University of Missouri, St. Louis

IRL @ UMSL

Dissertations UMSL Graduate Works

3-19-2021

Value Creation by Private Equity Firms: A Resource-based View

Kei Pang
University of Missouri-St. Louis, kyp88v@mail.umsl.edu

Follow this and additional works at: https://irl.umsl.edu/dissertation

Cf Part of the Business Administration, Management, and Operations Commons, Corporate Finance
Commons, Entrepreneurial and Small Business Operations Commons, Finance and Financial
Management Commons, Organizational Behavior and Theory Commons, and the Strategic Management

Policy Commons

Recommended Citation

Pang, Kei, "Value Creation by Private Equity Firms: A Resource-based View" (2021). Dissertations. 1039.
https://irl.umsl.edu/dissertation/1039

This Dissertation is brought to you for free and open access by the UMSL Graduate Works at IRL @ UMSL. It has
been accepted for inclusion in Dissertations by an authorized administrator of IRL @ UMSL. For more information,
please contact marvinh@umsl.edu.


https://irl.umsl.edu/
https://irl.umsl.edu/dissertation
https://irl.umsl.edu/grad
https://irl.umsl.edu/dissertation?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/623?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/629?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/629?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/630?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/631?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/631?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/639?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/642?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/642?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
https://irl.umsl.edu/dissertation/1039?utm_source=irl.umsl.edu%2Fdissertation%2F1039&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:marvinh@umsl.edu

Value Creation by Private Equity Firms: A Resource-based View 1

Value Creation by Private Equity Firms: A Resource-based View

Kei Y. Pang

Master of Business Administration, May 1984, University of Michigan
B. Sc. Materials Engineering, July 1982, Queen Mary University of London

A Dissertation Submitted
to the Graduate School at the University of Missouri — St. Louis
in partial fulfillment of the requirements for
the degree of Doctor of Business Administration
with an emphasis in Strategic Management

May 2021

Advisory Committee

Bindu Arya, Ph.D.
Chairperson

James F. Campbell, Ph.D.

Dinesh A. Mirchandani, Ph.D.



Value Creation by Private Equity Firms: A Resource-based View 2

Abstract

Despite the growing importance of the private equity (PE) industry in the United
States, it is unclear how PE firms create value. This study contributes to the PE literature
and strategic management research by examining PE firm resources and competencies
that drive the success of equity-backed management buyout deals. Specifically, my work
proposes a framework to describe the key value creation drivers and sub-drivers that
position PE firms for success in all four stages of the PE value chain: Fund Raising, Deal
Sourcing, Governing/Managing, and Exiting. I utilize Porter’s (1985) value chain
analysis (VCA) and the resource-based view (RBV) to assess how PE firms create value.

Notably, my work suggests that PE firms develop novel resources and capabilities
that drive value creation. More specifically, strong brand reputation, networking
competencies, and in-house talent management expertise and operational improvement
competencies drive value creation in both small and large PE firms. Large PE firms
catalyze real transformation in the post-deal phase by creating time-sensitive,
comprehensive plans with detailed milestone reviews while smaller PE firms with
experience in a particular industry focus more on proactively generating proprietary deals
utilizing their executive networks. Interestingly, | found that small PE firms tend to favor
a specific type of internal structure, namely, employing global extended deal and
operational teams, which can significantly improve decision-making during the deal

phase.
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Chapter 1: Introduction

The private equity (PE) industry has grown at an explosive pace over the last 20
years. According to the Pregin Global Private Equity and Venture Capital Annual Report
(2018), the total number of PE firms in the United States grew from 312 in 1999 to 5,391
in 2017. Ernst & Young (E&Y) published a report in 2019 for the American Investment
Council (AIC), which notes that PE is now a significant contributor to the US economy
and represents roughly 5% of the US GDP. There are now over 5,000 U.S. private equity
firms with investments in approximately 35,000 American businesses that employ 5.8
million people. In 2018, these PE firms contributed $600 billion in wages and benefits to
society; their suppliers and related consumer spending generated another $1.1 trillion.
According to this report, over 8% of America’s public pension assets are now invested in
private equity funds and these funds delivered a 10.2% median annualized return versus
8.2% in public equity, 4.8% in fixed income, and 4.8% in real estate (Figure 1).

A vast body of research covers the performance of PE funds, yet strategic
management scholars note the limited attention given to understanding how PE firms
create value (Kaul et al., 2018). Early work portrayed PE firms negatively since they
utilized layoffs and cost-cutting measures to improve short-term profit, purporting the
idea that the profit generated by PE firms came at the expense of employees and society
at-large (Long & Ravenscraft, 1993). More recent research does not support this view
and instead highlights the positive effects of long-term investments that PE firms make in
acquired businesses (Castellaneta et al., 2018). Even practitioners who are familiar with
how PE firms operate have diverse opinions. While many believe that the success of PE

firms is entirely due to external factors such as favorable tax treatments, low interest
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rates, and financial market liquidity, others suggest that internal factors such as strategic
direction, governance structure, financial leverage, and operational improvement, among
others might play a critical role (Castellaneta et al., 2018 and Gadiesh & MacArthur,
2008).

Figure 1: US Top Ten Pension Funds Investment Returns From 2008 — 2018

10-Year Annualized Return %

12.0%

10.0%

8.0%
6.0%
4.0%
2.0%
0.0%

Private Equity Public Equity Fixed Income Real Estate
Source: E&Y 2019 Report on Economic Contribution of the US Private Equity Sector

Since prior research has not comprehensively examined the type of resources and
core competencies that allow PE firms to create value from buyouts, the primary
motivation of this research is to investigate how PE firms create value. Numerous
academic studies provide empirical evidence that the average historical returns on PE
funds are higher than the returns for funds invested in publicly traded companies
(Acharya et al., 2013; Castellaneta & Gottschalg, 2016; Harris et al., 2014; Hege et al.,
2018; Kaplan & Schoar, 2005; Ljunggvist & Richardson, 2003). However, there is
limited research on how PE firms operate, how they are able to generate higher returns
compared with other asset classes, and what the antecedents are for their rapid growth.

This research begins to address this gap by investigating the internal drivers that allow PE



Value Creation by Private Equity Firms: A Resource-based View 8

firms to effectively differentiate themselves and gain a competitive advantage over other

firms.

Private Equity Definition

Scholars and experts broadly define private equity (PE) as the equity (or the shares
of ownership) of a business entity that is not publicly listed or traded. Private equity can
describe both PE firms and PE funds: PE firms are organizations structured as general
partnerships to manage PE funds; a PE fund is an alternative investment class. The fund
holds share capital of companies that are not listed on a public exchange. PE funds are
formed by raising money from institutions and high-net-worth individuals. The majority
of this capital comes from large institutional investors, such as pension funds, investment
banks, insurance companies, and partners of private equity firms. According to the
American Investment Council website, “Private equity invests capital in companies that
are perceived to have growth potential and then works with these companies to expand or
turnaround the business. This capital is contributed by large institutional investors and is
organized into a fund.” Figure 2 illustrates these relationships among various key
stakeholders in the private equity industry and the flow of funds.

PE fund investors include limited partners (LPs), who typically own a majority of
shares, and general partners (GPs) of PE firms, who own a smaller percentage of shares.
LPs have limited liability while GPs have full liability. GPs, together with hired fund
managers, are responsible for executing and operating the investment in return for a
considerable slice of the profits as part of their compensation. The PE industry standard

reward practice (though it can vary from fund to fund) is commonly known as "two and
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Figure 2: Private Equity Industry Structure
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twenty."” The "two" refers to a 2% annual management fee of the total assets under
management and the “twenty" refers to a 20% share of the future profits of the fund.

Industry insiders consider this share of the profit as the "promote,” "carry,"” or "carried
interest." The carried interest gives general partners (GPs), operating partners (OPs), and
fund managers additional earnings potential on top of the management fees. If the fund
does well, the GPs, OPs, and fund managers share in the profit (Fleischer, 2008).

Within the PE industry, there are different types of firms specializing in various
investment strategies. The most common and earliest form of PE is venture capital (VC).
Late-stage VC is commonly known as growth capital. PE also lends money to businesses
in the form of mezzanine financing. Mezzanine loans are subordinate to senior debt but
have priority over equity investors in the event of a default. This study focuses on PE
firms involved in the buyout of the whole or part of a mature company. Buyout refers to

an investment transaction acquiring the whole or the controlling equity interest (over

50%) of a company’s voting shares.
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A Brief History of Private Equity

It is difficult to articulate a concise, historical account of the term private equity,
especially since its meaning is so broad. The pre-modern era of venture capital financing
includes trading activities in ancient maritime and voyager explorations in the 15th
century to early 17th century. In 1484, Christopher Columbus asked King John (Joao) Il
of Portugal to fund his venture to the Americas and asked for one-eighth share of the
profit, but this request was rejected. In 1492, Queen Isabella agreed to finance such a
voyage and granted him 10% carried interest (Flint, 2019).

Modern PE started as leverage buyout (LBO). One of the most significant events
occurred in 1901 when J.P. Morgan formed US Steel by financing the merger of
Carnegie, Federal, and National Steel Company. Other notable milestones include:

e The American Research and Development Corporation (ARDC) was established
in 1946 to encourage private sector investments in businesses run by soldiers who
were returning from World War I1. It was the first private equity investment firm
that accepted money from sources other than institutions and wealthy families. Its
early success was their investment in Digital Equipment Corporation (DEC) in
1957.

e J.H. Whitney & Company was founded in the same year to finance entrepreneurs
with business plans who were unwelcome at banks. It was also one of the first
private equity firms that recruited talent from the Harvard Business School.

e Kohlberg, Kravis & Roberts (KKR) was founded in 1976. The story of the firm’s
controversial acquisition of RJR Nabisco in 1989 was adapted as a book and

movie by the same title, Barbarians at the Gate.
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e Clayton, Dubilier & Rice (CD&R) was formed in 1978. It was one of the earlier
PE firms focused on buying underperforming divisions of large publicly listed
corporations. In 2001, Jack Welch, former CEO of General Electric, joined
CD&R as a Senior Advisor.

e The Venture Capital Fund of America was formed in 1982; it was the first PE
firm focused on acquiring and selling secondary market interests in existing PE
funds.

e First Reserve Corporation was founded in 1984 and was one of the first PE firms
focused on energy sector investment.

e Blackstone was founded in 1985 and was first PE firm to be publicly listed in
2007.

Private equity experienced high growth in venture capital investment in
technology start-up firms during the late 1980s and 1990s. PE activities also sustained
growth over time, despite boom-and-bust cycles caused by the internet bubble’s burst in
the early 2000s and the financial crisis in 2008. PE firms are being recognized as a viable
alternative form of governance structure to the traditional, publicly listed corporation
(Cendrowski et al., 2008).

Over the last two decades, a favorable low interest rate environment, financial
market liquidity, and the break-up of many publicly listed, diversified conglomerates
provided ample growth opportunities for PE firms. Total available investable funds
(known commonly as dry powder in the PE industry) reached over $2 trillion at the end
of 2018. Due to the explosive growth and attractive returns, PE funds are now a

mainstream asset class among institutional investors. Figure 3 shows the growth of global
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PE Industry investable capital from 2003 — 2018.

Figure 3: Global Private Equity Investible Capital

$ Million (2003-2018)
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Source: 2018 Preqgin Global Private Equity & Venture Capital Report

The Purpose and Contribution of this Research

This research is an attempt to demystify the private equity (PE) industry. | want to
understand how a private equity firm is organized, how it operates, and how it
differentiates itself from other PE firms. For many practitioners (e.g., business owners,
business executives, managers, policy makers, and elected officials), this research will
identify PE management practices that potentially are more effective in driving growth,
thereby highlighting successful management techniques that they could replicate in their
organizations. | also seek to investigate how PE firms create value, so that government
officials and regulators can make better policies and regulations to promote economic
growth. Additionally, private business owners who are thinking of selling their
businesses to PE firms, as well as executives of public companies who are considering

joining a PE firm or a portfolio company owned by PE firms, should find this research
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informative prior to making their decisions.

Research Question
This research examines PE firms with a buyout focus. Based on prior research,
exponential growth of the PE industry, and with PE funds earning the highest returns
over the last 10 years among all asset classes (as reported by the top ten US pension
funds in 2018; see Figure 1), I assume that PE firms do create value. | would like to better
understand which key resources possessed by PE firms allow them to craft better value
creation plans related to strategic change in their portfolio companies. I also would like to
understand how a PE firm is organized and differentiates itself from other PE firms in
areas such as fund raising, winning deals, governance, incentives, and support of
portfolio companies to compete and win in their respective markets. My research
questions are:
1) What are the key resources and core competencies of private equity firms that
promote value creation and strategic change within their portfolio
companies?

2) What are the distinctive drivers and sub-drivers of value creation at the four
stages of the private equity value chain?

Strategic management scholars have recognized that differences in internal
resources can contribute to a firm’s competitive advantage (Barney, 1991, 2001). The
resource-based view is an important theoretical lens that looks at firms as portfolios of
resources (Barney, 2001). Since a PE firm’s internal resources are likely to impact its
ability to compete, | plan on utilizing the resource-based view (RBV) theory to examine
how PE firms operate and create value.

| utilized an explanatory and comparative case studies research method (Yin,

2017). 1 collected data from 14 participants who have extensive experience working in or
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with PE firms and PE portfolio companies. The participants included general partners,
limited partners (investment banks and institutional investors), operating executives in
PE-owned portfolio companies, and publicly listed company executives who have
experience in PE firms. | believe these participants are the best source to provide the data
that I need. Collectively they have over 425 years of direct and indirect working
experiences in the private equity industry. Based on their many years of accumulated
knowledge and firsthand experiences, they are uniquely qualified to describe in rich

detail how private equity firms operate.

Summary

Buyout PE firms started in the 80s with leverage buyout (LBO), which relied
heavily on debts to buy distressed companies. Their main strategy was to turn around
underperforming businesses quickly by cutting costs (closing plants and laying off
employees). This practice created a negative public image, earning the title “vulture”
capitalism. Over the last 20 years, PE firms have evolved and become more sophisticated
in their turnaround approaches. They are now more willing to invest for longer term gains
and their exit timeframes have lengthened. They are also more willing to hire outside
consultants and industry domain experts to help with the development of business
strategy and management of operations (Calacanis, 2017; Coffey, 2019).

There are multitudes of trade publications, industry intelligent data providers
(e.g., Preqgin, Morningstar, Capital 1Q, etc.), and academic publications that indicate the
rapid growth of this industry. These studies also indicate that PE funds have produced
higher abnormal financial returns and outperform all asset classes in the top 10 US

pension fund portfolios. Although there is clear evidence that PE funds create significant



Value Creation by Private Equity Firms: A Resource-based View

value, the negative public perception of PE firms persists (Levasseur & Gring-Pemble,
2015). Not enough is known about PE internal operations; thus, this research is an

attempt to demystify the PE industry in the buyout sector.

