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			Praise for Private Equity Deals

			From private equity managers

			“I thought I knew a great deal about private equity, but I learned a lot from Ted’s masterful look at this often complicated and little-understood world. I highly recommend Private Equity Deals.”

			—David Rubenstein, Co-Founder and Co-Chairman, The Carlyle Group

			“Private Equity Deals demystifies how value can be created during private equity ownership and offers a unique look across the wide range of approaches taken by leading allocators and investors. This is a story that only Ted is able to tell. His curiosity, shrewd questions, and deep knowledge of private equity unlock insights that are equally valuable both to veteran executives and those being introduced to the industry for the first time.” 

			—Pete Stavros, Co-Head of Global Private Equity, KKR

			“Ted has produced a comprehensive and compelling anthology that reveals the diversity and depth of value creation in the private equity industry. This behind-the-scenes look at dealmaking and portfolio impact demonstrates how the industry harnesses talent and expertise to create exceptional returns.”

			—John Connaughton, Co-Managing Partner, Bain Capital

			“Private Equity Deals is different from most other books on the topic. Ted tackles how and why the industry evolved. He delivers interesting, representative case studies of how the industry creates extraordinary returns for pension funds and endowments and shapes successful businesses to innovate and compete. It’s refreshing to read a book that actually captures the goals and results of private equity investing.”

			—Kevin Callaghan, Managing Director, Berkshire Partners

			“If you know very little about private equity, consider this your textbook; if you are a seasoned PE professional, Private Equity Deals will make you reconsider many of your very best practices and appreciate even more what makes the industry so special and enduring. Ted’s thoughtful questions make storytellers of PE professionals well beyond what they prepared to discuss.”

			
			

			—Chuck Davis, CEO, Stone Point Capital

			“Ted and the Capital Allocators have become incredible resources for the private markets industry. In Private Equity Deals, Ted delivers a deep dive into the intricacies of private markets from industry leaders. His background as a limited partner, general partner, and entrepreneur equips him with the unique ability to provide rich insights and detailed analysis about the industry’s opportunities and challenges, making this book an essential resource for serious market participants.”

			—Ian Charles, Managing Partner, Arctos Partners

			“Ted brilliantly chronicles how the world’s best private equity investors help hidden business gems flourish—from software companies to professional sports franchises. It’s a must-read for anyone, both within the profession and beyond, who is interested in a behind-the-scenes look into global finance.”

			—Greg Fleming, CEO, Rockefeller Capital Management

		

	
		
			
			

			From investors in private equity funds

			“I am always asked what book someone should read to get a real understanding of private equity. This is it. In Private Equity Deals, Ted’s questions to investors in the industry take you through an inside view of how the industry operates. It moves from macro to micro perspectives and is entertaining and informative. You come away with a real appreciation for what really happens when someone says, ‘the company was bought by private equity.’”

			—Mario Giannini, Executive Co-Chairman, Hamilton Lane

			“Ted’s third book is a great primer on private equity and the nature of different transitions. It gives you an in-depth look at the inner workings of different types of transaction from the eyes of the participant. If you want to learn and understand more about private equity this is your book.”

			—Chris Ailman, Chief Investment Officer, CalSTRS

			“If you have ever wanted to know how private equity investments really work then Private Equity Deals is the book for you. Ted has done an amazing job of getting the leaders of the industry to lift the curtain and explain how they make money. It is a long way from the slice and dice approach of the 1980s and 1990s. I have invested in private equity for 20 years and still learned a great deal.”

			—Raphael Arndt, CEO, Australian Government Future Fund

			“The growth of private equity from a cottage industry to a requirement in a well-diversified institutional portfolio and now increasing pressures to democratize for all demands a better understanding of how to separate the wheat from the chaff. Each deal is idiosyncratic, but a closer examination reveals patterns that can help differentiate good from great investors. In Private Equity Deals, Ted offers a window into those patterns by showing a wide diversity of deals and a clear understanding of their inner workings. This should be required reading for anyone who wants to be a top-quartile investor.”

			—Kim Lew, President and CEO, Columbia Investment Management Company

			
			

			“I’ve been allocating to private equity for more than three decades. Yet I learned a ton from this book.”

			—Andrew Golden, President, Princeton University Investment Company

			“Ted has masterfully woven together the play-by-play of what goes on inside the mind of investors of private companies. He draws upon his experience as both a GP and an LP to distill the key attributes of a successful investment program. Everyone who invests in private firms as a GP and an LP must read this.”

			—Ana Marshall, Chief Investment Officer, William and Flora Hewlett Foundation

			“In my 30 years in the industry, Private Equity Deals is the single best read for anyone seeking to understand how the industry works. Ted has captured the narrative in a way that resonates with both the seasoned professional and the novice looking to understand the industry.”

			—John Toomey, Co-CEO, HarbourVest

			“Ted has done it again. With his unparalleled ability to go deep with investment leaders, Ted brings private equity’s real secret sauce to life—the people. What Ted shares is both super informative and compelling reading for the newcomer or seasoned pro.”

			—Greg Durst, Senior Management Director, Institutional Limited Partners Association (ILPA)

		

	
		
			
			

			For the home team: Hank Strmac, Morgan Arguello, Rahul Moodgal, Jen Prosek, and Ron Biscardi.

			Going far with you has been infinitely more fun than going fast alone.

		

	
		
			
			

			Introduction

			I didn’t plan to write a third book.

			I didn’t plan to start a second podcast either.

			So You Want to Start a Hedge Fund, my first book, drew on my 14 years of experience investing in and seeding small hedge funds. I watched managers and allocators repeat the same mistakes when launching or investing in small funds, respectively. Serial entrepreneurship doesn’t exist in hedge funds, even though it is a badge of honor in venture capital. If a hedge fund manager is successful, they never start another firm. If they’re not, they rarely get a second chance. I knew the lessons I had learned from dozens of early-stage fund investments would be valuable to others. Putting pen to paper checked off a bucket list item to write a book and served as a bookend to the hedge fund chapter of my professional career. I was quite sure I would never write another book after the experience.

			I was wrong.

			Capital Allocators: How the World’s Elite Money Managers Lead and Invest, my second book, was my Covid-19 project. The travel shutdown cleared time for me to digest lessons from the first 150 episodes of the Capital Allocators podcast. My biggest takeaways were essential non-investment disciplines that are rarely taught in the investment business. Frameworks for interviewing, decision-making, negotiation, leadership, and management are instilled in rising professionals across the business world, so long as that business isn’t asset management. Guests left a trail of breadcrumbs around these concepts that I collected and shared in the first half of the book. Every guest also offered a few nuggets of investment wisdom worth their weight in gold. I curated their best quotes in the second half.

			Both books got tagged “best sellers,” according to someone else’s black box algorithm. I love writing to distill my thoughts, but it takes a lot more time to publish a book than to release a podcast episode. Our podcasts reach 10× the audience every week that these books will sell in their lifetime. After Capital Allocators, I was sure that if I wrote another book, it would be about a subject outside of investing.

			
			

			And yet, you’re reading this. So how did Private Equity Deals find its way into print?

			This book came naturally out of my investing and podcasting. My involvement in private equity started at the Yale Investments Office in the mid-1990s. I covered public markets, but the small office was an open book. My colleague Tim Sullivan, who spent nearly four decades focused on Yale’s private equity investments, had encyclopedic knowledge about the private markets. Tim brought me along to some manager meetings and gave me my first taste of private equity. 

			I had an inside look at dealmaking when I joined one of the managers in Yale’s private equity portfolio upon graduating from business school in 1999. At a time when my classmates were working at internet start-ups, I was looking at middle-market leveraged buyouts of industrial and manufacturing businesses. A few weeks into the job, I noticed that the partners hadn’t been in the office at the same time. I chalked up the coincidence to their hectic travel schedules. Sometime later, I discovered that the partners hated each other and purposely rotated coming to the office to avoid in-person contact. It was a very different perspective of the firm than the one I had while at Yale.

			I joined J. H. Whitney & Co. the next year when close friend Brian Doyle recruited me. Whitney was one of the oldest venture capital firms in the country. In 2000 its leadership had set its sights on building a diversified alternative asset manager. The firm amassed an incredible roster of talent, including Todd Boehly of Eldridge and many others who subsequently made significant marks in the private markets. Unfortunately, the firm’s timing was off. They hired aggressively into the 2000–2002 downturn and could not gather the assets to support the team.

			I saw a little of what goes on inside the sausage factory in those two years, but my brief glimpse gave me no understanding of the exponential growth that awaited the industry. After two false starts, I returned to investing in public market funds. 

			Private equity came back on my radar screen many years later as part of Capital Allocators. Some of the deal makers that started 20 years before became powerhouses in the industry. I created a podcast mini-series called Private Equity Masters to share their stories. While conducting those interviews, it occurred to me that the nuance of what makes private equity tick is barely covered in podcast form. Podcasting began as a new technology, so it’s not surprising that venture capital is well represented in the medium. Many young listeners are DIY investors in the public markets, so it’s also not surprising that public stock investing has a place in the ecosystem. But when I looked at the content available, I saw very little quality discussion of private equity despite its significance.

			
			

			The concept of the Private Equity Deals podcast had roots in both Capital Allocators and my time at Harvard Business School. Like Capital Allocators, we share conversations that previously occurred behind closed doors between managers and their investors. Following the case study method at HBS, each episode discusses an individual deal to help listeners learn about the companies, deal dynamics, and ownership that make private equity a force in institutional portfolios and the global economy. 

			After Season 1 of Private Equity Deals, DealCloud named the show the top podcast for private equity dealmakers.1 I was correct that private equity had lacked quality coverage. 

			That still doesn’t explain how I came to share these case studies in print. For that, I’d turn to the model set by David Rubenstein, co-founder of The Carlyle Group, guest on the Private Equity Masters mini-series of Capital Allocators, and prolific interviewer and publisher. In How to Lead and How to Invest, David selected a subset of his interviews, added commentary, and turned them into best-selling books.

			I thought a compilation of case studies from the podcast could help educate investors and the public about the industry. Curating case studies took less work than writing from scratch, so I brushed off my authoring hesitancy and put this together.

			The deals in these pages cover a wide range of characteristics—from large to small, from growth equity to distressed turnaround, from financial engineering to operational restructuring, and from leveraged buyout of a manufacturing business to unleveraged minority stake in a sports team. Together, they give an indication of how far the industry has come, and how sophisticated it now is. Digesting these deals together offers an inside look at how private equity works from the people who make it happen. 

			Private Equity Deals and its two predecessor books comprise a trilogy of insights across hedge funds, multi-asset class allocation, and private equity. Like I’ve said incorrectly twice before, I have no plans to write another book. 

			
			

			Then again, isn’t the third time the charm?

			

			
				
						1 “5 Private Equity Podcasts Dealmakers Should Listen to in 2023,” DealCloud, January 24, 2023.


				

			
		

	
		
			
			

			How to Read Private Equity Deals

			This book is a series of case studies as told on episodes of the Private Equity Deals podcast.

			Part 1 provides an overview of the private equity industry, including perspectives from two of the largest investors in private equity funds (a Limited Partner, or LP) and a perspective from a former private equity manager (a General Partner, or GP).

			The rest of the book shares case studies split into six deals conducted at market price (Part 2) and six deals below market price (Part 3). In each, a private equity firm purchased a business from a different type of owner, conducted a different process to get the deal done, had different plans to drive returns, and pulled different levers to make it happen.

			Each chapter in Part 2 and Part 3 starts with an introduction to the deal and includes a summary of deal characteristics across the following dimensions:

			
					Deal type

					Purchase date

					Prior owner

					Deal process

					Purchase price

					Financing

					Quality of business

					Management 

					Operations

					Special issues

					Sale

			

			The story of the deal then follows. 

			None of the deals rely on those before or after them to understand fully, so you can dip into the book as you choose. You might think about selecting chapters by your interest in learning about the company purchased, the private equity owner, the deal dynamic, or the ownership period of the business. 

			
			

			Alternatively, you can read the book cover to cover if you wish.

			Without further ado, let’s turn to Part 1, an overview of the industry. We’ll look at the power of private equity and move on to the perspectives of GPs and LPs.

		

	
		
			
			

			Part 1: Industry Overview

		

	
		
			
			

			Chapter 1: The Power of Private Equity

			Private equity was a cottage industry 30 years ago when I started in the investment business. A small number of institutional investors understood the investment strategy and committed to funds in their portfolios. Most others perceived private equity as a risky, illiquid strategy that fell beyond the comfortable confines of a 60/40 portfolio consistent with the Prudent Man Rule.2

			Leveraged purchases of privately owned, cash-flowing businesses run by founders dominated private equity deal activity back then. The first spotlight shined on leveraged buyouts came from two books published in 1989: The Predator’s Ball, which told the story of Michael Milken’s high-yield bond financing revolution; and Barbarians at the Gate, which described KKR’s purchase of RJR Nabisco for an astonishing $24 billion. A year later, Milken’s Drexel Burnham Lambert filed for bankruptcy. The combination of the extravagance in the ebullient times and the controversy around Drexel’s collapse kept institutions at bay for a decade.

			That all changed over the last 20 years. Private equity went from a small allocation from a few thought leaders to a massive, powerful juggernaut desired by all. It went from hiding in a corner of the private business world to touching every corner of the global economy in plain sight.

			The Yale story

			The inflection point for the industry may have been when the late David Swensen published Pioneering Portfolio Management in 2000. Swensen was the long-time Chief Investment Officer for the Yale University Investments Office and my first mentor. His book included a description and rationale for each asset class in Yale’s policy portfolio. He described the role of private equity as the following:

			Properly selected investments in leveraged buyouts and venture capital contain the potential to generate high returns relative to other equity alternatives, providing a means to enhance overall portfolio results. The superior private equity returns come at the price of higher risk levels, as investors expose assets to greater financial leverage and more substantial operating uncertainty.3

			At the time, Yale’s policy asset allocation had six asset classes with the following expected return and risk characteristics.4

			[image: ]

			Notes:

			(1) Private equity included venture capital and leveraged buyouts.

			(2) Risk is measured as the expected standard deviation of returns.

			Private equity had by far the highest expected return and became the most important return generator for Yale. 

			Yale expanded its investment categories to eight in the 20 years since. The attractive characteristics for private equity are similar, and Yale’s appetite has increased.5

			[image: ]

			Some institutions include venture capital in the definition of private equity, as Yale did when Swensen published his book. Infrastructure, real estate, and other real assets also share characteristics with private equity deals. This book focuses on leveraged (and unleveraged) corporate buyouts. 

			
			

			Where is private equity today?

			Private equity has become a massive industry totaling $6.5 trillion.6 Higher expected returns in private equity are an essential component of portfolios as asset owners strive to meet their return needs and spending obligations.

			The power of private equity goes beyond these figures. At any point in time, private equity managers receive commitments from investors to deploy capital in the future. Currently, private equity firms hold another $1.5 trillion of dry powder awaiting deals for purchase.7 

			The types of deals conducted by private equity firms expanded widely over the last 30 years. In addition to purchasing privately owned businesses from their founders, private equity managers regularly take businesses private from the public markets and buy businesses owned by other private equity firms. 

			When you put it all together, private equity is the most important sector of institutional portfolios and the global economy. Private equity owned businesses are everywhere around us and touch every aspect of our daily lives.

			Public awareness

			The story of private equity is well known today in institutional investment circles, but its awareness in the public eye is only starting to get out. Jennifer Prosek from Prosek Partners calls private equity “the emerging market for branding.” As an example, a December 2022 Bain & Company study asked wealth managers for the names of firms that offer alternative investments, here is what they found:

			[image: ]

			Note: Alternative assets defined as real estate (excluding personal residences), private equity (i.e., buyout, growth equity, and venture capital), hedge funds, infrastructure, and private debt.

			
			

			Source: Bain HNWI Survey, December 2022.

			Public awareness of private equity is starting to increase. Some of the largest alternative asset management firms—Blackstone, Apollo, KKR, and TPG—are public companies, and the mainstream media regularly reports new deal activity. 

			More recently, some deeper dives found their way into print. In 2022, Sachin Khajuria penned Two and Twenty, a book providing an insider’s look at how private equity firms gather information, source deals, conduct research, and operate companies based on his experience as a partner at Apollo Global Management.

			Criticism

			When you stick your nose out, someone will try to cut it off. Skeptics have cast doubt on the value proposition for society as private equity has grown in prominence. In 2023, Brendan Ballou published Plunder and Gretchen Morgenson published These Are the Plunderers, which highlight stories of companies and industries that floundered under private equity ownership. They accuse private equity firms of piling debt on portfolio companies, bleeding businesses of assets and profits, and slashing jobs for employees.

			Some of the 10,000 US businesses owned by private equity firms will inevitably have problems.8 By painting the entire industry in a negative light because of a few stories of companies gone wrong, Ballou and Morgenson are missing the forest for the trees.

			Another recent critique of private equity relates to the valuation practices of managers. After stock market prices sold off in 2022, private equity marks did not report similar valuation declines. Cliff Asness of AQR Capital calls the practice “volatility laundering.” He believes that the smooth returns reported by private equity firms create the potential for lower expected returns, understatement of risk, and misguided behavior from investors.9

			I have no doubt that private equity isn’t perfect, but I agree with David Swensen when he referred to private equity as a superior form of capitalism.10 Private equity managers have a long time horizon, control, and the ability to drive returns by influencing management, operations, and financing. Like it or not, private equity is one of the most powerful forces of ownership in the global economy. It’s here to stay.

			[image: ]

			A look at the scoreboard indicates that the returns generated by private equity managers have been extraordinary. According to Hamilton Lane Data via Cobalt, over the 20 years ending December 31, 2022, the entire private equity industry generated a compounded, time-weighted return of 14.6% per annum, surpassing the 9.8% return of the S&P 500 net of all fees and expenses during that period.11 These returns provided a windfall for asset owners, including endowments and their students, foundations and their beneficiaries, pension funds and their retirees, hospitals and their patients, and families all over the world. 

			The going has been very good indeed, but what’s past is past. Before diving into how it all happens, let’s turn to an important reminder that past performance is not a guarantee of future results.

			

			
				
						2 Established in 1830, the Prudent Man Rule provided a framework for how fiduciaries should manage the investments of a trust, requiring a standard of “prudence, discretion, and intelligence” in managing investments. The Rule initially applied to each individual investment in a trust, only allowing those with probable safety of capital invested and probable income. In other words, stocks and bonds.


						3
 David F. Swensen, Pioneering Portfolio Management (The Free Press, 2000), p. 224.


						4 Yale Endowment Update, 2001.


						5 Yale Endowment Update 2021.


						6 Hamilton Lane Data via Cobalt, December 31, 2022.


						7 Hamilton Lane Data via Cobalt.


						8 PitchBook.


						9
 Cliff Asness, “Why Does Private Equity Get to Play Make-Believe With Prices?” Institutional Investor, January 6, 2023.


						10 “A Conversation with David Swensen,” Council on Foreign Relations, November 2017.


						11 Critics of returns will cite the need for a risk-adjustment, illiquidity discount, and volatility smoothing when comparing private equity returns to the S&P 500. They are correct, but there is no denying the going has been good.	


				

			
		

	
		
			
			

			Chapter 2: Requisite Disclaimer

			Every presentation from a money manager seeking to raise capital contains a legal disclaimer required by the SEC and regulators around the world.

			An example is the one my wife Vanessa reads at the beginning of each episode of the Private Equity Deals podcast. It applies to Private Equity Deals as well:

			All opinions expressed by Ted and podcast guests are solely their own opinions and do not reflect the opinions of Capital Allocators or their respective firms.

			This podcast (and book) is for informational purposes only and should not be relied upon as a basis for investment decisions. Past performance is not indicative of future results.

			Clients of Capital Allocators or guests may maintain positions in securities or managers discussed on this podcast.

			In addition to this legal disclaimer, I want to share how I chose the stories that appear on the podcast and in this book.

			Private equity firms are biased towards sharing stories of successful deals when discussing transactions in public. I tried to mitigate cherry-picking by requiring that each deal presented on the show be a current portfolio company or a recent exit. There’s still a positive selection bias by the dealmakers in what they share, but at least the universe is narrowed to current market transactions. Deals under ownership may be off to a  good start, but there’s still a long way to go until realization.

			In the first season of Private Equity Deals, I selected eight well-known private equity firms and allowed them to choose a deal to discuss. There’s survivorship bias at play in that each of the firms is large with a long, successful track record and plenty of great stories to tell. They may not continue to be large and successful in the future, but their historical success did not come by accident. 

			In the second season of Private Equity Deals, I shifted from firms the audience knows to companies the audience knows. Irrespective of the awareness of the firms to the institutional community, I focused on companies familiar to the listening audience, ranging from their brand awareness to their presence in people’s lives.

			
			

			From the first two seasons of the podcast, I selected a subset of deals that describe a broad range of prior owners, investment theses, deal types, sizes, and operational playbooks. By no means is this set of case studies a comprehensive representation of the industry. Private equity is far too large, wide-ranging, and evolving to encompass every corner of the industry in this book.

			The positive selection bias of these deals has another quirk of timing. I conducted these interviews in 2022 and 2023, covering deals that occurred in prior years. As such, each deal occurred before the change in interest rate regime kicked off by the Fed in March 2022. Private equity firms financed these deals less expensively than they will for deals going forward. On the other hand, each manager dealt with the Covid-19 pandemic during this period. Some found buying opportunities; others watched revenues of an existing investment drop to $0.

			All of this is to say that the stories and lessons in this book should be read alongside another important disclaimer: 

			Past performance is not indicative of future results and should not be relied upon as a basis for investment decisions.

			With that out of the way, let’s get going. 

			Our first port of call is an overview of the industry, as shared by two LPs and a GP.

		

	
		
			
			

			Chapter 3: The Limited Partner’s Perspective: Part 1

			Hamilton Lane

			Before we dive into case studies that reveal how GPs conduct their craft, it is helpful to take a step back and get a bird’s eye view of the industry from both LP and GP insiders. 

			Private equity managers set up investment vehicles as partnerships, where the manager is the general partner (GP or sponsor) and the investors are the limited partners (LPs or capital allocators). By definition, GPs and LPs are partners sitting side by side. 

			GPs and LPs share the economics of success. LPs receive the lion’s share of the gains, while GPs receive an annual management fee and an incentive fee for performance. This sharing sometimes gets lost in critiques of the industry. GPs can earn extraordinary fortunes when deals are successful, but for GPs to prosper, LPs must make far more. In rough math, for every dollar earned by a GP, LPs make four.

			The big money in the hands of private equity GPs comes from somewhere—and that somewhere is closer to home than many realize. 

			Private equity professionals who buy businesses provide only a small sliver of the capital to conduct their trade.12 Most of the money fueling the industry comes from LPs: the institutional asset owners and individuals who invest in funds managed by GPs. These capital allocators manage pools for retirement funds for public workers and corporations, university endowments, nonprofit foundations, hospitals, insurance companies, sovereign wealth funds, and family offices. More recently, individuals are finding their way into the industry. In other words, the ultimate owners of these businesses are retirees, students, nonprofit beneficiaries, hospital patients, and people with savings. The money comes from and benefits you!

			
			

			LPs source, research, evaluate, select, and monitor private equity managers to include in their investment portfolio. They have a broad and deep perspective of the most important issues facing private equity firms. 

			Distinguishing between private equity firms makes a material difference in outcomes. Over the last 15 years, the best private equity firms returned 24% each year more than the median firm. By comparison, in the US equity markets, that gap is only 2.0%. In the bond market, it’s 1.4%.13 The wide dispersion of returns across the private equity industry offers LPs an opportunity to earn excess returns by picking better managers. 

			I had an opportunity to discuss how sophisticated LPs conduct their craft with leaders of two of the world’s most influential investors in private equity strategies. Both have participated in the explosive growth of the industry over the last 20 years. Their perch provides an unparalleled view of the industry. The first is Mario Giannini, Executive Co-Chairman of Hamilton Lane, which invests $150 billion in private equity funds and advises on another $800 billion of investments for asset owners. 

			Mario and I spoke on July 18, 2022 and discussed the history of the private equity industry over the last 30 years; the characteristics of private equity firms that succeed and struggle; and his views on a host of issues for LPs, including GP/LP relationships, portfolio construction, data analytics, middle-market private equity managers, continuation funds, co-investments, environmental, social and governance (ESG), and the future growth of the industry.
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			Ted Seides: Let’s start with your background—how did you get into the business way back when?

			Mario Giannini: Sometimes I don’t even know how I got into the business. It was a series of fortunate events, as it turns out. I started out professionally as a lawyer—I say that as like being a reformed smoker. You talk about that life and you go, “Oh, my gosh—lawyers, they’re horrible!” The reality was I wasn’t a very good lawyer. It requires a patience and an attention to detail that I simply didn’t have. 

			
			

			A group of us took over a company and sold it, and I was on garden leave. I had no idea what I was going to do, and I ended up coming to Hamilton Lane—it had just started—and I never left. I was like the bad penny. I thought I would stay here for a little while and then take off, but I never did. I’ve been here for 30 years. 

			Someone referred to me once as the “accidental chief executive,” and that’s what I am. I enjoy it, but there was no rhyme or reason to it. I meet lots of younger people that have their lives all defined—they know exactly what they want to do, how they want to do it, when they want to do it; and they look at me and ask, “So how did you do this?” My answer is, “I don’t know. You make a series of small decisions and all of a sudden, you find yourself saying: ‘Wow—here I am!’”

			Ted: Take me through those 30 years to where we are today.

			Mario: At the beginning, we were just a bunch of people who were finding our way, figuring out what we wanted to do, explaining what the industry was. People didn’t really know what private equity was. They knew there was this venture group that did stuff no one understood with companies that were a dream, but the buyout part of it was a bunch of people that were buying and selling companies and explaining to people why that was a good thing to do and why it made money. And not just money for the very wealthy—the people we all yell at and say are too wealthy and don’t deserve it—but money for LPs, for institutions, for endowments, for people that matter. And it began to grow.

			In the 1990s, everyone looked at private equity as the internet of the venture world, but then that collapsed in 2000 and everyone said, “I don’t want to be in this anymore.” I can recall in the 2000s having to explain to people what the hell private equity was and why they should want to be in it, and that was a challenge; and then all of a sudden, the industry exploded—as we know—into the great financial crisis. 

			I know it sounds terrible, because there was a great deal of loss and suffering during that period, but that is when private equity established itself. It was the greatest thing that happened to the industry, because at that point, everyone hated the public markets. Everyone hated hedge funds because they lied. They didn’t tell you what the risk was and what the return would really be. 

			
			

			Real estate collapsed. Everything fell apart except private equity, and everyone went, “Oh, now I get it. I get the drill.” Then it just exploded from 2008. The industry has been on a drug high since then, in terms of people wanting to be in it. You don’t have to explain anymore, “Should you be in private equity?” Today, it’s: “How much and which areas?” 

			The industry now is part of everything—whether it’s private equity, private credit, infrastructure. The illiquid part of portfolios is now an established part of how you invest. If you’re not in it in some way, you don’t have a balanced portfolio that’s going to perform. I know that’s 30 years encapsulated, but it’s basically gone from nothing to something in 30 years.

			Ted: Can you give me a quick summary of what Hamilton Lane is today?

			Mario: We’re gigantic! We are now about 550 people—which doesn’t sound very large compared to a lot of companies, but when you started out from four people 30 years ago, it sounds huge. We have $150 billion in assets under management, with another $800 billion under advisement. So we’re near $1 trillion in terms of assets that we touch, and that is large, but when you think about the industry, there are a lot of big players. That’s what’s extraordinary. When we first started, the assets under management were—what? A dollar? Going from that to almost $1 trillion for just one firm says something about how far the industry has come in 30 years, and how much capital and how much influence it has. It’s an extraordinary story over a fairly brief period of time, when you look at it that way. 

			Ted: What have you learned over the years about growing an asset management business?

			Mario: Growing a company in a growing industry is much harder than a turnaround, oddly enough. In a turnaround, you are focused on an existential crisis. The problem with growing a company is that you have a number of different choices. You have a number of different paths you can choose; you have a number of different cultures you can create; and you’ve got to get everyone focused, rather than having an exogenous event making them focused. It’s hard. 

			One of the underappreciated stories about the private markets is the talent required to build some of these firms into what they are today. People shouldn’t underestimate the genius, in some cases. When you look at Blackstone, KKR, EQT … It’s not easy, and lots of companies fail in this process. You don’t hear about Forstmann Little; you don’t hear about Hicks, Muse—and they were dominant companies in the 1990s.

			
			

			If we’d had this conversation in the 1990s, you’d be asking me, “Mario, how big is Hicks, Muse going to be?” And I would answer, “They’re going to be ginormous!” But they aren’t. They made mistakes. You have to catch that lightning bug in a bottle. It’s very hard. You need a great team around you; and you need some clarity around where you’re going to grow and the willingness to make mistakes. You’ve got to screw up a lot. 

			Ted: What have you learned from those firms that didn’t make their culture work?

			Mario: The first thing is the decision-making structure—who is making decisions at the firm? You might think it is one person, two people, whatever, and that there’s some structure, but then you find out that in a lot of these firms, individual people ended up making the decisions and there were no governors around them. They just all went in different directions and went the wrong way. 

			The second thing is a lack of diversification. What cost a lot of these firms was that they bet big on one company, one industry, one place; and as smart as these people are—and they’re really smart strategically, because they’re investing for the longer term—they inevitably make mistakes. And mistakes are costly when you put too many eggs in one basket. 

			The third thing is greed. Some of the economics at some of these firms are not shared appropriately and they lose key people as a result. Too many people want to keep too much of the economics, and it blows the culture up—especially when they claim the culture isn’t like that. I always like that part: “No, no. We’re all about all our people and our clients.” But then you look at it and ask, “Well, how come you’re taking everything, then?” “Well, because I’m a genius. I’m the smartest. I deserve it.”

			Ted: Let’s go through each of those. If we start with decision making, what do you think makes for an effective decision-making organization within a private equity manager?

			Mario: There has to be shared decision making. It is very hard to have a firm where someone does everything alone. Something that’s always struck me as interesting about the private equity industry is that many of the leading firms have a shared decision-making structure. At KKR, it’s two people. At Carlyle, it’s three people. At many of the great firms that have done really well in our industry, it’s not one person and it’s not 15 people. 

			
			

			So you need a cohesive group of people and a decision-making structure that is not totally centralized, but that is centralized enough that it is not diffused around the entire organization. That’s hard to achieve because it means that people have to trust each other and be willing to have a realistic back-and-forth. 

			Ted: What about when they start to transition down to the next level of leadership—how do you assess successions in these longer-lasting private equity firms?

			Mario: There are two ways to answer that question. First, you try to maintain contacts throughout different levels of the GP organization. Pick any firm—we have people who know people within different functions, within different areas, within different age groups. So you try to maintain all of those contacts. You have to; because if X, Y, Z person is gone and that was Mario’s connection, then you suddenly have no connection. That’s an unsustainable business model for us. 

			In private equity, there’s always been a real concern about succession planning—and there should be, because the personalities are so outsized that you might think they can’t be replaced. But guess what? They are slowly being replaced. I think most firms, particularly the larger ones, have done a decent job of the succession planning—at least on paper—and are bringing in people that are very good. The real test will be how those successors fare in a downturn. We haven’t had one for 13 years and the jury’s out on whether we’ll have one now, but while we all worry about the big firms and how they do succession planning, the early signs are that they’re doing a very good job of it. 

			It’s the mid-sized firms which we’ll have to watch, because many of them are dominated by a couple of people. I’m not sure that a lot of them are setting up their succession planning in a way that would make you think, “I’m comfortable that this will work and we’ll have a new team that can take things over seamlessly.”

			Ted: Let’s turn to the question of concentration. To the extent that concentration has been one cause of great firms declining, how would you think about it from a sector focus, where some firms have made it thanks to specialization?

			Mario: From our perspective, concentration is probably okay. Take healthcare—it’s such a vast sector. Are you doing biotech in healthcare? Are you doing instruments? Are you doing delivery services? They don’t all act together. You worry about concentration in an industry when there is only one thing that happens. If I’m concentrated in banks, well, they rise or fall at the same time. Natural resources was a big thing—everyone was in oil and gas for a period of time. But it’s essentially a commodity play and no company will survive when that commodity goes down. They’re going to struggle. So that’s how we look at the industry part of the equation in terms of concentration. 

			
			

			Ted: Let’s touch on greed—always a fun topic in this world. There are different ways you can think about greed and ownership of equity. What have you found has been optimal for successful organizations?

			Mario: That’s a hard one, because they’re all so different. It depends on the organization, and it depends on who’s doing what. This is an industry that generates an enormous amount of money compared to other industries—it’s almost obscene how much money it generates. How you divide that within particular companies is very idiosyncratic, because it will depend on the decision-making structure and how you want to reward people. 

			What’s more important is that what you’re saying is consistent with what you’re doing. If you’re saying to people, “Everyone here has an opportunity to make X,” but that’s not how you economically divide the pie, you’ll be an inherently precarious institution. You’re going to have people leaving. You’re going to have problems. So you have to look at what an institution says they’re going to do, how they attract people, how they get portfolio companies—and then whether in fact they do that. There’s no “one size fits all.” And part of it is cultural: Europeans do it very differently from how US firms do it. 

			This is an industry that is really disliked—it’s extraordinary how disliked we are. And we do it to ourselves, with the amount of money sloshing around and the way, as an industry, we act like: “Well, we deserve it because we’re getting you returns. Stop complaining. Just give us more and we’ll give you more returns.” It’s not a great look.

			Ted: That brings up the question of turnover. What’s your process for assessing partner-level or team-level turnover; and what’s your prognosis for a firm where there is turnover?

			Mario: LPs always tell GPs they hate turnover: “Turnover is bad; turnover is awful because my partner is leaving.” But for me, the reality is that turnover is necessary and important. Show me a successful organization that has had no turnover. I can’t find one. I defy anyone to find one. We are our own worst enemies as LPs when we say, “You cannot have turnover.” 

			
			

			For us, the question is: why is there turnover? Are good people leaving because there’s not enough opportunity; because the place sucks? Is it a natural process because someone wasn’t good enough and they’re bringing in someone better? Or have some of these people made so much money they don’t need to work anymore? It sounds horrible, but there are some mid-level people at some of these firms who have been there for 15 years and have made more money than almost anyone on Earth will make, and they just think, “I don’t need this anymore.” That turnover is a little different. 

			Then you have to ask, “Is that person someone who really contributed to the success of the firm, or can they be replaced?” That is something you need to figure out piece by piece.

			Ted: I’m curious to hear your perspective on how GPs treat LPs.

			Mario: This is a tense subject, because GPs abuse LPs and LPs abuse GPs. It cuts both ways. GPs always tell you that this is a long-term relationship, that you can’t say no once you’re in, but that’s just not true. Even if it is a marriage, a lot of marriages end in divorce. So you hear: “Oh, my gosh, you can’t leave me!” “Well, yes, I can. You didn’t perform”—or whatever reason—“so I’ll leave.” The thing is that most GPs don’t understand where LPs are coming from. 

			Before the pandemic, we used to run a conference where we’d have a bunch of GPs and all our LPs in a room, and we had a fascinating discussion once on return relative to the public markets. Some of our LPs were saying, “You didn’t give me more than the public markets,” and the GP’s response was, “So what? I got you 21. Leave me alone.” You could see heads exploding on both sides. The GPs were saying, “I got you more than you deserved. Give me more money”; and the LPs were saying, “You didn’t get me shit. Come on!” That’s part of the dynamic. GPs simply do not understand LPs. They look at them as a source of money: “Give me the money. I’ve got you what you wanted. Now leave me alone.”

			Ted: What additional insights do you have from serving on advisory boards—being that one step closer to the bridge between the LP and the GP than if you were just an LP?

			
			

			Mario: People will hate this, but I don’t care. I think advisory boards are a total waste of time. I have learned nothing—absolutely zero. Advisory boards are a place where LPs want to feel important and feel good, and GPs want to make them feel important and good. 

			You have this weird dynamic of everyone in a room going, “Wow, we’re really important and we’re here.” It’s like, “I need a seat at the table.” But what’s going on at the table? Not a whole lot—because, honestly, what GP is going to tell you a bunch of information in an advisory board that they’re not going to tell a lot of their other LPs? They’re just not going to do that. 

			The only way advisory boards help is that you get to talk to other LPs in a very informal setting. That part is valuable, but you’ll get much more information from having a relationship with the GP where they respect that you won’t send it to a bunch of other people, and that it’s a two-way street—you’re going to give them information and they’re going to give you information. Then it works.

			Ted: Let’s turn to some of your perspectives on different segments of the private markets and some structural topics that are top of mind. The first is the pricing environment—where we are at this stage.

			Mario: Teddy Forstmann was one of the great investors in the history of private equity. I remember sitting down with him once and he said, “Mario, you know where price is in the 10 most important things in a private equity deal?” I replied, “No.” He said, “It’s number 11.” I thought, “Oh, shit—I didn’t know that! It’s number 11 ...” 

			We spend so much time on pricing and obsess over it like it’s the only thing that matters, but it just is not. Sure, it’s important, especially at the extreme. Late last year—especially in some of the high-growth areas—you looked at things and thought, “God, it will have to be priced to perfection in order for this deal to work.” In those cases, price does matter, and I don’t want to minimize it, but we really do obsess over pricing, often to the detriment of a decent investment.

			Ted: What about portfolio construction in private markets—how do you put portfolios together?

			Mario: That’s the great weakness of most private equity investors. This is an anecdotal asset class. Everyone talks about their best deal, their best fund. They never tell you numbers. They just say, “I had a great deal. It was a 10×.” Yeah, well, how many zero x deals did you have? 

			
			

			We say to people, “In the public markets, 90%-95% of return is from asset allocation and then the minimum amount is from the actual selection of securities.” In the private markets, in people’s heads, it’s 99 to one the other way. It’s all about picking the right fund or the right company. I don’t think that’s true. I think portfolio construction is at least 50% of return in the private markets, but in order to do proper portfolio construction, you need data; you need analytics; you need to do something more than spend your time having dinners with GPs saying, “Oh, this seems good. I’m just going to do one of these.” 

			I don’t think the industry as a whole has spent enough time on data and analytics to be able to do portfolio construction and to determine, “If I’m going to put in a little more growth, what happens to my risk-return profile?” But it will get there. In 10 years’ time, you and I will have this conversation and we’ll be talking about portfolio construction and whether we’re leaning more into growth, more into this, more into that, whatever, but today, my Lord, it’s a backwater.

			Ted: In an ideal world, when you think about those data analytics, what type of dashboard would you like to look at in assessing your portfolio and the decisions to make?

			Mario: Ideally, you’d want it to look like it does in the public markets, when you’re looking at your portfolio and you’re looking at risk metrics. You’re looking at what happens if interest rates go up—how does that affect your portfolio; what happens if commodity prices go up; what happens if there’s an economic downturn. And then you’re overlaying that with what has happened to private equity when stock markets have gone down 20% in a year. Boom! Here’s what has happened in the past. Do I think that will happen now? How are different sectors affected? 

			For a public market person, this is second nature. Private equity is the only industry that doesn’t believe technology and data will change the way we operate. We tell every other industry that we buy or control, “Oh my God, technology and data are going to change your industry,” but for us, no. We don’t spend any money. Ask an LP how much money they’ve spent on technology and data, and they’ll change the subject. Ask a GP the same thing and most of them will say, “I don’t need it. I just need to raise money. What the hell’s that all about?” It will change, but it will change slowly.

			
			

			Ted: I imagine, with that view, you’re trying to get that data. What bottlenecks are you running into in not having it today?

			Mario: We’re fortunate in the sense that we have a huge database, just because when you have $1 trillion in assets that you’re running in real time, you already have a lot of that data. If I said, “Let’s go get all of the data in private equity,” I think we would have, maybe, half of all that’s ever been invested in the history of private equity—which may be a lot more than most. I don’t really know what some other people have. But you’d have to get all the GPs to agree, “Okay, we’ll put our data in and we’ll put it in for real.” Good luck with that! Maybe some of the larger ones would. They’re public, and maybe they wouldn’t have as big an issue with it; and you can always get it under the Freedom of Information Act. But some of the smaller venture firms—no way.

			Ted: You mentioned earlier that succession is more challenging for mid-market firms. You often hear—particularly in frothy pricing environments—that the mid-market is where people want to go for more rational pricing. I’m curious about your perspective on investing in middle-market funds as opposed to the large guys. 

			Mario: We invest across all of them, so I feel like we have familiarity with large, small—all the areas. I would say the pricing myth is exactly that: a myth. There’s as much competition in the mid-market as there is at the larger end of the market. There are probably more players in the mid-market, so that’s a factor, but at this point, again, any company that wants to sell or have any kind of financing now knows private equity is an option. We always hear it. There are two big myths in private equity. The first is a statistical anomaly I love to cite: every private equity firm on Earth is a top-quartile firm. It’s unbelievable.

			Ted: Yeah. You should see the ones on Mars, though—they’re pretty weak.

			Mario: Well, that seems to be the only place where you get the second, third and fourth quartiles. They must be somewhere. I don’t know where they are. Sorry—I’m going to have to steal your Mars thing! I know where the bottom quartile is: they’re on Mars.

			The other myth is, “We have proprietary deal flow.” No, you don’t. You might have a proprietary deal. But you do not have proprietary deal flow, because the reality is everybody knows private equity is around, so there’s no way to get a deal without someone saying, “Hey, I’m going to call my private equity firm or my banker.” 

			
			

			What we also see—which is interesting, and which perhaps is part of why people don’t understand private equity—is that the larger firms have a narrower dispersion of return. In other words, the difference in return is not that great between X, Y or Z big firm. Don’t tell them that, because they’re also all top-quartile. In the mid-market, there’s a vast spread of return. By the way, that spread has increased over the last 10 years, which is contrary to what you would think would happen in a more efficient market. 

			Everyone always says, “More capital, more people, the spread will come down.” That hasn’t happened, and I have no explanation for why, but you can see why people think pricing is better in the mid-market, because there’s more opportunity to get outsized return or better return than what someone else in the mid-market has. I think they ascribe it to pricing, but that’s not what’s driving it.

			Ted: Just as an order of magnitude, I’m curious what those relative spreads look like.

			Mario: At the larger end, you’re talking a couple hundred basis points difference, which is a lot. I don’t mean to minimize and say, “Oh, they’re all the same.” They’re not. But when you start getting into middle market, you’re in hundreds more; and when you start getting into venture, you’re even above that. You know what’s funny? Even I fell into that trap. In the public world—in bonds or even in stocks—a basis point matters. Ten basis points, you’re salivating. In the private markets, we’re like, “100 basis points here, 100 basis points there, it’s no big deal. Who cares?” It’s a funny world.

			Ted: I’d love your perspective on what’s happening with continuation funds.

			Mario: I’m going to go counter to consensus on this again. The consensus is that continuation funds are terrible because you’re taking companies that should be sold to somebody else and the GPs are keeping them. The idea of continuation funds is an interesting one. Thirty percent of deals in private equity—and this is over time—have gone from one GP to another. That’s been the exit avenue. And everyone goes, “Oh, they’re terrible.” But we’ve run numbers: the return is basically the same. There’s no real difference between a GP-to-GP deal return and a non-GP-to-GP deal return. So there’s no advantage or disadvantage. 

			If I’m a GP and I’ve got a good company, why would I sell it to another GP? The continuation fund is a very interesting way to stay in control of that deal, because presumably you know what you’re doing and want to move it from one LP base to another and have a better LP base in terms of who wants to stay in the deal compared to who wants their money out.

			
			

			We can argue about the economics—about whether those are fair. I think there were some deals done on an economics basis where you think, “There’s greed, but then there’s hyper greed.” But why I think continuation deals are interesting is that, by and large, today you are seeing the better companies go out in those deals. Where you worry is where it becomes, “Oh, shoot, this is so easy—I’m just going to throw out any deal.” I don’t think we’re at that point yet; we’re still at the point where the deals are pretty good deals. 

			Ted: What are you seeing in terms of broad-based LP saturation or indigestion because of both the denominator effect in the public markets and the run-up in private assets last year?

			Mario: If it’s not the single-biggest issue in the private markets, it’s one of the top three. It has taken GPs by surprise. There are two things going on. The first is the one you cited, which is LPs. The good news is they’ve done really well, so their net asset value has exploded and that has put them over allocation. Then you overlay the denominator effect and you have a double whammy. They don’t have enough money—and it’s not even that they’re worried about what’s going on in their portfolio. They just want more money to invest in what they know is going to be a better cycle, or arguably a better cycle puts them over allocation—but they don’t have it.

			Then you couple that with the other side, which is that the GP world has exploded in terms of both the size of funds that they want and the number of associated funds they’re all raising. These two forces are colliding, and I think that will lead to a reasonable shakeout under any market scenario. I don’t care if the market flattens out here, goes up there a little. It will take a market going up 50% for some of this to ease and that’s not going to happen. 

			So how does that work? I don’t know what the repercussions are because this isn’t a normal industry. GPs are like vampires. You cannot kill them off. They will survive, but will they survive with a smaller fund? Will they survive with fewer funds? I don’t know. That’s going to play out over two or three years.

			Ted: When you put on your pure LP hat, how have you made those tradeoffs in partner relationships you want to maintain coming back with fewer dollars to put to work?

			
			

			Mario: Part of it is understanding as an LP what you value. Some LPs value the relationship. So instead of doing 20 funds at $10 million, they’ll do 20 funds at $5 million. Others—and I think we are probably in this camp—say that you can’t keep proliferating funds because you also want to add some new funds. So you should be pruning and picking which ones—again, this goes back to portfolio construction—will give you a differentiated stream; and which—I hate to say this—are essentially all the same, so you can pick whichever one you want; you don’t need all four. And then you add new when you need to add new. People need to make choices. I just don’t know that that’s where a lot of LPs tend to go.

			Ted: You’ve talked a bunch about the private equity markets. I would love to hear your thoughts on venture and growth equity.

			Mario: That’s been the place to be. Let me divide them, because growth equity has become a much bigger, broader thing than it was 10 years ago. Growth equity 10 years ago was probably viewed as late-stage venture. I think now it’s become both growth equity in the sense of late stage and much more mature companies and growth equity around buyouts. 

			That’s a fairly new phenomenon, in terms of the size of that part of the industry. I think it’s because technology is now something that it’s okay to do a buyout around. Fifteen or 20 years ago, that was a no-no: “We don’t do that. It’s too risky.” But then everyone saw the success of a few firms and said, “That’s not too risky. That’s a cool place to be because you get good cash flow.” 

			That growth equity part of the market is in surprisingly good shape. I’m not as worried about that part of the market as some people are. Multiples have come down, sure, but you’d expect that—they were very, very high. 

			The venture side’s a little different. When you look at venture, what people have forgotten is that venture is the most cyclical part of the private equity group of assets. That cyclicality has not changed. I suspect we’re in for a fairly difficult period in the venture world. Unfortunately, that takes time. Look at 2000—and I’m not at all suggesting we’re going to be like 2000. I don’t think we are, but it took nine or 10 years for that to play out.

			Venture cycles play out over five-year, 10-year periods; and I suspect we’re going to go through a five-year period where you’ll have to pick out the venture firms and the venture underlying companies that are going to be okay. It takes a long time—and it’ll take a longer time with some of these because they’ve got so much capital. Some of these companies have so much capital and can cut the burn rate back to where they survive for a little longer.

			
			

			Ted: How have you invested into that market environment over the last few years?

			Mario: More carefully. Not because we were geniuses, but because the pricing priced you out; and you looked at some of the things that were coming in and went, “Okay …” You had to do one of two things: either willingly suspend belief and say either, “These metrics matter and they’re going to matter for the next five years because this is such a powerful trend”; or “I can’t play in this part of it,” and pull back a little. You didn’t have a lot of choice. There wasn’t a lot of middle ground in some of the venture areas.

			Ted: How about real assets and infrastructure?

			Mario: That will continue to grow. There are a couple of important good things; and then there are a couple of things people need to be aware of. I’ll start with the bad, because we’re investing people and we’re always negative. The pricing has not gone down in that space. With the public market correction, the pricing has not gone down. So people need to be a little bit careful around what they’re doing. 

			Also, the definition of “infrastructure” has changed. When a lottery system is classed as an infrastructure asset, you wonder, “Is that really an infrastructure asset in the classic sense?” So there’s a lot of stuff going on in there that investors need to be careful about. But in terms of the underlying positives, take the whole energy transformation. It’s real. The Russian invasion of Ukraine will make Europe far more aware of moving away from fossil fuels. That’s global; it’s real; and money will be invested in it. 

			That will drive an enormous amount of investment. Traditionally, real assets and infrastructure had an inflation component, and most investors are probably under-allocated to infrastructure and real assets. Certainly not in some areas of the world, but if you look at the US, parts of Europe, Asia—they’re under-allocated. So there’s demand. There’s probably a tailwind to most of it. There may be more tactical issues around pricing and what constitutes an asset, but by and large, that’s a part of the market that I think has a real tailwind behind it. 

			
			

			Ted: I would love your thoughts on international markets, both developed and emerging.

			Mario: From the point of view of both fundraising and fund deployment, private equity is a far more international asset class. That has been one of the big trends over the last 20 years. Nobody except the smallest funds has a fund that doesn’t have a huge international component. That’s the reality of the investing world today. Private equity is now part of every portfolio. So that will continue to increase. 

			On the investing side, we probably peaked on international investing a couple years ago. I think there has been a little bit of a pullback, depending geographically on where the investor is; from the US perspective, certainly, there’s been a pullback because of geopolitical issues. People are not sure what the China-US relationship will be. Will an investment in China be okay? I’m not sure that people are comfortable saying, “I’m going to go into an illiquid asset class around that.” 

			In the US, the international part around emerging market returns has been somewhat disappointing. Developed country returns have been fine and people have said, “Why take the extra risk?” But it’s different when you start talking about investors outside the US. European investors, Asian investors and Middle Eastern investors are all very international. So the question is: “Where am I as an investor located and how do I think about the world?”

			Ted: How have you approached investing beyond funds—say, co-investing or even direct investing?

			Mario: We have a huge co-investment program. That is part of every portfolio today. I’m old enough to remember Fidelity when I only had the Magellan fund. That’s how you invested: you just invested in the Magellan fund. Then later, as a mutual fund investor, you had hundreds of choices. It’s the same thing in the private markets. You have more choices and one of them is co-investment. Do you want that in your program? How do you want to put that together? How do you layer it in from a risk-return perspective? 

			That trend started before the great financial crisis. It tailed off a little because everyone thought, “Oh my God, you can lose all your money in a deal; how did this happen?” But then the memory is gone. No one remembers 13 years ago. I suspect we’ll have that same reaction if the markets experience a downturn again.

			
			

			Ted: How have you approached the selection of the investments that you make?

			Mario: It’s very hard. Doing direct deals is a different animal from doing a partnership or a secondary; although secondary continuation funds are blurring. You have a philosophy around the kinds of deals you’re going to do and who you’re going to do them with. If XYZ GP is a good generalist or has a particular bent around value, but all of a sudden it starts bringing you growth deals, you think, “Eh? I don’t know if I want to do this …”

			So that’s part of it. There’s a double layer when you’re doing co-investment: both the deal and the GP. And again, in terms of the portfolio construction, it’s not just, “Oh, this deal looks great. Do I have five software technology deals? Hmm, do I want that?”

			Ted: To what extent do you try to independently underwrite a deal that one of your GPs presumably knows better and more than you ever could?

			Mario: It depends, because on some deals you’re brought in so early that you are really doing the deal together. In those, there’s a much higher standard around what you’re doing. In some smaller deals or more growth-oriented deals, you’re doing a lot of that together. Whereas some of the more syndicated deals or some of the larger GPs, they’re bringing you a package that is so good, you don’t think, “Oh, I’m going to question Bain on this one. What does Bain know?” There it becomes more a question of area of expertise and portfolio fit. 

			The other thing is that GPs do different deals at the beginning of their fund than they will do at the end of their fund; so how does that work for you? If it’s at the end of their fund and they want a very low-risk but lower-return deal, they’ll be looking for more money multiple; that may or may not be what you’re looking for. All deals are not created equal in a GP portfolio.

			Ted: Five years ago, you went public. I’d love to hear why and what your experience has been.

			Mario: Well, the why was convoluted. The why was that we had always been an equity-oriented firm, so a large number of people in the firm had equity. That sounds great in practice—and it is. I firmly believe that equity drives individual behavior and collective behavior, and that it encourages people to work together, because your economic upside is in the whole, not just in your little piece. But once you do that, and one-third or half of your employee base have equity as a substantial part of their net worth, they begin to ask, “What am I doing with this? I get what’s going on. You’re going to sell the firm.”

			
			

			But we didn’t want to sell the firm. So you begin to think, “How can we create a vehicle or a structure that provides liquidity for all of these employees and some way for them to estate plan and do whatever they want to do?” Going public became an option, given that a couple of other firms had already done so. 

			The other part of it was branding—particularly outside the US, where you can walk into a meeting and they’ll say, “Wow—they’re a legit firm. They must be, because the Securities and Exchange Commission said they’re okay to go public.” So those were the two big drivers of going public. 

			I know public equity people hate this, but we went public as a controlled company, which means that there’s an unequal balance between economic ownership and voting control. That was a big deal for us. It was a big deal for our clients, because what people didn’t want is for hedge fund X to decide, “Oh, we’re going to take a big chunk of Hamilton Lane and tell them how to run the business.” We said, “We’ve lived it. We are not doing anything differently today than we did before.” Erik Hirsch, our vice chairman, has been the lead in terms of dealing with the public. But it’s very clear that you shouldn’t look at us quarter to quarter; you should look at us year to year. It’s not an asset class that lends itself quarter to quarter. I feel like our shareholder base knows that. 

			Ted: How have those whys and that thought process played out in the five years as a public company?

			Mario: It’s all played out the way we’d hoped it would. It did create a liquidity mechanism for people. The branding has really helped. Being public has become an important part of who we are. It has helped that a lot of the industry has since gone public too. So you’re not an outlier, where people ask, “Why are you the only one public?” It’s almost more a question of: “Why aren’t the others public?” So that’s been good.

			The interesting part is that while stock price may or may not have anything to do with the underlying company, it still becomes something people look at. When it’s going up, the company may still be doing what it was doing before, but you’re suddenly smarter; whereas when it’s going down, the company’s still doing what it was doing before, but suddenly you’re not as smart. That’s an interesting data piece that we didn’t have before. But largely, I’m surprised at how indifferent both employees and clients have been to us being public. I don’t think anyone’s seen a change in behavior. 

			
			

			Ted: Let’s touch on some of the key trends going forward. One obvious trend is the ESG movement—how much do you think of that is hype and how much of it is real in the investment world?

			Mario: I would say a lot of it is hype. It’s a lot of happy talk. It’s a lot of feeling better about yourself, saying you care about ESG. The real problem around ESG is that everyone has a different definition of what the E and the S and the G mean to them. Everyone has a different take on which is more important and the elements that fall within each of them. So the system is very difficult: “What am I measuring? What am I trying to do and how am I applying that to my portfolio?”

			We’re in the very early stages of figuring out how to deal with ESG. We partnered with a company to try to measure aspects of ESG. I think things like that will continue, where people will say, “Here are the five things that I am going to apply to my portfolio and here’s what I’m going to do as a result of that” —because that’s the other part. “Okay—Mario’s firm violated my view on what’s important on the E. What am I doing about that? Am I liquidating my investment?” No—not in the private market. 

			That’s the part that people are struggling with. My sense is that the E part will continue to be a driver, as everyone now is much more concerned about the environment, so we will begin to measure that a little more. The S part will be very challenging, because that is more geographically different: what an S issue is in the United States is very different from what it is in Japan. We’re going to have to realize that. 

			The G is being borrowed from the public markets. They’re taking a lot of the metrics and things that matter on the G and trying to twist them into the private setting, but we are still in the very early stages there. I don’t really see that right now—just a lot of very happy people, proud of themselves for caring about it.

			Ted: Another big issue is the democratization of private equity alternatives. It feels like the private wealth channel is the next potential big asset allocation shift into these markets. If more and more money comes in, what will the returns look like?

			Mario: Over the 30 years that I’ve toiled in the industry, the question of too much money has come up every year, but every year it’s been okay. In the last 20 years, private equity has outperformed; and the last two years have probably been record years for private equity, at a time when there’s never been more capital. I am not of the view that more money necessarily means lower returns. We were talking earlier about LPs running out of capital. The industry does have a self-regulating mechanism, and that is: “I’m not going to invest more. Go away.” So I’m not worried about the “too much money” part. 

			
			

			The democratization part—the ability to find another pool of capital, because that’s what we’re talking about—it’s not really democratization. It’s: “Give me more money.” In terms of the ability to go after another big source, that train has left the station. I think high-net-worth investors, the wealth channel will be major participants in the private markets—and they should be. They have enough of a portfolio; and most of them are beginning to understand how private markets work, how the illiquidity works, how you deal with it.

			Where we get a little riskier is when I hear, “Oh, we need to extend this to retail, just like the real estate investment trusts (REITs). Remember how the REITs did this, Mario? That’s what we’re going to do.” The REITs did it with an entire shift in the regulatory structure, in the tax structure. I worry about the suggestion that mom-and-pop investors—the people who do not know how private equity works—are all of a sudden going to come into private equity. That seems like a bridge too far today. I’m not in that camp. 

			If you’re dealing with people that can afford the illiquidity, that can afford the differences in behavior, that’s fine. We’ll see what happens—particularly in the United States. The regulatory and political background is very much, “Wait a minute—we have all these protections for public investing, but we’re going to let this world over here exist without protections?” I’m skeptical. 

			Ted: We talked about technology and how you’re trying to use it for portfolio construction. As more and more data gets into the hands of investors, how do you think they will change how they invest in the space?

			Mario: I believe that as more and more data gets to investors, they’ll just invest more and more. In 10 years, 15 years, portfolios will by and large be 50% private, 50% public. There will be more and more private investing, and part of that will be because of data: people will be able to look at what’s in their portfolio and how it behaves, and will become more comfortable that there’s some transparency, some understanding of what’s going on, like there is on the public side. 

			
			

			There’ll be different structures around liquidity—but that’s a different story. Data is the key. If you don’t know what’s in your asset allocation portfolios, how the hell are you going to get anyone to invest a ton of money in them? You won’t. It will always be this weird little part that exists as this separate thing, that people tell you about and you believe is doing well.

			

			
				
						12 Private equity firms generally commit 1%-2% of the investment capital to fund deals and receive 20% of the gains.


						13 Cambridge Associates, LLC. January 1, 2008–December 31, 2022 Average Annual Manager Returns by Asset Class. Global Private Equity (1,177 firms) median 15.7%, top 5% 39.4%. US Large Cap median 8.7%, top 5% 10.7%. Core/Core Plus Bonds median 3.4%, top 5% 4.8%.


