
60 Mar/Apr 2006 · Families in Business 

BUSINESS FOR FAMILY BUSINESS: PRIVATE EQUITY

G l o b al private equity inve s t-

ments reached almost $500

billion last ye a r, up 59%

s i n ce 2002, a cco rding to Thomson

Fi n a n c i a l . In 2005 alone, p r i vat e

e q u i ty sponsors raised more than

$172 billion worldwide, an incre a s e

of more than 30% over 2004,

a cco rding to Sta n d a rd & Poo r ’s.

With so much ca p i tal in search of

p l a ces to inve s t, p r i vate equity firms

h ave be come ve ry aggre s s i ve part i c-

ipants in the financing and mergers and acquisitions marke t s.

Until re ce n t l y, family businesses were of little interest to privat e

e q u i ty funds. Most funds did not have the re s o u rces to get invo l ve d

in family squabbles, long histories of low growth and management

c h a l l e n g e s. I n c re a s i n g l y, p r i vat e

e q u i ty investors are realising that

family firms re p resent a ve ry

l u c rat i ve investment for seve ra l

re a s o n s. Fi r s t, family businesses

re p resent a solid base of operations with a long operating history.

T h ey have a high-q u a l i ty asset base, t h ey establish trusted bra n d

names and maintain a co n s e rvat i ve financial structure. A l s o, fa m i l y

businesses that have pro fessionalised the business promise att ra c-

t i ve growth oppo rtunities: they are poised to ca p t u re unta p p e d

o p e rating perfo r m a n ce po t e n t i a l , b roaden their bo a rd ’s strat e g i c

vision and even diversify their financial sourcing oppo rt u n i t i e s.

The private equity market consists primarily of pool of funds

f rom institutional inve s t o r s, such as public or co r po rate pension

f u n d s, fo u n d at i o n s, bank holding companies or insura n ce co m p a-

n i e s, and re cently from wealthy individuals and fa m i l i e s.

This new breed of private equity, funded primarily by fa m i l y

o f f i ces and wealthy individuals, is more att ra c t i ve to family busi-

nesses than traditional institutional private equity inve s t o r s. T h e

a d va n tage of this new type of private equity investors is that they

i n h e rently understand family businesses and the intricacies of

expanding a business while adapting to the evolution of a fa m i l y.

Their inve s t m e n t-time horizon is longer than institutional privat e

e q u i ty investors and in some cases they may accept a minority ro l e,

acting as a true partner to the founding fa m i l y.

For a family business, p r i vate equity can be more att ra c t i ve than

other sources of ca p i ta l .U n l i ke ve n t u re or angel ca p i ta l ,which is pri-

marily interested in funding gro w t h ,p r i vate equity also can be used

to satisfy the immediate and sometimes ongoing liquidity needs of

s h a re h o l d e r s. As opposed to bank financing, p r i vate equity

s t rengthens the balance sheet of family co m p a n i e s, l e aving open

the po s s i b i l i ty of future bo r rowing if needed. A private equity part-

n e r, p a rticularly a family office ty p e, can also offer assista n ce with

s t rat e gy, a cq u i s i t i o n s, management re c r u i t m e n t, and even prov i d e

f u rther financial re s o u rces to the family business. Fi n a l l y, a privat e

e q u i ty partner can be come a ve ry useful agent of change. By part-

nering with the fa m i l y, this new co- i n vestor may bring financial dis-

cipline to the business and innovation in its management method s.

T h e re are some drawbacks to private equity in a family co m p a-

n y. Fi r s t, such investors will not help solve dive rging liquidity needs

of shareholders and may sometimes limit the timing and oppo rt u-

n i ty for liquidity by the fa m i l y. T h ey may also infringe on fa m i l y

business co n t rol by their part i c i p ation in management and their

a ccess to info r m at i o n .

