RN R LA

hl'}ﬁv {‘(”" ‘u 5} {

“Ell‘ ‘l-' Il '|l 'I-lli- .L .ll r.
i | | | Bl

B |4




Introduction to Private Equity

Cyril Demaria

KWILEY

A John Wiley and Sons, Ltd., Publication




This edition first published 2010
© 2010 Cyril Demaria

Registered office
John Wiley & Sons Ltd, The Atrium, Southern Gate, Chichester, West Sussex, PO19 8SQ, United Kingdom

For details of our global editorial offices, for customer services and for information about how to apply for
permission to reuse the copyright material in this book please see our website at www.wiley.com.

The right of the author to be identified as the author of this work has been asserted in accordance with the
Copyright, Designs and Patents Act 1988.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or transmitted, in
any form or by any means, electronic, mechanical, photocopying, recording or otherwise, except as permitted by the
UK Copyright, Designs and Patents Act 1988, without the prior permission of the publisher.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be
available in electronic books.

Designations used by companies to distinguish their products are often claimed as trademarks. All brand names and
product names used in this book are trade names, service marks, trademarks or registered trademarks of their
respective owners. The publisher is not associated with any product or vendor mentioned in this book. This
publication is designed to provide accurate and authoritative information in regard to the subject matter covered. It
is sold on the understanding that the publisher is not engaged in rendering professional services. If professional
advice or other expert assistance is required, the services of a competent professional should be sought.

Library of Congress Cataloging-in-Publication Data

Demaria, Cyril.
Introduction to private equity / Cyril Demaria.
p- cm.
Includes bibliographical references and index.
ISBN 978-0-470-74596-0 (cloth)
1. Private equity. L Title.
HG4751.D46 2010
332.6—dc22
2010005161

A catalogue record for this book is available from the British Library.
ISBN 978-0-470-74596-0

Set in 10/12pt Times by Aptara Inc., New Delhi, India
Printed in Great Britain by CPI Antony Rowe, Chippenham, Wiltshire



Foreword

Private equity can be described as ‘investments in private companies in privately negotiated
transactions’. This means that private equity is an asset class that is normally opaque, illiquid
and difficult to analyse.

However, private equity investing offers many advantages compared to investing in public
and more liquid asset classes. The underlying companies can be acquired in a private trans-
action, often in a specific process leading to attractive acquisition. The companies can be
developed privately on the long term, hence maximizing their chances to succeed, when most
public companies are only targeting short term benefits. Fund managers active in private eq-
uity normally have much more information when they make investment decisions compared to
those investing in public companies. Incentives for the management can be better aligned with
the investors’ interests. Fund managers exercise a higher degree of control on the companies
they have invested in, and develop them aggressively without having to worry about how every
decision is understood by the public. Through private equity investments, investors can target
industries or niches where there are no public companies.

Private equity is a very complex asset class, more of an art than other forms of investments
which are analyzed and compared quantitatively. Private equity is an asset class where manager
selection plays the highest role of all asset classes. There are normally several private equity
managers that are in the same state of development of their own activities. Some have decades
of experience and some have worked as a team for a long time. Some have made several
investments in the same industry repetitively and some of them have sold their investments
at significant levels of profit. This means that analysing private equity investments and fund
managers requires skill and experience.

Private equity is no longer as private as it used to be. Because of all the large leveraged
buy outs during the end of 1980s and the mega leveraged buy outs during the past few years,
private equity transactions have been widely reported and followed. Private equity is a long
term asset class and investors will realise the final return long after they have made decision to
invest. Warren Buffett stated once that it is extremely important to understand where to invest
in because eventually ‘only when the tide goes out do you discover who’s been swimming
naked’.

Despite all these mentioned difficulties and hurdles, Cyril Demaria has been able to write
an interesting and extremely well formulated book about private equity. Cyril has seen and
experienced private equity from many angles and in different roles. Cyril has been an investor
directly in start-up companies and more developed and well established businesses. Cyril has
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also been an advisor and investor in private equity funds. Most importantly, Cyril has been
writing about the private equity industry in many papers and magazines for more than a decade.
The experience Cyril has gathered from all his professional activities and his passionate interest
in private equity has enabled him to write this book in an easy and understandable way but
still giving the reader a very good picture of the asset class and also its pitfalls. In this book,
Cyril has been able to give the topic of private equity more flavour with a lot of anecdotes and
historical references which hopefully shows the reader that private equity as such is not a new
invention.

I have had the honour of working together with Cyril and have read his articles and papers
for many years. Cyril is a very knowledgeable person in private equity, he is critical and does
not swallow all the polished information that is generally written about private equity.

This book opens the world of private equity to the reader in a very understandable way,
making this opaque asset class more understandable for the reader and hopefully an interesting
asset class to invest in.

Tom Eriksson
Aeris Capital
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Introduction

‘Why another book about private equity, and especially an introductory one?

