.
“Governments in Africa are unable to meet
the growing demand for education from

the continent’s rising middle class,” says
Nissan. “To attract students, we need to
invest in facilities, teachers and technology,
as well as ensuring that our graduates are
job-ready when they leave. This is about
investment and efficiency, not cost-cutting
and leverage.” She adds that Actis is well
placed to assess which skills are needed,
since its portfolio companies employ around
100,000 people in Africa.
Nissan argues that funds whose portfolio
companies harm society run a range of
other risks that can undermine financial
returns. “Alienating communities can
threaten the continuity of business
operations, resulting in strikes, protests,
reputational harm and reduced efficiency
of production,” she says. “Weak ESG
standards can limit access to capital,
especially from multilateral development
banks, but also from commercial banks.
And when it comes to the exit, buyers are
willing to pay a premium for a business they
can just plug into their existing portfolio.”
What happened next
Indeed, such lessons can be observed
in the US for-profit education sector
generally. After peaking in 2010, enrolment
at for-profit universities has plunged by
around a third. ITT Tech, one of the largest
for-profit educators, achieved a 37% profit
margin in 2009. Yet in 2016, it closed
down, after over-aggressive marketing and
the poor performance of its graduates
in the workforce led the Department
of Education to cut its federal financial
support. Corinthian Colleges has also
declared bankruptcy. The company shut 28
schools, leaving 16,000 students without
classes, and is subject to federal and state
investigations. Neither of these businesses
was PE-backed at the time of its failure.

These instances highlight how businesses
deemed to be harming society or exploiting
government subsidies can have their
licence to operate revoked abruptly,
says Robert Eccles, visiting professor of
management practice at Saïd Business
School in the University of Oxford.
“In addition, the ESG message is really
penetrating the PE industry,” he adds.

“This is not about charity, do-goodism or
greenwashing, but about raising risk-adjusted
rates of return. Generating social harm
– especially at taxpayers’ expense – isn’t
generally a good long-term business model.”
Or, as Nissan says: “Parking morality to
one side, behaving ‘ethically’ just makes
commercial sense.”

THE RESEARCH
When Investor Incentives and Consumer Interests Diverge: Private Equity in
Higher Education by Charlie Eaton (University of California Merced), Sabrina T.
Howell, and Constantine Yannelis (both of NYU Stern) examines the effect of PE
involvement in the US for-profit higher education sector. Examining 88 PE deals
and 1,322 school-level ownership changes between 1990 and 2015, the paper
tracks outcomes at for-profit universities before and after buyouts.
The authors find that PE buyouts were associated with a more-than-tripling of
school profits, and that school enrolment expanded by about 48% in response
to greater marketing and recruitment efforts.
However, they also find that graduation rates at PE-backed institutions declined
by six percentage points following the buyout (relative to a mean of 45%);
that average annual student loans rose by about 12%; and that students earned
5.8% less than those of similar non-PE-backed schools six years after leaving.
PE-owned schools also have lower staff-to-student ratios, the paper finds,
at 3.6 per 100 full-time students, compared with 4.4 in community colleges
and 4.5 at independent for-profit institutions. Law enforcement actions are also
“overwhelmingly concentrated” in PE-owned schools, the authors say, with these
institutions accounting for 4% of observations in the study’s data, but 58% of
such enforcement actions.
The authors conclude that PE-owned schools are better than others at “capturing
government aid” from federal grants and government-guaranteed loans.
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SPRAY
AND PRAY?
A significant reduction in the cost of cloud-based computing has encouraged more
frequent investment in internet-powered businesses. But what effect has this had
on venture capital investment overall? And are there negative implications for
more complex forms of innovation? By Vicky Meek.

A

s the falling cost of establishing
internet-powered businesses
has opened doors for
would-be entrepreneurs,
companies such as Airbnb, Uber, and
Spotify have emerged from venture
capital portfolios and transformed
long-established ways of doing business.
But, as technological innovation
continues to disrupt business models,
what about the VC industry that funds
and facilitates this innovation? To what
extent have VC’s own investment models
shifted in the wake of technology shocks?
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PRIVATE EQUITY FINDINGS 2019

Michael Ewens, Ramana Nanda,
and Matthew Rhodes-Kropf take up
“THERE HAS BEEN AN
these questions in their paper, Cost
UNDENIABLE CHANGE
of Experimentation and the Evolution
SINCE THE ADVENT OF
of Venture Capital. The researchers
THE OPEN CLOUD. IT HAS
argue that the falling cost of technology
means that it has become easier for
CHANGED THE DYNAMICS
entrepreneurs to experiment with new
OF SEED FUNDING”
businesses, and cheaper for investors
“We knew from conversations we’d
to fund projects that will send early
had and presentations we’d seen that
signals of their probability of success.
there was talk of a shift in VC and
Because of this shift, venture capitalists
finance generally for start-ups,” explains
can now invest in a large number of
businesses, provide minimal governance, Rhodes-Kropf. “However, there wasn’t
a clear way of testing this, so we looked
and focus their attention and funding
for a technological shock. The one most
on the few start-ups that show positive
investors believe had the biggest impact
early outcomes – an approach known
was the launch of Amazon Web Services
colloquially as ‘spray and pray’.
(AWS) cloud services in 2006.”

COLLER RESEARCH INSTITUTE 11
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A natural experiment
By viewing the AWS launch as a
natural shock that lowered the cost of
experimenting, the authors were able
to test for a shift in VC strategies. They
examined pre-A and Series A funding
rounds, before and after the introduction
of AWS, in the businesses most likely to
benefit from renting cloud services, as
opposed to having to build or invest in their
own technology – companies focused on
software as a service, social networks,
e-commerce, and other digital services.
Post-2006, the authors found that,
although VC funds invested about a fifth
less capital per business at the seed
stage, the number of their investments
doubled. They also found that VC firms
were less likely to take board seats in
these early-stage portfolio companies,
and thus provided less governance.
Unsurprisingly, failure rates were higher,
reflecting a greater number of ‘long-shot
bets’ taken on unproven management
teams and business models, plus the
willingness of VC investors to terminate
investments that failed to make early
progress. The start-ups that did survive,
however, were more successful: their
second-round financing achieved close
to 20% higher step-ups in value across
rounds than companies in other sectors
were able to attract.
Taken together, the findings point to an
increased prevalence of spray and pray
investment strategies at seed stage.
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Rhodes-Kropf admits he was a little
sceptical about whether the AWS launch
was the appropriate turning point. “I was
interested in the idea of the introduction
of the cloud changing financing, but I
didn’t think the test was that strong,”
he says. “I was genuinely surprised that
the results before and after showed [this
effect] so strongly.”

