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PRIVATE EQUITY PORTFOLIO COMPANY CORPORATE GOVERNANCE 
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1) Fiduciary Duties of PE Directors. When Private Equity (PE) fund partners sit on the Boards of their portfolio 
companies, do they owe their fiduciary duties to the portfolio company or the PE fund if interests are not aligned?   
 
 Do the fiduciary duties of PE fund partners extend past their departure from the Board (e.g. after sale of 

company)?  
 Consider non-competition clauses in sale of business context.  

2) The “Burnout Round”. If the portfolio company needs more capital, how should the Board evaluate whether the 
financing (whether debt or equity) comes from internal sources or outside?   
 
 How do they determine valuations and are they “fair”?   

o Considerations typically arise where there are common shareholders at the bottom of the food chain who 
may be diluted or get very little if there is a sale of the company.   

 Consider ethics of the “burn out round”.  

3) Outside/Independent Directors. Are “outside/independent” directors really independent when nominated/selected 
(and rely on successive nomination as “outside” directors) by the PE fund?    
 

4) Role of Minority Investors on the Board. How do Board representatives of minority investors manage the dynamic 
with PE Board members knowing they will be outvoted?  

 
 Consider the situation where a minority investor feels the company is ready to be sold because they are not 

willing to fund a move to the next level but the rest of the Board does not want to sell.   
 How far can the PE investor push? 

5) Record-Keeping and Committees.  What is the appropriate level of corporate governance and documentation for 
the Board of a PE-controlled company versus a publicly-held company?  
 
 When there are only a few investors to report to, “can’t we just document it later”?   
 Consider audit, compensation and other committees and whether they are utilized in a PE portfolio company 

setting.  Have PE funds taken a more “relaxed” approach to documenting Board meetings and other actions? 

6) Liability Insurance. Consider pros and cons of Director and Officer and Representations and Warranty insurance 
policies in the transactional setting.  
 
 When are they a good idea and who should pay for them? 
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7) Personal/Fund Liability. In a wind-down situation where PE partners sitting on portfolio company Boards direct or 
dictate certain decisions (relating to labor matters or otherwise), can such PE directors and/or the PE fund itself 
have personal liability for taxes, WARN/labor law obligations, pension fund obligations, etc. because they “control” 
the company and have the “deep pockets”?   
 
 Should Board members with conflicting interests arising from their other roles (i.e. PE fund employees) recuse 

themselves from voting?  
 Are there other parties (besides shareholders) that might bring a claim?  

o Consider employee and lender claims that they could have received more under alternative transactions.  

8) PE Director Expectations. With a lack of history about the portfolio company, many believe that PE partners have a 
fresh frame of reference and are not afraid to ask the “naïve” questions.   
 
 Does this make them good directors who can really focus in on the issues and that are not afraid to set bold 

targets?   
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Fiduciary Duties of PE Directors

 When Private Equity (“PE”) fund partners sit on 
the Boards of their portfolio companies, do they 
owe their fiduciary duties to the portfolio 
company or the PE fund if interests are not 
aligned?  
– Fiduciary duties are owed to all of the shareholders, 

taken as a whole.
 If in the “zone of insolvency”, however,  duties shift toward 

company’s creditors.
– If you can’t vote in the best interests of the company 

over the PE firm, as good practice, you should 
abstain. 
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Fiduciary Duties of PE Directors (cont.) 

 Should Board members with conflicting interests arising 
from their other roles (e.g. PE fund employees) recuse 
themselves from voting? 
– Delaware law says that a transaction is not void/voidable if:

 PE Director’s interest is disclosed and a majority of the 
disinterested directors (even if less than a quorum), approve; OR

 PE Director’s interest is disclosed to the stockholders entitled to 
vote and the shareholders approve in good faith; OR

 The transaction is fair as to the corporation at the time of 
authorization, approved or ratified by the board, a committee or the 
stockholders. (8 Del. C. 1953, § 144)

– However, related party transactions and transactions that are 
seen as  not “market”, are always at risk of being challenged 
by unhappy shareholders.
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Fiduciary Duties of PE Directors (cont.)