				

			
		

	
		
			
			

			Chapter 4: The Limited Partner’s Perspective: Part 2

			HarbourVest Partners

			Alongside Hamilton Lane, HarbourVest is one of the largest investors in private equity in the world. John Toomey is one of two members of the executive management committee at HarbourVest, which invests $100 billion in private equity strategies. 

			John and I sat down on June 20, 2021 to discuss his approach and perspectives on the industry. Our conversation took a deep dive into the evolution of private equity strategies across primary fund investments, co-investments and secondaries. We also explored the best practices of managers, the next wave of growth opportunities, and risks.

			[image: ]

			Ted Seides: Take me back 24 or 25 years ago—how did you find your way to HarbourVest?

			John Toomey: I was a chemistry and physics major, and I fell in love with finance based on what my college roommates were doing. They had summer jobs on Wall Street working in banking. I was building models around atmospheric chemistry, and they were building financial models. We compared notes at the end of the summer, and I thought, “That sounds a lot more interesting to me.” So I went and did a typical “tour of duty” as an investment banking analyst in New York. But I’m Boston born and raised, and I went to college here, so I wanted to come home. 

			In 1997, 24 years ago, there weren’t many private equity firms in the industry. I reached out to all of them. What attracted me to HarbourVest back then was its vantage point on the whole industry. 

			I was hired into the direct co-investment side. We did everything from co-investing in buyouts to late-stage growth equity financing. That diversity of perspectives appealed to me. It was just a cottage industry at the time. As a 25-year-old analyst, I had this incredible opportunity to step into the apprentice model and work with people who were industry pioneers on a day-to-day basis. 

			
			

			Ted: You mentioned there weren’t many private equity firms back then; what was HarbourVest’s investment offering?

			John: It had three businesses and four product offerings. The first was the multi-manager private equity business, the fund-of-funds business, which the firm had become really successful at. We also had a secondaries business and a direct co-investment business. The primary business was split between US and non-US, and we served almost exclusively institutional investors. It was predominantly public and private pension plans, US and non-US endowments and foundations in a commingled offering. The only question for clients was: “Would you like Delaware or Cayman?” It was a much simpler time.

			Ted: What was the breadth of manager options back then?

			John: There was venture and buyout, and maybe some geographic differences. There wasn’t much of a distinction between small, medium and large buyouts—in the late 1990s, a large buyout fund was $1 billion in size. And then on the venture side, it was just venture—we didn’t necessarily have early stage, late stage, balanced, and growth. And there certainly were no industry specialists to speak of. There were some that were beginning to specialize, but it was still very much a generalist market.

			Ted: What was your early experience of the due diligence process like?

			John: I grew up on the co-investment side. I had probably been there for a month when I had to write an investment committee memo. They came into the investment committee meeting. Adrenaline was pumping through my body as I was thinking, “Oh, this is great! I’m going to present this investment opportunity.” I was sitting at the end of the table—it was the typical classic long table. The two founders were sitting in the center of it, facing each other. I couldn’t even see one of them because I was that far in the corner. And Ed Kane turned and looked down the table at me and said, “We don’t pay you to make copies; we pay you because we want to hear what you think.” I just stopped short and presented the investment opportunity. Of course, it didn’t go anywhere, but I remember the experience vividly. And that still holds true today: we want to hear what people think. 

			On the direct side, it was very similar to what you might see for any opportunity today in terms of evaluation of markets, company, products, management team, valuation, forecasted returns, risk and reward. The primary side is probably where the due diligence has evolved the most over the last 20 years.

			
			

			Ted: What was it like then and how has it evolved since?

			John: It’s changed in five ways: data; the benefit from secondaries and directs; operational due diligence (ODD); ESG; and distributable net income (DNI). Back in 1997, it was very relationship heavy. You largely had the data that was given to you by the manager; you had an analysis of the people. “Do I think that these are good investors? Do they have a strategy that’s coherent with the market opportunity? Are they aligned?” All of that is still the same today—that’s a constant. But in terms of the depth of the data—we didn’t have 40 years of data back in 1997 like we do today. We now have this unbelievable set of data and analytics to drill down and identify how a manager creates returns: “Is it multiple arbitrage? Is it largely safe bets with cashflow paydown? Is it M&A? Are they good at that? And who’s actually doing it within the organization—is it still the partners or is it someone else who’s learning the business? And do we want to have somebody learning the business on our client’s dime?” 

			And then there’s ODD, ESG and DNI: these are all new dimensions that are very important today, but that weren’t part of the consciousness—or even the industry—20 years ago.

			Ted: Of all those different levers, which have you found have been either the most successful investments or those that you’ve gravitated toward? 

			John: You hear different managers talk about a playbook. And then there’s what I’d call the packaging of the playbook: what we do and how we do it. Sometimes there’s a little gloss put on the packaging by the managers—that’s a little salesy. But essentially, it comes down to: “We—or our clients—are committing $1, and you’re going to return $2.50 back to us over seven to 10 years. How have you done that historically?” There have been many greater returns created by multiple arbitrage: you buy a business for 8× and you sell it for 12×. That helps—that’s a great way to create returns. But in different cycles, that may not be as readily available. So we want to understand: “What did you specifically do with the companies? What were your strategies? What did you see? How did you change? Was it revenue growth? Was it that you were organizing the business in a more efficient way? Was it M&A add-on?” And then there are what I call operational improvements: the identification of and execution on market opportunities. Where is market size growing fastest? The managers that have been able to do that consistently—cycle in, cycle out—can help insulate you from the inevitable market fluctuations that come. As long as you’re with the best managers in the world, you can generate attractive returns relative to all the other investible opportunities that exist over that timeframe.

			
			

			Ted: How do you process all that information? I’m imagining you’re looking at a new fund and you’ve got reams of data from all of its past deals. What do you do with that?

			John: Just to be clear, our diligence on a manager doesn’t start the day they print the private placement memorandum (PPM). It can’t. The interesting part of the private markets is that the best managers in the world often are oversubscribed, even at massive funds. Apollo, at over $20 billion, is oversubscribed—no one would have thought that before it happened. But it happens because of the tremendous demand for the returns that exist in the private equity markets. If you’re showing up with the PPM as it’s printed, you are late; you are at the back of the line. What I give our teams a lot of credit for is that they have a multi-year pipeline and map of the entire industry. And we are tracking returns every year, every quarter, on every manager that we have access to and we have data on.

			For me, there’s no greater way to test a manager’s credibility than to verify that they did what they said they would do a year or two or three years ago. Then you bring secondary and direct co-investment into the analysis. You take a close look at the underlying portfolios in the older funds and the guidance from the managers about what they intend to do and the type of return they expect to create. And then the fun part is that you measure this against actual outcomes. You end up developing relationships with the management teams, the leaders of these organizations. And you begin to formulate a view of who’s spot on; who’s generally conservative with what they’re telling you; and who might always be glass half-full—which just means you have to be a little more cautious when you evaluate the next offer.

			Ted: You started on the co-invest side, and the activity in that space today is a lot higher than it was. What did it look like in terms of the opportunity flow 24 years ago?

			John: That market has become a bona fide sub-asset class unto itself, but only in the last five or 10 years. In the 1990s, it wasn’t even a cottage industry; it was nascent. But the pattern in the 1990s was in many ways similar to that we see today. Managers had an opportunity where they needed to invest $100 million in a company, but their fund size meant that realistically they could only invest $75 million. So they had a choice. “Do we partner with a peer in the industry—another lead GP? Which means now we’re not investing $75 million; we’re investing $50 million each. And we’re sharing governance and now we’ve got to deal with that. Or do we look at the logical minority investors in private markets—people that we have relationships with, that we know and trust, and there’s some familiarity with them—who have the capital and the team to evaluate and invest $20 million or $25 million investment alongside us. And we remain the lead GP?” 

			
			

			In many ways, the market that you see today started in very much the same way. There wasn’t quite as much demand from the LP side. The other reason why the co-investment markets exist today is because LPs say: “Look, this is just part of our relationship. I’m going to invest X in your fund and I’m going to pay one and a half in 20. And on the co-investment side, I’m going to get lower-cost economics—even no-cost economics. And that allows me to buy down the total cost of investment for me overall.”

			Ted: After two decades of doing that, what is your process for filtering the ideas that come through the transom?

			John: Our firm is organized in such a way that we have dedicated people for each strategy. That’s a deliberate choice. The alternative would be that everyone had manager relationships, and for everything that came from a manager—the new fund they’re raising, a co-investment opportunity, secondary investment opportunities—you’d have the same person on point. From our vantage point, that presents a challenge; and the challenge is the bias of the person who is on point. So from the beginning, we’ve organized our teams around dedicated disciplines. 

			Of course, the person who is the manager relationship on the primary side has an important voice in the process. They may have even sourced the investment opportunity; they provide a perspective on diligence. But we want dedicated co-investment teams who wake up every day and say, “Of the 800 opportunities that we see this year on co-investments, of which 780 are actually going to happen, what are the best 50?” And it may not always be from the same manager. They’re good investments—we’re glad that they’re in our primary portfolios—but there isn’t that enormously tight screen that exists on the co-investment side. That’s how we’ve organized our teams.

			
			

			Ted: When I speak to chief investment officers who manage a single pool of capital, you see that relationship filter all the way down through their activities. You hear a bunch of different rationales on why an LP might want to co-invest. When you have so many different relationships and so many ideas, I’m curious as to what you’ve found works best.

			John: There are a few things that have made our co-investment team as successful as they have been. The first is that HarbourVest views GPs as our clients. To remind you, our name is HarbourVest Partners: it’s not HarbourVest Capital or HarbourVest Advisors; it’s “Partners.” Our whole DNA, our whole mentality, is that we’re here to serve. Of course, we’re here to serve the LPs, but we’re also here to serve the GPs. When you think about GPs as your partners, you ask, “What’s their value proposition? What solutions can we bring to them? How can we be more than just another dollar of assets under management for them?” 

			That’s how we treat GPs: we try to bring solutions to them. On the co-investment side, we’ve found that what they value most is a quick no—which, frankly, is always better than an elongated no. We have this commitment to get back to the manager within a 24-hour timeframe with a quick read, views on valuation and industry coverage. We’re trying to understand the alignment between not just the firm and the investment that they’re making, but who at the GP is making that investment and that individual’s track record on deals like this. That’s a big part of it: looking very closely at those dynamics.

			Ted: That underwriting process—it sounds like you’re underwriting the specific areas of success with the manager, as opposed to necessarily underwriting the company that they’re investing in.

			John: It’s both. We’re not repeating all the diligence that a manager is completing—that’s not efficient, it wouldn’t make any sense to do that. We do review that, of course—we have access to all of that. But I would say that we’re doing all the same underwriting that a lead sponsor would do: an evaluation of the market, of the company, of the management teams, of its products, industry structure, etc. Then on top of that, we layer on our own perspective of the manager’s appropriateness or alignment with that investment opportunity, all the way down to the individual level, so that we can pierce through the organization and look closely at who specifically is leading this deal.

			
			

			The other remarkable thing is our vantage point with hundreds of manager relationships around the world. In the last 20 years, there have been secondary buyouts in this industry, which didn’t exist before 2002 or 2003. What’s been remarkable is that our access to diligence allows us to contact prior owners of companies, or owners of companies in the same industry, and get an off-list reference or insight that is enormously valuable to us in our evaluations. But you have to be quick. You have to be well resourced—we have a dedicated team of over 50 people. And, of course, you need to have capital to be relevant to the managers as well.

			Ted: Once you have participated in a co-invest, what’s the process of ownership like—passive, active, value-add? How do you think about being an owner of a business as a co-investor?

			John: It varies. If you’re a $200 million investor alongside a sponsor that has led it with their other LPs and a $4 billion equity check, then you’re a very small investor and you have a relationship that is more akin to an LP. There’s a separate agreement that governs minority investor rights and tags and drags and all of that. But it’s more akin to investing as an LP. At the other end of the spectrum, the top 25 managers in the world have on average seven product lines. That’s up from two 10 years ago and from one 20 years ago. What’s been incredible in that evolution is that managers who can seemingly attract lots of interest in their new products don’t always line up the closing of the next fund or the new fund with the investible opportunities.

			So on many occasions, we will say, “We will underwrite the entire equity check—$200 million. Now you go and close your growth equity fund, your technology buyout fund, whatever it is. And then you have the right to call $100 million or $150 million from us for the next six or nine months, and to see this as your first investment. And of course, if somehow the world goes upside down, we have the right to put some of that directly back to you, so we’re not alone”—and so the manager is aligned. When you do this, it creates an incredible affinity and depth of relationship with the managers. And in those cases, we may take a board seat or we may have more active rights around some approvals. It’s really situation specific, size specific, and manager specific.

			Ted: How do you think about exit strategy on co-invests?

			
			

			John: Our anchor is alignment with the manager; and that’s true going in too. We want to align with their entry point. What’s their entry value? Do the economics in the market exist in a way that deviates from the alignment with the lead sponsor? That’s something we evaluate closely. If we get that alignment right, then for the most part some managers tie the deal to a co-investment partnership and the GP will decide on the exit, in which case we don’t really have a choice. It’s as if we’re investing as an LP. When that doesn’t exist, even though it’s not structural, we often will align with the GP around the exit anyway.

			They want to know that they can deliver a clean solution to the next owner of the business, so they often will have a drag. We likely have no desire to remain an owner of those investments after the lead sponsor has exited. But sometimes you go from one lead sponsor to the next lead sponsor to the next lead sponsor—and that’s an interesting dynamic, because we often have relationships on both sides and can then evaluate if we want to stay invested with the business. 

			Ted: I’d love to hear about a success story—and maybe a not-so-successful story—from the co-invest program.

			John: One of the great success stories was a company called CSN Stores, which not a lot of people know about. CSN Stores was a Boston-based e-commerce business that sold household goods. They had a whole variety of brands and each household good had its own website. They wanted to do a private round to begin to consolidate their operations and rebrand, with a clear intention of going public. It was a $200 million round and a couple of Boston-based GPs were organizing it. They were going to max out what they could reasonably do within their programs, and they wanted to bring other people in—but not just anybody. They wanted to bring in somebody that was an LP in their funds. We were invited to evaluate the opportunity, and we saw the attractiveness too, so we invested $50 million or $60 million out of that $200 million into CSN Stores, which rebranded as Wayfair and a couple of years later went public. 

			That is a great example of our vantage point and relationships. It was a dedicated team that evaluated the opportunity and my partner, Ian Lane, joined the board. 

			Ted: How about one that didn’t go so well?

			John: I try to blank those out—it’s important to learn from our mistakes, but I don’t try to relive them every day. At various points—1999–2001, 2007–2009—there were times, particularly when there were multiple co-investors, that you needed to make a down-and-dirty financing; or invest additional capital to buy some relief from the lenders; or buy covenant relief for four quarters, eight quarters, whatever. Again, we come back to alignment: if the lead sponsor is 20% of the capital and the co-investors are 80% of the capital, that’s not a very good alignment.

			
			

			But inevitably, even if it’s 80:20, we could be 10% if there were other co-investors. Now you have this decision to make; and it’s impacted by the capital availability and the decisions of the other co-investors, which is why this alignment question is so important. We have certainly had investments where we’ve had to make the tough call to walk away because we had a different view than the lead sponsor. We generally follow the sponsor in those situations, but we are fiduciaries, so if we think the risk-reward isn’t there and there’s a good chance of throwing good money after bad, we walk. We walk when we have to; and we certainly had some of those situations back in 2001 and 2009. 

			Ted: With all the information you gather through the due diligence process, and through co-investments, how does that translate back to your primary evaluation? How do the two sides of the business talk to each other?

			John: On the co-investment side, it really comes through. Of course, there’s an insight at the underlying company level that gets fed back. But the real insight that our primary team captures from our co-investment business is through the manager’s leadership at the underlying company level. That was invaluable at a time during the history of our industry when club deals had become prevalent, and three or four managers would come in. Oftentimes, with our size and scale as a co-investor, we were a minority investor. But we often got information, so we could attend board meetings; we had a front-row seat on what the manager was doing. In a club deal, you have the vantage point of seeing who’s actually doing the work; who’s just a financial investor; who management calls when they have issues; who management defers to in the board meetings. That is invaluable—and then you can bring that back to your primary analysis. 

			At the company level, because it’s broader than just single co-investments, that’s where the secondary business comes in. Because we evaluate all the manager’s prior funds, we have underwritten forecasted outcomes for every fund that we track each quarter; and then you can see how those change. When a manager shows up raising their next fund and gives you a forecast based on the more recent funds, we can calibrate that to the forecast that we’ve been tracking for each of the last 10 or 12 quarters before that.

			
			

			That is where the insight really comes in. We’ve also sourced primary relationships first through the secondary business. We got to know somebody and said, “Wow! This person said X; they delivered X plus 10%.” Insight Ventures is a perfect example. Our first investment with them in 2003 was in a secondary, and Jeff Horing said, “Hey, I’d like to get to know HarbourVest a bit more.” They’ve been a wonderful partner.

			Ted: I’m curious about these examples where you have a relationship with a manager in the primary business. You start to see things through the co-invest business: either you repeatedly pass on their co-invest deals, or maybe you do one and their behavior isn’t quite what you thought it would be. How do you deal with the tensions between that information and how you would underwrite the primary fund manager without that additional information?

			John: Managers do not generally do anything nefarious, but there are times when the real value lies in the shade of conservatism or aggressiveness with which they view the world, and in which they communicate what they’re doing. We’ve had some experiences on the co-investment side where the GP treated us and the co-investors as a mere afterthought; they weren’t positive experiences. And that becomes part of the discussion with the manager, but it also becomes part of the wider discussion around this. 

			Ted: Let’s turn to the secondary business. I know you’ve been doing it for a long time. What are the strategic advantages for an investor in your funds of participating in secondaries versus primary or co-invest?

			John: The classic view of the secondary market is that it’s a great way to start a private equity program. You can invest capital more quickly; there’s no J curve; you get early performance and early liquidity. That view still exists today. Another reason why investors use secondaries is because they like the returns, which are actually quite good. And as part of your program, why not have a part which is broadly diversified? 

			The downside of secondaries is that you can’t always be so precise in picking your portfolio construction in the same way you can on primaries or co-investments. The founder of the secondary business used to say, “You can only buy what someone is selling.” There is a diversification element that benefits the returns and the risks, but it makes precise portfolio construction difficult. 

			
			

			Amazingly, I remember that back in 2000, a lot of markets evolved in the secondary market. The early returns were spectacular; capital followed the returns—as it always does; and then people followed the capital. There were more opportunities. Every market has developed that way and the secondary market is no different. What has been different, though, is that the market has shown a remarkable ability to have another gear in terms of investible opportunities. And what has counterbalanced what should be an inevitable reduction in returns as markets mature if you follow that cycle, is an increase in investible opportunities.

			For 20 years, it was largely a distressed seller market. For the most part, the secondary market existed only because the owner of an LP interest decided it didn’t want to own that asset anymore. What has changed in the last five to 10 years is that the GP community has become alive to this market too: “Whoa, wait a minute—I can use this as my own portfolio management tool. I’m not limited to a corporate buyer, a financial buyer, an initial public offering, or a special purpose acquisition company. Now I have this other market.” That has been remarkable because the size of the market has grown dramatically.

			Ted: In these two use cases from a GP perspective at the individual company level and at the funder level, how are they thinking about working with the secondary market?

			John: It’s all over the place. Is it a portfolio-level deal? Or an asset-level deal? Or a fund-level deal? A manager gets in and seven to 10 years into the life of the fund, they have three or four companies left. They can decide: do they just sell them off one by one; or do they realistically have investors in the fund that maybe are not current with that manager anymore? And can you offer an LP tender and say, “Look, if one-third of my investors have moved on or are thinking about the world differently or have invested with other people, why don’t I refresh my LP base?”

			So you can do an LP tender and have secondary capital like HarbourVest come in and replace a lot of investors that aren’t there. You can do an asset-level deal with the same transaction and concept and say, “We’re going to sell these four companies to a new continuation fund and manage that out. And we’ll give investors the option to roll for those who want to stay invested, but we want to reset the timeline.” And of course, with all those transactions, alignment is critical—understanding how you’re treating the existing investors and how your new capital is aligned.

			
			

			Ted: How has the pricing environment changed on all these secondaries?

			John: It ebbs and flows with the cycle. Where we are now in the cycle, a lot of transactions will run in the 90s or at par. What’s interesting is looking back at our history. We’ve committed $30 billion to secondaries in our history. When you look at the total returns we’ve created for clients, the misconception of this market is, “Oh, it must be all about the discount; so an asset purchased at 60 must be a better return than an asset purchased at 95.” The only predictor from the discount is the likelihood of the seller selling, because it’s always easier to convince somebody to sell something at 100 or 99 than it is at 70.

			If you look at our gains, our returns over our history, there’s a benefit that comes with buying an asset at a discount, but you only get that discount once. And if you buy the right asset managed by the right manager, that manager and those assets can create gains year after year after year, until they get realized. Some of our best returns have been investments we’ve made at par or at 105 because they were with exceptional managers and they were great assets, right at the point of their portfolio when the gains were about to explode.

			Ted: You mentioned a couple of different vehicles: continuation funds, managers looking to extend duration. This is a common problem, as private equity firms—particularly maybe a decade ago—were flipping companies back and forth between each other. Where’s the industry taking this structure of owning good assets for longer without that frictional cost in between?

			John: I’ll use the word “atomization” here, but it’s not quite what’s happening. What I would say is that the access points in the underlying investments are changing. From the beginning of the industry until 10 years ago or so, if you wanted to invest in private equity, your option was generally a 10-year LP. You would make an investment upfront. Then the manager would invest, create liquidity, and send the capital back over time. And you basically had to wait. What has changed is there’s now multiple ways for institutional and non-institutional investors to access the underlying companies. They can access them through co-investments; they can access them through a continuation fund that the manager is doing in year seven; or maybe there’s an LP tender at some point. You don’t have to wait until the end—you can both exit and enter at different points in time. What’s been incredible from our standpoint is that our business—primary, secondary, directs, credit, real assets; in many ways the market—is changing. It’s like we’re at a soccer game and all the action is happening right in front of us from a co-investment opportunity, from a secondary opportunity. It’s grown dramatically because investors desire more access, more exposure to this asset class; and they don’t have to get that exclusively through a 10-year LP. And you can avoid some of the frictional costs that come with selling the company. The longer holds, for those that want them, can be quite attractive, to allow the returns to compound.

			
			

			Ted: I’m going to slice your business in a couple of different ways. What are you seeing outside the US in other geographies across these different product areas?

			John: I think it would be a misconception to think that a market outside the US is just X or Y years behind the US. These markets are developing in their own ways; they’re developing at a much faster pace than the US private equity markets have developed. We’ve been international for a long time. We opened our first US office in 1990, 31 years ago, and our first office in Asia in 1996—we have 10 offices today. And a lot of those markets have continued to grow. For many years, the depth of other markets was nowhere near the depth of the US market. Europe, of course, has been deep for a long time. But outside the US and Europe, the depth wasn’t there. But one of the amazing things about the private equity industry is that one firm can change all of that. 

			It’s like the story of TA Associates: you can see all the firms that have come out of that. It took decades for that to happen in the US, but the same thing is now happening in Asia. Individuals leave and they start new firms and they’re great investors. And those markets continue to grow rapidly at a fast pace. And the private markets—like all financial markets—are also influenced by the rule of law, and by the structure and maturity of the financial markets. How you finance a buyout in different markets in Asia is quite different than how you do it in other developed markets. So you need to have dedicated people. We’ve got four offices; we’ve got 60 people on the ground. You’ve got to be in the market to be able to evaluate and get access to those opportunities.

			Ted: What about some of the differences between buyouts and venture—your two core areas of investing?

			
			

			John: I would take Asia as an example. You can split it between developed markets and developing markets—they’re very different. The developed markets—North Asia, Australia—are predominantly buyout markets. There are mature managers there. Japan—where private equity as a percentage of gross domestic product is probably the lowest of any developed market in the world—is changing. It’s a quite attractive market today. On the venture side, we’ve made some investments in places like Vietnam, but for us it’s predominantly China. We know about the size of the China market, the growth of the China market. Some of the largest exits that we’ve ever seen in the history of our firm have come from our China venture portfolio—the numbers are unbelievable. And if you look at their venture industry—the growing Midas 100 List, the number of unicorns, the number of decacorns—it’s growing. China is increasingly becoming a peer of the US and it could well become the world’s biggest market someday.

			Ted: Let’s turn to how you think about your own business. You’ve had these relationships with lots of terrific private equity firms. What have you learned from their best practices and applied to HarbourVest?

			John: Ours is a culture of continuous improvement. We have a great business; we have incredible people; I’m proud of the work that we do for our clients and for our managers. But we are in a constant state of improvement: “How can we do this better?” So we pick things up along the way. We have all of these relationships—we absorb and evaluate what others are doing, and we take the best bits of what we see to make the firm better. Take succession planning: some firms botch that over time and end up losing the next generation; while others adopt a stewardship model, as we have done. We’re a partnership, and I’m a steward of the business today. Pete and I lead the business along with all of our partners; and when we retire, we will sell our share back to the business.

			Years ago one of the things we picked up from our friends at TA Associates is like a lot of managers, we had a binary voting system. It was either yes or no, and you needed a three out of four votes at the Global IC (Investment Committee) to approve something. We heard from TA that they had adopted a numerical rating, one through five, and you had to have a collective number across the total voting members. They were trying to control for what I’d call the, “I’m willing to go along with it,” investment. So you might have three of four yeses, but three might be mediocre; lukewarm. When you put a numerical rating on it and collectively it doesn’t make the bar, boy, maybe you shouldn’t make that investment. That’s a great example of you evaluate and absorb what others are doing, and you do take a little bit of the best of what you see in how you can make your firm better.

			
			

			Ted: Do you have any other nuggets like that decision-making process?

			John: We run a conference every year for our managers on how to manage the firm. I remember at one event in the mid-2000s, we were discussing the topic of managing senior talent. We’re fortunate that we’ve never been in this situation, but one venture manager said, “Let me tell you what happens when your funds go from $800 million in size to $400 million.” We went on to discuss how to fire a partner. You could see the looks being exchanged around the room—nobody had thought about it because the industry had only gone in one direction. So how do you decide who to fire: is it based on track record? Is it the most expensive partner? Is it the most junior partner? That was a remarkably raw and candid discussion led by somebody who had lived it in the 1999-2001 timeframe.

			Ted: I’m curious to touch on opportunities and risks. On the opportunity side, you recently brought in Vanguard, which presents an opportunity to bring scale in ways that we probably haven’t seen before. How are you thinking about that going forward?

			John: The scale of the industry is an age-old question. If you look at the size of the global public equity market, it’s at about $80 trillion or $90 trillion. When you look at the total private equity market capitalization, it’s at about $8 trillion or $9 trillion. “It’s bigger and better than it has ever been”—that’s what we always hear. Okay, the data is the data, but why can’t it be 20% or 30% relative to the size of the public equity market? Because what has happened in the last couple of decades is the development of a completely independent private capital market. There is still an incredible amount of opportunity and room to run from an industry standpoint. 

			On the opportunity with Vanguard, they’ve been great partners. They are great people and we are fortunate to have been selected by them. I’m sure they went to everybody in the industry, but there are few people who can do what we do with the scale that we have. Of course, you need to have scale to have a partnership with Vanguard. And what’s important about scale is that as long as you have visibility on it and you can invest in it, you can manage that growth.

			
			

			Ted: What do you think about the pricing environment? 

			John: I think a lot about the first generation of the industry—the industry pioneers, the names that we all know, extraordinary entrepreneurs—versus the second generation: the people that we work with every day today. What has changed in the industry—not to take anything away from the pioneers, because they built incredible businesses—is the level of expertise and sophistication in the people making investments today. You have to be better today than you were 20 years ago. There’s much more competition; some parts of the markets have become more efficient; you need a very clear strategy and thesis; you need exceptional execution capabilities to make them happen. It raises the game for managers to execute on their plan to get from A to B.

			Ted: What do you see as the biggest concerns going forward?

			John: ESG has been on our minds for many years. I serve on our ESG council and it is growing in visibility, which is great. But it’s growing in visibility and importance at different rates around the world, which is challenging. A European investor will say, “I want you to screen every deal and I want you to do the best through the ESG criteria.” But some US state pension funds will say, “Hey, I’m a fiduciary over people’s pensions; I can’t trade returns.” What’s interesting is that there is an implicit assumption that there’s a cost and that aligning ESG with your programs must be more expensive, or that you must exclude certain opportunities so of course the returns must be lower. Our data suggests that’s not the case. There’s actually a positive correlation between managers with great ESG programs and the returns they generate. But it would be a lot easier if it were standardized.

			Another issue is that we are coming to the end of the era of globalization. For 20 or 30 years, we’ve been on the same trajectory—the world has become more global. Covid-19 is an important reminder of some of the risks and consequences that arise when the pendulum swings the other way. And then there are the regulatory changes that are happening. Operating a global business has become harder—not just for HarbourVest, but for everybody. It’s required us to rely on our scale and breadth more and more, because it’s not getting any easier running a global business.

		

	
		
			
			

			Chapter 5: The General Partner’s Perspective

			Sachin Khajuria, former Partner at Apollo Global Management

			GPs are the dealmakers. They source, research, diligence, and negotiate deals; oversee the operations of the business alongside management teams; and sell the business after their chapter of ownership is complete. 

			Sachin Khajuria spent 25 years in the industry, including as a GP at Apollo Global Management. He has been inside the private equity sausage factory, and he likes the cooking. After retiring from Apollo, Sachin became an LP in partnerships managed by Apollo, Carlyle, and Blackstone. 

			In 2022, Sachin authored Two and Twenty: How the Masters of Private Equity Always Win—a bestseller that describes how large-scale GPs go about their business. The title refers to the headline fees LPs pay GPs: a 2% annual management fee and a 20% incentive fee on profits.14

			Sachin joined me for an interview on October 19, 2022. We discussed private equity firms’ organizational structure, incentives, “libraries” of information on businesses, research process, identification of deals, and operations of portfolio companies.

			As Sachin describes in the book’s preface, “This is a people business, and the magic behind its success partly lies in how these people act and organize themselves to win.”15

			[image: ]

			
			

			Ted Seides: What do you consider the good things about private equity?

			Sachin Khajuria: The good firms that I’ve been involved with think like principals, not like advisors. They have a rare alignment. They act as if they had all their money in the deal, as opposed to just a fraction of their money. That alignment is powerful. When people feel like, “This is our deal,” or if it’s a mess, “This is our mess and we’re going to clean it up,” it means that they’re fighting for you. Of course, they’ll make a great profit if it works out—there’s nothing to hide about that. But if it doesn’t work out, they’re not just walking away. The best firms are almost better on defense than they are on offense. So that’s number one. 

			Number two, the firms that have gained a certain critical mass have what I call “the library.” They have an amazing network of data, executives, and knowledge, which gives them a fantastic edge even before you look at things like size and scale. They have great information and they’re able to capitalize on it. That’s not something you can replicate by hiring a bunch of folks. You could hire 20 smart investors from five different firms, but you wouldn’t be able to replicate the knowledge base that’s inside those firms.

			Number three, the best firms have temperament. They are very good at pivoting when they need to pivot, sticking when they need to stick, and looking at the long term. It’s not a trader mentality of buy low, sell high. It’s very much, “We could own this for 10 years or more. What is going to get us to the outcome we want? How do we recalibrate that outcome continuously? And how do we then reverse engineer what we have to do today to be able to get to that outcome?” That takes temperament and a long-term perspective: the ability to leap when there’s chaos and to freeze when you need to freeze. 

			Ted: On alignment, you said that very few firms get this right. What is it about those few that get it right that distinguishes them from those that don’t?

			Sachin: In a rising market, you’ll see good private equity firms doing well, whether you’re looking at their buyout strategy, credit strategy, infrastructure, or real estate. It’s only when things get difficult that you start to see bifurcation. That’s when you see the culture of the firms, which absolutely must come from the top. That’s when they have to bare their teeth because things are difficult. It’s not easy then to buy a company, put some debt on it, wait five years, make a double and then move on. Most firms have two and 20, or some variation thereof. Why can’t some beat the S&P whatever timeframe you look at, while others can? Some continue to provide 500 basis points, 1000 basis points above the S&P for long periods of time. How is that?

			
			

			It absolutely goes to the culture—the day-to-day blocking and tackling. It’s not the sixes they’re hitting, it’s not the home runs; it’s whether they are really living the deal. And that comes from the folks at the top, who’ve probably been around a long time or have been trained by the founders of these firms. They breathe it. That is what makes the two and 20 work. You can have the formula, but it doesn’t mean you can make it work. That’s why I emphasize this is a people business. There’s nothing automated about it. There’s nothing that a supercomputer can replicate. There’s no exchange-traded fund (ETF) version of private equity or private markets more generally. It’s a people business; so you have to understand the traits and DNA of those people, because it’s down to them to make the two and 20 work.

			Ted: I’d love to hear about an example you’ve come across—whether it was somewhere you worked, somewhere you didn’t work, someone on the other side of the table—where they weren’t doing things for the right reasons.

			Sachin: I’m not going to name names or firms, of course. I’ve worked at several firms, so we shouldn’t make assumptions about where this example comes from. There was a deal at an investment committee, and a number of the partners were against it because the data didn’t support its thesis. Or at least, there was enough doubt in the thesis that there wasn’t enough room for error to be as wrong. But because of relationships between the partner or partners leading the deal, they still got it through. The comment was, “Well, we’re doing this.” Or, “We’re going to make so much money, we’re going to do this.” I thought, “Huh—you’re basically bypassing the best part of the firm and the culture to get the deal done.” Fortunately, this was extremely rare, but equally unfortunately, it resulted in a very poor outcome—in fact, a capital loss.

			Ted: I’d love to touch on the relationship between the library—all these resources—and the size of a firm.

			Sachin: This has multiple dimensions. First, let’s not necessarily look at size, but at scope and scale. If you have only one strategy, even if you’re amazing at it, you will limit yourself in scale. We’ve seen that before. Go back to the beginning of my career: you had TPG, KKR, Apollo, Blackstone—so many amazing firms. Not all of them were the same size or had the same compound annual growth rate 25 years later. One reason why some firms grew much more powerfully than others was that their core strategy worked out well, but they also diversified. They went into other areas, such as life sciences or infrastructure or credit; or they hired great external talent to merge with their own culture and pursue a new set of strategies.

			
			

			The more that’s on the menu, the more you learn about the ingredients and the flavors. So the more strategies you’re running, the more information you get. You could be a supplier to a particular industry in your credit business, but in the equity of a competitor in your buyout business. You could provide the infrastructure for a particular company in your real estate or infrastructure fund and provide the debt to the services aspect of that company in another fund. Or maybe you have a social impact strategy that’s investing in that too. So the more games you’re in, the more information you’ll gather.

			The second dimension is that while many firms are very careful about information walls, you’ll still have opportunities where strategies can work together. Let’s say you’re tackling a complex situation that requires more than one fund to look at a strategy. Or you could have certain individuals who are above the information walls because they’re senior and take a certain leadership view. When you have that ability either to look at multiple strategies on the same deal or to involve people who sit above the walls, that brings a different kind of learning and perspective. 

			The third dimension is that even after you’ve sold a business, some of the best firms continue to monitor the industry. They’ll have folks analyzing the significant trends in that industry long after they exit the business. If they pop back into it at some point in the future, it’s not like they can only look up a deal from several years ago. This is powerful when you combine it with size. You’re not just able to do the $1 billion deal—you can also do the $5 billion deal or even the $10 billion deal; and suddenly you’re in a class of your own. To use a soccer analogy, you’re in the Champions League of private equity. That’s what we found: that a handful of these firms can look at information cut in so many ways, through so many different lenses.

			As an LP, you think how amazing it is that some of these firms can have a CEO survey of sentiment or a heatmap of what’s happening in each pocket of the industry ahead of what you read in the press. And of course, they’re not the only firms that can do this—the investment banks can do this for clients too. But the perspective is a little different as a principal. This is a huge information advantage, because it not only helps you scout for new opportunities, but also helps you defend your existing investments better if you know what’s coming down the road.

			
			

			Ted: I’m curious to ask what your view is of the mid-market. Because a lot of these advantages you’re espousing accrue to larger players: to get more breadth, more scale, more resources, and more information. What’s your sense of the investment prospects of the larger mega-caps with all these resources compared to the mid-market?

			Sachin: The ones that do things well can adapt quickly to changing environments—whether it’s higher inflation and interest rates, slower macro dislocation, one-in-a-century events like Covid-19. This is why, with the previous question, I started with the strategies they run rather than the size. It’s not necessarily just size that’s the driver; it’s the people. If you have amazing people who leave one firm and start their own firm with, let’s say, $5 billion or $2 billion of assets, as opposed to $50 billion or $100 billion or $500 billion, it doesn’t mean that they won’t be able to replicate the success. Because, again, it’s a people business—it’s the individuals. I tend to look at who’s doing that mid-market strategy, as opposed to the fact that it’s a mid-market strategy. 

			But digging into another layer, historically, some of the best returns have been found in smaller pockets of the market that have been less heavily mined than the larger pockets. There’s an argument that these are harder to find these days, but it’s still pretty ripe at all size levels. I think you can scale it. For example, if you are a mid-market specialist and you specialize in five or six different industries, and you’ve been doing this for a fairly long time or you’re staffed by great people who have done this in their careers, it’s not that hard to scale up or down in size. It’s probably easier to scale up than down, but it’s not that hard if you’ve got the right people.

			I’m optimistic. In fact, some of the things I’m looking to invest in from my family office right now are a lot smaller than the mega funds—simply because the numbers are out of this world, so they deserve a lot of investigation. I will say, however, that in the mid-market, you’ve got to be more careful, because copycat funds are more prevalent in the mid-market. I’m not sure it’s too controversial to say that. 

			
			

			Ted: There are some things that are good with private equity, some things that could be better and some things that aren’t great. What are some of the things that could be better?

			Sachin: Number one, the industry could do a better job of presenting itself. Some people still really dislike private equity. Admittedly, the industry has done a much better job in recent years of emphasizing the positives it does for communities, for diversity, for the environment, and for social investing—all the right things. But it could do an even better job. That would be helpful because there would be less noise around the industry, so they could just get on with their jobs.

			Number two, although the industry has gone a long way in spreading some of the returns across the employees of companies, we need to see a lot more of that. It’s so good when you see profits spread not just among the C-suite, but passed out all the way. I think that’s fair.

			Equally, if you look at the size and scale of this industry—$12-odd trillion, on its way to $20 trillion across private markets in the next decade—it’s clear that it’s an important part of the economy, period. It’s not just important for Wall Street; it’s important even for Main Street. If you look at how the industry responded to the Covid-19 pandemic and assisted with donations, with community service, with all those things, it certainly did a lot better than in prior national or even international crises. But there’s still a way to go.

			This is an industry that’s become an important part of the economy. It’s almost a steward of significant parts of the economy. And once we start to recognize that these are modern industrialists in a financial sense, there’s a certain responsibility that comes with that. We’re seeing a lot of great things, and we should celebrate those—we should be very honest and positive about those—but there could be more.

			Ted: What are the things you think just aren’t there?

			Sachin: If you look at who invests in this industry, not many people know about private equity as much as they should. Not many people invest in private equity as much as they could benefit from. A lot of folks’ pension plans or retirement plans are invested in private markets; they just probably don’t know it. 

			What we don’t have—and I think it’s becoming increasingly urgent—is a very good baseline understanding of private markets for everyone in the same way that people know about public markets. Why should you only know about Apple, Amazon, Microsoft, Alphabet, Google, etc.? As somebody with a retirement account, you need to know about Blackstone, Carlyle, etc., because these are the private equity equivalents of those big-tech names. But if you ask most folks who keep an eye on their pension or are even slightly active investors who do a little bit of stock trading, they’ll be wondering, “Should I be buying Disney? Should I be buying Apple? Should I be doing this?” And then you say, “What about private equity?” And they’ve got no idea.

			
			

			The LP check sizes are getting smaller. It’s not just multimillion-dollar tickets. There are now $50,000 tickets, $20,000 tickets, $10,000 tickets coming out. And they’re not fully available to retail yet, but that’s coming. Ahead of that, there should be education for everybody. Again, that will help improve public relations and communication by lowering the noise and making private equity more accessible. That’s what I think is missing at the moment.

			Ted: I’d love to dive into some of your thoughts on specific aspects of the process. You hear a lot about the word “proprietary”—everyone wants a proprietary deal. What did you see while inside the industry about how deals are sourced?

			Sachin: That’s a fantastic question. The reality is that for firms of a certain reputation, and certainly firms of a certain size, as soon as you start to do deals that are $1 billion or more, it’s hard to say that between the time the idea comes up and when you close the deal, no one else will look at that deal other than you—it will be totally under the radar and no one will have any idea that it’s happening; it’s a total surprise. That’s very difficult. 

			Why? Well, let’s start with the seller. The seller probably has some obligation to stockholders to check that the terms are good. So at some stage, they will probably need to hire an investment bank to check that what they are doing makes sense: “We’re carving out this business; we’re selling it to a unit at Carlyle or whatever. Is that the right price?” Their advisor will ask, “Well, have you checked with anyone else?” It wouldn’t really fly for them to say, “Well, no—we decided not to check anything with anybody.” 

			So there’s a certain recognition that you’ll have competition at some stage. But if you stay sufficiently ahead of the game, you’ll develop an edge. Maybe you’ve followed that industry for a long time. Maybe you’ve looked at that industry through multiple lenses—the credit lens, the infrastructure lens, the real estate lens. Maybe you owned the business before or owned a competitor. Maybe you looked at the business and backed away. Maybe you were beaten at buying the business because somebody else paid a higher price. Maybe you’re buying the business out of bankruptcy, and you’d looked at it previously when it was financially healthy. It’s that edge from staying ahead of the game that counts, rather than necessarily getting hung up on the fact that the deal is proprietary. 

			
			

			Number two, some people are genuinely first movers. The most obvious and probably the most important in the last decade is financial services. The firms that looked at insurance and banks ahead of everybody else found that others of a similar scale have copied them since. That tells you something. They had an edge, and it was proprietary. At the time they did their first, second or third deals, they were ahead of the competition; and they’ve probably continued to evolve such that, even if other people are now copying them, maybe they’re now doing insurance 2.0, 3.0, 4.0 rather than insurance 1.0.

			It’s the same thing in pharma: buying drugs which are ex-patent or funding new kinds of drugs in life sciences. Another great example from the last 20 years is infrastructure. The folks in Australia had this idea to invest in toll roads, airports, and towers when everyone else thought it was a crazy idea. I saw the skepticism firsthand: “What are you talking about? You can’t use project finance principles. This is a leveraged buyout. You’ve got to use high-yield bonds. You can’t do that.” 

			So there are firms that have proprietary ideas. At the time almost any of their deals are consummated, they’ll have competition. But it’s by staying sufficiently ahead that you have the best chance of winning. Unless somebody is overpaying so badly that you’d rather they bought it, and then maybe you’ll see it the second time around.

			Ted: You’ve mentioned the exhaustive research process that goes into finding these deals. Can you give us some color on what that looks like?

			Sachin: A lot of it is pretty under the radar. You have folks in these firms who are toiling away, getting to know sectors way before the sun starts shining. They could be out there attending conferences, industry events, talking to CEOs, building up a Rolodex—which can take two, three, or four years. And it could be two or three years before they even look at a deal. I saw that with infrastructure, where again, the folks down in Australia were talking to people about doing things like carving out telecom-owned towers and buying airports. It took years for sellers to get interested in these ideas; and of course, it cost them time, money, and effort to invest in developing that resource. But when they did, they were miles ahead of everybody else. The same applies for insurance; the same applies for life sciences.

			
			

			A lot of it is patient, careful, not particularly glamorous research. “What is the thesis that we have? What are we going to present to the investment committee that is different? What’s the edge I’m trying to create, sell, grow, develop?” That basically involves starting on a blank sheet of paper and trying to come up with something new. It takes a while, and the early stages are not necessarily that high profile, but that’s probably where the hardest work happens.

			Ted: The use of operating executives is far more common than it was some time ago. How does the relationship work between the operating executives, the investment deal makers, and the company in a lot of these firms?

			Sachin: When it works well, it’s seamless. You don’t look at one person and ask, “Oh, is he from the deal team?” Or, “Is she from the operating executive side?” People will naturally lean toward their area of expertise and where they think they can help. So if you have one person who’s more a capital structure kind of person but has good insights on the operating side, and one person who’s more an operating person but has insights on the financing side, ideally they work together. If it isn’t seamless, the relationships tend not to last very long, and the teams tend to change.

			Ted: You mentioned that some of these large firms are really good at pivoting when needed. Let’s chat more about evolution and innovation—for example, we’ve seen growth equity become a huge thing in the private equity community. What’s changed over time and how has that happened within the firms?

			Sachin: It happens from the top. At the firms that have evolved the most, people have consciously decided to look at things that make sense for investors and grow in the way that the market is growing to move with the times. In a certain sense, these folks at the very top are generalists, because while their background might be buyouts, they can look at it and think, “We really need to get into performing credit, because we know a lot about distressed credit, but actually performing credit makes a lot of sense right now.” So it starts at the top, with an openness to grow. And that’s also an emotional decision, because if you don’t have personal expertise in the areas in which you want to grow, you have to bring people in and make sure they fit.

			
			

			Sometimes there are tough starts; and there are restarts; and there are hires and teams that don’t work out. That’s perfectly normal—it can happen in any industry. But the starting point is intellectual open-mindedness: an emotional acceptance that you have to hire and bring people into your firm, integrate them and learn from their culture. As that happens, you find that typically the firm’s DNA merges a little with the culture and expertise of those who come in. Let’s say a firm that does buyouts and credit starts to look at infrastructure; it will take a person or two from the outside, and they will work alongside somebody from the inside. That’s how they start melding what the firm does well with what the new people do well.

			It also needs to be sellable to investors, because if you’re going to raise capital, and the firm has never done the activity before and has hired people to pursue the opportunity, it makes a lot more sense for it to look like a joint effort. When that is one step away from what the firm is doing already, you have natural evolution. 

			Today, private equity has become mainstream. It’s not only in the big industries—chemicals, energy, aerospace, defense, telecoms, financial services—but also in other areas you don’t naturally associate with private equity. It’s in dating apps; it’s in cybersecurity; it’s in college textbooks; it’s in nurseries … To take a recent movie, it’s in the Top Gun fighter jet training school. It’s in Chelsea Football Club. It’s everywhere. This is how it has evolved. And as private equity starts to mirror the economy, there needs to be a general understanding of private equity, because private equity has permeated not just Wall Street, but also Main Street.

			Ted: Having sat on both sides of the fence, as GP and LP, what are the things that you think are misunderstood by LPs who haven’t sat inside the sausage factory as the GP?

			Sachin: It’s a different thing knowing how deals work, reading presentations, and attending conferences from seeing how it all happens day to day. I’m not sure LPs necessarily need to see the day to day; otherwise, to a certain extent, they’d be working there! The way I’d put it—and I hope this is increasingly appreciated—is that private equity professionals do eat what they cook. They do act with alignment. That may be obvious and easy to say, but until you’ve seen it in operation at every hour of the day, it can be hard to remember—or even in some cases believe.

			
			

			The best way to evidence it, of course, is through the results. Some of the most interesting and memorable things that I’ve worked on—on both sides of the fence—have been where a deal wasn’t working out in the beginning, but the folks fought tooth and nail to make sure it worked out in the end. That’s not something that an ETF can do. That’s not something that will work out in the passive markets. It will only happen with highly active management.

			Ted: We hear more and more about the democratization of private equity—the platforms to bring it down to high-net-worth investors and eventually retail. As that money floods into the industry, how do you think it will change what happens with these firms and their ability to go out and deliver the way they have in the past?

			Sachin: You might have slightly different products offered to retail investors than you do to large institutional funds. You might have different protections, different risk-return dynamics. There’s a lot of smart people working on all these things, trying to figure out how best to address  retail. The first step is, “Let’s set up a feeder fund and let’s feed this multibillion-dollar fund with not just institutional capital, but retail capital for some kind of feeder or some wealth management unit.” And then, the question becomes: “How do we produce products that are specifically for the retail market?” There’s lots of different ways. As the menu available to retail grows, I think firms will tend to emphasize or de-emphasize what’s important to the end investors. So if you have certain retail funds that want to emphasize the social investing component, you’ll find the strategy that is offered to them is different from that for other investors. That’s one possibility.

			The other way it could change—and this would be very positive—is by reaching the tipping point where it’s no longer Wall Street serving a bit of Main Street; rather, Wall Street and Main Street have become the same thing. It’s all just the economy. That’s where we are with public markets now. If you’re an investor in Apple or Disney, or any of these other great stocks, you don’t think, “Oh, I’m investing in a Wall Street product”; you know what the company is, what it does. 

			Not too far in the future—probably in the next decade or so—people may start to say, “Well, I’m invested in buyouts,” and someone else will ask, “What do you mean, ‘buyouts’? What are they?” “Well, I put $10,000 into this buyout fund that buys companies; it keeps them private, so you don’t get the daily share price movement. Maybe I don’t understand everything about it, but they basically add some leverage to the company, and then they try to sell it after five or 10 years, and I get a profit from it and they take some of the profit for themselves.” 

			
			

			The more everyday the lexicon becomes, the more everyday the firms themselves will become. And you’re starting to see it now. If you look at the websites today of the major firms versus those same websites even five years ago, they’re not even close. You have continuous disclosure on social impact investing, on diversity, on impact in the community. There were times when a lot of these firms didn’t even have websites. So this migration has happened from small private partnerships to private partnerships managing large pools of money, to in many cases public companies, to now corporations managing both institutional and retail money.

			This democratization of finance ends in a place where you realize that these are all just mainstream active managers. The difference is they’re active. A lot of the passive investment guys do a great job—BlackRock, Fidelity, Vanguard and so on. And a lot of these private investors, they’re just active investors, but they’re also enormous. So how can I construct my own portfolio that balances a bit of treasuries and stocks and some real estate, but also introduces a bit of private markets into the pie chart, so I can access all of these things in a way that makes sense for me?

			That’s what I would hope all investors can learn in the coming years: not just, “Oh, I’ve got a pension; I’ve got a retirement plan. What do I put in stocks? What do I put in bonds? Should I buy my house? Should I buy another piece of real estate? These are my only objectives.” But also asking: “Should I put 10%, 20%, 30% into private markets? If so, how? To whom? Who’s the Amazon of infrastructure? Who’s the Apple of buyouts? Who’s the Microsoft of distressed?” That’s where we want people to get to.

			

			
				
						14 Two percent and 20% is simplified. Private equity partnership structures are more complex, typically including management fees that decline over the life of the fund; a hurdle rate that must be earned for LPs before GPs earn incentive fees; clawback provisions to ensure the GP’s share of profits cross-collateralize across the entire fund; and other fees and expenses such as deal fees and monitoring fees a GP may charge to either LPs or portfolio companies.


						15 Sachin Khajuria, Two and Twenty (Penguin Random House, 2022), p. xv.


				

			
		

	
		
			
			

			Part 2: Market Deals

		

	
		
			
			

			Most private equity deals close after a competitive process. Sellers hire investment bankers to attract the best buyer of a business, where price is an important consideration. 

			The ‘market price’ for private equity deals has increased over time. In 2007 private equity managers paid 8.9 earnings before interest, taxes, depreciation, and amortization (EBITDA) to buy a business.16 Today, average purchase prices are 11.1×.17 

			Thus far, private equity firms have continued to meet the return requirements of their investors despite paying higher prices for companies. They have added value to portfolio companies through growth, operational efficiencies, and tuck-in acquisitions.

			This section discusses six deals conducted at market multiples. The deals include businesses with repeated private equity ownership, trophy assets, and roll-ups.

			

			
				
						16 Dan Rasmussen, “Private Equity: Overvalued and Overrated?” American Affairs, Vol. 2:1 (Spring 2018).


						17 PitchBook, Q1 2023 US PE Breakdown.


				

			
		

	
		
			
			

			Chapter 6: The Perfect Buyout 

			CHI Overhead Doors by KKR
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			An ideal private equity acquisition target is a high-quality business with great management that can operate efficiently with debt on its balance sheet. Some of these business characteristics include the following:

			
					free cash-flow generation;18

					consistent, steadily growing revenue;

					insensitivity to economic cycles;

					pricing power;

					diverse customer base;

					efficient cost structure or low-hanging fruit to reduce cost; and, 

					outstanding management or readily available new management team.

			

			Great businesses are coveted by private equity firms. In theory, they might want to own these businesses forever. In practice, the average private equity holding period is three to five years.19 Private equity fund vehicles typically have ten-year lives, which prevents managers from investing with a longer duration.20

			As a result, great businesses may change hands from one private equity firm to another: 806 companies have changed hands at least three times between GPs over the last 23 years, including 173 four times, 29 five times, and one each six and seven times.21

			KKR has been at the center of the private equity industry since the firm’s founding in 1976. It gained prominence from the purchase of RJR Nabisco in 1989 for $24 billion, in a year when the entire industry raised only $12 billion.22 Today, KKR is a public company that oversees over $500 billion in assets and is one of the leading private equity firms in the world.

			KKR’s purchase of CHI Overhead Doors in 2015 is a deal right out of the private equity textbook. CHI manufactures custom garage doors—a business that has grown steadily for decades. Homeowners buy from CHI when they move into a new house or when a garage door needs to be replaced. Volumes from new ownership are sensitive to economic conditions, but replacements generally aren’t. When a garage door breaks, a homeowner tends to buy a replacement quickly. CHI runs operations efficiently, holding little excess inventory and generating lots of cash. 

			KKR was the fourth private equity owner of CHI, following three successful investments by prior owners. Warren Buffett says, “I try to invest in businesses that are so wonderful that an idiot can run them. Because sooner or later, one will.” Pairing a business as good as CHI with great management teams (that aren’t idiots) has been a repeated recipe for profits.

			You might think that these private equity firms are passive winners, handing off CHI from one lucky owner to the next. But that wouldn’t explain why CHI became one of the most successful deals in KKR’s history. 

			KKR seeks to buy businesses it can transform through faster growth, higher profitability, and innovation. At CHI, KKR saw an opportunity to improve the engagement of the workforce and increase operational efficiency. 

			Pete Stavros, KKR’s global head of private equity, described in our conversation on July 21, 2022 that KKR introduced broad employee ownership to CHI. This structure provided alignment and incentives for everyone down to the line worker to benefit from the success of the business. 

			And benefit they did. 

			When KKR sold CHI to a strategic investor in 2022, it paid out more than $340 million to CHI’s employees. That payout was more than the $250 million KKR paid in equity for the entire business seven years prior. 

			KKR’s CHI deal is an example of a company private equity firms love to buy: a strong foundation with upside optionality that came from KKR’s operational improvements and ownership works model. 

			
			

			[image: ]

			Ted Seides: Why don’t you give me the elevator pitch on KKR? Explain a little bit of history and what the firm is today.

			Pete Stavros: The firm was founded by Henry Kravis and George Roberts, who are first cousins. So there’s a family feeling inside the firm. People from the outside are surprised by that. You hear, “Barbarians at the Gate!” But come inside the firm and it’s quite different. From 1976 through the late 1990s, it was a US private equity firm. Then Henry and George went on a path of expanding geographically into Asia and Europe, creating regional private equity businesses. Then they expanded by product categories: credit, real estate, and infrastructure. 

			Even within private equity, the firm has expanded significantly in the last 20 to 25 years. If you look at just the US, my partner and I oversee a flagship private equity fund, a $19 billion mega-cap fund; we have two growth vehicles, one focused on healthcare and one focused on technology; we have a new middle market strategy; and we have a core vehicle for very long-term holds of 15 years. Assets of the firm are about $500 billion. We’ve got about 2,000 people in more than 20 offices around the world.

			Ted: And what’s been your experience as a public company?

			Pete: We went public some time ago. There were expectations that we would be subjected to the short-term whims of the public markets. None of that has come to pass. For an investor at the firm, being public hasn’t changed much, other than giving the firm access to permanent capital that we can use to build out and seed new strategies.

			Ted: What’s the ethos of the firm’s private equity strategy?

			Pete: Our strategy in US private equity is around transformations. We’re looking for good companies that we can inflect in a meaningful way and transform—maybe operationally, maybe through acquisition or growth, maybe through strategic repositioning; or maybe top-grading talent. But the question for the investment committee is always, “Why is it going to be different in our hands?” Even if it’s a great business, we’re looking for an opportunity to inflect growth or take margins up massively. CHI fits into that transformation program. We saw something that was good but could be so much more.

			
			

			Ted: What’s the history of the company?

			Pete: CHI Overhead Doors was founded sometime around 1990. It’s a garage door manufacturer founded in Arthur, Illinois. This is Amish country, and about one-quarter of the workforce is Amish or Mennonite—real craftspeople. They build very high-quality products. 

			CHI had a unique competitive advantage from its beginning because the incumbent competitors started many decades before. The market changed between then and when CHI started. So much of the curb appeal of a house is the garage door, so architects started to say, “I want variety in the door. I don’t want just a white door with no windows. I might want a wood overlay. I might want carriage house doors.” 

			If there’s less variety, you want low unit costs, so you drive the heck out of production and you’re happy to warehouse inventory. Decades later, things had changed. CHI started its operating model from scratch and built a flexible operating system where it could deliver on short lead times with wide variety. It just was not possible for a competitor to adapt, unless it was going to shut down its manufacturing plants, shut down its warehouses, and start over. So CHI had a unique advantage.

			Ted: What were the economics of the business?

			Pete: When we bought it, CHI had an EBITDA margin of 20% or 21%. Gross margins were in the low 30s with solid, mid-single-digit growth. It had been a slow, steady market share gainer. It was always signing up new dealers, which would look at its value proposition and say, “Wow—I can move away from the old line supplier, get more variety on a shorter lead time, and gain market share because I can sell a faster install to my local customer.”

			Ted: I know this business had been owned previously by other private equity firms and would love to hear the dynamic of when you decided to buy it. What’s different when you’re the fourth private equity owner?

			Pete: When we were looking to buy it, we saw the dynamic of a good business that we thought could grow faster, be more profitable, and be less capital-intensive. We felt like we could transform the economics of the company to a different stratosphere. Part of how we were planning to get there was by engaging the workforce in a different way. There were some signs: turnover was higher than you would expect in a manufacturer like this. Engagement was not measured, so there was no input coming from the workforce. That’s always a dead giveaway: when you ask what the engagement scores are like, and they’re not even measured. Even walking through the manufacturing plant, people didn’t make eye contact—all subtle clues that people are not engaged. 

			
			

			When you talked to the salesforce, they were smart, but didn’t have a growth plan. The strategy was: “We’ve got a better model. People are going to come to us.” There wasn’t much innovation in driving productivity on the shop floor. There were some financial indications that things could be better; there was too much inventory. 

			Ted: I’d love to hear about the process of this coming into your portfolio, not being the first private equity owner. Why was that the right time, as opposed to the one before or the one before that?

			Pete: It was too small before. We didn’t even see it. Even when we bought it, this was a mid-cap deal for us. It was a $250 million equity check and our fund sizes are in the many, many billions. 