The answer lies in my experience of reading the different kinds of literature available and
my recurring lack of satisfaction regarding their ability to combine so as to formulate an
articulate theory. Each piece of the private equity puzzle is interesting, but they somehow
do not represent an harmonious and clear picture. I am obviously not the only one to be
dissatisfied: the success of the abridged French version of this book (Demaria, 2006 & 2007),
of which the first edition as well as the updated reprint were sold out each within less than a
year, tends to confirm it.
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© 2009 Wiley Miller and Universal Uclick. Reprinted by permission.

There have been honourable attempts to paint a portrait of this emerging asset class, by
famous and reputable institutions, such as The Institute of Chartered Accountants of England
and Wales (ICAEW). Many academics from different disciplines as well as finance practition-
ers have also tried to contribute to public enlightenment. One of the criticisms made of these
written works is that they remain prisoners of ill-adapted theoretical frameworks. Designed
as toolboxes for analysing quantitative data, these frameworks soon reveal their limitations as
they were not designed specifically to analyse this asset class. Hence, private equity cannot be
turned simply into equations as is done for hedge funds. Qualitative analysis is a determining
factor at every level of the private equity pyramid of financing. For that reason, using math-
ematical tools designed for other areas of financial or economical analyses means taking the
risk of encountering the limitations of such an exercise.
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The second reason lies in the discrepancies which can be observed between academic
research and empirical observations by practitioners. There are constant gaps between the
findings of the former and the facts as reported by the latter. This holds true for the analysis
of fund performance, for the source of value creation in private equity, for the origin of the
relative decline of venture capital in certain countries and many other areas. However, highly
acclaimed academics, such as Josh Lerner, Antoinette Schoar and Paul Gompers, are extending
our knowledge of this difficult and largely misunderstood part of a broader category of finance
called ‘alternative assets’.

A MOVING TARGET

Private equity is constantly being redefined. Establishing a typology of transactions is thus
especially tricky, notably when there is semantic confusion. Although being only one of the
components of the private equity market, LBO and private equity are used interchangeably
in the United States. Beyond the fact that LBOs represent the great majority of investments
made in private equity (whether in the US or in Europe), it is its bad reputation which got
the word ‘LBO’ blacklisted. Associated historically with asset-stripping, this reputation is
now contaminating the expression ‘private equity’. Warren Buffet classified private equity
managers as being ‘porn shop operators’, and the semantic confusion between private equity
and LBO as ‘Orwellian’.

Because of its intrinsically changing nature, the expression ‘private equity’ covers only part
of its field of action. The ‘private’ or unlisted element is no longer decisive; nor is that of
‘equity’.

One mistake is to state that ‘private equity’ is (just) ‘equity’. From this assumption, it might
also be assumed that private equity may be analysed validly with the tools used for public
equities. This has so far been proven wrong: the timeframe, the risks, the skills required and the
returns associated with private equity investments differ substantially from those associated
with public equities.

Ifrnot ‘equity’, then ‘private’ could appear as defining the sector and open it to the non-listed
methods of analysis. Once again, this has been proven wrong: not only is there no proprietary
private finance method of analysis which could be transposed as such, but that which defines
‘private’ assets is more their lack of listing than common factors defining them as belonging
to ‘alternative assets’.

A CONSUBSTANTIAL LACK OF INFORMATION

Il-adapted theoretical modelling and the frequent gaps between research and the facts result
from a lack of information: information is collected scarcely, heterogeneously and unsystem-
atically. Not only has this been the case to this day, but will remain as such for the foreseeable
future,

Producing information costs the economic agents a great deal and is sometimes dispropor-
tionately expensive compared to their size and revenues. As private equity deals with small-
and medium-sized companies and these account for most of their activity (the criteria being
the size and number of companies being financed), it is highly unlikely that there will be a
‘pure and perfect information context’ any time soon for non-listed companies — which happen
to make up 99% of the total number of companies in a given economy.
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This lack of available information has resulted in some methodological simplifications. For
example, observers assimilate casually the findings for a part of the sector, for example large
buy-outs operated in listed companies, as a general rule for the entire activity of leveraged
buy-outs. This is proven wrong regularly. Small- and medium-sized companies are bought out
by different fund managers, with substantially different financing techniques and investment
purposes.

Another inaccurate simplification is to assimilate the private equity sector with private
equity funds. Even though these intermediaries are probably a good indication of the trends in
the sector, they certainly do not sum up private equity activity. Fund managers have organised
themselves in rich and powerful national (such as the British Venture Capital Association or the
Association Frangaise des Investisseurs Capital) and regional associations (e.g. the European
Venture Capital Association and the National Venture Capital Association) which tend to hide
the existence of other players.

For example, business angels play a significant role in the venture capital sector — even
though largely yet unknown. These business angels, also called angel investors, are the very
first individuals willing to support an emerging venture. Corporations, endowments, founda-
tions, high net worth individuals, state-owned structures, banks, insurance groups and other
economic players are also making direct investments which are not necessarily observed by
the associations mentioned above.