15



Value Creation by Private Equity Firms: A Resource-based View 16

Chapter 2: Theoretical Framework and Propositions

Literature Review
| conducted a Google Scholar search on all available articles related to private
equity. Numerous academic research studies provide empirical evidence that the average
returns on PE funds are higher than the funds invested in publicly traded companies
(Acharya et al., 2013; Castellaneta & Gottschalg, 2016; Harris et al., 2014; Hege et al.,
2018; Kaplan & Schoar, 2005). However, there is limited research on how PE firms
operate, how they generate higher returns or grow rapidly, and how they differentiate
themselves in order to gain a competitive advantage over other firms.
| reviewed 53 journal articles, dissertations, and books related to the private
equity industry. Table 1 (on the next page) organizes this literature into six various
classifications; | divided these publications into six categories:
(1) Six articles and three books offer a general description of the PE industry.
(2) Twelve articles compared PE fund performance versus other asset classes.
(3) Fourteen articles considered how PE governance compared to other forms of
governance, such as publicly listed companies and family-owned firms.
(4) Eleven articles attempted to understand the effect of various drivers on PE
performance.
(5) Five articles explored how PE firms differentiate themselves to create
competitive advantages.
(6) Three articles and one dissertation investigated PE firm value creation drivers

and frameworks.
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Table 1: Literature Review Classification

Literature Review Classification

Private Equity General
Description

PE Fund Performance
vs. Other Asset Class

Private Equity vs. Other
Forms of Governance

Effect of Various Drivers on
Private Equity Performance

Calacanis (2017)

Cendrowski et al. (2008)
Coates & Subramanian (2000)
Coffey (2019)

Fleischer (2008)

Gadiesh & MacArthur (2008)
Schickinger et al. (2018)
Sinyard (2013)

Wright et al. (2009)

Acharya et al. (2007)
Acharya et al. (2013)

Ang et al. (2018)

Berstein et al. (2017)
Cumming & Walz (2010)
Franzoni et al. (2012)
Harris et al. (2014)

Kaplan & Schoar (2005)
Kaplan & Stromberg (2009)
Phalippou (2009)
Phalippou & Gottschalg (2009)
Robinson & Sensoy (2016)

Acharya et al. (2008)
Barber & Goold (2007)
Bloom Et al. (2015)
Gemson (2018)

Jackson (2013)

Jensen (1986)

Jensen (1989)

Kaul et al. (2018)

Lee & Luo (2017)
Lerneretal. (2011)

Long & Ravenscraft (1993)
Masulis & Thomas (2009)
Walker (2011)

Bobadilla (2012)

Bruton et al. (2010)

Clark (2013)

Cumming et al. (2007)
Castellaneta & GOttschalg (2016)
Gompers & Dore (2013)
Hege et al. (2018)

Leslie & Oyer (2008)
Puche (2016)

Stringham & Vogel (2018)
Zarutskie (2010)

Indahl & Jacobsen (2019)
Ljungqvist & Richardson (2003)
Sen (2019)

Gompers et.al. (2016)
Ye (2016)

Berger & Udell (1998)

Bloom & Reenen (2007)

Christensen (2001)

Locke et al. (1981))

Locke & Latham (2002)

Jensen & Murphy (1990)

Marshall & Rossman (1989)

Mitnick (1975)

Moskowitz &
Vissing-Jgrgensen (2002)

PE Firm Differentiation PE Firm Value Creation Others Others
& Competitive Advantage Drivers & Framework
Cressy et al. (2007) Achleitner et al. (2010) Barney (2001) Peteraf & Barney (2003)
Hoskisson et al. (2012) Castellaneta et al. (2018) Barney & Hesterly (2010) Porter (1985)

Rothaermel (2013)
Stonehouse & Snowdon (2007)
Tihanyi et. al. (2014)
Wernerfelt (1984)

Yin (2017)

Yin & Davis (2007)

Zott & Amit (2008)

Zott et al. (2011)

Private Equity Fund Performance versus Other Asset Class

In measuring PE fund performance versus the S&P 500 index, all 12 of the

empirical research studies utilized publicly available data (Capital 1Q, SDC, Worldscope,

Amadeus, Morningstar, Venture Economics, Cambridge Associate). The primary

measurements included internal rates of return (IRR), cash flow, sales growth, and

working capital efficiency. Out of the 12 studies, 10 of them found that PE funds

performed better than the S&P index fund (Acharya et al., 2007; Acharya et al., 2013;

Bernstein et al., 2017; Franzoni et al., 2012; Harris, et al., 2014; Kaplan & Stromberg,

2009). However, four of these ten studies raised concerns on the data due to timing
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differences, cyclicality, and potential bias in reporting (Ang et al., 2018; Cumming &
Walz, 2010; Kaplan & Schoar, 2005; Robinson & Sensoy, 2016). Two studies reported
lower performance after fees but higher performance gross-of-fees (Phalippou, 2009;
Phalippou & Gottschalg, 2009). The studies also established with empirical evidence that
performance differences among PE firms are long lasting (Kaplan & Schoar, 2005;
Phalippou & Gottschalg, 2009), suggesting heterogeneity and low mobility of resources
in the private equity industry (Barney 1991). Based on their findings, I assumed that PE

firms do add value, although heterogeneity across funds does exist.

Private Equity versus Other Forms of Governance
“Agency Costs of Free Cash flow” (Jensen, 1986) and “Eclipse of the Public

corporations” (Jensen, 1989) are two of the most widely cited papers in the study of
public versus private equity governance. Jensen argued that corporate managers are the
agents of shareholders, but the relationship is fraught with conflict. He argued for the
many benefits of going private via leverage buyout (LBO); a key benefit is the use of
debt to control agency costs of excessive free cash flow. Free cash flow is the excess
cash generated by the business in excess of its normal operating and investment needs.
Managers at public companies have an incentive to hoard cash, which is often then used
to invest in lower-return projects and grow beyond the optimal size. At public
companies, such growth increases managers' power by increasing the resources under
their control. It is also associated with increases in managers' compensation because
changes in compensation are positively related to the size of the organization. Under a
private equity business model, excess cash generated by portfolio companies is used

more effectively, to either pay down debts or pay dividends back to investors. Other
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benefits of private equity ownership include better incentive alignments between owners
and managers, greater ownership representation on the governing boards, and an
increase in operating efficiency (Jensen, 1986, 1989).

Acharya et al. (2008) conducted a survey among 20 high-level executives (prior
CEOs/Directors) who have both public and private experience. Fifteen of the 20
respondents believed that PE boards add more value in driving superior operating
performance of portfolio companies than public company boards. PE boards tend to lead
the management team on strategy formulation, including close monitoring of strategy
implementation; they are also more active in managing performance and focus on value
creation. Public boards are less engaged in the details and focus more on risk and
compliance management.

Walker (2011) describes the differences between a PE-owned company board
versus a publicly listed company board. He argued that PE portfolio companies have
controlling shareholders on the board that provide close monitoring of strategy
implementation, a result that is generally lacking in U.S. public companies. He also stated
that the boards of PE portfolio companies look quite different than public company
boards. The CEO of a portfolio company rarely serves as board chairman and sometimes
is not on the board at all. The directors of these boards consist of the private equity
general partners and individuals picked by PE firms who have expertise in the company's
business (Walker, 2011).

Bloom et al. (2015) conducted a double-blind research survey study to examine if
PE-owned firms had better management practices. They used the management evaluation

score method developed by Bloom and Van Reenen (2007). They measured management
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effectiveness of performance monitoring (information collection and analysis), effective
targets (long- and short-term stretch targets), and performance incentives (rewarding high
performance employees and retraining or removing low performers). Their findings
suggested that PE-owned firms are typically well managed. The research found that from
an effectiveness perspective, PE firms are similar to publicly listed companies but have a
large advantage over other forms of governance such as family-run, family-owned, or
government-owned firms.

Lerner et al. (2011) attempted to find out whether PE-managed companies
sacrifice long-term growth to boost short-term profit. They used patent activity as a proxy
for investment in innovation. They investigated the activity level of 472 PE buyouts from
1980-2005. They did not find evidence that these PE-owned companies sacrifice long-
term investment. Long & Ravenscraft (1993) examined the change in research and
development (R&D) spending during PE ownership. They found that although there was
a decline in spending, there was no significant decline in performance. This may suggest
that portfolio companies under PE management are more careful and focused when
deploying their R&D resources.

Other studies examine the advantages of the private equity business model over
publicly listed companies. One such advantage is the buy-to-sell strategy, which gives
private equity the ability to quickly capture the value created by correcting low-
performing and undermanaged companies (Barber & Goold, 2007). This strategy is
difficult for public companies to duplicate. Public companies tend to buy companies that
are synergistic to their core businesses. The acquired companies are often merged with

their existing business units. (Gemson, 2018). The other differences are reporting
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requirements and director compensations. PE portfolio companies do not have to report
quarterly earnings, which allows them to focus on longer-term profit improvement
initiatives. Some also argued that PE boards have a better governance structure due to
their smaller size, heavier ownership concentration, performance-based director
compensations, and the sense of urgency created by heavier debt ratio than publicly listed
corporations (Jackson, 2013; Masulis & Thomas, 2009; and Walker, 2011).

Kaul et al. (2018) conducted research comparing the performance of companies
bought by PE firms versus those bought by public corporations. They sampled 1,711
divestments between 1997-2010. Focusing on the antecedents of buyouts, they measured
R&D intensity, investment level, executive long-term compensation, and operating profit
pre- and post-buyout. They developed a model to predict the likelihood of divestment and
the target choices of PE firms. They determined that PE firms are more likely to buy non-
core businesses of a large corporation. They further argued that PE ownership is a distinct
governance form that adds value in correcting the underinvested and undermanaged non-
core businesses of larger, publicly listed corporations. Private equity firms make strategic
investment choices without the constraint of having to report quarterly earnings. They
also provide strong performance-based incentives and greater autonomy to the
management team. These attributes make private equity firms uniquely suited to

correcting underinvestment problems in public corporations.

Effect of Various Drivers on Private Equity Performance
Most of the papers in this category indicated that ownership concentration,
financial leverage, and strong performance-based incentives are three key value creation

drivers among portfolio companies that are managed by PE firms (Burton et al., 2010;
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Cumming et al., 2007; Castellaneta & Gottschalg, 2016; Puche, 2016; Stringham &
Vogel, 2018). Ownership concentration, defined as owners’ ability to control and
influence the management of the companies to protect their interests, can be a powerful
tool in corporate governance. General and operating partners of PE firms typically have a
high level of equity ownership of portfolio companies and generally control the
governing boards. Agency theory has long established that ownership concentration may
reduce agency costs (Mitnick, 1975). High financial leverage provides a sense of urgency
to monitor and control cash flow (Stringham & Vogel, 2018). Strong performance-based
incentives provide high motivation and focus to achieve specific financial targets linked
to monetary rewards (Jensen & Murphy, 1990). However, in a study conducted by Leslie
and Oyer (2008), they did not find strong evidence to support the link of managerial
incentive to higher performance.

Clark (2013) argued that one of the key drivers for value creation was the ability
to diffuse management practices and financial control over portfolio companies quickly
while Cumming et al. (2007) emphasized the role of better governance in enhancing
operational performance. Hege et al. (2018) conducted a study on the roles and
performance of PE firms in corporate divestitures. They used a parsimonious auction
model and Securities Data Company (SDC) acquisition data over a 12-year period from
1994-2006. They found that companies acquired by PE firms increased in enterprise
value more than companies acquired by publicly listed corporations. This may suggest
that PE firms have greater restructuring capability and is one of the key drivers for value
creation.

Gompers & Dore (2013) identified exit strategy as a value driver and examined
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various exit strategies employed by PE firms. It was found that selling to strategic
buyers often realizes a higher price than selling to financial buyers. Strategic buyers are
companies (typically industry conglomerates) that acquire another company in the same
industry to capture synergies with the targeted company. They believe the two
companies together will be greater than the sum of its parts. It is a buy-and-hold
strategy. Financial buyers are more in the mindset to buy low and sell high. They want
to purchase a business, increase its value by growing sales and driving efficiencies and
then exit. Strategic buyers expect to get more value out of an acquisition than its
intrinsic value; they will usually be more willing to pay a premium price in order to
close the deal than financial buyers. While the initial public offering (IPO) could realize
higher returns, it is more time consuming, higher risk, and difficult to realize full exit in
a short period of time due to the required lockup period.

Puche (2016) attempted to divide and quantify the value creation drivers under
three categories: 1) higher financial leverage, 2) improvement in operational performance
by increasing working capital efficiency and sales, as well as earnings before interest, tax,
depreciation, and amortization (EBITDA), and 3) multiple expansion at exit, i.e., sell at a
higher multiple. They found that 35% of the value creation was from financial leverage,
45% from operational improvement, and 20% from multiple expansion. It suggested that
one of the key drivers for multiple expansion was to buy low and sell high, albeit
contingent on the PE firm general partners’ negotiation skills.

Zarutskie (2010) studied the role of human capital in value creation and
determined that PE management teams with specific skillsets and experience in the

industry performed better than firms with only generalists. This suggests that
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management teams with domain expertise are an important driver in value creation.

Private Equity Firm Differentiation and Competitive Advantage

| did not find many publications on how PE firms differentiate from one another.
Cressy et al. (2007) conducted a study to compare the performance between specialized
versus diversified PE firms. They analyzed a sample of 122 UK buyouts and found that
the PE firms that specialized in certain industries or sectors performed better than their
generalist peer group. The trade-off in specialization is the reduction in scope and
smaller pool of opportunities which may not be suitable for large and mega-large PE
firms.

Hoskisson et al. (2013) analyzed extensively the evolution and strategic position
of PE firms and how they have transformed themselves over the last three decades.
Specifically, they looked at the financial structure and the scope of investment. They
developed a model on a two-by-two matrix segmenting firms into four categories
(Figure 4).

Figure 4: Strategic Focus of PE Firms (Hoskisson, et al., 2013)

Financial Structure & Business Scope
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The two dimensions are financial structure emphasis (using debt versus equity on
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the acquisition of portfolio companies) and the diversified scope of their portfolio
companies. Using these dimensions, they created a typology, classifying private equity
firms into short-term efficiency niche players, niche players with long-term equity
positions, diversified players with long-term equity position, and short-term diversified
efficiency players. They also used resource dependence theory and resource-based theory
to form their model, discuss theoretical and managerial implications, and make public
policy suggestions. They argued that as the financial market and PE industry became
more competitive, many PE firms have transformed themselves from debt to equity
emphasis (moving from quadrants | & 1V to quadrants Il & 111) and from generalists to
specialists as a differentiator (moving from quadrants IV & 111 to quadrants | & I1).

Indahl and Jacobsen (2019) conducted a case study on a Swedish PE firm
(Summa Equity), which focuses on building up capabilities to address the increasing
demand on investing in companies that put emphasis on having certain levels of
environment, social, and governance (ESG) attributes. They illustrated how Summa was
able to incorporate ESG principles and practices into their core competency to create a
source of competitive advantage. This enabled the firm to differentiate itself to be the
preferred buyer of companies with owners who also value ESG attributes. As far as |
know, this is the only study associating PE firm success with an ESG focus.

Another way to differentiate PE firms was based on the deal activity level during
different macro-economic environments. Ljungqgvist and Richardson (2003) found that
established PE firms tend to be more conservative during economic downturns and
tighter credit market conditions while younger firms tend to be more aggressive and

willing to take on higher risks. Business models are another way to differentiate firms.
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The traditional private equity model is to buy low and sell high, with some degree of
transformation in financial structure, governance, and operational improvement within a
short period of time. Comparatively, creating synergies among the portfolio companies
was uncommon. According to a recent dissertation study conducted by Prothit Sen
(2019), more PE firms are adopting the buy-and-build strategy. This is commonly
referred to as an “add-on” strategy which means the PE firm would purchase a company
in a specific market or industry and then make subsequent acquisitions (usually of
smaller size) to add to the existing company (known as a platform) in the portfolio to

enhance its market and competitive position.

Private Equity Firm Value Creation Drivers and Framework

| found three articles and a PhD dissertation that focus on the process of value
creation. They attempted to develop a comprehensive value creation framework.
Castellaneta et al. (2018) conducted extensive research on existing literature, constructing
an overall framework on the key value creation drivers from secondary sources, with no
direct input from practitioners in the industry. Ultimately, they identified seven key value
creation drivers and 32 sub-drivers from their study of 170 prior research papers on the
private equity industry, with a focus on buyout investments. The study included both
internal and external drivers. They created an overall framework for mapping the
heterogeneous opportunities to create value under the following seven key driver
categories, organized by functions: 1) Financial, 2) Operational, 3) Strategic, 4)
Governance, 5) Cultural, 6) Commercial, and 7) Institutional. The institutional category
contains external drivers that apply to all PE firms. A major benefit that PE firms enjoy is

the tax treatment on the carried interest provision, which allows fund profits shared by PE
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Table 2: Value Creation Drivers and Sub-Drivers (Castellaneta et al., 2018)

1. FINANCIAL DRIVERS

1: Financial Expertise and Contact
Networks

2: Debt Market Cycles: Mispricing
and Overheating

3: Alleviating Capital Market
Constraints

4: The Effects of High-Leverage:
Inflating Gains. Inducing Efforts

5: Capital Structure Optimization
m Buyouts

2. OPERATIONAL DRIVERS
1: Functional Experience and
Operational Expertise

2: Cost Structure Improvements

3: Capital Management and Asset
Utilization

3. STRATEGIC DRIVERS
1: Focusing on the Core:
Complexity Reduction

2: Focusing on Consolidation: Buy
and Build Strategies

3:Focusing on Growth: Market
Expansion

4. GOVERNANCE DRIVERS

1: The GP Effect: Experience and
Expertise Matters

2:Reducing Agency Costs:
Incentivization and Interest
Realignment

3: Restructuring the Board of
Directors

4: Reinforcing the Management
Team

5. CULTURAL DRIVERS

—

: The Parenting Advantage:
Monitoring and Mentoring

2: The Value of Corporate Culture:
A Revived Entrepreneurial Spirit

3: Performance Management:
Stretch Budgets, Ambitious
Goals

4: Revising the Firm KPIs: Novel

Yardsticks

5: High-Tempo and Inchoate
Change

6: The Holding Period Time
Horizon

6. COMMERCIAL DRIVERS

1: Proprietary Deal Flow

2: Deal Making Expertise

3: Target Firm Identification and
Investment Criteria

4: Uncovering the BusinessPotential

5: Detecting Nascent Market Trends:
Multiple Expansion

6: Timing the Business Cycles

7: The Entry Transaction: Firm
Valuation Criteria

8: Divesting the Firm: The Mode of
Exit

7. INSTITUTIONAL DRIVERS

1: Mitigated Legislative and
Regulatory Constraints

27

2: The Corporate Tax Shield: Debt and

Taxes

3: Carried Interest and Capital Incom:

€
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firm partners and employees to be taxed as a capital gain instead of ordinary income.
Table 2 summarizes the seven key drivers and 32 sub-drivers.