However, he adds that there have been
further developments in the European
market, where seed-stage investors
previously found the risk they had taken
was often undervalued by later-stage
investors. The cloud’s ability to improve
the efficiency of establishing and scaling
an internet-powered business has
naturally drawn more interest and capital
to the area, and enabled larger funding
rounds post-Series A.

Game changer
Indeed, many venture capitalists see
AWS as a game changer. “The launch
“In Europe, there has been a significant
of cloud-based services has had a
development in terms of compensation
fundamental effect on innovation and
to early-stage funds for risk-taking,”
therefore on VC investment patterns,”
says Grabenwarter. “Previously, they
says Hendrik Brandis, co-founder of
couldn’t rely on late-stage VC investors
Earlybird Venture Capital. “We’re seeing
to compensate them adequately for seed
a democratisation of innovation, as the
funding. But there has been such an
previous barriers to entry, including
avalanche of new ventures that late-stage
knowledge barriers, have come down.
venture capitalists now recognise they
Previously, incumbents had unfair
have to rely on seed-stage investors to
competitive advantages owing to their
apply a VC filter and funnel for the most
superior knowledge and established
promising investment opportunities.”
infrastructure, such as huge mainframe
computers. Access to AWS offers more
computing power at a much lower cost.” “OUR RESEARCH IMPLIES
Uli Grabenwarter, head of equity
investments at the European Investment
Fund, agrees that the cloud’s effect on
funding has been profound. “There has
been an undeniable change since the
advent of the open cloud,” he says.
“It has changed the economic dynamics
of seed funding. We first saw this in the
development of US micro funds, which
became viable at much lower amounts
[of capital raised] than had previously
been possible.”

THAT VC FUNDS ARE
SOWING MORE SEEDS,
BUT WATERING THEM LESS.
IT’S NOT CLEAR WHAT
THE IMPACT IS. IT MAY
BE THAT SOME PROJECTS
WITH GREAT POTENTIAL
GET ABANDONED BECAUSE
THERE ISN’T ENOUGH
GUIDANCE PROVIDED”

The lower cost of starting up has also
“Yet even if it’s easier and cheaper
enabled businesses to reach greater
to create global companies using
maturity before attempting to attract VC.
cloud-based models, you still need
The start-up capital they can raise from
talent to help develop the offering,
accelerators, angel investors, and even
build a company around it, protect IP,
friends and family can take them further
and so on. There’s a lot more to building
up the development curve. In the space
and running a successful business than
of just a few years, this has altered the
having a great idea.”
VC funding landscape, as IQ Capital’s
Max Bautin explains. “[Recently], the
size of seed funding has grown,” he says. “VC ISN’T THE RIGHT MODEL
“It used to be £200,000-£500,000,
TO FUND FUNDAMENTAL
with Series A between £2m and £3m.
RESEARCH OR EVEN
Now, many businesses are getting
THE DEVELOPMENT
pre-seed rounds before going to VC
OF APPLICATIONS – IT’S
funds, so that VC seed rounds have
MUCH MORE SUITED TO
grown to £1m-£2.5m, with seed-plus
emerging at a further £1m-£2m. In fact,
PROVIDING FINANCE AT
businesses we see have often already
THE START-UP AND BUSINESS
raised £5m before they get to Series A,
DEVELOPMENT STAGE”
which is usually at the £10m mark.”
However, despite the label spray and
pray, the research suggests that testing
A positive negative?
out more unusual ideas is beneficial.
Yet the term spray and pray clearly
“Taking a spray and pray approach
has negative connotations; it seems to
should increase the likelihood of
suggest a lack of skill and due diligence
hitting something,” says Rhodes-Kropf.
when it comes to making investment
“If you were to invest $5m, the idea had
decisions and supporting portfolio
better sound plausible and you’re going
companies. When asked about this
to devote time to getting that business
particular point, industry practitioners
off the ground. Yet if you’re committing
naturally push back. “We have backed
$100,000, the plausibility matters a
VC funds that invest in software and
little less. Airbnb was originally set up
cloud-related businesses, and it’s true
to rent out air beds and offer breakfast
that their returns can be seen within
to students in people’s living rooms.
three to five years rather than the seven
It’s hard to see that idea getting funded
to 10 years more usual for VC,” says
back in 1998.”
Ken Cooper, managing director of VC
solutions at the British Business Bank.

Fear of missing out
Yet if experimentation supports business
ideas that can show early results at a low
cost, what happens to ideas that take
longer to gestate and get off the ground,
but could result in deeper innovation?
“Our research implies that VC funds
are sowing more seeds, but watering
them less,” says Rhodes-Kropf. “It’s not
clear what the impact is. It may be that
some projects with great potential get
abandoned because there isn’t enough
guidance provided.”
He adds: “It’s hard to test whether
complex innovation is directly affected
by the shift in early-stage VC financing
strategies. In an efficient market, every
project that is net present value-positive
would get funded even if it’s harder to get
to certain milestones. Yet VC isn’t efficient
– funds have to raise capital and so have
to show successful exits. If capital is
shifted towards those early successes,
that may well be to the detriment of more
complex technologies.”
Indeed, earlier work by Rhodes-Kropf
questions whether VC is the right form
of finance for more complex innovation.
“Some of my previous research has
looked at VC investment in deep tech
innovation and found that the model
isn’t well suited,” he explains. “As a
limited partner, if you’re giving money to
someone who makes decisions on your
behalf, you have to judge their ability
to pick investments that will deliver
returns. If they tell you that returns on
existing investments will be 50 years
out, or even 10 years out, that’s too long
a time frame. LPs, even pension funds
and endowments, will have a hard time
judging who to invest with.”
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Brandis agrees – to a point. “VC isn’t
the right model to fund fundamental
research or even the development of
applications – it’s much more suited to
providing finance at the start-up and
business development stage,” he says.
Yet he argues that the issue isn’t with
funding innovation itself. “In Germany,
for example, 30bn a year goes into
fundamental research and application
stages, yet just 2bn of venture capital
is invested at the business start-up
phase,” says Brandis. “That’s a little
skewed – if just 1bn shifted from
fundamental research into VC, we’d see
a far greater impact on society and better
realisation of innovation’s potential than
we currently do.”