In genera l , be cause the

i n vestment horizon of the fa m i-

l y ’s patient ca p i tal will always be

longer than the inve s t m e n t

horizon of private equity inve s t o r s, i r re s p e c t i ve of their ty p e, fa m i l y

business owners should view private equity as a source of tra n s i-

t i o n a l , not permanent, ca p i ta l .P r i vate equity is useful to effe c t u at e

a strategic or ownership tra n s i t i o n . H o w eve r, when inviting a pri-

vate equity partner as an investor in the family business the fa m i l y

should plan the timing and method of their ex i t. B e cause privat e

e q u i ty investors ty p i cally expect to double their investment be fo re

t h ey ex i t, planning for such exit after the transition is completed is

as impo rtant as att racting the right partner at the outset.

Consider a seco n d - g e n e rat i o n , Canada-based co m m e rcial re a l

e s tate co m p a n y. For 12 ye a r s, two branches of the family had batt l e d

over the strat e gy of the business – in particular over oppo rt u n i t i e s

to develop hospita l i ty pro p e rties in Florida. A series of animat e d

bo a rd discussions among the two family factions resulted in sta l l i n g

other burning business decisions. The showdown came when the

re l u c tant faction ex p ressed the desire to sell out. With the help of a

financial adviser, the pro- g rowth faction identified potential privat e

e q u i ty partners to provide funding for the buy out, while offe r i n g

their ex p e r i e n ce and funds to assist in the Florida growth plans.

At the end of 2002, the company co n s u m m ated its tra n s a c t i o n

with a private equity partner and began developing the pro p e rt i e s

in Florida. T h ree years lat e r, the Florida project was so succe s s f u l
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t h at the family was able to buy out the private equity partner with

the proceeds of the sale of only one of the hotel pro p e rt i e s.

With the growth and mat u r i ty of the private equity marke t, t h e

a l t e r n at i ves for family businesses are multiplying eve ry day. T h e

question for many family businesses, t h e re fo re, is not whether, b u t

h o w, to att ract the right partner for your business. H e re are some

guidelines to help you determine whether the partner yo u’ re co n-

sidering is the right one for yo u .

GENERAL DUE DILIGENCE
As is true of any part n e r s h i p, a private equity re l ationship must be

d eveloped on the basis of mutual trust and re s p e c t. Conduct ex t e n-

s i ve re s e a rch on the managers of the fund -- their backg ro u n d , re p-

u tation and integrity.

Ca p i tal is not the only benefit you should derive from your pri-

vate equity part n e r s. T h ey should also assist you in implementing

your growth plans. Look for a partner who knows your industry and

has co n tacts within it.

I d e a l l y, you want a partner who understands and can re l ate to

family business issues -- shareholder liquidity and co n t ro l , fa m i l y

g ove r n a n ce, family culture and herita g e, attachment to the co m-

m u n i ty. I n ve s t i g ate and eva l u ate your potential part n e r ’s past

i n vestments in family co m p a n i e s.

Check out the private equity literat u re to get some idea of

returns in the industry. Assess how your potential part n e r ’s tra c k

re co rd co m p a res with these stat i s t i c s. Look behind the numbe r s ;

examine the quality of the firm’s inve s t m e n t s. W h at is its re p u tat i o n

in the investment world? You want to work with a fund that is in

g ood standing with institutions and inve s t o r s. A good partner is one

t h at has been suppo rt i ve of its inve s t m e n t s, even when the financial

p e rfo r m a n ce has not been as ex p e c t e d .

STRUCTURE OF THE FUND
The fund should be small enough that its investment in your co m-

pany is impo rtant to your part n e r s. For insta n ce, if yo u’ re loo k i n g

for a $10 million inve s t m e n t, you don’t want a $500 million fund.

The firm will consider the amount it’s investing in your company to

be so small that no one will pay attention to yo u .

S i m i l a r l y, the fund should not be too small. If you need more

ca p i tal down the ro a d , the investors should have sufficient re s o u rce s

to provide it. As a guideline, the fund’s investment in your co m p a n y

should not re p resent less than 5% or more than 25% of its po rtfo l i o.