Achleitner et al. (2010) analyzed buyout transactions from 1991-2005 in Europe
to establish empirical evidence on the source of value creation, segregating financial
leverage versus operational improvement. They attempted to address the lack of a
universal method to measure the importance of different value creation drivers and the
limited research on a large-scale comprehensive analysis of value creation. They
ultimately studied 206 European buyout deals by 27 PE firms from 1991-2005. They
found that: 1) operational improvements are more important than financial leverage,
which accounted for 46% of the value creation versus 32% from financial leverage; 2)
value creation for larger deals depends more on financial leverage; and 3) multiple
expansion is more important for buyout entry in recession years. They also found a high
degree of heterogeneity across the private equity landscape in terms of business model,
strategy, and performance.

Ye (2016), in his PhD dissertation on PE firms’ value creation process, analyzed
two buyout transactions and interviewed six private equity firms in China. He explored
the value creation process by private equity firms at the deal level and determined the
various compositions and characteristics of value creation capabilities of these firms. He
offered five propositions that identify the necessary capabilities a PE firm must possess
in order to be successful: 1) deal selection and screening, 2) deal structure, 3)
operational improvement, 4) investment exit, and 5) capable top management team.
Studying two deals and interviewing six PE firms in China, he found that value creation

by PE firms starts with deal selection and screening. The ability to identify the
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appropriate target company, industry, and sector is one critical capability, which
requires relevant industry experience and knowledge. The ability of PE firms to lead
operational improvement is also a key differentiator and success factor. Revenue
increase and productivity improvement are two key initiatives. Surprisingly, Ye did not
find any evidence linking ownership percentage to performance. This could be a
country-specific phenomenon since China is not a free market economy. He also found
that PE firms that possess exit capability could add tremendous value and that the
highest exit value is to list the company on the Chinese stock exchange. Strong, positive
relationships with relevant government and financial institutions are key to a successful
IPO exit. Finally, having a capable top management team is the most important value
driver, one which permeates across all stages of value creation.
Gompers et al. (2016) conducted a comprehensive survey of practitioners from 79
PE firms with 92 questions asking them on what they do and how they create value. The
survey questions were based on three categories: 1) financial engineering, 2) operational
engineering, and 3) governance engineering. Their major survey findings were that
private equity firms do not use discounted cash flow (DCF) or net present value (NPV) to
evaluate investments. Instead, they use internal rate of returns (IRR) and multiple of
invested capital (MOIC) as their primary metrics. They found that absolute rather than
relative performance is more important to the limited partners (LPs). Strong equity
incentives for management teams are important to attract and retain key talent. Lastly,
they found that private equity firms place a heavy emphasis on adding value to their
portfolio companies, with revenue increase being the most important focus. Improving

incentives to management team, better governance, making additional investments in



Value Creation by Private Equity Firms: A Resource-based View 30

bolt-on acquisitions, replacing management, reducing costs and facilitating a higher value
exit or sales are some of the additional actions taken by private equity firms to increase
the value of their portfolio companies. Below is a summary of their key findings:

1. PE firms primarily use internal rate of returns (IRR) and multiple of invested
capital (MOIC); Limited Partners (investors) uses absolute return rather than risk-
adjusted returns.

2. PE firms maximize the benefits of financial leverage. Their capital structures are
different from capital structures of similar public companies. Their debt-to-equity
ratios are highly related to the economy and debt market condition. They tend to
raise debt to the maximum level that the debt market allows.

3. Only 37% of the firms surveyed were generalist; this current statistic suggests a
shift in the PE industry since most PE firms in the 1980s were generalists.

4. PE firms place greater emphasis on increasing sales growth than reducing costs to
create value.

5. Market timing is another value creation component of when to buy and sell.

6. PE firms provide strong performance incentive to portfolio management,
confirming Kaplan & Stromberg (2009) and Acharya et al. (2013) studies.

7. PE firms prefer small boards on their portfolio companies, typically consisting of
five to seven members with industry experience.

8. PE firms are active in the management of portfolio companies. Top management
was replaced in 30% of the deals pre-close, while 50% got replaced after close.
Combining before and after close, 58% of the deals recruit their own team.

9. On average, for every 100 deals presented to the PE firms, they typically conduct
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10.

11.

12.

13.

14.

15.

16.

an in-depth analysis of 15 and successfully close three to four deals. This suggests
a considerable amount of resources is required to evaluate deals.

Finding deals that are proprietary in some sense offers tremendous value. Large
PE firms considered 36% of their deals proprietary. Smaller PE firms source
smaller target deals, as well as more proprietary deals, with 48% considered
proprietary and advantaged in some manner. Large, mega deals are usually done
in an auction process.

In deal sourcing, the most important criteria are: 1) business model and
competitive position of the company, 2) PE firms’ ability to add value, and 3)
valuation.

In deal sourcing, the least important criteria are: 1) industry or market and 2)
alignment with the PE fund strategy.

When evaluating a potential deal, PE firms put more weight on the business than
management team. This finding is consistent with Kaplan and Stromberg (2009),
meaning that a business’ attributes and its market positioning are far more
important, persistent, and stable than the management team.

PE firms target and value investment differently. They tend to have extensive
experience and specialize in certain industries or sectors. A successful track
record in a particular industry leads to greater investment focus in that sector.
Improvement in corporate governance, participation in the management of
portfolio companies, and performance-based incentives are important value
creation drivers for private equity firms.

A portfolio company’s revenue growth is the highest ranked value creation driver,
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17.

18.

19.

20.

21.

22.

23.

confirmed by one hundred percent of all PE practitioners surveyed.

Operational improvement is closely behind and 97% of respondents ranked it
second among value creation drivers.

Exit at a higher multiple ranked third among value creation drivers. This is known
as industry level multiple arbitrages and is often a result of the improved prospect
of the business’ future growth potential.

During the pre-investment phase, it is important to evaluate: 1) how to grow
revenue organically or with follow-on acquisitions, 2) cost reduction
opportunities, 3) shared services and procurement leverage opportunities, 4)
strategy or business model enhancement, and 5) top management personnel, with
a focus on the CEO and CFO positions.

Post-investment activities include: 1) assist and monitor, 2) strategy
implementation, 3) revenue increase, 4) cost reduction and use of shared services,
and 5) planning and facilitating high value exit (eventual sell of the company).
On exit, 20% were sold through IPO, 30% to another financial firm, and 50% to
strategic buyers.

Market timing and the expectation to achieve certain operational performance
targets are the most important considerations for when to exit.

Half of the PE firms surveyed were organized by industry. Within the firm,
people are typically organized into two strands: financial and operational. Deal
sourcing and deal evaluation are led by the financial team. The operational team is
involved during the deal sourcing phase and takes the lead during the post-

investment phase.
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24. Most employees at the PE firms are deal specialists. Less than 10% of employees
are operational executives.

25. Over 50% of the PE firms use outside advisors. Sixty-six percent have advisory
boards; 32% hire consultants to advise on investment opportunities and

operational improvement matters.

Literature Review Summary

Findings from previous work and publicly available datasets indicate that PE
firms do add value and on average create higher returns than other asset classes. There is,
however, a huge disparity between the returns generated by PE funds, exhibiting
heterogeneity in PE firm performance (25th and 75th percentiles, with IRR of 3% and
22% respectively) (Kaplan & Schoar, 2005). Several articles attempt to separate the
abnormal returns into two categories: financial leverage and operational improvements
(Cumming et al., 2007). The Gompers et al. (2016) survey findings identified what PE
firms do, but not how they do them. They also did not investigate the kind of resources
PE firms need to possess to create sustainable competitive advantages. Sinyard’s (2013)
doctoral dissertation on PE firms used a multi-case study approach, generating qualitative
data from semi-structured interviews with 20 private equity decision-makers on heuristic
decision-making process. Despite such work, there is limited case study research on how
PE firms create value, how they go about differentiating themselves to compete with

other PE firms, and how they outperform other asset classes.

Resource-Based View
Wernerfelt (1984) wrote a seminal paper exploring the resource viewpoint (rather

than the product viewpoint) to analyze how firms gain a sustainable competitive
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advantage. The resource-based view (RBV) proposes that firms possess heterogeneous
resources, thus creating differences in firm performance. The implication is that attention
should be placed on the firm's internal resources (rather than its external environment) to
identify the assets, capabilities, and competencies that have the potential to deliver a
superior competitive advantage.

Building on the RBV theory that strategic resources are heterogeneous across
firms, Barney (1991) developed a groundbreaking framework based on the following four
characteristics of a firm’s resources to generate a competitive advantage, namely,
Valuable, Rareness, Imitability, and Non-substitutability (VRIN). Barney’s (1991)
seminal paper is one of the most cited papers (it received 68,979 citations as of
November 7, 2019). In 2001, 10 years after the introduction of VRIN framework, Barney
proposed that having heterogeneous and immobile resources is critical to achieving a
competitive advantage, but simply having these resources is not enough to sustain or even
to realize the benefits unless the firm is organized to exploit them. In response to this
observation, Barney and Hesterly (2010) introduced the Valuable, Rare, Inimitable, and
Organization (VRIO) framework. They highlighted the importance of Organization (O)
in the VRIO framework. A firm must organize its management process, system, people,
and culture optimally to be able to fully realize the potential of its resources. Companies
can only achieve a sustained competitive advantage if they are properly organized to

capture the value of the resources they possess.

Theoretical Framework
Strategic management scholars have recognized that differences in internal

resources can contribute to a firm’s competitive advantage (Barney, 1991; 2001). The



Value Creation by Private Equity Firms: A Resource-based View 35

resource-based viewpoint is an important theoretical lens that looks at firms as a portfolio
of resources and capabilities (Barney, 2001). PE investors create a set of distinctive
resources and organizational structures that are unique to PE firms. Resources developed
in PE firms are novel since they result from close interactions between PE investors,
limited partners, non-partner professionals, and deal target businesses. PE firms can be
viewed as a repository of valuable tangible and intangible resources that may be difficult
to imitate. Prior work found that PE investors provide resources and capabilities that the
target company management teams lack, such as financial and strategic advice

(Hoskisson et al, 2013). My propositions are as follows:

Propositions

1. PE firms that successfully raise subsequent follow-on funds create distinctive
organizational structures to exploit resources and capabilities in managing
portfolio companies, which enhances their competitive advantage.

2. Deal sourcing is the most important private equity value chain activity for the
success of PE firms.

3. Successful PE firms exhibit heterogeneity in the development and prioritization
of resources and capabilities.

4. PE firms develop novel resources and capabilities that enhance their competitive
advantage.



Value Creation by Private Equity Firms: A Resource-based View 36

Chapter 3: Methodology

This study employed qualitative research methods and semi-structured interviews
to gather empirical evidence firsthand from people who are knowledgeable about the
private equity industry. I utilized the resource-based view (RBV) theoretical framework
and Porter’s (1985) Value Chain Analysis (VCA) methodology to guide study design,
data collection, and analysis. | relied on multiple sources of evidence in order to
triangulate and cross reference data. | developed the interview questions to understand
what PE firms do and how they create value based on a review of the existing literature,
current business practices, and intuition (Marshall & Rossman, 1989).

The general theme of this research revolves around two central questions: What
key resources possessed by PE firms allow them to craft better value creation plans
related to strategic change and operational improvements in their portfolio companies?
And what are the internal drivers that allow them to effectively differentiate themselves
and gain a competitive advantage over other PE firms? To find the answers to these
questions, | need to understand how PE firms operate, how they differentiate themselves
when competing for investors, how they find undervalued companies to purchase, how
they manage the portfolio companies to make them more valuable, and how they
maximize the value of the portfolio companies by selling to the highest bidders. 1 will
first describe the research design, including the method | used during sampling and data

analysis; | will describe the findings in Chapter 4.

Research Design
Prior research indicates that on average, over the last 10 years, PE funds have

been able to consistently deliver abnormal returns above the S&P 500 index. The main
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business model of a PE firm is to acquire a company at a certain price and then sell it a
few years later at a higher price (typically at a multiple of acquired price). In essence,
portfolio companies in PE firms can be viewed as products or assets, which are bought
and sold like other income-producing assets, such as commercial and residential rental
properties. To generate a positive return, one must improve the value and/or perceived
value of the underlying asset, which is determined by its current and forecast of future
revenue stream. While a large number of prior studies utilize quantitative research on PE
firm performance, limited work—especially qualitative case studies—has been conducted
to find out how private equity firms operate.

To understand how PE firms operate, | employed the Value Chain Analysis
(VCA) methodology that Michael Porter introduced in his influential book: Competitive
Advantage: Creating and Sustaining Superior Performance. Porter (1985) introduced the
generic value chain (VC) model, which represents all the internal activities a firm
engages in to produce goods and services. VC is a set of activities that add value to the
product directly by transforming a less valuable product into a more valuable one. In the
service industry, VC is simply a set of activities carried out to create value for its
customers. Value creation in the private equity industry is defined as the activities that
enable the increase in the value of the portfolio companies. PE firms capture value by
purchasing a company at one price and selling it at a higher price, often at several times
the original purchase price, several years down the road. By utilizing this concept and
based on prior literature, e.g., Gompers & Dore (2013) and Gompers et al. (2016), |
concluded that there are four primary activities in a PE firm: 1) Fund Raising, 2) Deal

Sourcing, 3) Governing & Managing, and 4) Exiting (see Figure 5).
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Figure 5: Private Equity Primary Value Chain Activities

Stage 1 Stage 2 Stage 3 Stage 4

.. Deal Governing & o
3 e )

Stage 1: Fund Raising

Equity and debt are two primary ways to obtain the capital required to start a
private equity firm. Most PE firms started with private individual capital from partners,
families, and/or close friends and relatives. They must first establish a fund and obtain
equity capital commitments from investors before any investment activities begin. The
first step in Fund Raising is to generate a prospectus. The prospectus includes pertinent
information such as investment strategy, investment timetable, qualifications of the
general partners (GPs) and their management team, along with financial arrangements
such as management fees and the incentive structure. The typical fund size could range
from several million to several billion dollars. For a new start-up PE firm without a prior
track record, it is usually in the lower range of the scale. It is possible for an individual or
a group of people who already have a track record of working for a well-established,
reputable PE firm to start their own PE firm and secure a sizable funding from large
institutional investors with whom they have prior professional connections (Cendrowski
et al., 2008).

Established private equity firms raise a new fund every few years. According to
Kaplan and Schoar (2005), the ability and the amount of capital raised in subsequent

funds is a function of the success in previous ones. In other words, a GP’s skill level and
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probability of future success is assumed to have direct correlation to his/her performance
record with current or prior PE firms. Investors will allocate more capital to GPs they
perceive as more talented. General partners who fail to deliver an acceptable return on
their existing and closed funds may not have the opportunity to secure enough funding to
start a subsequent follow-on fund (Kaplan and Schoar, 2005).

Although PE funds have a limited life span, they require an investor with a long-
term commitment. The typical life span of a given PE fund is 10 years. Investors, or
limited partners (LPs) as they are commonly referred to in the PE industry, need to have
the capital ready to be called. Unlike investing in publicly listed companies, the
committed capital invested in a PE fund is not liquid and cannot easily be sold to a third
party. The timing of the call for capital from investors and distribution of the capital back
to investors is at the sole discretion of a PE fund’s GPs, although this timing operates

within a certain time limit that is typically 5-10 years (Cendrowski et al., 2008).