“DEEP INNOVATION TAKES
TIME TO DEVELOP AND
COMMERCIALISE – OFTEN
WAY LONGER THAN A
10-YEAR VC FUND. YET AN
ECOSYSTEM IS BUILDING
AROUND THAT”
He also argues that VC investors are
able to take a long-term view on more
complex innovation because patience
is more highly rewarded if the business
is successful. “We take different
approaches to software and healthcare
investments because the latter just take
more time,” says Brandis. “In software,
you can scale a business from zero to
billions of enterprise value in just three
to four years. With healthcare, you have
regulatory considerations that slow down
growth and make it more expensive,
but ultimately this creates barriers to
entry that make these investments
highly valuable.”
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Market solutions
In addition, VC investors suggest that
the market has already moved to ensure
funding of more complex ideas. The
elevated valuations that many digital
economy businesses now command
are prompting many investors to look
elsewhere. “I’m not sure we are really
missing out on complex innovation,”
says Grabenwarter. “A lot of capital went
into the digital economy, but that has
driven up valuations significantly. The
pre-money valuations we now see in this
space, for companies that are nothing
more than an idea, are hard to justify for
VC firms, so we’ve seen a rebalancing
towards areas where there is more of a
competitive edge. This has definitely also
brought life sciences back on the radar.”

Other recent market developments
may also extend VC firms’ time horizons.
“You have significant appetite from
secondaries investors now, and they are
no longer looking for heavy discounts,”
adds Bautin. “These can be attractive
instruments for early-stage investors who
need some liquidity but wish to retain
a stake [in an innovative company].”

And, echoing Grabenwarter’s earlier
comments about the increased
appreciation for early-stage investment
among late-stage investors, Bautin
suggests that VC funding is available
for businesses that are based on
complex innovation and that have strong
potential. “Deep innovation does take
time to develop and commercialise –
often way longer than a 10-year VC
fund,” he says. “Yet an ecosystem is
building around that.”

Transforming landscapes
Yet what seems certain is that AWS
is just the beginning of a raft of new
technologies that could transform not only
how companies are funded, but also the
entire economic landscape.

He points to one of IQ Capital’s
companies, Fluidic Analytics, which is
developing a cheaper and faster way
to sequence proteins. “That will have
a huge effect on our understanding of
disease,” he explains. “It has received
£23m in Series B financing and will
need more capital. But that is available
from VC investors like us and from other
funds. You have some [funds] that are
evergreen, for example, and so don’t
have 10-year fund lives.”

It is clear that new technological
developments have fundamentally altered
the start-up landscape, as the cost of
establishing and scaling a business in
many areas has fallen dramatically.
Quite how this has changed early-stage
VC funding models and affected more
complex innovation remains a subject
for debate.

“Artificial intelligence (AI) has the potential
to change the entire value creation model
of the economy,” explains Grabenwarter.
“Value creation was determined by
access to labour in the pre-industrial
revolution period, and by access to capital
after the industrial revolution. Today, it’s
access to knowledge, and when AI takes
over, the next era of competition will be
access to natural resources.”

THE RESEARCH
In Cost of Experimentation and the Evolution of Venture Capital, Michael Ewens
(California Institute of Technology), Ramana Nanda (Harvard University) and
Matthew Rhodes-Kropf (MIT Sloan School of Management) examine how the
reduced cost of establishing a software and service-oriented business has
affected VC fund strategy in this area.
The authors find that, following the launch of Amazon Web Services in 2006,
which provided cloud computing services (and is often seen as the technological
shock that dramatically reduced the initial cost of starting internet and
web-based start-ups), seed-stage funding rounds for these businesses fell by
20% on average. They also find that the number of initial investments made in
these areas annually per VC fund nearly doubled relative to pre-2006, but that
VC investors were less likely to take a board seat and that a smaller proportion of
seed-funded companies received follow-on funding.
These higher investment and failure rates, together with less governance
intervention, the authors say, suggest that VC investors adopted a ‘spray and pray’
approach at seed stage. However, those that do survive are more successful,
according to the research. It finds that web-based start-ups that received
second-round financing (ie, the ones that were able to signal their higher probability
of becoming profitable quickly) achieved close to 20% higher step-ups in value
across rounds than those in other sectors.
This new dynamic, the research says, tends to increase VC investments in
start-ups where information on future prospects is more easily and cheaply
determined, but potentially reduces the relative share of innovation in complex
technologies where the initial investment is necessarily higher and where it takes
longer to understand the venture’s potential and viability.
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MANAGING
TO PERFECTION

The private equity model is predicated on backing sound management teams to make
improvements at portfolio companies. But how much difference do changes to management
practices actually make to the performance of portfolio companies? And can strong practices
be replicated across buy-and-builds? Two new research papers look at these issues.

Recent academic research by Bloom, Mahajan, McKenzie and Roberts suggests that interventions designed to improve
management practices, such as monitoring and incentivisation, can have a long-lasting impact on business performance.
Further research by Bai, Jin and Serfling shows that management practices can be a material source of synergy in M&A,
as acquirers target undervalued businesses and improve their operations (see box on p23 for more details).
The findings are significant for PE. Not only does the research implicitly endorse the asset class’s own operationallydriven interventions and find them to be a source of persistent value creation, it offers insights into implementing
sustainable change. The studies also raise interesting questions about how to integrate and improve the performance of
add-on targets in buy-and-build strategies.
Here, we talk to the authors of the research, and to managing partners of buyout firms in Europe and the US, about the
role that management best practice plays in PE investment. Chaired by Amy Carroll.

Both papers explore how improvements
in management practices can bolster
“I THINK IT’S IMPORTANT TO
company performance and ultimately
GET THE RIGHT ALIGNMENT
add value. But what is actually meant by
BETWEEN OWNERSHIP AND
management practices?
Matthew Serfling: “We are really talking
about structured practices around
monitoring and incentivisation, whether
that is through pay, or hiring and firing.
For example, the survey we use, which
was devised by Nick [Bloom], considers
how many key performance indicators
(KPIs) an establishment has. The
assumption is that the more KPIs there
are, the more structured the management
practices will be and therefore the better
those practices will be.”
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MANAGEMENT FROM THE
VERY START”
Nicholas Bloom: “Exactly. It’s about
whether businesses collect information
and act to improve performance based
on that information. That’s monitoring.
And it’s about whether employees
get evaluated. Do good employees
get rewarded and promoted? Does
something happen to bad employees?
Do you try to retrain them or, if you can’t
fix them, do you get them out of the
company? That is incentivisation or good
human resources practice.”