			Ted: So how did it find its way to you?

			Pete: It was an auction process. We had heard good things about the business. Barclays sold it in 2015. They were going to call the world on it, but we jumped on it and got an early shot to study it, meet the people, and walk the facility. We had already done a fair bit of work on the market and decided early on this was something we wanted. So we preempted the process. 

			At first-round bids, we had a final-round-type offer. Our price was certain. We submitted a term sheet on a contract and we said, “We’ll sign this in 72 hours.” The seller literally didn’t believe it. The founder spoke to George Roberts and asked, “Are you guys really going to do this?” And George said, “Yeah! Talk to Pete. We’re ready to go.” And then we signed it in 72 hours.

			Ted: What was the diligence process like to get you the conviction that you wanted to preempt this deal?

			Pete: There was some limited information in the data room at that point, so you could do some financial analysis. We could look at how steel had moved over a period of time and how their steel purchases had moved. Were they capturing all of the deflation that had been happening in the steel market? The answer was no. We combined that with questions like, “Who runs procurement?” and heard “Well, there’s not really a head of procurement.” Or “Tell us about your last three salesforce effectiveness initiatives.” And got “We don’t really do that.” 

			
			

			Then you look at the organizational structure of sales, and there’s one leader with literally everyone else reporting into that person. There was no structure for time and territory management, and dealers had no growth plan tied to CHI. 

			It’s stitching together pieces of information that tell you, “Okay, we know it’s a good business. We know we could do so much more. The world’s a competitive place. People are going to figure this out. Just go. Even if we have to pay a little more than we otherwise would want to, these are assets we want to make sure we get.”

			Ted: Without throwing darts at prior owners, I’m curious why some of these things that you could see so quickly and clearly hadn’t been addressed previously by a series of private equity owners.

			Pete: I don’t want to make it sound like we’re the only ones who do this, but we have a very operationally oriented investment team. I used to do four kaizen events every year, a week at a time, working on a shop floor in Japan. The founders of the Toyota production system would take us around to a dozen of the world-class lean plants in the world. We’ve spent enough time in operations that, with the right questions and some financial information, we can find opportunity. I wouldn’t trust us to go run a business, but we know enough to know where the opportunity lies and how to get it. 

			Others that owned it may not have had quite that orientation. Also, keep in mind it was a good business. People made money. It’s not like the prior owners had a bad deal on their hands. Somebody doubled their money. Somebody tripled their money. These were good deals, and it was a good company.

			Ted: What was the deal dynamic? You preempted the process, but presumably, in a business like that owned successfully by three prior owners, you could imagine a lot of competition. 

			Pete: It’s a little bit the opposite: where an investment committee typically comes to the table and says, “Come on—this is our strategy, to buy the fourth time? What could we possibly do with this thing? It’s a good business but it’s been owned by private equity for 20 years and everyone knows it’s a good business, so it’s going to get bid to a 10% internal rate of return. That doesn’t sound all that interesting.”

			
			

			Ted: How did you figure out what price to put on the table to preempt the competition?

			Pete: We tried to triangulate around where high-quality building products businesses had traded over time. These were low-double-digit-type multiple businesses. The fact that it was a garage door company also held it back a bit. It wasn’t something sexy in building products. There was a market share gain story, but it’s not like the garage door market in totality had some big growth story behind it.

			So we felt that low-double-digit zone was where it was going to trade, which is where we bid. Then we just kept raising our price and trying to preempt. But the whole process of preemption is a fascinating psychological game: how do you make the other side feel like it’s worth not going through a process? Speed and certainty are only worth so much—particularly when you have a good asset; so convincing someone to take it off the table early with your price involves a lot of psychology.

			Ted: You were implying this was a multi-stage preemptive process. Walk me through how it went.

			Pete: We bid $625 million and said we could sign in 72 hours, and they said, “That’s great. Glad you love it. We’re not in that big of a hurry. We suggest you keep playing out the process.” $650 million, $670 million, $680 million. And then I sent an email, the title of which was “Last Gasp.” In truth, for small businesses, it’s not a good return on time to hang around to the bitter end to invest $250 million in the grand scheme of a very large fund. There was some truth to our threat of, “If we can’t come to terms, we can’t spend the next 60 days on a small investment. So we’d love to do it, but if you are hell-bent on running a full process, that’s your right, but it’s not going to be with us.” Other times, we take a different approach, which is: “This is our best shot and we really mean it.” It depends on the situation which route you go down. But you have to mean it, because otherwise you’ll lose your credibility with the market. So whenever you say, “This is it,” it’s got to be it.

			Ted: In the scheme of everything you look at and get excited about, what percentage of deals are you trying to preempt?

			Pete: It’s high.

			
			

			Ted: And what percentage do you think you ultimately win versus those you have to walk away from?

			Pete: I’m not sure. The reason I said “high” is that we know what we want. When we find a good business where we can do more, we want to own it. We’re not going to do something foolish and bid all the return away. But it’s back to the return on time perspective: once we know this is what we want, we take our best shot and if it doesn’t work out, we just go on to the next one. In terms of how frequently it works, it depends on the market. If it’s a super-hot market, sellers think, “Why would I do this? Who knows who else might come out of the woodwork?” If the market is a little shakier and people see real value in speed and certainty, it’s more likely to work out. I wish I had percentages on all this, but that’s qualitatively how it works.

			Ted: What was the process like from getting that preemptive agreement to close?

			Pete: It was fast to sign. We literally signed in three days and then it was a fast closing because we had no Hart-Scott-Rodino (HSR) issues. We got early termination of the HSR waiting period and we closed in 40 days—a very short period of time.

			Ted: Can you run through HSR for those who don’t know?

			Pete: It’s antitrust approval with the government. You can get an early termination of the waiting period in 30 days if there’s no reason for any concern. The process could drag on for months if the government issues a second request for more data to study the transaction. They might ask for some covenants or asset divestitures or something of that sort. We were nowhere near that, which is why we got a quick close.

			Ted: Let’s turn to what happened once you owned the business. There are a couple of levers you mentioned: walk us through your game plan.

			Pete: We didn’t use a lot of leverage. The percentage equity in the deal would have been 40% or something. We top-graded the leadership team. We brought in a talented guy – Dave Bangert from Danaher. I had hired Dave’s old boss, Vicente Reynal, to run Ingersoll Rand. So I knew a lot of people who knew Dave; and Dave knew us. That was an easy hire. 

			We also brought in some new environmental health and safety help. The injury recordable incident rate—which is the Occupational Safety and Health Administration’s key metric of safety—was 14 at the time. That means for every 100 people in the plant, 14 per year were getting hurt. Add that up over five years, and it’s a lot of people. There was a related big opportunity in scrap and rework: they made quality products, but inconsistently. The parallels between safety issues and quality problems both speak to the process in your plants. So we brought in some operational help. 

			
			

			We brought in some marketing talent. There was a good sales effort—probably not as much around strategic marketing. We filled out the board with a mix of people who brought operational skills, functional skills, and industry knowledge. And then we went on an operational improvement journey: everything from buying raw materials to how much material goes in each door, productivity in the plant, safety, process, loading trucks, route efficiencies—soup to nuts. We turned over every stone.

			Ted: You mentioned that when you were doing your diligence on the company, you walked into the plant and the eyes of employees did not necessarily light up. What did you do to engage people and get them excited about the changes you wanted to make to drive financial performance?

			Pete: The first thing we always do is a baseline engagement survey to see how people are feeling. Then you do a Pareto analysis on the big issues and commit to changing the way the company operates to address some of those issues. Then you create a do-loop of more feedback, more action, more feedback, more action. Over time, people feel invested—they feel like they can trust the leadership team. We’re in this for the long run. We’re willing to invest in the business and invest in them. That’s a big part of it. If you talk to the CEO of Gallup, Jim Clifton, he would say, “The number one thing on engagement is people who supervise other people. Are they getting feedback and are they acting on it?” That’s all that matters. So we spent a lot of time on that. 

			We brought in a culture change organization called LRN. This brilliant guy, Dov Seidman, wrote a book called How—the concept being how you do everything is what matters. Dov brought in consultants who worked with us in focus groups made up of supervisors and hourly employees to see what was and wasn’t working. “What makes you happy in your day? What doesn’t? Where are we having challenges? What would make your work easier?” Then we did a lot of kaizen. We expected the leadership team to participate in that and it involved everything. I spent time on the road riding with truck drivers, making deliveries of garage doors; and working in the factory one week. We wanted to see how we were loading doors; how we could do it more safely and more efficiently; how we could make it easier for the driver to unload the doors when they are making a delivery; how we could change our packaging to improve quality.

			
			

			Ted: You’re bringing in new management, outside advisers, different consultants. How much time do you and your team spend in these businesses, compared to going off and looking for the next deal and letting the management team run with it?

			Pete: We do a lot of work to try to identify the opportunities. The approach with the leadership team is often that you can’t tell people what to do because then you can’t hold them accountable. So we try to say, “Here’s the opportunity we see. All we care about is getting the opportunity in the right way. We don’t want to do a slash-and-burn thing or something that’s not going to stick. We want the capability to be embedded in the organization, but we want results; and if you want to do it yourself, or if you want to go hire McKinsey or Capstone, we’re flexible. We just want to get the outcomes.” That way, you get ownership while having people feel like they’re accountable to an outcome.

			In terms of how directly involved we get, it’s hard if it’s all non-deal team resources. The deal team runs the board meetings. Everyone knows the investors are ultimately accountable, and the leadership team’s accountable to the investors. It’s helpful if the people who made the investment are involved, who chair the board, who sit on the board. It makes board meetings way more productive when people can say, “I know exactly what you’re talking about.” We think that’s important. 

			And in terms of return on time, it depends on the magnitude of the opportunity. In a situation like this, we thought, “Oh my gosh, if we could unleash the full potential of the business, this could be an epic deal.” If it was more on the margins, I’d probably opt more toward an outside, non-KKR resource.

			Ted: Does most of the identification of those opportunities and data analytics come before you have made the acquisition?

			Pete: Not really, because you have to move so quickly to win the deal in this world. You have clues, but you don’t have access to data and the time you need to be effective in winning these assets. The market share gains we drove in part were lead time reductions. You could analyze forever to know how much we could shrink lead times relative to the competition, but you just need to get into it.

			
			

			Ted: So you see all these operational improvements and you bring in new leaders. How do you decide what to do first and in what order?

			Pete: There’s a leadership tool that we also borrowed from Toyota. Hoshin Kanri is the official name, but it’s now known more broadly as “strategy deployment” or “policy deployment.” It’s a way of cascading priorities into an organization. Let’s say one of the priorities is scrap reduction: how does that cascade down to individual plants, leaders, shifts, so that it all adds up to what you think you can get? We use a leadership tool to do that and, as you would expect, you go after the biggest opportunities. It’s constantly Pareto-ing: “How can we get 80% of the results without drowning the organization in priorities?” Because if you have 12 priorities, you’re going to achieve none of them. It’s got to be: “What are the critical few that we’ll get done this year?”

			Ted: So how did you make progress on these different initiatives?

			Pete: It went fast initially. 2016 was great; 2017 was great; 2018 was great; 2019 was great. We went from $60 million of EBITDA to $130 million of EBITDA—all organic, no acquisitions. But Covid-19 was a big setback. The plants in Douglas County, which on a per-capita basis had the highest Covid-19 rates in the Midwest, suffered a real problem with staffing. Our entire leadership team got Covid-19. There was a lot of reluctance to wear masks and resistance to everything that we were trying to install for safety. That was hell on the company. So 2020 and into 2021 were tough times, but then we recovered. We went flat and then made it all up, and the business is still on fire.

			Ted: You mentioned that you have this separate core fund where you own things for 15 years. This is a business that clearly does well in private equity hands, so how do you think about the exit?

			Pete: We try not to call the market on when to invest or what sectors. No one knows how to do that. We try to evenly deploy a fund over four or five years and diversify by sector. Likewise, on the exit, once we’ve achieved 80% of what we came to do, we start to head for the exit, as long as the markets are reasonable. We’re not trying to find the perfect time to sell. But as long as we think it’s a reasonable time to sell or take a company public and we’ve done 80% of what we came to do, we exit. That’s as good a philosophy as we’ve found.

			
			

			Ted: What was the multiple on entry? 

			Pete: We paid 12× on entry and on exit got 14×. That wasn’t a huge uplift in multiple.

			Ted: Yet through all of this, it came out in the news that this was one of the most successful deals that KKR has done in a long time in terms of rate of return. Something we haven’t talked about yet is employee ownership. Walk me through how all that worked and impacted the results.

			Pete: Back in 2015, on day one, we showed up and announced, “We’re going to do a bunch of different things at this company: invest in the facility, invest in you. You’re all going to be owners in the business.” We set up a pool of options for all the folks in the distribution centers and the factory through which they would participate. You might ask, “Why would you do that versus just giving everyone individual options?” The latter is administratively more difficult: if we give you documents and sign them, and then you leave, we have to chase you down, close out your account, and issue new ones. If you don’t have a lot of stability, it’s hard to do it that way, and turnover was high.

			But after you roll out the program, some people might say, “I don’t understand it and I don’t believe it. You’re the fourth private equity firm to show up. Come on—we’re going to have this big payout at the end? I just don’t believe it.” So we were very careful to under-promise at the outset. We told people what they would make if we hit our base case. And we said, “It’s not a guarantee—and we really hope we could do much, much better than this—but if we do this, everyone here will make at least $15,000. That’s our hope.” Obviously, we did much better than we ever thought we would do: The end payouts for hourly workers and truck drivers ended up at $175,000 on average, and we had some from that cohort make almost $1 million. So we ended up doing far beyond what anyone thought would be possible.

			The work we’ve done with Gallup and all our data indicate that ownership impacts retention. People are less likely to quit because they see the potential for a meaningful payout and want to see how it goes. But it’s all the other things added on to ownership that drive engagement. It’s the quarterly owner meetings that we do. They saw our revenue, our earnings, our growth. This may not sound like a big deal, but when you show up and say, “Great news—revenue was up 12%,” people will ask: “But why are my wages up 5% or 7%—why is it not 12%?” If you commit to transparency, you need to be prepared to answer those questions.

			
			

			There are some core principles around how we do ownership. It cannot be in exchange for wages or benefits. Last year, wages were up 12.5%, the prior year 7%—so wages were going up at a rapid clip. You can’t ask people who make less than $100,000 to invest in the company. It needs to be an entirely free incremental benefit. This is not about shifting risk onto workers. 

			Over the years, we paid four dividends. Those dividends amounted to about $9,000 per employee. That was just to signal it was real and the sale would be much more meaningful than this. For employees, these are moments of, “Wow—we’re getting more information. We’re having a voice in what’s going on. We’re getting these dividends. I’m seeing the investments being made.”

			We also piloted a program giving workers the right to determine where we invested money. What is fascinating is they asked for investments relating to health and wellness, which we didn’t anticipate. First, air conditioning in the plant. Many US manufacturing plants are not air conditioned; and this plant was in central Illinois, which is really hot in the summer. This was contributing to safety and quality problems, so it’s something we would have done anyway, but that was the first thing they wanted. Then it was a cafeteria with healthier food options. Then it was an onsite medical clinic. 

			We’re now working on making this more programmatic. We believe that if employees can direct their own health and wellness, they will engage more; as opposed to a company giving out free gym membership, which people may not want. All these things create an ownership culture. The term is overused, but how do you get people to feel, “I own my outcome. I own the responsibility that the company has placed on my shoulders and together, we own this company and where we’re headed.” It’s not just that you hand out stock and people suddenly change behaviors. It takes a lot of work, communication, and financial education. We did financial literacy training with Operation HOPE;23 and then you see behaviors change gradually over years. This is not a quick fix; it was a seven-year journey for us. Ingersoll Rand—another great story around engagement and ownership—was a nine-year journey.

			
			

			Ted: What are some of the important but subtle aspects that from the outside you might not appreciate are important in sharing ownership with employees?

			Pete: We’ve noticed a few different success factors when this goes well. Number one, the leadership team has to be super-passionate. If the leadership team is saying, “I’ll do it just because you’re telling me to, Pete,” don’t bother—it’s not going to work. You’re not going to change the culture. Driving engagement and doing all of this work is a second job for them. 

			Two, you’ve got to look at how you make this a meaningful wealth creation opportunity for people. If you give $500 of stock, I wouldn’t bother. I would just give a cash bonus. For this to work, people need to see a path to at least six months of their income with upside—hopefully a year of income on average.

			The third thing is you need some degree of stability in the workforce. It’s hard if you’ve got a retailer that is churning its employee base 100% a year and you show up talking about five-year plans. That’s a difficult dynamic. 

			We had a pretty favorable ratio of employees to equity check: 800 employees. It wasn’t thousands, so you could make the math work and show people a meaningful amount of upside. While the employee churn was higher than we wanted, it wasn’t out of control. These are some key success factors that we’ve noticed over the many times we’ve done this.

			Ted: You mentioned truck drivers making $1 million. How much did this pool add up to that went to the employees?

			Pete: I think it was 3.5% of the company in options. Of the 800 folks, maybe the top 200 got outright grants, made meaningful investments in the company, and were traditional management equity plan participants as you would normally think of them. And then the other 600 would have been in this pool.

			Ted: Let’s talk about the exit. You’ve had great success with this business. You’ve done 80% of what you want to do. How do you think about who the next owner should be?

			Pete: We had a lot of inbounds from strategics, financial sponsors, and family offices—you name it. Obviously, we’re fiduciaries, so we had to seek out the best outcome for our investors. That said, given the culture, it wasn’t hard to believe that the people who would value this culture are the ones who would pay the highest price. Your more slash-and-burn corporate buyer—I’m making this up, we didn’t have one of those in the field—isn’t going to pay the winning price anyway.

			
			

			When Nucor came calling at the same time many others did, there was reason to believe it could be the best thing for our investors to engage with them on an exclusive basis. Look at how Nucor operates and how they treat their people. Their safety record is legendary. Their manufacturing plant employees made $35,000 in profit sharing last year on top of their wages—a lot of money. That was an epic year for steel, but still, it’s a philosophy you don’t see everywhere. We thought Nucor could pay a market-clearing price, and this would be the right thing for the employees.

			Ted: This ownership idea got a lot of press this time around and you’ve been doing it for a long time. Take me back to how the idea of extending ownership beyond management ranks got started.

			Pete: My dad was a construction worker. He operated a road grader at a small construction company in Chicago, and his dream was always profit sharing. There was a lot of conflict and incentive misalignment that he highlighted to me as a kid. If you make $15 an hour, all you want are more hours and ideally some overtime. But the employer wants exactly the opposite. So it was nonstop fights over hours, which led to strikes and lots of bad behavior. My dad always thought profit sharing was the answer. “Alignment,” my dad would say. “Shouldn’t I care about quality, cost, doing the job right on time? But I don’t.” That was the early seed in my mind of why this could be important. 

			Then if you fast forward to my first investment job, two things happened. The very first thing that this firm had me work on was a closing funds flow. They don’t really do this anymore, but 20-whatever years ago, funds flows were all manual. When a company is sold, you need to disperse all the funds, and it all used to be done over the phone. That was my job for two days: I was on the phone with people receiving the wires from the sale. When we were confirming account numbers and amounts, the assistant treasurer was overcome with emotion over what this would mean for his life. Six hours earlier, I was on the phone with the CEO, and he just said, “Yep, got the X million dollars.” Click... I thought at that moment, “Wow, this is so impactful the deeper it goes,” and I started to think about how motivating it is and how rewarding it is the further you go into an organization.

			
			

			The second thing I worked on was an employee stock ownership plan (ESOP). ESOPs were introduced back in 1974, when the government wanted to encourage broader ownership. If you shared 100% of the common equity with employees and all other institutional investors could only be in debt with warrants,  you paid no income taxes as a company. And as a seller into an ESOP, you could basically avoid capital gains. I was fascinated by that: I spent my whole second year studying it when I went to business school. 

			Fast forward to when I got into a leadership position at KKR: I started experimenting with broad forms of ownership. The first one was a manufacturing business where we were looking for different ideas on how to improve retention. It started with obvious things—wages, benefits, scheduling, work conditions, safety—and then extended to trying ownership. We started that about 12 years ago and extended it across our entire industrials portfolio. We’ve done it 12 times with manufacturing businesses, and today we have 25 live cases across all our verticals in the US. This is our new way of operating in the US, and I think will soon be in Europe as well.

			Ted: So how did you extend that more broadly at KKR?

			Pete: We started getting phone calls from public companies, families, other GPs, saying, “We think this is a good idea. We’ve thought about it. We’ve tried it. How have you got past Securities and Exchange Commission regulations or tax accounting challenges? How are you administering these programs? How do you communicate it in a way people understand it and value it?” A million questions came in. We decided that there could be real benefits to collaborating because this is very hard to do, and we don’t have all the answers. 

			One of our peers called and said, “Hey, we’re going to do this. Take a worker in one of our factories who makes $40,000. How much should that person invest?” As I mentioned earlier, one of our core beliefs is that should be zero. We don’t want to be pushing risk onto people. Imagine how bad it would be for the private equity industry and the investment industry more broadly if workers started risking capital and deals went bad. We saw an opportunity for collaboration. We saw an opportunity for massively scaling the impact. So we have 900,000 employees. If we were to scale this across all our businesses, that would be really impactful. But what if the top 20 private equity firms did it? What if the whole private equity industry did it? You’d be talking about transformational change. So that was exciting. And then there was the risk that if we didn’t collaborate, we’d step in potholes that we’d rather other people didn’t that could have really been bad. 

			
			

			As we engaged on that idea with other organizations—whether it was nonprofits like the Ford Foundation, the Rockefeller Foundation, banks, Goldman, Morgan Stanley, McKinsey, E&Y, Deloitte, the unions, labor officials, pensions—everyone seemed to say, “If we could make this work, this could be something. So why don’t we all work on it together?” And that led to the formation of Ownership Works.

			Ted: And what has the impact been?

			Pete: We’ve got about 20 private equity firms signed up—meaning they’ve committed to do this at least a few times in their portfolio, follow our standards, and share data back to the nonprofits so we can track who’s being impacted and what’s happening to turnover and engagement. We’ve also worked with some public companies and family-owned businesses on this.

			The most heartening thing is that people are talking who normally throw grenades at each other. We’ve got labor talking to capital with employees at the center of the discussion. Without access to ownership of any sort, it’s hard to get anywhere. As Darren Walker of the Ford Foundation says, “It’s become normal in the United States to work 50 hours a week and be on federal assistance.” Somehow that’s happened. A lot of these folks don’t have savings to invest to get ahead, so how will they get ownership? This is one of the ways to put ownership in their hands in a way that could pay for itself through productivity and better performance.

			Ted: What have the results been?

			Pete: They’ve been great! Some leadership teams are willing to put years of work into this; in those situations, you see cultures transformed. Then there are some who rolled it out, but without financial education and information sharing. Their results are more modest. Interestingly, there’s not that much in the middle. 

			Ted: What are your key takeaways from your experience with CHI?

			Pete: One key takeaway is patience—it takes a long time. Keep in mind how much water is under the bridge between management and workers: it’s not like you do this and trust magically appears overnight. As an example, even after years of working hard on this, when the leadership team said during Covid-19, “Safety is a core value, so there’s going to be handwashing stations and temperature guns at the door, and you’re going to wear masks,” people flipped out. The CEO wondered, “How much more could I have done for the workforce between ownership, air conditioning the plant, new breakrooms, the cafeteria? Haven’t I earned some trust here?” At those moments, you have to remember the generations of conflict. It won’t change overnight. 

			
			

			I also think we got it right on the back end when we sold the business: prepaying for financial coaching with Goldman Sachs; prepaying for tax help to make sure people appropriately and timely filed their taxes. At exit, you really get people’s attention because there are big dollars flowing, and they are more likely to engage then. 

			Ted: You shared a video with me from when you were at the plant with the CEO, sharing what these economics that were flowing to the workers would be. What was that experience like?

			Pete: That was the announcement of the pool for the 600 workers who weren’t in the equity plan and what it would mean for each of them. We spent the first five or 10 minutes just recounting the journey. We wanted to make sure it sank in that they had earned this. These are folks who never had anything like this before. People knew something was coming, so there was a little bit of, “Can we get to the action?” 

			The next thing was sharing that the company had been sold. We’d signed a deal. This was a Wednesday. The deal wouldn’t be public until Monday. This may sound like a small thing, but it’s a big deal when you have hundreds of workers in a plant who never get told anything in a typical company. “This is confidential. It’s not going to be public. You need to stay off social media. You can’t talk to anyone about this.” That level of trust is a small example of what we try to create in these companies. That was a cool moment. And then when we got into it, there was obviously incredible excitement, still a bit of disbelief, but tons of tears of joy and hugs.

			We had some food trucks brought in and we ended up staying in the parking lot for hours and hours, hearing all their stories: people who would get out of debt, pay off their home, be able to invest for the first time, help disabled grandchildren. What’s also remarkable is within 24 hours, many of these folks who had never had wealth before were wondering “What can I do now?” People were making commitments to help fund the drilling of freshwater wells in Africa and giving to their church—they were a very special group of people in this company.

			
			

			Ted: There’s been this long history in private equity of aligning yourselves with the management team. We know there’s a big income divide. How do you think it impacts the performance of the company when it’s the employees below management that are rewarded with equity?

			Pete: Number one, we as a society are massively misallocating resources by overpaying the top people. You can make that case about private equity; about investors like me; about CEOs. We are not achieving optimal aggregate outcomes. I do think that as compensation goes up, performance goes up. People are less likely to quit. But it levels off faster than we think because people don’t really work for money. And then performance declines. People get risk averse: they don’t want to screw it up. Private equity is making a mistake by aggregating all economics in such a thin sliver of the company. We would all be better off as investors—putting aside the good to society—by distributing it more evenly, because the senior people will quickly tap out in terms of the incremental motivation through more money. Whereas for the people deep in the organization who have often never felt respected, never felt recognized in their jobs, just the active granting and opportunity can unleash a surprising emotional response.

			It won’t solve all your problems overnight, but at least one-third of the time, you see tears even on the rollout of the program where people are shocked to be recognized. If we can get this right as an industry, it will be good for workers, good for society, and better for returns, because we’re not currently allocating equity in a smart way.

			Ted: What is your favorite aspect of private equity?

			Pete: My favorite aspect of private equity is the governance structure. If you want to drive change through the business world, you could try to convince companies one by one to do something different—whether that’s for climate or labor. Or in a more concentrated way, you could convince Blackstone, Carlyle, TPG, Apollo, Ares, Warburg Pincus, Bain—a handful of companies that each control half a million, a million employees. 

			
			

			Private equity is all about aligning incentives and driving change. That’s what the industry was founded on; and if we could put that to work on some key societal problems—which, by the way, will also deliver better returns—that would be my favorite aspect of private equity and is what I’m most optimistic about.

			

			
				
						18 “Free cash flow” is defined as cash from operations on the statement of cash flows less maintenance capital expenditures and working capital requirements. Other common definitions include “owner earnings” or earnings before interest, taxes, depreciation and amortization less capital expenditures.


						19 Private equity firms regularly seek to find ways to extend the duration of their ownership of great businesses. Continuation funds and permanent capital vehicles came about in part to solve for this challenge.	


						20 Fund terms are specific in the offering documents and vary. A standard term has a ten-year life with options for two to three year extensions.


						21 Proprietary data sample from PitchBook compiled by HarbourVest includes US domiciled companies with at least 200 employees that have had at least three sponsor-to-sponsor buyout transactions between 2000 and 2023.	


						22
 Private Equity International (PEI) Annul Fundraising Report, 1989.


						23 Operation HOPE seeks to level the playing field by equipping youth, adults and disaster survivors with the financial knowledge and tools they need to create a more secure future (www.operationhope.org).


				

			
		

	
		
			
			

			Chapter 7: Everyone Wins 

			Parts Town by Berkshire Partners
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			Private equity firms have a reputation as rough-and-tumble corporate raiders. The stereotype likely started with Gordon Gekko’s “Greed is good” speech in the movie Wall Street.24 It gets reinforced in media narratives, like labeling private equity firms “vultures” for picking up the pieces in the aftermath of the global financial crisis of 2008.25

			Critics cast judgment broadly based on specific examples of what can go wrong. In their books, Ballou and Morgenson both wrote about deals that led to cost cuts, job losses, service deterioration, and bankruptcy. Private equity owners profited by pulling out money in dividends before these businesses collapsed. Some private equity firms take a scalpel to businesses they buy. Some are notoriously shrewd and difficult negotiators. Any industry as large and profitable as private equity is bound to have some bad actors and challenging situations.

			In contrast to that harsh reputation, some firms take a kinder, gentler approach to their partnerships and investments. Boston-based Berkshire Partners is one such firm. Inside the organization, Berkshire runs without a managing partner and without corner offices. Each deal team collaborates, shares areas of expertise, and adheres to a values-based culture since 1987. 

			Externally, Berkshire’s dealmaking and work with portfolio companies have a similar feel. The firm strives to be a responsible investor that makes companies better and cares about relationships. Nearly three-quarters of Berkshire’s deals include a seller rolling equity into Berkshire’s period of ownership. As a private equity firm overseeing $20 billion with a sterling reputation, Berkshire’s softer elbows have not come in the way of its success.

			Kevin Callaghan and Larry Hamelsky are partners at Berkshire who have worked together for 28 years and led the deal team that purchased Parts Town in 2016. Parts Town is a distributor of replacement parts for restaurants with many of the characteristics of great businesses described in the last chapter. It supplies 150,000 different and essential parts, each of which makes up a small portion of a restaurant’s costs. Its management team grew revenues month-over-month for nearly 20 years, until the Covid-19 pandemic hit. 

			
			

			Berkshire’s preparation for the deal is common across many private equity firms. It developed a library of knowledge about the industry from conducting due diligence on two related businesses and learned that Parts Town was the best of the lot. That’s where Berkshire’s relationships kicked in. Kevin and Larry spent time getting to know Parts Town’s management team and looked at acquisition opportunities together. When the time came for Parts Town’s prior owner to sell, Berkshire preempted the deal process. Unsurprisingly, Berkshire retained the existing management and Summit Partners, the seller and a Boston neighbor, rolled some of its equity into Berkshire’s ownership group. Boston is a big city, but a small town—one that is known for being collaborative across private equity firms.

			Parts Town continued to grow both organically and through acquisition, generating earnings gains of 8× in Berkshire’s first seven years of ownership. After a good run, Berkshire decided it was not yet ready to part with the business. It conducted a recapitalization of Parts Town to cash in some chips and passed ownership on to Berkshire’s next fund and a continuation vehicle. 

			Berkshire’s Parts Town deal has none of the stereotypes from Gekko’s 1980s or the vultures of 2008: no management turnover; no slashing and burning of staff; no dividing up the company; and no rancor between ownership and employees. Instead, the deal showed the potential for a collaborative ownership model with new ideas to foster in the next chapter of a company’s growth. Our interview discussing the deal took place on September 21, 2022.
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			Ted Seides: Can you give us an overview of Berkshire?

			Kevin Callaghan: We were founded in 1987. We operate in the middle-market private equity space. We’re proud of getting good results for our investors and helping build some great companies. The two go hand in hand. Along the way, we’ve become distinctive in our industry for having a great culture of how we work internally. We have a very stable team that’s been together for a long time. Larry and I have worked together for 28 years now.

			
			

			We also had the notion early on that if we can make companies better during our chapter of ownership, it would breed two things: great results and a reputation for being a responsible investor. We’ve got 35 people on our team today who are completely dedicated to how well the companies do, and they do a lot of functional leadership to make those companies better during our time of engagement. We have also developed an appreciation that relationships matter: done right, they can be the gift that keeps on giving.

			Ted: Those two threads of culture and relationships—how do you describe them for Berkshire?

			Larry Hamelsky: Everyone you meet from Berkshire is so committed to being here. As Kevin said, we’ve got such longevity: we’re our own single-largest investor. We’re a firm that is committed to succeeding together, which is why I love working here. If you’re only focused on how you’re doing, this is not the place for you. We win as a group; we win as a team; we move around on different projects to help each other out.

			We’ve all been here for a really long time; we like each other, and that shows when we meet management teams. When we meet management, we come with a deep team and we are really well prepared. We’re in it to try to understand what they do. We don’t tell people what they should be doing; we discuss it together. Interestingly, when we invest in a company, about three-quarters of the time the seller rolls into our deal. People are committed to be part of our next chapter. So we think about things as an investor and as a chapter of a company, but those chapters end up lasting a long time and the relationships last multiple chapters. They’re investors in our funds; they’re on our boards. 

			Kevin: There are two other things that illustrate the team aspect of what Larry said. First, from the outset, no individual has had a corner office at Berkshire. We have a lot of corner spaces here, but they’re all conference rooms. The team is the most important person or entity in the firm and how we think of it. The firm is 100% owned by its active employees. We have no outside owners or residual owners. We’ve done a very good job of having succession transfer very easily and calmly over the years.

			Second, we’re all aligned with how the fund does overall. There’s no such thing as “my deal” or having disproportionate economics directed toward the things you work on. That keeps us thinking clearly about what we want to do and why; and what’s best for the firm, for the funds and for our investors.

			
			

			Ted: To what extent do you instill this culture, this value system, that’s worked so well for Berkshire into your portfolio companies?

			Kevin: We do that with great trepidation. Honestly, we have an unusual culture that works for us. There are a bunch of other successful cultures in the investment world that are unique to others and that work for them. What we appreciate most is that a company has a culture which is a great bond and is maybe correlated with its success. We don’t care exactly what that culture is. Some of them are much more individual profit centered. It’s not the same team atmosphere we have, but they have a culture and it works for them and it’s appropriate for their industry. That’s how we think of it. We try not to impose our own culture on anybody else.

			Larry: It may show up in board meetings, because we’re a group that debates the facts, and we don’t come in with a preconceived view. We kick things around; we don’t care who’s right. We come up with things as a group. If a company has a different culture, they may notice how we behave in that setting. But I agree that we’re not trying to find companies that look just like us.

			Ted: Let’s talk Parts Town. What is this business?

			Larry: Parts Town is a tech-enabled distribution company. They have revamped the way that restaurants order replacement parts. If you’re a McDonald’s or a Chick-fil-A and a fryer breaks, it’s critical to get that machine back up and running. Parts Town is where you go to understand what part you need to fix it quickly. Largely, the business is distributing those parts. They’ve done it using e-commerce in a way the industry had never done before. They also are one of the largest service tech repair companies.

			Ted: What kinds of parts are we talking about?

			Kevin: It could be anything from a basket to a temperature control to something that breaks regularly—anything in an institutional kitchen. They’re generally small parts. We appreciate that distribution businesses that are lined up in what we call a “many-to-many” structure have some capabilities that can develop a virtuous circle in terms of how those companies will grow. Parts Town is exemplary on that front. They have a real value they add to the manufacturers of these parts. Most of these parts are made or produced by people that make large equipment: the large fryer or the range or the refrigeration or ice equipment or whatever. But the parts are a bit of an afterthought. They have to provide them, but it’s not core to their business. In many cases, Parts Town has been able to enter into master distribution agreements with those original equipment manufacturers (OEMs) and take those parts inventories and those service obligations off their hands. It’s a win-win for them.

			
			

			We go to everyone from individual restaurant owners to chains like McDonald’s and Subway and offer them the best inventory of parts with same-day shipping, awesome information in our online e-commerce site, and unmatched service. That keeps driving people to work with Parts Town because customers are so happy with it. Parts break with some regularity, but there are a lot of them. We have over 150,000 separate parts in our inventory. It’s very hard for others to replicate that.

			Ted: Tell me more about the history of Parts Town. When was it created, and when did the online transformation that you mention happen?

			Kevin: It was originally founded in 1987, but it didn’t do much for the first 15 years until the CEO, Steve Snower, showed up.

			Larry: It was a few-million-dollar company back then. Steve was friendly with the family and the owner, and it was a small startup. The competition had catalogs with part after part after part. A technician that goes in to fix restaurant equipment may not know exactly what part they need—it’s not totally obvious. So Steve wondered: “Forget catalogs—how do I put all of that information online? And how do I do it in a way that educates the repair technician on what they need and why they need it?”

			That’s how it started. It was so small and they just kept adding to it. As Kevin said, they convinced some of these OEMs to outsource some of their parts distribution to them. They started winning chains on the other side and it took off from there. They had sequential month-over-month growth for close to 20 years, right up until the Covid-19 pandemic.

			Ted: You mentioned the business was family owned when Steve came in. What was the ownership before you got involved?

			Kevin: Reedy Industries or the Reedy family—Bill Reedy is still on our board, by the way; he’s a terrific individual—had owned the business and very wisely brought in Steve in 2002. Until 2013 or 2014, the business was still owned by the family. Summit Partners became an investor in 2013, did the first recap with it, and helped bring in some capital and some additional insights to help it grow.

			
			

			Ted: Were you competing with Summit for the deal at the time?

			Larry: We came later—we kind of fell into it. When we diligence a company, if we don’t invest in it, we try to take those learnings and see if we can do anything else with them. We stumbled upon a company that was distributing the equipment itself—not the parts, but the restaurant equipment. We studied that and came to the view that while it was interesting and it was fragmented, it was highly cyclical: in different downturns, it would drop anywhere from 40% to 50%.

			But a little nugget from that work was that the parts business isn’t cyclical. In a downturn, you may build fewer restaurants, but you’re going to use your existing equipment a lot more—which means things will break a lot more. So we diligenced a company that largely distributed generic parts, and we liked it. We worked hard at it. We bid for the company, but we ended up not winning the bid. From all that work we did on the customers and the industry, Parts Town spiked as the company you’d really want to invest in. 

			We networked with Summit. We spent a lot of time with Steve. We didn’t know if there would be an opportunity. Summit was looking at an add-on acquisition. They didn’t want to add capital themselves. We were alongside them on that, but they didn’t end up doing that deal. And thanks to the relationship we had developed with Steve, he came to us and said, “Someone’s going to do something in six months. If you can jump in early, I’d love to do something with you ahead of that.” So that’s how we landed it.

			Ted: From a process perspective, how often does this kind of deal happen?

			Kevin: If you go back over our history, you’d see a family tree of what led to what, and what knowledge in a process led to a certain deal. But looking at it through a broad lens, serving the out-of-home food market was attractive to us. There still are good trends there: new players, takeout delivery—there are lots of reasons why Americans would want to consume food out of home. That’s attractive. We’ve been in the food supply area for a long time. Serving large customers like McDonald’s is also attractive. And aftermarket parts are attractive, for the reasons Larry noted of avoiding cyclicality and providing a very sustainable, durable business. 

			
			

			These threads of big-picture knowledge, punctuated by specific diligences or prior investment experiences, lead to the next thing. That’s probably true for half or three-quarters of the situations we’ve been in, where we can look at the direct ancestors of either a process we jumped into and learned something from or prior portfolio experience that gave us the conviction in a new opportunity.

			Larry: It makes you a better buyer—if you’ve seen several things, you know what you’re looking for. There’s nothing more frustrating than trying to diligence a company, liking it and then coming in second or third. You’ve spent a month of your life working nonstop trying to buy it, so it doesn’t feel great if you lose. But when Parts Town came around, we had already looked at all elements of that industry and at a competitor. We were sharp on what we were looking for; we could act quickly; we knew what questions to ask; we were credible. So it makes you a much better buyer.

			Ted: So Steve came to you and said, “There’s a process about to start.”

			Kevin: It was Steve and Summit together. They were aligned on it and they wanted to give us that opportunity.

			Larry: And we jumped at it.

			Kevin: We did!

			Larry: The nice thing is that normally in a process, you might have a couple of meetings with management and you’re trying to assess their capabilities. Here, we looked closely at an add-on acquisition. So we had a long window into how they operate, how they perform, how they think. Summit was going to sell this company in six months. They said, “Here’s the price we’re going to get in six months, and we want you to pay that now.” It felt very high at the time.

			It was 15×, something like that. And Kevin, you said, “We’re not smart enough to be able to predict within six months if we’re paying the right price or if it’s a really good company.” But we talked about its track record of 20% growth every year for 15 years; its innovation; its special culture. And we thought, “We can’t be so precise about exactly what this is.” And that was a good decision.

			Kevin: That’s been born out of experience, right? In a long-hold private equity business, the entry price is far less important than the goodness of the asset. It’s very easy to look back and say, “Wow, an extra 10% or whatever wouldn’t have mattered” if you’ve found the right company. There was certainly that pattern recognition there. And there was a lot of familiarity both with the industry and with the company. Larry and I are only two of several partners here. We had to convince our team that our enthusiasm was warranted. And our team pushed us hard to make sure that the company was as good as our instincts were suggesting.

			
			

			Ted: What was the deal dynamic like?

			Kevin: It was so straightforward. We’ve made investments with Summit before. We’ve been on boards with them before. We know each other’s families. Boston is a very big city and a small town. There’s a lot of trust and mutual respect there. We were going to meet their number—which was a high number relative to the business’s current earnings—but they were going to roll over and be a meaningful investor and remain on the board. For us, as I mentioned, it’s all about making sure that in a given situation, you’re approaching it in a true partnership fashion. Jay Pauley remained on the board; he’s a terrific director. They were super-supportive of all the things that Parts Town did over the next many years. Though we compete, we obviously collaborate too.

			Ted: What was it about your relationship with Steve and your understanding of the space that led them to come to you to preempt this process?

			Larry: We had proactively reached out to Steve with a Summit introduction. This was prior to Summit exploring making an add-on acquisition. We had developed this relationship and had shared some of our insights on the space. We’ve learned over time that these processes can be short. If you meet management early and you have a relationship, you learn things along the way—such as: “They set a budget; do they usually beat their budget? Do they set a conservative budget?” That helps if you are in a process at the 11th hour and you’re trying to figure out, “Do I stretch that last little bit or not?” You’ve got some continuity with the team and you know how they operate.

			We had pitched Steve on a number of things that they could buy over time. So when this came up, we were a natural call. There were other people that competed with Summit on the original deal and they’d stayed in touch with Steve over the years, but not in the same way we did.

			Kevin: Something else that became apparent was that Parts Town is very much a values-based culture; and Steve, with his team, has articulated six core values of safety, integrity, community, passion, courage and innovation. They do everything by those values. It’s how they set their strategy; it’s how they hire a team. What’s interesting is that we, as a private equity firm, have articulated our own values and we were relatively early in doing that. Over time, we found that it helped us articulate the glue that keeps us all together through this bond we have at Berkshire. It also resonates with companies that have gone through that same process of articulating their values and culture. For a number of these companies that we’ve met over the years, there’s this connection which is formed at a different level than just the numbers. I think Steve felt like there was a real kinship on that front. We had the foundation to be a great partner for the company.

			
			

			Ted: Beyond price, I’m curious as to where the bargaining power stood in this deal. 

			Larry: Steve was a good partner to Summit and also a good future partner to us. He was trying to balance what was a fair deal for Summit, but he was a buyer too. The whole team was investing and had a new option plan, and this was probably their first liquidity event. We made the decision to hit their price. It was an aggressive price, but it was fair too. We were able to structure the deal in a way that was quick in this market, where you have to be nimble and careful. We treated it as if we were in a process. We didn’t try to play games; we didn’t try to extract value. We appreciated that we had a one-off look and we treated it with the same speed and certainty as we would anything else.

			Kevin: And given the goodness of the company and how clean it was in diligence; and that it had been a private equity-backed business before with an institutional lending group; and that it had good history of hitting numbers; and that management and Summit would continue to be investors—there was a lot of comfort there. A lot of issues fell off the table for us, so we met the market for a good company with these kinds of characteristics.

			We didn’t spend a lot of time thinking about what else we had. The management deal felt very fair to us. It felt like they were making a major commitment of their existing dollars. But we also offered a new option package that was time and performance-driven, as we typically would. The conversation we had with Steve upfront was: “How deep should that go? Who are the people you’re trying to reach; and how much do we leave for new joiners?” But all this was done as a discussion; it never felt like a negotiation, where there was give and take. Honestly, it felt like arriving at the right answer together.

			
			

			Ted: When a company has been performing as well as Parts Town had done before you bought it, how do you think about the value you will add in this next chapter?

			Larry: First, we try to assess the company’s history and how it’s achieved the success it has. We’re looking for companies that have a number of ways to grow and win. We’ve learned over time that we can’t count on all of those going right. If too many things have to go right, it usually won’t work out the way we hoped. With this one, there were a number of levers that we thought could add real growth. It all had to do with increasing the number of distribution agreements: there was an M&A angle to it; there was an international angle to it; there was a lot of internal work in terms of systems and things that needed to be upgraded over time.

			So then the question was: “How do we help them build an M&A muscle? How do we help them get into new adjacencies?” We got excited about this because we saw that the core growth in itself would have led to a good outcome, but if we pulled on a couple of the different levers, we would have a great outcome. We had a full-time portfolio support person almost from day one. We’ve been an investor now for six and a half years, and he’s probably spent more than half his time on this over that period.

			Kevin: And then we pulled in other functional experts when needed.

			Larry: We’ve had advisory directors join the board. We’ve had a bunch of different specialists chip in. A lot of hands have touched this. Some companies want more or less of us; Parts Town has wanted more of us.

			Kevin: A great role for private equity is to find companies that will benefit from deep engagement and resources over many years, which would be hard for them to find on their own. One of the things we like about the middle market is that these companies really do need help. They’re not perfect yet. There are some key things they have yet to do. They haven’t built out a complete team; their systems are 10 years old; they’re not thinking about being triple the size they are; and on and on. We get excited about the chance to bring something to them that they need and make them better companies over time, such that growth is even more assured, and we’ve helped scale a business with the chance to become a billion-dollar player in its space. Parts Town is a great example of that.

			We’ve been investors in some companies for many years. Advanced Drainage Systems was one of the first things I worked on back in 1988, and we’ve invested in it for 30 of the past 35 years in either private or public fashion. It’s a great business, and it’s been able to get better during our chapters with it. 

			
			

			Ted: Let’s walk through some of those levers with Parts Town and how they’ve played out over the six and a half years.

			Larry: If you look at our growth from an earning standpoint, we’ve grown maybe eight-fold over that time. For the first four years, it was equal organic and M&A; today, it’s more like 60% M&A and 40% organic. So the M&A engine has a strong muscle and we’ve added a lot of value there. 

			We’ve done some M&A; we’ve added on the service tech side; we’ve grown geographically. We’ve entered into some new adjacencies—for example, the home appliance space has grown nicely for us—and we’re looking at a couple of other adjacencies. From that standpoint, we’ve been a very good acquirer. And our batting average is, if not 100%, then close.

			We’ve talked a little bit about culture, but as Kevin highlighted, the innovation side is also critical. Parts Town’s mandate is to have two breakthrough innovations per year—sometimes it can be more than that, sometimes less, but they’re always pushing for that. The nice thing about being a private company is that we care how the company does, but we’re not focused on quarter to quarter. We’re willing to overinvest in certain years if we think it will lead to outsized returns in later years.

			In terms of how Parts Town have driven their organic growth, they’ll come to us with a list of things they’re considering, and they’ll want us to pick and choose. Often, we say, “Yes, if earnings are $2 million less this year than what you thought, that’s okay.” And that’s worked out: they’ve had 198 months of consecutive month-over-month growth. In the first month of the pandemic, Steve called both of us in a panic: “I’ve broken the streak.” Kevin said, “You’re in the Hall of Fame, Steve! You might have an asterisk next year …” Interestingly enough, our earnings were flat that month, but ever since, they’ve been back on a tear.

			Ted: You guys are professionals at buying companies. When you start to help them develop their M&A muscle, what does that look like, in terms of their ability to do their own acquisitions without your assistance?

			Kevin: From a buying and analytical standpoint, for us in this particular investment it has meant figuring out who the key players are on each side and devoting a lot of our own resources to them. We’re leading on the larger opportunities, given their size and the process and financing issues. They’ve been able to do a large number of smaller tuck-ins themselves, particularly on the service tech side; and occasionally, given their size and familiarity with the market, they’ve been able to strike a good deal with some of the small distributors, with some oversight from us. But they know what they like and they know how to go after it. On the integration side—what you do afterwards—they are really owning that, with some guidance from our portfolio support individual, who is very engaged on tracking how well things are doing. 

			
			

			Larry: We’ve learned a lot together over time because they don’t have the same lens that we have. Looking through their lens, the view on a deal which to us might not be a good standalone private equity deal might be, “It’s got great technology; we have significant synergies; it gets us into this customer.” Or we might like a deal because it would be accretive, but they might say, “Well, it doesn’t fit our culture …” We’ve learned together that what we might like, they may not like and vice versa. So as many deals as we’ve done, we’ve turned down more together.

			Kevin: And Parts Town is a well-known player in the industry and is well respected. On some of the acquisitions we’ve done, the management teams—and occasionally the private equity owner—have raised their hands and said, “Let us roll into Parts Town. We want to join you.” They want a full price for their business, but they’re also eager for the chance to be an investor. Our European management teams have become direct investors in Parts Town. On one large US acquisition we did, the private equity firm Windjammer Capital became an investor in Parts Town and their Partner, Greg Bondick, and the acquired company’s CEO John McDonough both joined the Parts Town board.

			We also know that the Parts Town e-commerce site is so good that competitors use it to help them figure out the right part to ship to their customers. We’ve seen over time where the hits are coming from—they’re often from the neighborhoods where our competitors’ offices are located, because we have the best information in the industry. Our competitors are very familiar with the idea that we’re tough to compete with, so they’re happy to join the family.

			Going back to the innovation story, anyone who’s ever been on a consumer website knows that you can zoom in on an article of clothing or whatever you’re thinking about buying and maybe spin it around and manipulate it. Parts Town realized that would be great for their industry, ensuring people knew they would get the part they wanted to match the broken one in their hand. With a major investment, we set up a studio in the distribution center to photograph every one of our stock-keeping units (SKUs) from different angles and put it up online, so that individuals who want to make sure they’re ordering the right part can zoom in and match it up with what they’re looking for.

			
			

			Ted: When you say “every one,” that’s 150,000 SKUs?

			Kevin: Yes. Now, don’t hold me to that exact figure …  There may be some new ones in this week that we haven’t photographed yet. But that’s been the goal: to have truly the best information in the industry to help customers.

			Ted: What other innovations have come up on the wish list?

			Kevin: The virtual marketplace is very interesting. The idea is that inventory is also in the hands of our service tech customers at various locales around the United States; so you could potentially have service within hours if a part happens to be close to where it’s needed. Providing a virtual marketplace that allows those entities to sell that inventory to that customer—that has real value. That’s a relatively new initiative for us and it has interesting growth possibilities.

			Several years ago, the idea of mobile ordering and mobile interface with our e-commerce site was a novelty. It’s now omnipresent, but that was an innovation we pushed earlier in our industry than most players. That gave a lot of flexibility to customers to order something on their phone versus having to be at their desktop.

			Larry: And you can even get all the information through an app. Parts Town was ahead on every phase.

			Kevin: That brings us back to this notion that over the years, Berkshire has invested in traditional, well-positioned industries. There’s this tech enablement layer across so many of them right now that we’ve seen time and again is the key to success. When we find something that’s pretty good in the “molecule world,” as I call it, and have the chance to transform it into a digitized competitor, that’s interesting to us and is something we’re pursuing across all of our sectors.

			Ted: You mentioned before that typically in a deal, not every lever that you hope will work does. I’d like to hear about some of the challenges you have faced along the way.

			
			

			Larry: Clearly, the pandemic. When we talked about Parts Town, our research suggested it was acyclical. But we never envisioned that no one would be going out to eat for a period of time. So I guess it’s not pandemic-proof. That in and of itself was a challenge, but the company hunkered down. They learned that when you’re growing at 20% a year, you don’t examine every little bit of the company; so the pandemic gave it a window to do that.

			We also could have done some of the acquisitions sooner, but we were disciplined, so we ended up doing them later and paying a lot more for them. Maybe that was the right thing to do for the business at the time, but we could perhaps have done that differently. And on the systems, we’ve been slower to move and could have been more forward thinking. The levers have still worked out nicely, and we’ve learned the hard way that if too many things have to go right to get a decent return, it just won’t work that way. On this one, a lot has gone right.

			Ted: Last year, you had a recap. How do you think about the continued ownership of a business that’s doing great or changing something up like you did?

			Larry: What happens often is management teams like a three- or five-year chapter. They have a good outcome; they get some liquidity; they might diversify or reinvest—so teams can get accustomed to something happening every so often. We were five and a half years into our chapter and it had been very successful, but we looked at each other and said, “This chapter’s too early to end.”

			If you think about it from a management standpoint, they had just come through a pandemic where they had created a lot of value but then were worried about what would happen to that value. So it made sense to have another chapter. We had a lot of conviction in what was happening. It was in an older fund. That’s when we explored the idea of, “How do we have an event where management can participate but then be fully invested for the next event? And from a Berkshire standpoint, how do we position this in a fund for a whole new chapter?” That’s how the conversation started.

			Kevin: The conviction was that this was a business we would like to continue to own; that management needed some kind of payday, and our older funds would benefit from some liquidity. We ran a process, and the company met some of these folks along the way—all great firms—and they appreciated the merits of Parts Town as much as we did. There was good competition for it, and management cared a lot about who their partner was.

			
			

			As we began to narrow down the list, price became a consideration. We were rebounding strongly from the pandemic, so we were saying, “Imagine what this business is going to be earning in a few months, given the rebound that’s underway.” We had some meaningful M&A yet to do. We had not closed; we had not begun diligence on the European business that we’ve ended up buying. There were some meaningful things still to be done, but it all came together nicely because of the conviction we had as a firm. We said, “This is something we would like our current fund to be an investor in. This is as attractive as any of the other opportunities we’re seeing.” And we developed some solutions for the older fund. Those were our goals.

			Larry: We had some old investors that were thinking of selling and some new investors that wanted to participate, so it needed to be fair. But in this market, that meant it traded for what it should.

			Ted: You have one fund selling and another fund buying; you have a continuation fund you create. How did you think about the conflicts and resolve them while continuing to own this asset?

			Kevin: That’s something we’ve grappled with very successfully several times before. There are a number of principles that we apply in these situations. We think of our investors in each fund and make sure we involve those advisory boards in the decision making, blessing the decision and having it pressure tested in advance; asking, “Is this fair to each of the various funds in mind?” We have principles of re-diligencing a business.

			We didn’t say, “Just because it’s been successful, let’s assume it will keep going that way.” We involved some new thinking: we had a new investment committee process, new team members and people who had not yet been individual investors here at Berkshire think about it.

			There were a number of elements that we’ve navigated before in this way. And fundamentally, we have a lot of carry-over between our funds from investor to investor, so people understood that. They understood we’ve had several of these high-conviction assets over time and we’ve got them right, fortunately. So among our investor base, there was a good understanding of how careful we are in navigating all of what you’ve just talked about, Ted.

			
			

			Ted: How do you think about the sizing in a new fund? 

			Larry: We’ve learned over time to be careful about how big any one investment is in a new fund—that we invest a fund over a period of time, so we have diversification. We treated this as a full position in a new fund, given the conviction level. We’ve got a couple of those sizes in this fund and that felt like the right commitment—at least from a new fund standpoint.

			Ted: And then how do you think about the game plan going forward for the business?

			Larry: We treat it as a new deal and we have different partners around the table. For every deal we do, we try to package the diligence and share it with management. Often, we give them a couple of weeks’ breather after a process, but then we meet with them to go over the game plan for the next few years. Often, management have a lot of initiatives in mind, so we try to help prioritize them. If that means we overinvest in the early years, that’s fine. It was the same process here: it’s a new chapter with a new five-year game plan.

			Kevin: We had our first board meeting with the management team with Leonard Green Partners and Roark Capital, who were the new investors in the business. They each brought very relevant experience to the table. At the board meeting, we asked them to share their learnings from a diligence standpoint—what they liked and what their concerns were. By being open about it, the management team was able to hear those concerns.

			This is a management team that’s not complacent. They always expect something to go wrong or change in an industry; and they are balanced thinkers—while they’re proud of what they’ve built, they know they need to keep improving. That dialog between all investors and the management team on our common goals over the next five years was really truth seeking and honest, and it helped shape some of our views.

			Ted: What do you see as the biggest risks to the business going forward?

			Larry: It’s a big entity now; so to generate the kinds of returns that we hope to generate, it needs a lot of growth. It will have to be positioned well and ultimately sold well. So the execution has been amped up. When we bought it and it was small, a few things could move the needle. We’re now at a size where we need bigger needle movers. So the size of M&A that we need to do and the pace of some of the adjacencies have increased a little.

			
			

			Ted: How does this business interact with Amazon?

			Kevin: Amazon is obviously an important player in virtually every industry these days. They are certainly a competitor on some level. They do stock some of the same parts as Parts Town. But its SKU selection is much smaller, it has more limited product information, and no ability to offer service insight or to pick up a phone and call somebody to make sure a specific application is available. Parts Town is well positioned in these distribution niches because of the value we provide. But nobody at Berkshire would ever suggest that Amazon isn’t something to worry about.

			Ted: How has your relationship with the management team evolved?

			Kevin: This is hard for us to answer objectively because we’ve developed a real fondness for the entire team and have come to know some of their family members and what they’re going through. We respect how they live their lives, the business they’ve built, the glue that they have with one another, and how open and transparent they are. Now we have this investor management dynamic too, so we’re super-professional about that. We know we’re driving toward something we’ve articulated together. We want to hold up our end of the goals, and we know they want to hold up their end. So it feels both professional and very close personally. That’s maybe unusual, but it’s not uncommon for us across our portfolio.

			Larry: The culture of Parts Town is unique in that it’s more than a job. When you’re there at a board meeting and it’s 5:00 pm, it’s not like everyone’s rushing to the door, heading for their car. They’re not satisfied if they don’t grow 20%; they’re not satisfied if they’re not winning. People are so loyal to this team and to this leadership. One of the fun things about private equity is that our relationship started out more business oriented, but it has become more personal. When we started talking to Steve a couple of times a week, the discussion might have been 80% business, but now it’s 50%. We know his family, and he knows ours. That’s a special part of the relationship. This has obviously been a very good deal and will hopefully be a very good deal for the new fund, but the beauty is that the relationship will last far longer than this one deal.

			Ted: What are your key takeaways from the deal?

			Kevin: For me, it’s the notion of figuring out why you like something and finding out along the way how to apply the new learnings. Parts Town first came up in a study of our competitors for something else we were looking at and straight away we said, “That’s a great-looking company—let’s chase it down.” So the notion of always looking beyond to the next thing and taking advantage of what you’ve learned is critical. Instead of spending so much time with Parts Town, we could have spent a lot of time chasing 20 other things that didn’t have the same appeal for us. Something else is that what we have to offer as a firm is pretty special and connects well with teams that truly care about the nature of their investor and what that partnership will look like. So we need to find companies that will appreciate that and spend more time with them.

			
			

			Larry: I pulled up the old investment memo from 2016. We were very clinical on how we thought about Parts Town’s growth: “This segment will grow at this percent; this segment will grow at this percent …” And that’s how we present it to our firm.