Stage 2: Deal Sourcing

Once a fund is formed and adequate capital commitment secured, the Deal
Sourcing phase begins. The main activity is to find and assess investment opportunities.
The types of companies to buy will depend on the investment strategy as defined in the
fund prospectus. My research focused on PE firms specializing in buyout deals. The
targeted companies to acquire are typically mature companies owned by large, publicly
traded conglomerates or family-owned businesses. Potential portfolio companies are
sourced through various methods such as internal research, networking, cold-calling
executives of target companies, etc. Most of the “for-sale” businesses are represented by

an investment bank who would assist the owner to market and find prospective buyers.
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The investment bank first prepares several pages of a simple document that contains
high-level information about the company (often known as a “teaser” document) before
sending it to their network of prospective buyers, which consist mostly of industry
conglomerates (known as strategic buyers) and other PE firms (known as financial
buyers). Typically, the investment bank sends out the teaser document to a 100 or more
potential buyers asking for their level of interest. Once the prospective buyers have
indicated their interest, they are asked to sign a non-disclosure agreement (NDA) and
then receive an investment book or a confidential information memorandum (CIM),
which is commonly known as “the book™ or the “CIM” in the investment banking world.
The prospective buyers are then given a certain timeline to respond back with an
indication of interest and a non-binding bid to stay in the game. Failure to comply with
the established timeline results in the exclusion of a prospective buyer from the process.
Usually, the top three to four prospective buyers, i.e., those with the highest bids, are
invited to visit the prospective company and meet with the management team. Following
the due diligence process, prospective buyers can make a concrete offer. Depending on
the size of the deal, the due diligence process could be quite extensive, which would
involve auditing the company’s financial records, legal document and liabilities,
environmental concerns, management team capabilities, etc. The whole deal process from
the start to close can take anywhere from several months to over a year.

Finding the right company to buy is a laborious task. According to the survey
conducted by Gompers et al. (2016), only between 2%-4% of the deals looked at by PE
firms reach the final stage of closing. On the other hand, there are thousands of private

equity firms looking at potential businesses to purchase. Out of these, only 30-50 firms
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Lage PE Firm

Number of Res h Candidates™* .
umber of Research Candidates Fund Size > $1B*

Small PE Firm
Fund Size < $1B*

PE Firm
General & Operating Partner/Principal
Portfolio Company

Operating Partmer/Executive
Financial Institutions

Limited Partner

Table 4: Research Subject Qualifications

Subject # |Category, Last Position # Yrs of Exp
#11 LPE |General Partner 42
#12 LPE |Principal 35
#14 LPE |VPBD 20

#2 LPC |CEO 28
#3 LPC |VP BD 25
#7 LPC [Managing Diretor 20
#13 LPC |Dir Research Analyst 10
#1 SPE |Operating Partner 30
#6 SPE |President 40
#10 SPE |General Partner 35
#8 SPC |Operating Partner 30
#4 SPC [CFO 30
#5 SPC [CFO 30
#9 SLP [Investor 50
LPE |Large Private Equity Firm
LPC |Portfolio Company Owned By Large PE Fund
LLP |Limited Partner of Large PE Fund
SPE |Small Private Equity Firm
SPC |Portfolio Company Owned By Small PE Fund
SLP  |Limited Partner of Small PE Fund
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Data Collection: Interview Methodology

The study employed an informal and semi-structured interview method. This
informal and semi-structured method allows the researcher to use a list of questions
prepared in advanced, but without strict adherence to allow for new questions to emerge
during the interview (Myers, 2013). This flexibility allows for additional questions,
which can lead to exploration of new paradigms and permits the interviewee to add
important insights as they arise during the conversation. The participants also had the
opportunity to obtain further information and answer questions related to the study
before, during, and even after the study.

| developed 20 primary interview questions for the research study that would
assist in identifying and understanding how private equity firms operate and how they
create value. | developed a list of pilot questions to assess how PE firms manage their
companies based on a review of the existing PE literature, current business practices, and
my own intuition (Marshall & Rossman, 1989). | then fine-tuned the questions based on
the three pilot interviews. | obtained comprehensive descriptions of participants’ actual
working experiences in the private equity industry. Our questions targeted these key
objectives: | wanted to find out how PE firms are organized, what key performance
metrics they employ, which of the key value chain drivers had more impact on creating
value, and how they operate in each stage of the value chain.

In advance, research subjects received an informed consent letter on the study’s
purpose, procedures (including time commitment of the subject), risks and benefits, and
the confidentiality of their information. The identity of the participants would remain

confidential and would not be directly associated with any data. The participants had the
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right to participate in the research and the freedom to decline at any time.

Twelve of the 14 interviews were conducted between January 15, 2020 and
March 20, 2020. Nine of these 12 interviews were face-to-face meetings and three were
conducted via video and phone calls. One interview was conducted in April 2020 and
another one in September 2020; both were conducted via telephone. The duration of the
interviews ranged from 45 minutes to three hours, although most were between 90
minutes to two hours.

Data collection during the interview included taking notes and voice recording
using Rev.com, a cloud-based recording and transcribing service. | requested to voice
record all interviews but did not insist if recording made the interviewee feel
uncomfortable. Eleven of the 14 interviews were recorded, and three interviews relied
solely on notes taken during the meeting. VVoice recordings were transcribed immediately
after the interview, and the collected data was reviewed within 48 hours of the interview.
| analyzed the transcriptions, interpreting themes and meanings to lay the foundation of
codification; | recorded my analysis with the aid of an Excel spreadsheet. | took notes,
listened, and asked questions to achieve a better understanding of the situation and the
participant’s thoughts about their experiences. Specifically, | analyzed narrative interview

text to identify the participants’ points of view on how PE firms create value.

Iterative Process

By utilizing the qualitative case-study approach, | attempted to build an
explanatory model that encompassed every case, even though they may vary in detail.
This is described as an iterative nature of the explanation building process (Yin, 2017). |

made initial but tentative propositions, including a theoretical position. My next step was
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to conduct interviews, collect data, and compare them against these theoretical
assumptions and propositions. | then revised the earlier statements and propositions. This
method was akin to refining a set of ideas; | entertained other explanations from the
collected data. This process was partly deductive (based on the statements and
propositions at the start of the case study) and partly inductive (based on the data from

the case study).

Data Processing & Analysis

Once the data was collected, the next step was to categorize the information,
identifying any patterns and concepts the participants represented during the data
collection phase. Data was organized into logical categories; specific codes were
developed to categorize the responses by emergent themes. | began the study with preset
categories, adding emergent categories as they became defined. During this data
aggregation phase, | was also able to identify subcategories, which were not initially
identified during the development of the research project. The inclusion of these
additional categories offered greater clarity on the issues under investigation. | ascribed
patterns to the participants’ experiences, as well as their perspectives about the
effectiveness of deploying the firm’s internal resources in each stage of the value chain in

a PE firm.

Research Paradigms and Ethics

I will assume a positivist philosophical perspective since company resources and
performance are independently given and are quantifiable properties independent of the
observer. | assume society and business, like the physical world, operates according to

general laws. I will adhere to the viewpoint that only “factual” knowledge gained through
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observation (the senses) is trustworthy. In positivist studies, the role of the researcher is
limited to data collection and interpretation in an objective way. Experience is taken to be
objective, testable, and independent of theoretical explanation (Myers, 2013).

Honesty, plagiarism, permission to publish, confidentiality, and informed consent
are the five ethical principles to be considered when performing research (Myers, 2013). |
adhered to all five principles, as well as and the golden rule of “you should not do unto
others as you would have them do unto you” when conducting the research with human
subjects. | prepared and required the interviewees to complete a Participant Informed
Consent Form. This enabled interviewees to freely participate and advises interviewees
that they can end their participation at any time, for any reason. Their involvement in this
research was voluntary and could be terminated at any point in time, and they could

decline to answer questions if they so choose (see Appendix A).

Assumptions & Limitations

Our research attempted to understanding how PE firms are able to create value by
deploying their internal resources in each of the primary activities, which I identified
using the Value Chain Analysis method (Porter, 1985). This study involved 14 people
who have extensive experience with a handful of private equity firms primarily in the
U.S. industrial sector. | assumed that the success factors—when buying an undervalue
business and selling it at a higher price after improving business fundamentals—are
similar across all businesses. | also assumed that the resource-based view (Barney, 1991a

& 1991b) would provide a theoretical foundation for this research study.
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Summary

Chapter 3 discussed my qualitative research methodology: the data collection and
analysis process, which included identifying themes from interviews with 14 high-level
business executives and business owners who had extensive experience in the private
equity industry. I also discussed the appropriateness of the research design, assumptions
and limitations, and ethical assurances. Chapter 4 will present the results of this study,
followed by a discussion of the study’s findings in chapter 5 where they will be examined
and assessed for its limitations, theoretical implications, practical contributions, and some

directions for future research.
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Chapter 4: Results

This study aims to find out what the key resources and core competencies are
that private equity firms possess in order to promote value creation and strategic change
within their portfolio companies. | interviewed 14 highly experienced and successful
business executives who have collectively worked directly and indirectly with PE firms
for 425 years. | conducted over 30 hours of interviews and collected 450 pages of
transcripts and notes.

My research focused on the internal activities of PE firms and framed the value
creation drivers along the four stages of their primary activities. | identified patterns
from the participants’ experiences and perspectives about the effectiveness of deploying
a private equity firm’s internal resources at each stage of the value chain. For each sub-
driver, | assigned a vote count equivalent to the number of research participants who
mentioned it as a driver for success. | also asked each participant to rank the relative
importance of the four stages of value chain primary activities. To triangulate and add
validity to support my propositions, | studied two deals that have successfully completed
the value creation cycle. | found that the value creation drivers and the strategy
employed by a small PE firm differ from that of a large PE firm.

I will first show the findings pertaining to the relative importance of the value
chain primary activities, followed by a description of the key value creation drivers and
sub-drivers. Table 5 shows a summary of the 11 value creation key drivers within these

four stages of value chain.
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Table 5: Value Creation Key Drivers

Value Chain Primary Value Creation
Activities Key Drivers
1. Fund Raising Brand & Reputation
Networking Competency
2. Deal Sourcing Investment Strategy & Screening Competency

Proactive & Proprietary Deal Sourcing Competency
Due Diligence Competency

Negotiation Competency
3. Governing and In-House Management Expertise
Managing Business Model & Strategic Plan

Business Process Improvement Competency
Motivational/Team Enagagement

4. Exiting Exit Strategy & Execution Competency

Key Performance Metrics

In terms of the key performance metrics used by private equity firms, our research
participants considered the internal rate of return (IRR) as the key metric in measuring
the performance of a fund, but the data also showed that multiple of invested capital
(MOIC) is gaining more acceptance as another key metric.

“...and what I saw in my years of raising capital, it was all IRR, when We raised our last
fund in 2014, the market was looking at two metrics, there is IRR, but also a multiple of
your investment. It is important to be at the top quartile at that time of fund raising. We
were actually in the top quartile of IRR, but we were always focused on our return on
investment as a multiple.” Subj 6

Our results support the Gompers et al. (2016) survey findings that PE firms rely primarily
on the internal rate of return (IRR) and multiple on invested capital (MOIC) to evaluate

investments rather than the discount cash flow (DCF) method.
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Ranking of Importance of the Value Chain Primary Activities

| asked each research participant to rank the four value chain primary activities
(Fund Raising, Deal Sourcing, Governing & Managing, and Exiting) in order of
importance from 1 to 4, with 1 being most important and 4 being the least important. |
received 11 responses on this question. Seventy-three percent of respondents indicated
that Deal Sourcing was the most important stage, followed by Governing and Managing
with 55% of respondents ranking it second. Seventy-three percent of respondents
indicated that Fund Raising was the least important value creation stage, although one
person indicated that this was the most important activity because without the funding
there would not be any follow-on activities. Table 6 summarizes the importance ranking
of the value chain activities (see also Appendix B).

Table 6: Value Chain Importance Ranking

% of Research Participant Rating
Value Chain #1 #2 #3 #4
Importance Ranking [Importance Importance | Importance |Importance
Fund Raising 9% 0 18% 73%
Deal Sourcing 73% 27% 0 0
Governing & Managing 18% 55% 18% 9%
Exiting 0 18% 64% 18%

Value Creation Key Drivers and Sub-Drivers

| identified a total of 11 key drivers and 32 sub-drivers in the four stages of the
private equity firm value chain primary activities. For each sub-driver, | assigned a vote
count equivalent, as well as the percentage of research participants who identified it as a

driver for success. (See Table 7).
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Table 7: PE Firm Value Creation Key Drivers and Sub-Drivers

Large

Small

2. Deal Sourcing

3. Goveming and
Managing

4. Exiting

Investment Strategy & Screening
Competency

Proactive & Proprietary Deal Sourcing
Competency

Due Diligence Competency

Negotiation Competency

In-house Management Expertise

Business Model & Strategic Planning
Competency

Business Process Improvement
Competency

Team Engagement & Motivation

Exit Strategy & Execution Competency

.Value Ch.al.n. Value Cr.eatlon Sub-Drivers PE PE Total

Primary Activities Key Drivers Score
Score | Score

1. Fund Raising Brand & Reputation Current Fund Performance 100% | 100% | 100%

Track Record of Fund Performance 100% | 100% | 100%

Marketing/Road Show Activity 14% 29% 21%

Networking Competency Access to Financial Institutions 71% 57% 64%

Sponsorship by a Lead Investor 0% 43% 21%

Market Opportunity Assessment 71% 100% 86%
Portfolio Fit Assessment 14% 43% 29%
Strategic Alignment 29% 57% 43%
Networking & Relationships 71% 100% 86%
Positioning to be the Best Buyer 14% 29% 21%
Mergers & Acquisitions Experience 57% 29% 43%
Industry Domain Knowledge 43% 57% 50%
Valuation Expertise 71% 57% 64%
Financial & Legal Deal Structure 57% 14% 36%
Contracts Terms & Conditions 57% 14% 36%

Board Governance Experience 71% 86% 79%
Access to Management Talent Pool 86% 100% 93%
Management Team Selection & Comp.| 86% 100% 93%
Domain Expertise 57% 86% 71%
Building on Strengths 43% 43% 43%
Performance Goal Setting Experience 71% 71% 71%
Investment Policy & Prioritization 86% 57% 71%
Accounting & Management Reporting 0% 86% 43%
Lean Methodology/Techniques 0% 43% 21%
Better Cost Management Focus 14% 14% 14%
Management Process & Discipline 14% 29% 21%
Incentive Alignment 86% 100% 93%
Change Management Expertise 57% 57% 57%

Optimal Investment Bank Engagement |  71% 100% 86%
Sale & Auction Process Experience 57% 100% 79%
Buyer Identification Competency 29% 57% 43%
Business Cycle Timing 29% 43% 36%

*See Appendix C for the complete score sheet on the sub-drivers by each participant.
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Stage 1: Fund Raising

The two key drivers identified in PE firms’ ability to raise funds were: 1) Brand
and Reputation and 2) Networking Competency. The sub-drivers under brand and
reputation identified by 100% of the participants were: 1) Current Fund Performance and
2) Track Record of Fund Performance. This is consistent with Kaplan and Schoar (2005)
findings that the ability and the amount of capital raised in subsequent funds is a function
of the success in previous ones. Another brand and reputation sub-driver was the efforts
PE firms put into marketing themselves, which only 21% of the participants mentioned.
The sub-drivers under networking competency were: 1) Access to Financial Institutions
(mentioned by 64% of the participants) and 2) Sponsorship by a Lead Investor
(mentioned by 21% of the participants). Access to financial institutions is important to
both small and large PE firms; however, having the sponsorship of a lead investor is more
important to small PE firms, as noted by 43% of small PE firm participants while no one
from large PE firm indicated that this was an important driver. These findings suggest
that compared to large firms, it is more important for small and less reputable firms to
have the sponsorship of a lead investor, presumably since larger firms are more likely to
have stronger brands and reputations.

Below are direct quotes from various research participants who specifically
highlight the importance of a successful fund raising track record:

“...the only way you raise money is that you've had some sort of a track record that
prove that if you give me 100,000 or you give me a million or you give me five million
dollars, I've got a track record to show the historical returns and that | have a plan to do
that again.” Subj 5

“Usually, they would put together a presentation about the strategy and approach to the
targeted fund which they are raising money for and most likely they will first go to
investors who they have a relationship with. Their track record and PE leadership are
key in confidence building with prospective investors.” Subj 8
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“...generally, you have to be able to show previous performance in order to raise new
fund. So, some of it is kind of self-fulfilling, I think. Some of the most important aspects
are of course being able to raise a fund, you won't be able to invest without it. But | think
you need to show that you have sector knowledge, you have knowledge of investing in a
way, or you have management knowledge that you can help to build a new company or
help to change a company and create that value that kind of justifies the investment that
you're making.” Subj 13

“...once you have obtained the commitment from a large financial institution, it is easier
to sell to subsequent investors ...."”" Subj 10

For all PE firms, having a track record of current and historical fund performance
in the top quartile is critical to promote brand recognition and to raise subsequent funds.
Small firms view marketing and road show as more important than large firms.
Additionally, small firms view having a lead sponsor investor during the early stage of
Fund Raising as important while large firms do not consider this as an important sub-

driver.

