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How Private Equity Really Works (Part 2 of 2)
by Martin Stein, Managing Director, Blackford Capital, Tony Kiehn, Managing Director, Blackford Capital
and Jennifer Danzi, Marketing Analyst, Blackford Capital

P
rivate equity firms make money in two ways: first, by man-
aging capital (management fees), and second, by increas-
ing the value of the capital they invest (carried interest).

Management fees support overhead costs such as travel, infra-
structure, office space, salaries, service providers (lawyers,
accountants, and bankers) and other costs that arise in between
transactions. Management fees are also charged back to a compa-
ny after a transaction is completed. Management fees range
between 1 percent and 3 percent (similar to mutual fund fees or
fees for private client services), and the market has tended to set-
tle around 2 percent.

Carried interest is based on the amount of capital returned to
investors after an investment period. Carried interest ranges
between 10 percent and 30 percent, although it can vary widely
depending on the specific terms of the capital invested. The private
equity market has tended to settle around 20 percent. Private equity
groups frequently bandy about these two figures—2 and 20. Highly
successful firms can charge higher fees; few firms charge less.

Private equity firms pay careful attention to the price they pay for a
deal. Most businesses perform consistently with however they have
performed historically, although there are certainly opportunities to
improve performance. However, businesses that have had a 3 per-
cent growth rate over the past five years will most likely have a 3 per-
cent growth rate in the next five years. Unless something changes,
businesses that have lost $500,000 per year for the past 10 years will
most likely lose $500,000 per year in the future.

The “Sample Private Equity Returns” chart provides some basic sce-
narios of multiples paid for businesses along with the amount of
leverage required for the transaction to produce an established
internal rate of return (return on investment) for the transaction.
The numbers use the following assumptions:

• Purchase multiples and exit multiples are the same—the
model assumes the same exit multiple as the original purchase
multiple (e.g., if a company was acquired at 3X, the model
assumes it sells at 3X; if purchased at 7X, the model assumes
7X). This is a conservative assumption for low purchase price
transactions (below 5X) and an aggressive assumption for
high purchase price transactions (above 5X).Co
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• Depreciation and Amortization is High—the model
assumes that goodwill accounts for 80 percent of the purchase
price, which is a relatively aggressive assumption for low pur-
chase price transactions, but a reasonable assumption in the
compatible imaging supplies industry for higher-priced trans-
actions. The depreciation and amortization affects the avail-
able cash flow before and after taxes.

• Taxes—the model assumes taxes to be 45 percent, which may
be high for much of the country but it is consistent with Cali-
fornia and New York tax rates.

• Excess Cash Flow—the model assumes that excess cash flow
is added back to the returns and, more importantly, that neg-
ative cash flow simply reduces the equity position. In fact,
negative cash flow (which results when the company cannot
afford to pay its debt) would most likely cause the company
to be sold in a distressed situation or require equity investors
to contribute more capital to the transaction. It is relatively
rare that a bank would allow its debt to go unpaid for a peri-
od of several years. Most of the scenarios with negative or flat
growth with any type of leverage result in negative cash flow
scenarios.

So, given the above assumptions, while the actual figures may not
represent the exact accurate returns for the equity, they do provide
directional guidance as to the rationale behind purchase price for
transactions. Three tables appear, all with different growth rates
assumed for the business.

The first table assumes that the earnings of the business decline by
10 percent every year, not an uncommon scenario for certain busi-
nesses. The second table assumes a growth rate of 0 percent.And the
third table assumes a growth rate of 10 percent. Each table then dis-
plays different purchase price multiples across the x-axis and equity
contribution percentages across the y-axis. Generally, most acquir-
ers assume the business will grow (the 10 percent table); the busi-
ness is purchased for between 4X and 6X; and the equity
contributed is between 30 percent and 50 percent. The resulting
returns range between 33 percent and 54 percent.

As can be observed from the tables, the lower the acquisition multi-
ple, the higher the return. Additionally, the lower the equity contri-
bution (20 percent versus 80 percent), the higher the return. Low
purchase prices and low equity contributions result in higher
returns for the business. High purchase prices and high equity con-
tributions result in lower returns. Many sellers struggle to believe
that a private equity firm should be able to receive 30 percent-plus
returns on their business, and it is often this tension that results in

The Top 10
Misperceptions of Sellers
“Sellers always value the future, and buyers always

value the past.”

1. Buyers should pay for value that they will be

creating—Some strategic or financial buyers are

able to increase the value of an acquisition through

new sourcing arrangements, integration activities,

revenue enhancements (more effective marketing),

new management or other means. Sellers often

assume that a buyer has an obligation to pay for the

opportunity to create that value. Buyers believe this is

the value they bring to the transaction, and that they

should not be forced to pay a seller for what they

bring to the equation. Ultimately, if the gap is too

large, a deal will not be made.To expedite the

process, sellers can offer to share the rewards (and

the risk) if the value is created.