How significant are these management
practices as value creation levers for
PE investors?
Neil MacDougall: “They are pretty
important. If better practices are
introduced and if, crucially, you can
make them stick, then that is fantastic.
After all, our philosophy is to sell a
company in a much better state than
we originally found it.”
Sean Whelan: “We don’t really talk
about management practices per se.
We would put these things under the
heading of people and talent, which I
think are critical. It’s about making sure
there is an engaged workforce and a
high-performance culture.”

COLLER RESEARCH INSTITUTE 17
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Some would minimise the importance
of management practices, saying that
market forces take care of inadequacies.
Nick, what would your response be?
Nicholas Bloom: “I have been working
in this area for almost 20 years, and for
me the big lesson is that management
practices play a huge role in shaping
performance. Businesses that have more
monitoring and HR input grow faster,
make more profit, and are more likely to
innovate, export and survive.
“And yet, you are right; there is a large
swathe of people in economics, and also
in government, that doesn’t buy that.
I remember talking to a government
minister about this, and him saying,
‘Look, there are no badly managed
firms, because competition would drive
them out of the market.’ There are Nobel
Prize-winning economists and influential
management thinkers who have argued
that there is no bad management: there
are differences, sure, but not better or
worse. But I think our research shows
clearly that there is better and worse
management. For me, it is a huge factor.”

“WHILE IT MAY NOT BE
THE PRIMARY DRIVER
FOR THEIR ACQUISITION,
ACQUIRERS IMPROVE
MANAGEMENT PRACTICES
AND REALISE BETTER
PERFORMANCE”
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Nick’s latest research focuses on the
impact of consultant intervention on
management practices. As PE investors,
when do you think it is appropriate to get
consultants involved?

Although the research focuses on
consultants, PE is of course another
external force for change. What can the
fund managers take from the study in terms
of PE’s role in management intervention?

Sean Whelan: “In my experience,
the most important thing is to recruit the
right people in the first instance. There
is no point bringing in consultants if you
don’t have people in the business who
are going to embrace what they say and,
ultimately, implement what they suggest.
Having been a consultant myself many
moons ago, there is nothing worse than
going into a business, doing a load of
work, and feeling that it is just going to
get left on a shelf.

Nicholas Bloom: “I see this research as
extremely pro-PE. Boston Consulting
Group folklore says that two-thirds of
interventions collapse in five years. We
didn’t find that. We found these changes
to be surprisingly persistent. I think that
creates the optimistic message that
external interventions can pay returns for
many years afterwards.

“At our firm, we are unlikely to get
specialists involved unless they have
a counterparty in the business that is
going to pick up the baton. We can help
the business along the way, but we are
never a substitute for companies doing it
themselves. That’s our philosophy across
all interventions.”
Adam Suttin: “Our operating partners
play a key role in investments, typically
as chair of the board. We tend to bring in
consultants if there is a very specialised
task, such as changing distribution
networks or major IT projects where
we don’t have the in-house expertise.
But we feel we have the skills to provide
strategic direction and to implement best
management practices.”

“The second message is that these
management interventions, which are the
bread and butter of operationally-driven
PE, can lead to huge improvements in
[the company’s] performance and growth
rate. It is a kaizen-type system that puts
the business on a higher trajectory.”
The research shows persistence in
management interventions. But how
should PE firms in particular go about
making sure that changes stick?
Neil MacDougall: “This part of the
research was fascinating to me as a
PE investor and former consultant.
What struck me about Nick’s study
was the importance of making sure
sufficient management time is applied
to monitoring these changes.

“THESE MANAGEMENT
INTERVENTIONS, WHICH
ARE THE BREAD AND
BUTTER OF OPERATIONALLYDRIVEN PE, CAN LEAD TO
HUGE IMPROVEMENTS
IN THE COMPANY’S
PERFORMANCE AND
GROWTH RATE”
“There is some real relevance there for
the way that PE works. This is an area
where a focused board can make a real
difference by providing the continuity and
intensity of oversight to make sure that
changes do get made and that they stick.”
Adam Suttin: “I think it’s important to get
the right alignment between ownership
and management from the very start. If
you are going to implement change and
make it stick, you need a clear strategic
plan that is a joint creation. We don’t
unilaterally impose our ideas or accept
a management team’s plan without
question. We work together to develop
a strategy and then hold ourselves
and management accountable for
compliance with that strategy.”
Matthew Serfling: “My take is that Nick’s
research clearly shows that maintaining
these practices takes effort. Good
management practices are not something
that a business and its top team can set
and forget. If managers want to keep
maintaining good management practices
and realise the most benefits from them,
they need to work at it.”

Some management changes were
discontinued in Nick’s study. One
reason cited was lack of management
oversight; as Neil mentioned, another
was poor buy-in among management. As
an external force for change yourselves,
how should PE firms mitigate this risk?
Sean Whelan: “You have to have
leadership from the top. The chief
executive of the portfolio company is the
most important element when it comes
to making changes stick. Change then
cascades through the organisation.
It starts with a clear, shared vision and
purpose. A set of values then filters
through, to create a culture in terms of
how people work. Get those things right
and you see the impact in HR metrics
such as staff turnover and employee
engagement, and ultimately in business
metrics such as productivity and profit
growth. It’s all interlinked.”
Neil MacDougall: “I agree. If change is
not sponsored by senior management,
then guess what? A report gets written,
put in a drawer and nothing happens.
As Nick’s research shows, these things
take time. They also require a budget.
You need to persuade even the sceptics,
through instruction or insistence, that
the changes are in their interest and that
they might just be surprised.
“This isn’t specific to PE. It is about the
conditions required for groups of people
to change the way they operate; to do
something differently, and hopefully
do it better. It’s about changing
human behaviour.”