Stage 2: Deal Sourcing

This stage of the value chain activity involves discovering and assessing an
investment opportunity. Making the right decision on what company to buy and
appropriately determining the intrinsic value of the company is one of the keys to value
creation. | identified four key drivers and 10 sub-drivers in Deal Sourcing activities. The
four key drivers are: 1) Investment Strategy and Screening Competency, 2) Proactive and
Proprietary Deal Sourcing Competency, 3) Due Diligence Competency, and 4)
Negotiation Competency. | will discuss each driver below.

1. Investment Strategy and Screening Competency
Having a well-defined investment strategy is key to focusing on and selecting the

right companies to evaluate when opportunities arise. There are many opportunities and
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many potential buyers competing for deals. It is important for PE firms to have a clear
focus and targeted strategy since evaluating deals is both time consuming and costly. The
ability to screen out bad or unsuitable deals early is important so that more management
time can be devoted to finding the right investments. Buying the right company means it
has to align with the PE firm’s current business model and strategy. The sub-drivers
identified were: 1) Market Opportunity Assessment, mentioned by 86% of the
participants; 2) Portfolio Fit Assessment, mentioned by 29% of the participants; and 3)
Strategic Alignment, mentioned by 43% of the participants. These three sub-drivers were
captured in the quote below made by Subject #10:

“.... biggest thing is the space in which they're in and the industries in which they're in.
Do we understand the industries that they're in? What are the barriers to entry to those
industries? What are the dynamics of their profitability and growth with those industries?
Those are the critical issues. And for the ones that I've been involved in, it's, first, start
with the industries that we understand or have knowledge of or have expertise in. Then,
look at, as | said, the dynamics of those industries. Whether they have good growth
dynamics, profitability dynamics in those industries. Sometimes, the companies you buy
are undermanaged and you try to manage them better. That's opportunistic kinds of
companies. But first and foremost, they have to be in an industry that you understand and
that you like as a growth opportunity.” Subj 10

Correctly assessing the market growth opportunity is an important factor in making the
right decision, as mentioned by 86% of all respondents. Below are a couple of quotes

emphasizing this point:

“The key is what, what do you want to be in and why? Is it a good market? Is it, is it a
market in which you can manage? ----- the first thing | do is I'm getting out of every
single business we've got that depends on the mother nature.” Subj 9

“Products and markets are key to look at. What markets they are in the leadership
positions.... I always felt the number one category in the success is whether the market is
large enough to execute add-on acquisitions as the number one thing.” Subj 6

Both large and small PE firms rely heavily on their ability to correctly assess market

opportunities. Smaller private equity firms appear to be more concerned with strategic
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alignment and portfolio fit: 57% of small firm participants highlighted the importance of
strategic alignment compared to 29% of large firm participants; when asked about
portfolio fit, 43% of small firm participants mentioned this sub-driver versus only 14% of
participants from large firms. Large private equity firms focus more on their business
model rather than any specific market or industry segment if they have the confidence to
increase the company’s profitability, which is measured in EBITDA. Below are quotes
from two participants representing large private equity firms:

“Our philosophy was we 're going to go buy a distressed asset that's undervalued
because of the financial performance it's had and it's been tucked in as part of something
much larger. So it's a distressed asset, but it's also a number one or number two market
position company. And so we're going to take that and invest into the company based on
that deal philosophy ... ” Subj 11

“The key metric we use to evaluate deals is EBITDA. Estimating how much we can

increase during the holding period is key. Prior to bidding on the deal, we already have
established a model on what the target EBITDA is and how to achieve it.”” Subj 12

2. Proactive and Proprietary Deal Sourcing Competency

The key to successfully finding good investment opportunities depends on having
access to deal flow, and thus, networking and relationships are important. According to
Gompers et al. (2016) survey on private equity firms’ source and proprietary nature of
deals, almost 36% of their closed deals are proactively self-generated, 7.4% are provided
by management, and 8.6% come from their executive network. My research supported
this finding, as 12 out of the 14 participants (86%) indicated that having a network and
relationships was a key sub-driver for finding deals. Subject #6 emphasizes the
importance of proactive deal-finding activities:

“We need to have a dedicated person to stay in front of the market. So to give you an
idea, when | took over acquisitions, | noticed when | started kind of tracking deal flow
that the busier we were getting the fewer deals we were seeing. And you're like, that
seems weird. But then you realize your managing director is doing deals, he's not calling
on the market. He's not calling on an investment banker. He's not calling on regional
bankers. He's not doing anything to generate deal flow.” Subj 6
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The ability to generate proprietary deals is also important. According to Gompers et al.
(2016) survey, PE firms considered almost 48% of their closed deals to be proprietary in
some way. Unfortunately, they had no way of evaluating exactly what proprietary means,
and they could not validate the extent to which the deals truly are proprietary or
advantaged. Although there is no definition of a proprietary deal, this research
participants in my study understood this as one having priority or favor over other
competing firms. Notably, it does not mean a PE firm would be the only potential buyer
and avoid competition.

“Every private equity group is looking for proprietary deals. They'd rather not
participate in auctions. But a lot of things do get auctioned off, as you know, and are
bought through the auction process. But everybody's looking for proprietary transactions
where they initiate those transactions themselves through their contacts or through
business ......... 1 don't know if they think you can get them cheaper but, you simply have
a better look at them first .... but at the end of the day, a lot of pieces are bought through
the auction process.” Subj 10

Another sub-driver to secure a proprietary deal, besides having the network and
relationships, is to position the PE firm to be the best potential buyer, as mentioned by
21% of total participants (29% of small PE firms and 14% of large PE firms). Different
sellers may have different motives. Some may just want to fetch the highest price while
others may value different factors, such as preserving a legacy (especially if the seller is a
family business and the decision-maker is the founder and owner of the business),
securing cultural alignment, and protecting employment status and benefits, among
others. Below is a quote from a small PE firm participant on how they position
themselves to be the best buyer:

“We would tell the owner that we're going to take care of their baby, so to speak. We
would not slash and burn this thing and we will make your management team a lot of
money in the future.... we would tell them our plan on how we would invest a lot of
money and bring in consultants to really help them figure out how to really grow the
business and be successful which is going to help all your employees...” Subj 4
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Large PE firms do not need to sell themselves as much as small PE firms, probably
because large PE firms are already well known and have stronger networking and
relationship attributes. Both large and small firms emphasize their network and

relationships as key to generating proprietary deals.

3. Due Diligence Competency

Due diligence competency is a key driver to successfully create value. The
purpose of due diligence is to confirm that the pertinent information provided by the
seller is true and that there are no undisclosed liabilities or risks that could affect the
underlying value of the company. PE firms must check and verify pertinent information
such as contracts, finances, customers, etc. By confirming this information, the firm can
make an informed decision and close the deal with a higher level of certainty. If, during
the due diligence process, previously undisclosed liabilities are found, the firm could use
this information to renegotiate the purchase price to reflect the change in the underlying
value of the company.

Two sub-drivers were identified under due diligence competency: 1) Industry
Domain Knowledge (50% of participants) and 2) Mergers and Acquisitions (M&A)
Experience (43% of participants). Having good understandings of the industry, as well as
knowledge of the market and competitive landscape, are essential to correctly assess the
market risks and opportunities. These skills enable the firm to conduct a better estimate
of the business’ growth potential and forecast its future sales and profitability.

“The investment team from the private equity firm is going to assess based on that initial
memoranda of understanding, and the initial book from the company. Then they're going
to assess it based on what they heard in the meeting. And then they're going to go in and
do a bunch of due diligence. And when they get into due diligence, they're gonna do all
types of different financial models on it. They're gonna do pressure tests on those models.
They're going to do an industry analysis to say, yes, does this make sense? And do they



Value Creation by Private Equity Firms: A Resource-based View 65

“---- 70% of our add-on acquisitions were privately family-owned businesses who had a
market position with a product that we could run through our distribution or we could
bring into our factory.” Subj 6

Another successful firm I interviewed had a totally different strategy and business
model: they focus on corporate carve-out. These undervalued businesses were part of a
large corporation and had been mismanaged, ignored, and underinvested. Below is a
quote from the CEO of a portfolio company that was previously owned by a large
publicly listed conglomerate. He commented on how the general partner and the board
members from the private equity firm helped them.

" They were very much focused on taking an undervalued business and building it back
up, building it back up in a positive way, not just from a financial engineering
perspective. So, what they did was they helped us develop the right business strategy and
the right cadence, and the right business capabilities, to become a much better
organization.” Subj 3

Private equity firms contribute to the success of the portfolio companies by
applying the appropriate business model and strategy in the business. Domain knowledge
and building on its strength are important sub-drivers to assist and to ensure the portfolio
company has a winning strategy in place for effective execution.

3. Business Process Improvement Competency

This key driver addresses the question of what resources the private equity firm
should possess to improve the portfolio company’s operational performance. Six sub-
drivers were identified during the interviews. They were: 1) Performance Goal Setting
Experience (mentioned by 71% of all participants), 2) Investment Policy and
Prioritization (mentioned by 71% of all participants), 3) Accounting and Management
Reporting (mentioned by 43% of all participants), 4) Lean Methodology/Techniques
(mentioned by 21% of all participants), 5) Better Cost Management Focus (mentioned by

14% of all participants), and 6) Management Process and Discipline (mentioned by 21%
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of all participants). Performance goal setting experience and investment policy and
prioritization were mentioned as equally important by both large and small private equity
firms. Small private equity firms consider having in-house expertise in accounting and
management reporting and lean methodology as important sub-drivers in adding value to
the portfolio company. Five participants mentioned that a disciplined management
process and cost management focus are also important sub-drivers.

Ten of the 14 participants mentioned that goal setting was the most important sub-
driver for private equity firms to improve the performance of a portfolio company.
Participants #4 and #5 below describe their experiences with more demanding, ambitious
PE firms:

“In a lot of cases, when companies are bought by PE firms, there's a higher expectation
of PE firms that, for improvement and operations, for firm growth and for value added.”
Subj 4

“PE firms will try and set higher targets, they might say, "l want you to increase sales
every year by 15%." They'll set higher goals and objectives, maybe acquisitions, on your
incentive plan and so | guess, you could argue that they do add value from the standpoint
of their pushing and forcing management outside of their comfort zone. ” Subj 5

Equally important is the investment policy and prioritization competency. Ten of
the 14 participants mentioned that private equity firms have very strict guidelines on the
investment return timeline. They also make decisions quickly. Below is a quote from
Subject #2, which offers a good representation of the general impression from the people
| interviewed:

“.. the governance model within most PE firms on the investment decision and the
people decisions are going to be significantly faster than anything you would ever see in
other types of governance model such as publicly listed corporation or family own. To
them, it's a very simple thing. Is this investment going to make money during the targeted
time horizon... so you need to move fast because time is money for these guys. They also
don't need to have 100% of the data to make a decision ... the PE guys are intelligent
individuals, they're smart guys. They may not know how to run a business, but they
understand what you're saying and can differentiate a good versus a bad investment
quickly, they can see the dollar signs.” Subj 2
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4. Motivation/Team Engagement

A key driver to enable the success of a portfolio company is to have a motivated
and engaged management team. | identified two sub-drivers: 1) Incentive Alignment
(mentioned by 93% of all participants) and 2) Change Management Expertise
(mentioned by 57% of all participants). Management incentives should align with the
private equity firm’s investment objectives in order to have an engaged and motivated
team to drive performance. This is the most important sub-driver for a motivated team
and is consistent with prior research that companies managed by PE firms have better
incentive alignments between owners and managers; it is also recognized for improving
company performance overall (Burton et al., 2010; Cumming et al., 2007; Castellaneta
& Gottschalg, 2016; Jensen, 1986, 1989; Puche, 2016; Stringham & Vogel, 2018).
Below are direct quotes from some of the participants on this matter:

“Anytime you develop an incentive plan or a performance-based plan, you want
ownership and management to be on the same page. | think private equity does a better
job of that than most family-run businesses. ” Subj 5

“For PE, management incentives are better aligned with an exit strategy and financial

performance. Qualitative and ‘‘feel good” (community engagement, behavioral oriented

goals, etc.) incentives are not typical.” Subj 8

“The best experience was with Firm [name deleted] because there was alignment

between senior PE partners and portfolio company management on the strategy, tactics

and the critical value creation actions. PE firm s engagement and incentive scheme were

instrumental in staying focused and rewarding not just performance but also behavior.”

Subj 2

Making changes are inevitable to improve the performance of the portfolio
company. Changes in the leadership team are quite common when the ownership of the
company changes. Other major changes could involve the business strategy, organization
structure, company policies, etc., which can affect the morale of the employees. The

ability to successfully manage change is critical to have effective team engagement and
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motivation, as highlighted by these participants:

“.s0 a year later, they brought in a new CEO. In effect, then he wants to make sure that
he's got the right team on place. Again, usually what happens anytime of a
reorganization, the CEO may or may not make any changes themselves. But a PE firm,
usually what they do come in real quick and making sure they got the right management
team and so organization change was a big part of the transformation process. ” Sub; 5

“If you're buying it from an industrial company that wants to spin off a piece because
they have a different change in strategy, those companies, depending on how much
service is provided by the parent company, you have to change the company quite a bit.”
Subj 10

“My recent experience is related to a buy & build strategy where the organization
structure has changed quite a few times since we made 6 acquisitions which had to be
integrated for the purpose of making one customer effacing organization.” Subj 8

Stage 4: Exiting

The holding period of a company is typically between three to seven years before
reaching Exiting, the final stage of the value creation cycle. The goal is to sell the
company at the highest price possible, or accept the minimum price needed to achieve the
return objective, as specified in the initiative investment plan. Having the expertise to
strategize and to effectively carry out the exit process is a key driver to maximize the
outcome. | identified four sub-drivers under this category of Exit Strategy and Execution
Competency, including: 1) Optimal Investment Bank Engagement (mentioned by 86% of
all participants), 2) Sale and Auction Process Experience (mentioned by 79% of all
participants, 3) Buyer Identification Competency (mentioned by 43% of all participants),
and 4) Business Cycle Timing (mentioned by 36% of all participants).

In the private equity industry, it is a common practice to engage investment banks
to execute the selling of portfolio companies. It is not necessary for a firm to have in-
depth expertise on the auction sale process, but it would certainly help to have the

knowledge in order to choose the most suitable investment bank to effectively execute
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the exit. Therefore, choosing the most suitable investment bank and knowing when to
engage them can result in a better outcome, as suggested by 86% of all participants.

Auction sale process expertise and the ability to identify potential buyers are also
helpful skills at this stage of value creation, highlighted by 79% and 43% of participants,
respectively. My findings suggest that most PE firms have a target list of potential
buyers, and firms regularly check their level of interest. Overall, the auction process is
quite efficient, and according to one of the participants, most exits would obtain the
market price for the underlying value of the business. Investment bankers have a huge
network of potential buyers, and they can run the sale auction process quite efficiently.
This data is consistent with the findings by Hege et al. (2018) that the merger and
acquisition (M&A) process is efficient and competitive. Below is a quote from
participant Subject #4, highlighting this point succinctly:

“Exit strategy, I mean that's pretty straight forward. You're going to get what the market
is at the time. You can target market your exits to strategics but in the end, you're going
to get a market price for it.” Subj 4
Timing the sale strategically is also an important consideration, as mentioned by
36% of participants. When to exit depends on meeting the original investment plan’s
objectives and timeline, unless there is a strong belief that holding a company longer, so
long as the risk is low, presents a significant value creation opportunity.
“Sell when they have the right story. Which means, okay, they've got the right trajectory,
earnings and sales are heading in the right direction. They got the right story that there's
still future growth potential markets to get into, also, most importantly is they've met their
IRR targets for that company.” Subj 4
Alternatively, exit may occur even if the objectives are not met if the company board of

directors believe that the company’s performance has plateaued or if there is a concern of

a market downturn, which may impact company’s performance. PE firms may also be
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forced to exit even before reaching the original investment objective if they near the end

of their fund life cycle.

Summary of the Key Drivers & Sub-Drivers

Table 8 summarizes the sub-drivers in the order of the most to least mentioned.
The higher the score, i.e., the percentage of participants who mentioned this sub-driver,
the more important a sub-driver is for driving value creation. The most important sub-
drivers in Fund Raising are current fund performance and track record of fund
performance, as mentioned by 100% of both small and large PE firm participants. Market
opportunity assessment and networking and relationships are the two most important sub-
drivers in Deal Sourcing, as mentioned by 86% of participants. Accessing a management
talent pool, selecting the right management team, and providing the appropriate incentive
alignment are three of the most important value creation sub-drivers in the Governing and
Managing stage, as mentioned by 93% of the participants. In the Exit stage, optimal
investment bank engagement is the most important sub-driver, as mentioned by 86% of
the participants.