BENIGN NEGLECT, MALIGN CONSEQUENCES

Those simplifications have significant consequences: findings are not put into perspective;
action plans taken, notably to correct market imbalances, are ill-adapted; and there is a
growing antagonism between the different parts of the private equity system for that reason.

For example, the French (2007) and British (2009) governments have been focusing on
start-ups at seed stage, because according to public statistics, venture capital funds have not
been investing in them sufficiently. This was perceived as a market imbalance which had to
be corrected. Whether true or not, this gap in financing has been targeted by a set of measures
heavily financed by the tax payer’s money.

Another example is to be found in federal venture capital funds of funds in the US and
the UK (2009). Innovation America and the National Association of Seed and Venture Funds
(NASVF) suggested the set-up of a USD two billion fund of funds dedicated to supporting
business angels and to funding public programmes. This would be an extension of the Small
Business Administration (SBA) programme, which has experienced difficulties in staying
afloat. Unfortunately, the track record of public funds of funds is bad (Arnold, 2009b), notably
because of the proximity effect and the local political agenda which affects public investment
structures (Bernstein, Schoar & Lerner, 2009), whether they are sovereign wealth funds or
funds of funds. In the UK, state-backed venture capital funds have underperformed by com-
parison with their commercial couterparts. The returns of the latter (2002-2004) were 7.7%
whereas all VC funds (commercial and public) of the same vintage were 1.7%.

Thus, statistics of private equity performance and activity should be read with caution. They
are the result of periodical polls of private equity fund managers answering on a voluntary
basis. These figures are not audited; they cover a different sample of funds over time depending
on the answer rate, and are applicable in any case to only a portion of the private equity industry.
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KNOWING THE DEVIL TO CIRCUMVENT IT

This book will (unfortunately) not be able to avoid the above-mentioned traps completely. I
am a prisoner of the same constraints my peers have had to deal with (see Cartoon 1.2). The
value of the book, if there is one, could be that it was written with these limits in mind. This
gives the content a critical perspective which could thus highlight its originality. I will keep in
mind the need not to be totally blind to the bias conveyed by the data I am using.
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The second reason why this book differs from the rest lies in its approach to private equity
financing as a cycle, and not a static body of financial practices. Two factors motivate this
approach:

o Private equity has been attracting an ever increasing amount of capital over the course of
the last two decades. This capital inflow has contributed to changing the dynamics of the
sector, its structure, its practices and its influence on the overall economy over the course
of only four to five business cycles (that is to say on average three years of economic
growth and two years of recession). The source of this inflow, notably pension funds,
has also exposed the private equity sector to exogenous influences as its visibility has
increased.

e Private equity players are constantly innovating and at a fast pace. This innovation po-
tentially explains the persisting gaps between the academic literature and the daily activ-
ities of practitioners, as the scientific body struggles to catch up with the pace of inno-
vation. Unfortunately, the lack of available data does not help the work of the scientific
community.

Because private equity is evolving constantly and rapidly, it can only be captured partially
by a single book. For that reason, dear reader, this book will focus on identified trends; practical
and theoretical dialogue; and draw some hypotheses to guide you towards an understanding
of upcoming events.

This book will be structured to identify the critical elements that have shaped the private
equity industry (Chapter 1) and which remain necessary for those countries willing to establish
this industry (Chapter 2). Once these founding parameters have been analysed, we will see how
the private equity sector is organised as an ecosystem (Chapter 3) centred on the entrepreneur
and the lifecycle of companies (Chapter 4). In that respect, the investment process and the
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entire private equity activity is based on interpersonal relationships and on arm’s length
interactions (Chapter 5). These conclusions will atllow us to distinguish the trends and fads
affecting an activity in ‘teenage time’ (Chapter 6), before examining the responsibilities
(Chapter 7) that the sector will have to handle. The Conclusion will provide some prospective
analysis.
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Part I
What is Private Equity?

Whenever a company needs financing, two solutions come to mind: the stock exchange and
bank loans. The stock exchange is a limited solution. It provides only access to funding for
medium- and large-sized companies that meet specific criteria (sales figures, total of balance
sheet, minimum number of years of existence, etc).

The conditions for taking out a loan are also strictly defined. Companies must prove their
ability to pay back the bank in fixed instalments, which means that they must show a certain term
of existence, stability of cash flows, healthy activity and also a limited existing indebtedness.

If neither the stock exchange nor banks finance business creation and development, then
who, or what, does? Where does the money come from to finance the transmission or take-over
of family businesses, for example? Or to restructure an ailing business? It is ‘private equity’
for that matter.

The expression ‘private equity’ was coined by reference to equity which is not listed and
whose exchange is not regulated (Chapter 1). However, this definition only partly reflects
the scope of action of private equity players, which has diversified and spread considerably
(Chapter 2).