Nicholas Bloom: “Interestingly, the
interventions that did stick were in
areas such as quality control, which
had an immediate impact on output,
and therefore on profits. What didn’t
stick were things like standard operating
procedures. I think the issue was that
these things were too advanced, too
complicated, and didn’t get the buy-in.”
Matthew Serfling: “Yes, there is a lot
we can learn about which management
practices, and which interventions, are
most and least beneficial by looking at
which practices were dropped.”
That would certainly prove valuable
for PE firms, in terms of understanding
where they should dedicate their time
and effort.
Nicholas Bloom: “Yes, and the other
big question that the research raises
is whether these interventions are
complementary to existing practices or
substitutes for them.
“There are generally considered to be
six management disciplines: human
resources, monitoring, finance, strategy,
marketing and tech. Is there a greater
pay-off if you look at a bundle of changes
or is it better to focus on one or two?
That would be really interesting for PE
and would be a fascinating area for
further research.”
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Does the research not provide a good
case for buy-and-build strategies,
though? Get management practice right
in the platform company, buy up poorly
managed businesses, and benefit from
multiple uplifts as convergence
takes place?

So you don’t believe in improving
management at a target company by
superimposing people and practices?

Matthew Serfling: “It’s also interesting how
this relates to our research into the impact
of management practices on value creation
in M&A. Its insights could help potential
acquirers identify the most undervalued
businesses, by focusing on those that rate
low on the specific management practices
found to provide the most benefit – in other
words those that tend not to get dropped.”

be boosted by improving management
practices, but for whatever reason it doesn’t
happen. Managers may be stuck in the
status quo, or there could be additional
costs involved and they simply don’t want
to adjust practices. While it may not be the
primary driver for their acquisition, acquirers
improve management practices and realise
better performance.”

Just to summarise, Matthew, your
research finds that businesses with better
management practices tend to acquire
those with weaker ones. The latter are
subsequently improved, leading to higher
productivity and therefore value creation.
What do you think is going on there?

Could it be that there is something about
the rigour of the acquisition and integration
process itself that facilitates the uplift in the
target company’s management practices?

Neil MacDougall: “I’m not convinced by this.
I think acquirers often mistakenly assume
they are the better business, with better
practices, but that’s not necessarily
true. When an organisation goes into
an acquisition thinking that it is buying
something mismanaged and that it is going
to add a lot of value by introducing its own
better way of doing things, it is often setting
itself up for a fall.

Matthew Serfling: “The way we interpret
the findings is that the target business
has a lower operational efficiency than
the acquirer. Profit and productivity could

Matthew Serfling: “We haven’t looked at
exactly how the transfer in management
practice happens. It could end up
being as simple as the acquirer coming
in and installing its own management
team, which leads to the target company
inevitably adopting the acquirer’s practices.

“I’ve seen too many acquisitions fail because
people don’t give the acquired company
the respect it is owed. Companies are about
people, and if people don’t feel they have
been treated in the right way, more often than
not they will quit and then you’ve lost what
you were looking to buy in the first place.”

Sean Whelan: “I certainly don’t think it’s
a given, though, that the company being
acquired will have inferior management
practices. There are situations where that
is the case, but there are others where,
quite frankly, we can learn a lot from the
culture of the businesses we buy.”

Adam Suttin

Neil MacDougall

Nicholas Bloom

Sean Whelan

Matthew Serfling

Adam founded US mid-market firm
JW Childs Associates, having previously
worked at Thomas H Lee Partners.
He is now managing partner at the firm.
JW Childs has a particular focus on the
consumer, retail and healthcare sectors.

Neil is the managing partner of
Silverfleet Capital, a pan-European
private equity firm backing companies
valued in the 25m to 300m range.
He has worked in PE since 1989, and is
scheduled to step down from his current
position to become the firm’s chairman
in April 2019.

Nicholas is the William Eberle professor
of economics at Stanford University.
His research focuses on management
practice and uncertainty. He previously
worked at the UK Treasury and
McKinsey & Company.

Sean is managing partner at the UK
mid-market firm ECI Partners and a
former Bain & Company consultant. He
is responsible for post-investment added
value and is a member of the investment
committee and chair of the board.

Matthew is an assistant professor of
finance at the University of Tennessee.
He received his PhD in finance from
The University of Arizona. His research
focuses on issues related to corporate
finance, labour market frictions
and accounting.
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Our findings certainly show not only an
improvement in management practices but a
convergence with those of the buyer.”

Adam Suttin: “We don’t go out of the
way to look for management challenges
with our buy-and-builds, but we also
don’t avoid pursuing them if we have
strong management capabilities in the
platform company.”

Sean Whelan: “No, I don’t. A lot of the
companies we back are people-based
businesses. The people, the culture and
the way they operate are a major part of
the reason that we choose to invest.

“WHEN AN ORGANISATION
GOES INTO AN ACQUISITION
THINKING THAT IT IS
BUYING SOMETHING
MISMANAGED AND THAT IT
IS GOING TO ADD A LOT OF
VALUE BY INTRODUCING ITS
OWN BETTER WAY OF DOING
THINGS, IT IS OFTEN SETTING
ITSELF UP FOR A FALL”

“The results of the research may depend
on the sector that it is based on. It might
be different if you are talking about buying
a manufacturing plant as part of a
buy-and-build, and putting in plant
managers that can implement best practice
from the acquiring company. But with a
service-based business, it is really important
to retain the management practices that
have made that business successful.
“While this is an interesting piece of work,
it does jar with me to an extent. I think
creating sustainable operational change
is more subtle than putting in your own
management and rolling out a playbook.
“If we are pursuing an acquisition strategy,
what we try to do is buy a company and
integrate the best bits of its management
practice and culture so that the sum of the
parts is greater than the whole.”
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Neil MacDougall: “I’d agree with that.
If you take your management team and
put them into all the key positions, then
what did you just buy? You may have
bought a customer list, but you haven’t
bought any customer relationships.
I used to work at Bain & Co. and it was
clear that a lot of corporate acquisitions
turned out to be absolute disasters,
often for that reason.