			Good things happen to leading companies, but you can’t always predict them. Sometimes we make decisions based on a very specific idea of what’s going to happen, but then you look after the fact and you think, “Wow, I didn’t know they were going to do that. I didn’t know they were going to get into that space.” That’s been a lesson for us: when you find a special company that has the right leadership, the right market position, the right capabilities—it’s not going to stay put. It has the ability to succeed on the upside because it can make things happen.

			Kevin: The individuals here at the firm can envision all the different ways in which a company can fail. We do that so well in our memos that sometimes we don’t think so much about all the ways they could be great. Injecting a little bit of balance into that discussion is very important for us.

			Ted: As a closing question: what is your favorite aspect of private equity?

			Larry: The relationship piece of it—which I don’t think I fully appreciated in the beginning; the fact that we get to work with wonderful people that we care about every day. At this point in my career, I’m in it for the relationships that I enjoy; it’s more than the business side of it. Steve, Kevin, and I will be close and friends forever and I love that. Obviously, we’re in this job to generate returns for investors, but the side of it that I didn’t appreciate early on is that a lot of my best relationships are driven from this.

			Kevin: That’s a great answer and it’s tough to dislodge that from being my first, too! Something else I would add is the intellectual charge of attempting to figure out the winners of the future and where society and business are headed in the longer term. We get a terrific snapshot of that across our portfolio, and it’s fun to figure out what something might look like in 10 years and try to predict that future; and if we land the investment, then try and make that happen. That’s been very rewarding for us in this relationship-building context too.
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 www.youtube.com/watch?v=VVxYOQS6ggk. Wall Street, 1987.


						25 Apollo Global Management (“Vulture fund takeover of Countrywide was more than picking at the bones,” Financial Times, February 19, 2010), Blackstone Group (David Ellis, “Vulture investors are looking for prey,” CNN, April 9, 2009) and Cerberus Capital Management (Mark DeCambre, “Vulture Firms Swoop In On Banks’ Debt,” New York Post, April 10, 2008), among many others, received the label “vulture funds” around the financial crisis.


				

			
		

	
		
			
			

			Chapter 8: Trophy Assets Winning Championships 

			Fenway Sports by Arctos Sports Partners
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			Private equity professionals identify and invest in new frontiers where capital is needed. Buyout targets have expanded over time to different types of sellers, geographies, financing strategies, and businesses. 

			What once were leveraged buyouts of founder-owned, stable, cash-flowing businesses broadened to public-to-private and sponsor-to-sponsor transactions. What once was primarily a US-focused activity expanded to international and cross-border transactions. What once were deals financed by banks extended to financing by private credit asset managers. And what once was an activity focused on boring businesses expanded to growth sectors. 

			One of the latest sectors of opportunity to emerge is professional sports. Amidst massive structural change in the media industry caused by streaming, live sports are one of the last properties with large audiences and content for pay TV networks. Each time a major professional sports league has renewed its media rights in the last decade, the value of those rights has soared. Correspondingly, the value of sports teams has skyrocketed.

			Sports team ownership was once seen as a money-losing vanity purchase by ultra-high-net-worth individuals. But since 2010, 78% of new control owners of major professional sports franchises in the US have made their fortunes from technology, investing, or entrepreneurship.26 These successful business owners see sports as more than a vanity play. Franchises develop platforms that include new stadiums, adjacent real estate, non-sports event revenue, and other affiliated growth investments. 

			The value of teams has become so expensive that fewer and fewer individuals can afford to buy one. When a billionaire steps up, they may be reluctant to deploy hundreds of millions more into positive net present value projects that can expand franchise value.

			Recognizing this gap in growth capital, major sports leagues began introducing rules to allow institutional investors to participate in the ownership of sports franchises as passive minority investors. Starting with Major League Baseball (MLB) in 2019, leagues designed ownership to encourage long holding periods and alignment of interest. 

			Major sports franchises are attractive businesses with compelling risk-reward characteristics. Teams are scarce, difficult-to-replicate brands with highly visible, non-cyclical revenues. Their customers are “fans,” so named for their fanatical devotion to their beloved team. Franchises benefit from monopoly-like status in their region, earning contractual, recurring revenues from local media deals and shared league ownership of national media rights. For decades, professional sports revenues rose steadily at a higher rate than gross domestic product.27 The rise of sports betting and international expansion provide growth opportunities as well.

			Sports business legend Doc O’Connor and private equity secondaries market expert Ian Charles saw the nascent investment opportunity in 2019 and partnered to create Arctos Partners, a firm dedicated to providing liquidity to owners.

			Arctos’ first deal was the purchase of a minority stake in Fenway Sports Group (FSG). FSG is a 20-year-old global sports marketing, media entertainment, and real estate portfolio that takes cherished and iconic sports clubs to new heights. The business includes ownership of the Boston Red Sox, Liverpool Football Club, Pittsburgh Penguins, and a portfolio of related real estate and media assets. 

			Ian Charles and Sam Kennedy, CEO of FSG, joined me for a conversation on January 25, 2023 to discuss the business and Arctos’ 2019 deal to join the ownership ranks of the company.

			[image: ]

			Ted Seides: Ian, give me an elevator pitch on Arctos.

			Ian Charles: Arctos was formed as the industry’s first provider of growth capital and liquidity solutions to the owners of premium brands, predominantly in North American sports. We raised our first fund about two years ago. That was a $2.2 billion fund, about $3 billion across the fund family. That fund invested in 17 unique sports franchises and all of their related assets, and we are now actively investing in our second fund using that same strategy.

			Ted: Sam, I’d love to hear about Fenway Sports Group.

			Sam Kennedy: Our group started in 2001, when the Yawkey Trust put on the sale of the Boston Red Sox and Fenway Park. The Yawkey family had owned the franchise for a long time; and back then John Henry, Tom Warner, and their group of partners came together to acquire the assets of the Yawkey Trust. So it started with the Red Sox and Fenway, but John and Tom brought a very entrepreneurial spirit to the organization and encouraged us in the early days to start thinking about growth beyond baseball and the ballpark. That led us on this journey to invest in the National Association for Stock Car Auto Racing, English soccer, and more recently, the National Hockey League (NHL). It’s a platform company designed to focus on winning championships with the teams and clubs that it owns and operates—first and foremost, because the business flows and the value creation flows from winning. That is our north star: winning championships and being involved in markets with rabid fan bases that care deeply about their teams and their venues.

			
			

			Ted: How do you think about the economics of the business?

			Sam: We’ve always had a focused approach to winning, which has required a ton of investment in our sporting operation. In Boston, player payroll is a huge expense for us; as is fixing up, renovating, and building new venues in which we operate. We have a revenue-first mentality here. We’re trying to generate as much revenue as possible from every source, and we’ve been reinvesting it in the product on the field and in the venues we occupy. FSG, as a company, has great revenues and growth and profitability; but the individual sports team assets have years that are up and down, that are breakeven, that are cash losses. That takes a special kind of investor—someone who is deep in the space and understands where the value creation comes from. It’s not a quarterly look at EBITDA or cash flow; it’s about building long-term equity value through investing revenues back into the product. Ian has led the way on that score.

			Ted: Ian, what is it that was attractive to you about FSG as an asset?

			Ian: Especially as our first investment in our first fund, there couldn’t have been a better candidate than FSG. If you take one big step back to look at the business, you have four leading brands in four different leagues in sports. You have unencumbered ownership of some very important live entertainment venues globally. You have two distinct and very important media platforms in Spring Hill and New England Sports Network. And you have a growing real estate and live entertainment footprint anchored in Boston, with one of the most dynamic, acquisitive and sophisticated management teams and ownership groups in sports. And you get all of that in one holding company. That in and of itself is unique.

			
			

			To give you a sense of how all those things work together, at an aggregate level in any given year, between 40% and 50% of the total revenue in that system comes from media rights at the international, national, and local level. About 25% comes from long-term sponsorship contracts, and then between 20% and 25% comes from ticketing and premium seating and other related activities. That is the same kind of mix of a National Football League (NFL) team or a National Basketball Association (NBA) team—just on a much bigger scale, because of the sheer scale of the system. It’s an incredible asset for any owner.

			Ted: Sam, how have you thought about the growth of these assets  over time?

			Sam: We sat down in 2001 or 2002 with a strategic plan to get us to where FSG has come; but really, we’re opportunistic. It was organic growth driven by an acquisitive ownership group—especially John and Tom, who had very successful business careers prior to getting involved with FSG. We took on a private equity partner, which was new and unique for sports. And credit to MLB—many people went through its offices and met with the CFO and the ownership committee before Ian and Doc O’Connor arrived. Private equity was not allowed in sports just a couple of years ago. But these guys came in, and I remember getting the call from Bob Starkey, the CFO of MLB and he said, “Wow—that group gets it!”

			Ian and Doc had a plan, and it was the right time in sports—you’ve just seen what’s happened. The Arctos story is incredible. We’ve professionalized our approach to growth. Hopefully we’re more disciplined than we were in the past. We’re now looking at blue-chip assets that move the needle for our group. Ian mentioned Spring Hill. We’ve got an amazing partnership with LRMR; with LeBron James and Maverick Carter. We are making some smaller investments, but primarily it’s big blue-chip assets with great venues and great markets that hopefully need to ramp up their revenue engine—but also the competitive engine on the field, on the pitch, on the ice, on the track. That’s the secret sauce in our business, and we’re passionate about it. We absolutely love what we do.

			Ted: Sam, what was it about Arctos in that call that meant you got it when others didn’t? 

			Sam: First of all, it was rooted in relationships. We were introduced to Ian through an existing partner. Ian came in with his private equity experience. Our group got to know Doc when he was at Creative Artists Agency. We take a great deal of pride in connecting these guys together when they were founding Arctos. It was all about the relationships. The great connection is Ian’s background in private equity and everything that he has done and built in his prior life, and Doc’s amazing background in sports and operating and dealing with owners and leagues. That felt like a great marriage, and it resonated both with the assets they’ve gone after and with the leagues they’ve had to go seek approval from. That’s been the point of differentiation.

			
			

			Ian: The combined backgrounds and skill sets of our team were very different than what most ownership groups and most leagues had seen before. When most people say “private equity,” they mean “control leverage.” But that is not my background. My background is in unlocking market liquidity, being a value-added but passive partner in strategies like secondaries and GP stakes and preferred equity. That background is what the leagues were looking for, not the control buyout: “I’m going to tell everybody what to do and I’m going to make the decisions, and I’m going to use leverage and financial engineering.” We were problem solvers. We had operating experience and industry experience from Doc and the rest of our partners, combined with this market liquidity experience skill set. That was really different, and it unlocked the deal for us. 

			Half of what we do is providing the minority owners in these sports teams with liquidity—just like my team and I used to provide LPs with liquidity from their funds or GPs with liquidity in their private markets franchise. That tactical secondary style of investing, sourcing, and deal execution is a valuable strategy.

			Ted: Ian, how did this come about? You and Doc got together; what was your thinking about buying sports teams, and in particular with FSG?

			Ian: When we started talking to FSG, I think there were about two dozen minority owners. There was the original group, but then there had been groups that had come in over time and some had left over time. So there was this organic minority ownership group investing with John, Tom, and Mike Gordon. A very sophisticated family office was interested in partial liquidity, and we had the opportunity to buy a partial stake in FSG from them. We were able to do what we’re really good at: design a deal that worked for them, that worked for our fund and that worked for our partners at FSG, and then grow that partnership over time. We designed an elegant transaction structure that provided our fund with some nice downside protection, duration enhancement, and return enhancement; but we were able to get in there and solve that problem quickly and quietly, and navigate the league approvals—which is a very difficult thing for a fund to go through for the first time.

			
			

			Ted: What was the diligence process like?

			Ian: It was no different than any other direct investment. All these businesses are audited by a Big Four auditing firm. They’ve got board packs because they have boards; they have lenders. And interestingly, they all go through a second audit: they all get audited by their league. There’s a good second set of books that the league conforms with and all the information that you need to do proper due diligence is there for the taking. The challenge is that these are unique businesses that have shared beta factors; and then they have local execution factors, which to be done well need to be modeled stochastically and probabilistically. It’s a very nerdy way to think about the world. When we did this deal, there was this little thing called Covid-19 and there weren’t any games. There was also a chance there would be a labor strike in MLB in a couple of years; and there was a big national TV contract deal coming in MLB.

			We built our firm to think probabilistically. Our due diligence process is very rigorous; but we’re also very aware of the things that we can’t possibly predict. So we focus on the plausible ranges of outcomes for those inputs and then model them stochastically.

			Ted: Ian, at least historically, people think of these as trophy assets. How did you come to a price as an institutional buyer that made sense to you?

			Ian: You can do an intrinsic value assessment on any asset. We used to do this in private equity, real estate infrastructure, GP stakes. Intrinsic value is an unknowable thing at the time you’re doing the work, because you only know the true value once it trades to a buyer and a seller. But you can have a confidence interval around what the likely intrinsic value is. Our job as a value investor is to buy well below what we think the intrinsic value is. 

			In sports, it’s not that hard. MLB teams trade in a range of valuation multiples that has been quite resilient and durable and consistent for a decade-plus. It’s the same thing for NBA teams and NHL teams. You have a sense of relative value and intrinsic value in each of these leagues. There’s real estate here that’s not hard to value. There are media assets and media companies here. In a sum of the parts stack, you can understand a high and a low range of intrinsic value; and then your job is to come in with structure, and with price below that, to ensure that intrinsic value arbitrage is locked in. Then it’s just a matter of how you harvest it and enhance it with value creation over time.

			
			

			Ted: Going into this, what were you thinking about the risks of the deal?

			Ian: There were a lot of known unknowns. At the time of the deal, there were no games, there was no Covid-19 vaccine—that was hard. We had state-by-state models that incorporated a lot of data on the ground: whether those states were red, purple, or blue, depending on infection rates. We had probabilistic modeling of the odds of a vaccine being found this quarter and the demand for tickets pre-Covid-19—what could it be post-Covid-19? We would simulate thousands and thousands of future states to figure out when fans might come back to Fenway and Anfield. In some of those, it was never: they would never come back at full capacity. In others, it would happen fast, in less than a year. But on average, it was three-and-a-half to four years after our entry—that’s when fans would come back.

			The national media deal for MLB is a huge source of revenue. Would it be a step up? If so, how much? Would it come down? Understanding the range of outcomes of that variable was very important. Then there was the labor lockout with the players’ union. These were all big risks that we knew were out there. But at the end of the day, it’s a hard thing to do. We knew we were backing the best management team and ownership group that we could possibly back at the start of the fund. And with all of that uncertainty, the structure of the deal and the management team that we were backing with this portfolio of assets, we knew this was the right deal to start with.

			Sam: It takes a special type of investor to understand the elements of the investment that Ian was talking about, in terms of the intrinsic value and the arbitrage. The genius of this whole thing from where I sit is the LP entry point, a minority discount. There is a massive premium associated with control of these assets. That is important to think about, because we invest heavily in these businesses every year—in Boston, in Liverpool, in Pittsburgh, in Concord, North Carolina. We’re here to win championships and put a great product on the field that doesn’t just mean player payroll; it also means infrastructure, scouting analytics, and international operations. 

			
			

			A good rule of thumb is: we don’t like cash losses at the sports teams, but we have them. Some years were profitable at the team level, other years were around breakeven, and other years we had massive cash losses. During the pandemic, the cash losses were extraordinary for a two-year period. That said, the intrinsic value of the business did not go down. We saw many trades during Covid-19 in the sports business—control trades, LP investments. The value has held—in fact, increased—because of the scarcity value: the recurring revenues are pretty dependable, save for a pandemic.

			Ted: I’d be remiss if I didn’t ask you about how the economics of some of these businesses within FSG work.

			Sam: The profitability typically comes from outside the individual team assets. We have more profit associated with our regional sports network, for example, or our partnership with Maverick and LeBron and our real estate businesses. This is all stuff that’s outside hockey or baseball or soccer. It’s interesting: if you talk to public market investors, they will probably go away and invest in something else a lot of the time, because you need to dive in and look at the value the way that Arctos does to understand what’s happening inside these businesses. We did talk about a special purpose acquisition company (SPAC) at one point. We were talking to public market investors, but I don’t think the story resonates quite as well.

			Ian: The assets in the FSG portfolio—baseball, hockey, the English Premier League, media—they are not correlated much with each other and they create this diversification benefit. When you supplement that with the real estate assets, the media, the concert venues and so on, you get this nice baseline free cash flow that can support a year when the Red Sox maybe underperform even though they have a high payroll. We haven’t talked about the synergies of that platform yet; but when you own multiple assets, when you own real estate, when you can generate revenue away from the field, the stadium, the rink, it gives you so much room to move on talent—high-quality people want to work at a platform like FSG. It gives you leverage with sponsors in revenue, in costs, in talent and in diversification. There is a benefit to being a platform owner in this industry. It’s unlike most of the industries that I’ve invested in historically. 

			They’re also maintaining as much dry powder as they can because they are opportunistically acquisitive. When they find a premium global brand and have a chance to add it to the portfolio, they’re ready. The business is primed and positioned and has the talent to do it. They’re optimizing the business for value creation long term; but they also make unexpected near-term scale acquisitions because this is a strange industry—the opportunities come when you least expect them and if you move fast, you’ve got a shot.

			
			

			Ted: Sam, the most recent of those acquisitions was the Pittsburgh Penguins. I’d love to hear how that came about—how you assessed it and moved forward with it.

			Sam: We’ve long been enthusiastic about the arena business—the ability to stage events year round is very attractive. We obviously have Fenway Park, which is under 40,000 but a big outdoor venue. We’ve got Anfield in the United Kingdom. We’re big fans of the NHL. There’s lots of room in the league for value creation in terms of the multiples that we think will be applied in the future. Being located here in Boston and having the connectivity, we have an amazing partnership with the Jacobs family on the New England Sports Network, our regional sports network. It became clear that the Jacobs had absolutely no interest in selling the Boston Bruins or TD Garden, and they’ve been very committed owners. In fact, stewardship of the team has led to a Stanley Cup and the best team in the history of hockey right now. But that’s another story.

			A couple of years ago, we were reaching out for various NHL and arena opportunities, and I was connected with my counterpart David Morehouse, who had been CEO of the Penguins back in 2021. It was fortuitous timing: we caught them at a moment where Ron Berkel and Mario Lemieux were interested in a possible control transaction. The deal came together very quickly. You have a team that is beloved in the market, with an amazing venue in downtown Pittsburgh. They’ve done a fantastic job. The big concern around the Penguins investment was, frankly: “Because they’ve done such a great job, is there enough upside here? Can our group add to what has already been created?” Time will tell. On Ian’s point about people and talent, we’ve sent several of our executives to Pittsburgh. We’ve been filling different management roles. We’ve leveraged our relationships with our food and beverage vendor, Aramark. We have a great partnership with Oak View Group and Tim Leiweke on the building management. There’s an amazing real estate opportunity: control of 28 acres in downtown Pittsburgh adjacent to the venue. Those were the factors that led us to invest in the NHL.

			Ian: Part of their secret sauce is pattern recognition—they can see things other people can’t see. The first time I met Sam, we did a walk around the stadium. We were just getting to know each other. He showed me this parking lot—I think trucks delivered food to Fenway in it. It’s a weird triangle shape—pretty much a worthless, unusable plot of land. He pointed at it and said, “Someday that’s going to be the coolest concert venue in Boston.” And I thought, “Okay, baseball guy—sure, whatever!” And today that is one of the coolest concert venues in the country. It just opened up in partnership with Live Nation and MGM; and that small utilization of a pretty much worthless piece of property that we had right next to Fenway will now be generating tremendous free cash flow 52 weeks a year and activating the area around Fenway all year. Taking that ability to see what other people don’t see around these iconic brands and to monetize them in creative unique ways—that is part of the FSG secret sauce.

			
			

			Ted: Sam, what are those synergies that you and your team have grown to understand that others may not when you’re looking at assets?

			Sam: It’s always about the people. We’ve got a team here that is so passionate not just about the sport, but about the business of the sport. It’s a business of relationships and competition on the ice, on the field, on the pitch. We’re constantly measuring ourselves every single day against our competition—whether it’s the New York Yankees or other teams in the American League East. The same holds true on the business side. We want to make sure we’re in the top list in terms of revenue generation; and because of the platform of FSG—what John Henry and Tom Warner and Mike Gordon have built—we can attract amazing talent. Billy Hogan, our CEO of Liverpool Football Club, started off as an account executive, a salesperson at Fenway Sports Management, our little fledgling sales and marketing agency. Dave Beetson, who works closely with the Arctos team and Ian, is now the alternate governor of the Pittsburgh Penguins and is managing that asset and doing a great job. It creates opportunity for people to come into FSG, learn the business and then grow and move on to other bigger and better opportunities within the platform.

			Ian: These guys did something very smart about a decade ago: they built a commercial enterprise around selling their own inventory around sponsorship, ad placement and so on. It’s called Fenway Sports Management. That business has allowed them to build the core competency of commercializing these brands, or other brands if other teams want to hire them. There’s a pipeline of talent of young professionals who know how to sell, monetize, commercialize, and grow revenue. That has created a deep bench at FSG. Sam mentioned Dave and Billy—they would be on anyone’s shortlist to run their teams. But they get that opportunity at FSG and the group behind them knows there’s more opportunity coming. That’s a huge competitive advantage they’ve built.

			
			

			Ted: Sam, you mentioned the importance of winning on the field, on the pitch, on the ice. How important is it to the economics of these businesses?

			Sam: It’s everything. In 1993, I was an intern at the New York Yankees, I was assigned immediately to the ticket office to run ticket envelopes back and forth from different departments. I thought I wanted to go into marketing, so I asked the head of ticketing—whose name was Frank Swain—“Frank, can you show me someday where the marketing department is here?” This was at the old Yankee Stadium. He said, “Yeah, I’ll show you right now. Come with me, young man.” He walked me out of the ticket office—which was down in the dungeon—and into the seating bowl, and there were the 1993 Yankees out on the field. He said, “Look right there, kid. That’s the marketing department. As they go, we go.” That has always stuck with me.

			We have incredible marketers and creative people and brand people; but at the end of the day, if we’re not winning, we’re not delivering on our promise for our fans; we’re not delivering on our promise for our investors. It drives everything. Winning is number one, and that drives ticketing revenue, sponsorship revenue, and food and beverage revenue. It creates a sense of place where acts want to come and have concerts; and it gives you the life and the energy—whether it’s around Fenway or Anfield or the PPG Paints Arena. You need a culture of winning. John, Tom and Mike all had different careers and built successful businesses, and that’s probably the best way to come into sports. But they have a shared passion for winning. We’ve been at this for 21 years together. The focus and the anxiety and the frustration when we’re not winning are at an all-time high right now. We’ve won Champions League titles; we’ve won the Premier League; we’ve won four World Series. They want to win, first and foremost; and then that drives the business.

			Ian: Another one of our portfolio partners, the Golden State Winners, has a Hall of Fame executive who just retired—Rick Wells, an amazing human being. He said to me once, “My job is to build this machine to achieve an attractive level of revenue, but to build it in a way so that when we win, we can take it to a whole other level—sponsorship, premium, ticketing.” That resonated with me. It’s not about, “Do we win the World Series every year?” It’s, “Do our fans and does this community believe we’re trying to put a superior product and experience on the ice, on the court, on the field?” Because then brands want to be associated with you. The Boston Red Sox just signed a 10-year, $170 million patch deal with Mass Mutual. You don’t spend that kind of money associating your brand with a loser. So winning really does help, because people want to be around winning cultures and winning organizations, and they’re willing to share their wallet to do so.

			
			

			Ted: Sam, as MLB allows institutional private capital to come in, other than liquidity solutions, how does the availability of private capital change the nature of what you can do with the business?

			Sam: It depends on the objectives of the control owners. But the availability of liquidity for LPs is a massive problem. There was no source for that prior to now. But with groups like ours, we have sophisticated investors at the ready if there’s a need for new equity growth capital—whether it’s capital improvements to our venues or our facilities, or making an investment in a new team or a new business or a new opportunity. That’s powerful. So many of the groups that Arctos is involved with—the monumental Kroenke Sports, AEG, the Ricketts family—are expanding and growing. This trend has emerged and grown and developed, and it’s exciting for the sports industry. I think it will continue to add value because of all the synergies between the different clubs.

			Ian: For a guy like Sam, for John, Tom, Mike and the leadership group, it opens up two things. Number one, when you have a chance to add an iconic brand to your platform or initiate a major real estate platform extension, knowing you have scale institutional capital ready to help you get that done provides a level of confidence, speed and capability that cannot be matched by the other natural competitors in that process. Number two, in every single capital market I’ve experienced in my career and studied before my career, anytime you can show improving liquidity to the natural investors in an asset class, they become more comfortable investing in that asset class. Improving liquidity attracts more capital, which makes it easier to find matches for those LPs that want out, which makes it easier to raise capital for more expansive projects. There is this flywheel effect that impacts everyone in that ecosystem. For each of these leagues, institutional capital is important as they think about growth over the next decade.

			Ted: One of the interesting things we’ve talked about with a deal like this is that the leagues don’t allow financial leverage. Relative to other financial assets, like some of the real estate in the portfolio, how do you think about optimal capital structure?

			
			

			Ian: There is no cookie-cutter approach in this industry because every single asset is different; every league is different; every ownership group  is also different. The more diverse your platform, the more it moves outside of franchises to include arenas and real estate and free cash-flow-generating businesses like media companies. That gives you more financial flexibility in your cap structure. 

			For example, when we were talking about FSG’s acquisition of the Penguins, they had the ability to draw down at the topco-level on a financial revolver to help get that deal done. That flexibility doesn’t exist for some clubs because they’re constrained to the league rules around leverage. Each of the North American leagues has very strict leverage limitations. Some of them are hard dollar leverage caps, which is unusual regardless of how big the business is—you reach $350 million or $500 million. Other leagues have an EBITDA test or a loan-to-value test; but this industry is immune to a lot of leverage. They don’t want any kind of liquidity squeeze impacting the ecosystem, so they don’t let you do it.

			Ted: What do you see as the biggest risks to these businesses not continuing to grow?

			Sam: We spend a lot of time worrying about that. The biggest risks we face are existential threats like Covid-19 or a terrorist attack. I cannot think of a worse thing than a global pandemic when you’re in the public gathering business serving food and beverages. We’ve lived through one of the most horrific things we can encounter. We saw what it did to our industry, and we saw what happened with valuations. So where we have to make sure we’re not resting on our laurels is the product: how is the game played? What’s the consumer experience? What does the modern consumer want, with a shortened attention span; with so many more choices? We have to make sure that baseball is the best version of itself. It’s the same thing for ice hockey and soccer: we have to pay ferocious attention to the product on the field. 

			I’m so excited about the changes that Commissioners Manfred and Arctos Special Advisor Theo Epstein and our chairman, Tom Warner, have worked on: a new brand of baseball. That’s representative of this focus on the product itself, so we can keep our consumers as fanatical as they’ve ever been.

			
			

			Ted: I’d love to look at European soccer through that lens. How does a league like the English Premier League improve the experience for fans when it’s already so popular?

			Sam: Soccer’s called the “beautiful game” for a reason. It’s hard to mess with a masterpiece and change has been slower in global football. But it’s amazing to me: we invested in 2010, and the difference between the popularity and the attraction of global football in the United States then and now is extraordinary. NBC did a great job and now new rights holders have come along. As an American, I used to say, “Oh, soccer’s boring.” I didn’t understand it at all. But you watch it, you get into it, you become addicted to it. There’s constant action. It’s fast-paced—there’s unbelievable athleticism. When a goal happens, it’s an extraordinary moment and you realize how much goes into it and how it gets set up. 

			There are people far more qualified than me to talk about ways to improve soccer, because I’m still learning about the sport. I’m a baseball guy. But it is remarkable how it lends itself to a younger audience—the next generation of fans—and the global passion for it is extraordinary. The league has not had the same kind of focus on the product that we’ve seen in football, hockey, basketball, or baseball. But the tradition and how the sport has evolved work really well in today’s society.

			Ted: What would you like to be doing or working on within the business that you haven’t accomplished yet?

			Sam: With FSG, we are driven by trying to improve on the field first and foremost. But if I take a step back from the day-to-day job of operating the club, it’s working with our partners and thinking about what’s next that gets us excited. We have a very highly charged growth mindset. We also are always concerned about buying right: making sure if we’re going to buy an asset, we’re buying it at the right price. We’ve been together 21 years, and we’ve only made eight or 10 acquisitions. We’ve been disciplined. We are very excited about the possibilities in other global and domestic sports. We’ve publicly expressed our fondness for the NBA and the NFL. Unless I’m mistaken, the NFL still does not allow institutional capital—probably for good reason. Maybe they feel they don’t need it; but I think that day is coming. It will be interesting to see what new opportunities might lie ahead for FSG down the road as the rules continue to change in these different leagues.

			
			

			Ted: Ian, how do you think about an exit strategy for FSG?

			Ian: We think about it in complex and creative ways. Probabilistically, we know this is a growth-oriented organization and ownership group. We also know that growth will require significant amounts of capital—especially if they want to grow into the NBA and into the NFL. Those are mega-cap ticket prices. It is also no secret—it’s in the public domain—that the ownership group has hired advisors to explore possibilities for monetizing Liverpool Football Club. Goldman and Morgan Stanley were advising FSG on that. Whether it’s through monetizing one of the underlying assets over time, monetizing the whole platform in a strategic but very accretive transaction or monetizing our position through a sponsor-to-sponsor trade or secondary transaction, we are our own manufacturer of liquidity. We will have many paths to liquidity when we’re ready to begin that harvesting. 

			Ted: Sam, after a successful ownership period, there is this possibility of a transaction to sell Liverpool. What is your thought process on the disposition of an asset within FSG?

			Sam: You’ve touched on a subject that I am not at liberty to discuss, other than to reinforce what Ian has said. We did engage investment banks a while back. We’ve been public about that. We’ve been open about the willingness to potentially take on investment into the club. Will it happen? I don’t know. But we share a common vision with all our partners and that is long term. John and Tom have been at this for 21 years but you would think they’d been at it for 21 days. They are enthusiastic, excited about everything at FSG and thinking about what’s next. So that’s my tap dancing around the Liverpool question. 

			Because Billy Hogan grew up here, we do focus on ways that we can help increase revenues and the growth we’ve seen. And our financials are public. Over in Liverpool, the growth has been extraordinary; I think that’s because markets like the United States are just catching on to the excitement around the EPL. We will see what the future brings for Liverpool, but it’s been an amazing business.

			Ted: Post-Covid-19—which we know was a big one—what are some of the day-to-day, year-to-year bumps in the road in and around these businesses?

			
			

			Sam: For us, it’s the competitiveness—the businesses can be choppy when you’re in a down period on the field and that can grow very quickly. For example, one question we face every year with our different businesses is: “Do we budget for post-season play in our financial projections?” I’m very superstitious, so we don’t. We don’t anticipate making the post-season in our financials; but we absolutely anticipate making the post-season in our operating plan each and every year. That drives a lot of the financials.

			Ted: Ian, what have you learned over the last couple of years from this investment which has colored your perspective on investing in the industry?

			Ian: What haven’t I learned?! I was mispronouncing the names of  European soccer leagues for the first 18 months of this thing. What’s  been amazing to me is how similar these businesses are to a lot of other businesses. They have long-term, highly contracted revenues that, depending on the team and the league, can be 50%-80% of the total revenue stack. They have a protected margin, which is very unusual. The leagues have a collared spend that you’re not allowed to move. But another way to say that is they have a protected gross margin; and they have this over a long horizon, where they’ve grown revenue by about three and a half times. So there’s this predictable profitability—this very stable revenue stream. At the end of the day, it comes down to the vision, the leadership, and the execution capabilities at two levels: the club level—and FSG has many clubs—but also the league level. 

			FSG has partnered with some very sophisticated business operators. They just happen to run MLB and the NHL and the English Premier League. And some of our partners are great operators in their markets. They’re also partnered with the NBA, and Major League Soccer, and hopefully someday the NFL. When you make one of these investments, the portfolio effect is really beautiful, but you’re actually partnering with two different management teams. They’re partners in and of themselves. 

			It’s surprising to me how much the business side of these very competitive brands interact, help each other, and support each other, because they’re not allowed to compete for money. They’re not allowed to take each other’s sponsorship pop. They’re not allowed to compete with each other for tickets in their local markets. So they share best practices. 

			We play an important role in pulling all of our leadership teams together across leagues and letting them share best practices. That’s a cool thing we do. But probably the most surprising thing to me is that this business is not that different from a lot of other businesses our team invests in.

			
			

			Ted: I’d love to ask you both my closing question from completely different perspectives. Let’s start with you, Sam: what’s your favorite aspect of private equity?

			Sam: Well, you just asked Ian what he’s learned. I have learned so much—just enough to be dangerous about private equity. The first thing I learned is that I probably should have gone to work in private equity and then maybe I could have become an investor in sports instead of an operator. And I will encourage my son and his generation to consider it as a career. What I love about private equity is the people aspect of it—the management teams. Each and every day, Ian and I are working with people like FSG management. It’s an incredible thing to be able to learn from people in different markets, with different skill sets, and different experiences. You’re talking about some of the best businesspeople in the history of mankind who have the net worth to be able to afford these assets to begin with. 

			So I’ve learned that the people really matter; and that’s rewarding because I’ve always believed that inherently. And it’s also been great to see, from a league perspective, that this thesis about allowing institutional capital has come to fruition. There was a concern because these clubs are so important: they mean so much to their communities. The Hippocratic oath of “do no harm” really applies here. So to see it work and solve a problem, and see continued value creation—that’s been rewarding and educational. The last thing I’ll say is that the partnership with private equity has been really rewarding for our team because they’ve enjoyed learning about private equity and what’s important to them. 

			I think the most motivating thing you can have when you go to work every single day is to feel like you’re continuing to learn and to grow; and that’s certainly been true of our exposure to the private equity industry. 

			Ted: Ian, how about you—what’s your favorite aspect of private equity?

			Ian: I don’t want to sound like I’m parroting Sam, but the thing that I love about private equity is some of the amazing people you get to interact with. It’s the people side of the business. I love math and I’m nerdy, and I love all that structural stuff, but I also love good people. If you’re a good human being, and you want to be a better person, be a better colleague, be a part of a vision, and be a part of building something really special, you get to spend time with people like that in this industry. And what’s awesome is half the people you work with are already better than you. Interacting with all of the people that I’ve had a chance to work with throughout my career has been a gift to me from this industry. 
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 Arctos estimates major sports franchises have generated 7.3% average revenue growth since 1998.


				

			
		

	
		
			
			

			Chapter 9: Software is Eating Private Equity 

			RealPage by Thoma Bravo
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			In the early years of private equity, no one considered a leveraged buyout of a technology company. Computer and semiconductor manufacturers dominated the sector and did not produce steady cash flow required to pay interest on debt through a cycle. 

			J. H. Whitney & Company, where I worked in 2000–2001, was one of the first US private equity firms. John Hay “Jock” Whitney financed entrepreneurs after World War II, with successes that included Minute Maid Orange Juice. In the 1980s, the firm added growth equity to its venture capital roots and later adopted the new financial technology of leveraged buyouts. In 1989, J. H. Whitney combined the two, buying Prime Computer in a leveraged buyout that was the largest deal in its fund. In short order, the business got wiped out and almost ended the entire firm.28 Private equity firms watched the experience and mostly stayed away from leveraged buyouts of technology companies for another decade.

			Not long before Marc Andreessen from a16z declared “software is eating the world,” Robert F. Smith and Orlando Bravo separately discovered a seminal insight studying software businesses. Technology costs had shrunk, and cloud computing eliminated the need for asset-heavy, on-premises computing power. The once capital-intensive and cyclical sector had changed and could support a leveraged buyout. 

			Smith was an engineer by training who realized that appropriately allocating capital to technology companies would have a bigger impact than new inventions within a company. He became a banker at Goldman Sachs and saw that the private equity industry ignored software. Smith left Goldman and founded Vista Equity Partners in 2000 to pursue the opportunity.29

			Orlando Bravo started his investing career chasing early-stage venture capital deals. After failing at his first three, and with the encouragement of partner Carl Thoma, Bravo set out to do the opposite of what he had been doing. He looked for established companies and management teams in the software sector through the lens of a value investor. Soon after, the dotcom bubble burst. Bravo found opportunities to buy mission-critical software businesses less expensively than Thoma (at GTCR) had done previously in transaction processing, media, and radio businesses.30  

			Software-as-a-service (SaaS) businesses became the focus for both Vista and the newly formed Thoma Bravo. SaaS companies have durability, resilience, and customer needs that make them some of the most desirable businesses in the global economy. They have consistent, recurring revenue streams, long-duration contracts, and pricing power. They have high gross margins, no inventory, and negative working capital. And they create sustainable value for customers: the software created by Vista’s portfolio companies generate a 600% average return on investment for their customers.31 These businesses are so essential that during the pandemic, software customers paid their bills before they paid their rent.

			Thoma Bravo and Vista Equity were innovators in spotting and capturing the opportunity in software. They dedicated vast resources to help portfolio companies improve operations, and thrived over the last 25 years. Today, the two firms combined manage more than $200 billion in assets and have completed over 1,000 transactions. 

			Other private equity firms followed their lead. Thoma Bravo could buy mission-critical software businesses for 2× revenue after the bubble burst. In 2021, when it bought RealPage, the market valuation for a similar business was 10× revenue and 20× EBITDA. As others caught on, Vista and Thoma Bravo continued innovating, improving operations, and finding growth opportunities for their portfolio companies to justify higher purchase multiples. 

			RealPage is a recent example of dealmaking in enterprise software. The company is one of two market leaders supplying integrated software for the residential real estate ecosystem. RealPage shares all the characteristics that make mission-critical SaaS companies so valuable: secular tailwinds, consistent growth in units and rates, a large market opportunity, and a long history of success.

			Steve Winn founded the business in 1998, sold RealPage to a private equity firm in 2008, and went public in an initial public offering in 2010. The company conducted 24 tuck-in acquisitions in the ensuing decade as a public company. 

			
			

			Thoma Bravo learned that Winn wanted to retire. The firm approached him and began negotiating a deal, knowing that the business would command a big price, needed to bring in new management, and required integration of its many acquisitions. Thoma Bravo Partner Scott Crabill discussed the deal on July 17, 2022, shortly after a slide in the valuation of technology companies in the public and private markets.

			[image: ]

			Ted Seides: Give me the lowdown on Thoma Bravo and where you are today.

			Scott Crabill: We started in 1998. Carl Thoma spun out of Golder Thoma, which had changed its name to GTCR. He had pioneered a buy-and-build strategy along with Stan Golder, creating value through industry consolidations with a private equity focus and a management partnership approach. Back at GTCR, they would identify the management team before identifying the target. We flipped the script to go the other way, but we had a management-centric approach. We made our first software investment in 2002, and we saw the ability to apply the buy-and-build strategy to the software sector. It worked well. We became a software and technology specialist in 2008 and about six years later, we toggled to 100% software focus.

			Today we manage $115 billion in assets in the software space. We’ve completed 400 acquisitions across platforms and add-ons representing nearly $200 billion of value. Our strategy is to create value by investing in innovation to drive organic growth, leveraging our operational processes and metrics to drive efficiencies, margin expansion, and best-in-class operations; and to augment that all with a buy-and-build strategy through add-on acquisitions. We have about 200 employees today—85 investment professionals and 35 operating partners and advisors—split between three offices.

			Ted: Let’s dive into one of your relatively recent acquisitions, RealPage. Can you give us a quick description of the company and its history before you got involved?

			Scott: RealPage was started in 1998—ironically, the same year Thoma Bravo started—by Steve Winn, who launched the business by acquiring a company called Rent Roll. Steve was the entrepreneur and CEO of the business for over two decades until we bought it in 2020. 

			
			

			Over the last 25 years, RealPage has become the leading provider of software, data, technology, and value-added services to the rental real estate industry, primarily around residential units. That could be multi-family apartment buildings, single-family rental units, student housing, affordable housing, military housing, or vacation units. The products primarily serve property managers, but they also serve and are sold to property owners, renters, rental prospects, and service providers to the buildings.

			They started—like all good software companies—by automating the core back-office business processes (in this case around property management workflow)—things like accounting, budgeting, document management, lease management, procurement, and facilities management. That was mostly for the property manager. Then they added some products for the property owner, like a revenue management product, which is a data analytics product that helps in decision making around the pricing of rental units; and a business intelligence product, which allows owners to see in real time how their properties are doing. 

			And then they added renter services, which have become a big part of the business. Things like online payments, seamless rental insurance, utility billing management, and a portal where residents can streamline their living experience. 

			Then they expanded into products for prospects: lead generation products; lead management; a customer relations management system to track prospects; screening capabilities to understand their capacity to continue to pay; virtual tours; online leasing.

			Most recently, they got into the smart building part of the market, where tenants can do everything on an app—accessing the building, getting into their apartment, managing their heating, ventilation and air conditioning (HVAC) system, opening and closing their shades, WiFi, water management, and leak detection. It’s a company with 30-plus products that are diversified and provides pretty much everything that a property manager would need to run their residential units.

			Ted: It sounds like they’ve built up a full-scale offering across everything in rental market ownership. What’s the competitive landscape like?

			Scott: It’s a pretty fragmented market at the tail, but at the top of the chain, it’s pretty consolidated. RealPage started in the mid to large property management part of the market, and they serve those enterprise customers. There’s only one other significant competitor. So it’s a two-horse race, with numbers three, four and five a distant third, fourth and fifth. 

			
			

			About two or three years ago, RealPage bought a company called Buildium, which serviced small and midsized businesses. That part of the market is similar in that there are only two market leaders in that space—Buildium being one of them—and then a distant three, four and five. There are a lot of small vendors that provide one of the 30 point solutions, but in terms of having the entire product set, it’s just a couple of folks in each part of that market.

			Ted: You mentioned Steve founded the business and ran it until your ownership. What was the ownership structure like and how did he finance these acquisitions along the way?

			Scott: The company started in 1998 with that acquisition of Rent Role. In about 2001, they developed their core property management system—the one site system. Between 2001 when they developed that system and 2010 when they went public, they made about 14 acquisitions. They acquired a bunch of point solutions to bring it all together in a suite. 

			As for the capital structure, Steve owned most of the business. He raised a little bit of venture capital; Apex made an investment in the business in 2008 to help RealPage make a few of these acquisitions. At the time the company went public in 2010, Steve owned about 50% of the business, Apex owned probably 20% and they sold 10%–20% to the public. It was about a $150 million business at the time—around $700 million in enterprise value. From 2010 to 2020, when we bought the business, they financed through the public markets.

			In the three years prior to our purchase of the business—2017 or so to 2020—they made another 12 acquisitions. They financed with a mix of debt capital, cash flow, cash from the balance sheet, and issuing a little bit of equity. They’re one of those rare public software companies that has been successful in making a bunch of acquisitions. 

			Ted: As you were thinking about this deal, what did you see as the most attractive features of RealPage?

			Scott: Number one, we love vertical market software—software that runs the business processes of a specific industry. You codify the business processes in the software and it’s super-mission critical. This was our first venture into the real estate space. 

			
			

			Number two, real estate is a huge market—an incredible market opportunity compared to other verticals; and it’s really stable. It’s underpinned by $500 billion in rents paid per year. We estimated the total available market opportunity for software and technology at about $20 billion, which dwarfs most verticals; and only about $4 billion of it is served today—20% penetration in the market. Then you have nice tailwinds behind that market opportunity. You have very consistent unit growth—about 2%–3% new units per year and rental rates 3%–4% increase per year. And there’s been an existential shift from ownership to rental: millennials prefer renting over ownership as compared to the previous generation. 

			The digital transformation in the market is only beginning; there is very low penetration. New technologies like the Internet of Things (IoT), artificial intelligence (AI) and machine learning are starting to be applied to the space. There are so many business processes to automate, and so many constituents. You see RealPage’s 30 products—it’s rare to see that many products being sold into a vertical market. 

			Number three is that RealPage is the clear market leader. They have been selling on-demand, recurring-revenue, cloud-based software, since the early 2000s, before the cloud was even a thing. They had that end-to-end product portfolio and leadership at both the high end and the mid end of the market; and then a super-stable, super-predictable top line. We saw the ability to accelerate growth through innovation, drive efficiencies, and make more acquisitions in an incredibly fragmented market. So we saw the opportunity to execute on our typical playbook here.

			Ted: You have what sound like the characteristics of a dream company to own. You’ve got this vertically integrated software with a market leader and a massive opportunity set that’s still growing. Were there any issues that you saw with the company?

			Scott: For sure—there always are. One of the interesting issues, and one of the catalysts for the deal, was that the company was planning to go through a management and leadership transition. Steve had started the business in 1998. He was an entrepreneur turned CEO. He ran the business for 25 years: 12 years as a private company, 13 years as a public company. He was ready to hand over the reins of the day-to-day of the business, and he’d started planning this with the public board. So that was part of the catalyst for the deal opportunity, but obviously, it also creates some risk and complications in buying the business. Understanding and executing on that was an issue we had to deal with.

			
			

			As I mentioned, the company had also been incredibly successful with its acquisitions. They really expanded its product portfolio, market share, and ability to serve customers, but they also added a lot of complexity. We had to understand how tightly integrated the businesses were and what we had to do from a technology standpoint; from an organizational standpoint; from a pricing and packaging standpoint; and from a service delivery standpoint. Because of the acquisitions, they had a very complex group of systems—for example, they had 16 different billing systems. Extracting information and comparing and contrasting across all those systems were complex.

			Probably the biggest issue was Covid-19. This was the third and fourth quarter of 2020, and Covid-19 had hit in March and April. So that added more complexity and more risk to the mix from a macro standpoint—both with where gross domestic product was going and with what was happening in the real estate market. The leading indicators we saw were housing sales down by 20% in April and housing starts down by 45% in April. These metrics were just recovering in September, October, November when we started working with the company. There were some positives to that too. People were paying online; they wanted to do virtual tours; they were lighter touch—and you need technology to automate those processes. So there were some puts and takes that we had to think about through the diligence process.

			Ted: How does that diligence process work in a public-to-private transaction?

			Scott: We approached and engaged with the company spontaneously on a proprietary basis. We entered into a due diligence process when the company wasn’t really prepared for it. Often when companies are ready to sell, they do lots of planning about it a year in advance. Six months in advance, they start preparing: they hire an investment banker; they put together all the materials and the data needed for a buyer to potentially understand the business; and they show the business to a bunch of different buyers. 

			Here, they weren’t prepared for it because we approached them on a one-off proprietary basis, and we entered into a very rapid due diligence process—about three weeks in all. So it was about us working collaboratively with the management team to help them come up with the diligence information, pull info from the billing systems and get the data we needed to work our underwriting model and diligence the issues and opportunities with the business.

			
			

			Ted: How did you end up approaching a public company and working toward a deal so quickly? 

			Scott: The company came on our radar in a big way when it went public in 2010. We have investment teams that focus on application software in particular vertical markets. One of those teams focuses on real estate: they know everybody in that space and the dynamics of the industry, and they were looking to source a platform opportunity. That deal team had been tracking the company since it went public in August 2010 and the company had performed very well. It grew nicely, improved its margins over time, was very successful at making acquisitions, and always traded well.

			There wasn’t a lot of opportunity for us to come in, pay a premium, and take them out of the public market, but we continually reached out to Steve over that 10-year period. We would ping him and talk to him; sometimes he would respond, other times he would ignore us. We would see him in Dallas once or twice a year; or if he came out here to San Francisco for a conference, we would sit down with him for a cordial meeting. For him, it was mostly about getting market intelligence around acquisition opportunities, because we were in the market looking at some of the same deals he was looking at. He wanted to hear what we were seeing and thinking, and how private equity was thinking about these deals. We developed a good relationship with him, and always had RealPage at the very top of our wish list. 

			They say in real estate, it’s location, location, location; in private equity, it’s timing, timing, timing. The combination of Covid-19 and their succession planning opened the door a little bit, and we stuck our foot in at the right time. We had one of those reach-outs to Steve in September 2020 and his response was, “Thanks for reaching out. We’re all good. Let’s talk later.” And then we tried him again two months later in November 2020 and he engaged. They were just at the right time in their cycle to think that maybe being a private company when they went through a leadership transition would be a better option. The stock was trading at an all-time high, so if they could get a nice premium, it would be great for their shareholders.

			
			

			It was clear they were open to an offer. We made a proposal and Steve negotiated it to the point where they were comfortable letting us conduct due diligence. We had three weeks of due diligence, and they hired an investment banker after we entered into the process. They continued to negotiate with us throughout the due diligence process, but they didn’t reach out to other parties at the time to test our bid or shop the deal. They did that after we had signed the transaction to satisfy their fiduciary duty.

			Ted: For perspective, how many different companies or executives do you regularly meet with without ever knowing if something will happen?

			Scott: It happens a lot. These deals can happen in 10 weeks or in 10 years. Each of the five deal teams in our flagship fund has a list of about 200 companies in the sectors they cover that they regularly reach out to and are looking to source opportunities with. These are companies that fit our profile in terms of size and scale, quality of revenue, market leadership position, and the ability to consolidate around. Our teams are talking to those companies regularly and we’re looking to do three or four deals a year. 

			Ted: How do you prepare to have enough information so that you can do a full due diligence process in just three weeks?

			Scott: Before that period of time, it has to be all outside in because we haven’t signed a non-disclosure agreement (NDA); we don’t have access to confidential information. With a public company, there’s more information available. You can read the 10-Qs; you can read the 10-Ks; you can listen to the earnings calls; you can read the research reports. Sometimes we’ll hire a consultant to do a study on the market in a particular industry, so we can get smart on it before we potentially engage in a deal process. 

			We talk to industry participants on a regular basis to understand the competitive dynamics of the market: who’s winning share, who’s losing share, and where the market is going from a product and technology perspective. We try to get as smart as we can, but the reality is, it’s like an iceberg: you’re only able to get smart on 20%. Once you get an NDA signed and you can get non-public information, you need to dig in on the other 80%. Our 10 years of work on RealPage got us 20% of the way there and the three weeks of work got us the other 80%.

			Ted: I can imagine that you probably couldn’t answer every question you wanted to in those three weeks. How do you triage where to do your diligence, and what do you do with unresolved questions afterwards?

			
			

			Scott: Some questions you can answer with a lot of authority and confidence, and for others you have to make judgments. In the case of RealPage, what we wanted to do in the diligence process was validate the organic growth of the business, because some of the growth was coming from acquisitions. We also wanted to understand the retention rate. We look for businesses with highly recurring revenue streams: mission-critical products that customers want to keep in place and rarely rip out. So we look for very high-retention-rate businesses. 

			We were able to validate RealPage’s organic growth with 100% confidence. We had the data. We were able to parse it out and understand how much the company was growing organically and through acquisitions. The retention was more difficult because we were pulling data from the company’s 16 different billing systems. We didn’t have perfect data, but we had enough that we were able to feel comfortable that this was a super-high-retention business—95% plus. 

			Ted: So you approach the company to do this deal on a proprietary basis. It’s trading at an all-time high. Clearly, the economics of the business are great. How do you think about valuation?

			Scott: You have to be able to do something different with the business. We were paying a 30% premium to the current stock price, and the business was trading at an all-time high. It was a full price. We felt we could do some interesting things with the business, continue to invest in innovation—things like smart building technology, IoT and AI that were on the horizon and could help the company accelerate organic growth; and we felt we could drive some operational efficiencies. When we bought the business, they were generating about 25% cash-flow margin. We felt pretty confident that by investing in automation, integrating acquisitions, and collapsing the organizational structure into more of a functional structure than a business unit structure, we could drive margin improvement—which we’ve done to the tune of about a 35% margin today.

			In the year that we’ve owned the business, revenue has grown 20%—about half organic, half inorganic; and cash flow has grown 50% organically and 75% inorganically. We’ve also continued the acquisition program. We’ve made four acquisitions in 12 months—a similar cadence to what they were doing before our ownership. So you have to have a value creation strategy, the ability to continue the great things that they were doing and to augment in some areas where you feel you can manage things in a different way.

			
			

			Ted: So you spend 10 years with the CEO, you finally get the right time, you pay a full price—but you still don’t know for sure if you’ll get the deal because they have this go-shop. What was that period like for you?

			Scott: It was nerve-racking, as it always is—but it was extra nerve-racking here for a couple of reasons. We paid a full price for the business, so we felt that other private equity competitors could potentially match the price, but they probably wouldn’t be able to exceed it in a material way. 

			But there are always strategics that you worry about, and in this case there was one strategic that concerned us. There was a company in the ecosystem that was a $40 billion enterprise value business trading at a very high 20-plus revenue multiple. It had been very acquisitive; it had shown a willingness to compete with private equity publicly in a potential transaction. We were a little bit nervous about that—and maybe about some other strategics as well. Something else that complicated this deal was their payments product, which generates about one-third of the revenue of the business. As part of that workflow, they take possession of the rent payment and remit it to the property manager and owner. Because they’re in the flow of funds, they had to have a money transmitter license in 33 states.

			The company had those licenses, but with a change of ownership we had to get new licenses with Thoma Bravo as the control investor. Some states can get that done in two to three months, but others take five months. We couldn’t close the deal until we had all those licenses in place. A normal public-to-private investment takes about two months from signing to close. You have to raise the debt; you have to get through the antitrust process; you have to get through the proxy process; and you need to have a shareholder vote. That can usually happen in two months. And during that period, you are subject to potential competitors coming in, whether there’s a go-shop or not. In this case, we had 45 days of go-shop, but five months to close the deal, so we could have been subject to competition for those five months. In the go-shop process, there’s a lower break fee, a lower barrier to entry. The break fee outside the go-shop process is a little bit higher, but it’s still not a huge barrier to a potential strategic that wanted to own the business.

			
			

			Ted: So what happened in those five months?

			Scott: The go-shop process went through. They had meetings; they showed the opportunity to some financial firms; they showed it to the strategic firms. There were some discussions; there was some due diligence—but at the end of that process, there was no competing bid. The strategic that we were worried about was distracted with another deal they were working on, which was a very public competition with a private equity firm. We may have benefited from that. Nothing came of the go-shop process. Then it was relatively quiet during the five months of the money transmitter license process. But we were paranoid. Like Andy Grove says, only the paranoid survive. So we worried about things even when they weren’t necessarily reality at the time.

			Ted: From a more historical perspective, you mentioned you paid a full price. In the earlier years of Thoma Bravo, what would that comp have been for roughly the same type of business?

			Scott: It was very different back then. If you go back to 2000-2004, that was the beginning of the software buyout market. It was after the dotcom bubble had burst. Software was really out of vogue for the first five or six years of our time in the business. And it fell out of vogue again during the global financial crisis.

			The market has exploded over the last 10 years, and I think it will continue to explode in the next 10 or 20 years. But when we first got into the business, you couldn’t borrow money because no one viewed software as an asset-based business. They only wanted to lend to companies with heavy assets. Eventually, they figured out that the recurring revenues—the maintenance contracts and the subscription contracts—are assets of the business: software is now one of the most highly leverageable business models that there is. On our first deal, we borrowed 1× EBITDA and we paid probably 10× for the business. It’s now in the 20s for sure. The software market has grown from about $100 billion in revenue to $500 billion and valuations have at least doubled over that period.

			Ted: Let’s turn to your ownership of the business once you get the transaction done. The impetus for the transaction was the management transition—how did you work through that process?

			Scott: When we bought the business, we worked with Steve, and he was incredible throughout. He helped us de-risk it by saying, “I’ll stick around for a year and run this business if you need me to. I won’t leave you high and dry without a CEO when you close the deal.” That gave us a lot of air cover. Then it became a situation where all the stars aligned. It doesn’t normally happen this way, but everything fell into place for us. From a management perspective, we ended up hiring Dana Jones. Dana is an incredible executive. She ran a Thoma Bravo portfolio company called Sparta Systems that sells quality management software into the life sciences space—another one of these vertical market software businesses that we love so much and that was a successful investment. We bought the company in 2014. Dana joined in 2018 and we eventually sold Sparta to Honeywell in early 2021. 

			
			

			Steve Winn met Dana and recruited her to join the RealPage board in 2019, so she knew the company. She had been on the board for about a year and a half when we bought it. She was the best candidate we could have imagined for the job. First and foremost, we knew her because of Sparta; and she was available because we had just sold Sparta to a strategic, coincidentally—the two deals had nothing to do with each other. Dana lived in Dallas and knew RealPage super-well. Steve ran the business for us for about four months. We closed the deal in May and Dana joined in September. It ended up being a two-for-one for us: Vinit Doshi, who was the chief operating officer (COO) at Sparta, had worked with Dana years ago at Sabre. He joined us as COO of RealPage, and Dana and Vinit work really well together. So we got two strong executives out of the gate. 

			With every company when there’s a change in ownership, in direction, in leadership or when you go from public to private, it’s great for some of the executives and leaders. They embrace the change, and it’s the right thing for the next stage of their career. For others, it’s not the right thing—it’s more of a catalyst for them to find the next great opportunity and do something different. About half the management team now are RealPage alums; the other half are executives from other software businesses that are bringing new ideas to the mix. It took about 12 months for that to shake out. It’s a lot of work, and it’s stressful, but we got to the point where we had a full team on the field at the end of that 12 months, and that’s where we are today.

			Ted: How did you go about sequencing some of the operational efficiencies and integration of all these acquisitions RealPage had done before?

			Scott: It’s still a work in progress. When we buy a business, oftentimes during the first 12 months there is a lot of activity. We’re working with management; we’re going through the process of making a couple of quick acquisitions; we’re going through the process of making some operational changes to drive efficiencies, improve the business and operate it in that best-in-class way. A lot of these processes are being implemented over that 12-month period. 

			
			

			At RealPage, we’re still in that first 12 months and we’re making those changes: integrating the acquisitions; putting the org charts together; cross-training service professionals so that they can implement more than one product across the portfolio; bringing to bear some AI tools into the customer support organization; bringing some product integration into the technology organization so roadmaps are happening in technology. But those are not overnight fixes. They are processes that you implement, over 12-24 months.

			Ted: I know it’s early, but it’s rare that even a successful deal has no surprises or hiccups along the way. Has anything come up that’s thrown you for a loop since you bought RealPage?

			Scott: Nothing dramatic. Some of the operational aspects we uncovered during due diligence that we wanted to make changes around have come into more specific relief. Sometimes it’s 10% more complex; sometimes it’s not quite as complex. The industry is evolving in many ways because of Covid-19, so we’re understanding some of the changes and pointing our M&A capabilities at them. 

			One example that I mentioned before is smart building capability. We view it as important to be a leader in that part of the market. So we’ve made four acquisitions in the smart building area to become a technology provider that allows for keyless entry, waste management on an app, operation of your shades and your HVAC system on an app. We have a partnership with Airbnb where those technologies are enabling units to be shared and monetized, and the owner and the property manager get a cut of that revenue.