2. Strategic buyers will find my business more

valuable than a private equity buyer—Strategic

buyers often are classified as everyone that is not a

private equity firm or a financial buyer.They ask the

same question that financial buyers ask—how much

value will this acquisition bring to my organization

and me? Just like financial buyers, strategic buyers

have financial targets that they are required to hit and

may have multiple options when pursuing acquisition

targets. Strategic buyers pay more only when the

acquisition target offers something unique that is of

particular benefit to the buyer—something that they

otherwise could not procure. More importantly, strate-

gic buyers will only pay more when they are required

to pay more because the company is in demand.

3. My business is a reflection of me—Business

owners, particularly of small enterprises, often corre-

late their own personal worth with the worth of the

business. A business, particularly when it’s your own,

is personal. A successful transaction will require sepa-

rating your own feelings of self-worth from the value

of a business.Wonderful people have owned low

value businesses, and terrible people have owned

high value businesses—there is little to no correla-

tion with the moral character of a shareholder and

the ultimate equity value of the business. Confound-

ing these two concepts can make for a very long (and

traumatic) transaction process.

4. My business is worth more than the average

business/I deserve a higher multiple on my

earnings—Entrepreneurs and founders often

point to another transaction they recently learned

about and say,“If Mr. Smith got five times for his

business, I should get 10 times because I am twice

the man he is.” Alternatively, if the market average

multiple is four times, the business owner may

think that he should receive six times for some

select set of reasons. Businesses in highly frag-

mented industries with limited differentiation

between models are, alas, commodity business

models with no generated premium value. Busi-

nesses with no or limited historic earnings (even

large businesses) will struggle to be of high value,

unless the business model has some highly unique

features.

5. My business will perform differently after the

transaction than it did before the

transaction—Sellers that target rosy (or hockey

stick) projections risk jeopardizing their credibility

with buyers. If a business has grown at an average of

10 percent a year for five years in an industry that is

growing 8 percent a year, the business will probably
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the lack of a sale. However, sellers must keep in mind the following
concepts when evaluating the internal rate of return for private
equity groups:

• Risk-adjusted returns—Leveraged buyouts (like venture capi-
tal) are generally risky ventures, particularly if management
transitions out of the business, the industry has challenges or
lower growth rates, or the business does not have a strong history
of success. As a result, very few private equity firms actually con-
sistently receive returns above 30 percent. The industry, as a
whole, has averaged 13 percent—15 percent returns for the past
20 years and closer to 10 percent returns for the past 10 years.
Furthermore, the numbers presented are the benchmarks for pri-
vate equity firms in the lower middle market, where acquisitions
of businesses with less than $100 million are substantially more
risky; larger transactions can command higher purchase multi-
ples and, due to the lower risk, have lower returns.

• Location within the capital structure—Senior banks that
provide financing for LBOs will receive between 8 percent and
12 percent returns on the capital contributed. Mezzanine
funds or second-lien lenders receive between 20 percent and
25 percent returns on their capital contributed. So, equity
funds, which are the riskiest part of the capital structure, will,
obviously, be higher than mezzanine capital.

• Ability to do it themselves—Shareholders are able to maxi-
mize their own returns by leveraging the businesses them-
selves; shareholders who choose to take out debt on the
business and then pay the debt back can achieve the same
returns on their equity that private equity firms receive (pro-
vided the business grows and can pay back its debt).

not grow at 25 percent a year for the next three

years. Similarly, if a business has had an EBITDA per-

centage of 3 percent for the past seven years, the

business will probably not increase to 15 percent

without some substantial changes. Moreover, if a

business is going to go through a significant change

in revenues or profits within a year, sellers will

achieve their maximum return if they sell after they

have implemented the change rather than before. So,

selling early suggests that the likelihood of achieving

the results is low and that the seller does not neces-

sarily believe in the targeted performance results.

6. Buyers are not held accountable for achieving

specific returns—Sellers frequently assume that

buyers, given that they have a lot of capital, can

spend the capital freely without consideration as to

the amount of capital allocated toward any one

acquisition.While private equity firms that have com-

pleted many acquisitions typically have a few bad

deals (deals that do not perform consistently with

expectations), those that repeatedly overpay will

jeopardize both their ability to raise future funds and

their existing relationship with their limited partners.

As such, private equity firms as well as strategic buy-

ers have relatively strict rules governing the amount

of capital they can use to purchase a business.

7. Sellers should not bear any risk after the trans-

action—Sellers who propose aggressive results post

transaction (results that are substantially different

than the results prior to the transaction) and yet

refuse to bear the risk of those results through the

form of equity, an earn-out, or a note will struggle to

convince buyers to pay a high multiple on the busi-

ness. In fact, unless sellers assist in financing the

transaction for companies less than $50 million

value, it will be challenging to get multiples more

than four times.