The least important sub-drivers, organized by value chain stage and common to
both small and large PE firms, include: 1) Fund Raising: marketing/roadshow activity
and sponsorship by a lead investor, 2) Deal Sourcing: positioning to be the best buyer,
and 3) Governing and Managing: lean manufacturing, management process and
discipline, and better cost management focus. Twenty-one percent of participants
identified all of the aforementioned sub-drivers as important, with the exception of a

better cost management focus, which secured mentions from only 14% of participants.
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Table 8: Summary of Sub-Driver Scores (by percentage)
. . Value Chain* Large PE** Small PE** Total**
Value Creation Sub-Drivers Stages (% of Mentions) | (% of Mentions) | (% of Mentions)

Current Fund Performance 1 100% 100% 100%
Track Record of Fund Performance 1 100% 100% 100%
Access to Management Talent Pool 3 86% 100% 93%
Management Team Selection & Composition 3 86% 100% 93%
Incentive Alignment 3 86% 100% 93%
Market Opportunity Assessment 2 71% 100% 86%
Networking & Relationships 2 71% 100% 86%
Optimal Investment Bank Engagement 4 71% 100% 86%
Board Governance Experience 3 71% 86% 79%
Sale & Auction Process Experience 4 57% 100% 79%
Domain Expertise 3 57% 86% 71%
Performance Goal Setting Experience 3 71% 71% 71%
Investment Policy & Prioritization 3 86% 57% 71%
Access to Financial Institutions 1 71% 57% 64%
Valuation Expertise 2 71% 57% 64%
Change Management Expertise 3 57% 57% 57%
Industry Domain Knowledge 2 43% 57% 50%
Strategic Alignment 2 29% 57% 43%
Building on Strengths 3 43% 43% 43%
Accounting & Management Reporting 3 0% 86% 43%
Buyer Identification Competency 4 29% 57% 43%
Mergers & Acquisitions Experience 2 57% 29% 43%
Financial & Legal Deal Structure 2 57% 14% 36%
Contracts Terms & Conditions 2 57% 14% 36%
Business Cycle Timing 4 29% 43% 36%
Portfolio Fit Assessment 2 14% 43% 29%
Marketing/Road Show Activity 1 14% 29% 21%
Sponsorship by a Lead Investor 1 0% 43% 21%
Positioning to be the Best Buyer 2 14% 29% 21%
Lean Methodology/Techniques 3 0% 43% 21%
Management Process & Discipline 3 14% 29% 21%
Better Cost Management Focus 3 14% 14% 14%

Notes:

* Value Chain Stage: 1=Fund Raisng; 2=Deal Sourcing; 3:Governance & Managing; 4=Exiting

** 0 of Mentions is the number of interview participants who mentioned each of the 32 sub-drivers,
divided by the total number of participants; segmented by large and small PE firms
*xx* Resource Type is identifiable as 1) tangible, ii) intengible, iii) capability

| found differences between small and large PE firms on several value creation

sub-drivers. Firstly, during the Fund Raising stage, 43% of the small PE firms’

participants mentioned that sponsorship by a lead investor is important to raise a fund
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while none of the participants from large PE firms did. At the Deal Sourcing stage, small
PE firms did not value having in-house competency in financial and legal deal structure
or contracts terms and conditions; by comparison, 57% of participants from large PE
firms mentioned these were important sub-drivers. In the Governing and Managing stage,
small PE firms suggested that having in-house competencies on accounting and
management reporting and lean methodology were important sub-drivers, as noted by
86% and 43% of those participants, respectively, while no participants from large PE

firms mentioned either of these sub-drivers.

Private Equity versus Public Companies

| asked each participant to compare how private equity firms and publicly listed
corporations govern portfolio companies. Our findings are consistent with previous
studies that compared to public boards, PE boards are more involved with business
strategy development and implementation and less concerned with compliance matters. |
also found that when compared to the experience of public boards, compensation for PE
boards is more closely tied to performance. PE boards also have closer relationships with
the management teams of the portfolio companies and behave as owners rather than
agents. Faster decision-making was an additional attribute that | found was not in any of
previous studies.

This study indicated that PE firms make decisions faster, facing fewer

bureaucratic processes than publicly listed companies, with all participants indicating that
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decision-making speed is a major difference between PE firms and publicly listed
companies.

“Most PE firms on the investment decision and the people decisions are going to be
significantly faster than anything you would ever see in a public company. It's a very
simple process, is this investment going to make money. They need to move and go
because time is money for these guys. So it's a big thought around that of just how do |
drive value creation? How do | do it faster? How do | make decisions faster. And they
also are more of, | don't need to have 100% of the data. Give me 80% and | can see it
and | got it. And the PE guys are intelligent individuals. They're smart guys that know
and that they know how to make money. They may not know how to run a business, but
they understand what you're saying, and they can see the dollar signs.” Subj 2

“So the governance model of PE firm in my mind was very efficient. People knew what
was going on. Direction was very clear, and key decisions were made very, very
quickly.” Subj # 3

One participant recognized the heterogeneity of both publicly listed companies and PE
firms. There was not a standard way for how all PE firms govern.

“It is a difficult question because there is a plethora of different business cultures and
operating models in publicly listed diversified conglomerates that range from “holding
company "-type to very restrictive management cadence. | have also experienced a PE
company that behaved more like a public company because their senior partner
responsible for that portfolio company wanted it that way. In other words, that PE did
not necessarily have a common business culture for managing their portfolio companies
and it was more a reflection of the personality of their senior partner assigned to that
Company.” Subj 8

Below is a summary of consensus responses from participants on how a PE firm differs
from a public company:

1. There is more transparency between a PE board and the portfolio company’s
management team, with fewer hidden agendas and corporate politics.

2. PE boards are more results-oriented, with a focus on key performance indicators
(KPIs) that are central to the exit strategy. PE firms focus on absolute EBITDA
amount, measured at the time of purchase and at the time of exit. Public
companies focus on operating profit margin and earning per share.

3. Investment decisions made by PE firms are based on achieving the exit strategy.
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4. Quarterly targets are not as critical for PE firms. There is no public reporting
requirement, so they do not have to manage quarterly earnings to meet public
investors’ expectations.

5. Debt covenants are very critical for PE companies since portfolio companies are
highly leveraged. Failure to meet them becomes an issue for financing future
deals.

6. PE management incentives are better aligned with financial performance and exit
strategy.

7. Qualitative and “feel good” (community engagement, behavioral oriented goals,
etc.) benefits or incentives are not typical at PE firms or their portfolio companies.

8. PE boards are less patient with non-performers and are quick to make changes.

9. PE boards place less emphasis on compliance matters, expecting the management
team to take on this responsibility. Instead, they focus more on strategy and

business issues.

Case Studies: Large versus Small PE Firms

| chose two participants from the research subject group to conduct an in-depth
study on how a large and a small PE firm create value differently. Both firms are pioneers
in the PE industry and have been established for over 40 years. Table 9 summarizes the

key attributes of each firm.
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Table 9: PE Firms A & B Attributes
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Large PE Firm (LPE): Firm A Small PE Firm (SPE): Firm B
Year Established 1970s 1970s
# Funds Under Management 13 6
Fund Raised Last 10 Years (SM) 16,000 700
Estimated Dry Powder ($M) 5,000 100
Number of Staff 100 30
# of Deals 202 197
Deal Size ($M) 500 to 5,000 30to 300
# of Portfolio Companies 50 100
Industry Focus Diversified Manufacturing
Holding Period (Years) 3to6 4t0 8
Strategy Turnaround & Management Alignment Buy & Build
Deal Target Corporate Carve-Out Family-Owned

Firm A manages over $15 billion in fund assets with 50 portfolio companies and a

combined revenue of over $90 billion. They have 100 employees at the PE firm. Under

their investment strategy, they acquire undermanaged, non-core divisions of large multi-
business corporations in a wide range of industry segments. They do not limit themselves
to any specific industry segments. Instead, they focus their investments on businesses that
they understand and with whom they share a similar business model and risk
characteristics. They prefer businesses that have a large customer and supplier base with
diverse revenue streams. Their value-added strategies are management alignment,
organic sales growth, buy-and-build, and strategic repositioning. They help portfolio
companies to formulate business strategy and conduct close monitoring of strategy
implementation. They typically have two to three representatives on the portfolio
company’s board with a couple of outside advisors to advise on various operational
improvement matters. They also have a vast network of experts, mostly retired CEOs and
high-level executives from various industries, who may be called upon as advisors or as

operating partners when an opportunity arises.
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Firm B is a small family-owned PE firm. The current CEO is second generation,
after its founder. The company started around the same time as Firm A. They focus on
acquiring family-owned businesses that have a leading position in a fragmented market
with growth potential. Their strategy is to first acquire a company (called a platform
company); subsequently, they acquire other competitors that serve the same market.
These acquisitions usually do not have adequate management and financial control; the
family-owned businesses also do not have the scale and negotiation power to optimize
their purchasing costs. Firm B adds value to these family businesses by applying stricter
management and financial controls, upgrading the enterprise resource planning (ERP)
system, implementing lean manufacturing, and leveraging their global procurement
network. They have an internal organization set-up outfitted with the appropriate
functional experts (as full-time employees) to carry out the operational improvement
activities.

| analyzed two deals in which our research participants were the general partners.
| wanted to find out the strategy they employed in Deal Sourcing, how they improved the
portfolio companies’ operational performance, and how they formulated and carried out
the exit strategy. In the following analysis, relevant sub-drivers to each deal are indicated

in italics. Table 10 summarizes the key parameters of the two deals.

Firm A Case Study

Deal A generated an Internal Rate of Return (IRR) of 31% and 5.1x Multiple of
Invested Capital (MOIC) with a holding period of 4.8 years. The company was
mismanaged by a large publicly listed industry conglomerate. The reason for this

mismanagement was due to poor strategic alignment between the portfolio company and



Value Creation by Private Equity Firms: A Resource-based View

Table 10: Deal A & B Parameters
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Deal A

Deal B

Industry Sector

Owner

Sales at time of Purchase ($M)
EBITDA at time of Purchase
Deal Price (SM)

% Ownership

Deal Price on EBITDA Multiple
Equity

Debt Financing

Add-on (# of deals)

Add-on Deal Price

Add-on Equity

Add-on Debt

Total Equity Invested

Total Debt Financing

Sales at time of Exit ($M)
EBITDA at time of Exit ($M)
Buyer

Deal Price for 100% (SM)

Deal Price on EBITDA Multiple
Share of Sale Proceed

Debt Payoff

Net Exit Proceed

Holding Period (years)

IRR

MOIC

Machinery/Equipment
Publicly Listed Corporation
850
62
370
60%
10x
195
175
0
N/A
N/A
N/A
195
175
1,200
115
Strategic
1,500
13x
900
175
725
4.8
31%
5.1x

Machinery/Equipment
Family-Owned
50
5
35
100%
7
21
14
3
30
18
12
39
26
110
13
Strategic
120
9.2x
120
26
94
6.2
15%
2.4x

Gain in Value (SM) 725 94
Gain of Value Attributed To:
Financial Leverage ($M/%) 175/24% 26 /28%
Operational Improvement ($M/%) 340 /47% 42/44%
Multiple Expansion ($M/%) 210/29% 26/28%

the conglomerate, as well as the public firm’s inexperience operating the company’s

particular business model. One of the operating partners from PE Firm A was familiar

with this industry (industry domain knowledge). He also had proprietary information and

knew people who had worked in the company, enabling him to gain an upper hand over
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competing firms for the deal (networking and relationships). The first step was to form a
deal team, an advisory committee, and a tentative management board prior to pursuing
this deal. The deal team consisted of the general partner of the firm, an operating partner,
a financial analyst, and several advisors who were familiar with the industry. The deal
team studied the Confidential Information Memorandum (CIM) that the portfolio
company provided for them. They then developed a list of questions in preparation for
the meeting with the management team and drafted the initial strategic plan on how to
improve sales and profitability of the company (investment strategy and screening
competency). They also developed an exit strategy, including a list of potential buyers
(buyer identification competency) and an estimated exit value prior to making the initial
non-binding offer for the company (performance goal setting). The next step was to
conduct due diligence to confirm the information they had received was correct and to
uncover additional information that may present potential risks or opportunities (due
diligence competency). The final binding offer was made after completing the due
diligence process approximately two months after receiving the CIM.

Once the deal was successfully consummated, approximately three months after
the binding offer, a governance board was established. The first step was to realign the
management team and bring back several previous top managers (access to management
talent pool). They implemented basic management practices such as boosting employee
morale, rigorous price management, and lean manufacturing initiatives to improve
productivity and cost (business process improvement competency). Sales increased by
40% over the holding period, which represented an annual growth rate of 7%. Profit, as

measured in EBITDA, increased from $62 million to $115 million. Both the general
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partner and operating partner of the PE firm who were responsible for this deal had
regular meetings with investment banks and monitored the list of potential buyers
continuously during the entire holding period in preparation for the eventual sale (optimal
investment bank engagement). The exit process was well planned, and they were able to
sell the company to a strategic buyer at a premium price who had wanted to enter the US

market.

Firm B Case Study

Firm B is a small PE firm. Their deal size is typically between $30 million to
$300 million. They focus on buying family-owned businesses that serve a market with
growth potential and on the subsequent acquisition of other companies in the same space
(commonly known as add-on strategy in the private equity industry). This case reflects
the firm’s typical buy-and-build approach (building on strengths). A regional investment
bank with whom they had relationship (networking & relationships) presented them a
deal opportunity: a family business that made commercial cleaning equipment; the
founder of this business wanted to retire and none of his children were interested in
managing the business (proprietary deal). Upon receiving the CIM, Firm B’s deal team
studied the market and found that the commercial cleaning equipment and accessory
market was fragmented into about 12 companies, most of which were family-owned and
serving a $300 million market. They identified the opportunity to double the company
sales by acquiring three other companies in this space (market opportunity assessment).
They then combined the four previously family-owned businesses under one professional
management team (management process and discipline). They implemented a

standardized financial reporting system and a new enterprise resources planning (ERP)
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management information system across all four businesses. These family businesses also
benefited from Firm B’s in-house lean manufacturing expertise and the procurement
network in China to drive material cost down (business process improvement
competency, accounting and management reporting, lean manufacturing technique,
better cost management). This business was successfully sold to a European commercial
cleaning equipment company at an expanded multiple six years after the first acquisition.

They realized an IRR of 15% and MOIC of 2.4 times.

Contrasting the key value creation drivers between Firm A & B

The major differences between these two deals were: 1) the size of the acquired
companies, 2) previously professionally managed versus family-owned, and 3) different
value creation sub-drivers during the Governing and Managing stage. Firm A added
value by bringing in advisors and a management team with a focus on high-level strategic
issues while Firm B focused more on overall cost reduction and a lean manufacturing
process, as well as improving management processes and accounting and management
reporting. There were also several similarities between the firms: their ability to assess

market opportunities, networking competency, and relationships with investment banks.

Summary

| summarized my findings in several ways. I first identified the various key value
creation drivers in the four stages of value chain from literature reviews and prior
knowledge. From the interview data, | added some key drivers and eliminated duplicated
ones. | also identified 32 sub-drivers and ranked them based on how many of our
participants identified them as value drivers from our interviews. Most of the key drivers

and sub-drivers that emerged from the interviews are consistent with previous private
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equity research. Castellaneta et al. (2018) identified the key value creation drivers and
sub-drivers from their study of 170 prior research papers on the private equity industry
with a focus on buyout investments. While several prior researchers have identified
numerous value creation drivers, none | found had used the Porter (1985) Value Chain
Analysis (VCA) method in combination with Barney’s (1991) Resource-Based View
(RBV) theory.

My findings suggest that Deal Sourcing is the most important stage for value
creation, followed by Governing and Managing to improve the acquired company’s
operational performance. Having a positive brand and reputation is key to the Fund
Raising stage, which is driven by both current fund performance and a firm’s track record
of fund performance. Networking competency and relationship with investment banks are
important drivers to both the Fund Raising and Deal Sourcing stages of value creation. In
the Governing and Managing stage, Firm A brought in advisors and external board
members, focusing on board governance activities and strategic direction. Firm B utilized
internal functional expertise to establish more robust accounting and management
reporting and focus on operational improvement activities, such as improving the
management process and application of lean practices within the acquired companies. |
found that both large and small PE firms used Internal Rate of Return (IRR) and the
Multiple of Invested Capital (MOIC) as the key performance metrics, a finding consistent

with the survey study conducted by Gompers et al. (2016).
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Chapter 5: Discussion

In this chapter, I will discuss the results and the evidence that support our four
propositions by examining further the relative importance of the key drivers and sub-
drivers at each stage of the value chain life cycle. I will also discuss and compare the
differences between a large PE firm versus a small PE firm based on the two case studies,
specifically on how they are organized differently to capture value. | found that there is
heterogeneity among PE firms and that they have different VRIO attributes (see Table
11). I will address the limitations of this study, the theoretical and practical implications,

and future research that could enhance understanding of the private equity industry.