			Ted: There are lots of changes happening both in the real estate markets and in the rate environment. How are you thinking about the financing of the business relative to what’s happening with the Federal Reserve increasing rates?

			Scott: We financed the business with a combination of equity and debt capital—about two-thirds equity, one-third debt—so it’s a heavily equitized, pretty conservative capital structure. We did first lien and second lien that Goldman Sachs underwrote and syndicated. What’s happening in the market today is in many ways a positive for the business. Interest rates are going up; the cost of ownership is going up; and mortgages are more expensive. So that monthly outlay on a property is going up, which is driving more people into the rental market, which in turn, is driving rental rates up from the 3% or 4% that I referenced earlier to the high single digits. 

			
			

			Those rising rental rates has a positive impact on RealPage’s revenue. The organic growth metrics for the business are 2%-3% unit growth, plus 3%-4% rental rate growth, plus new customer acquisition, plus new product penetration, plus cross-selling. To the extent one of those is higher, that drives incremental revenue growth and drives cash flow to the bottom line. In many regards, that gives us more debt capacity to make acquisitions and bring new innovative technologies into the mix. These software companies generate a lot of cash. EBITDA increases over time, and you can make acquisitions with debt capital and drive equity value.

			Ted: Given the critical infrastructure for the industry, I’m curious how you chose what sounds like a pretty light debt load for such a recurring-revenue business.

			Scott: We did lever the business, but not super-aggressively because we like to leave room to make some acquisitions. We typically are a little bit conservative in terms of the debt capital we raise. But we’re not super-conservative.

			Ted: This is one of the largest deals you’ve done as a healthy component of equity, so it will obviously be critical to your results. In terms of decision making, what factors come into play when you decide either to pull the trigger on something so significant or to take a pass?

			Scott: It was stressful making an investment decision on a $10 billion deal. At the time, it was the largest deal we’d done in the history of the firm (although a year later, we surpassed that with another public company, Proofpoint). Ultimately, our underwriting criteria and our investment value creation criteria have remained the same for the last 20 years. It’s about sticking to our knitting: understanding what we like in a business; understanding the diligence issues that we’re looking for—organic growth, retention rate, recurring revenue, the competitive landscape—and getting underneath all those things to find what we like in a business, which is market leadership, super-high-quality revenue, super-sticky products, a good management team, the ability to make some operational improvements, and a fragmented market where we can create value through acquisitions.

			
			

			If those things are there—whether it’s a $200 million deal, a $1 billion deal, a $10 billion deal—that’s how we get comfortable and get conviction around buying the company. And with RealPage, we had all those things in spades. 

			Ted: It’s clearly off to a good start. I’m curious how you think through what happens from here, in terms of your potential exit down the road.

			Scott: We’re relatively early in the process—about 15 months in. We typically think about four or five-year underwrites. Right now, we’re focused on business building, and we’re deep in the process of getting the management team right, getting the org structure right, getting the operational processes right, and getting the product and innovation right. We’re looking at what’s happening in the market and codifying that into the products and the technology; and then making the right acquisitions to continue consolidating the market and innovating around all the great stuff that’s happening in the real estate software market. If it’s not being developed at RealPage, we can buy it and integrate it into our product. 

			We always think if we build a great business, the exit will reveal itself. You don’t necessarily plan the exit at the beginning, but for this business—as for most of our businesses—we think about a potential sale to a strategic buyer. Maybe that strategic buyer we were worried about when we bought the business will still be interested in four or five years’ time. Software is highly coveted by most financial buyers. And there are club deals that are happening today if the deal becomes large. The company could even end up going public again. 

			We did that with one of our vertical market software businesses recently: a company called Instructure that sells software in the school and university market. We took the business private, made some changes and some acquisitions, and took the company public again. That could happen here for RealPage. It’s a business that the public market liked and valued. And hopefully if we bring it back out, it will be twice the size and higher margin, with more predictable, more stable and scalable operational processes; and more attractive to the public markets too.

			Ted: Scott, what are your key takeaways from this transaction so far?

			Scott: There are a lot! One is you can buy a $10 billion public company on a negotiated proprietary basis. That’s not something we necessarily knew at the time. Often that works with private companies, but it hasn’t worked historically with public companies. That was a big learning for us. In our last fund, seven of the first nine deals were proprietary and a number of those were public companies. So that was a huge takeaway. 

			
			

			Some lessons you need to keep learning over and over again. In the private equity business, persistence and patience can pay off. Sometimes you meet a company for the first time and there’s a deal there three months later, but sometimes it takes 10 years. We had another one recently where we had been in contact with the company for 20 years and finally we were able to buy the business. So that’s probably the number two takeaway.

			Ted: What is your favorite aspect of private equity?

			Scott: It’s a bit of a moving target: there is so much to like about it. What attracted me to the job in the first place was the quantitative aspect of finance. I was a math and science guy in school, and I studied engineering in college. I loved the modeling and the financial analysis: being in that back room, doing the quant part of the deal. That was when I was in my 20s. 

			Then I got really excited about the technology and software industry-specific aspect of the business, and the innovation that was happening at these companies. Maybe that was part of being out here in San Francisco, Silicon Valley, and getting caught up in that hype. 

			But ultimately, it’s the social aspect of private equity that I love. It’s the constant collaboration and interaction with a diverse set of constituents—deal teams within the firm; management teams at the companies that we talk to and that we own; our investors; competitors that we cooperate with and compete with; boards of businesses that we’re looking to buy; our operating partner group; the functional leaders in the firm. There’s so much collaboration and so much social interaction with really capable, passionate people. That is what I love most about it.
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			Chapter 10: Industry Insider 

			Bullhorn by Stone Point Capital
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			Software deals are the most prominent industry vertical in private equity, but specialists can gain an advantage in sourcing transactions, winning deals, and operating companies in any sector.

			Stone Point Capital is a specialist in financial services. Since its founding as a division of Marsh McLennan in the 1980s, Stone Point has invested in over 150 companies in the industry. 

			One of Stone Point’s sub-sectors is human capital management (HCM), which it explored as an adjacency to work in benefits and payments. Within HCM, Stone Point discovered a big opportunity in contingent labor, which includes 40% of the workforce and represents $3.7 trillion in annual spending. 

			Stone Point believed that Bullhorn was the best business in the vertical. The company provides mission-critical software to staffing and recruiting companies, servicing 10,000 as of today. The business began in 1999 as a venture capital-backed startup and thrived for 20 years under its founder alongside four private equity owners. 

			Genstar and Insight began a sale process in early 2020 and reversed course in April 2020 because of the pandemic. Stone Point approached the owners later in the year when it saw staffing trends at its portfolio companies tracking significantly better than industry studies indicated. In three weeks, Stone Point completed its due diligence and lined up a fully financed bid. Stone Point became Bullhorn’s fifth private equity owner in September 2020.

			Stone Point’s purchase of Bullhorn shows how a private equity specialist can help take a successful company to the next level during its chapter of ownership. Bullhorn’s prior two ownership groups were software-focused investors that optimized its technology stack. Stone Point brought financial industry insights, relationships with potential customers, and ideas for a broad range of potential acquisition targets.  

			This interview with Stone Point’s Jarryd Levine took place on August 12, 2022. It offers an example of how companies can benefit from different private equity owners over time, and how a focused industry expert can gain an advantage in winning a deal.

			[image: ]

			Ted Seides: Let’s start with an elevator pitch on Stone Point Capital.

			
			

			Jarryd Levine: We are a private equity firm that invests exclusively in and around the financial services industry. We started as part of Marsh McLennan, the professional services firm that includes the insurance broker. Marsh in the 1980s initially focused on investments in the property and casualty (P&C) insurance space. Our current leadership team includes Chuck Davis, Steve Friedman from Goldman Sachs, Jim Carey, Nick Zerbib and David Wermuth, who joined in the late 1990s and broadened out our platform beyond P&C insurance into all financial services—things like banks, insurance, asset management, healthcare, real estate, and fintech. And then, human capital management (HCM) has become a big practice area for us. 

			We spun out of MMC in 2005. At that time, we were managing a $1 billion fund, which was our third. We’ve raised six funds since then; our most recent fund is $9 billion in committed capital. We have 140 employees—120 supporting our main private equity platform and then a bunch focused on credit. We have a lot of continuity in our team and tenure with our senior folks.

			Ted: Let’s dive into Bullhorn: what is this company?

			Jarryd: I’ll take a step back: when we think about the Stone Point investment process, everything we do is focused on an industry sector and a vertical. Bullhorn sits inside of our HCM elephant, as we call it, which is our sector evaluation. We’ve witnessed a shift in the importance of human capital at organizations. It’s evolved from an area that organizations looked at as the first line of defense for cost cuts—a way to make EBITDA when their budget is in trouble—to become an organization’s most important asset. 

			We experienced this in all the conversations we have with companies. Human capital is their most important asset: their people, their culture, and their team are what matter to them. We think that will spur continued long-term investment in the HCM industry. 

			Within that, we’ve done a lot of work on contingent or non-employee labor. Some of the stats are so large they’re worth mentioning. Over 40% of the workforce today is contingent, and it represents over $3.7 trillion of annual spending by companies. There are lots of well-known trends underpinning this growth: the war for talent; the growth of the gig economy; increasing employee preferences for flexibility; and difficulties in recruiting specialized skill sets—particularly in fields like technology.

			
			

			Against that backdrop, Bullhorn is the largest independent provider of technology to the staffing, recruiting, and contingent labor space. It works with over 10,000 different staffing and recruiting firms in the US, Europe and Asia. Think of it as the core system of record that a staffing and recruiting firm uses to manage its entire business. It is the screen login technology vendor that the employees of a staffing and recruiting firm log into every day to interact with clients, identify talent, manage billing, ensure compliance, and run payroll. It is the central nervous system of the platform. The business was founded in 1999 by its CEO today, Art Papas, who has been with the business continually since then. The company has over 1,500 employees and annual revenues are crossing $400 million, with strong organic growth, EBITDA margins, and free cash flow.

			Ted: Stone Point is known for financial services—so how does this fit in?

			Jarryd: It dates back to our days in employee benefits over 20 years ago. We’re always looking to expand into adjacent sectors. All our investments in HCM, benefits, and human resources (HR) stem from the work we did at Marsh. We started with core payroll and HR. We made a variety of investments in service providers, payroll processors, and software firms that provide the technology to enable companies to process their payroll and manage their benefits.

			From there, we identified the next order of inquiry, which is contingent labor. We saw through our work in payroll that contingent labor was growing. It had evolved from being purely surge and augmented resources into a mission-critical component of an organization’s talent management and acquisition strategy. 

			Against that backdrop, we embarked on multi-year searches in the contingent labor space. In 2018, that led us to a partnership with the Eliassen Group, which is one of the largest providers of IT staffing for professional services, human capital, financial services, and healthcare firms. They provide critical, differentiated technologists to banks, insurance companies and asset managers. 

			Bullhorn was Eliassen’s technology platform. It was mission-critical to their business and critical to our underwriting. We wanted to be able to grow Eliassen and needed to know Bullhorn’s technology could grow with it. So we spent a lot of time doing due diligence on the technology. We had logins and we messed around with the system, got to know their team, and came away highly impressed with the quality of their platform. 

			
			

			Eliassen has been very acquisitive and has looked at over 100 tuck-in acquisitions. Every one of them has some sort of technology system—whether it’s Bullhorn, a third party or a homegrown system. It became very clear to us that Bullhorn was the platform of choice. 

			Ted: So Art Papas was running this business from its founding. How did the ownership transition over the 20 years before you bought it?

			Jarryd: Bullhorn had raised a variety of venture and private equity rounds prior to our involvement, most recently with software-focused private equity firms. Before us, Insight and Genstar were the majority owners. Before them, Vista owned the company. Art and his team had partnered with blue-chip software investors prior to our involvement. 

			In many ways, that’s what spurred their desire to bring in a different type of partner. We brought a sector-focused perspective that complemented their partnership with Insight/Genstar and Vista over the years.

			Ted: How different is it having a firm that’s a sector specialist as an owner compared to a larger private equity shop that has an industry vertical within it?

			Jarryd: I can’t tell you how it is at those firms, but I’ll tell you where it’s worked well for us. Financial services is such a big industry. We’ve got 100 different sub-verticals and specialist teams. It’s powerful for us, because when we talk to Art Papas, we can talk about nuances of HCM and staffing in a way that a generalist probably can’t. I have colleagues and partners who can talk mortgages, consumer finance, and asset and wealth management in a way that leadership teams do. 

			Ted: You mentioned a number of features of Bullhorn that are super-attractive as a company: mission-critical software, a recurring-revenue model, an entrenched management team with experience working alongside private equity. But what was wrong with it? Because there’s always risks in any investment you go into.

			Jarryd: The main risk was timing. The biggest concern we had to get comfortable with was making an investment in September 2020, a fairly uncertain period for the labor economy. We had to get conviction in  what would happen to employment and the staffing industry when we were all still nervous about disinfecting our pizza boxes before eating dinner.

			
			

			Ted: How did you get that conviction?

			Jarryd: This is where our network and our information were critical, and it’s one of the more interesting features of this transaction. In April 2020, the largest trade publication in the industry came out with a forecast for the industry that projected a 20% decline in the staffing space, a prolonged period of dislocation, and a recovery period of three-plus years. It would be very difficult to underwrite a deal in the space based on that outlook. But through our partnerships with Eliassen and PrismHR, another portfolio company that does a lot of work in the payroll space focused on staffing firms, we saw data that painted a different picture than those expectations.

			We saw daily data from our partners that indicated by the end of the second quarter in 2020, volumes flattened out and resumed organic growth. It was very different from the predicted severe downdraft. Armed with that information, we were able to gain conviction in our underwriting of Bullhorn and in the resilience of the staffing space. That was a hard thing to do at the time, but we’re thrilled that we did it.

			Ted: So you saw the data turning, but during the Covid-19 pandemic nobody knew what would happen. How did you risk manage that in your process?

			Jarryd: If there was only one data source, we would have been nervous. But we saw multiple data sources for multiple touchpoints and reference calls with the right people. We were seeing the trends play out, and they’ve played out even better than we expected.

			One story that resonated with me was from a staffing firm that provides technology resources to a large global financial services firm. In May 2020, we were asking, “Are you really deploying resources now?” They had just deployed 50-plus people to a large asset management company. These workers were pulling up into the parking lot and going to the office in hazmat suits with Ziploc bags covering their laptops. It became apparent to us that the mission-critical nature of the work done by these staffing firms was just that: it couldn’t be turned off. We saw it; we heard it from clients; we saw it from providers. There was clearly risk in it, but the preponderance of data from a variety of sources and the fact that we’d seen this trend play out over years gave us the conviction to underwrite the investment.

			
			

			Ted: How did you go about winning the deal?

			Jarryd: It was an off-market, proprietary deal; we like to say we manufactured this one. Insight and Genstar were preparing a broad sale process in early 2020, which they unsurprisingly pulled when the pandemic hit. We’d had a great longstanding relationship with Art Papas and his team through Eliassen and PrismHR and stayed close to them throughout the pandemic. Art and his team were looking to bring in a new partner who could complement the software sponsorship they’d had for over a decade to help with the next evolution of the business.

			We—Art and the team—collectively went together to his existing sponsors and pitched a transaction, negotiated in a proprietary one-off manner, and shook hands. In late summer 2020 , we had three weeks to complete our diligence, lock in our financing, and sign a deal. It took a lot of long nights and a lot of pots of coffee. We had to get comfortable with Zoom quickly because we were doing it all remotely. But we hit that timeline, and we were able to get the transaction done without them ever calling another sponsor.

			Ted: How did you figure out price?

			Jarryd: That’s always the trickiest question in any transaction, especially one without price discovery. In this case, there’s lots of private equity activity in large enterprise software deals, so there were some good comparables that we could get comfortable with. We knew what valuations would be in the space.

			Ted: What were they at the time?

			Jarryd: They ranged anywhere from high teens to mid-20s EBITDA multiples for enterprise software companies, depending on growth rate, market position, and leadership size. You can take a guess where it fell within that range given Bullhorn’s position and performance. There was some appreciation of the fact that we were acting in uncertain times on a one-off basis too.

			Ted: During that period, what EBITDA were you working with? 

			Jarryd: The company had a budget for 2020 and unsurprisingly, that number reflected a pretty severe dislocation. Bullhorn has some great airbags in the business that would protect them on contractual minimums, but it was not a growth year. Interestingly, during our due diligence, in between shaking hands and signing the paperwork, they revised the projection upwards almost 10%. It was one of the rare situations when management projections were conservative.

			
			

			When we looked at the end of the year through 2020, the financials outperformed initial expectations by almost 20%. So we saw real growth in the business. We were able to use a lot of different proprietary data that helped us gain comfort around the financial profile.

			Ted: What would happen if it were an auction? Presumably, you still want to own the asset: it fits into your space; they’re the market leader. Do you just pay more?

			Jarryd: You’d hope that’s not the case. We’d be naïve to say that you don’t have to be competitive on price. But that’s where the relationship with the team, the post-investment value-add, and the willingness to let the existing investors roll become considerations. Sometimes, knowing the assets so well, the team so well, the space so well, and the value creation plan so well gives you more conviction in the price that you’re going to have to pay. Just as an example, we were looking at tuck-ins before we signed a deal. You can look at a price and say, “Okay, I understand where I am, but I see several tuck-in acquisitions on the horizon that will get us comfortable paying up to win the transaction.” 

			Ted: When you were sitting down with the people on the other side of the table, why do you think they were willing to sell then, rather than wait it out?

			Jarryd: We were in uncertain times. My guess is they were saying, “We were planning to do something this year. Now we’re going to have to wait two-plus years. But here’s a partner that we’ve done deals with before.” Our management team walked into the room and said, “We’d like to partner with the folks at Stone Point. We think they could add a lot of value.” So they thought, “They’re willing to move quickly; they have conviction in this space; they understand the industry; and they are invested in our clients. We’ve known them for years. They say they’re going to do it and they’re going to do it.” That means a lot. When you put all of it together, it gave them conviction that we would be a good and trustworthy counterparty to get a transaction done. 

			Interestingly, during the evaluation, they got excited about the future of what we could collectively do together. Both Insight and Genstar rolled a considerable portion alongside us in the transaction. From a couple of our software investments in this space, we’ve seen that our industry expertise can complement the software expertise of others. Together we can help these organizations accomplish some exciting things. It was a great outcome for them, and I think they’ll do well in their rollover.

			
			

			Ted: Let’s turn to your ownership and the game plan when you bought Bullhorn. What is it that you were bringing to the table that would help drive the economics of the business?

			Jarryd: There are three things that I would put in that category. The first is client introductions. Bullhorn is as well-known as any provider, but at the same time, we are one of the more active investors in this HCM space. We have met with, talked to, engaged with, potentially evaluated many of their potential clients. We could help them get to potential clients and relationships. 

			The second is that tuck-in M&A has been important for a lot of our partnerships. Bullhorn fits that category: they’ve done north of 10 acquisitions since we partnered with them. We evaluated 100-plus staffing opportunities in our investment with Eliassen. So we were strategically helpful in evaluating some tuck-in acquisitions. 

			Finally, we shared our perspective in strategic discussions around product initiatives, where to invest time, and where to focus the team. At the board level, we chat about this all the time. One of the things that we ask companies is: “Where are your clients spending money? Where are your clients spending time? What is important to your clients?” 

			We assimilate data from 100 different staffing firms and, on an anonymized basis, help Bullhorn understand where their clients are spending with other providers, where they are investing in their business, and how we can make our products better to accommodate their needs. That’s a different conversation than the company had prior to our involvement because all our team does is the HCM space. 

			Ted: You’ve had the same CEO for 23 years. When does he start thinking about moving on?

			Jarryd: Stone Point is as far to the management-centric side of the spectrum as you can get. Alignment is our number one credo, and management is the most important facet of our due diligence. We’re not operators. We don’t have a stable of operating partners that come in and run a business. Our investment thesis and plan typically doesn’t involve making changes. We find great businesses that we can help around the edges as a great partner. 

			
			

			Art and his team are as excited about the business today as they’ve ever been. They’ve rolled a considerable portion of their equity alongside us, and our current expectation is that we’re in this together for the long haul.

			Ted: And how about financing the transaction?

			Jarryd: Three weeks to complete a transaction and get committed financing on a large leveraged buyout was not easy. To Insight and Genstar’s credit, Bullhorn already had a great relationship with the financing community and had some portable financing that we could piggyback on top of. We were able to secure an attractive financing package in that Q3 2020 timeline which got the transaction done and has scaled with the business. We’ve been able to continue to invest in the company and support our tuck-in M&A initiatives. A lot of credit is due to our capital markets team. They understand the business; they’ve looked at all the same staffing firms; and they’ve looked at all the trends. They were critical in getting the deal done.

			Ted: How do you think about the optimal capital structure for a business like this?

			Jarryd: That’s a question we debate even today. It’s evolved over time, and we are continually evaluating that. Every private equity firm will have to do some real cash-flow modeling; understand the needs; understand how much debt you can support given where interest rates are going, and how much you need fixed versus floating debt. Given the nature of this type of business with high retention rates and strong cash-flow conversion, we’ve been able to take more leverage than a traditional services business. We were more conservative than we could have been. We don’t like to max out leverage, especially initially in a transaction when M&A is going to be a part of the thesis.

			Ted: What does that equate to in rough numbers?

			Jarryd: If you were to look at comparable software companies, you would see businesses take on debt in the upper-high-single-digit multiple of EBITDA range. If you were to look at services businesses, you’d be in the five-ish range. You can make a reasonable assumption that the way we capitalized Bullhorn, we did not take max leverage by any stretch. We went on a little bit of a premium to where services companies typically trade. 

			
			

			We don’t ever want a business to feel choked by the debt. We don’t want our CEOs and CFOs to wake up every day thinking about paying off their interest. The moment you get to that point, you stop investing for growth and stop doing the smart things for the business. 

			Ted: As multiples across everything in private equity have gone up over the last few years, how do you think about the returns you can generate?

			Jarryd: We spent a lot of time modeling. A lot of it comes down to the individual underlying business. As multiples have gone up across the sector, it puts more pressure on our underwriting and more pressure to make sure that you’re not paying A+ prices for businesses that are not A+. If the company has strong organic growth; if it has a strong ability to augment organic growth with tuck-in M&A; if the EBITDA is clean and can generate cash flow, you can still support those high prices and generate attractive returns. When the businesses don’t have those characteristics, that’s when you start to see issues. 

			That’s one of the reasons why our investment process is so geared toward our multi-year, proactive, outbound search. We want to make sure we’re partnering with the best providers in their space with great secular fundamentals. Oftentimes, we’re modeling multiple compression in our base case. We’ve been wrong for 10 years, because multiples have gone up and up and up, but we’re always modeling conservatively on that front.

			Ted: What has happened over the last two years since you bought the company?

			Jarryd: There’s been a strong start to the partnership. We’ve generated consistent growth in excess of 20%. Excitingly, the company’s booking—which is a software metric for new software sales—over the last two years has averaged over 2× what the company’s best years were prior to Covid-19. 

			A lot of our new initiatives involve investing more and becoming more efficient in driving automation. These organizations have the same challenges of remote work and navigating a challenging labor environment. Technology helps them be more efficient. 

			We’re running several years ahead of our initial underwriting expectations, and we’ve been able to augment that with our tuck-in acquisition engine. We’ve done four transactions since we closed our deal. We’ve got several others in the pipeline. It’s a strong and fun partnership, and a terrific team. 

			Ted: It’s rare that even the most successful investments, from purchase to exit, don’t have some bumps in the road. But it doesn’t sound like there have been many here yet. I’m curious—what might happen from here that could go awry?

			
			

			Jarryd: Every time we have a conversation, we look around the corner at what could go wrong. We are thankful that nothing has yet, but we would be naïve to think it won’t. We are thrilled at the resilience of the staffing space and the broader ecosystem thus far, but we look at trends to see any change that we need to position the business for. We want to be ready with the team to be able to pivot, make changes, make investments, and make tough decisions if we have to.

			Every private equity firm is staring at what’s going on in the economy right now and forecasting forward. It’s always uncertain. If you’ve got great partners, locked arm in arm, aligned to drive long-term value creation in the business, we’ll be able to navigate choppy waters. 

			Ted: Bullhorn has had a couple of different private equity owners; they’re used to a private equity firm owning it for a period of time and then selling it to somebody else. How are you thinking about the duration of your investment and ultimately an exit strategy?

			Jarryd: We don’t engineer an exit at Stone Point. We’re not the type of firm that says, “Let’s get the company to $X million of revenue and then it’s time to flip.” We tend to be longer-term holders. When we see a business that we love with great secular fundamentals, we don’t see a need to exit in advance. 

			We don’t think there’ll be any lack of exit opportunities—whether it be another private equity firm, strategics, or a public market alternative. Our view is if we do the right things, the business will be well positioned whenever the time comes. We take our cues from the management team—who are locked arm in arm with us—to tell us when it’s time.

			Ted: You have that thesis that you’re not engineering an exit, but you also have the reality of a fund with a finite term. What happens when those two things conflict?

			Jarryd: I don’t know if they ever really conflict. That’s one of the reasons we like to be aligned with our partners. They have material equity invested in the company as well—both direct equity and incentive unit plans—so they want liquidity too. We’ve had creative structures in the past, as have others. If you are creative enough, there’s no lack of exit alternatives.

			
			

			We approach every transaction, both on the way in and on the way out, as a clean sheet of paper. We ask ourselves, “What are we solving for? What are the needs—of our fund, of our management team, of our co-investors?” It’s important to have real-time honest dialog and feedback to make sure the considerations of all stakeholders are met. If that’s considered, we’ve always been able to find a way to generate an exit. 

			Ted: This is a team that’s transacted multiple times and have probably made a bunch of money in doing so. What does it sound like in the room with that management team, talking about that potential exit?

			Jarryd: It’s a good back-and-forth dialog and debate. We’re often providing them some perspective on the markets, like where we are seeing multiples and who are we seeing as interested buyers. They’ve transacted multiple times, but they’re doing this once every three, four, five, seven, 10 years. We live and breathe this every day. We think sharing that information is part of our role in being a good partner. Then it’s a back-and-forth conversation about needs, about where the business is. 

			Sometimes it ends up as, “We had a plan, we had a vision of what we were going to accomplish in this partnership; and we think we’ve succeeded in that. Now we’re ready for the next leg of our growth. We’re ready for what we think the next partner can bring to the table.” That can spur and catalyze a decision. 

			In many ways, that’s what got us into the partnership with Bullhorn. They had gotten to a point where they felt like they were ready for the next partner to bring something complementary. My guess is as we continue to have these dialogues with them regularly, there will be a moment in time when they say, “Okay, we’ve gotten through what we thought we would accomplish. Now we’re ready to catalyze this to recognize hopefully some gains and play for the next evolution.”

			Ted: What are the biggest lessons you’ve learned from this transaction?

			Jarryd: The coolest, most important feature of this deal goes back to the data and our proprietary relationship network. Our unique perspectives and insights into the space gave us conviction at a time when conviction and courage were hard to muster. So the lesson learned here is the power of data. 

			Ted: When you talk about connecting the dots in the capital markets and proprietary data, a lot of it is in public markets, where people trade around quarters. You don’t hear it as much about private equity. How often does this differential information that you have from being specialized in a sector impact an actual transaction?

			
			

			Jarryd: I want to say every day. Does it result in a large investment like a Bullhorn every day? No. But every day we’re making progress on something like a Bullhorn; because the reality is, the Bullhorn transaction took us two and a half years to get there. It was digging into those relationships and the data every single day that got us to that point.

			Our sector lead teams give monthly presentations to the entire firm. What are we seeing through our network; through public data; through our portfolio company data? What are we seeing in the space? What are the trends? What are the themes? What are the opportunities? What are the risks? What are the challenges? We’ve turned that into a critical part of what we do. We don’t know when the opportunity will pop up, but we need to be ready to go when it happens. If we’re not thinking about it now, the gun will go off, and the race will be over.

			Ted: Jarryd, I have one more question for you. What’s your favorite aspect of private equity?

			Jarryd: The first is: awesome people. It’s cool to work with really smart people every single day who challenge you, ask you questions, and engage. 

			I also love that every day is different. Sometimes we’re deep in a new platform investment, and we’re running through diligence. Other times we’re working with portfolio companies on tuck-ins or operational initiatives. Then there are days where we’re digging into the elephant work, staring at data, and trying to make sense of where the labor market’s going. It’s really fun. Every single day presents new challenges.

			In a similar vein, every day I feel like I learn something new. There’s no end game to private equity. You never get to the master level: there are more and more ways to get better. You’re always learning something from somebody else and finding something you’ve never thought about before; seeing a new challenge; seeing a new opportunity or a new way to look at things. I love that about the job. It never gets old. Every day is something cool and different, and I find out how little I know.

		

	
		
			
			

			Chapter 11: Deals within a Deal 

			Rockefeller Capital Management by Viking Global
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			The core expertise of private equity is deal making. After an initial transaction, private equity managers frequently conduct tuck-in acquisitions to expand a portfolio company platform. Buying smaller businesses usually is accretive, as valuations of smaller companies are typically lower than those of larger ones. 

			Private equity roll-up strategies are predicated on this concept. GPs buy a platform company and conduct a series of related mergers to create a large player that benefits from economies of scale through centralized management, cost efficiency and cross-selling. 

			Roll-ups bring a host of operational challenges too. Each time a new tuck-in acquisition joins the platform, it must transition its previously independent operations and integrate with the parent.  Standardizing operating processes to achieve the desired economic benefits from a transaction includes merging systems, technology, and procedures. Each company purchased comes with its own culture, values, and norms that need to align with the platform for the business to thrive. The more management rolls up acquisitions, the more complex the integration becomes. 

			For many years, roll-up strategies have targeted registered investment advisors (RIAs). RIAs trace back to the Investment Advisers Act of 1940, which created a fiduciary standard that offered trust and comfort for those seeking financial advice. The industry grew through the 1980s, and interest in advice accelerated after each financial market hiccup along the way. In the 1990s and 2000s, investment banks built large wealth management platforms, led by Merrill Lynch’s “Thundering Herd.” 

			Wall Street investment bank platforms dominated the RIA space before 2008, but the global financial crisis cast a shadow over the imprimatur of Wall Street institutions. The global financial crisis catalyzed the growth of independent RIA platforms. Businesses like Focus Financial Partners, HighTower Advisors, and Dynasty Financial Partners created homes for RIAs to access the benefits of scale while operating independently of Wall Street banks.

			In 2018, Greg Fleming had an idea. He had served as president and COO of Merrill Lynch through the global financial crisis and president of Morgan Stanley Wealth Management for five years afterwards. Fleming saw an opportunity to create a premier independent financial services firm for wealthy families to achieve their goals by combining high-quality wealth management, strategic advice, and asset management services. He wanted to take the best of what he saw in his 25 years on Wall Street and deliver a pure form of client service.

			
			

			Fleming heard that Rockefeller & Co. might be looking for a new direction. Rockefeller & Co. was a $18 billion multi-generational family office set up in 1882 by legendary industrialist and philanthropist John D. Rockefeller. Fleming partnered with the Rockefeller family and Viking Global Investors to acquire Rockefeller & Co. as the platform for a roll-up under the renamed Rockefeller Capital Management (RCM). 

			From there, Fleming began executing a roll-up of high-quality RIAs, built a strategic advisory business from scratch, and fine-tuned the existing Rockefeller Asset Management business. RCM went on an acquisition spree, bringing in talent from independent RIAs and bulge-bracket investment banks that fit with its culture of excellence and collaboration. It simultaneously built a robust technology and operations platform required to onboard RIAs efficiently. 

			In just five years, Fleming grew RCM to $105 billion in assets across 100 RIA teams. It intends to double the number of teams and assets over the next five years. To help achieve these goals, RCM sold a 20% stake in the firm for $622 million to the Desmarais family in April 2023.

			The RCM deal is a classic example of the opportunity and challenges in a roll-up. This interview with Greg Fleming describing the business took place on June 29, 2023, shortly after RCM’s recapitalization. 

			[image: ]

			Ted Seides: How did your background lead to you ultimately running RCM?

			Greg Fleming: I graduated from law school in 1988. I spent four-and-a-half years as a management consultant at Booz Allen Hamilton and then I went to Merrill Lynch; that was the start of the part of my career that led to RCM. I spent 17 years at Merrill. I started on the investment banking side and ended up in leadership positions—first running the financial institutions group and then as president during the credit crisis. I left right after we closed the sale to Bank of America in early 2009. At Merrill, I spent a lot of time in investment banking in the institutional business, and in the last few years I spent more time with the wealth management business.

			
			

			When I left Merrill, I took some time off. I taught at my alma mater, Yale Law School; and then I went to Morgan Stanley to work for my former colleague at Merrill, James Gorman, who took over as CEO running wealth and asset management. I was there for six years. We spent a lot of time reconfiguring those businesses. The wealth management business is a huge and important part of Morgan Stanley’s success under James. I left Morgan Stanley in 2016, and when I was looking at what to do next, the confluence of wealth management, investment banking, and asset management were the pieces that I wanted to try to pull together.

			Ted: How did the vision for RCM come together?

			Greg: My view when I left Morgan Stanley was that there was a window in the marketplace to do wealth management advice for high-net-worth and ultra-high-net-worth clients differently, pulling together comprehensive advice not just on the investment side, but generational planning, tax planning, and investment banking capability. In the United States, so many people make wealth through building a business, so I thought it would be another competitive advantage to be able to provide them with advice on those businesses—maybe sell the business if they’re ready to sell; maybe just give them advice on whether they should sell or not.

			And then we have Rockefeller Asset Management, which was part of the original company that we bought that focuses on areas where we can create differentiated investment performance in specialized categories. The pieces all work together. It’s not three different businesses; they’re integrated and they’re all really focused, and that was the vision upfront.

			Ted: With that vision of integration across these different disciplines to serve families, how did the deal come together?

			Greg: The deal came together around the name. When I heard that we could buy Rock & Co., I pushed hard on that. I had been talking to private equity players that wanted to provide the capital for me to build this vision. Right after I left Morgan Stanley, I was approached by Viking about doing something with them. I liked their vision and how they thought about it a lot. There was a lot of alignment between us around how we would approach it.

			I liked the way they manage portfolio companies. They have something they called “GBGM”: “great business, great management.” They find a business they like, they put a great management team in place, and then they leave the day-to-day to you. They’re there on all the big important topics. I was impressed with their vision and the way they wanted to operate, and I can say in year six that it’s been a home-run relationship across the board. So the pieces came together—Viking, Rockefeller and the vision; and we went after Rock & Co. hard.

			
			

			Ted: What was it on the margin that led you to want to partner with Viking?

			Greg: They were clear and consistent on the vision that I had for what RCM could become. They agreed that the best way to build that was to have the advice go through world-class private advisors that we’d recruit; and then they were quite clear on the operating model. I thought, “These guys are thoughtful; they’re aligned; they’re consistent in the way they approach it; they’re straight shooters. They believe in excellence, so they need to hold me and my team to that bar.” It doesn’t always turn out in life that the alignment is consistent and it all works out, but it did here.

			Ted: Once you decided to partner with them, you knew that there was this opportunity to buy Rock & Co. How did that deal process come together?

			Greg: This was originally the family office of John Rockefeller Sr. back in 1882. It became a multi-family office in the 1970s. At the time we bought it, the primary owners were the Rockefeller family and Jacob Rothschild, who had stepped in to buy Société Générale’s piece in 2008. They hired an investment banker and were ready to sell it. The Rockefeller family was very focused on who would buy it because they care so much about their name. We offered a competitive price, but there was a “get to know you” with the family where they wanted to know what we were thinking of doing with the name and where it would go long term. We had a lot of those conversations with some of the leadership of the family.

			We’ve had two members on our board from the beginning to this day: David Rockefeller Jr. and Peter O’Neill. The family rolled some of their ownership in Rock & Co. into RCM. Many of the Rockefellers were clients of Rock & Co. and are clients of RCM. So we are intertwined with the family. 

			Other positives were the values of the family, the way they approached the world, and the way people view the name. The second generation, John Rockefeller Jr., was the world’s first great philanthropist. The family started the University of Chicago; Spelman College, named after Laura Spelman Rockefeller; Lincoln Center; Museum of Modern Art; Asia Society; land for the United Nations; Grand Teton National Park; Acadia National Park; a hospital in Beijing that’s still there today. The name is everywhere. They were incredible in giving back to the United States and around the world right from generation two, and they’re now in generation seven. They’ve kept it up. 

			
			

			So we appreciated the values of the family and the fact that they cared who was buying Rock & Co.—it wasn’t just about money. Viking and I and the Rockefellers spent time together so that we could all make sure that we had the same vision for what we were going to do with this incredible name. Then there was the usual deal process and negotiation, and we got it. We closed on March 1, 2018, and we were off to the races.

			Ted: What was it that you bought at the time?

			Greg: It was mostly a family office focused on both the Rockefeller family and other families. A lot of the investment advice was around Rockefeller Asset Management. What we wanted to do right out of the gate was create an open architecture and bring in other managers. So we bought a great name and a lot of talented people at the original Rock & Co.; some long-term strategies in Rockefeller Asset Management, and a set of clients within the family office. 

			Ted: What were the total assets under management at the time of the acquisition?

			Greg: They were about $18 billion.

			Ted: With this vision you had to integrate services, there are a lot of pieces in place. How did you start to build on what you first purchased back in 2018?

			Greg: We built two of the businesses from scratch. For the business of bringing in private advisors who would work in a broker-dealer format, we needed to build the broker-dealer and obtain all the licenses. There was no strategic advisory, so we needed to start to build a boutique investment bank. The biggest part of our focus in those first few years was the operating platform, the technology platform that would allow us to hire private advisors and bring on their clients. If you’re RCM and you bring in a world-class private advisor who is bringing their clients with them, you’ve got to be able to deliver what you’re promising. 

			One of the great things about a long career is that you know great people from so many different parts of your life, and we have people running different functions that are as good as you can find anywhere. Because of that, we’ve been able to put in place an operating platform that’s appropriate to support the business of these private advisors and clients that have come to RCM. We have world-class technology. It helps that it’s 2023 and you can partner with different entities in cloud-based solutions. The guy who runs our technology and operations, Mark Alexander, was at Merrill for 24 years and ran technology for wealth management before the sale to Bank of America. Mark is in the process of rolling out new advisor workstations, new mobile apps, and things like that; so even though RCM is a smaller firm than a lot of our major competitors, we’re quite confident that our technology is as good as or better than anybody else’s. All those things were key. 

			
			

			Ted: Let’s dive into the business of growing the assets through financial advisors once you have that infrastructure built. Go back to some of those early acquisitions of teams: how do you find world-class teams and get them to come onto the platform?

			Greg: That’s at the heart of what we’ve built. Now we’re six years in, we have over 100 teams and terrific momentum. People can come and see the technology; they can talk to advisors that are already here. So now we’re out there in the field and we’re in the playoffs, but early on, we were just building those things. 

			Our approach to teams from the start has been the same. They have to have a great book of business. We wanted teams that had worked with their clients for a long time and had loyal clients. We also wanted teams that had clean compliance records and that wanted to be part of Rockefeller. 

			All our teams work for RCM; they all believe in our culture. We talk all the time about excellence on one hand and a collaborative, collegial, positive culture on the other. If you’re painful—even if you’re really good—we don’t want you here. We have a very positive reinforcing culture; there’s a high bar of excellence, and it’s not for everybody. And when you’re building a company, it’s 24/7 for everybody; people pay that price. One of the things we give back to our team is to say, “Everybody’s going to function that way, starting at the top and across all parts of the firm.” The advisors and teams need to sign on to that too. They’re part of this firm; they’re part of that culture; the business card says “Rockefeller Capital Management,” and we want them to be proud to carry a business card that has this incredible family name on it. We want them to see what the Rockefeller family has done over seven generations in this country and around the world. We have to live up to that. 

			
			

			We’re looking for all of that—not just a book of business; not just revenues. If somebody wants to monetize their business at the highest possible price, we’d rather they went somewhere else. So we spent a lot of time on this process of finding the right teams in the right cities across the country.

			We also want teams that have a burning desire to grow their practice. We’ve got all the things to support these advisors so they can come here and grow. We’ve had teams that have been here for three or four years now and have doubled their book in that time and will probably double it again. 

			The management structure is also flat. When I was running wealth management at Morgan Stanley, we had 4 million clients. It’s impossible to talk to a lot of clients, but here, I can follow up. I can get to know them. They can come here and have lunch. If you’re the advisor, you can call on senior management to help you with your client. That’s in the drinking water here: everybody’s focused on the client.

			Ted: Once you’ve engaged with a team that you’re interested in, how do you get to know them to find out if their values are aligned with what you’re espousing for Rockefeller?

			Greg: We really dig in. They do too. In fairness, this is a big decision. Most of the teams that we’re hiring are moving for the first time or maybe a second time. And it’s a huge event for their clients. It’s typically a long courting process—months, even years. 

			We want people to come to 45 Rockefeller Plaza, walk around, feel the vibe and find out if this is a place they would be comfortable working in. Are our values aligned? Do they seem like the type of people who will walk down the hallway here and say hello to everybody? Do they want to win? Derek Jeter is on our board and I always use him as an example. Derek wants to win in everything that he does. He’s incredibly competitive, but he’s also a really good person with the right values.

			Ted: How are these deals structured?

			Greg: We want teams that want to come and join Rockefeller forever. When I was at Merrill 15 years ago, the deals in the industry might have been six, seven, eight years. Ours are double that. If somebody’s looking for something shorter term, that’s not us; just like if somebody wants to maximize current dollars, that’s not us either. There’s a payment in and around 2× revenues for the business upfront that is amortized over the length of the deal. 

			
			

			What we put on top of that is where we differentiate ourselves. The 2× is market competitive, but certainly not on the high end. We want to be competitive and negotiate a fair deal; so we put growth hurdles in for payments that can be made in years three, four, five, seven, ten. We don’t want advisors that are simply looking for the next big check. Our experience over time is that those who grow their practice are relentlessly focused on doing a great job for their clients, which is ultimately the most important variable in the mix.

			Ted: How do you think about the return on investment on any one team as it relates to the bottom line of RCM?

			Greg: If we bring somebody on for 2× revenues upfront and they deliver their business and grow, that’s a good return for us, and it’s a fair deal for them. If they double their business, even after we pay a growth hurdle, the return to RCM is strong. If you pick the right teams, that blend is a very attractive business model.

			Ted: Once you’ve completed an acquisition, the first step in the integration is to make sure the team can bring their clients over. How do you try to increase the probability of that happening?

			Greg: We’ve spent a lot of time on this, and we think we do it particularly well. We have an integration and execution group that helps open accounts. They do a lot of the operating and administrative work to bring the clients over. When they join us, we want the team to spend all of their time talking to the clients; and getting Greg Fleming or Mark Alexander or any of the other leadership team here to talk to the clients. The technology and the fluidity of the technology make it easy for the team to move the client over.

			The flatness of the management team and the organizational structure also helps. It’s basically a full-court press from day one, bringing all the clients over that the team wants to bring over. We don’t publicize our success rates on this, but we have the team ready to focus on new assets or new clients in months, not years. That’s another key part of the model—and it’s a key part of the economic returns too. It’s like any discounted cash-flow analysis: if the earnings are there later and the payment goes out in front, the internal rate of return (IRR) looks less. For us, the IRR looks better because the business comes sooner. It’s a virtuous cycle all the way around, and it takes the stress off the team. They want their clients to come; they want to get embedded here at RCM; and they want to get moving.

			
			

			Ted: When you’ve acquired 100 different teams, which bring over 100 different books of investments, how do you integrate all that into something consistent?

			Greg: We’ve spent a lot of time on that as well. The teams have been working with their clients for a long time, but we don’t want 20,000 investment options. There’s a transitional period when the clients can come over with their existing set of investments, but over time, if there are only a couple of clients in one option, we might close it off. 

			We have a decentralized approach, in the sense that we’re hiring great teams that have worked with clients for a long time, so there’s no top-down “This is what you should do.” But there’s also a framework that they can operate within that has a lot of expertise they can draw on—and they do. It’s not all over the map; there’s a consistency across what we do.

			Ted: Let’s turn to the strategic advisory component of the business. How did you go about building that from scratch so it could serve your clients?

			Greg: There’s a real synergy for the client if you can make it connected. It’s harder in the big firms because the investment bankers are going after very big deals. We might have a client that wants to sell a business they’ve been building for three generations for $200 million or $300 million—it’s a lot of money to them, and obviously a lot of money on an absolute basis, but it’s not a big deal in the investment banking context. 

			I brought in a few people from my past early on. Something we’ve got better at over time that we didn’t do particularly well upfront is the connectivity there. Early on, we had the bankers and some teams, but not that many. The teams were getting up to speed on everything around their core business, so there wasn’t as much connectivity between Rockefeller Strategic Advisory and Rockefeller Global Family Office. Now we have a fluid, daily connection with concepts or ideas that come from Rockefeller Global Family Office that Rockefeller Strategic Advisory screens. Sometimes the introduction occurs; we get hired to sell a business; we sell the business; and the proceeds go back into the client’s accounts at RCM—it’s a virtuous cycle. And the most important part of that virtuous cycle is that the client benefits everywhere. 

			
			

			We have tremendous momentum today relative to where we were two or three years ago. If you’d asked me 18 months ago where we were on that, we had a long way to go. It’s been in the last year or two that we’ve picked up momentum.

			Ted: What was the inflection that created that momentum?

			Greg: As always, it’s leadership: getting the right people in the leadership roles. Our co-heads of Rockefeller Strategic Advisory, Steve Valentino and Jim Ratigan, are both veteran bankers. Jim was with me at Merrill; Steve ran financial institutions at Deutsche. They work really well together. Their team is working well with the Rockefeller Global Family Office, with Chris Dupuy and Michael Outlaw and the leadership team there. 

			Jim, to his credit, hired Steve and made him co-head, and Steve had a set of skills that were complementary to Jim’s. Likewise, Chris promoted Michael Outlaw. The connectivity on the leadership side became much tighter and the expertise became better. We have a better investment banking team now than we did three or four years ago. We also have a broader and deeper set of private advisor teams across the country who have more clients that are running businesses that need advice. 

			Ted: Let’s turn to the Rockefeller Asset Management side. The strategic advisory and family office businesses are serving these families. Asset management is a super-competitive world that is driven by returns. How have you thought about that business line as it integrates into the whole?

			Greg: The mutual fund business is clearly on the other side of any growth curve; that’s not changing going forward. So we need to pick our spots, and we have to perform.  

			We do a lot of work in ESG, but we’re quite clear to clients and the outside world that while we have ESG portfolios, they’re intended to deliver alpha, full stop. It’s not a nice-to-have; it’s a key part of what we’re doing. We’re also looking for areas that advisors might be able to tap into for clients because there’s less direct expertise for them and fewer options outside Rockefeller. Small cap is one area for that. 

			We do a lot of work in fixed income. As rates have gone up, this has become one of the big areas of focus for clients. When we hired Alex Petrone, who runs that business, it became a growth vehicle for us. We’re picking our spots. We want to find areas that are high in intellectual capital, high in differentiated advice; and less on the commoditized homogeneous side, where the level of competition is just so high.

			
			

			Ted: As you’ve been building this out over the last couple of years, what has the relationship with Viking and the Rockefeller family been like along the way?

			Greg: The family have been tremendous and they’ve been drawn into it more and more over time. When we bought Rock & Co. and created RCM, for some in the family it might have been the end of an era. For others, they were looking forward. As we’ve scaled the business, treated the brand name as it should be treated, and broadened its appeal, we’ve pulled in more of the Rockefeller family along with us. They’re a wonderful family. They have great values, and they live them. When you get to know the individuals, they’re terrific human beings. The focus on philanthropy is real. It’s everywhere. And they know they’ve got a family name that’s highly regarded across society. It’s one of the few names that’s sustained through generations. Part of that is popular culture—the Rockefeller name has been used in songs over the generations by Frank Sinatra, Jay-Z, Billy Joel, and Bruce Springsteen. It’s part of the fabric of our society. When you get to know the family, you can see why. They’re a really nice group of people. There are more than 300 of them around the world today. We have a great relationship with the Rockefellers, and it’s going to endure. 

			With Viking, we had the exploratory phase. We did the deal together. We had the alignment of everything I described earlier: the strategy for the firm; how we were going to go about it; capital investment; how we were going to run the firm day to day. It all was aligned from the gate. And that’s how we’ve operated for the last five-and-a-half years. They’re involved in everything that matters. On a day-to-day basis, they leave it to us. We’ve agreed on major financial and other objectives, and we’ve hit them. So they continue to be very supportive. They’re very happy with the investment. It’s been a great partnership. It was envisioned the right way upfront and it’s performed that way.

			Ted: What have been some of the biggest challenges along the way?

			Greg: One of the big ones was building up RCM and making sure we could deliver. We had the Rockefeller name; very sophisticated clients; very sophisticated private advisors managing hundreds of millions or billions of dollars of people’s wealth. These are all people of real stature. You absolutely have to deliver. The technology and the operating platform and all the services that we were going to need to create this broad-based advice that advisors could provide to clients—all of these had to be built. So that was a real pressure, and it’s taken years to achieve.

			
			

			It happens brick by brick: something gets built and then you move on to the next thing. We’re in year six and we’re still building. In year 12, we’ll still be going, but we’ve already made a tremendous amount of progress. That was definitely a big focus upfront: we had to get going on delivering on what we said we were going to do, because otherwise you hire the advisor, the client struggles, and the whole thing stops. 

			Then there were some other challenges related to horizontal connectivity. One of the lessons of my career is that bad things sometimes happen because of an absence of horizontal connectivity across a firm. Looking back, there were major challenges at Merrill from a risk standpoint because of a lack of horizontal connectivity. We have a ton of it here, and we talk about it constantly. But that doesn’t happen by magic. You talk about it—you can say, “This is what we want to do and what we want people to do,” but you have to show them, and you have to reinforce it. It has to start working day to day. 

			Early on with Strategic Advisory and Rockefeller Global Family Office, the horizontal connectivity wasn’t great. The advisors were talking to their clients, but we were not bringing it together well. There was a whole series of things that needed to be tied together more tightly. It’s a lot better, but it’s a journey. We still have more to do there. Among the 1,200 people at RCM, many of them use the phrase “horizontal connectivity” and are trying to make that happen. If the phone rings anywhere in the firm and there’s an issue for a client, that person knows they’re supposed to try to help. It’s not, “Wait a minute—this doesn’t fit into my department.”

			Ted: How do you take that from not great to good to great?

			Greg: It’s leadership at my level, but it’s also the people—my team, the senior team, and the team working for them. It’s making it part of everybody’s mindset here. Somebody once said to me earlier in my career, “If there’s something you’re trying to push at—whatever the size of the organization—it’s like pouring water on sand. You put a little water on the sand, and it disappears—the sand’s still there. But you just keep pouring the water on the sand and over time, it starts to gain traction.” That’s what we do here. We are constantly aligned on the same themes: critical success paths, horizontal connectivity, excellence, collaboration, and collegiality. All of these things are in the drinking water here.

			
			

			We have an award called the Enterprise Connectivity Award that we created a couple of years ago. We pick from seven to thirteen people each year. We review the nominations at a senior level, but they come through the firm—and those people get an extra bonus and recognition. We have an event with them where they have a drink with the whole leadership team; we introduce them to our board; they get a plaque that goes on their desk. We want that to be one of the greatest things that people aspire to here. It’s rewarding the people who are out trying to make things happen—Malcolm Gladwell calls them “connectors.” We put them in the spotlight, and I do everything I can to make this the best possible award. 

			So when you were asking, “How do you get this horizontal connectivity? How do you get people to act this way?”, that’s how we do it. 

			Ted: Today, five or six years in, what does the business look like? 

			Greg: The assets under management are well north of $100 billion; so we’ve scaled. One of the benchmarks that I look at is the footprint. We wanted to take this magical name and put the footprint out across the United States. We’re in 45 cities now, which is probably more than I had anticipated upfront. That’s the magic of the United States. Wealth and success are in every pocket of the country, including some of these new places like Austin, Charlotte and Nashville. If you’d asked me how many cities we would be in five-and-a-half years ago, I would have said 30 or 35. And having scale in all of those places doesn’t mean a huge number; it could be just five teams.

			So if you have five teams on average in 50 cities, you have 250 teams. Right now, we’re about halfway to where we want to be. The inorganic side of our strategy is important. But at some point, we’ll have done most of what we want to do inorganically. And that magic organic growth, that’s the future of RCM. Viking and I talked about that in 2016 and 2017: creating an entity that would have advisors that could grow organically year in, year out—which is the holy grail in the industry. People struggle to do that. But we think we can do it on a differentiated basis as far as the eye can see.

			
			

			Ted: How do you catalyze that organic growth when it’s so hard for the industry as a whole?

			Greg: You have to have it everywhere. It’s like your earlier question, “How do you get the horizontal connectivity everywhere in Rockefeller?” Same thing: we talk about organic growth constantly. The second award we’ve created is an Organic Growth Award, which we’re about to roll out. We want to recognize people who are particularly good at organic growth, but not reduce the horizontal connectivity. We want the whole firm involved. We have a great legal and compliance department, a great HR department—we want them focused on organic growth too. That doesn’t mean compliance can’t say, “Sorry, we can’t do that.” They have to do that sometimes. But it does mean they can try to do something that works for the client before they just say no. The whole firm can focus on how we do more for clients and how we get more clients in. It’s everywhere.

			Ted: You recently recapitalized the business—how did that come about and what did the deal look like? 

			Greg: We had been approached by other families before, but we were focused on building the firm and growing. We were trying to build something that will last for a long time, so we were very careful about this analysis. When the Desmarais family put the concept out there, I was immediately interested because of the alignment of values and long-term orientation that I knew they would bring. I’ve known Paul Desmarais Jr. since my Merrill days. We had an international advisory board that he was on, and I ran that board day to day, so we got to know each other well. That was 20 years ago. Andre Desmarais is the other co-chairman. They’re the second generation of Desmarais that I’ve come to know quite well in the last decade. And they’re terrific people with terrific values. 

			So when they put the concept out there, I went to Viking and said, “This could be an interesting partner. They hit all the right buttons: values, long-term orientation. They love our business model. They love the Rockefeller name. They love the growth model.” On the Rockefeller name, Andre’s mentor—literally one of his close mentors growing up—was David Rockefeller Sr. The connectivity there was unreal; they did a lot of things together. So there’s a lot of history between the Desmarais and the Rockefellers.

			We started last fall, but these things always take time. It began to pick up momentum toward the end of the year and we ended up announcing it in early April. We wanted no more than a minority investment. Viking is quite happy with where we are and where we’re going, so they weren’t interested in selling more than 20% or so. All the stars aligned on the things that matter.

			
			

			Ted: The Desmarais investment is public: $622 million. Where did you come up with that number?

			Greg: Having negotiated north of 100 deals in my career, that’s part of the sausage making—the back-and-forth on this point and that point. That’s all it is. There’s no magic around one number versus a slightly different number. It was intended to be a minority stake in and around 20%; and then we just had a lot of back and forth. There’s primary capital going in the business, and they’re taking down the ownership of some of the people here. 

			So Andre Desmarais and James O’Sullivan—the CEO of IGM, which is an entity in the power world that took a stake in RCM—they’re on our board. And Jeff Orr is a special advisor to our board. I’ve worked closely with him, and we wanted to make sure that we had Jeff in our boardroom. So there are two board seats plus Jeff as special advisor. 

			Ted: How are you thinking about spending the capital from the deal that’s coming on the balance sheet of Rockefeller?

			Greg: It’s more of the same of what we’ve been doing. We’re going to stay focused on the Rockefeller Global Family Office buildout—that’s first and foremost. We have bought two RIAs in smaller acquisitions on a negotiated basis. The reason I point that out is if we have an investment banker call us up and say, “We’re selling an RIA, here’s the math—do you want to be part of the process?” I almost laugh. That’s not for us. We need them to want Rockefeller. We need to get to know each other. There has to be the fit. We’re not going to participate in an auction. But we’re well capitalized, so we can do things that might come up. 

			Ted: Over the next five or six years, what are your goals and objectives for the business?

			Greg: A lot is “more of the same.” And that’s a good timeframe that you laid out. Over the next five or six years, we will get to the vision that Viking and I had in 2017. We will be scaled. We will have 200-plus teams in 50 cities. We’ll have over $200 billion in assets. We’ll have done a lot of the building that we need to do to support our private advisors and make the promises to their clients. We’ve done a lot already, but there’s always more to do. That’s the end game from the original vision. I’ll feel good if we get there in 10 years. And then the question becomes, “Okay, where do we go?” You could take this name and you could do this really well with a partner in different parts of the world. Rockefeller is a huge name in China. They’re known in Europe, the Middle East, and South America.

			
			

			In five or six years, we want to have finished the original mandate, which was to create a best-in-class firm offering comprehensive advice through world-class private advisors to high-net-worth and ultra-high-net-worth clients across all of the United States, with the ability to counsel them if they built that wealth through a business, and the ability to offer products on the asset management side that are unique to Rockefeller, but on an open architecture basis. So that vision should have been realized.

			Ted: When you put your deal hat on, how do you think about the ultimate exit strategy of the business?

			Greg: The Desmarais were step one and the alignment of everything was crucial there. If we could have another great family come in and be part of this alongside the Rockefellers and the Desmarais, that would be terrific. We’re building something that we would like to endure. It’s a great firm. It’s a unique firm. People love working here. We want to figure out a transition on the corporate side that allows that to take place. The public market is always an option, but I think this is a great business to keep private. 

			We want to make sure that the essence of RCM can endure for a long time. One of the great disappointments of my career was having to sell Merrill Lynch. Merrill had a business mix and a brand that should have endured forever, and it didn’t. I was part of that leadership team. So here I’d like to build something where someday I go down on the elevator for the last time and it endures.

			Ted: What are your biggest lessons learned from this experience?

			Greg: If you’re going to build something that’s great, almost from scratch, you have to be all-in 24/7, or it’s going to be very hard to create excellence. When I look at the likes of Apple or Amazon, a lot of blood, sweat and tears go into creating something that incredible. That’s true about excellence in any aspect of life. And it’s clearly true here, which is why we’ve created this culture where everybody wants to be part of excellence. We try to have no exceptions to that, so that everybody holds the bar really high.

			
			

			But it’s been intense. You’re all-in, all the time. There’s that feeling of the need to make things happen on an ongoing basis. That’s why it’s nice to be where we are now. I once asked a good friend of mine who started one of the great companies in the world today from scratch, “What was your hardest year?” He said, “The first year.” Then I asked, “What was your second-hardest year?” He said, “The second year.” I thought, “Okay, I get it.” You have to be all-in, and you have to focus on excellence in everything. One of my favorite quotes is from Vince Lombardi, the famous football coach: “Perfection is not attainable, but if we chase it, we might just catch excellence.” We live a lot of that at RCM.

			Ted: One last question: what’s your favorite aspect of private equity?