“IF WE ARE PURSUING AN
ACQUISITION STRATEGY,
WHAT WE TRY TO DO IS
BUY A COMPANY AND
INTEGRATE THE BEST BITS
OF ITS MANAGEMENT
PRACTICE AND CULTURE
SO THAT THE SUM OF THE
PARTS IS GREATER THAN
THE WHOLE”

“PE does it better by identifying key
management talent and giving them the
opportunity to invest in the equity of the
platform company, so they are integrated
not only into the management but also
into the ownership structure. It’s not just
some option programme they can walk
away from. It is real money on the table.
One company I was involved in years ago
did 50 acquisitions and brought members
of the management teams into the equity
of the business all the way through.”
Adam Suttin: “I’d say there is a balance
to be struck. In an acquisition, if you
eliminate all the things that made that
company successful, then you increase
risk. We prefer to see a blend between
the platform company’s capabilities and
those of the target. We certainly don’t
come in with an edict that says everything
that the target did before was wrong.

“But it also depends on the relative size
and sophistication of the companies.
If the target company is 20-50% of the
size of the platform, then the two will
probably end up blending strategies.
If the target is less than 20% of the
platform’s size, it will probably end up
being folded in.”
Nicholas Bloom: “This is a question of
anecdote meets big data. Of course,
there is plenty of variation. But, on
average, the research shows that
well-run firms buy badly run firms and
make those badly run firms improve
their practices. I would assume those
well-run firms are able to do that
because they are shipping over a bunch
of their practices. Do they fit perfectly?
Probably not. You probably only see
partial adoption. But as academics,
we don’t try to explain everything.”

THE RESEARCH
Do Management Interventions Last? Evidence from India uses research based on 17 Indian weaving companies to explore
the persistence of improvements in management practices brought about by the use of consultants.
The research explores two schools of thought. The first is that by improving management practices, consultants create a
virtuous circle, with systems put in place that make it easier and cheaper to pursue further improvements. The second is that
maintaining good management practice is difficult, and that change initiated externally may be even harder to keep going.
This paper, authored by Nicholas Bloom and John Roberts (both of Stanford University), Aprajit Mahajan (University of
California, Berkeley) and David McKenzie (The World Bank), focuses on monitoring and incentivisation practices. It attempts
to quantify the persistence of management changes and subsequent business performance following extensive consultant
intervention, relative to a control group that received only basic support from consultants.
The research finds that, although around half of all management practice improvements initiated by the external advisors had
been dropped within eight years, a large and significant gap in practices persisted relative to the control group. Productivity,
meanwhile, remained 35% higher for those businesses that had experienced extended intervention.
The research also explored the reasons why management process improvements were dropped. The most commonly cited
explanations were management turnover and a lack of leadership, resulting from the distraction of chief executives and
finance directors. The other reason given was that management believed changes were inappropriate for their businesses.
These findings highlight the importance of key employees, as well as buy-in among management.
Management Practices and Mergers and Acquisitions, meanwhile, explores whether improved management practices are
a source of value creation in the M&A process.
The research attempts to evaluate the role played by changes in management practice in post-merger value uplift, as opposed
to the contribution of better-understood synergies such as improved cash flow, better resource allocation and cost savings
resulting from economies in capital expenditure.
Authors John Bai (Northeastern University), Wang Jin (MIT) and Matthew Serfling (The University of Tennessee), mapped
the Management and Organizational Practices Survey, created by Bloom in 2010, against a data-set of establishment-level
management practices from the US Census Bureau, to analyse 30,000 US manufacturers.
The results show that better-managed companies tend to buy companies with poorer management and that the practices of
the acquired company subsequently improve, converging with those of the acquirer. Improvements in management practice
are also followed by stronger performance, including improvements in productivity, profitability, growth and longevity. The
conclusion is that the “spillover” of good management practice is an important source of M&A synergy and value creation.
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HEAD TO HEAD

RIDING
THE CYCLE
Successfully timing markets can obviously generate returns for the buyers
and sellers of assets. But to what extent are private equity fund managers
able to do it? And if they can, what contribution does it make to PE’s overall
performance? We spoke to one of the authors of new research
that looks into these issues. By Nicholas Neveling.

Tim Jenkinson
Tim is professor of finance at Saïd
Business School, University of Oxford,
as well as director of the Private Equity
Institute, Oxford, and one of the
founders of the Private Equity
Research Consortium.

I

nvestors in private equity funds
have been concerned for some
time about elevated valuations.
Average purchase price multiples
for US leveraged buyouts reached a
record high of more than 11x EBITDA in
2017, according to the Bain & Company
Global Private Equity Report 2018. And
while fund managers can point to value
creation as a major source of returns,
such high entry prices do prompt
questions about how successful the
exits of companies being acquired today
will prove to be, particularly given the
widespread view that the global economy
is heading for a downturn at some time
over the next few years.
Limited partners may well be interested,
therefore, in a new study by Tim Jenkinson,
Stefan Morkoetter and Thomas Wetzer
that looks into the effect of market timing
on PE investments and exits.
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The authors studied 5,366 European
and US deals exited between 1998 and
2013, and found that market timing
contributed around 16% of overall
performance. The study measures a
manager’s ability to time markets by
comparing market multiples at the time
of investment to market multiples when
portfolio companies are sold. On average,
PE managers were found to sell portfolio
companies when market multiples were
0.5x higher than at the time of investment,
according to the research. The top quartile
of PE deals achieved a market multiple
increase of 3.2 and the bottom quartile
lost 2.2, demonstrating that many PE
managers can time the market effectively.
Thirty per cent of deals in the sample
were timed well at both entry and exit.
“The topic of market timing in PE is
interesting,” says Jenkinson, “because
it is very unusual for a manager to have
discretion not only over what assets to
back from a fund, but also when to buy
and sell them. Mutual funds and hedge
funds don’t have the same discretion.”
Yet he adds that the evidence of effective
timing by PE managers also poses
interesting questions for investors.
“Should investors layer their own
judgement on top of the fund manager’s,
and try to time allocation strategies?
Or is the most successful policy to
keep allocations consistent irrespective
of market conditions, and leave PE
managers to take care of the timing?” he
asks, adding that this opens up interesting
areas for further enquiry into whether LPs
can time PE investments effectively.
The research also touches on the
reliability of public market equivalent
(PME) comparisons for PE. This metric,

which has been adopted by many
LPs and academics as one yardstick
for measuring PE performance, has
limitations, say the paper’s authors.
“When you look at PME with respect
to timing an exit, you do have to look
at how you use it,” Jenkinson explains.
“Say, for example, you sold an asset at
the PME before [the collapse of] Lehman,
and compared that outcome to what
would have happened had you sold the
same asset at the PME after Lehman.
In both examples, the manager matched
the PME,” he adds. “But the amount
of money raised by the sale differs
dramatically in these two scenarios.”