Most private equity funds consist of seve ral pro fessional inve s t-

ment partners and are managed by a general part n e r. It is impo r-

tant to understand who your co n tacts are going to be and how they

plan to oversee their inve s t m e n t. You want someone who can pay

attention to you at the senior level and provide co n t i n u i ty in dia-

l ogue with the fa m i l y.

Not all private equity funds are the same. The type of inve s t o r s

in the fund will often dictate the degree of fl ex i b i l i ty and the terms

of the inve s t m e n t. For insta n ce, p r i vate equity funds whose

i n vestors are multifamily offices or individuals will ty p i cally have

the largest degree of fl ex i b i l i ty re g a rding investment terms as well

as timing and structure of their ex i t.

Examine what strategic guidance, bo a rd re p re s e n tation or indus-

t ry networking co n tacts the partners can prov i d e. Re ce n t l y, we have

formed a network of private equity inve s t o r s, co n s u l tants and finan-

cial advisers called Business Growth Alliance who provide va l u e -

added and patient ca p i tal to family owned businesses.

T E R M S
Do the investors expect their sta ke in your company to be in the fo r m

of common or pre fe r red stock? What length of exit do they want?

W h at kind of approvals would they re q u i re? What percent of yo u r

company will they expect in exchange for the funds they invest in

your company? Re m e m be r: Transitional ca p i tal can be majority or

m i n o r i ty ca p i ta l . Will the deal come with co n t rol clauses that will

allow the private equity fund to ta ke co n t rol of your company if it

d oe s n’t perform at a ce rtain level? 

P r i vate equity investors will re q u i re some liquidity down the

ro a d , which may result in the sale of the family co m p a n y. If yo u

h ave a sale, eve ryone benefits the same way. While the family may

benefit from a financial point of view, it may not want to have it

happen at the time the private equity firm doe s. So what are the

fa m i l y ’s re courses? Re m e m be r, the infusion of private equity doe s

not need to end in the sale of the business if the terms are struc-

t u red in the right way. The family may want to ensure that at the

time the private equity firm wants to exit the inve s t m e n t, the fa m i-

ly has the fl ex i b i l i ty to buy them back or re f i n a n ce with another pri-

vate equity gro u p. I t’s not nece s s a ry to leave co n t rol of the timing

and the event to the private equity inve s t o r s.

Find out how many bo a rd seats the investors will want, and how

a c t i ve will they will be on the bo a rd . W h at outsiders might they

bring to the bo a rd in addition to one or two of their own re p re s e n-

tat i ves? What re s o u rces and ex p e r i e n ce -- such as in technology or

overseas co n tacts -- do these outsiders bring to the ta b l e ?

B e cause many private equity funds are competing for a finite

n u m ber of investment oppo rt u n i t i e s, you can be ve ry choo sy. Loo k

for someone who can bring you more than money. With ca reful due

d i l i g e n ce and planning, you should have no trouble finding a pri-

vate equity partner who can help you meet your business, fa m i l y

and liquidity goals. ■

FRANÇOIS DE VISSCHER is founder and president of the family

business consultancy de Visscher & Co. www.devisscher.com

Before seeking a private equity par t n e r, your company must have a
well thought-out business plan that describes how the capital will be
u s e d , and how that will translate into growth. 

In structuring the transaction with the private equity par t n e r, y o u
should identify and provide for the immediate and ongoing liquidity
needs of the family owners. The private equity par t n e rs will want to
see all or most of their capital going to finance growth -- not share-
holder liquidity.

Before you bring in a private equity in v e s t o r, ensure that your fam-
ily gov e rnance structure is in place. Your board or shareholder s ’
assembly can help crystallise the family’s goals and provide a strong
interface with your in v e s t o rs during the investment period. 

PREREQUISITED FOR A SUCCESSFUL TRANSACTION


