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FINANCE

In this market environment, with public markets performing
with more of a yawn than a bang, where is an investor to
turn for growth? The answer for many institutions, endowments

and wealthy individuals has been to alternative investments –
including hedge funds, real estate, oil and gas, timber and private
equity funds. 

As the public equity markets continue to produce returns
in the low single digits, or worse, investors are seeking ways to
diversify into higher returning investment categories. An
increasingly popular choice is private equity. However, an
investment in private equity is accompanied by increased risk
for an investor.

Private equity is simply an investment in a company that
is illiquid in nature and not available for trade in the public
markets. Examples are typically stock or investment units
representing an interest in a closely held business. Private
equity can be invested directly or through an investment
partnership or private equity fund. Investment partnerships or
funds are operated by professional investors, typically charge
a management fee and take a portion of the profits. I say
typically because there are many different ways to invest in
private equity that offer alternative structures.

Company assistance
Private equity is often required throughout a company’s

existence. In the earliest stages, when a company is being
formed around an idea, the investment may take the form of
seed capital. Seed capital is the most risky of private equity
investments. As the company progresses and begins to grow
and produce results (financial and otherwise), it may need
growth or venture funding for working capital, operating
expenses or even an acquisition. Finally, when the owners of a
company are seeking liquidity, they may seek a leveraged or
management buyout.

Of course there is good news and bad news. The bad news
is that the risk in holding these securities at any stage of a
private company is much higher than that of a regularly traded
stock or bond. Along with the performance risk that accompanies
smaller, growing companies, your ability to exit is limited to
finding another buyer, which is much more difficult than
entering a sell order for a publicly traded stock. 

The good news is that along with the risk in private equity
comes a much higher expected rate of return for investors. While
the stock market has historically returned approximately 10%
annually, the targeted return for private equity can exceed 30%,
depending on the stage of the investment and the characteristics
of the company representing the investment (neither provides
any guarantees).

Meeting the challenge
So, why do institutions and wealthy

individuals invest in privately held
companies? One reason, in my opinion,
is that it is the most challenging and
rewarding place to invest. While private
equity is often invested through a
fund or an institution or with the
recommendation of firms like Oxford,
there are also many entrepreneurs
that invest for the benefit of working
with a management team to develop
and grow a business through their skills, contacts or leadership.
For everyone, including entrepreneurs, the ultimate goal is to
generate excess returns. 

On the return side of the equation, the push for increased
returns has driven a tremendous growth in private equity,
specifically leveraged buyout funds. According to Morgan Stanley,
in 1994 there were only seven private equity funds with $1
billion or more of committed capital. By the end of 2004,
there were a total of 70 private equity funds with more than
$1 billion of committed capital. Some of the larger leveraged
buyout private equity funds are close to or exceeding $10
billion for a single fund and there are also many “middle
market” private equity funds.

What does this mean to investors and owners of privately
held companies? Private equity funds are under increasing
pressure to put the capital committed by their partners to
work, thereby driving the competition for good investments to
new highs and potentially lowering return expectations. Combine
this with commercial banks’ willingness to lend and it means
great valuations. For entrepreneurs and owners of privately
held companies, this may be a good time to sell your company
to a financial buyer.

In conclusion, private equity, whether invested directly or
though a private equity fund, has a much higher risk profile
than traditional publicly traded stocks or bonds. By no means
is private equity for everyone. The potential benefits for
investors are the financial rewards; for entrepreneurs and
entrepreneurs at heart, there is the added reward of seeing a
company advance to the next level.
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