8. Employees, customers and vendors will flee

after a transaction is made public—Deals hap-

pen all the time in the U.S. In most instances, busi-

nesses will not see a significant change in the

customer and vendor base.

9. The business is perfect. Flaws should not have

a price—Sellers, consistent with some of the con-

cepts above, often believe their business has many

more strengths than it has weaknesses. Additionally,

sellers may espouse that whatever weaknesses a

business may have should not be translated into a

reduction in value (e.g., customer concentration,

poor management, limited financial and informa-

tional systems, litigation, etc.) Acknowledging the

limitations of a business is the first step in moving

forward with a transaction. Indeed, sellers who

believe their businesses are too perfect are probably

not really sellers.

10. Buyers are untrustworthy—Buyers, in particular,

private equity groups (PEGs), make their living by

acquiring companies. PEGs that have completed mul-

tiple past transactions have a record of getting along

with other individuals. PEGs that have been success-

ful in past transactions clearly have created trust with

prior sellers, management teams, banks, customers,

limited partners, and a host of other stakeholders.

PEGs, like any business, have reputations to maintain

in order to complete future transactions.
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• Becoming a limited partner of a private equity fund—One
of the best ways for entrepreneurs to become a limited partner
of a private equity fund is to sell the business and reinvest a
portion of the funds received back into the private equity
fund. Then the entrepreneur can achieve the same returns the
private equity firm receives.

The Arguments Against Private Equity
Given its success over the past decade, private equity as an industry
has drawn criticism (much of it aimed at its executives). Private
equity clearly is experiencing a boom, and, whenever there is suc-
cess, there will always be critics. Some of the most popular argu-
ments against private equity are:

• PEGs flip companies for a fast buck.

• PEGs load up companies with dangerous amounts of debt and
strip them of their assets.

• PEGs do not care about customers, employees or suppliers.

• PEG partners take home excessive salaries.

Critics must keep in mind that a good portion of the recent rise of
private equity, particularly in the mega-deals, can be attributed to
fundamental changes within the public markets. Sarbanes-Oxley
and other regulations of public entities have driven managers to
question the value of being public in today’s capital markets. With-

out these increased regulations, which were a response to the boom
in the public markets and the dramatic increase in the stock mar-
kets, the private markets might look much less attractive.

Additionally, managers appreciate the concept of five-year targets
instead of quarterly targets. Furthermore, managers like to answer
to a single board as opposed to thousands or millions of sharehold-
ers. And, while private equity firms use their own fair share of law
firms and experience legal challenges, typically, senior executives
are not subject to frivolous lawsuits from legal firms formed exclu-
sively to agitate and sue public companies. Finally, for the largest
companies, private equity firms may value the companies more than
existing shareholders. Typically, private equity firms buy out the
existing shareholders at a premium.

Private equity also owes a portion of its recent rise to the low-
interest rate environment. As interest rates increase (as they surely
will), purchase multiples will come down (because buyouts cannot
afford as much debt). And, private equity owes a portion of its suc-
cess to the low capital gains tax rate, which makes it attractive for
business owners to sell. For the past 65 years, the capital gains tax
rates have moved between 20 percent and 35 percent. Today’s rate
of 15 percent is the lowest in two generations. A change in the
administration or legislation could easily return the capital gains
tax rate to its historic levels, if not higher. The Maximum Individ-
ual Capital Gains Tax Rate chart shows the capital gains tax rate for
the past 65 years.

The Top 10
Misperceptions of Buyers

“All deals are guilty until proven innocent.”

1. Buyers are smarter than sellers—Buyers, partic-

ularly those in private equity groups (PEGs), are often

armed with stellar pedigrees including Ivy League

MBAs, stints at top-tier consulting shops, investment

banks or law firms and impressive backgrounds in

accounting, finance and business development.With

such backgrounds, buyers are prepared to believe

(and sellers often concede) that they are smarter

than sellers. However, many buyers have rarely, if ever,

actually managed a business or been responsible for

a profit and loss. Furthermore, most buyers are look-

ing at an industry on a part-time basis with substan-

tially less historical experience than a seller. Sellers

know a tremendous amount about their business and

will often have many years of more management

expertise than buyers.

2. Sellers do not care about the legacy of their

business—Sellers, particularly the founders, man-

agers and owners of a business, will care deeply

about the future of their business. A buyer who

appears to not wish the company well or will poten-

tially harm the employees or customers of a business

after the transaction will be perceived much less

favorably than buyers who will treat the employees

and customers well. Most sellers care intimately

about what happens to the business after they

depart.