			Greg: My favorite aspect of private equity is the role that it’s played in the competitiveness of our economy. I’ve had a great experience with it. I think that private equity done well becomes an intellectual capital partner in something like RCM. And look at what we’ve done here—all the people that we’ve hired who are part of a company they’re proud of. That’s a great part of private equity. There are certainly challenges in private equity and criticisms in the political world—it gets hit from all sides—but I think it’s part of the reason our economy is as vibrant as it is.

		

	
		
			
			

			Part 3: Off-Market Deals

		

	
		
			
			

			As perfect buyout candidates and revenue growth stories have increased in popularity among private equity dealmakers, target company prices have risen commensurate with the increase in demand. 

			A host of other private equity managers look for opportunities  to buy businesses at prices in the low-to-mid single-digit EBITDA range that characterized the industry in its early years. But to do so, they must see something in a business that others don’t, or take risks that others are uncomfortable accepting. 

			Examples of lower-priced deals arise in complex transactions like corporate carveouts, money-losing turnarounds, distressed situations, and small businesses. This section describes deals that fall into these categories.

		

	
		
			
			

			Chapter 12: I’ll Take Three of Those Beauties Please 

			Orveon by Advent International
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			A corporate carveout is among the most complex deals that private equity firms complete. Carveouts—also known as spinoffs or divestitures—occur when a prior owner decides to sell a business unit or group of assets that is no longer core to its strategy. 

			Carveouts can be attractive candidates for private equity. Buried inside a large company, a business unit may have lacked the full attention of management, resulting in underinvestment in the team, sales and marketing, and new products. When separated out, the business can  have a new lease of life. Additionally, by the time a corporation decides to divest a unit, it may be more interested in moving forward than in maximizing the sales price. As a result, a new buyer may have an opportunity to transact at a discounted purchase price.

			While strategically attractive, corporate carveouts come with plenty of risk. Standing alone as a business enterprise requires separation from the parent. In addition to the typical terms in a private equity transaction, the buyer must negotiate a transition services agreement that includes how and when the new business will operate on its own. During the transition, the private equity firm relies on the corporate seller to provide the existing supply chain, accounting system, data, information technology and people to gradually allow the unit to build every essential business practice from scratch.

			Advent International’s carveout of three beauty brands from Shiseido into a new company called Orveon is an example of the complexity involved in a spinoff from a conglomerate. Advent is a growth equity investor that seeks to transform businesses and has completed over 70 corporate carveouts. In the normal course, the Orveon brands comprised less than 1% of Shiseido’s sales. Advent approached Shiseido in the middle of the pandemic, when sales of bareMinerals, Laura Mercier and Buxom had essentially dropped to nothing. 

			During the negotiations, Advent and Shiseido worked together on a laundry list of issues required to separate the brands. Some could be resolved quickly, like the ownership of the brands; others would take years. The counterparties to a carveout need to trust one another to deliver on their responsibilities during the transition. The list of agreements between Shiseido and Orveon included:

			
			

			
					intellectual property;

					supplier and customer contracts;

					manufacturing processes;

					products in the research and development pipeline;

					financial infrastructure;

					websites, social media and other digital infrastructure;

					ownership of data; and,

					team members.

			

			Financing corporate carveouts can also be tricky. Without independent financial statements available, lenders can balk at providing debt upfront. In this case, Shiseido agreed to provide a seller note.

			Simultaneous with the transition, Orveon had a business to run. That business came without a management team, an independent culture or a well-functioning supply chain. Soon thereafter, inflationary pressures in the cost of goods compounded the challenge.

			Advent leaned on its resources to work quickly on a nine-part value creation plan for Orveon. It identified a CEO and chief transformation officer and within eight months of ownership had hired an entirely new management team. For each of these members of the executive team, Advent put in place an incentive plan that required a personal investment in the business—an alignment of interest not previously available inside Shiseido.

			Advent enlisted operations advisors and other third-party resources to support the executive team in the details of IT, finance, human resources, supply chain and procurement. 

			The heavy lifting to complete the corporate carveout of Orveon from Shiseido is well underway. Only once that is complete will the business begin its next phase of its growth under Advent’s ownership.

			This interview with Advent International Managing Partner Tricia Glynn describing the intricacies of the carveout took place on November 21, 2022.

			[image: ]

			Ted Seides: Let’s start with a brief history of Advent.

			Tricia Glynn: The firm was founded in 1984 by Peter Brook, who had been part of the founding of other private equity firms. He had this idea that venture capital, as it was called at that time, should be a global business. He spoke to his partners in his prior firm but they didn’t want to do that; so he went for it himself. The origin of Advent was a group of investors around the world that came together and started raising funds. That global nature is true of the roots of the firm and is also super-present today. We have 14 offices around the world, excluding the Hong Kong office, and we continue to be growth oriented; it’s not venture capital anymore. 

			
			

			It’s also still a private partnership. We have a little under $100 billion in assets under management right now. We invest in five sectors, which has been the case for a long time: technology, healthcare, industrials, business and financial services, and consumer businesses at large—that’s the team I’m involved with. Over the course of the firm’s history, the types of deals we do have evolved. Today, it is a mix of backing founders—high-growth businesses that need scaffolding put around them, or maybe increased investment to help grow and keep hitting the curve of what they can do; and transformational deals, which are often carveouts or repositionings—businesses where we still believe the future is growth, but for whatever reason something needs to happen today.

			Ted: Within those strategies, what are the consistent things that Advent tries to bring to bear on the investments that it makes?

			Tricia: What applies across the board is the Advent value system. We talk about this to every new hire in the firm and regularly as we get together as a team. There are five key values. The first is to create long-term value for our investors—and the long term is an important component of that. The second is to uphold the highest ethical standards in what we do; again, that is consistent everywhere we operate. The third is to reach firm decisions, meaning consensus-oriented decisions. This is still a partnership, and we believe in consensus and in investing the time needed to get to an answer that the group supports. The fourth is to support the executive teams and management teams of the businesses we’re in. And the fifth value is to seek balance in life. 

			When I was speaking to the partners at Advent about joining deep into my private equity investing career, that fifth value got my attention. I asked a bunch of follow-up questions and it turns out that it really holds true. It’s a commercial place. We’re focused on change; we’re focused on creating outsized returns. But there is also this aspect where we care about our communities; we invest a lot philanthropically; we care about personal lives, whether you choose to have a family or not. Whatever it is, we care about the whole human. And having that as the fifth value will impact how you do the other four.

			
			

			Ted: Let’s dive into Orveon—why don’t we start with a description of the company and its history?

			Tricia: Orveon has existed since late December 2021. That’s because we renamed the business. Before that, it was three beauty brands, all of which were owned by Shiseido when we bought them. The beauty brands are bareMinerals, Laura Mercier and Buxom. Two of these businesses—bareMinerals and Buxom—were founded by Leslie Blodgett. And then Laura Mercier was founded by Janet Gurwitch and Laura Mercier. You’ve got makeup artists; you’ve got great founder stories; and the businesses had been owned by a number of people over time before they came to Shiseido. Shiseido was looking at a shift in strategy, a shift to more skincare. The businesses have been around for a long time—they’re well-known beauty brands—and they were only a small piece of Shiseido’s sales today. We felt this was a great opportunity to pull them out into a standalone company.

			Ted: What made this a fit for you at Advent?

			Tricia: I can think of two deals our team did in the last five years. One  of those was Walmart Brazil, where we carved out 80% of Walmart’s Brazilian operations and Walmart continued to own 20%. We owned  the business together; it was a full-scale turnaround in the Brazilian business—and since exited. The other was Olaplex, which was high growth buying from a founder. If you think of those as the two predecessor deals to Orveon, you’ve got the hardcore transition turnaround  operating chops. And by the way, Advent has done over 70 carveouts in our history. They’re something we do a lot, and we know how complicated and difficult they are. Then you take this deep dive into the beauty industry that we had with Olaplex and mash the two together: that’s the idea of Orveon.

			We bought this coming out of the Covid-19 pandemic, when people were going back to makeup after wearing masks for a long time. It’s a belief in brands. We really care about brands in the beauty industry. It’s our belief that the whole point of a carveout is to bring new focus to the business. And focus brings a bunch of things to this business. One, private equity: financial incentives for an executive team in beauty at this scale don’t exist everywhere. Two, you can set up the new infrastructure from scratch. Think about what we did with Olaplex, where we built the supply chain from scratch, the digital infrastructure from scratch, set up operating procedures from scratch; because that business was incredible when it was started by the founder, but it didn’t have the infrastructure to grow. We’re taking existing beauty brands that we think are strong and plugging them into this brand-new business infrastructure to use and scale off.

			
			

			Ted: With all these moving parts, what does it take to do carveouts successfully?

			Tricia: It takes a lot of people, and the resources inside Advent are tremendous. The whole process map of all the people and all the resources in this is crazy big. But inside the firm, we have a number of different types of professionals. There’s myself and my investment team crew—that’s the deal team. We have the portfolio support group, which can look at the entire thing going on and keep it all coordinated. And then we have a number of other types of folks inside the firm. There is a nine-part digital value creation plan we’re rolling out inside Orveon, where we had an Advent employee serving as the interim head of digital for months; we don’t usually do that, but it was important here.

			We had a huge human capital effort, with Advent employees supporting the business and setting up the executive team and the team below that. We have a marketing and brand positioning set of work, which I was personally involved with, but also a number of third-party resources and firms supporting the executive team. And then there was granular work around IT, finance, HR, supply chain, procurement. In each of those, you would have had Advent operations advisors—these are functional specialists, the best at what they do—working with them. You would have had Advent operating partners. One of our operating partners, Janet Gurwitch, was the founder of Laura Mercier Cosmetics; she’s our operating partner in beauty. We had folks from all different parts of Advent that were supporting this business before we owned it and certainly are doing so now.

			Ted: How did you think about paying for all these resources and services in the context of this one company, Orveon?

			Tricia: We always try to be value-added investors. And we are continually investing in our own infrastructure, recruiting the best third parties to work with us and investing in our internal Advent folks. The question is then: how many carveouts or transformations like this can you do at a time with those people? And the answer is: not every deal can be one of these. It also puts the pressure on us to do the transformational work fast. If we were still working actively on the carveout in Orveon three years into the deal, that would be a mistake for Orveon, because they couldn’t own their own destiny yet; and it would be a mistake for Advent because all of those resources couldn’t be working on other investments. We all know that the safest way to glory is to do the work quickly, efficiently and with a team that knows how to work together.

			
			

			While Olaplex was a very different investment, a number of the things we’re doing with Orveon we had just done with Olaplex. We had just set up the full financial infrastructure. We had just set up the digital infrastructure. It was only two years ago, but if you look from when the team stopped working on Olaplex and moved over to Orveon, or stopped working at Walmart Brazil and moved over here, a lot of these folks have ongoing relationships with each other. And these people can go in and out of these situations really nimbly. We aim to have a pull-not-push with our companies when they’re asking for help.

			We also spend a lot of time aligning upfront on where we all agree it makes sense to add Advent resources; where we think we don’t need them; where we agree to disagree. We generally figure that out within one or two quarters. Communication and transparency are important, because we’re going to have Advent full-time employees (FTEs) in the company in the early days, but by the time we sell, our FTEs should be long gone because the business should be able to do it all themselves.

			Ted: When you have an existing beauty business that doesn’t have the incentives you can bring with private equity, that doesn’t have the mission-critical infrastructure that can optimize the business, what are the aspects that make it attractive as it stands, before you start adding in those things that can improve it?

			Tricia: That comes down to the fundamental strength of the brands. The beauty industry is an accessible way for end consumers to invest in themselves. And it has been around forever; it will be around forever. There’s plenty of innovation in the industry; there’s a lot of talent; there’s more diversity of leadership than you see in some other industries. The industry itself has a lot going for it. But ultimately, even without the new supply chain and digital tools and everything else we are giving and will give Orveon, you have to believe in the brands themselves. 

			
			

			A huge amount of our diligence was on bareMinerals: the origin story, figuring out how we wanted to rebuild it. On Laura Mercier, it was the same thing. We went and spoke to the founders of these businesses and got them back involved when we did this investment. They don’t want to run the business anymore, but they do want to be around long enough to say, “Oh, you’re messing it up. Oh, you haven’t rethought the brand the right way.” And we love that. In consumer investing, honoring the founder is a huge deal and we care a lot about it. 

			But fundamentally, you need to think the brands are good brands. They speak to consumers the right way. Consumers respect them. They have the ability to be modernized. These brands were founded 30 to 40 years ago on average. Can they step forward and see a modern consumer that cares about different things around inclusion, climate change, sustainability, biodiversity, and sustainable packaging? The Orveon executive team is a modern executive team. They’re spectacular. They’re going to push these brands forward. We needed to make sure that the brands themselves could do that before we bought them.

			Ted: How do you underwrite the stickiness of a brand over time?

			Tricia: It is super complicated to explain in detail, but fundamentally, we are trying to look at the heart of any consumer decision and figure out what’s going on. Why is the consumer buying in this category, buying this product? Are they buying it in lieu of something else that they like more? How excited are they by the purchase? Do they trust that when this brand or company puts out new products, that will be exciting? I ask my team, “What are the five whys of what this company is; or what this consumer is buying for? Go to seven whys if necessary. Keep digging in and figuring out: is the consumer putting up with this product but they’d really like something better? Or are they truly excited?” And if you have hero products, a brand which knows what it should and shouldn’t be doing next, where the consumer trust is and isn’t—that’s how you live for a long time.

			If you look in our history, brands like Lululemon and Olaplex are in great markets. They have consumer trust to do other things, but they don’t get that by accident. The first rule of brand investing is: do no harm. Do no harm to the brand; don’t take tomorrow’s sales today. Think about truly investing for the long term because it’s easy to lose the trust of consumers.

			
			

			Ted: When you get that right, what do the economics of one of these businesses look like in terms of margins and flow-through to profitability?

			Tricia: If you look at the beauty industry, margins are in the  20%–30% range on EBITDA. There are legacy products and high-growth products, but you can have an attractive bottom-line profile company. Gross margins can range from 40%, 50% up to 80%. And often, in the highest-affinity consumer interest categories—think Lululemon in premium sportswear—you can get a 75%, 80% gross margin. In some cases, the customer is willing to do that even without intellectual property (IP). Put differently, people will pay for brands that they agree with, that they feel good about wearing or using; and this allows those brands to keep investing in innovation, talent, etc. 

			Ted: When you were looking at this acquisition, what were you concerned about?

			Tricia: A ton of things! We started talking about it in the middle of the pandemic, when we were all masked up every day and makeup sales were nil. That was part of it: “When is this all going to turn around?” We had to think about that; and we had a view that it would at some point. But the question mark was: “Will we have control of this business? Will we be in the heart of the messy carveout? Or will we have the ability to participate in the upside when we’re coming back out?” 

			A second real risk in any carveout is the carveout itself. These are not simple things where you pick a number and you all agree and high-five and move on. There are complicated, massive documents about transition service agreements, IP assignments, the details of people. And a carveout deal is much more about the trust in the partnership, because you’re going to live together for quite a while. You need trust on both sides—buyer and seller—that you’ll work through issues as they come up thoughtfully; that you’ll respect the other party; that you’ll do right by all the important things that make up these businesses, and on price. That’s all part of the whole. If you look at Advent’s 70+ carveouts, we have always really trusted the counterparty. Shiseido’s a wonderful organization. Walmart’s a wonderful organization. And if you look across the deals my partners have done in other sectors, you’ll see the same.

			Ted: Let’s dive into the carveout itself. Where did this idea to create Orveon come from?

			Tricia: The beauty industry is one where independent brands rarely live forever as independent brands. There are benefits of scale in having multiple brands under one roof. The biggest players in the industry—Estée Lauder, L’Oreal, Shiseido—they’ve grown through M&A for 20-something years at scale. Our first idea was: “There have to be assets out there that are no longer getting the focus they once thought they’d get and where the executives running them might want to command their own destiny.” That was the basic premise. The second one was: “Okay—if we’re going to do this and take this risk, which brands should we do it with?” We did a lot of brand work to see where we thought there was real opportunity to invest more time and money and improve the situation, but where there was a great stable foundation. That led to conversations with more than one big beauty player and we ended up with this deal parameter that we were really excited about. 

			
			

			The second huge issue is: who’s going to run it? If I had anything rumbling around in my stomach when we did this investment, it was: “Okay—now what?!” Because in the beauty industry, most people work for big conglomerates and that comes with different upside but different risk also. We had to go recruit the executive team. We started as anyone would, at the top, and recruited the CEO, Pascal Houdayer. He’s a seasoned beauty executive who has grown through many beauty companies—he started out at Procter & Gamble—and has this reputation for incredible operating talent. We were thrilled that this was an executive who had done acquisitions before; had run brands; had followership in people.

			Spending the next six months in the trenches and hiring the senior executive team with Pascal was a blast. They’re an incredibly talented team—I feel really lucky. We’ve now got a 15-person senior executive team that was built from scratch in a very short period of time over the course of a year. We took ownership in December 2021 and the last new person hit the group in August 2022. 

			Ted: So you’ve got the idea of carving this out from Shiseido; you’ve got your due diligence on the brands; and then you’ve got the need for an executive team. Walk me through the sequencing of those things.

			Tricia: You can’t do it all at once. We identified the idea in 2020. We were in serious conversations with Shiseido at the beginning of 2021. By August 2021, we had signed the business publicly. Pascal was working with us. We were closing December 2021 and the extended close period allowed us to do a lot of the executive team hiring that fall. But for Advent—with our investment committee and my partners—there was this period when we all had to hold hands and say, “We’re buying a business that we don’t have a team for yet, but we believe we’ll be able to hire them because the industry has a lot of talent in it; the industry has had growth for a long time; we have a CEO who has followership; and it’s a big piece of Advent’s strategy as well.”

			
			

			We tend to look to begin to inflect the line of these businesses between signing and closing—that’s in the DNA of Advent. This idea that we’re going to keep putting our shoulder to it, keep working through it, is well known and understood. We knew this was part of the risk the team was taking. Once the executive team has been set up, you’re still layering your strategy. This first year has predominantly been about the carveout with Shiseido: the operations, the people and culture of the place that we’re setting up. What are Orveon’s values? What do they stand for? And getting the foundation laid for the future. 

			We were investing in brand marketing; we were working on brand repositioning all year, but we haven’t pressed go on the brand repositioning yet. I’m excited about that, but it’s for next year. We’ve seen the marketing; we’re talking about all the product innovation launches for years to come. I think customers will be thrilled. But if we had tried to change the products while we were changing the supply chain, while we were hiring the team, that just felt too risky.

			Ted: Most deal processes aren’t exclusive. How did that play out from your initial conversation with Shiseido to inking the deal?

			Tricia: In some cases, you never really know about all the other conversations that have happened. I know about some of the conversations they were having for the whole company and for the individual brands, but over time, I can’t imagine they had many conversations stress testing the value of each of these brands. That said, I’m not sure there’s another private equity firm that would buy three brands that required this amount of effort all at the same time, at this scale and size. These are big brands; this is not small. And there was real operating risk in doing this deal. And while I know they were talking to a couple of other bidders over time, if we could make this work, there was mutual admiration and support between Shiseido and Advent; so this was the deal that made the most sense. But could they have peeled off and just sold one brand at some point and simplified life? Of course.

			
			

			Ted: When you were winning this deal, what happened to the competitive dynamic from the initial conversation to signing the documents?

			Tricia: We were in a one-on-one negotiation for two or three months. We had competition early in 2021 for sure. But at some point, it becomes hard to run a legitimately competitive process when you’re starting to get people on the phone with the internal head of IP or the internal head of supply chain. At some point, you have to pick a winner in carveout situations. Toward the end, we knew this was our partnership. My partner, Jim Westra, always says, “You negotiate thoroughly in these carveout situations so that by the time you sign the deal and shake hands, you can put them in a drawer and never look at them again.” That’s the goal.

			The idea is to think around all the corners and all the problems we’re going to hit, and talk about how we’ll handle them. Once you’re done with that, you’re just running the business. The questions are then, “Is that shipment going to go out on time? Are those components heading here?” It gets super-granular and tactical. Anyway, the last days of this transaction looked way different than most investments, because we were literally going down to, “Okay—what day is the payroll going to shift over? What day is that going to change?” You’re pretty much there. You’re at the very least at the back of the church already.

			Ted: Do you have an exclusivity that comes in at some point? Or you just know that Shiseido can’t possibly be doing this with multiple people at the same time?

			Tricia: You definitely know they can’t be doing it with multiple people. I’m going to look like a terrible deal maker here, but I can’t remember at the very end if we had exclusivity or not. The no deal—that’s the better answer. The no deal is always a real thing. People can decide to keep the business they are running. In most carveouts, if I was in Shiseido’s seat, you’d take care not to have the whole organization know. Because you don’t want people to think that you don’t want the business anymore and then to think they should leave if they’re worried about deal breakage. That’s another reason we did the employee townhalls and the employee communication together: we wanted everyone to be calm; to know they were protected; to know both sides cared about the people a tremendous amount.

			Ted: What was the scale of the deal? What was the purchase price?

			Tricia: The disclosed purchase price was $700 million. In any carveout, the devil’s in the detail, and we put forward as much detail as we could. Shiseido is a public company, so I have to be careful. But there were terms around price, around funding, around the timing of certain transitions; and then really in-depth work together on how we will run these businesses and brands.

			
			

			Ted: Let’s dive into that a little bit. You mentioned services agreements, transition agreements, IP agreements. How did you work through each of the core aspects of this deal?

			Tricia: Let’s start with IP. If you are going to buy a beauty business, you need to own the brand itself and the trademarks globally. That’s easy. You need to own the actual products. That’s pretty straightforward too—no one really disagrees about that. The question mark is over innovation that’s in the pipeline. Shiseido’s a big company; what about formulations that might live across multiple brands or things that might be coming down the pipe? Where do you draw the line? It’s a very complex, detailed conversation to make sure that when we own Laura Mercier, we own Laura Mercier and we own its future; and that you can separate the business from the other color cosmetic brands that Shiseido owns. 

			But we’d come to a good place with Shiseido and everybody was trying to get to the same outcome. Everybody was truly trying to transfer all the IP that should belong with these brands over with them. Then the question was: which people are coming over? How do you manage the very human issues around conveyance of employees? I had been meeting with the senior executive team along with my team for quite a long time and had been talking to them about potential roles and how we would work. We also spent time across the board. I went to the Shiseido headquarters after we had signed the deal, but before we closed, and did a townhall in true Shiseido fashion with Ron, the head of North America, with the executive team that was coming on board, and spoke to the whole team. It was the first time in my private equity career that I had my hair and makeup done for an employee townhall, but it was great!

			The goal was to say that there’s nervousness in any professional transitions, and this one was coming from an incredibly well-known, respected conglomerate into a new business. Pascal joined us too. The CEO and I were trying to truthfully give this picture of, “Here’s the values of the new system; here’s what we’re excited about. While you don’t have half of Shiseido behind you anymore, you have half of Advent. This is a large, well-known global organization which invests for growth, which has a winning record, but which also has a record of doing things the right way.” And we were open to one-on-one conversations with as many folks as needed them to make sure it worked. You can contract that all day long, but it comes down to people being willing to trust you enough to come over into a totally new operating setup.

			
			

			We had the executive team invest their own money in the deal. We also have an options package in place for employees. The idea is to have private incentives where the next three to five years can be much more lucrative for the people who are part of this business—hopefully an incredible point in their career when they can build something new; something that hasn’t been built before.

			Ted: How did you handle all the different parts: the brands, the marketing, the salespeople, the infrastructure, the accounting systems, the IT?

			Tricia: We handled each differently. When it comes to the supply chain, you usually have a period when you don’t change how products are manufactured, but then ultimately you do. The question is always: for how long do you sit with the original arrangements? How do you pay for them? Are there markups or costs? How do you handle all of that? There is a set of agreements around manufacturing and the supply chain. There is a set of agreements around finance. For some amount of time, you have data coming over through old systems versus new systems. There are transition service agreements around IT. One of the biggest pieces of the Walmart Brazil transaction was the IT transition service agreement, because all the data for Walmart Brazil was in Bentonville. In that deal, the most complicated thing was the manufacturing of products. In a beauty business, the number of SKUs, the complexity, changing up beauty lines—that was the hardest part. It’s detailed, and it’s the transition service agreement that went on the longest as well.

			Ted: You brought in a new management team, who started running the business alongside the other employees that presumably were there all along. How did you bring them together?

			Tricia: It wasn’t easy. Some of the people who were running this at Shiseido are still with us; some are in phenomenal new gigs; some are elsewhere in Shiseido. It’s a moment of transition for a lot of people. Most carveouts happen because the business you’re carving out accounts for less than 1% of sales for the person selling it. But it doesn’t mean they don’t want those brands to be successful; I truly believe they do. Likewise, we’ve respected everything they do. They’re beautiful creators of high-quality products; it’s a company with tremendous values, and everybody was happy to work together. That said, there are still frictions. There are decisions you might want to make differently. There’s the human nature of new executives in certain places. But the big picture is that everybody wants this to succeed—and that goes a long way.

			
			

			Day to day, at this point, the new executive team has a ton of running room. A lot of the hard investments have been made. We are not completely done with the transition, but we’re further along than we thought we would be. We are now close to moving mentally to how to reinvigorate these brands: ramping up the investment behind them, changing the distribution in certain cases—mostly overseas; the domestic distribution is pretty well set. There’s a big revenue upside for the brands from here, which is fun for everybody to work on. There’s also M&A—we haven’t talked about that yet, but it was always part of the thesis.

			Ted: Let’s dive into those aspects of the strategy. What are you doing to reinvigorate the brands?

			Tricia: It starts with focusing on the spend. Another big piece of it is visual merchandising and refocusing the brand identities. Pascal and his executive team and the brand leaders did deep work around truly understanding what the consumer believes the brands stand for today and where that might need to shift versus when they were originally created. Some of that will be reflected in the artistic presence. Some of it informs the type of innovation you would do with this brand today. We need to be consistent. The world is a loud place for consumers: if you’re not consistent about your brand image and message, they can get lost. And I would say these are brands that have become a little blurred—not broken, but blurry. 

			Once you have that focused perspective, you need to spend behind it: get out ahead of the market; innovate new products in line with that vision. This whole year we’ve been planning for that and we’ve been able to make some changes. In 2023, you’ll see a lot more.

			Ted: What have you found most effective in getting return on investment on ad spend, given how much is changing in the digital world?

			Tricia: That’s been such a complicated issue for any brand investing in the last few years—the changes around privacy; the changes that Apple has implemented; the shift of dollars to Google more than anything. We’ve seen a lot of direct-to-consumer brands shift to their own stores, their own websites—even more if they could. 

			
			

			One of the many good things about these beauty brands is that they’re not direct-to-consumer (D2C) brands. While we have our own websites, we sell a lot through Sephora; we sell a lot through Ulta; we sell a lot through high-end department stores around the world and other D2C specialist channels. The customer gets to see what our brands look like, what we’re selling as they walk through a Sephora or an Ulta. So we need to make sure we’re showing up thoughtfully in every channel in which we sell; and get the social media right; and get the paid marketing and spend right. Performance marketing is also important, but it’s just one part of the overall picture for these brands.

			Ted: How about M&A?

			Tricia: We’re going to do it. I said to employees at the original townhall, “Send us ideas.” The goal was always to get through this first transitional year before diving into M&A spend and time. But if you look at the beauty industry, many brands can live together in single houses effectively. And when you get too big, this need for divestiture—which led to Orveon—becomes real. I expect to see more beauty companies do it. In the past, some beauty companies shut down brands when they got insufficient focus instead of selling them. But why not sell them? There should be a group of buyers that are willing to do a transaction like this. 

			For Orveon, we have looked at new acquisitions. On founding the company, Pascal’s vision was: “The future of the face.” Living by the right ethical standards, living in a planet-conscious and inclusive way, but thinking about the future of the face. Truly caring for the human face is an 11-step process. We’re currently selling three or four of them. Whether it’s skincare or makeup or even technology, we’re going to be looking for brands that fill in that focus; and that can take advantage of the digital infrastructure we’ve built, the supply chain that we’ve set up, and our executive talent. Looking at what that executive team is capable of, they’ve all run much bigger businesses and I expect you’ll see multiple deals from this business. 

			Ted: I’m curious how you thought about financing this transaction. You have three profitable businesses that you’re looking at as growth; and you’re thinking about M&A. What kind of capital structure did you put on it originally?

			
			

			Tricia: A very simple capital structure: equity and a seller note from Shiseido. That was it. We didn’t really take outside debt. We have the ability to do so over time—beauty businesses will often asset back some of their revolver facilities. And certainly, there’s a history—the industry can take leverage. This is fairly stable through downturns in the world. This is a high-margin industry, and we’ve got optionality. But the risks of a turnaround are the risks of a turnaround—they’re real. We wanted it to be unlevered effectively in the early years, and then we can be thoughtful about a capital structure.

			If you look at Advent’s returns since the beginning of the fund’s creation, going back a very long way, they have been predominantly driven by EBITDA growth or multiple expansion within our control—shifting a business into a different type of industry or achieving a different quality of business or scaling to a different level—versus just market multiple expansion. We are trying to change businesses for the better—and the goal is to see that here too.

			Ted: What happens to the day-to-day operations of a business like this at a time when there’s so much transition in the business itself?

			Tricia: It’s 2022 and there are supply chain challenges everywhere. Everyone’s dealing with inflation. We’re still thinking about the future labor model: work from home versus not work from home. Let’s take those piece by piece. The beauty industry has had supply chain challenges and so have we. It’s not great to have supply chain challenges in your first year as a new business, but we would have been hustling after them anyway. And given that the whole world is dealing with it at the same time, I would hope that means the infrastructure of an Advent can help change some of those problems. We have phenomenal people inside Advent that can get into these situations and try to fix things. Supply chain is complicated and the business has done an incredible job trying to work through it.

			Ted: What can you bring to the table to try to work through the supply chain issues that the businesses couldn’t do on their own?

			Tricia: Part of it is having the power to get certain people in the chain to listen to their problems. Everyone is busy. And when you’re a supplier that has an issue supporting everyone in your client stack, it helps to know that this business is part of a big corporation. Part of it is strategy. Part of it is just day-to-day hustle. Part of it is our investment and portfolio support group team being in such close concert with the executive team that they know we are supportive of air shipping a certain component to a certain place to get a product out on time. Or we are supportive of making some one-time investments to fix the problem, because we care way more about the end consumer being happy than our profitability this year. Nimbleness of decision making is probably the most important piece; and then long-term focus—something that’s easier in a private setting than a public setting.

			
			

			Ted: How are you navigating this uncertain and volatile inflationary environment, which I’m sure is affecting both the cost inputs and the prices on the shelves?

			Tricia: These are brands with pricing power. They’re good brands. The beauty industry holds up well in tough times. These are premium brands; and for the most part, consumers buying these brands can afford them and are less impacted by the day-to-day inflation you see in the world today. So the segment is more protected. Big picture, this of course is an issue for consumers globally that we all need to focus on, but that has not been the primary issue with these businesses. 

			To return to the new work-from-home environment I just mentioned: as a brand-new business setting up a culture for the first time, we had a hard set of decisions to make about whether to try to get people back to the office or whether to live by the work-from-home regime that much of the beauty industry is still following. We went employee-friendly on this. The executive team is pretty much together all the time—that’s how they’re choosing to work. But people have a tremendous amount of flexibility to be in the office or not as they see fit. We’ve seen a blend of it, but we have not mandated everyone to come back. The team has invested heavily in townhalls and virtual get-togethers. The executive team has been flying around the world, seeing the folks we have in different places. We’re building a culture while respecting individual autonomy and that’s hard. Again, I’m so grateful to our executive team, who are finding a way to balance that.

			Ted: What have you learned from that balance? Everyone is struggling with the idea that if you already have a culture, you already have employees, it can at least work for a while. But how do you train new people? How do you bring people up the chain? 

			Tricia: The work for HR professionals over the last three years has been beyond challenging and it’s been hard to keep the pulse of the organization. It all seems to be working right now. As a board member across all of my businesses, I am constantly looking for smoke signals that something may not be working; for an understanding of whether the culture may be breaking down—or ideally, may be getting stronger. At Orveon, we just don’t know yet. I’m still focused on non-voluntary turnover and on rumblings of issues in the business. 

			
			

			The other smoke signal is that if it feels like we’re doing the same thing we did in 2020, that’s probably a problem. Orveon didn’t exist then, to be fair. Our executive team continues to look for new ways to get people together. I see that inside Advent too: we get the entire workforce together once a year at our Worldwide Meeting. It’s been magic to get everyone together again [post-Covid-19]. They’re funding the business’s ability to do bigger in-person events than it used to. But more than that, people are first or second on the agenda at every board meeting and will continue to be until we have more clarity on how this will keep evolving.

			Ted: You had a bunch of known challenges going into this deal: the complex carveout, the environment. Did anything unexpected come up?

			Tricia: We didn’t know inflation would be as bad as it was this year. We didn’t know the supply chain challenges would be as bad as they were. We didn’t know there would be war in Europe. We didn’t know how much would be involved in supporting employees that are all over the world. And there were plenty of unknowns. Staying away from the hard geopolitical ones—because they’re not core to this investment in particular—the biggest piece is always the people. It’s always communication. It’s always the culture building we were just talking about. To be coming out of the pandemic right into a period when it feels like we might have a consumer downturn again—we might be in one already or maybe its coming soon—that’s not a great setup for anyone. So I’m glad we buy brands that we really like.

			Advent is not in the business of buying things on their last legs and cutting costs. That’s not what we do. We buy brands that we think we can grow for 10, 15, 20 years—maybe more. You may end up owning a business for longer than you originally intended, but that’s okay. With Orveon, we’re one year in. We’re ahead of schedule on the carveout work, which was the foundational work we had to do. We’re ahead of schedule on the executive team buildout. And we’re excited—we’re thrilled. But, yeah, there’s a ton of challenges that come every day.

			
			

			Ted: It’s premature to talk about an exit strategy down the road. Why don’t you lay out a map of what the next couple of years look like?

			Tricia: We are going to finish the full transition carveout, so the business is standing on its own two feet. We are continuing to invest in the digital infrastructure of the business. Customers will see that; employees will see that. It will be really visible that we’re a modern company with advanced data science and best-in-class apps and websites and consumer engagement. The brand relaunches will also be a major focus. 

			Ultimately, we think this should be a standalone business that does M&A, that can keep doing M&A and growing through both inside innovation and outside innovation. We could decide to sell brands individually too—whether they’re brands we own today or brands we buy. This idea of a nimble beauty business that can grow through acquisitions and divestitures and refocusing is all about the executive team, the full squad and the cultures that you’ve driven. It’s also about investing in a nimble way—in an industry that hasn’t really seen that yet—with private equity incentives, private company incentives and a value structure to create something truly unique in the beauty world. We could sell a business; we could sell brands; we’ll certainly buy brands. I think this can be a standalone public company for a long time.

			Ted: Some of these aspects of innovation, technology apps, best in class—how do you think about what Advent uniquely brings to bear? Or will the internal management team that’s been put in place just go off and do that on their own?

			Tricia: First, you need an understanding that these things are critical; and you need someone to head this inside the company. You can’t shy away from recruiting that person, incenting them, giving them running room. When I started working with Lululemon, Tom Waller was the head of innovation—a phenomenally talented individual. At Olaplex, Lavinia Popescu is the chief science officer. At Orveon, Mike Wong is the chief science officer. Chief innovation officer, chief science officer—these are vital jobs. They are real focus areas. When you have a C-suite member of a team, that person will have team, budget, focus, airtime and executive meetings. So investing in innovation is a huge piece of the puzzle.

			Second, how much will “innovation” be a buzzword versus a real piece of the business? What are the long-term pipelines for projects? How much are we spending on those versus core? What is the shift of the business over time? How are we supporting those people through systems, data science, spend, budget? For a company like Olaplex, patent formation and understanding the true scientific breakthroughs are a huge deal. When you invest in growth, this should all be part of the business.

			
			

			Ted: You said at the outset that this is an industry that benefits from scale. How is it for you, with three brands—compared to Shiseido, which had many more—in extracting those benefits over time?

			Tricia: We’re partway on the journey. In the beauty industry, the indie brand movement was getting a lot of press five or 10 years ago. These were small startups that used Instagram and Facebook to build brands, but were eventually sold to Estée Lauder, L’Oreal, Shiseido, Kao. The industry can absolutely fund innovation. The question for me is: can you do that at scale for a long time and have not just an early great idea, but a set of great ideas that you can fund over the long term? We’re big enough to have really innovative products. We’re big enough on data science and digital infrastructure. We’re big enough to have this quality executive team. Ultimately, there would be benefits in the supply chain and in international distribution if this business were to be owned by a strategic again. The way to avoid that happening is to keep buying brands and investing. 

			Ted: What are the key lessons you’ve learned from this particular deal?

			Tricia: This one was interesting, in that we’ve had so much to do that was under our own control. We have been burning a tremendous amount of resources—this year has involved a ton of time and effort from everybody. It’s gone really well: we’re ahead of schedule and we’re excited. The important lesson is to keep reminding ourselves: things could get bumpy from here. Period. The world keeps changing. We don’t know what next year will look like. We need to keep thinking: “Would we own this business five years from now? Would we own it 10 years from now?” And keep investing with that mindset. 

			Ted: Trish, I have one last question for you: what is your favorite aspect of private equity?

			Tricia: I have had the same answer since I started my career. I started as an analyst in the private equity group of Goldman Sachs. Then I spent a long time with Bain Capital Private Equity; and then I came over to Advent as a partner in 2016. I’ve been really blessed to work with great people and have these great environments to invest in. But since the very beginning, the thing that hooked me back at Goldman Sachs is the learning in this business: getting to dive into new industries and new businesses as you progress in your career; learning completely new skills that you didn’t have five years earlier. 

			
			

			It is very different to be analyzing and building a model in your early 20s than to be chairing the board of a company and having accountability for those people; to be partnering with executives during a global pandemic when you’re trying to figure out how to support everyone the right way and make the right decisions. It’s the learning that I love the most—the variability, the variety. There’s a tremendous opportunity for that.

		

	
		
			
			

			Chapter 13: You Bought What? 

			Yahoo by Apollo Global Management

			[image: ]

		

	
		
			
			

			Private equity deals go through three phases—the purchase, the period of ownership, and the exit—with each offering an opportunity to create value. Private equity managers use financial engineering, management change, and operations to unlock more profits than earned by prior owners. Most firms use a combination of these value drivers in each deal.

			Private equity firms tend to emphasize one aspect of value creation over others. In the case of Apollo Global Management, the primary driver of return comes from buying companies well. Apollo’s long-time mantra is: “Purchase price matters.” They are known for sourcing and structuring deals to protect their investment downside. Efforts to add value during the period of ownership and sale is also very important for Apollo. Those efforts give Apollo the opportunity to buff up misunderstood assets and make a business more attractive for an eventual buyer.

			Apollo’s purchase of Yahoo in 2021 is an example of  contrarian investing  at its finest. As a public company at the height of the internet bubble in 2000, Yahoo (in its current form) had a market capitalization of $350 billion across two public companies, Yahoo and AOL. Yahoo.com was the most visited site on the internet, and AOL purchased Time Warner for $182 billion in January 2000. But in the ensuing decades, the business experienced a steady decline. Verizon purchased AOL in 2015 for $4.4 billion and added Yahoo in 2017 for $4.5 billion to make a play in digital media. It merged the two businesses in a brand called Oath, but the anticipated synergies failed to materialize. Verizon decided to sell the small, non-core part of its $250 billion enterprise in 2021. 

			David Sambur, co-head of equity at Apollo, led the team that looked at buying Yahoo in 2017. At the time, Yahoo was a public company that activists pushed to create value by spinning off its stake in Alibaba. Sambur wanted to buy Yahoo but Apollo could not compete with a strategic buyer with synergies, in the name of Verizon. Although Verizon bought the assets, Sambur and his team got familiar with the business through the due diligence process and continued to follow it closely.

			When Verizon “explored strategic alternatives” for Oath a few years later, Verizon had made improvements to the business, but it still hadn’t realized its potential. The size of the asset, perceptions around its quality and growth potential, and the complexity of a potential transaction deterred many private equity firms from participating in the sales process.

			
			

			Apollo saw something in the rough that others didn’t. It partnered with Verizon to roll over equity into the deal and bought a company once worth $350 billion for $5 billion at 5× EBITDA. 

			In addition to seeing value that others might have overlooked, Apollo devised a creative financial structure to capitalize the business with most debt incurred against Yahoo’s core media assets. Immediately post signing, Apollo and the management team got to work divesting non-core businesses. Apollo returned its entire $2 billion equity investment within 18 months, leaving behind the profitable legacies of Yahoo and AOL. After these sales, Apollo owned a growing internet business with 900 million monthly active users that generated well above $1 billion of EBITDA and had no debt. Apollo hired a new management team under the stewardship of Reed Rayman, Apollo’s Partner who Chairs the Yahoo Board and leads the investment day-to-day.

			While the jury is still out, Apollo’s contrarian investment in Yahoo is poised to be one of the best deals in the firm’s history. No other financial investor wanted to touch Yahoo two years ago, because no one else saw the opportunity to put up equity, return it all, and own a growing, profitable business shortly after. If it seemed as simple as that, the entire industry would have competed to do the deal. 

			David Sambur joined me on April 11, 2023, to discuss how this happened.
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			Ted Seides: Why don’t we start with an elevator pitch on Apollo?

			David Sambur: Apollo is one of the world’s leading alternative asset managers. We’re a publicly traded company. We operate in several businesses, but they’re all tied together in that they’re alternative investments to publicly traded assets, predominantly in credit and equity. I co-run our equity business, which is what most people think of when they think of Apollo. But in fact, the vast majority of our assets are in other products—predominantly credit. We have a large retirement services business as well, called Athene.

			Ted: How would you describe Apollo’s private equity investing style?

			David: Our style today is essentially the same as it was initially—and it’s a very different style than many other practitioners in the industry. We like to say that purchase price matters. It sounds trite, because I think the cardinal rule of investing is supposed to be buy low, sell high. It also oversimplifies things a little bit, because what we focus on is superior risk-adjusted returns and superior risk-reward; so a tremendous amount of our time is focused on sourcing the right assets and structuring the deals appropriately. 

			
			

			There are three phases to a private equity deal: the buy; the ownership phase—which is the longest portion of the deal; and the exit. Our secret sauce is in the first phase: there’s a lot we do to systematically add value to portfolio companies. We’re also getting really sophisticated around exiting them as well, which adds value, but the sourcing, the front end, is what Apollo is known for. That comes through clearly in the Yahoo deal. We buy misunderstood assets, diamonds in the rough, and buff them up. I like to say we buy complexity and sell simplicity, but it’s really about going where other people are less focused and, in doing so, getting value on the buy.

			Ted: Yahoo is certainly a brand that people are familiar with. What’s the company like today?

			David: The company today is still one of the world’s largest internet properties. It’s called Yahoo, but it’s actually Yahoo and AOL. Those companies were worth a combined $350 billion a little over 20 years ago at the peak of the dotcom bubble. Essentially, Yahoo today is a collection of online assets—we call them the owned and operated (O&O) businesses: Mail, Homepage, Search, Finance and Sports—that have about 900 million monthly active users, which is a tremendously large audience. The business is growing and produces real profits.

			Ted: What do the economics look like?

			David: The main revenue-generating business is Mail, Homepage, Search, Finance and Sports. Yahoo also has a fairly large advertising technology business; we’ve already sold two of the four pieces that exist in that business. It has AOL, which is part of a division called Membership Services. It’s not the old AOL dial-up business that you think of; it’s mainly membership services for folks around identity solutions, tech support, and things like that—services for people who own technology in the home but aren’t necessarily technologically inclined. It’s a surprisingly profitable business and is growing. The rest of the Yahoo properties have over $5 billion in revenue overall and the profitability is over $1 billion.

			Ted: Is that primarily advertising on those properties?

			David: The main way the business generates revenue is through advertising. There are long-term shifts that Yahoo has benefited from—the shift from traditional advertising to digital advertising. If you think about the world of data and audience capture, Yahoo still has one of the largest first-party data sources on the internet, which is becoming increasingly valuable due to the changes in how advertising is done online. 

			
			

			Ted: What was the history of Yahoo’s ownership?

			David: Our involvement with Yahoo started in 2017. Yahoo was still a public company that owned a 40% stake in Alibaba. They had come under activist pressure to spin off the Alibaba stake and unlock value for shareholders; and that’s what they did. They were left with a very small company versus the size of the Alibaba stake. We looked at buying the company in 2017. It was placed up for sale through a structured auction process. It was effectively going to be an operational restructuring. The business had been in a long-term decline, and the idea was to buy it at a reasonable price and work through the portfolio of assets and streamline the businesses. Verizon had just bought AOL and was making a play in digital media, and we knew at the time that if they wanted to buy Yahoo as well—and there were rumors that they were going to put these assets together to get synergies—we wouldn’t be competitive. That’s exactly what happened. Verizon wound up buying AOL and Yahoo and putting them together and owning them for several years. AT&T bought Warner Media soon after that. So Verizon made a play in digital media and AT&T made a play in traditional media. Both companies have since unwound both of those bets. 

			So we didn’t do the deal in 2017, even though we had done a lot of work on it and had some familiarity with the business. Verizon got a new CEO, Hans Vestberg, later on. We developed a relationship with Hans and told him, “Look, you’re a $250 billion public company. It doesn’t make sense to own this digital media business. There’s not a lot of synergies between the digital media business and the traditional cellular phone communications business. You should think about selling it.”

			They weren’t ready to do so, and they did a good job with the business. They cleaned it up and improved profitability. But in the early days of the Covid-19 pandemic, we got a phone call from them that they were now serious about selling the business and had hired advisors. It was going to be a very complicated corporate carveout transaction. One of our strategies in our private equity business is to focus on these very large, complicated corporate carveouts because by definition, their complexity and their scale limit the buyer universe, and theoretically, there are ways for us to capture value. 

			
			

			Carveouts also are not zero-sum propositions. We wanted to partner with Verizon, and they rolled over a stake in the equity of the deal. Because of the sheer complexity of the business and the size of the deal, we wound up buying Yahoo and AOL for about $5 billion, which works out at about 5× EBITDA. That’s a low multiple—it’s dramatically below the average multiple paid for leveraged buyouts (LBOs). The reason why it was that price is because there was a lot of uncertainty around the business for most practitioners in the market. Most people thought that it was a declining business, but it’s not. 

			The scale and complexity also impacted the value. How much additional cost would we have to add to the business by carving out of Verizon? What would the startup cost be in terms of doing that? There were a lot of risks that we were willing to take on, and we saw a tremendous opportunity. That’s how the deal got done. The night before we signed the transaction, I spoke to the banker that was selling it on behalf of Verizon. He had been telling us that the auction process had been very robust. I asked, “Tell me who else was around this.” And he said, “Well, there were some strategics around it.” He didn’t tell me who, obviously. I asked, “What about sponsors?” He said, “Well, there was one technology-oriented sponsor that took a look, and after a week, they called us back and said, ‘This isn’t for us. Let Apollo buy it.’” That’s literally what he said to me. That warmed my heart, because it let me know that we were on the right track—that this really is the right type of asset for us to own.

			Ted: What was the opportunity you saw in the investment?

			David: The opportunity is for the new management team to grow and diversify the revenue stream. The name of the game is vertical integration, so step one was to get a great CEO. Jim Lanzone is the fantastic CEO that my partner, Reed Rayman—who is managing the deal day to day—brought in. Step two was to put great leaders in all its businesses. I mentioned the complexity of the portfolio several times already. The real trick in this business wasn’t just underwriting Yahoo—that’s a bit of a misnomer. It was underwriting Yahoo Finance, underwriting Yahoo Sports, and putting a business plan together for each. It was underwriting advertising technology, which was losing a lot of money when we bought the business. That was a big risk around the deal: what do we do with this vastly fast-growing top line, but extremely cash flow-negative advertising technology business? That’s not the type of business we’re a great owner of, and it was a big part of the deal. How do we get that business to break even or become profitable, and turn what we viewed as a liability into an asset? So step one was Jim, and step two was getting great managers at all these businesses. 

			
			

			They’ve been done now; so step three is to improve monetization. Yahoo has a very large user base. It monetizes at about $3.50 or $4 per user per annum—a very low monetization rate. Google and Facebook both monetize above $30 or $35 per annum respectively. It would be foolhardy to think we can get there entirely through advertising. We don’t have the same type of advertising that those two companies offer.

			It’s a very competitive space, but we have a large, loyal, sticky user base in verticals like Finance and Sports—and even in our Mail business. The way to improve monetization is to leverage the user base for products that they want and vertically integrate. Imagine a world where Yahoo Finance, for example, takes its very large user base that it currently monetizes through advertising and vertically integrates into services that people want to consume when they’re on the Yahoo Finance website. Yahoo Finance is still the number one consumer finance website in the world. Most people check their stock quotes there, but you can’t do much beyond that.

			So you need to make sure that the user base comes back and that they’re engaged. That means all the best utility products, all the best news, all the best charting, all the best stock quotes—you name it. What if you could trade stocks in Yahoo Finance? What if you could do your banking in Yahoo Finance? What if you could get a loan in Yahoo Finance? What if you could do personal finance in Yahoo Finance? These are all things that the team is working through, trying to figure out the best course of action. The name of the game will be getting some penetration of the user base in these much higher-value services. 

			You can envision the same thing in Sports. We’ve got the second-largest sports website in America behind ESPN; the second-largest fantasy sports business, again behind ESPN. There’s a chance we could be number one. Sports businesses make revenue. It’s not very profitable, which is surprising to most folks. In our world of thinking about businesses based on cash flow, Sports and Finance didn’t drive the valuation of Yahoo. But the opportunity in sports plays into our wheelhouse, which is helping the management team improve the product. Jim used to run CBS Interactive. They had a big sports business. We need to get that fantasy business to be number one and get the user base engaged and loyal to the product. One way we can monetize that user base is through online sports betting. We own The Venetian casino. We also own other gaming assets. We used to own the second-largest sports betting and online gaming business in the UK. We own the largest one in Italy. We have lots of relationships and lots of expertise in this area. It’s a clear next step for that business. It was the same when we worked down through Mail, Search and so on: there are so many amazing ideas.

			
			

			Ted: How did you think about the rest of the businesses?

			David: The bare bones of the deal was to carve this asset out of Verizon, buy it for a reasonable price, and structure it creatively. That’s no different than almost any deal in our portfolio. There was a rollover piece with Verizon, where they gave us some subordinated debt financing, which provided some downside protection. They rolled over into the equity to align interest. There was a plan based on the structuring of the deal to sell some non-core assets and de-risk our equity. We paid about $5 billion for Yahoo. 

			Between signing and closing, the deal team announced a deal to sell the Yahoo Japan trademark to a public company in Japan called Z Holdings for $1.6 billion. The royalty stream on that was not a significant contributor to EBITDA. It was an extremely accretive transaction. We also sold Domain names, IP addresses, real estate, and data centers, and within the first year of owning the deal. 

			This deal was off the charts successful in terms of us monetizing and returning our equity very quickly. The idea was built into the original business plan of the investment, which was to structure the debt around the cash-flowing O&O assets and leave a bunch of assets outside of the debt. That way, when those assets were sold, instead of repaying the debt—which is normally what you have to do—the cash could instead be upstreamed to the equity. So through dividend distributions, we own the business essentially for no investment. If Yahoo could have been sold to the LBO community as a deal, where you laid out $2 billion of capital, waited a year and got the $2 billion back, my sense is there would have been more than one buyer at the end willing to buy it. But people didn’t have the expertise or the vision to structure that deal, and then the experience to execute it; so that’s a big part of it too.

			
			

			If you think about it, that is the magic of the deal up until this point. The true upsides can be driven by all the amazing stuff that Jim and the team are doing with the business and the M&A. But for us, everything we do at Apollo is about: don’t lose money. 

			Ted: How did the initial structure of the deal get set up so that you could take that $2 billion in sale proceeds and return it to the equity, compared to paying down the debt?

			David: I mentioned it’s a portfolio of assets, so the capital structure and the business plan relate to the businesses. Yahoo is many different businesses. We had a view that we could maximize the debt proceeds by leaving some businesses that lost money—namely the advertising technology business—outside of the credit box where we were getting the loan. And we didn’t get a significantly large loan to finance the deal. Banks like that because they are loaning against the cash-flowing assets. The advertising technology business and a couple of other assets that didn’t have a lot of cash flow, but we thought had an asset value, were left outside of the bank debt in the negotiations with the banks that financed the deal. They thought that was beneficial to them, and they knew we would look to sell those assets to fund the losses in the advertising technology business; so that was the bargain that was struck with them.

			Then the deal team went to work to monetize those assets. We monetized them for values higher than we thought and we’ve done a better job working through them. And then the remaining advertising technology business—which was losing a significant amount of money—was very quickly stabilized through creative deals and through good management. So we took an asset that arguably was a liability and turned it into an asset.

			Ted: What have you done so far on the O&O assets?

			David: Year one was about upgrading the management teams and putting plans in place. A lot of it was around streamlining operations to make them more efficient. That’s all in the rear-view mirror now. The business is growing, but it’s undeniable that Yahoo and AOL are a fraction of what they were 20 years ago, let alone 10 years ago. It’s very hard for businesses that are in that phase of transition to get ahead of it. The first thing the management team did was get every business scaled to where they are and then position them for growth.

			The second thing is building out very detailed product plans. A year and a half into it, we’re seeing these investments in products pay off and a lot of exciting stuff being introduced to the marketplace—whether it’s the refreshed Mail product; the refreshed Finance product; the improvements to Homepage; the improvements to Search; the improvements to Sports. All of these are queued up and ready to go, and a lot of that had to be built over the first year and a half of ownership.

			
			

			Ted: You’ve got two companies that have been around for a long time. They were worth $350 billion, but they’re now worth a lot less. How do you get people excited to come work at Yahoo?

			David: That’s something we were asking ourselves when we did the deal. This is among the most Apollo-esque deals that we’ve done, but not everything has this history, good and bad. Let’s be honest: Yahoo and AOL have an amazing history, but there’s also all the baggage you’ve talked about. When you’ve been on a losing team for so long, it’s hard to turn around the culture. The best way to change the culture of the team is to change the coach. I would argue the most critical thing was Reed bringing in Jim. Jim is amazing; he’s amazing to see in action.

			People want to work for good people and good CEOs get followership. Within a nine-month period, he had recruited new heads for almost every single one of our operating businesses. Then they bring in their people and before you know it, you wake up a year and a half later and the first three layers of the organization have been dramatically upgraded. Even though change is hard for folks, and there’s been a lot of change in Yahoo, it’s been good change. There’s a huge level of enthusiasm and excitement that you can see whenever you walk around headquarters. The business is undeniably in growth mode, and everyone can see it.

			We’re out on our front foot after 20 years of essentially managed decline. I want to be careful, because Verizon did get the business back on track and they’re due credit, but it’s a standalone business now. It’s very clear to everyone: our goal is to maximize the value of Yahoo. They’re going to be given the resources to do it—whether it’s financial resources, ownership backing, or managerial resources. And people see it in the results: they’ve been tremendous. They’re going to see it when we do M&A. The management team all have equity. They participate as we pay dividends. So you see it everywhere, but it all starts with the management team.

			Ted: How do you think about the opportunity for tuck-in acquisitions?

			David: The business is four times as profitable now as it was in 2019 and it’s almost 100% up on our underwriting case. 2022 EBITDA was almost 100% higher than what we underwrote when we bought the business, and the business doesn’t have a lot of capex so it produces a lot of cash. So today, even after all the dividends, the business has a significant amount of cash on the balance sheet and very low leverage. So we are on offense. Every one of the managers that runs each of those businesses has a product vision revolving around making sure that we maintain and grow the audiences, and then monetizing them vertically. It’s “buy, build, partner” strategy for every one of those businesses. For example, in Finance, let’s say stock trading is something that we thought was an opportunity. Do we buy? Do we build it? Do we partner? There are very detailed lists for all these subsectors for each one of the businesses that are being worked through with the Apollo team and the company management team. So you’re going to start to see Yahoo do M&A. It has what a lot of venture capital-funded companies want, which is a loyal, engaged user base.

			
			

			If you think about what’s happened in online advertising, the economics around adding customers have turned upside down. For a lot of companies that relied on Google or Facebook or other channels to acquire customers, the cost of acquiring customers has gone up dramatically over the last three years, and their unit economics have suffered. Couple that with the fact that interest rates spiked and funding has dried up for many companies that were in growth mode and never reached cash-flow positive. Many formerly high-flying companies that previously raised money in sectors that touch finance, touch sports, and even digital media—they could be either partnership opportunities or acquisition opportunities, because we solve one of their biggest problems, which is how to get a user base.

			Ted: There’s been a cleanup exercise. There’s been an interesting monetization of assets to take your equity base out. What do you think will generate growth from here, so that the deal turns into a home run for you?

			David: Hopefully I’m not jinxing it, but it will be hard to envision this not being a very solid deal. We’ve returned all of our equity; the business is dramatically more profitable, and the multiples should be higher than the multiple that we paid. In private equity, everyone’s focused on 20%-plus returns. Everyone’s looking for deals for a portfolio to return more than two times. Some deals are better. Hopefully, fewer deals are worse. We’re clearly above average. 

			For this to get into the very high multiples, first we need to grow EBITDA. If you take our current EBITDA, roll through the cost structure and the revenues, and run it out for two or three years with reasonable low growth rates, the business gets to a scale where it’s interesting. If it’s a business that’s growing in low double digits, it should get a multiple that’s more in line with its internet peers. If you look across the landscape of internet companies, businesses with those financial characteristics trade at double-digit multiples. The equity check could end up very large. When I think about the deal and the metrics, that’s what I think about. How you get there, though, is by the management team continuing to execute and these businesses continuing to grow the way they’re growing.

			
			

			Business as usual is continuing to grow the audience base and improve the advertising. The home run upside is if one of these things hits. That’s the beauty of this bet. There’s 10 different ways to make it to the finish line here. The easy way is to generate cash, pay down debt, and sell at a higher multiple—which seems like it’s going to happen. But if the innovations in Mail hit, there’s a huge opportunity. This is the second-largest consumer mail business in America behind Gmail. Mail is a very profitable business; there’s a lot of innovation in Mail. 

			Normally Search comes up in these discussions, because everyone thinks about Yahoo when they think about web searches. But Search is a very small part of the profitability pie at Yahoo. Jim has a long history in Search. It was written off by many of the prior seven CEOs for a good reason, because Google took over web searches. Jim has asked, and rightfully so, “Should we abandon Search?” The economics of getting 1% market share in Search are very large within the context of this deal. So even in something like Search, we’re not giving up, and I think there are opportunities. And then if any of these things in Finance hits, the opportunity is huge. 