“SHOULD INVESTORS LAYER
THEIR OWN JUDGEMENT ON
TOP OF THE FUND MANAGER’S
AND TRY TO TIME
ALLOCATION STRATEGIES?”
These points aside, however, what do
the research findings around market
timing mean in the context of today’s high
purchase prices? Should investors be
concerned about future returns?
Jenkinson doesn’t think so. “If a manager
is growing the top line aggressively or
executing a buy-and-build, the extra
value added by timing is a relatively small
contributor to overall returns,” he says.
“Granted, when multiples are full at the
top of a cycle, then it becomes more
difficult to add value, but timing and value
creation are notionally separate things.
The extra half-turn is worth having, but it
is not the main thing PE does.”

COLLER RESEARCH INSTITUTE 25

HEAD TO HEAD

‘‘T
Neil MacDougall
Neil is the managing partner of
Silverfleet Capital, a pan-European
private equity firm backing companies
valued in the 25m to 300m range.
He has worked in PE since 1989, and is
scheduled to step down from his current
position to become the firm’s chairman
in April 2019.

	he contribution of favourable
markets to the valuations of
private equity portfolio companies
is very topical at the moment.
We have been in a good market for a
few years now, and limited and general
partners are consciously thinking
about when the bull run will end,”
says Silverfleet Capital’s managing
partner, Neil MacDougall.
He says the findings of the Jenkinson et al
research, which suggest that timing can
lift market multiples by as much as half a
turn on average across a fund, chime with
his experience of PE firms keeping an eye
on the best time to buy and sell.
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“We always ask management teams
what actions they would take if they
encountered problems, and we model that
in some detail,” he says. “What happens
if we hold for longer and let a company
trade through a downcycle? What do the
returns look like after six to seven years,
rather than four to five?”
But although LPs expect buyout managers
to plan exit timing thoroughly, MacDougall
says most investors seek managers who
can deploy capital consistently over time,
rather than those aiming to make big gains
through market timing.

“I don’t think any PE manager goes
out with the sole aim of trying to time
the market,” he says, “but where you
are in the cycle is always there in the
background. You have a sense of when
“WE HAVE BEEN IN A GOOD
it feels like there is an opportunity to buy
MARKET FOR A FEW YEARS
well, and when the market feels expensive
NOW, AND LIMITED AND
and it is a good time to sell.”
He points out that PE fund managers
don’t have total discretion over when to
sell an asset, as fund lives and the wishes
of management teams also have to be
considered, but he acknowledges that
“when a company is trading strongly,
the market is good, and there is a high
valuation on the table,” management teams
“don’t really need much persuading”.
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MacDougall adds that his firm proactively
plans for downswings in the cycle and
models longer hold periods in case they
are necessary.

GENERAL PARTNERS ARE
CONSCIOUSLY THINKING
ABOUT WHEN THE BULL
RUN WILL END”

“What most LPs look for in a manager
is the assurance that their capital will
be spread over a number of years in
deploying the fund. LPs will generally feel
a bit uncomfortable if most of a fund is
deployed in the first 12 months of its life,”
MacDougall says. “It is about protecting
downside risk. Investors want managers
who can invest steadily over a period
of four to five years and diversify their
deployment across the cycle.”
He is taken aback by one finding from the
Jenkinson et al study: that top-tier firms
are no better at market timing than those
outside the top tier.
“I was surprised that there wasn’t
much difference between the timing
of the top‑tier managers and weaker
ones,” he says, adding that he has seen
Goldman Sachs research which finds that
better managers deploy more capital near
the bottom of cycles. However, this could
be because of differences in the definition
of top-tier, which can be based on total
funds raised over the last 10 years, as in
the Jenkinson research, or on returns.

THE RESEARCH
In Buy Low, Sell High? Do Private Equity Fund Managers Have Market Timing
Abilities? Tim Jenkinson (University of Oxford), Stefan Morkoetter and Thomas
Wetzer (both from the University of St.Gallen) investigate whether private equity
fund managers are able to use their discretion over the timing of entry to/exit from
their investments to generate returns for investors.
Based on analysis of 5,366 European and US deals exited between 1998 and
2013, which were then benchmarked against 11,000 transaction multiples and
170,000 trading market multiples, the paper finds evidence that PE funds are
able to increase value by timing the markets.
Given that PE managers – unlike mutual funds and hedge funds – have discretion
over when to invest in companies and when to sell, the study is able to isolate
the contribution of market timing to returns from that of other investment
decision drivers. On average, PE managers tend to sell portfolio companies when
market multiples are 0.5x higher than at the time of investment, according to
the research. The top quartile of PE deals generally achieves a market multiple
increase of 3.2 and the bottom quartile loses 2.2.
The paper states that good timing is achieved on both entry and exit by 30% of
the deals in the sample and suggests that returns from market timing comprise
around 16% of overall fund performance. It also finds, however, that top-tier PE
firms (based on total funds raised in the last decade) are no better at market
timing than those outside the top tier.
Moreover, the paper notes that when comparing PE fund performance to public
markets, the public market equivalent does not reflect the value created by a
manager who times an exit well.
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THE LAST WORD

STRONG
AND STABLE?
Stability in the make-up of a private equity firm’s team is a prized characteristic in
the minds of many limited partners. But should it be? We examine updated research
that questions whether turnover is necessarily a bad thing. By Vicky Meek.

O
Francesca Cornelli
Francesca is professor of finance at
London Business School (LBS), as well
as deputy dean (degree education)
and director of private equity at LBS.
She has recently been named dean of
Northwestern University’s Kellogg School
of Management and will hold the Donald
P. Jacobs chair of finance, positions she
will take up in August 2019. An editor
of the Review of Financial Studies, her
research interests include corporate
governance, private equity, initial public
offerings and innovation policy.
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ne of the many received
wisdoms in private equity is that
stable teams are an essential
ingredient for generating
persistently good returns. Indeed, team
stability is one of the main attributes
many limited partners examine when
they conduct fund due diligence, and
general partners often boast about how
long their teams have been together.