3. Sellers care more about the legacy of their

business than anything else—Although sellers

care about the future of the business, they do not

care so much that they will dramatically reduce the

price for a “nice” or “well-intentioned” buyer. First-

time buyers (usually individuals) mistakenly believe

that a seller who likes a buyer will accept a discount-

ed price.There are few sellers that would not accept a

high multiple for the business (greater than five

times) even if that purchase price meant the business

would face financial hardships, even bankruptcy, in

the future.

4. The business can easily operate without the

key managers—Small businesses, and even large

businesses without strong operating systems, are

highly dependent upon the key managers within the

organization.The desire of a seller who also serves as

a manager or the president/CEO represents an enor-

mous risk for the business going forward.

5. Good management is easy to find—While there

are tens of thousands of managers in the U.S., man-

agers with experience within a given industry, who’ve

worked in a business of the same size and in the

same geographic area, and who would be a good cul-

tural fit, among other criteria, are challenging to find.

Finding the right talent can take three to 12

months—the wrong decision can take 18 to 36

months to correct. Indeed, the wrong manager in a

transaction can ruin the entire investment.
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In response to the criticism from the business press and the general
public, some of the claims (strip companies of assets, load up com-
panies with too much debt, do not care about other stakeholders)
are simply a reaction to the primary mission of private equity firms,
which is to return capital to their investors. Private equity firms
focus on maximizing value of businesses primarily through operat-
ing performance as well as through financial engineering, the disci-
pline of debt, fewer shareholders, and strong incentives to
management teams. While it is true that select PEGs have overem-
phasized value creation relative to other components of a company,
organizations that do not emphasize value enough risk providing
poorer than necessary returns to their shareholders. Clearly, busi-
nesses need to be evaluated comprehensively and, one hopes, that
what is in the best long-term interest for the shareholders is the same
as for the employees, vendors and customers.

Also, don’t forget that PEGs typically only enter into mutually agree-
able buyouts. Most PEGs do not conduct hostile takeovers or “green-
mail” like corporate raiders of the past. PEGs offer an alternative to
an existing capital structure with an emphasis on value creation and,
most often, a track record of having created value for past investors.

Why Private Equity Works
Private equity, in its simplest form, is simply the allocation of a new
capital structure to existing entities with a primary focus on value
creation. Private equity returns, when adjusted for the risk associat-
ed with the transaction, are not inconsistent with general market
returns for investments not easily converted into cash.

Private equity is working today because it affords managers and
executives an opportunity to focus on value creation with the sup-
port of a talented and experienced board, without the distractions
of a public company or the often insular focus of a private company.
Private equity also disciplines an organization through debt, which
forces earnings, strong incentives and monthly results reporting.
Operating in a leveraged buyout environment is not for everyone,
but for those focused on maximizing the value of their organization,
it sure seems to work well.

6. The industry/business model is simple—Every

industry has its particular features and every business

will have its own peculiarities. Buyers (see #1 above)

often believe that they can fully understand the

industry and the business after a limited due dili-

gence period.

7. There is limited cultural change that occurs

after an acquisition—Businesses that undergo an

acquisition or an investment by a private equity firm

will be held accountable for achieving targeted finan-

cial results. Businesses that have not established

budgets, sales goals for account executives, produc-

tivity requirements for factory employees or other

operating results requirements will be in for a sub-

stantial cultural change post acquisition.Typically,

managers and employees that thrive in or prefer that

type of environment will not appreciate or be effec-

tive in a performance-based environment. Buyers

often overlook the toll this cultural change can take

on a company.

8. Financial performance provides a complete pic-

ture of the business—Buyers are predisposed to

spending a lot of time with the numbers of a busi-

ness and less time evaluating the actual operating

systems or meeting with employees. (Sellers can fre-

quently prevent this from happening as well.) While

the financials certainly provide a good overview of

the cost structure of a business, they only present a

partial view of the organization.

9. The business is unique—Buyers who fall in love

with a particular business may find themselves will-

ing to pay too much for a given company. Frequently,

there are at least five or six companies with a similar

business model in the industry. Larger industries that

are fragmented have even more similar business

models. So, patient buyers that identify an attractive

industry will investigate multiple companies within

an industry, locate the most well-run, highest-per-

forming businesses, and invest in or acquire those

that are at the top of the game. Far too often, buyers

will identify the first company with a particular busi-

ness model and fall in love with that company.This is

an advantage for sellers.

10. Sellers are untrustworthy—Buyers often strug-

gle to interact effectively with sellers due to educa-

tion and experience gaps. As a result, buyers can

become distrustful of sellers. Buyers perception of

sellers as untrustworthy can become even further

exacerbated by slight variations that result from

findings during due diligence. Most sellers have

never examined their own business as rigorously as

it is examined during due diligence. As a result, it is

not surprising to find minor differences between

what was presented early in the process and what is

uncovered during due diligence.These gaps, if

addressed properly by the seller, should not result in

significant distrust by the buyers  