			That’s the beauty of an online business: the ability to scale quickly is unrivaled compared to other businesses. If we want to scale The Venetian in Las Vegas, we have to build a new hotel tower. That takes a lot of capital. If we want to scale Search business, it requires good product investment and a good team. It can scale very quickly. That is why these businesses—when they work well, when they’re growing—get very high multiples: because the returns on capital are so fantastic. The beauty of this bet is it’s a very well-diversified bet. The base case has already been delivered, and the upside case only requires one thing to hit out of 10 or 15 bets.

			Ted: How do you think about the ultimate exit strategy for your  investment?

			
			

			David: I mentioned that the capital structure follows the business plan; the exit should follow the business plan as well. It’s unclear exactly what the exit will look like here, but you’ve already seen us exit two businesses to public companies for significant stakes. You could see more of that with various businesses. You could see us sell businesses for cash; or you could see some corpus of this eventually go public again. That’s a bona fide option: if you look at the metrics of this business, the growing user base and the ultimate scale of the business, it could be a pretty attractive public company. There’s synergy across the platform, but I think the old Yahoo standardized way too much.

			I’ve talked many times about Finance, Sports, Homepage. One of our big theses was to push as much down into those businesses, because it would lead to more nimble and better decision making; that’s been proven. It also gives you optionality around exit—so Finance could be its own public company one day, if it achieves the scale we think it can achieve. You could easily envision Yahoo Sports being a publicly traded company if Yahoo Sports is the right answer in sports media and online gaming. If you look at other online gaming companies, we could be a formidable competitor; and if you look at the value of some of those companies, Yahoo Sports in and of itself could be a very valuable company. So there’s a lot of optionality in the exit.

			Ted: I’m curious about some of the larger peers that you’ve talked about. Google is now owned and parented by Alphabet, Facebook by Meta. Then you have Yahoo, which has this embedded user base. What’s the conversation been like about rebranding some of these verticals?

			David: The Yahoo brand has tremendous brand awareness and high satisfaction in all the verticals in which it operates. Yahoo Finance, Yahoo Sports, Yahoo Mail business—they all have high satisfaction. People even think about Yahoo for Search. At one point in time, over 20 years ago, Yahoo was the most visited website on the internet. A lot of people are clouded by that experience. But when you look at the subsectors where most people are engaging with the business, there’s very high brand awareness and very high product satisfaction. 

			For the user base, the issue’s not the brand; or that these businesses used to be worth $350 billion and then Apollo came along and bought them for $5 billion. The user base just cares about the products. There’s also a big misperception around the age of the user base. There was this belief—which didn’t bear out in the diligence—that it’s an older user base; all the young people are using Gmail. But we’re adding young Mail users every day. What’s the use case around Mail? You set up an email account when you graduate high school or you graduate college. We’re getting our fair share of those. 

			
			

			You couldn’t think of a deal with more baggage than Yahoo and AOL; and sometimes in deals the baggage is appropriate—or appropriately priced, I should say. In this case, the baggage was so severe and so well known that people didn’t bother looking past the cover of the book.

			Ted: What’s the biggest lesson you’ve learned from this deal?

			David: There are several. The first is being openminded and not making snap judgments. Those that made snap judgments missed this opportunity. It’s another reminder that you need to do the work and not just listen to what other people are saying. The second lesson was that great management teams really moved the needle. Yes, we underwrote Yahoo along the lines of other deals—20% plus rate of return; we’ll make, say, two and a half to three times our money, and that could have been accomplished with a lesser management team. But to make seven, eight, nine, 10 times our money—that’s all going to be on the management team. 

			This is a technology company. Up until a few months ago, before the layoffs happened in the industry, there was a huge war for talent in technology. How do you get great engineers, great product people to come to Yahoo? It’s because their former boss has gone there and they love their former boss. That’s been the playbook that Jim’s executed. It’s reaffirmed a lot of these lessons in spades, just because of the size of the check and because of how quickly the needle can move again in an online business. The pace of change in a business like this is tremendous.

			Ted: One last question for you: what is your favorite aspect of private equity?

			David: One aspect I like a lot—for the asset class, for investors, and for  me personally, as someone that does it for a living—is how varied it is. Every day is different. You’re always solving problems; always learning about an online business or a casino company or a chemicals distributor. We’ve got tons of companies in our portfolio, and you can see the differences, but you can also connect the dots across many different businesses. I can’t tell you how many times I’ve taken something I’ve learned from an industrial deal that I might have worked on 15 years ago and applied it to a consumer company.

			
			

			It’s fun and exciting to see so many different businesses, especially at the scale we’re operating at now. Apollo’s been in business for 33 years. I’ve been at the firm for 20 years. The industry has grown tremendously. We’re still doing the same thing we did when we started 33 years ago, focusing on downside protected contrarian investments and carving out that niche in the market, doing these deals for large known companies like Yahoo but making these businesses better. The scale we’re operating at has changed so much and we’ve built a 33-year track record of knowing how to make businesses better. Every day we move forward and try to get better at what we do. That’s fun and exciting.

		

	
		
			
			

			Chapter 14: Hustle Amid Complexity

			BlueTriton Brands by One Rock Capital
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			Warren Buffett has a tray on his desk labeled “Too Hard.” He describes investing in the public markets as a game that doesn’t pay for degree of difficulty. He says, “I don’t try to jump over seven-foot hurdles; I look for one-foot hurdles I can step over.”

			Unlike in the public markets, each business for sale in the private markets has a long line of potential suitors for only one winning bidder. The more attractive the business, the longer the line and the higher the sale price for the company. Businesses recognized by the market as strong tend to trade for full prices, as shown in the six deals in Section 2. 

			Most private equity firms say “Too hard” when complexity is involved and move on to the next opportunity. One Rock Capital takes the opposite approach. One Rock is a value investor that specializes in “ugly, hairy, messy” deals. It searches for well-positioned companies that need fixing and purchases them at well below market prices. The firm eliminates the complexities during its ownership period so that the business looks simpler and more attractive to the next owner.

			One Rock Capital’s carveout of Nestlé’s North America water business combined the complexities of a corporate carveout with an expedited deal process during the Covid-19 pandemic. In mid-2020, Nestlé decided to sell its North America business to focus on its premium international brands. The water division lagged its peers, came with an incomplete management team, and required a litany of transition services agreements. Additionally, Nestlé was in a hurry to get the deal done and off its books.  

			While most private equity firms saw challenges, One Rock saw a deal custom fit for its approach. Racing against Nestlé’s window, co-founder Scott Spielvogel and his team at One Rock partnered with an industry expert, conducted due diligence during the pandemic, created a strategic plan, negotiated transition services agreements, and found partners to offer a fully financed bid. Adding a wrinkle to the process, Nestlé wanted bids on January 15, 2021, requiring One Rock to work through the holidays. One Rock made it happen and bought the renamed BlueTriton Brands in 2021.

			In the ensuing year, One Rock implemented its strategic plan, addressing gaps in management, improving operations, launching sales and marketing initiatives, selling non-core real estate assets, acquiring niche tuck-ins, and rolling out ESG initiatives. 

			
			

			This interview with Scott Spielvogel took place on February 8, 2023.

			[image: ]

			Ted Seides: Why don’t we start with a brief history of One Rock?

			Scott Spielvogel: One Rock is a buyout firm investing across four sectors of the real economy: manufacturing, chemicals, industrial services, and food and beverage manufacturing and distribution. One Rock was founded in 2010 by me and my partner, Tony Lee. We’ve known each other a very long time: we were friends in college and played on the rugby team together.

			Before forming One Rock, Tony and I worked together at Ripplewood Holdings, which afforded us the opportunity to spin out. We were lucky enough to be able to bring many of our team members to join One Rock over the years. Today, One Rock has about $5 billion in total capital commitments.

			We have offices in New York, LA, and London. We have 90 people in total, including our operating partner team of 24 people who have either industry expertise or operating expertise in functional areas and work exclusively with us to help add value to the businesses we buy.

			Ted: What particular style of business do you like to buy?

			Scott: We like those ugly, hairy, messy situations where we can buy a company at a really good price and then work on the problems that come with it. Once we’ve gone in and cleaned up those problems and complexities, we can sell at a market multiple. Given the sectors that we deal with, this can be an unsexy exercise, but for us it’s a tried-and-true approach. It requires a lot of price discipline and hard work to improve the businesses that we buy, but we’ve been successful at it to date.

			Ted: Tell me a little about BlueTriton. 

			Scott: BlueTriton is the business that formerly comprised Nestlé Water North America. These are bottled water brands which collectively have number one market share in North America. They include Poland Spring, which is popular in the northeastern part of the US; Zephyrhills, which is in Florida; Deer Park, which is in the Southeastern US; Ice Mountain, which is the Upper Midwest; Ozarka, which is in Texas and some of the Great Plains states; and Arrowhead, which is out West. It also includes Pure Life, Nestlé’s filtered water business, and a bunch of smaller specialty brands.

			
			

			The practice of bottling water goes back to the 1600s in the UK and Europe, when people traveling wanted to have a reliable source of hydration. In North America, the first known bottled water business sprung up around Boston right before the American Revolution in the mid-1700s. After that, several regional companies emerged in North America, including Poland Spring, which dates back to the mid-1800s.

			The industry grew gradually over the years. Occasionally you would see demand spike if something happened to the water supply or there were disease outbreaks or contamination. Spring or mineral water became more trusted by consumers. There were also a few innovations along the way. Somebody figured out how to carbonate water and somebody figured out how to put it in plastic bottles, which made it much more lightweight.

			In the 1970s, there was a renewed emphasis on health and wellness, and water was viewed as a beverage that was better for you than soft drinks and certainly alcohol. That’s when it started to take off as a premium beverage.

			In the early 1980s, Perrier Group was active in acquiring North American brands. It bought Poland Spring and it bought Arrowhead. Then in the early 1990s, Nestlé bought Perrier and continued to consolidate regional brands in North America. That lasted until about 2020, when Nestlé decided that it was going to focus on its international brands, including Perrier, San Pellegrino and Acqua Panna. The spring water brands it  had bought in North America became non-core to their strategy, so in mid-2020 Nestlé announced that it was looking to divest them.

			Ted: What’s the process for taking natural water that you might drink out of your tap and turning it into a bottled water product?

			Scott: There are certain competitors in the industry that will find municipal sources of water and run that water through a filtration plant and give it certain taste characteristics, and then put it in bottles and deliver it to convenience stores, supermarkets, and warehouses. Some of our water brands are spring water, which means it comes from the ground and has different minerals and taste characteristics. It also goes through a filtration process and then gets bottled and delivered to those same outlets.

			Ted: How do these companies build a brand out of what feels like a commodity?

			Scott: There are characteristics that come with each individual brand that appeal to consumers. There are perceived health benefits associated with brands that are more natural or filtered. Water that comes out of the tap has different taste characteristics than filtered water or spring water. A lot of the brand is built around those different characteristics.

			
			

			Ted: How does the BlueTriton deal reflect One Rock’s general approach to investing? 

			Scott: It’s a good illustration of how we try to pick our spots. When we sit in the investment committee, we’re looking for three aspects that make it a One Rock deal.

			Number one, it has to be inherently well positioned in its market. It has to be a leader in market share, technology, or brands—something that will make it worth someone else buying from us once we’ve removed the complexity.

			Number two, it has to be improvable during our ownership period—whether that’s by setting up the business as a standalone, leaning out the manufacturing, or revamping the supply chain. There have to be tangible things we can do to the business that would overwhelm what might happen from a macro perspective.

			We obviously study the macro factors for any sector we’re about to invest in, but we don’t want to be reliant on the macro to generate our returns for us. We want to be in control of that value creation exercise. Fixing the problems in the business is a repeatable, sustainable way to generate returns for our investors. So we look for opportunities that stack up well against our operating capabilities.

			Number three is price. We’re value guys. We cap out at about 8× EBITDA for the businesses that we buy. In exchange for taking on the complexities of the businesses that we buy, we need that margin of safety of price. 

			Ted: You mentioned that Nestlé wanted to divest its US brands. What about this situation made it one of those “ugly, hairy” things that interested you?

			Scott: It was a corporate carveout, and they come with varying degrees of complexity. No two are ever the same. Often, businesses that are being sold in a carveout don’t come with a full management team. Sometimes there are ongoing contractual relationships with the former corporate parent—either supply agreements or offtake agreements. Sometimes you have to build out your own enterprise resource planning (ERP) system; or, in the absence of that, you have to initially rely on the seller’s ERP system and then transition over after a period of time. That’s another tricky situation.

			
			

			In this case, we were not getting a full management team, and Nestlé was in a hurry. They had announced in mid-2020 that they were looking to sell this asset by end of Q1 2021. By the time final bids were due in January 2021, there was a sprint to get it done. Lots of transition services needed to be negotiated to be up and running as an independent entity from day one. 

			Ted: What was attractive to you about the company?

			Scott: There were lots of opportunities: things Nestlé didn’t want to do because they were protecting their premium brands. The first was to premium-ize the product lineup. Nestlé had their own set of premium brands. We noticed in our due diligence that they were so focused on protecting the pricing of the premium brands that they underinvested in the spring water businesses. That meant from an R&D perspective, they hadn’t developed the kinds of functional waters that would have complemented the portfolio. By “functional,” I mean alkaline or flavored waters. 

			There was also the opportunity to compete with some of Nestlé’s premium brands in sectors like food service. You almost never see Poland Spring offered in a restaurant, but there are other premium brands that we thought might be available for sale that we could add on to this product portfolio. There was a lot we thought we could do with packaging and other innovative solutions to drive up the perceived value for the consumer. 

			We also noticed that there was a significant pricing gap between Nestlé’s spring water brands in North America and other brands—like Coke’s Dasani and Pepsi’s Aquafina—which are essentially filtered municipal water. Yet the spring water brands were being sold to consumers at a pretty significant discount—up to 70 cents a gallon. This is a business that’s quite big: we’re talking about a $4 billion revenue portfolio. The ability to narrow that price gap by 1 cent would mean somewhere between $20 million and $30 million of additional EBITDA. 

			Something else we saw was the ability to make the business more efficient from an operational and strategic perspective. The portfolio of assets included about half a billion dollars of owned real estate, and we thought we could unlock some value through a sale and lease back. We thought we could lean out the costs of the bottling operation, the distribution operation, and the entire infrastructure of the business. Those were some of the opportunities that we wanted to pursue.

			
			

			Ted: What were some of the risks you were most concerned about?

			Scott: The risks included the threat of private label. Private label had been growing throughout the late 2010s and early 2020s. As we headed into the pandemic, there was a degradation of the company’s market share. Part of that was because lots of places where people buy bottled water—sporting events, movie theaters, hotels—were all closed. We tried to assess whether we could change the trajectory by reinvesting in the brand portfolio to add to our leading position in the marketplace.

			Something else we noticed over time is that some of the key raw material costs that we used in the business had been very volatile, such as fuel and freight costs and polyethylene terephthalate (PET) in bottles. We planned to look for opportunities to lock in the costs, so that we could provide more stability to the cost side of the equation.

			The third issue concerned ESG. The company’s business is taking water out of the ground and putting it in plastic bottles—sometimes single-use plastic bottles. We recognized that if we were going to buy this company, we needed to be part of the ESG solution.

			At One Rock, we have an ESG program where we interface with our portfolio companies to try to set them on the right trajectory. We thought increasing the use of recycled packaging would help mitigate some of the ESG concerns. We also thought it was important to ensure we are stewards of the land from which we take water. So we’ve accelerated a campaign to interface with the local communities where we source our water and make sure we’re doing all the right things from an environmental perspective.

			Ted: When it comes to the deal process, you mentioned a few interesting things. You’ve got time pressure. You’ve got this corporate carveout—presumably there’s a formal process for that. What did it all look like from beginning to end?

			Scott: We first learned about the opportunity in mid-2020, when Nestlé announced that it was going to be under consideration for sale. When we found out who the investment banker was, we called them up and said we would be very interested in looking at the asset. We have a long history of completing corporate carveouts successfully, and we have a long list of references of big companies that we have transacted with over the years.

			
			

			But at first, we were told we were too small. We were investing a $2 billion fund and this was a business with $4 billion of revenue. The bankers thought the price would be out of our strike zone. They said, “Thanks but no thanks, One Rock.” So we went back to the drawing board and told them that wasn’t an acceptable answer.

			We have a great history of getting big deals done relative to our size with lots of LP co-investment. We appealed from the top of our organization to the top of the investment bank; and ultimately, we reached a compromise: we could look at the business as a potential buyer, if we allowed the investment banker to team us up with another private equity sponsor. That’s not something we had ever done before, but we played along, thinking things could change along the way. We just wanted to make sure that we were included in the process. 

			So they teamed us up with another sponsor, but that sponsor ran into resistance from their investment committee. When we learned that they were unable to follow through on the transaction, we called up the banker and said, “The guys you teamed us up with aren’t interested in the asset.” And the investment banker asked us, “Okay—so what do you guys want to do?” We said, “We want to look at the whole thing ourselves.” When the banker’s reaction was more relief than objection, we knew the process was not well attended. There weren’t buyers climbing all over each other trying to get their hands on this asset like the bankers thought there would be.

			The banker told us, “Nestlé’s put out a pretty aggressive timeframe here. You’re going to have to come up with final bids January 15, 2021, so they can get it sold by the end of Q1. And they want fully financed bids, so you’ve got to show up with all the money. And there’s no due diligence out, so you need to be ready to transact.” 

			So that’s what we did.

			That was all during the pandemic. It was more difficult to conduct due diligence, but we still found ways to visit the springs and bottling operations to make sure that we understood the business as well as we should. There was no deviation from our normal due diligence process.

			Come January 15, we put in our final bid with debt commitments and all the equity co-invest lined up. We were ready to sign an equity commitment letter in excess of $1 billion. Ultimately, we submitted our bid, and I guess there were a couple of other bids. Our understanding is that at least one of those bids was at a significantly higher valuation. However, it didn’t have fully committed financing papers. Nestlé pointed to us and said, “We really want to get this done by March 31, so you guys win it.”

			
			

			Ted: What were some of the resistance points that you had to get comfortable with that others didn’t?

			Scott: Some of them were the risks I outlined before: it was a messy carveout and we were going to have to bring in some management talent. Luckily for us, we have an operating partner team that could fill some of the roles on an interim basis and tap our networks to find people that could fill them permanently.

			After we bought the business, we had two operating partners assume meaningful interim operating roles at the company; and we went on a serious campaign of recruiting leaders for the various business units that we needed going forward.

			Those are the kinds of risks that not a lot of private equity firms like to take on. The deal wasn’t in a nice little package.

			Ted: How did you manage to get the due diligence done during the pandemic?

			Scott: We had so many operating partners working on this transaction that we could fan out and get a lot of diligence done at the same time. We visited facilities in California, Maine, and Florida with separate teams.

			One of the biggest challenges was that businesses didn’t want visitors to their companies because of policies to protect the health of their workforce in the pandemic—and that was totally understandable. But we were not going to be able to deliver a fully diligenced, fully financed offer unless we comforted ourselves that the factories could be improved. We had to visit them in person.

			Ted: What was it like traveling during that time?

			Scott: Everybody was appropriately cautious. One Rock had hired a consultant who specializes in infectious diseases to advise us on how to space out our desks in the office in the appropriate way; whether we had the right air exchange system; and when business travel was necessary, how to go about it. We already had those precautions in place, so by that time most of our team was already comfortable getting back out on the road and traveling.

			
			

			Ted: You mentioned you had to submit the bid on January 15 and there was a rush to get it in. What was that like over the holidays?

			Scott: It was definitely a busy holiday season that year! The partners who were leading the deal would say that was one of the differentiating factors for us. We later heard some of the competitors in the deal were overseas buyout firms that prioritized the holidays a little more. Not that we don’t prioritize holidays, but we have a common understanding at One Rock that if there’s stuff we’ve got to do during the holiday season, we’ve got to do it.

			This was a transformational deal for us. It was much larger than any buyout we’d done before, so the stakes were too high to just sit back and take the holidays off.

			Ted: What were the terms of the transaction?

			Scott: It was an all-cash purchase price financed with about $1 billion of equity; the rest was a combination of syndicated bank loans and high-yield debt. The purchase price was around eight times EBITDA.

			Ted: How had you thought about the financial leverage?

			Scott: When we did this deal, we got about six times leverage with an attractive financing package—one I’m not sure we could replicate today. The debt came with no maintenance covenants on our senior debt and high yield; the syndicated loan market was open at the time. The company generates lots of cash, so it provides a margin of safety to pay down debt.

			Ted: January to March sounds like a pretty condensed window to finalize a deal. What was that period like?

			Scott: That was the second sprint. We had to syndicate our debt, complete our antitrust review, put the fine points on transition services, reach out to operators we wanted involved for the long-term, and put in the management equity plan.

			It was a pretty condensed period, but we wanted to meet the seller’s timeframe. In these corporate carveout situations, timing is sometimes more important to the seller than price. One of the few areas in the landscape of private equity today where value guys like us can operate effectively is these corporate carveouts. Once the parent company makes the strategic decision to divest a business, the clock is ticking and they need to demonstrate to the market that they can follow through. If you contrast that with a private equity-owned company, they may want to transact on a timely basis, but price is super-important. That’s why carveouts play well for guys like us that have the operating team to execute these complex deals and want to buy things cheaply. 

			
			

			Ted: How did you think about negotiating the price?

			Scott: We knew that eight times EBITDA was already a nice discount relative to where most beverage companies trade and where most spring water companies have traded historically. So that already reflected a pretty sharp discount.

			We try to be as transparent as possible to the intermediary community—let them know where we are on price every step of the way in the process so there are no surprises at the end. We think that’s one of our competitive advantages. When we showed up fully financed with that price, they knew we would stand behind it. Offering that certainty ended up being an important consideration for Nestlé.

			Ted: Once you bought the business, one of the first steps was to rebuild the management team. How did you go about that?

			Scott: During the due diligence process, we teamed up with an industry expert we had come to know—Dean Metropoulos, a legendary guy in the food and beverage area. Dean is credited with turning around such iconic brands as Pabst Blue Ribbon, Chef Boyardee, and Hostess. We knew Dean is excellent at reinvigorating brands that need reinvigoration, and this was that kind of opportunity.

			Around Dean, we had our operating partner team. We have industry experts who have trafficked in the food and beverage area for quite some time; and we have functional experts across the business—a group that works on IT, supply chain, human capital and organizational development, sales, finance, and HR—all the various functions that we needed to supplement the assets we were getting. In combination with Dean, that gave us all the tools from a leadership standpoint to get the deal done and get started on the right trajectory.

			Ted: In that first year, what are some of the key initiatives that you brought to the business?

			Scott: I mentioned leaning out the operation and making it more efficient. We pursued a sale-leaseback of the real estate and that unlocked a significant amount of value.

			
			

			We looked at the supply chain to see where we could lower the costs of some of the key raw materials—things like bottle caps. We looked at sourcing them from a more efficient supplier and not necessarily just go with Nestlé’s historical supplier.

			We also started to think about a sales and marketing strategy. We did the small add-on acquisition of Saratoga not too long after we bought the business. Saratoga has these iconic blue water bottles that you may have seen in restaurants if you’re in the northeastern part of the US. It was a regional business, but we thought we could roll it out more broadly across North America. We’re in the process of doing that now. So we tilted the product portfolio more toward premium brands and reinvigorated the R&D effort.

			Ted: Among your efforts in marketing to reinvigorate the brand, what did you do?

			Scott: We revamped the website—that was one of the first things we wanted to tackle. We wanted to portray a sense of history of these brands—for example, the founding DNA of Poland Spring. It’s not a Nestlé product; it’s Poland Spring—what does that mean to consumers? Same with Arrowhead, same with Ozarka.

			We wanted to make sure that we were accurately portraying the value proposition for these various brands. We also wanted to make an imprint on sustainability, because we know that it’s super-important for many of our consumers to understand our water stewardship.

			Then we started to think about how we could build an appropriate social media presence—something the business historically had not done well.

			So we worked with Dean, his team, and our sales and marketing operating partners to come up with a solid strategy for launching new products and getting younger consumers excited about our innovations with flavored waters and carbonated waters. 

			Ted: What did you do with price?

			Scott: We have raised price over the last couple of years, but mostly just to offset the inflationary pressures. The price of fuel and PET have gone up; the price of labor has gone up; and we are subject to the same inflationary pressures as other beverage manufacturers, which have also had to raise price. We haven’t made a lot of progress in narrowing the 70 cent gap, but that remains an opportunity and something that we’ll address in the future. 

			
			

			Ted: How have some of your first initiatives with the business translated into financial performance in the early years?

			Scott: Financial performance has been good. In the first nine months, we were able to unlock value with the sale-leaseback, and the cash flow generated from the business is on a positive trajectory. It’s a super-stable industry: it grows at 4%-6% per year. It was a little depressed during Covid-19, as I mentioned, but things seem to be rebounding quite well. That’s created a nice tailwind for us. On top of that are all the operational initiatives that we’ve been doing to lower the costs. Hopefully, we will continue to make some progress there as well.

			Ted: What have you seen in the market for bottled water? You now have things like Liquid Death, which has come out of leftfield—it’s a totally different brand.

			Scott: It’s a cool product, isn’t it? It looks like a beer can, but it’s actually just water. There are things like that which provide different value propositions to consumers. We definitely want to be a part of that.

			We have relaunched brands like Splash, which is a flavored water that’s meant for a slightly different demographic than Poland Spring, and that effort to innovate continues. We have tinkered with some packaging. We have a product named Origin, which used to be part of the Poland Spring brand. It’s a spring water in a 100% recycled plastic bottle. It has the characteristics where it would potentially compete against Fiji or other premium waters. But because it’s 100% recycled plastic, sourced locally, and delivered locally, it doesn’t have the same carbon footprint as something like Fiji or Acqua Panna, which is bottled in a far-off land and transported across an ocean to end up on our shores. For people who care about sustainability, it’s a different value proposition that we’re able to offer. We’re in the process of rolling out Origin across North America.

			Ted: What were some of the bumps in the road in the early days?

			Scott: The inflationary pressures were something we had to contend with. The carveout itself, I would give us an A-minus grade, as some aspects of the carveout were complicated and took longer than we had anticipated.

			We finally implemented our own IT system 18 months after we bought the business. We’re happy to be standalone today, but that was a long time to be reliant on a parent company for some of the information you need to make optimal decisions to run your company. The size and scope of this company made the IT extraction process more complicated than the average corporate carveout.

			
			

			Ted: How do you think about the way you’ll make your money on this particular deal?

			Scott: The way we underwrite our opportunities is that we try to come up with a relatively conservative set of projections that models out to the kinds of returns that our investors expect over a four to six-year timeframe.

			We try not to layer on top of that multiple expansion, which can happen when you buy a business at a discounted multiple. If we’re successful in cleaning up the mess, there should be some multiple uplift when we sell the business.

			Likewise, we try not to factor in most of the operational improvements that we think we can bring. The set of projections we use to underwrite tends to be on an “as is, where is” basis—fairly conservative growth based on whatever we’re seeing in the market—but obviously we expect to do much better than that.

			In this particular deal, I would imagine that there will be a pretty significant uplift in the multiple when we sell the business, now that we have set it up as an independent standalone entity, put it on the appropriate growth trajectory, and worked through all the complexities of the carveout itself. Most of the return will come through EBITDA improvements that we brought to the business by leaning out the manufacturing, reinvigorating the sales, etc. Historically in One Rock deals, it’s been both of those things, and we would expect that here as well.

			Ted: At the outset of this process, you mentioned you were effectively shut out of the deal because you weren’t big enough. How do you think about the appropriate size of your business for the deals you’re looking at?

			Scott: That’s something we think about a lot. First and foremost, we are looking for opportunities that match up against our skill set. There’s nothing inherent about our strategy that says, “You can only do rehabilitation of complex situations for businesses that are between $15 million and $40 million of EBITDA”—that’s simply not the case. Whether the business is $500 million of EBITDA or $15 million of EBITDA, we want to see those opportunities because we can have an impact and generate sustainable returns for our investors.

			
			

			Historically, we’ve been undaunted by size. When we learned about this deal, we thought, “Wow, the criteria set up really well for us. And it means we’re going to have to get a lot of co-invest, but we can definitely do it.” We’ve demonstrated the ability to punch above our weight class in the past.

			Ted: What are your biggest lessons learned from the deal?

			Scott: The biggest lesson is that when a seller is telling you to show up with a fully financed bid on a certain date, you should do it. That could end up positioning you well in the process, especially if you have a motivated seller that has a timeframe in mind.

			Another lesson is that it’s okay for us to shoot for bigger opportunities if we think they set up well for us. That’s a lesson that continues to be reinforced. As One Rock evolves as a business, we shouldn’t be afraid to go after larger opportunities if we feel like we have all the capabilities to execute well on those deals.

			Ted: One last question for you: what is your favorite aspect of private equity?

			Scott: The ability to have a significant impact on the businesses that we buy and truly transform—especially given our strategy of buying things that are a little ugly, hairy and messy. Hopefully, by the end of it, the business is much less ugly, much less hairy, much less messy; it’s a nice, clean business that somebody else is going to want to own. And we’ve had that impact on the business.

		

	
		
			
			

			Chapter 15: The Tiger Woods Piñata 

			TaylorMade by KPS Capital Partners
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			Buyouts of money-losing businesses comprise a small portion of the private equity landscape. Stable and growing businesses are the sweet spot of the industry, and distressed deals are the provenance of bankruptcy specialists. Struggling businesses in between these extremes are usually left to figure themselves out. 

			KPS Capital Partners is an over 30-year-old firm that focuses solely on manufacturing businesses that make a product. A core competency of KPS is undertaking highly complex operational turnarounds. These troubled manufacturing companies cannot get bailed out by a tailwind of revenue growth if KPS can’t fix the operations and control costs.

			KPS’s acquisition of golf equipment manufacturer TaylorMade in 2017 is a good example. TaylorMade was a division of Adidas and one of the top brands in golf. The golf industry benefited from growth on the back of Tiger Woods until 2014. When the industry slowed, TaylorMade shrank from generating $1 billion to $600 million in sales and from making $100 million in EBITDA to losing $200 million. It wasn’t the only company in the industry that struggled: Nike, Tiger’s equipment provider, exited the business, and a series of golf retailers filed for bankruptcy. Adidas decided to exit the business as well, starting an auction process for TaylorMade in 2015.

			The pressure on Adidas mounted after it announced its intention to sell TaylorMade. Most potential buyers shied away from the deal, and bankers wouldn’t lend money to finance the money-losing operation. The process dragged on in a poorly run auction for two years. Management faced repeated questions from shareholders about the division and desperately wanted to end the process. By the time KPS reached an agreement to buy TaylorMade in 2017, it was the last bidder standing. 

			David Shapiro, a co-founder of the firm, initially looked at TaylorMade because of his love of golf. He learned about the business and hung around the process. Shapiro believed the broken aspects of TaylorMade could be fixed. He saw solvable problems in the supply chain, product cycle, pricing, marketing, and contracts; and he watched a new management team start to make an impact. KPS bought TaylorMade for $175 million in cash, a $100 million seller note, and an earnout for Adidas. That price was roughly the value of the working capital in the business.

			After wading through the carveout transition, management team changes, operational improvements, refinancing, and a Covid-19 rollercoaster, KPS turned around the business to earn $200 million in EBITDA. It sold TaylorMade four years later for a reported $1.7 billion, generating an 8.5× return on its investment.32

			The TaylorMade deal shows the value of contrarian thinking in a world awash with private equity capital and competition. David Shapiro joined me on February 9, 2023 to discuss the transaction. 

			[image: ]

			Ted Seides: For context, can you outline KPS’s background?

			David Shapiro: KPS Capital Partners is a private equity firm focused on manufacturing. We only invest in companies that make a product, which can be anything from a golf club or a golf ball to an auto part or a coil of steel. It’s a pretty broad group, but it always falls in the industrial manufacturing sector. Most of our deals lately have been corporate carveouts. Our history is in turnarounds and restructuring. I’m one of the co-founders, along with Mike Psaros and Eugene Keilin—the K, the P and the S. We started working together in 1991 when we had a restructuring advisory business. In 1997, after doing that restructuring work for about five or six years, we realized something was missing in that area: capital.

			There was a real market inefficiency: no private equity investors wanted to play in our space other than senior secured lenders. Wherever there’s a lack of capital, there’s an opportunity. Our view was that the manufacturing sector in the United States will always be robust, so there should be lots of opportunities for us, and we should have a relatively clear playing field. Our strategy is to invest in challenged manufacturing businesses and focus on controllable costs and things where we know we can make a difference. We don’t count on revenue growth or a market bailout.

			As we became more sophisticated private equity investors, we expanded the universe of companies that we look at. We went from a strict focus on cost and controllable costs to thinking more strategically. We would fix troubled businesses and sell them thinking we had done our job, but then we would see what other people would do with those businesses after we sold them. We started thinking, “We’re doing all the hard work, and they’re doing all the fun work. Why don’t we marry the two together?” We also started expanding geographically outside of the United States and Canada to include platforms in Western Europe and add-ons globally. We’ve learned a tremendous amount in over 30 years. We all have a real passion for this work. It’s been a lot of fun.

			
			

			Ted: I’d love to ask you about the market for these manufacturing-based deals, particularly over the last decade when so much has gone to capital-light businesses. What’s happened in the environment for these types of deals?

			David: The one thing that continues to be true is there’s a limited pool of investors that are interested in this sector. That hasn’t changed. What has changed is the manufacturing sector in the US has stayed relevant and robust through technology. It used to be that you’d go to a steel mill and there’d be 10,000 people working there. Now you go to a steel mill that makes the same amount of steel and maybe there’s 600 or 400 people. Significant increases in productivity have occurred, which is for the good of everyone. It’s eliminated the most difficult, painful, and unsafe jobs. That’s been a real positive. It’s also allowed the average wages in those industries to go up considerably.

			I don’t think that the pricing for deals has moved much. There are certainly some subsectors that are more attractive to investors than others: anything tied to electric vehicles has caught a lot of people’s attention and the multiples there have started looking like software multiples, which we’re not used to seeing. Multiples for the good old manufacturing businesses generally have not moved dramatically the way some other valuations do.

			Ted: Tell me about TaylorMade. 

			David: TaylorMade is a golf equipment company. They make golf clubs—which sounds so simple, except that golf clubs are divided into a few different types. In the 1970s, TaylorMade became one of the first companies to move from old-school wood clubs to  metal woods. That’s a big part of the business—probably 35% or 40%. Then there’s irons: good old-fashioned three irons through pitching wedges. There are four or five different types of wedges; and there are putters and golf balls.

			Those are the big categories. Some of the smaller categories are accessories like gloves, hats, and golf bags. That’s been the TaylorMade business from the get-go. For many years the company was independent; then it was owned by Salomon; and then it was owned by Adidas from 1997 on.

			Ted: What happened in the lead-up to your looking at the deal?

			
			

			David: They were the go-go years of golf. You’ve got to look at one man to explain how that happened: Tiger Woods. He changed the way everybody in the world perceived the game of golf. It went from being a stodgy old man’s game to something much more athletic and interesting. That led to a lot more people paying attention to golf; which led to a lot more people buying golf equipment; which led to more participants in the golf equipment world, bringing in the likes of Nike and Adidas. Before that you just had the very specific golf brands. 

			There were some very good years in the golf industry leading up to around 2013/2014, but then interest started to wane. The view was that it was a declining sport that was back to being an old person’s game—the demographics weren’t lining up well for the future, and there was not going to be any meaningful growth.

			Some companies—and Adidas was one of them—said, “Well, we’re going to just sell more stuff somehow. We’re going to boost share.” What they did—which is a lesson for all businesses, especially with a consumer product like golf clubs—is shortened the product cycle dramatically. New products were coming out way too frequently. It’s one thing if you have a huge technological leap that comes with each new generation, but they were basically repainting things, putting a different name on them, and then putting them back out in the market. That was a prescription for disaster. You end up flooding the market with the first product; then you’ve got your next one coming, so you’ve got to discount the last one before the next one gets there, and your margins take a big hit. Consumers get used to the idea that if they wait four months, they’ll be able to get a metal wood for 50% off. So they wait. 

			A vicious circle going the wrong way happened. TaylorMade was one of the worst offenders, but all the golf companies were doing it. Demand in the market was generally so-so, and you had the manufacturers acting in a way that they thought was rational from a micro perspective but from a macro perspective was quite irrational. 

			At the time, there were a couple of big announcements that cemented the market’s view that golf was a declining sport. There were a couple of high-profile bankruptcies on the retail side. Golfsmith went bankrupt; Sports Authority went bankrupt—while it was more broadly into sporting goods, it also had a bunch of golf products. A couple of small equipment manufacturers went bankrupt. Then Nike announced it was going to stop on the equipment side. Nike went from being just a sneaker and apparel company to being a golf equipment maker when it signed Tiger Woods at the turn of the century. It signed up a bunch of pretty good athletes, but it never had more than 2% or 3% of the market; I think they were right to exit golf equipment. At the same time, Adidas decided to do the same thing. With a couple of bankruptcies and a couple of the biggest sporting goods names deciding to get out of golf, everybody started thinking, “Oh boy—this is not going to be pretty in the future.”

			
			

			Ted: So as things were getting ugly, Adidas was looking to spin this off. What was attractive about the deal to you?

			David: The first thing is that, on a personal level, I like golf; and all kidding aside, some companies are more fun to look at than others. Even if this wasn’t the right deal, I would have taken a look at it because I’m curious about a lot of different industries and certainly curious about how the golf business works. But that said, even despite the mistakes it had made in the market, TaylorMade still was one of the top four brands in the world. It was owned by a soft goods company. When we see mismatches between core competencies of companies and non-core assets, those are the best ones for us to look at. Adidas and Nike are great at certain things, but making hard goods (golf equipment) isn’t one of them. 

			So that combination of things was intriguing; as was the idea that if everyone thinks golf is dying, it’s probably a good time to start looking at golf. The KPS way of thinking is a little contrarian in that way. In the 1980s and 1990s, everybody thought that manufacturing was dying, but we thought it was an opportunity. It was the same thing here: golf wasn’t going to die. It might not grow the way pickleball is growing right now, but golf’s not going anywhere. So if you can run that business well, I felt that there was a real opportunity. When we got the numbers, it was stunning when we saw how bad they were doing.

			Ted: How bad was it?

			David: It was shocking. In the worst year—which was 2015, the year they decided to try to sell the company—they had gone from a little over $1 billion in sales and a little over $100 million of EBITDA to below $600 million in sales and an EBITDA loss pushing $200 million. That was pretty staggering. Many people looked at it and said, “It’s not fixable.”

			Ted: How did you do your due diligence?

			David: We focus on the key drivers of the business. We spend as much time as we can with management, understanding how they think about the business. If we don’t have a ton of experience in a particular industry, we’ll bring in some help to think about the market and the growth prospects. We did that here and it was interesting. 

			
			

			You can commission surveys pretty easily, and it was fun. You design a survey to rank 10 attributes of clubs when you’re going to buy a golf club, and some things just pop out at you immediately. For example, the one thing nobody admits is that they care which pros play their golf clubs. It seems ridiculous to say “I buy a club because Rory McIlroy plays it,” but it really does move the needle. That was a tricky thing for us to get our heads around. How do you value those sponsorships and those relationships? How do you quantify them? How many do you need? 

			Back to how we did the diligence. When you see a company that has lost that much revenue that quickly, there are a couple of questions to ask. The first is: why? And the second is: what did they do to try to offset it or fix it? What often happens is that infrastructure lags reality by a couple of years. You’re still built to be a $1 billion revenue business, but you’re now $600 million, and you’re carrying the same overhead and the same fixed costs. 

			Adidas was making big decisions about what it could do and how it would price that were a couple of steps removed from the market. I think that’s where it got into trouble. A lot of it was trying to drive revenue with more new products. They got new products out every six months, but were stuck with so much inventory they had to discount it. So what should be a high 40% gross margin business at the club level is suddenly down in the low 30s or mid-30s.

			So partly we were trying to figure out if there was some combination of stopping bad behavior, right-sizing the cost structure, and carving it out from a soft goods company. Would those pieces be enough to turn this from a big money loser into something profitable that we could get a return out of? That’s where we focused our time.

			Ted: How did you get comfortable with each of those three key issues?

			David: The big one was the product cycle. The good news is that a guy named David Abeles, who had worked at TaylorMade earlier in his career, was brought back by Adidas in 2015 to help rethink the business and sell it. Although he had worked there in the past, David wasn’t burdened with the justification of bad decisions. He’s a very marketing-oriented guy, and we are more cost structure-oriented. That combination was very good because he could temper some of our instincts in terms of reducing certain expenditures, and we could temper some of his instincts in terms of making significant expenditures. 

			
			

			A lot of stuff like that has to do with the quality of the information that you’re getting. If you don’t have good information flowing between your salesforce and the market, and between your supply chain and the people who are making the product, you’re going to end up with weird imbalances that cause you to do bad things. So part of it was putting in place systems and structures to ensure the information was flowing in the right way, so that you were ordering from suppliers based on actual market feedback as opposed to ordering 10 million drivers and hoping for the best. If you improve the quality and the timing of information, that puts you in a better position to make proper decisions. All these things build on each other.

			As we started seeing all the pieces through the diligence process, we got comfortable that there was a business plan here that made sense even without incremental growth in the market. We felt that TaylorMade was underweight in certain subcategories. For example, golf balls were totally dominated by Titleist. TaylorMade had something like a 3% share in the golf ball business, but they had a very high-quality ball—they just were not putting money behind marketing it. So we felt there was an opportunity. It was the same thing with putters: we felt that the technology that TaylorMade had on the shelf was quite good and that there were some real opportunities there too. 

			The diligence sessions were interesting—they were extremely sensitive about the point in the process at which they would open the curtain and let us see what was in the cupboard for the future, because those were the crown jewels. That was one of the all-time great presentations where you got to walk through product line by product line, year by year, and see what those launches would look like. 

			TaylorMade had just come out with their Stealth 2 metal wood—the second generation of the Stealth family—and there were some technological improvements. As a consumer, you think, “Wow, this is state of the art. This is the best thing that there is—this is awesome!” As the owner of that company, you know that there are four generations coming up behind it that are more technologically advanced. We would always laugh, because if you look back at all of the marketing for golf equipment companies, each time a new driver comes out, it’s like, “It goes farther. It gets the average player an extra seven yards.” At some point you’d say: “Okay, well that’s been going on for 20 years. So if you’ve got seven yards in each of 20 years, you should be literally hitting the ball a mile right now.” There’s a fine line between real improvements and the marketing that you put around them to make them appealing.

			
			

			Ted: You mentioned that Adidas went to sell this in 2015, but you didn’t buy it until 2017. What happened in those two years?

			David: It was wild in the end, but it all turned out for the best. We first heard about it at the end of 2015. Adidas put out an announcement that they were considering strategic options for their golf business, so our antenna went up. They hired Guggenheim Partners to do the sale process. Our coverage guy there spoke to us early about it and gave us a heads-up. The confusing part for them was that they weren’t quite sure what they were selling. Were they selling this high-quality premium branded business? Were they selling a turnaround? Were they selling it with a management team? Were they trying to tuck it into some other enterprise? So they weren’t quite sure who the target market was. They went very broadly—and when I say, “very broadly,” I think they would have sent a book to anybody who asked.

			I know they reached out to well over 100 different buyers all over the world. The sense was, “Golf is very big in Japan, Korea and Europe—so go everywhere.” I think what happened was they would get feedback throughout the process that made them feel like some party was really excited about it, and then they would focus on that party. It was not a disciplined process, and it went on for a year and a half. Apparently, there were some parties out there that were all over the place who would keep pursuing them. 

			At some point Adidas had a change in CEO. The new guy came in and said, “I just need to be done with this. We’re making money hand over fist in the apparel and footwear business, yet every time I get on an analyst call, I’m talking about this golf equipment business that’s irrelevant to us overall and losing money. That’s all they want to talk about.”

			By the time he came in, they were focused on finding a buyer who could actually execute and get it done. There was a guy named Andy Taussig—a former Lehman guy; he had that early 1980s banker feel to him—who was always trying to talk us into doing this. He said: “You know what, David? You can’t be $50 million too smart here. It’s all going to work out; it’s all going to be fine. Don’t try to cut it too close.” And in the end, he was right.

			
			

			Ted: What did the financials of the business look like when you bought it?

			David: The good news from the deal lingering on the way it did is that under the leadership of David Abeles, they stopped doing some of the bad things. If they’d lost close to $200 million in 2015, by 2017 it was more like $50 million. That was good to see. The first generation of their M series came out around that time, and it was very successful. We signed the deal with them in May 2017 and closed in October.

			It was a good thing that the deal had taken as long as it did. It gave us a chance to see how the management team performed up close. When you have a three-month window in an M&A process, you barely get any sense of whether people can hit their numbers. If you’re at it for almost two years, it’s hard to hide. 

			Ted: How did you think of pricing that deal?

			David: That’s a great question, because there were no earnings. Even on the asset side, I would describe it as an asset-light business. Most of the manufacturing is contracted with suppliers. They have a headquarters, they have a ball-making facility, and they obviously carry a bunch of working capital. The way we thought about it was, “It’s been losing a bunch of money, but when you normalize it for what we feel highly confident we can do, what does that stream of cash flow start to look like and how should we think about valuation in light of that?” 

			We started coalescing around a number in the neighborhood of $400 million. The idea was that we were purchasing this thing around the working capital value. And importantly, you couldn’t finance this business. There was no cash flow, so there was no syndicated loan market. They did have inventory and receivables, so you could borrow some money on that, but we viewed that part of the capital structure as working capital. 

			There’s a big swing seasonally in this business, so you want to have a facility that allows you to breathe up and down. We said, “We’ll put up X of equity and the rest of it you guys have to do. Take a seller note and we’ll give you an earnout if we exceed certain measures in the forecast. If not, you won’t get that.” Initially they didn’t like that, but they came around to it. So we put up $175 million of cash for the deal. Adidas gave us about a $100 million note, there was an earnout and that was it.

			
			

			Ted: At the end of that two-year process, were you competing in the bid or were you the last one standing?

			David: We were the last one standing. I like to think that they loved us, and they wanted to sell it to us. I think the management team came around to supporting our bid and enjoyed working with us. But I think from Adidas’ perspective, they wanted someone who was not going to screw things up, because there was a lot of interconnectedness between the core footwear business on the golf side and the TaylorMade golf company. So it had to be somebody who they trusted could handle the separation and set this business up to be independent. That was a key part of it. But I also think that, as we saw in the first year and a half of the process, it always felt to them like somebody somewhere was about to throw $1 billion at them, and they would keep chasing that $1 billion.

			When the new CEO came in, they focused a bit more, and I think they realized that getting the last dollar wasn’t the most important thing. They needed to make sure it got done effectively, efficiently, and with a buyer that wouldn’t embarrass them. 

			In the end, we had something like close to 500 contracts that we had to manage through. Some of them were transition services. All the athlete contracts were shared contracts. We had to split some of those things up and allocate how much Adidas was paying them and how much TaylorMade was paying them. It was messy and it took a long time to get it right. When we closed in October, our transition services ran for 18 months after that.

			Ted: Once you bought the golf equipment business, walk me through what you did, starting with that manufacturing supply chain expertise that you guys have.

			David: They had one manufacturing facility in South Carolina where they made balls. Everything else was contracted out. They were all Asian suppliers, and the general approach was, “We’re going to design this thing and then when we are comfortable with the design, we’re going to throw it over to the manufacturers, order 2 million of them, take delivery, and distribute the way we want to distribute.” We worked with them to integrate the supply chain way back into the product development process, so that while you’re thinking about the product and the design, you’re also making sure that you can manufacture at scale, working out how much materials you’ll need, and getting a much better sense of what it will cost to make.

			
			

			That was a big part of it: integrating forward and backward with the supply chain and making them much more part of the team; treating them like owned suppliers; holding them to metrics in terms of productivity, safety, and quality in the same way that you do with your own plants. 

			We had some KPS folks go to suppliers and work with them on different continuous improvement projects and safety. At KPS, we have an award that we give to one company in our portfolio each year for the biggest improvements on safety metrics. By the second and third years of owning TaylorMade, they won the best safety metrics. They took it very seriously. Things like that really start to make a difference and have an impact on the culture and how people think about the business, and that leads to good decision making, better quality, and better on-time delivery. 

			Also, this was a division of a very big company. Divisions of big companies tend not to have sophisticated finance departments. They tend not to manage cash. They tend not to focus on working capital. That was very much the case here. When they needed money, they picked up the phone and called Germany, and Germany would yell at them and send them money. What we needed was a true standalone finance department that was sophisticated and global. 

			Ultimately, we brought in a new CFO, and we built de novo a very sophisticated tax function, a cash management function, and a control function. We moved the cash conversion cycle up something like 25 days in two years. That made a big difference in freeing up cash. That was partly because of the people, but it was also getting the right systems in place. 

			Ted: What did you and David do about that new product cycle that had been too accelerated for the market?

			David: The real pressure was the need to prove that there’s something about a new club that makes it different enough that you can build a story around it and get consumers to want to buy it. The first step was extending it a bit time-wise. The second was having the discipline to make sure that we could tell a story around it. The TaylorMade guys are awesome storytellers. We looked at what they were doing in digital content and media, and didn’t touch it. We watched it because it’s fun to watch, but it’s not something that we could add value to. 

			Ted: You mentioned that the balls had just a 3% market share. What did you do to try to drive volume growth or market share growth on both the clubs and the balls?

			
			

			David: At a base level, the product has to be good, and you have to tell the story behind it. TaylorMade had a stocked cupboard of technology coming out. The golf ball was a very good golf ball that they just never pushed. They’d looked at Titleist and said, “We can’t compete. They have 55% market share in the segment of the ball world, and they have all the pros.” And it’s true that Pro V1, which is Titleist’s flagship ball, even mediocre golfers who can’t tell the difference are like, “Oh yeah, I have to hit Pro V1.” We had to make sure we had the product, put it out there in the right way, get players to talk about it, and put marketing money behind it.

			TaylorMade fairly early had a couple of big signings of athletes: Tiger Woods and Rory McIlroy. Tiger didn’t switch to the TaylorMade ball, but Rory did. And his first news conference when he explained why he focused on the ball was pretty impressive. We also signed Ricky Fowler for a ball contract and he has a huge following. 

			We also took a look at the universe of marketing spend on athletes. Working with the management team, we completely flipped the approach. In prior years, they were very focused on driver count: “How many drivers are in play at the Waste Management tournament this week?” They wanted to be able to say, “We have the most.” So they’d pay anybody to use the club as long as they were in that tournament. They had something like 400 players under contract, and they weren’t moving the needle. 

			So we said, “We’re going to reduce the spend in absolute terms, but we’re going to flip it to people who actually move the needle.” We focused on the players’ social media following. Instead of asking, “Who seems to have the biggest name?” or “Who’s the biggest draw on TV?”, we asked, “Who has the biggest audience on Instagram or Facebook?” That’s had a big impact. 

			Ted: What were some of the other key initiatives that you did with the company during your period of ownership?

			David: Another big one was thinking about sales and marketing spend. If you own a steel mill, you don’t spend a lot of money on marketing. But if you own a golf club company, you spend a lot on marketing. When we bought the company, they spent an insane amount—20% of revenue. You can’t do that. As the company shrank on the revenue side, they didn’t reduce their spend much. We had them focus on both the absolute dollar spend and the return on dollars spent: by the time we sold the business, that 20% of revenue for marketing was down to 11%, and revenue went up dramatically. 

			
			

			In one of the early meetings, their head of marketing, Bob Maggiore, was asked to defend why they were spending 20% of their revenue on marketing. And I said offhand, “Boy, that’s a big piñata for us.” So the running joke was that his marketing budget was a piñata. When we closed the sale, Bob sent me this actual pinata of a little TaylorMade guy filled with golf tees instead of candy.

			Another thing that was stagnant for many years was pricing. There was a real fear of breaking certain thresholds. A driver, you stop at $399 or some level like that and you cannot get people to pay more. We pushed very hard, saying, “Look, you’ve held that price for five years; now you’re adding all this technology and putting a great story behind it, yet you’re continuing to sell it at the same price. How do you know how elastic the market is here?” 

			Under our time of ownership, the top driver went from under $500 to well over $600. That’s all margin right there. The key price driver was a combination of discipline in terms of the product cycle and making sure that you’re not discounting. We’ve probably picked up 10 margin points just by reducing the discounting that had to happen because we had too much product in the system. The pricing, supply chain management, and information flow are all key foundational points of how this business became better.

			Once we had those foundations right, we were able to focus on building ball market share and on where we were underrepresented geographically. We were powerful in North America but underrepresented in Asia, so we started putting resources into Korea and Japan and started building the international business. The other thing was e-commerce: that was around 3% of sales when we got there but was pushing 15% by the time we left. And the margins on direct-to-consumer are five to ten points better than going through normal wholesale channels.

			Ted: When you add up all those changes, what happened to the financial performance of the business?

			David: It changed dramatically. When we were selling, the EBITDA was pushing toward $200 million. In 2015, it was somewhere in the minus 150-200 range. The market flipped; and we haven’t talked about the impact of Covid-19. In March 2020, we literally didn’t sell anything. Everybody was in absolute panic. March and April, I can’t remember what the actual dollar number was, but the sales were shockingly low. We were concerned about viability, but then suddenly everybody wanted to do outdoor, socially distanced sports. We went from being nervous if we could sell anything to: “Oh my God, ramp up the supply chain! We need product—get product out as fast as you can!” 

			
			

			So there was a big pickup in 2020, and then everybody asked if it would sustain. The growth rate didn’t sustain, but the game of golf is still in really good shape. A bunch of people came back to golf during the pandemic who had left it; and others who had never played it said: “This is actually a pretty great game. and it’s fun to be outside and walk around for three or four hours.” So I think there’ll be nice, steady growth. The most interesting thing is that the baby boomers are aging into retirement, which is when people play the most golf. At the same time, a whole new generation of people in their 20s have been exposed to golf because of Covid-19 and will pick it up for the rest of their lives. That’s good for the game.

			Ted: So you completely turned around the business and you had the opportunity to ride some of that growth, but you chose to sell the business. What informed the decision to sell?

			David: One factor is that we try hard not to fall in love with our companies. We become very attached to the businesses, to the people—and particularly this one for me was a little bit of a passion thing with the game of golf. But we also know what our jobs are here, which is to get the returns back to our investors at the right time—and sooner is always better. We looked at what was going on; we looked at where the numbers were; we looked at historically how golf brands cycle a little bit—one minute Callaway’s on top and they ride it out for a couple of years, and then TaylorMade’s up and then Titleist’s up.

			By 2021, TaylorMade had three really strong years. The company was in great shape; the brand was in great shape; the products that were due to come out were great. Our view was, “Let’s not try to hold on to this for too long. We’ve got a huge success here, and there should be real interest in the market for someone to buy this, so why don’t we take it out?” We hired Morgan Stanley at the end of 2020 and went into the market in 2021.

			
			

			Ted: What did you find when you went into the market?

			David: It was still very much in that Covid-19 bump, and you had a bunch of people who were cautious about the future growth. You also had others who would say, “Hang on: these guys paid less than $400 million and now I’m looking at—what?!” So some people didn’t want to be on the other side of that trade when they were a little uncertain about what was coming. We didn’t have as much intense interest as we hoped. We had a lot of initial interest, but then as we narrowed it down, there were only a couple of parties that were gung-ho about owning the asset.

			Ted: How did you maximize the value of your sale?

			David: By running a pretty disciplined process. I was prepared to hold the business longer if we didn’t like where the value was coming out. We had a recap proposal from our banker where we could have realized a 4× return just by doing a recap on it, so we felt confident that if we had to hold it, we would do just fine. We were disciplined about that, and we managed to have a couple of parties in the process that bumped up against each other. In the end, we all felt very good as to where the value ended up. We haven’t put out the actual numbers and are reluctant to do so, but they’re out there. It was a great outcome for us. 

			I think there were parties when we were looking at TaylorMade at the beginning that wondered what we were doing: “Why is KPS in there? These are the hardcore manufacturing guys. What are they doing in this branded business? They’re going to get clobbered”; or “They’re doing it just because they like golf” or something like that. It was very satisfying to us to say, “No, this was a good old-fashioned turnaround. And by the way, we’ve done a bunch of consumer businesses, and last time I checked consumer products have to be made somewhere. They are manufacturers too—it’s just a different end market.” 

			One guy who runs a private equity firm that looked at it told me, “I liked it, but I was afraid that if we did this, it would be perceived as a vanity project by our investors. It was such a mess that we just didn’t want to take it on.” I loved hearing that! From our perspective, we felt that we had put together a business plan where, if we worked with the management team and made the right moves, we could turn this into a very successful investment. And then it got turbocharged by the strength in the market, which we obviously didn’t anticipate.

			Ted: What was your biggest lesson learned from this deal?

			
			

			David: Know what you know, and give space to the areas that you don’t. That’s why I feel working with the TaylorMade team was such an effective partnership. I looked at what they were doing on the marketing side and the product development side; those are not things that we’re going to naturally weigh in on. We helped them with the areas where we can really be helpful. We’re not going to help them design a new golf club, but we’re going to help them think about and put in place a process for product development that is way more efficient than what they’re doing and is going to get product to market more quickly.

			So we gave them their areas and let them focus on those, and they were completely open to our input and advice in the areas where we felt most competent and had the strongest opinions. That combination is what you look for in an investment and in a working relationship with the management team.  It’s all about mutual respect and understanding who knows best about what types of issues.

			Ted: One last question for you: what’s your favorite aspect of private equity?

			David: It’s got to be the variety. I love this business. I can look at any business that makes something. It’s exciting to be able to look at that variety of businesses and to feel that, after doing this for 25 years, KPS has developed an approach to investing in these types of businesses that has been proven to work and that is applicable, whether it’s golf clubs or auto parts. I love that; and I love the aspect of working with different management teams, getting to know them well. And then my partnership here has been phenomenal over so many years of working with these people—they’re family. The private equity business for me has been totally life-changing and wonderful.

			

			
				
						32
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			Chapter 16: Private Skiing and a Public Mess 

			Yellowstone Club by Crossharbor Capital Partners
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			The Yellowstone Club (YC) is an exclusive members-only ski and golf community nestled in the pristine mountains of Big Sky, Montana. Created by entrepreneur Tim Blixseth in 1998, YC became a private sanctuary for some of the world’s most successful businesspeople, entertainers, and professional athletes to enjoy an unparalleled, extravagant skiing experience. It gained in prestige and grew its membership base to reportedly include Bill Gates, Tom Brady, Justin Timberlake, and a host of billionaires. The late Warren Miller, the legendary ski film producer, was a regular resident at YC as well. 

			Behind the scenes, however, YC was a financial disaster. Blixseth spent extravagantly, and the business was losing $24 million annually on operations alone. At the same time, YC became a case study for the worst lending leading into the financial crisis. Credit Suisse had a large structured credit business with an insatiable appetite for loans that met diversification requirements. It saw an opportunity to put money to work at YC and provided a $375 million loan with no covenants. Blixseth immediately paid himself a dividend with the proceeds, excluding his equity partners from the payout. His misdeeds came to light through a messy divorce proceeding and a lawsuit brought by the equity partners, which included Tour de France cyclist Greg LeMond. 