Propositions and Evidence

Proposition #1: PE firms that successfully raise subsequent follow-on funds create
distinctive organizational structures to exploit resources and capabilities in managing
portfolio companies, which enhances their competitive advantage.

The Governing and Managing stage starts after a PE firm acquires a company,
incorporating it into the firm’s fund portfolio. The goal of this stage is to improve the
value of the company by increasing its sales and profit. I identified four key drivers for
private equity firms to successfully govern and manage portfolio companies. The findings
indicated that the most important driver is having in-house management expertise which
consists of three sub-drivers: board governance experience (mentioned by 79% of
participants), access to management talent pool (mentioned by 93% of participants), and
management team selection and composition (mentioned by 93% of participants). The
other three key drivers include a strategic plan that maximizes the potential of the

business, business process improvement competency, and the ability to motivate and

enhance team engagement.
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Table 11: VRIO Identification of VValue Creation Drivers
. . . Large | Small
Value Chain Value Creation Value Creation PE | PE |Valuable| Rare [Inimitable
Activities Key Drivers Sub-Drivers
Score | Score

1. Fund Raising [Brand & Reputation Current Fund Performance 100% | 100% Y Y Y
Track Record of Fund Performance 100% | 100% Y Y Y
Marketing/Road Show Activity 14% 29% N N N
Networking Competency Access to Financial Institutions 71% 57% Y Y N
Sponsorship by a Lead Investor 0% 43% Y N N
2. Deal Sourcing |Investment Strategy & Screening Market Opportunity Assessment 71% 100% Y Y N
Competency Portfolio Fit Assessment 14% 43% Y N N
Strategic Alignment 29% 57% Y N N
Proactive & Proprietary Deal Sourcing |[Networking & Relationships 71% 100% Y Y Y
Competency Positioning to be the Best Buyer 14% 29% N N N
Due Diligence Competency Mergers & Acquisitions Experience 57% 29% Y N N
Industry Domain Knowledge 43% 57% Y Y N
Negotiation Competency Valuation Expertise 71% 57% Y N N
Financial & Legal Deal Structure 57% 14% Y N N
Contracts Terms & Conditions 57% 14% Y N N
3. Governing and |In-house Management Expertise Board Governance Experience 71% 86% Y Y Y
Managing Access to Management Talent Pool 86% 100% Y Y Y
Management Team Selection & Comp.| 86% 100% Y Y 4
Business Model & Strategic Planning  |Domain Expertise 57% 86% Y Y N
Competency Building on Strengths 43% 43% Y N N
Business Process Improvement Performance Goal Setting Experience 71% 71% Y N N
Competency Investment Policy & Prioritization 86% 57% Y N N
Accounting & Management Reporting 0% 86% Y N N
Lean Methodology/Techniques 0% 43% Y N N
Better Cost Management Focus 14% 14% Y N N
Management Process & Discipline 14% 29% Y N N
Team Engagement & Motivation Incentive Alignment 86% 100% Y N N
Change Management Expertise 57% 57% Y N N
4. Exiting Exit Strategy & Execution Optimal Investment Bank Engagement 71% 100% Y Y N
Competency Sale & Auction Process Experience 57% 100% Y N N
Buyer Identification Competency 29% 57% Y N N
Business Cycle Timing 29% 43% Y N N

In-house management expertise consists of having board-level governance

experience, access to a management talent pool, and the expertise to organize and build

management teams. Typically, the board of directors consists of representatives from the

PE firm, including the general partner, the operating partner, and a junior partner or
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principal. They may also include someone from the company’s management team,
typically the CEO, and a couple of experienced people from the outside. The purpose of
outside board members is to enhance industry domain knowledge, build the company’s
network, or to add-on specific functional expertise, such as lean manufacturing,
marketing, etc., which can be applied to improve the company’s performance. These
findings support Gompers et al. (2016) survey results, indicating that private equity firms
prefer small boards of directors with between five and seven people. A typical board thus
consists of roughly three board seats representing the PE firm, one or two would be
allocated to the company’s management team, and one or two for non-affiliated
members. Having access to a pool of management talent and the ability to properly select
and compose the management team are unique internal resources.

A strategic plan that maximizes business potential was found be the second most
important driver in the Governing and Managing stage of value creation. I identified two
sub-drivers: 1) Domain Experience (mentioned by 71% of participants) and 2) Building
on Strengths (mentioned by 43% of participants). Typically, a PE firm develops an
investment thesis and strategic plan during the early phase of the Deal Sourcing stage.
The value creation model includes an investment timeline and return objectives. This
strategic plan would then be reviewed by the portfolio company’s board and management
team at the onset of the Governing and Managing stage. The investment timeline and
return objectives seldom change; however, the business strategy and implementation plan
may be enhanced with additional knowledge of the business. To explore and maximize
business potential requires an experienced governance board and management team from

the outset. A PE firm can realize this objective with the appropriate selection of board
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and management team members who possess the ability to organize other key internal
resources to craft and implement the strategic plan successfully.

| found six sub-drivers under the business process improvement category. Both
large and small PE firm participants considered performance goal setting experience and
investment policy to be important drivers, as mentioned by 71% of all participants. Prior
research has long established a direct correlation between goal setting and performance;
educational scholars have done a plethora of research with empirical evidence showing
that higher goals result in higher task performance. Edwin Locke and various industrial-
organizational psychologists have been working on goal setting theory since the 1960s.
They focus on the relationship between conscious performance goals and level of task
performance in the organization and work environment. Locke and Latham (2002)
summarize 35 years of empirical research on goal-setting theory in their seminal paper
“Building a Practically Useful Theory of Goal Setting and Task Motivation: A 35-Year
Odyssey.” The findings suggest that goal setting is not just a simple task of setting a high
and challenging target for the organization. Although goal theory states that specific and
challenging goals contribute to higher and better task performance, various moderators,
such as task complicity and difficulty level, organizational commitment, perceived
importance, appropriate feedback, and reward system, can affect the outcome (Locke &
Latham, 2002). In summary, based on hundreds of studies, the positive relationship
betweem higher performance and higher goal setting works if the stretch goal is
perceived to be attainable. Furthermore, the organization or individual must have the
capabilities to perform, accept the goals, and receive feedback related to performance on

a regular basis (Locke et al., 1981).
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The remaining sub-drivers under the business process improvement driver
category were considered important by small but not large PE firm participants. These
sub-drivers include: 1) Accounting and Management Reporting and 2) Lean
Methodology/Technique. Respectively, they were mentioned by 86% and 43% of small
PE firm participants. Smaller PE firms recognized these to be important internal
resources that add value when deployed across their portfolio companies. Large PE firm
participants considered these capabilities necessary to improve operational performance,
but they do not require them at the PE firm level. Portfolio companies managed by large
PE firms are generally larger in size and have operational improvement competencies
internally, which can be supplemented by using outside consultants and trainers as
needed.

Team engagement and motivation was another key driver under the Governing
and Managing stage of value creation. It is important that the management team at
portfolio companies is motivated and engaged. The two sub-drivers include incentive
alignment and change management expertise. Incentive alignment, as mentioned by 93%
of all participants, is key to motivating the management team. Financial economists have
long recognized that the governance structure of PE-owned portfolio companies reduces
the agency costs associated with the public corporations (Jensen, 1989). Robert Jackson
conducted a study on private equity and executive compensation; he gathered data on
CEO pay at 108 companies that were owned by private equity firms. The study found that
private equity firms tie CEO pay much closer to performance than compared to public
companies. On average, the PE-managed teams owned 2.5% of equity versus 1.0% in a

group of comparable public companies (Jackson, 2013).
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Change management expertise and its impact on team engagement and motivation
is somewhat important, as mentioned by 57% of participants. My findings suggested that
PE firms make personnel decisions quickly because they have a limited time horizon to
improve company performance. When they evaluate a company, management team
capabilities are secondary to the importance of product and market leadership. Successful
private equity firms often put in a new management team to manage their portfolio
companies. This is consistence with Gompers et al. (2016) survey findings that top
management of the PE-owned portfolio companies were replaced in 30% of the deals
pre-close, while 50% got replaced after close.

In summary, | identified various resources and capabilities in the Governance and
Managing stage such as management capabilities, access to management talent pools, and
domain knowledge that are rare and difficult to imitate. Further, the selection,
composition, and organization of the management team are key success factors. While
team engagement and business improvement competencies, such as lean manufacturing
expertise, were important for value creation, they are not considered rare nor inimitable
since they can be acquired and imitated. | concluded that all of the value creation drivers
in Governing and Managing stage exhibit at least one of the VRIO attributes. The
findings support proposition #1 that PE firms that successfully raise subsequent follow-
on funds create distinctive organizational structures to exploit resources and capabilities
in managing portfolio companies, which enhances their competitive advantage.

Proposition # 2: Deal sourcing is the most important private equity value chain activity
for the success of PE firms.

Deal Sourcing was mentioned by 78% of the participants to be the most

important value creation stage, followed by Governing and Managing. Exiting and Fund
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Raising were considered least important, ranking third and fourth, respectively. The
most important driver for value creation in the Deal Sourcing stage is the competency to
formulate sound investment strategy, including a firm’s screening capability to buy the
right company. The three sub-drivers for making the right investment strategy and
company selection include correctly assessing the market opportunities in which the
company participates in; ensuring the company fits into their overall portfolio strategy
and business model; and verifying the strategic fit, i.e., that resources required to add
value to the company are aligned with the firm’s competencies. While portfolio fit and
strategic alignment did not rank as highly, correctly assessing the market opportunities
was mentioned by 86% of participants. This result is not surprising since top-line
revenue growth rate and EBITDA value are key components in business valuation.
Higher sales would typically translate into higher profitability, as measured in EBITDA.
Correctly assessing market opportunities is more difficult and requires both internal
expertise and a network of advisors who have a broad spectrum of in-depth knowledge
of specific markets or industries. This internal expertise and advisory network are rare
and valuable resources. One participant indicated that having retired Fortune 500 CEOs
in their network of advisors was instrumental in the success of one of the deals they
worked on.
Proactive and proprietary deal sourcing was considered an important driver in the
Deal Sourcing stage. Proactive deal sourcing means reaching out to the source of the
deals. Proprietary means to gain exclusive, semi-exclusive, or preferred access to the
deal. The two sub-drivers for PE firms include having the network and relationships with

deal sources, such as investment banks, personal contacts, etc., and the ability to position
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and market itself as the preferred buyer. Personal relationships and networking are unique
VRIN resources that cannot be duplicated easily or quickly by another person or another
firm. Finding deals that are proprietary in some sense offers tremendous value that
require networking competencies. According to the survey study conducted by Gompers
et al. (2016), large PE firms considered 36% of their deals proprietary. Smaller PE firms
source smaller target deals, as well as more proprietary deals, with 48% considered
proprietary and advantaged in some manner.

Substantial growth in the number of PE firms has increased competition for deals
and lowered PE firms’ ability to buy companies at a cheap price. Because smaller PE
firms’ focus on smaller deal targets, they have a greater ability to find or source
proprietary deals utilizing their executive network and personal relationships. In contrast,
large PE firms, which make investments in large mega-deals, are less likely to find
proprietary deals since their targets tend to be sold during an auction process. PE firms
with experience in a particular industry are more likely to find deals in that industry,
effectively evaluate the attractiveness of investment opportunities, and understand
whether and how they might add value to the deal target.

Due diligence and negotiation competencies were the other two key drivers in
closing deals successfully. Having industry domain knowledge and M&A experience are
important to uncover potential pitfalls during the due diligence process. Valuation
expertise is critical to avoid overpaying during price negotiations. Prior experience
structuring deals and understanding legal agreements are also important sub-drivers to
negotiate a better outcome. Although due diligence and negotiation competencies are

important in Deal Sourcing, many accounting and law firms provide these professional
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services; therefore, it is not as critical to have this in-house expertise. I did not find any
major differences between large and small PE firms on the key resources needed for
success in the Deal Sourcing stage.

In summary, based on the responses from the participants (see Appendix B), Deal
Sourcing is the most important value creation stage of the value chain. Having an edge
over competitions on Deal Sourcing is not only about having the ability to find deals. It is
also about how the deal fits into a PE firm’s overall business strategy, how well they
conduct the due diligence process, and how they bid and price the deal. Buying at the
right price is key to value creation. In a way, ability to create value does not necessarily
mean winning every bid. Winning could mean knowing when to walk away from a deal
to avoid overpaying. Walking away from a deal requires strict discipline, specifically to
not deviate from the financial model developed at the start of the price negotiation or
bidding process. All of these are critical skills to successfully create value as articulated
by Subject #2 below:

“... what [ mean by when [ said the deal sourcing, it's not just going to find the
acquisition, it's how well they create this strategy around it. It's how well that team does
the due diligence and bids it and prices it.” Subj 2

These findings support proposition # 2 that Deal Sourcing is the most important private

equity value chain activity for the success of PE firms.

Proposition # 3: Successful PE firms exhibit heterogeneity in the development and
prioritization of resources and capabilities.

Unsurprisingly, there are differences between large and small PE firms. Small
PE firms focus on smaller deals, which typically means family-owned businesses. The

findings indicated that for small PE firms, as many as 70% - 80% of the deals they
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closed were family-owned. Compared to large PE firms, small PE firms need to work
harder on Fund Raising and Deal Sourcing. They need to market themselves to find new
relationships or to maintain the relationships they have established in their business
network. Small PE firms considered having in-house operational improvement expertise,
such as financial reporting system, lean manufacturing, procurement network, etc., as
key value creation drivers. Large PE firms focus more on business model and strategy.
They have a higher level of M&A expertise and in-house competencies on the financial
and legal structure of the deals as well as on the terms and conditions of the contracts.

In the case study comparing the two successful deals managed by a large and a
small PE firm, I analyzed the source of value creation, drawing on the model from
Achleitner, et al. (2010) and Puche (2016). | found similar proportions in each of the
three categories of value creation: financial leverage, operational improvement, and
multiple expansion. For the large PE firm deal, they were 24%, 47%, and 29%,
respectively, versus 28%, 44%, and 28% for the small PE firm deal. This suggested that
operational improvement creates the most value. However, the way the PE firms play a
role in the operational improvement is different between the large and small PE firm.
The large PE firms utilized outside resources on the governing and advisory board to
focus on strategy and investment policy while the small PE firms deployed their
internal, functional management expertise to improve the operational performance of the
portfolio company. This observation is consistent with the Achleitner, et al. (2010)
empirical findings that the value creation category splits were 32% for financial
leverage, 46% operational improvement, and 22% on multiple expansion. The higher

proportion allocated to financial leverage was the result of higher debt to equity ratio,
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which averaged 1.6x versus the two case study deals of 0.9x and 0.7x. The difference in
multiple expansion at exit could be due to market timing, price negotiations on entry and
exit, and/or the attractiveness of the business with improved underlying business growth
potential.

Small PE firms depend more on relationships and networking in Fund Raising
and Deal Sourcing. They tend to be regional and have more proprietary deals. This is in
line with Gompers et al. (2016) survey findings that 48% of the small PE firm deals are
proprietary versus 36% for large PE firms. Small PE firms focus more on tactical tasks
to improve portfolio companies. They have internal capabilities to transform acquired
family-owned businesses into a professional organization. These capabilities included
implementing a financial reporting and management control system, lean manufacturing,
and other basic management methods and processes. Large PE firms are more focused
on strategic formulation and implementation, and they possess a vast network of
professional resources to call upon when needed. Accomplished S&P 500 CEO and
high-level executives who have in-depth knowledge in their respective industries
provide targeted expertise, and these firms rely more on consultants to assist portfolio
companies with operational improvement matters. Large PE firms also segregate the
roles of their partners. Some partners primarily work on the acquisition process and deal
sourcing process while other partners work on the management of the acquired
businesses (portfolio companies). Partners in small PE firms have dual roles; they tend
to do both the deal sourcing and managing of the portfolio companies.

My findings suggest that both large and small PE firms create the most value in

operational improvement; however, the way they do so is different and thus requires
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different resources. This supports proposition # 3 that successful PE firms exhibit
heterogeneity in the development and prioritization of resources and capabilities.

Proposition # 4: PE firms develop novel resources and capabilities that enhance their
competitive advantage.

My findings suggest that novel resources, capabilities, and organizational
structures facilitate value creation. While prior work suggests that PE firms set up
internal structures such as the extended deal team to facilitate the value creation process
(Behrends, Lange, Rahm & Schafer, 2019), my research found that some PE firms tend to
favor a specific type of internal organizational structure, namely, global extended deal
and functional teams to support deal sourcing and management of portfolio companies.
An extended deal and functional team include professionals with financial expertise,
along with backgrounds in strategic and operational functions.