“THERE IS AN OPTIMAL
LEVEL OF TURNOVER
IN ANY ORGANISATION,
WHERE THE COST OF
BRINGING IN NEW PEOPLE
IS OUTWEIGHED BY
THE BENEFITS OF
REFRESHING TALENT”

It is easy to see why, given that LPs are
signing up to a 10-year fund in which they
have few governance rights. If a team has
performed well in the past, the same people
should continue to perform, shouldn’t they,
all things being equal? Yet in issue 10 of
Private Equity Findings (see pp 6-8), we
examined research suggesting that changing
a PE firm’s investment professionals may
improve the performance of its funds.
The research found that, on average, a 1%
increase in turnover led to an increase of
about 10% in a fund’s net IRR.
The authors of that paper, Francesca
Cornelli, Vikrant Vig, and Elena Simintzi,
have since delved deeper into the issue,
and their new research provides more
detailed analysis of the type of turnover
that benefits performance. We spoke to
Francesca Cornelli to find out more.

How does the latest version of your
paper add to our understanding of the
effects of team turnover in PE?
“Compared with our earlier paper, this
version gives us more information about
what drives the results. We find that
information asymmetry between fund
managers and their investors is one
of the main reasons for stability. Our
research shows that if a fund has made
several successful exits, it is more likely
to have turnover than one that doesn’t
have exits. This tells us that if a fund
can’t communicate in a verifiable way
– through successful return of capital –
it is difficult to convey to LPs in a credible
manner that turnover will be good for the
fund’s performance, so they will be wary
about changing professionals.
“We also find that funds that have
performed well in the past are more likely
to fire underperformers – they don’t wait.
We know that these individuals are poor
performers because, after leaving, they
tend to exit the PE industry.
“The managers of these firms know that
their LPs will give them the benefit of
the doubt and they can therefore afford
to get rid of underperformers without
damage to their reputation.”

“WE FIND THAT FUNDS THAT
HAVE PERFORMED WELL IN
THE PAST ARE MORE LIKELY
TO FIRE UNDERPERFORMERS
– THEY DON’T WAIT”

You also break down turnover according
to whether people are leaving or joining,
don’t you? What does your research
find there?
“It’s impossible to say whether joiners are
exact replacements for leavers, but what
we do find is that, on average, leavers
are sitting on deals that perform worse
relative to similar deals made by the
fund, while joiners are responsible for
deals that perform better than the fund.
“Overall, joiners tend to perform better
than the average. And, going back to the
difference between the better-performing
managers and others, our findings
also suggest that top-performing
managers may also be more likely to
fire underperformers because they can
attract talent – if you’re going to replace
someone, you need to be sure that the
joiner performs better than average,
especially given the cost associated
with recruitment.”
Can you explain your findings about
operational talent in PE?
“Yes, we wanted to test team adaptability
to external conditions. We found that
during recessions better-performing
firms increased their proportion
of operational talent and they also
experienced a higher turnover in
operational skills than other firms.

“The operational element is important
here because these are precisely the skills
needed to turn around underperforming
businesses, of which there are likely to be
many in recessionary times. In addition,
unlike financial skills, certain types of
operational experience can become
obsolete. If, for example, a firm has focused
heavily on retail, but decides this sector is
no longer attractive, retail executives are no
longer relevant to the fund.
“Industry cyclicality and shifts in
management style mean that individuals
with certain operational skill sets may be
needed more or less, according to the
fund strategy and external conditions.
In line with this, firms that updated their
teams and replenished their skills during
recessions tended to perform better in
their next fund.”
So where does this leave key
man clauses?
“LPs tend to push for key man clauses
because they want to restrict what
managers can do – they have few other
levers with which to control their GPs’
investments. Yet our evidence suggests
that the opposite should happen.
If, as a GP, you have an underperformer
that you should get rid of, not only
are you concerned about what your
LPs might think, you might also be
concerned about triggering a key man
clause, so you hold on to that individual
for longer than you should. That has an
impact on performance.”
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You also posit that moral hazard may
increase compensation for partners,
even among poor performers. What do
you mean by this?
“The more that LPs make it difficult or
costly to replace an individual, the more
power that person has to bargain over
their compensation. Imagine you have
someone who is skilled but disruptive –
he or she may be aggressive and keep
all the good deals to themselves, which
has an impact on other team members.
As a result, this person may well penalise
performance elsewhere in the firm,
because younger team members are

deterred or team morale is affected.
Yet you feel you can’t fire that person for
fear of triggering the key man clause or
you’re concerned about what LPs think.
That individual has a lot of power relative
to the optimal performance of the fund.”
And finally, your research has wider
implications doesn’t it?
“Yes. The research leads us to a more
general point of view. It’s not just that
turnover can lead to better performance.
It’s also about excessive stability in
organisations more generally. There is
an optimal level of turnover in any

organisation, where the cost of bringing in
new people is outweighed by the benefits
of refreshing talent. Yet all too often,
managers tend to delay the decision to
replace people. Our research shows that,
in the long run, performance improves
when you remove underperformers
and add new people who bring fresh
ideas. If the organisation moves more
quickly, performance can also improve
more quickly. Waiting until the team
is no longer appropriate for external
conditions may lead to additional effects
on, for example, staff morale. Excessive
stability in organisations is an area I’m
planning to look at more closely.”
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In their March 2017 paper, Team Stability and Performance: Evidence from Private Equity, Francesca Cornelli, Vikrant Vig
(both of London Business School) and Elena Simintzi (Sauder School of Business, The University of British Columbia) extend
their findings from a 2014 version of the research, which found that higher staff turnover improved fund performance.
Analysing 138 fund managers, 5,772 deals in 500 funds, and tracking 5,926 individuals over a 20-year period, using data
from Capital Dynamics, the authors find that, in the short term, performance improves when poor performers are fired, and
in the long term, turnover helps firms adapt to shifting external conditions by refreshing their skills. This is particularly the case
for operational skills during recessions, with better-performing managers experiencing a higher turnover of operational team
members one year after the economic cycle turns.
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The research also finds that top fund managers (based on past performance) are more likely to fire underperformers than
lower-tier firms and that turnover increases in firms that have successfully exited a number of fund investments. Overall,
these results suggest that information asymmetries between a firm and its fund investors explain why funds may be reluctant
to let go of underperforming individuals. Without a signal of successful investment (ie, one or more exits), an LP may be less
inclined to trust the judgement of a GP that fires professionals. This creates “sub-optimally stable teams”, the research says,
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