			YC member and real estate investor Sam Byrne from CrossHarbor Capital wanted to continue the unique member experience. He saw an investment opportunity in the distressed situation: a good business encumbered by a bad balance sheet. CrossHarbor negotiated to buy YC for $450 million in 2008, but the Blixseth divorce prevented the sellers from closing the transaction. In a stroke of good fortune for CrossHarbor, the financial crisis hit and YC filed for Chapter 11 bankruptcy.

			CrossHarbor waded through a complex bankruptcy to win the asset for a fraction of the price it was willing to pay before the filing. It purchased the fifth-largest ski area in the US, including 16,000 acres of land, 40 miles of roads, and a self-contained town for $124 million. Once it owned YC, CrossHarbor restored the club to its former glory. The firm resuscitated YC’s reputation, grew its membership, doubled down on amenities, returned YC operations to breakeven, and developed and sold hundreds of real estate units to new members. CrossHarbor invested heavily in local real estate outside of its YC commitment as well.

			The YC deal offers a behind-the-scenes look at the ultra-wealthy, alongside a transformative owner that shed YC’s past excess and thrived in creating a premier destination for the foreseeable future.

			
			

			My interview with Sam Byrne took place on April 5, 2023.

			[image: ]

			Ted Seides: Tell me about the background of CrossHarbor.

			Sam Byrne: CrossHarbor is a real estate private equity firm that I founded with my co-founder, Bill Kremer, 31 years ago. We do all different types of private equity real estate investing and manage about $7 billion of equity, heavily focused on distressed and opportunistic investing.

			Ted: How do you think about your style of real estate investing?

			Sam: We’re not looking to buy the market. We are a high-yield lender and somewhat property type agnostic. We look for the best possible attachment points in collateral, whether it be in debt or equity, and try to get high yield and relatively high multiples. There’s lots of competitors that are trying to drive higher internal return rates (IRRs), but don’t try to achieve the multiples that we seek. We’re trying to do both, and it leaves us as a relatively modest, specialized firm.

			Ted: Let’s dive into the YC deal. Can you give us a description of this asset and what it is—both the experience and the business?

			Sam: The experience—which is where I started because I was a member before I was involved in the business—is unique. It’s a private ski area that is as large as the largest ski area in the country, exclusively for the use of 914 family members who live there and have homes there. The whole property encompasses 16,000 acres; it has more than 40 miles of paved roads and its own complete support infrastructure: fire service, police, mountain operations, food and beverage management—you name it. It’s a self-contained town with one of the five largest ski areas in the United States that is completely private. Think about Beaver Creek and make it 40% bigger. Beaver Creek has 1.1 million skier visits per year and the YC last year had just over 70,000 skier visits in total through the whole season.

			Ted: How does that work as a business?

			Sam: It’s primarily a real estate business. If you think about the traditional private golf or beach club, the YC is like that with a private ski area. That’s unique in the United States, because most ski properties in the United States are on leased land that requires public access. The 16,000-plus acres that make up the YC are all private land that’s owned by the club. So you can have this private membership experience there with no outside restrictions.

			
			

			Ted: You mentioned you were a member before you got involved as an owner. Take me through the history of that ownership before you got involved.

			Sam: It seems like ancient history now, but the original founders were Tim and Edra Blixseth. They first started offering access to skiing on the property in around 1998 and then subsequently built lifts through the early 2000s. The property was extremely successful in the early 2000s, but a lot of people seriously questioned whether the business model could ultimately work on the operating side. It hadn’t been done before, so it was quite novel. 

			Its history prior to 1998 is even more colorful. The property is an amalgamation of land that goes back to the 1880s, when the railroads were granted parcels in checkerboard from the government in exchange for developing railways to get to the West and expand commerce throughout the United States. Those checkerboard land parcels exist throughout Montana. Blixseth succeeded, through two acts of Congress, in aggregating the parcels that became both YC and Spanish Peaks, an adjacent property in another county. He created YC as a private membership experience.

			Ted: What happened from the aggregation of the land to the formation of the club?

			Sam: The club was first offered to initial investors even before the lifts were completed which was probably a risky proposition. Early buyers there were putting up between $500,000 and $600,000 to make preferred investments and get access to a lot that would ultimately be built. Around 50 or 60 of those folks were the cornerstone members of the club between 2000 and 2004, when there was a more expanded real estate offering.

			Southwest Montana and the YC really took off between, say, 2002 and 2006. I went out originally in 2005 as a guest of a family friend and fell in love with the place immediately. This part of southwest Montana gets tremendously abundant and consistent snow that’s very dry, so it’s a great ski experience.

			Ted: So what went wrong?

			
			

			Sam: A number of things went wrong, which weren’t related to the property. The biggest tripwire was that the former owner—who had been bankrupt previously—was a really aggressive business guy and had borrowed $375 million from Credit Suisse First Boston in one of the most absurd loans that was probably ever issued. It was created in order to stuff collateralized loan obligations (CLOs) that Credit Suisse was creating with industry diversification across Standard Industrial Classification codes. They needed real estate loans, but there weren’t any real estate loans that fit the bill for this type of securitization. So Credit Suisse went out to developers that had long-term cash flows from land sales; Blixseth borrowed $375 million. The day he got the loan, he dividended it all to himself; he didn’t share it with his partners at the time, which owned something like 20% of the partnership. Then he went on an extraordinary spending spree trying to expand YC internationally, largely with a slew of personal assets. He was subsequently sued by his LPs, who were successful in going after him, and then ultimately got caught up in a nasty divorce.

			His wife got YC and was going to partner with us and Discovery Land to resurrect it and turn its reputation around. That was in the summer of 2008, but her financing was from a Lehman affiliate, and it was gone by September. YC was bankrupt as the world was falling apart in October. We came in and made a dip loan ahead of Credit Suisse at the end of November, got control of the bankruptcy plan, and ultimately, through a very complex bankruptcy over the course of the next six months, succeeded in reorganizing YC and taking it out of bankruptcy into new ownership in July 2009.

			Ted: When you looked at that asset, even before it was bankrupt, what did you see as the attractiveness of the opportunity?

			Sam: I believe in finding opportunities that can generate high multiples as well as IRRs. These large, covered land plays can be tricky, but if  they are bought at the right values and have unique characteristics,  they can provide exceptional returns over time. YC has proven to be  that for our investors. I also believed fundamentally that it was such a unique experience. The ski industry was in the early days of becoming consolidated, having suffered for many years through undercapitalized ownership. 

			What ultimately happened with both Vail as a public company and Alterra, is that the industry got recapitalized around the idea of consolidation, which started to drive significant volume to resort areas. It’s become an overcrowded experience: they have lift capacity issues at many resorts. Access to private skiing with perfect grooming and a much safer experience was unique. The club was an extraordinary asset for that reason, which is why I believed in the product ultimately selling.

			
			

			Ted: What did you see as the risks in the deal?

			Sam: When we bought the deal originally, it was a huge consumer of cash. First, a lot of the amenities hadn’t been completed. We have ultimately spent more than $600 million on ski expansion, restaurants, amenities, performing arts facilities, new fire and security facilities—you name it, we have it there. That required a tremendous amount of capital investment; and YC was losing money hand over fist when we took it over. The club was losing something like $18 million a year, and we did not predict it to break even on operations until it got into the 700-member range. Between those two factors, it required a tremendous amount of capital.

			Ted: So you’ve got a money-losing asset that needs a tremendous amount of capital, but also a great ski experience. How did you map out the potential upside?

			Sam: We had 650 to 700 homes to sell. Each of those residential density units already generates a certain amount of profitability after the cost of infrastructure. We did a couple of things differently than what most people would do. First, we concentrated the vast majority of the 500 or 600 units that were to be built in a more urbanized setting and created built product where the margins were considerably wider. We also capitalized the deal to be able to create speculative product. We built spec product at the right time in the economy for it to be sitting there when very little in the ski market nationally had been built. Most stuff was still reeling or being worked out from the 2008, 2009, 2010 timeline. By 2012, we had product on the ground, and we had an ample, willing buyer population.

			Ted: Walk me through what you went through to acquire the asset. You mentioned that before the financial crisis hit, you were involved in conversations to buy it alongside Discovery Land with the original owner. What did the economics of that look like at the time?

			Sam: Before 2008, we were interested in buying it for somewhere in the mid-$400 million range. We had an agreed-upon price. Ultimately, the seller was unable to deliver on closing the deal—which may have been one of the more fortunate things that happened for us. But we had it capitalized and we were prepared to close in April 2007. 

			
			

			We had lent some money to both the husband and wife to keep the operations going at the club and had taken a significant amount of collateral. We had also put some things in place that in bankruptcy would give us protections, provided they survived executory challenges in the Ninth Circuit. We had a lot of experience in bankruptcy, and we were successful in that.

			We ended up having a significant seat at the table. Credit Suisse was facing down a very significant loss in the bankruptcy, and they fought tooth and nail to try to keep control of it. We had powerful people on the phone for hours a day. They were so committed to their family’s experience at YC, and they weren’t going to let Credit Suisse take that away from them. I recognized that was the constituency, because they had $4 billion or $5 billion of home value on the ground. They were the ones with the biggest seat at the table—not Credit Suisse with $300 million or me with a couple of dip loans in the thing. 

			That’s where doing a case study on this would be so interesting, starting with why Credit Suisse started to create these loans. They did 17 of them and 16 failed. I couldn’t figure out why they were fighting us so hard in bankruptcy; it was largely because they didn’t want to set a precedent, as they were being sued by the largest CLO note buyer in the country over these loans. Ultimately, it turned out that they were committing fraud throughout the market. And then when they got caught, they tried to move the origination to the Cayman Islands—it was pretty dastardly stuff.

			They also didn’t understand the nature of what they had for collateral in Montana. Montana is one of the few remaining Farm Act states. During the Depression, a number of more agriculturally oriented states put in restrictive foreclosure rules around parcels of land that were larger than a single family. So in Montana, anything over 160 acres has to go through judicial foreclosure for two years. As a result, it’s very hard to get clean title through a conventional foreclosure on a large parcel of land. This was something that Credit Suisse had missed. They tried to have an accelerated liquidation and bankruptcy, which would have shut YC down. The judge saw through it in the bankruptcy court. Ultimately, we succeeded in getting control over the Chapter 11 case and taking it through a successful reorganization and sale.

			
			

			Ted: Once you owned this back in 2009, you mentioned there were 700 homes for sale. And you also had to maintain the ski mountain. How did you set out your game plan for how to develop this out?

			Sam: I had a three-pronged strategy at the time. The first prong was repair and rehabilitate. YC had a bad reputation—I don’t think it could have had a worse reputation. A lot of vendors hadn’t been paid, so locally it did not have good standing in the community. As part of the bankruptcy plan, the general manager and I delivered checks to virtually every single creditor for 100 cents on the dollar, which was extremely unusual. We knew we couldn’t function in the community if we couldn’t get that liquidity to the people that had been working at YC and building it.

			So we started out with repair and rehabilitate. There were a number of foreclosures and messy situations related to the former owners, and we spent the first few years doing nothing but cleaning those up. That was our goal. We did not expect to generate much revenue at all in the first few years. We wanted to clean up the mess.

			The second phase was product creation: coming up with a product that we thought people would gravitate toward. We created spec programs and ways to get people into custom homes in a very short period of time. So instead of building something that might take 24 or 28 months, we could get them into a home in 14 months. We worked with our partners at Discovery Land and all the great local architects in Montana. We did a lot of market study work, and created the product during that next phase.

			Fortunately, after about 2012, the world was looking better and people were interested in the product. The experience was extraordinary, and we continually reinvested in it. In my mind, the most important thing about the YC—beyond the membership and our extraordinary staff—is the ski experience: that’s what drives it. That’s what makes it unique. We have a fantastic team that works on the mountain under our esteemed mountain manager, who’s been there since day one, and we try to deliver the best possible ski experience all the way around. So we continued to invest in snow making, new lifts, and expanded ski terrain. We increased the ski terrain more than 30% into an entire new area so that as we grew, we maintained the experience of being able to ski right up to a lift, get right on, and get private powder.

			Ted: What was the third prong?

			Sam: The third prong for investors was monetization. After we had invested all this capital and YC was operating at breakeven, we started to distribute some of the proceeds from sales. Then property values exploded in the marketplace, and we were able to start generating significant cash returns. We’ve returned four and a half times our invested capital from the initial capitalization.

			
			

			Ted: Alongside the real estate, which is the driver of the investment opportunity, what did it take to create an operation that was burning $15 million a year to break even?

			Sam: We didn’t do a tremendous amount of rationalization on the operating side. We were comfortable losing money. Some of the stuff was pure waste from the prior owner, and we were able to take that out. We worked our way down each year by a couple of million dollars. 

			We added new memberships and have multiple revenue sources: when people come, they use the restaurants, take ski lessons, and do everything you would at any conventional resort. All those things are revenue generating. Interestingly, in a private club model, you almost assume over time that you’re going to lose money on food and beverage, particularly if you’re trying to run as many outlets as we run—more than 12 on the mountain—and you are trying to deliver a great food and beverage experience. But ultimately, that’s where your dues will help you subsidize those losses.

			We have revenues from operations, dues, our capital charge—which is your membership deposit when you come in, and real estate sales. We continually reinvested in the property for the first few years until we got the operating losses down to a manageable level and were able to spend money to continue creating the experience.

			Ted: How do you go about growing the membership base enough to make the economics work?

			Sam: The amount of work in curating new members can’t be overstated. I went to the original 260 members when we bought it out of bankruptcy and gave them all the right to co-invest in the deal. I also said to them, “Listen, you have to be part of the solution here—one and done. If every one of you brings one great friend, we not only make the club better, but we get to that breakeven operational standpoint.” So the membership all invested both emotionally and financially in succeeding. 

			What I gave back to them was infrastructure that they never expected. I built restaurants that were never promised in our business plan. There was a dramatic expansion of the ski terrain that wasn’t promised; expanded lift capacity; more snowmaking facilities; more summer experiences; a tremendous amount of infrastructure for retail and for ski operations in the new village core; and ultimately even a performing arts center that cost us $40 million and is used almost exclusively for charitable operations. We have performances there by top artists during the year, and the revenue that we generate from ticket sales goes largely to support our community foundation, which is one of the largest charitable organizations in Montana. 

			
			

			Those types of things were the real difference makers. When I talk about this in the context of our larger business, we think about catalytic change. You can look at the linear value creation that you can have over time just by building property value. But if along the way you can shift that line upward by delivering something unique that creates a catalytic change—like a performing arts center in a community that is something you can’t experience anywhere else—those things are very important for value creation.

			Ted: When you come at this with real estate investment experience, how do you figure out how to operate the business side of it?

			Sam: The typical golf club has a $3 million to $5 million budget. The budget of the typical Discovery Land beach club—very high end, a great golf experience—might be something less than $20 million. YC’s operating budget is more than $100 million. So you have to look at it quite differently than club operations. We looked at it as if it were running a resort business and built a whole infrastructure in Montana around that. It has a general manager and an assistant general manager, both with tremendous operational experience. We have a highly experienced CFO with a deep accounting staff. We have an entire development company of 60 people that operates the development side of the business with Discovery. On the operating side, we have everything you would expect from a large resort. Our head of food and beverages has come from one of the major resorts that’s running multiple food and beverage outlets at any given time, trying to deliver on quality while minimizing waste and making sure that the operations are running efficiently and smoothly.

			Ted: How did you figure all this out from your Boston home?

			Sam: YC reputationally had a lot of exposure for us and we knew this, so it required a face. It required us to spend an inordinate amount of time there during those early years. Either Mike Meldman from Discovery or I made a commitment to be out there every weekend during operating times so that we could meet with members, meet with prospects, be very close to the coalface of operations, and understand what was going on.

			
			

			I was particularly passionate about the ski experience and how that was delivered to the membership, so I was a frequent face on the mountain. Every weekend, every holiday, every time there was a school break, I was out there with my family working for the first five or six years of operations of the club.

			Ted: Now you’re 14 years into this, what’s transpired in terms of those 700 homes?

			Sam: We’re almost done. After this year, we’ll be down to about 38 homes remaining to be built, two-thirds of which are already sold; they’re in the last phase of what we call the Yellowstone Club Village Core. The construction started last fall and will go on for the next 36 months, but we expect to presell all the remaining homes. YC operates at a positive margin. I wouldn’t say it makes money, because all of that money gets reserved for future capex. The business model is that with the dues levels that are currently set up, we should be able to operate at breakeven and put money in reserve for long-term capital needs like lift replacements.

			We’ve just gone through a big capital investment cycle with roads and lifts. We want to have the club be perfect when we’re done developing there. Ultimately, this is a turnover club; so the club will revert to the ownership of the entire membership when we turn it over, which will be sometime in the next three or four years. I expect we’ll stay involved with some operating businesses related to the club that we will continue to own, but the members will own and ultimately govern the property for the long term.

			Separately, as we were building out YC and undertaking all the amenitization that was required outside the gate—expanding airlift; getting a downtown built in Big Sky; seeing a hospital built; getting a high school built so that our employees could stay there when their kids got older; getting community housing and workforce housing built—all of those things led us to make significant additional investments in Montana. Out of two other large bankruptcies, we acquired Moonlight Basin and Spanish Peaks, and we still have in those two communities 1,600 more homes to build. So we’ll be there for the next 15 to 20 years. Our development affiliate out there will continue. 

			
			

			We also bought all of what is effectively the downtown of Big Sky—Big Sky Town Center—which we’ve been developing for a few years as an amenitization strategy for the community. We saw that the community needed more food and beverage outlets outside the gate, more retail activity, more gathering places, community centers, which we were involved in getting built. It’s just coming up on its one-year anniversary. All those things have led us to become a much bigger player in southwest Montana. We have investments in community housing, in conventional housing and in the downtown of Big Sky, as well as hotels.

			We opened a $500 million-plus Montage Resort hotel approximately a year ago and that project continues; it has been extremely successful. We’ll open the first One & Only Resort in North America in late 2024, which is under construction right now—we’re super excited about that. So we’re deeply involved in things outside of YC.

			Ted: When you exit a deal like this that gets converted over to the membership, usually you think of buying an asset, there’s cash flow, and then you’re selling it hopefully at the same or higher multiple. In this case, it sounds like there may not be that type of exit sale event?

			Sam: The contrary is what you want: to make sure you leave enough in it so that it’s well capitalized going out the door. We’ve given that a tremendous amount of thought. Our profits have been coming out over the last five or seven years and will continue to as we monetize the remaining real estate, but ultimately there’s no residual value for us. It’ll be a slow winddown.

			We’re fortunate in having our other businesses in Montana because we can transition staff—particularly the high-quality development staff that we have—over to other things and not lose them in the marketplace. We’ll continue to have those teams in place until we’re fully built out, and we make a graceful exit as the developer. I intend to continue to be involved in the club for a long time, because I’m passionate about it. I want to make sure we do a great job with our exit.

			We’ve looked at a lot of club properties that were developed over time. There are only two examples of anything of this scale, and there are lots of lessons to be learned about how to do it well and continue to maintain property value for all the constituents out there. When I say, “the constituents,” it’s not just our homeowners; it’s first and foremost our extraordinary staff, but also the greater community. 

			
			

			YC sits within a county, Madison County in Montana, where we don’t touch the county by any roadway. We don’t use any direct services that are in the county. It’s one of the largest counties in the country and very sparsely populated, but we make up more than 75% of the tax base. We’re an important element of the southwest Montana community from all different perspectives—from employment and from our tax base—and we want to make sure that’s all maintained and healthy in the future.

			Ted: You alluded to some lessons that you learned along the way, both doing this and from the two other private projects of that scale. What were some of those key lessons?

			Sam: Delivering on the experiential part is the most important piece: the ski experience out there is what makes it special. We’re trying to be the Augusta of skiing. Somewhere that if you get an invitation to come, you’re going to take that invitation, and you know you’ll have an extraordinary experience. Summer or winter, by the way—southwest Montana is also a very special place in the summer.

			And then it’s being well capitalized. If you look at some of the failures in this space historically, institutional capital probably underestimated the cost of these projects. You cannot utilize significant amounts of debt, if any; and you have to be able to weather storms that come along. YC will probably go through three economic cycles during our ownership period by the time all is said and done. It’s been able to weather those cycles because it’s extremely well capitalized and was from the start.

			Ted: As you look at this, did it work because of trends that you saw that would allow the underlying economics of the real estate development and the ski industry to grow, or just being in the right place at the right time?

			Sam: We hit a unique time in the marketplace. As a distressed investor, we have to have conviction about doing things when people are fearful. Bill Kremer and I have always made the most money for our investors during times of crisis. When we started the firm, we had the Russian bond crisis and the failure of Long-Term Capital Management; and then there was the mini-tech crisis in the early 2000s; and then ultimately the global financial crisis, which is what led us to buy YC. We’re at a time right now when we’ll see opportunities like that again. But I’d like to think that the skill is recognizing a unique opportunity at the time and then having the conviction to go ahead and make the investment.

			
			

			Ted: When you have a private ski mountain that’s adjacent to a large, well-loved public one in Big Sky, how does the relationship between the two work? 

			Sam: We have a great relationship with Boyne Resorts, which operates Big Sky. We worked through the acquisitions of Moonlight Basin and Spanish Peaks, and ultimately consolidated those into the public ski area, which took a bunch of uncertainty out of the market out there between the various bankruptcies that were going on. I think we were extremely helpful to Boyne, and we have a great relationship with their management team.

			The public ski area at Big Sky is the second largest in North America—or certainly the second largest in the United States—and will soon surpass the largest operator in the combined Park City Canyons. It’s unique to have a town that’s dominated by two large employers, and we have to work collaboratively. We’re somewhat self-managed because we don’t have a municipality where we are, so we have to work with other employers and with the community to make sure that all the constituents can be successful. YC borders the mountain, and you can ski freely as a YC member from one to the other, which creates one of the largest contiguous lift service ski experiences in the world—more than 9,000 acres of lift service, skiable terrain.

			Ted: You can’t possibly have gone through those 14 years without some challenges along the way. You bought the YC from a bumpy place. What were some of the biggest challenges you faced in making this work?

			Sam: The time commitment was personally significant and probably weighed on my ability to make other investments during what was a unique time in the marketplace. But I have no regrets whatsoever there. There was probably some pressure on my family as well, dragging them around the country quite a bit. My kids are really competent and accomplished skiers and snowboarders, so for me that was one big benefit, as they always wanted to go. And my wife loved snowboarding, so she always wanted to go. So our winters were pretty well set.

			On the business side, it was extremely hard to get any construction financing in Montana. I’m a big believer in community banks and regional banks because they ultimately will put the time in to understand businesses more than the big money center banks will. First Republic Bank was a huge supporter of ours early on: it did our first construction loan at YC and then subsequently did all our construction financing over the years. It was a great symbiotic relationship. They met a bunch of great new clients and we had big loan and deposit relationships with them. 

			
			

			I do fear what’s going on in the world right now: a pullback by these growing regional entrepreneurial banks will have a major impact on the economy. We couldn’t get the money center banks to come out and give us the time of day. They all want to now—they all want access to our customer base. But at the time, they wouldn’t. First Republic was an extraordinary partner through all our businesses in southwest Montana. It’s important to the US economy that we have those banks out there.

			Ted: As you get closer to your exit on this great investment, what lessons have you taken from it that you can apply elsewhere in your business?

			Sam: Conviction during challenging times: having strong conviction about your business thesis, doing the hard work, understanding the mechanics of how something works, and doing all the diligence.

			We were very fortunate here in that we had spent a year studying the operations and real estate development potential of the club when we were trying to buy it before. So we had unique diligence. That also gave us tremendous experience around buying the other assets in the marketplace, because we were there on the ground; we understood how things worked; we understood what the consumer experience needed to be and how we could deliver it.

			In these deals, you have to be tremendously patient. Institutional capital sometimes doesn’t align well with 15 or 20-year investments. So we have different capital pockets that invest with us in these transactions that are more long term: covered land-oriented family offices and endowments that are looking for long-term multiples of capital, versus the institutional market that works, for better or worse, through employment cycles and compensation that are tied to formulas that don’t necessarily work over periods longer than 10 or 15 years.

			Ted: One more question: what’s your favorite aspect of investing?

			Sam: I’m a deal junkie. I love deals—and the more broken and the more complicated, the better, because that’s where real value can ultimately be mined. That’s where you get those large multiple transactions. We’ve proven that over time in our careers at CrossHarbor: the larger, high-conviction, thematic deals during challenging times are the ones where we’ve made the most money for our investors. That’s what I love: working on broken stuff that’s complicated and scares off the conventional investor in the marketplace.

		

	
		
			
			

			Chapter 17: The Large World of Small Businesses 

			Selective Search by Permanent Equity
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			The US economy includes over half a million small and medium-sized enterprises (SMEs). Collectively, SMEs comprise over 33% of US gross domestic product. These businesses generate a combined revenue of $10 trillion and employ 50 million people.33 Big deals grab the headlines, but a lot of action in the economy takes place in the massive universe of SMEs.

			Despite the huge opportunity set, SMEs are mostly left alone by private equity. Doing deals with SMEs is hard and inefficient. The work required to source, diligence, negotiate, transact, and operate a business is the same irrespective of the size of the company, so professionals seeking larger profits are inclined to focus on larger businesses. Additionally, as Brent Beshore says, small companies are usually small for a reason. They may operate in a small market niche, lack resources to scale, run on unsophisticated systems, ignore strategic planning, hold limited reinvestment opportunities, have customer concentration, or have no access to capital. Importantly, many SMEs are operated by a founder whose identity is tied to the business and who is critical to its success. Further, the messiness of companies make closing deals more challenging than in larger private equity transactions. Only 20% to 25% of SME deals close after a buyer has signed a letter of intent to purchase a business.34

			Search funds fill a small part of this gap. Each year, 50 to 100 young professionals graduating from an MBA program raise capital to search for a small business to buy and run. The attractiveness of the opportunity set comes from the inexpensive valuation multiple on entry. SMEs typically sell for 4× to 6× EBITDA—far less than the higher end of the private equity spectrum. The challenge, however, is that someone new to the business must learn how to conduct a search, close an acquisition, and run the business, all for the first time. Despite the challenges, search fund returns have been outstanding. The universe of search funds from 1984 through 2019 generated a 5.5× multiple and a 32.6% return to investors in aggregate.35 Still, the search fund universe is a tiny corner of private equity, having put to work only $1.4 billion in its history.36 

			Permanent Equity takes a different approach. Founder Brent Beshore describes his business as “anti-private equity,” buying businesses with no debt and no intention to sell. The firm’s investment vehicles have 30-year lives, effectively creating permanent capital to generate returns through long-term compounding. Permanent Equity adds a level of professionalism to its portfolio companies that the businesses cannot on their own, such as augmenting the leadership team, improving technology and systems, and enhancing service provider relationships. They avoid auction processes and seek out unusual, off-the-run businesses with special characteristics that others may miss.

			One example is Selective Search, the world’s highest-end matchmaking firm. While online dating has soared through apps like Tinder and Match.com, Selective Search takes the opposite approach. It applies an executive search model to help clients find love. Permanent Equity’s purchase of Selective Search exemplifies many of the characteristics of SME deals: a failed attempt to sell the business at auction, some weird characteristics, an uncertain exit strategy, and the need to professionalize the business to help it grow. On top of that, Permanent Equity bought Selective Search in 2019, just prior to the pandemic. The absence of debt on the business allowed it the flexibility to withstand an unfathomable and devastating environment for a business that brings people together.

			This interview with Brent Beshore took place on May 4, 2023.

			[image: ]

			Ted: Why don’t you start by giving us the elevator pitch on Permanent Equity?

			Brent Beshore: Permanent Equity buys companies that have between $3 million and $20 million of free cash flow—owner earnings, as we like to think about it. Typically, we write checks between $10 million and $40 million, and we buy typically between 51% and 80% of the company, although we will go up to 100% depending on the situation.

			
			

			These are small to medium-sized businesses. They’re successful; they’re good at what they do and maybe need help in the business of business. We’re agnostic to industry; some industries we like more than others. But they’re all too big to be small and too small to be big—they’re in this in-between, awkward teenager stage of business. That can be hundreds of employees or 20 employees—it just depends on the situation.

			Ted: When you’re looking at businesses across any industry, how do you assess the relative merits of the different businesses you review?

			Brent: What we’re looking for is, first, durability of the value proposition that they provide. In our swimming pool business, we joke that until people stop dipping their bodies in water for pleasure, we’ll be fine. People enjoying their backyards and wanting to build pools seems to be a pretty enduring thing, especially in the Southwest. With Selective Search, I think that people are going to be looking for love and romantic relationships for a while. I don’t think that’s going to stop. We think that’s a pretty good trajectory there.

			So we always start with the durability of the value proposition. Then we look at whether there is an ownership group we can partner with. Oftentimes it just isn’t a group of people that we could do deals with. And every transaction is hard. So it’s best to start from a place of mutual respect and a common understanding of where you want to go in the transaction, or it will never get there.

			Next, of course, is the economics. We’ve got to make sure that it will be worthwhile for us to get involved in the business. We look at the nitty-gritty of individual industries, and we can see there are some industries where we can add more value than others. If we can’t add much value, we’re unlikely to get involved.

			And then ultimately, price matters. What is the price we’ll pay? 

			Ted: The name Permanent Equity—what does that imply for what you’re doing with these companies?

			Brent: In many ways, we’re the opposite of traditional private equity. We’re buying with no intention of selling the business. We typically use no debt in our transactions. We like to keep the leadership team intact and augment it, and just try to treat people really well for the long term. That’s enabled by investors that give us their money for 30 years and certainly expect a return on that, but don’t set a timeline on when we have to liquidate assets. So we’re able to buy with no intention of selling because we have functionally permanent capital.

			
			

			Ted: Let’s dive into one of these portfolio companies, Selective Search. Can you describe the company for us?

			Brent: Selective Search is the highest-end matchmaking firm in the world. The team—including the founder, Barbie Adler, came out of executive search. If you’re looking for a CEO or a CFO, a high-up, important role in the organization, you’re going to hire an executive search firm. They’re going to go out and source candidates, interview them, have a lot of discussions with them, vet them, and bring you a shortlist. You’re going to collaborate with them on that process. It’s exactly like that, only for love.

			When I first heard about the deal, Emily Holdman—who leads our deal team—came into my office and said, “Hey—sit down and shut up. You’re not going to understand this business. Don’t say a word. Just let me keep talking for a while.” I thought there was no way. I’d never really heard of matchmaking. The only thing I had experienced at all was one episode of Millionaire Matchmaker that my wife had made me watch. And all the preconceived notions that I had about what a matchmaking firm was were destroyed when we got to know the business.

			Ted: So what was it that Emily said that changed your initial instinct on the attractiveness of this company as an acquisition?

			Brent: I was trying to think about what the business model would be. Are you hosting events and you have people come to mixers? I had all these preconceived notions from TV shows and movies; I thought, “There’s no way there’s a business here.”

			But then Emily said, “It’s matchmaking; but think about executive search. Would we ever get involved in a highly specialized, excellent executive search firm that specializes in a very unusual niche in the world?” Of course we would. That seems right up our alley. “And they’ve scaled well. It’s a professional firm—highly successful, independent of us. Would that be interesting?” Of course that would be interesting to us. “Okay—well, that’s what this is.”

			Ted: So how does it work?

			Brent: Exactly like executive search. As a client, you come to Selective Search and say, “I’m looking for a long-term, committed, monogamous relationship.” This is not a dating service. So that’s the prerequisite number one. Number two, you know what you want; or you at least have a ballpark idea, and maybe certain physical attributes. There’s also the intellectual side: what lifestyle do you want to share with this person? We even had somebody who said, “I lost my wife. We loved to travel the world. I want to remarry. I want to find somebody, but I love to play golf and I want the person who I am together with to be a good golfer. So not only am I looking for these attributes of age and geography, maybe educational background, but I also want them to be an under 7 handicap golfer.” That’s an example of a very selective search. And every time you put an attribute on the person that you’re looking for, you’re going to continually limit the pool—sometimes drastically so. The more difficult the search, the higher the price; and we get into some very unusual searches.

			
			

			Ted: Does the search typically come in from a man or a woman?

			Brent: Our clients are roughly 50/50. The client is the person who’s hiring the firm. We don’t take money on both sides of the transaction. We work for the client, as an executive search firm would. It would be unethical for a search firm to be on the payroll of people looking for jobs and people who are searching for people to fill those jobs. You’d be creating some bad incentives. We take money from the side who is interested in finding that person. And then we have a whole database, and we do outreach independently focused on whatever that need is.

			Ted: How does that compare with apps?

			Brent: There’s a lot of different apps out there. All of them automate in some ways and use algorithms to try to help people find each other. At the end of the day, whatever your desires are, there’s an app for anything you would want. But we think that the human touch, a non-digital interaction, provides a much better opportunity for long-term success. And I think that’s borne out in the numbers: 87% of the time that somebody signs up as a client of Selective Search, they end up in a long-term, committed, monogamous relationship. Experiences with apps are not even close to that.

			The people who hire us are busy professionals. They value their time. You don’t just get assigned a matchmaker who says, “I feel like this is the person.” That’s not at all what this is. This is a very sophisticated system. It is exactly like executive search, where you’re surrounded by a team of three to five people, depending on the situation, who are doing intense research: they’re profiling; they’re doing interviews on your behalf. This is a very professional process, completely different than going on an app and swiping one direction or the other.

			
			

			Ted: What’s the magic of that incredibly high success rate?

			Brent: They’ve been at this for a long time. They know what they’re doing. After 20-plus years, you learn a lot. And they’ve built very sophisticated systems. So why are executive search firms way better at finding executive talent than companies—even very sophisticated companies? Why do some of the top companies in the world use executive search? Because the executive search firm is better at finding those people than they are. They can do it more efficiently and more cost effectively; and the stakes are high.

			For love, it’s the exact same thing. The people who are hiring us are happy to pay a couple of hundred thousand dollars to find an executive for their firm, but they don’t want to pay to find love. When you think about it, it makes way more sense to spend the money to find the love of your life than somebody who’s going to work for you for a period of time.

			Ted: How do the economics of the business work?

			Brent: The price starts at $50,000, and we’ll often have contracts that exceed $500,000. The more specialized the search, the higher the price. If you’re a 45-year-old in Boston in finance and interested in finding the right person just down the middle, that’s probably going to be $50,000—maybe $70,000, depending on the situation. The more specialized you get – “I want an under 7 handicap golfer who I want to relocate to South Florida and travel the world with me”—that’s a very different type of search.

			We were between $12 million and $15 million in revenue pretty sustainably and heading up from there. In terms of annual basis, I would call it 125 clients. It can depend, of course, because if you have a couple of big clients, that will stop us from taking on quite a few smaller clients. So it depends on the situation. But that’s roughly where we were.

			Ted: How did you find the deal?

			Brent: We typically don’t participate in auctions. In fact, we tell intermediaries, “If you’re going to send this out to 500 people and it’s just whoever is the top bidder, don’t bother. That’s not the business we’re in.” What we do tell intermediaries is: “Just bring us your weird stuff.” 

			
			

			As a private equity firm or an independent sponsor or a search fund, taking a matchmaking firm to a group of traditional investors and trying to get bank financing is not exactly straightforward. If I had the reaction I had—and I’d like to think I’m pretty openminded, especially considering the breadth of businesses we’ve been involved in—I can only imagine what the response would be from a private equity firm, or a group of people who are used to investing in high-recurring revenue software businesses: it would be shut down immediately. 

			But for us, because we don’t have to sell and because we can take the long view on these businesses and not have to think about the sale process, we can look at the business in and of itself and work out how we can assist and grow the firm over time. It’s a very different pitch. 

			And that’s what Emily did. She was in New York visiting with some intermediaries and said, “What Permanent Equity’s really interested in doing is finding weird, unusual things—maybe even stuff that has a little bit of fur on it that we can work with them because of who we are and mitigate that risk.” And the intermediary said, “We’ve got one for you.” This was a business that they’d tried to sell once before; and sure enough, the buyers had taken them through a lengthy due diligence process, had promised a bunch of things, but couldn’t ultimately deliver on the equity or the debt. That’s pretty common in our area of the market. In our area of the market, it’s estimated that after a letter of intent has been signed, only between 20% and 25% of deals close—that’s a very small percentage of people making a commitment to close that actually close.

			As for us, we’re happy to take second place; we’re happy to come in and look at a deal that might have gone bust, because there’s lots of things that we’re doing so differently than traditional private equity that allow us to close when other people can’t.

			Ted: I’m hesitant to ask, but I think I have to: what was the diligence process like to make sure that what you were seeing in the stats actually worked?

			Brent: We did interviews with almost every single person on their staff. We looked at extensive files. This is a very personal process. I don’t want to get involved in people’s business. No one at the firm here knows who the clients are. We’ll know very broadly about the types of clients, but we don’t want to know whose love lives we are involved with—especially because we deal with not only lawyers and doctors, professionals, but also celebrities. A lot of people in the finance industry use Selective Search; we deal with some very wealthy people. So it was good for us to be able to very broadly look at their profiles; and then we were able to go and talk to some of the previous clients. That process was interesting to hear: what was good, what was bad, what could have been improved.

			
			

			The success rate was something else we had to verify. We had to go back and say, “Okay, show us all the clients that you signed up.” They showed us exactly how they offboard a client and what it looks like to renew a contract.

			The renewal process is also an interesting one, because renewal means you were unsuccessful—but maybe unsuccessful for the right reasons. Typically, a contract is a year long and limited to a certain number of matches. Most of the time, we don’t even get close to that time period and don’t even get close to that number of matches. It’s an insurance policy. But occasionally, somebody will get into a relationship and the clock will run out on the time and they’ll say, “You know what? It didn’t end up working out with that person, but I love what you guys did. I believe in what you’re doing. I want to work with you again. So can we do another contract?” The company’s happy to do that.

			So we went through and really diligenced the people. We diligenced the process. We looked at their technology stack. They did a full integration on Salesforce. This was not an unsophisticated backroom operation; this was a highly professionalized firm already, to which we believed we could add another layer of sophistication.

			It was also important to understand the talent base of the company, the power dynamics within the company, and the history of the company. All the things you’d want to do in due diligence. Once we made it past that, it was excitement about the future: what could we do together as partners? What projects did we want to take on?

			Ted: You mentioned a lot of the businesses you invest in are in their teenage years. What aspects of Selective Search did you see in that  research process that you felt you could really move the needle on?

			Brent: Sales and marketing was a big one. They were spending quite a bit of money on marketing as a percentage of revenue. If you have ever flown and looked at magazines, there’ll be matchmaking ads. Those are us. Selective Search is typically the buyer of those ads. They were spending a lot of money in magazines and traditional media. They had started spending quite a bit with a firm that promised online leads, but we could see that their lead conversion was not very good. So we knew there was an opportunity in the marketing and advertising space.

			
			

			The other thing was they had policies in place—and for very good reason—that meant they weren’t grading their leads. If a lead came in, a matchmaker would call them up no matter what. Even if the person was clearly unqualified, the rule was, “Look, we don’t know who’s qualified and who’s not, and we’ve got stories about how a person looked one way on paper but then we got them on the phone, and they were actually a great client.” So the policy of the firm was of covering all bases. As leads increased, that decreased the effectiveness of the sales team because the sales team was just trying to go out and shotgun everything.

			Ted: What did you see as some of the risks in the deal?

			Brent: The main risk is reputational. We connect people in a very personal, very intimate sort of way. We are coaching them and we vet them on both sides to be honorable and to be kind. But at the end of the day, love is messy. We were surprised that the firm has shockingly little controversy. But people get emotional, things happen, and people’s feelings get hurt. That was certainly a risk.

			But we got a lot more comfortable after understanding the vetting process and how detailed the interactions are. One big concern at the beginning was that we were participating in something that felt unethical. Setting up wealthy people on a bunch of dates wasn’t something I was personally excited about. But helping people find love—true, long-term, committed, monogamous relationships—I’m super excited about that. I think that’s a great value-add to the world. 

			One of the things we learned in the diligence process was how they handle moving on to the next match. Let’s say that you’re a client: you come in, and we give you the eight to 10 people that we think you’d be a good match out of the hundreds of thousands that we can look at and have vetted. You then get one introduction at a time. That introduction will be highly connected. We’ll be involved in the process: when are you going on a date; how are those interactions looking? We check in with you often. This is not, “Okay, you two go figure it out.” In some cases, we’re setting up the dates and helping plan them. So this is a very involved, in-depth process.

			And before you can move on to another introduction, you have to say, “Hey, I’m no longer interested in interacting with that person. I think that’s not going to go anywhere.” And the other person has to acknowledge that’s taken place too. It has to be a double opt-out on both sides; and we will not make another introduction until we’ve heard from both sides. You can’t be dating three people at the same time. It’s got to be one at a time, and it’s got to be completely committed and focused on that person.

			
			

			Ted: How do you think about the competitive dynamic with these apps or other similar services?

			Brent: There are other matchmaking firms. Matchmaking as an industry, if you want to call it that, is about as old as time. People have been trying to connect people to find love and marriage for a long time. So there’s a lot of competition. But there are very few firms that are in the same ballpark of what we do. There’s one in Europe and another in the United States. We match up very competitively with both of them.

			In terms of apps, we’re very unconcerned. Almost all of our clients at some point have used apps and experienced what a lot of other people have, which is you have to spend a lot of time, and you have to wade through a lot of garbage to maybe find some diamond in the rough. Now, a lot of people are happy to do that. It can be exciting. But I think that wears off pretty quickly. I have lots of friends now that are trying to get remarried or trying to get serious about love for the first time, and I don’t hear a single one of them saying, “Oh, man, you know what I absolutely love to do is go on Tinder. It’s amazing! Or match.com. It’s been a fantastic experience!” It just doesn’t happen. There certainly are people who have found love; but it’s always, “Ooh, I had to wade through a lot of stuff to get to the right person.” People who are busy and successful—which is typical of our client base—don’t have the time or the emotional energy for that. They’ve got a high opportunity cost on their time. So for them to be able to hire a team of people that can handle a lot of this stuff is a no-brainer.

			Ted: I’d love to turn to your acquisition of the company. What was the ownership of it like before you got involved?

			Brent: Barbie owned the business. It’s a traditional example for us of a great partnership. She came to us and said, “Hey, I own this business. I’m excited about the future of it. I don’t want to go anywhere. I love what I do. But I actually love the matchmaking. I don’t love the business side. So I need help in scaling the firm; I need help in adding professionalization; and I need help in recruiting top talent into the firm.”

			
			

			So that’s exactly what we did. We helped hire a CEO who runs the  business side, so Barbie can focus exclusively on matchmaking. It is a beautiful match between the two of them: it’s created a business partnership that we can help orchestrate, help scale systems, and add sophistication.

			Ted: What was the dynamic in negotiating a price for Barbie’s baby? She’s been doing this for decades. How did that play out?

			Brent: We started having discussions with the leadership team there and talking with Barbie about what she wanted, her vision for the company, and how we could get involved. We had to understand her motives. Many sellers will come to us and say, “Hey, I want this,” but in reality, they don’t want that; they want something else. So trying to suss out what Barbie really wanted long-term and whether we could be a good partner to her—that was important.

			It’s always hard talking about money; I’m not going to lie. It is a difficult process and we all come with different expectations. In the Selective Search deal, we presented two very different offers and said, “We’re indifferent to which one you choose. Here’s one that’s debt-free—we’re paying all cash at close; and then here’s another unitranche offer where we’ll supply the debt and the equity.”

			Barbie chose the one that had debt on it because she felt the debt was sustainable and it allowed her to roll over equity. We were the debt holders, so we felt like we were paid for the risk we were taking. And we had 100% of the cash flow of the company—even though we didn’t buy 100%—go toward us until the debt was paid off. So it provided us with an interesting opportunity to adapt to their needs and allow Barbie to roll forward with all the benefits of having debt on the balance sheet, but none of the drawbacks.

			As an example, during the Covid-19 pandemic, had we had outside debt on the balance sheet, we would have been negotiating with the bank. Everyone’s business fell off a cliff. Back in March, April, May, June 2020, no one knew what was going on. The economy shut down. If we had two or two and a half times leverage on the balance sheet at that point—which is child’s play for traditional private equity—even that would have been extremely stressful for the business and wouldn’t have allowed us to make investments that we needed to keep the business going. Because we were the debt holders, we were able to say, “We’ll payment-in-kind the interest. Stop all repayments. Don’t worry about it. We’ll set the debt aside and just let it tick over here.” That completely freed up the business to use all their free cash flow to keep staff employed and keep growing the business and reinvesting.

			
			

			Ted: How does the pricing work for a smaller business like this compared to what you might see in the broader private equity markets?

			Brent: When you look at the smaller end of the market, the typical range is between three and seven times free cash flow. Some people use EBITDA. Obviously, you’ve got a big variance in the cost of capital and capex in that equation. We try to normalize it to owner earnings—what really sticks to the business owner and is discretionary either to reinvest back in the business or for the business owner to distribute out. We typically pay in that four to six range, and Selective Search was right in that range.

			Ted: Once you owned the business, what were the different ways in which you thought you could contribute?

			Brent: We were able to add a level of professionalism to how the firm is being built long term. Oftentimes in these small companies, there’s a lot of overlap between roles in the organization; we can help separate those off. As a firm grows, you want to specialize. We can bring in specialty talent to focus on each key area of the business and upgrade all their systems, upgrade their banking relationships, and get lines of credit in place. We can get much more analytical about incentives for the team in terms of achieving the goals that we had set out for the firm.

			Each of those things sounds small, but it’s a lot of work. Each is a robust change in the organization. They were spending quite a bit of money with a marquee ad agency. I’m sure this ad agency does good work for other people, but we were just one small fish in a very big pond for them, and we weren’t getting the talent or the results that we needed. We went through a pretty arduous process of evaluating the agency and trying to work with them to improve their performance. We ultimately pulled the contract.

			We hired internally instead and used our team to its fullest. This is pretty common for us: in high-impact, low-frequency projects, we are happy to get involved. We completely gutted and redesigned the entire marketing program. We used some of the talent on our staff with experience in these types of activities to rebuild and rebrand. We changed a lot of the imagery. We tried to move it in a direction that we felt was more professional and long-term brand building.

			
			

			We also instituted a robust online lead generation program and did top grading of leads. We identified, through regression analysis, all the different factors that go into a good client. It turns out that about 10% of the leads yielded a high rate of clients. So we were able to create a tiering system where all the salespeople tackled the first tier first before going down to the second and then the third tiers. The lower the tier grading, the more automated the process. We installed an automated system that would respond first; and then if somebody went through a process there, they would be bumped up in grading. That combination really moved it in a positive direction.

			We’ve been partners with them since mid-2019, so almost exactly four years. And it’s been a beautiful thing. During Covid-19 it was tough. For a business that depends upon people physically seeing each other, that was not a good situation. But we were able to help them work through that. It was only six or seven months after we got involved that Covid-19 hit, and we were already working on a lot of these changes. But for a while, we had to hunker down, get lean, and try to figure out how to make it through.

			I’m proud of the team. A lot of our competitors just shut down at that time, laid off their entire staff, and planned to come back alive whenever people could get matched again. We took the opposite approach—a technology-first approach—and tried to pioneer new ways of saying, “Hey, you’re lonely. You’re isolated. Now is the time to embrace it.” We helped a lot of people during that period that never would have engaged with a matchmaking service and are now happily married as a result. That was a cool “never miss the opportunity for good” crisis, and it helped the firm in the long term.

			Ted: As you think about scaling, what does that involve in terms of the team that is in place or needs to be in place to execute?

			Brent: As sophistication of the firm has increased and the systems have increased, the ability for each matchmaker to take on new clients has also increased. The more organized we can be and the more professional we can make the team, the greater the capacity. So that’s been a driver of the business as well.

			
			

			It’s hard to say exactly how much a matchmaker can take on—it depends on the style. A $500,000 client is going to need a different type of service than a $50,000 client. 

			Ted: We’ve talked about some of the changes you made and the bumps in the road from Covid-19. Four years in, what are you thinking about doing with the business?

			Brent: We’re on a good growth trajectory. We feel great about the team. A lot of these businesses that we own, if you can compound over a long period of time and provide stability, the outcomes are fantastic for everyone: for the buyer, for the seller, for everyone involved. The holy grail for us here would be for matchmaking to become a core service that companies offered to employees, almost like an insurance product.

			If you think about it, the number one factor for happiness is being in a long-term, committed, monogamous relationship. Every study says that you’re healthier, happier, more productive at work. And yet we treat that—and for very good reason—as being taboo: “That’s your personal life. Keep your personal life at home. Don’t bring it into the office.” But we’re now seeing a shift in that. We’re hoping that Selective Search can capitalize on that shift, go to companies, and say, “The best thing you can do for a top-performing executive who is going through a divorce or a death is to be able, when the time is right, to offer them services where they can stay focused on work and enhance their personal lives. It’s an incredible gift to that employee and it serves the company very well.” So that is the next frontier and we’re starting to think about pioneering products in that way.

			Something else we’ve considered, but we’ve not yet explored because the core business has been so good, is potentially going down market. $50,000 is a lot of money as a starter, and it goes up from there. Let’s call it how it is: you have to be a person of significant means in order to access Selective Search services. The number one reason why people don’t choose Selective Search is the price. It’s worth it, but it’s still expensive.

			There are some things we have been experimenting with to skinny down the product in certain situations to offer a light program that could get that price down to maybe half or even less. This could then access another tranche of people that could benefit from the services.

			Ted: You mentioned similar firms, one in Europe and one in the United States. Have you thought about consolidation?

			
			

			Brent: It doesn’t particularly make sense in that we’ve got robust systems; we can hire more matchmakers; we can access talent; and we are growing the firm. Consolidation makes sense when it’s a fixed pie and you’re trying to add more slices of the pie to your side to get more synergies into the business. For us, it doesn’t really add synergies to buy other firms or to have mergers. There might be products that we could add down the road, but I think organic growth is more valuable than acquisitive growth. 

			We also don’t necessarily look at those companies as competition in the traditional sense. We want them to be successful. The more successful they are, the more successful the industry as a whole will be. The biggest competitor to using Selective Search is not that people go to another firm; it’s that they don’t use a matchmaker. We want to encourage more people to use a matchmaking firm and destigmatize it. That is the path to growth.

			Ted: How do you think about rolling out those marketing messages—whether it’s this new corporate product initiative you mentioned or just broadening people’s awareness of the business?

			Brent: We have marketing efforts that are directed at people in the moment that are interested in finding love, of course; but we are also trying to normalize what matchmaking is as an industry. We have robust PR campaigns—for example, you’ll see Barbie quoted in Forbes or the Wall Street Journal. It’s often around Valentine’s Day or something like that. It’s usually a cute, cheeky piece. But we’re trying to normalize that this isn’t a backwater thing that you should keep hidden. This is something that should be celebrated in the same way as finding great executives for a company. There’s nothing weird about it. It just happens that you’re finding people for a different context.

			Ted: What are the circumstances that might prompt you to decide to sell?

			Brent: If we got sideways somehow with the leadership of the firm. We have a great relationship with them. Barbie has become a dear friend. We love working with them. But ultimately, if they didn’t feel like our involvement in the firm was healthy, productive, and value-added, we don’t want to be partners with people who don’t want to be partners with us. So that would be one reason we might sell.

			Two, I could imagine a scenario where somebody else could be a better owner of the firm than we are. A lot of dating apps have tried to roll out high-end services through the years and all of them have failed. It’s a very different business; a very different mentality; a very different set of circumstances and systems that you have to build. And the talent pool you need to access is completely different.

			
			

			I could see one of those dating apps coming to us and us having a frank discussion among the ownership group and asking, “Do we think that we would be better off with them as an organization, to help serve more people? And would we still be able to maintain autonomy if we went with one of those?” That would be an interesting approach. We have had some discussions with people in those organizations, but it’s never got to the point where we’ve had to make a decision. So we’re happy to continue growing the business.

			Ted: What are the biggest lessons you’ve learned from working with this company?

			Brent: The power of relationships is unbelievable. No matter how important I think relationships are, they’re always more important. Even though we hadn’t owned the business for very long, we’d spent quite a bit of time together prior to the pandemic and things got really tough during Covid-19. It was stressful, and it was an early testing of our relationship with Barbie and the team. 

			What they found in Permanent Equity was a firm that would support them through thick and thin, be long term and generous when it didn’t have to be, and do everything possible to help make Selective Search better. And what we found was a team that was committed to building the business, that cared deeply about their clients, and were going to be great partners for the long term.

			I really feel that test paid off in subsequent years in building trust to make changes and try new things. And by the way, every time you try new things, there will be failures. If you’re not failing as you’re building, you’re not taking enough risk. So that’s down to the power of relationships and being able to develop a deeper relationship than a traditional private equity firm would be in.

			Ted: What were some of those failures that you’ve experienced together?

			Brent: We’ve had some hires that haven’t worked out. We’ve tested new avenues and tried to bring on talent. Even at Permanent Equity, I’ve hired a lot of people through the years and I think at best there’s about a 50% chance that somebody will work out. We’ve had to be really honest and transparent about who’s performing and who’s not.

			
			

			We’ve also tried to roll out products and test different areas that haven’t worked out. We tried new lead generation strategies and tried to engage with potential clients in ways that didn’t work. We tried to roll out an advisor program where we would get people from around the country that would help not only refer clients over, but also with potential matches. It didn’t work: we got a whole bunch of people excited about it, but it fell flat on its face.

			The beauty of having a strong core business is that it provides the opportunity to test and try. And if things don’t work out, you come back to home base and you start over again.

			Ted: One last question for you: what’s your favorite aspect of private equity?

			Brent: It’s the diversity of the people I get to meet. We have businesses around the country. The United States is so interesting. I feel like I’ve been to every backwater place in the country at this point over the last 15 years, and rural Minnesota and Louisiana and South Florida and New York and Maine are very different places. Getting to meet the people, experience the cultures, and taste the different food, I feel like I have the best job in the world. I get to work with fantastic people who are super smart and driven. They’ve been successful. And we get to help shepherd their families through important and difficult times and try to do that in a way that builds long-term friendships and relationships. I love it.
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Corporation - Shiseido

Deal Process

Auction with exclusivity

Purchase Price $700 million
Financing Seller note
Quality of Business B

Management

New CEO and management team

Operations

Digital infrastructure, Scale, Tuck-in M&A

Special Issues

Carveout transition

Sale

TBD
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Deal Characteristics

Deal Type

Corporate carveout

Purchase Date

September 2021

Prior Owners

Verizon Communications

Deal Process

Poorly attended auction

Purchase Price

$5B, 5x EBITDA

Financing

40% ($2B) equity, 60% ($3B) debt

Quality of Business

C

Management

Supplement existing CEO

Operations

Potential to drive organic and inorganic growth

Special Issues

Sold non-core assets, recap equity in 18 months

Sale

TBD
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Deal Characteristics

Deal Type Software industry growth buyout

Purchase Date April 2021

Prior Owners Public company

Deal Process Announced offer with go shop

Purchase Price $10.2B, 30x EBITDA. 8x revenue

Financing 63% equity, 37% debt!"

Quality of Business A

Management New management fo replace retiring founder
Operations Integration of past acquisitions, further M&A
Special Issues Take private fransaction

Sale TBD

Notes:

(1) Estimate of $3.8 billion of debt from PitchBook.
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Deal Characteristics

Deal Type

Ugly, hairy, messy deal

Purchase Date

March 2021

Prior Owners

Corporation — Nestlé

Deal Process

Unloved at auction

Purchase Price

$4.3B, 8x EBITDA

Financing

23% ($1.0B) equity, 77% ($3.3B) debt"

Quality of Business

B

Management

Incomplete

Operations

Operational efficiencies, pricing and marketing
strategy, tuck-in M&A

Special Issues

Carveout transition, inflation spike in costs

Sale

TBD

Notes:
(1) PitchBook.
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Allocation  Expected Real Return Risk 2
Private equity ! 25.0% 12.5% 25.0%
Absolute return 22.5% 7.0% 20.0%
Real assets 17.5% 5.5% 20.0%
Domestic equity 15.0% 6.0% 10.0%
International equity 10.0% 6.0% 15.0%
Fixed income & cash 10.0% 2.0% 15.0%
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Deal Characteristics

Deal Type Turnaround
Purchase Date October 2017
Prior Owners Adidas Group

Deal Process

Broken two-year auction

Purchase Price

$425 million," value of working capital

Financing

Equity, Seller Note and Earnout

Quality of Business

D

Management

Supplemented recent CEO

Operations

Manufacturing efficiency, product rationalization

Special Issues

Turnaround

Sale

July 2021 for $1.7B to Centroid

Notes:
(1) PitchBook.
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Deal Characteristics

Deal Type Co-Sponsor Collaboration

Purchase Date June 2016, recapitalization November 2021
Prior Owners Private Equity — Summit Partners

Deal Process Pre-emptive purchase alongside prior owner
Purchase Price ~15x EBITDA

Financing Undisclosed

Quality of business A

Management Existing

Operations Organic growth and M&A

Special Issues Recap and continuation fund

Sale TBD

Notes:

(1) Estimates from podcast.
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Deal Characteristics

Deal Type Distressed turnaround
Purchase Date July 2009

Prior Owners Founders

Deal Process Bankruptcy

Purchase Price

$205 million equity

Financing

$80 million cram down financing in bankruptcy

Quality of Business

F

Management

New

Operations

Cost efficiency and real estate development

Special Issues

High-profile club members

Sale

Revert to members after real estate sold






OEBPS/image/Chapter08.jpg
Deal Characteristics

Deal Type High-quality asset

Purchase Date April 2020

Prior Owners Secondary — minority shareholders
Deal Process Proprietary

Purchase Price Undisclosed

Financing All equity

Quality of Business A

Operations Growth and M&A

Management Existing

Special Issues New opportunity to participate

Sale TBD
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Deal Characteristics

Deal Type Small business
Purchase Date January 2019

Prior Owners Founder

Deal Process Broker introduction of “weird deal”
Purchase Price 4-6x EBITDA!M
Financing Seller note

Quality of Business B

Operations Improve sales funnel
Management New CEO

Special Issues Small business deals
Sale N/A

Notes:

(1) Estimate from podcast.
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Deal Characteristics

Deal Type Sponsor-to-Sponsor

Purchase Date July 2015

Prior Owner Long Point Capital, JLL, and FLL

Deal Process Pre-empted auction

Purchase Price $685MM, $250 million equity !
Financing 66% debt, 33% equity?

Quality of Business A

Management Replaced management team
Operations Efficiency to drive growth

Special Issues Employee ownership and engagement
Sale $3B, June 2022 to strategic (Nucor)®
Notes:

(1) Estimate from podcast conversation and PitchBook.
(2) Estimate from podcast conversation.
(3) Estimate from PitchBook.