The global extended deal team can improve the ability of PE professionals to
assess information and make decisions during the deal phase in three ways. First, when
investment targets in the manufacturing industry do not have the scale to establish and
effectively manage their own global sales and procurement offices in low-cost countries,
PE firms’ global extended deal team can estimate cost benefits from global sourcing and
scale up to evaluate family-owned deal targets. Second, delegating activities to non-
partner professionals in global extended deal teams supports PE investment
professionals’ work by increasing the attention available for other deal-phase decisions,
resulting in a high impact on post-deal target performance. Third, close collaboration and
exchange of detailed information between PE professionals and non-partner professionals
promotes coordination with global extended deal teams, which is conducive to the

development of in-house due diligence capabilities.
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Small PE firms recognize that establishing sales and procurement offices in low-
cost countries can facilitate in-house collection and processing of data to screen
investment opportunities during the deal phase and provide cost reduction opportunities
post-deal. Small family-owned firms do not have the scale to establish and effectively
manage their own global sales and procurement offices in emerging markets. In-house
global extended deal teams support investment-target synergy analysis. In addition, they
help PE firms evaluate whether targets in the manufacturing industry can benefit from
their global sourcing capabilities and increased scale. Close collaboration between PE
professionals and their global extended deal teams promotes the development of in-
house due diligence capabilities, which can assist PE firms establish the value of
potential acquisition targets and identify the resources needed for implementation.
Hence, | found that PE firms with well-coordinated global extended deal and
management teams can create significant value during both the deal and managing

phases.

Limitations

One of the major limitations of this study is that all the participants were chosen
from the professional network of the researcher. They represent a small window into the
vast private equity world. The views of these participants represented their experiences in
fewer than 10 PE firms out of several thousands. They are also US-centric, with a narrow
focus in the manufacturing sector. Based on the literature review and our limited scope of
research, | realize that private equity firms exhibit heterogeneity, and therefore, it may be
difficult to generalize our findings across the private equity industry.

Another limitation is the potential bias of research participants. Most of the
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research participants have done many deals and thus may have developed a positive bias
attitude. Due to this bias, | may not have uncovered the complete picture since the
research does not draw on the experiences of bad deals, i.e., deals that did not create

value.

Theoretical Contributions

The major theoretical contribution of our study is to support the Resource Based
View identification of the Valuable, Rare, Inimitable and Non-Substitutable (VRIN)
resources in successful PE firms. | also demonstrated the use of Porter’s (1985) value
chain analysis method to identify the primary value chain activities used by the PE firms.
| support previous research findings that the PE industry is heterogenous, thus requiring
different resources to be successful. Other studies have attempted to segment the PE
industry into various dimensions, such as financial structure and industry scope. |
conducted a case study comparing small and large PE firms, and I identified differences
regarding the importance of key value creation drivers between small and large PE firms.
I have also identified certain characteristics that partially support agency theory, such as
the incentive alignment and ownership concentration. Many scholars and researchers
have conducted research hypothesizing that PE board governance is superior to public
board governance. | believe it is difficult to generalize that a PE form of governance is
superior since PE firms exhibit heterogeneity in business model, financial and
organizational structure, and performance. (According to Kaplan and Schoar (2005)
research on PE fund performance using data from 1980 to 2001, they found that the funds
at the top 25 percentile showed an IRR of 22% while the bottom 25 percentile showed

only 3%.)
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| believe this research will help business strategy students and scholars who are
interested in expanding the Resource Based Theory. By combining this theory with the
Porter (1985) Value Chain Analysis methodology, | created a more robust value chain
framework based on the practical and logical stages of the value creation primary

activities within the private equity industry.

Practical Implications

This research study codified in-depth explanations from practitioners who have
many years of experience on how private equity industry functions and how PE firms
attempt to create value for their stakeholders. | believe these findings will contribute to
practice, including but not limited to people who are in the private equity industry or are
considering joining a private equity firm.

| believe my study is especially helpful for practitioners in the private equity
industry, so they can perform a gap analysis of their internal resources and capabilities
based on the 32 drivers identified in this study (see Table 11). The gap analysis will
highlight where they need to strengthen the resources and capabilities to gain an
advantage over other PE firms, ultimately creating value for themselves and their limited
partners. For small PE firms, having in-house functional capabilities can help to improve
the operational performance of the portfolio companies.

It will also be useful for business owners seeking to increase the value of their
businesses in preparation for transferring to the next generation or for sale to a private
equity firm. Executives in public companies may benefit from understanding how private
equity firms execute deal sourcing value chain activities, as well as how PE governance

turns around an underperforming. It’s possible public companies could apply the same or
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similar methodology to improve an underperforming business before divestiture, to
inform better M&A decision-making, or even to avoid divestiture.

| hope to make contributions to the existing body of strategic management
literature, as well as to business school pedagogy, especially for students who are
interested in the private equity industry. Students who are interested in working for a
private equity firm will also benefit from this paper by gaining a better understanding of
how private equity operate and the key success factors in the PE industry.

Last, but not least, I believe our study can help the public to understand what a PE
fund is and how the private equity industry functions. This is important since private
equity funds represent a substantial investment asset mix of the top pension funds. Major
financial institutions such as Vanguard and Fidelity are planning to offer PE funds to both

institutional and private individual 401K retirement investment accounts.

Future Directions

Private equity fund is one of the fastest growing alternative asset classes. Most
active money managers do not outperform stock market index funds. Investing in
publicly listed stock does not add much value to clients since there are plenty of index
funds with a very low expense ratio. This is one of the reasons for the enormous amount
of money waiting to be invested in PE funds, according to one of the research participants
who works for an investment bank. Money managers need to differentiate themselves and
want to show they are adding value. Based on prior research, financial performance of PE
funds varies widely, with a huge difference between the top 25th percentile and the
bottom 25th percentile. Statistical dispersion of return is huge among all PE funds with a

large standard deviation of performance compared to public equity. (Ang et al., 2018;
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Cumming & Walz, 2010; Kaplan & Schoar, 2005; Robinson & Sensoy, 2016). This may
be one of the reasons some scholars found that PE funds do not outperform public equity
funds (Kaplan & Scholar, 2005; Phalippou & Gottschalg, 2009). Due to the heterogeneity
of PE firms, | believe more research could be conducted to understand performance of
different PE firms; researchers can use empirical data to analyze the performance of large
versus small firms, young versus established firms, specific deal performance among
different industry sectors, timing of entry and exit, and other means of segmentation.

Deal sourcing is the most important value creation activity. Market opportunity
assessment and valuation competency are two of the key drivers of success. It would be
interesting to study the differences on how PE firms conduct M&A activities versus
public companies. Since a majority of the small private equity deals come from family
businesses, it would also be interesting to gain an in-depth understanding of a PE firm’s
key success factors to acquire family-owned companies.

Another area of potential research is on why some private equity fails. If new
research demonstrates that failure is not attributed to the lack of VRIN value creation
resources, this finding would further support the proposition that having VRIN resources
is not enough to be successful; rather, the firm must also be able to organize properly to
create value.

Employee satisfaction at PE-owned portfolio companies versus other forms of
governance structures would be another interesting study. I have not found any academic
research on this subject. If the findings were to be favorable toward PE firms, this data
would further support the notion that PE firms create value not only because of financial

engineering, e.g., cost cutting and layoffs, but also because of operational improvement
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and a willingness to invest in the business.

It would also be interesting to understand whether there are differences in value
creation drivers for PE firms that are publicly listed on the stock exchange; these are
large PE firms, including The Blackstone Group, KKR, The Carlyle Group, and others.
Unlike privately held PE firms, these firms are required to report earnings quarterly,

which impact how their behaviors and activities.

Conclusion
Based on case study of two successful deals by two PE firms, | found that their
ability to organize and deploy key resources are essential to creating value. | also found
evidence, based on the mentioned percentage of key value creation drivers, that supports
proposition #1: PE firms that successfully raise subsequent follow-on funds create
distinctive organizational structures to exploit resources and capabilities in managing
portfolio companies, which enhances their competitive advantage. The most important
driver in the Governing and Managing stage of value creation is having in-house
management and organizational expertise, which consists of three sub-drivers: board
governance experience, access to management talent pool, and management team
selection and composition.
Ten of the 32 value creation sub-drivers that | identified exhibit at least two of the
VRIO attributes: they are valuable, rare, and difficult to imitate. Although many
resources are valuable, they are not rare nor inimitable. We also found evidence to
support proposition #3 that successful PE firms exhibit heterogeneity in the development
and prioritization of resources and capabilities. Five of the 32 sub-drivers exhibit at least

a forty-percentage point differential between small PE firms and large PE firms’
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participants (see Table 11).

| found evidence to support proposition # 2 that deal sourcing is the most
important private equity value chain activity for the success of PE firms, as mentioned by
73% of the participants (see Table 6). Market opportunity assessment and networking and
relationships are the two most important success factors in the deal sourcing stage.
Correctly assessing market opportunities is more difficult and requires both internal
expertise and a network of advisors who have a broad spectrum of in-depth knowledge of
specific markets or industries; these are rare and valuable resources.

My research also found that PE firms are adding capabilities and resources to
favor a specific type of internal organizational structure, namely, global extended deal
and functional teams to support portfolio companies. An extended deal and functional
team includes professionals with financial expertise, along with backgrounds in
operational and strategic functions. These are novel resources, capabilities, and
organizational structures that facilitate value creation. This supports my proposition # 4:
PE firms develop novel resources and capabilities that enhance their competitive

advantage.
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Appendix A: Informed Consent Letter

Dear Research Participants:

I am a DBA (Doctor of Business Administration) student at the University of Missouri- St.
Louis. The goal of this interview is to gain information about how Private Equity (PE) firms
operate and create value. The identity of the interviewees and the identity of the organizations
for which they work will remain anonymous unless | are given explicit written permission. The
interview is one part of my dissertation research for the UMSL DBA program. The product of
my research will be a dissertation research paper and a presentation to the dissertation
committee.

Why are you being asked to participate?

You are being asked to participate because you are a business owner, general partner with a
private equity firm or an executive of a publicly listed company who have many years of
experience in investing and operating a business. You may also be a fund manager who has
experience in dealing with PE firms.

What is the purpose of this research?

I would like to understand from the business executives’ perspective how private equity firms
operate and how differ are they from companies that are owner operate or publicly listed. |
want to understand their rules, their performance metric, organization and business structure. |
will also be asking questions on how a PE firm competes with other PE firms and how they try
to differentiate themselves.

What procedures are involved?

I would like to have a face-to-face or a phone interview. The duration will be less than one
hour.

What are the potential risks and discomforts?

There is no risk involved and major discomfort is being interviewed for 30 minutes to an hour.

Are there benefits to taking part in the research?

Research subjects will not obtain any direct benefits from participating in the research study
except that the findings will be available to the participants, if so desired. Participants may
benefit from the findings and the new knowledge gleaned from the research. A copy of the
final product (my dissertation) will be made available to all research participants.

Will | be told about new information that may affect my decision to participate?

During the course of the study, you will be informed of any significant new findings (either
good or bad), such as changes in the risks or benefits resulting from participation in the
research, or new alternatives to participation, that might cause you to change your mind about
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continuing in the study. If new information is provided to you, your consent to continue to
participate in this study will be re-obtained.

What about privacy and confidentiality?

The only people who will know that you are a research participant are members of the research
team which in this case is only me (Kei Pang) since | am the sole researcher for working on
my Doctoral degree dissertation. No information about you will be disclosed to others without
your permission. Information about you will be kept confidential. All information received will
be held in strict confidence. The data I collect may be used for publication or presentation, but
your comments and identity will remain anonymous.

Will | be paid for my participation in this research?

No, you will not be paid for participating in this research.

Can | withdraw or be removed from the study?

You can choose whether to be in this study. If you volunteer to be in this study, you may
withdraw at any time without consequences of any kind. You also may refuse to answer any
questions you do not want to answer and remain in the study. The investigator may withdraw
you from this research if circumstances arise which warrant doing so. If you decide to end
your participation in the study, you may request that the Investigator to send you a copy of the
withdrawal letter.

Who should I contact if | have questions?

You may contact the following people:

1) Kei Pang, (kyp88v@mail.umsl.edu)
Work Phone: 314-595-8359
Cell: 314-616-2646

2) Bindu Arya, Ph.D. (bindua@umsl.edu)
Department Chair, Global Leadership and Management
University of Missouri-St. Louis|
Phone: 314.516.4620

What are my rights as a research subject?

Your participation in this research is voluntary. If you decide to participate, you are free to
withdraw at any time.

Researcher’s Signature Date
Kei Pang
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Value Creation by Private Equity Firms: A Resource-based View 110

Attachment: Interview Questions

1)
2)

3)
4)

5)

6)
7)
8)

9)

10)

11)

12)
13)
14)
15)

How long have you been dealing with Private Equity (PE)?

What are your experiences with Private Equity? (e.g., as a limited partner investing
in PE fund, general partner/principles in a PE firm, executives in a company owned
by PE fund, or executive in an investment bank or publicly listed company who has
frequently dealings with PE firms.)

What are the key performance metrics when investors evaluate a PE fund and/or
PE firms?

How is a PE firm organized?

Can you rank in the order of priority the following critical success factors in
managing and growing a PE firm: fund raising, deal sourcing, operational
improvement, exit strategy?

How do PE firms raise money? What strategy or tactics do they use?
Where do the investment opportunities come from?

How does your PE firm evaluate the target company before making the decision to
proceed or not? What are some of the key factors they examine?

What are the major changes across these four areas: organization structure, people,
business strategy and investment policy after the target company is bought by a PE
firm? Please describe the experiences of your most recent deal and/or your best and
your worst performed deals.

Does your PE firm invest in the portfolio companies or do they primarily cut costs
to improve profit?

What are the primarily methods do they use to improve the portfolio companies’
performance?

How long does your PE firm typically keep a portfolio company before it is sold?
What criteria do they use to determine when to sell?
What methods or process do they use to sell their companies?

Since there are now over 5,000 PE firms in the US (over 1,000 in buyouts) and
plenty of liquidity (over $2T dry powder globally with $600B+ allocated to
buyouts,) the competition to win deals and to generate higher returns for investors
must be quite intense. How does your PE firm differentiate itself from other PE
firms?
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16)  What are the major differences between how a PE firm manages its portfolio
companies versus a publicly listed diversified conglomerate managing their
divisions or group companies?

17)  Can you describe the governance process of your PE firm? Is it typical in the PE
industry? Does the governance process influence the performance of a PE firm?

18) Do you believe PE firms provide a more rigorous governance process over portfolio
companies they manage versus publicly listed companies?

19) Do you believe that investment funds managed by PE firms will continue to grow?
Why and why not?

20) Do you have any other comments that | have not addressed?
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Appendix B: Private Equity Value Chain Primary Activity Importance Ranking
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Appendix E: IRB Approval Letter

Office of Research Administration

2 C; One University Boulevard
If.]myefSItY St. Louis, Missouri 63121-4499
9 MlSSOll.I'l Telephone: 314-516-5899

St.Louis Fax: 314-516-6759

E-mail: ora@umsl.edu

DATE: January 14, 2020

TO: Kei Pang, DBA

FROM: University of Missouri-St. Louis IRB

PROJECT TITLE: [1524615-4] Value Creation by Private Equity Firms
REFERENCE #:

SUBMISSION TYPE: Amendment/Modification

ACTION: DETERMINATION OF EXEMPT STATUS
DECISION DATE: January 14, 2020

REVIEW CATEGORY: Exemption category # 2

The chairperson of the University of Missouri-St. Louis IRB has APPROVED the above mentioned
protocol for research involving human subjects and determined that the project qualifies for exemption
from full committee review under Title 45 Code of Federal Regulations Part 46.101b. The time period
for this approval expires one year from the date listed above. You must notify the University of Missouri-
St. Louis IRB in advance of any proposed major changes in your approved protocol, e.g., addition of
research sites or research instruments.

You must file an annual report with the committee. This report must indicate the starting date of the
project and the number of subjects to date from start of project, or since last annual report, whichever is
more recent.

Any consent or assent forms must be signed in duplicate and a copy provided to the subject. The
principal investigator must retain the other copy of the signed consent form for at least three years
following the completion of the research activity and they must be available for inspection if there is an
official review of the UM-St. Louis human subjects research proceedings by the U.S. Department of
Health and Human Services Office for Protection from Research Risks.

This action is officially recorded in the minutes of the committee.

If you have any questions, please contact Carl Bassi at 314-516-6029 or bassi@umsl.edu. Please include
your project title and reference number in all correspondence with this committee.
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