 Do the fiduciary duties of PE fund partners 
extend past their departure from the Board 
(e.g. after sale of company)? 
– By law, no; by contract, maybe.
– Non-competition clauses are common in the 

sale of business context and typically include 
non-solicitation and no-hire provisions. 

5

©2014 Foley & Lardner LLP

The “Burnout Round”

 If the portfolio company needs more capital, how should 
the Board evaluate whether the financing (whether debt 
or equity) comes from internal sources or outside?  

 How should they determine valuations and are they 
“fair”?  
– Independent evaluations are important. 
– “Fair” price and “fair” process are key factors.

 Considerations typically arise where there are common 
shareholders at the bottom of the food chain who may be 
diluted or get very little if there is a sale of the company.  
Consider ethics of the “burn out round”. 
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Outside/Independent Directors

 Are “outside/independent” directors really 
independent when nominated/selected (and 
rely on successive nomination as “outside” 
directors) by the PE fund? 
– PE fund directors should have independent 

directors review and approve transactions. 
– However, relationships between PE firms and 

investment bankers, independent directors, etc., 
are highly scrutinized. 
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Role of Minority Investors on the Board

 How do Board representatives of minority investors 
manage the dynamic with PE Board members knowing 
they will be outvoted? 

 Consider the situation where a minority investor feels the 
company is ready to be sold because they are not willing 
to fund a move to the next level but the rest of the Board 
does not want to sell.  
– How far can the PE investor push?
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Record-Keeping and Committees

 What is the appropriate level of corporate 
governance and documentation for the Board of a 
PE-controlled company versus a publicly-held 
company? When there are only a few investors to 
report to, “can’t we just document it later”? 
– If attacked, PE directors need to show that they attended 

meetings, asked questions, reviewed materials, etc.  
– Delaware law requires that one of the officers shall have 

the duty to record the proceedings of the meetings of the 
stockholders and directors in a book to be kept for that 
purpose. This applies to private companies as well. (8 
Del. C. 1953, § 142)
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Record-Keeping and Committees (cont.)

 Consider audit, compensation and other 
committees and whether they are utilized in a 
PE portfolio company setting.  Have PE funds 
taken a more “relaxed” approach to 
documenting Board meetings and other 
actions?

 The current rule of thumb is that directors 
should ensure that a company’s record keeping 
and reporting systems are in place and are 
effectively implemented.
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Liability Insurance

 Consider pros and cons of Director and 
Officer and Representations and Warranty 
insurance policies in the transactional 
setting. 
 When are they a good idea and who should 

pay for them?
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Personal/Fund Liability

 In a wind-down situation where PE partners sitting on portfolio 
company Boards direct or dictate certain decisions (relating to 
labor matters or otherwise), can such PE directors and/or the PE 
fund itself have personal liability for taxes, WARN/labor law 
obligations, pension fund obligations, etc. because they “control” 
the company and have the “deep pockets”?  
– Business Judgment Rule: Delaware courts (and most others) give 

deference to the decision of the Board. Under this standard, a court 
will not second guess the decisions of a director as long as they are 
made (1) in good faith, (2) with the care that a reasonably prudent 
person would use, and (3) with the reasonable belief that they are 
acting in the best interests of the corporation.

– However, a Director’s “deliberate indifference and inaction” and 
“conscious and intentional disregard of responsibilities” can create 
personal liability for a director. In re the Walt Disney Company 
Derivative Litigation, 907 A.2d 693 (Del.Ch. 2005)
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Personal/Fund Liability

 Are there other parties (besides shareholders) 
that might bring a claim? 
– Fraudulent transfer arguments can arise from 

creditors (including employees) that feel they should 
have received more. 

– A transfer is fraudulent if made with actual intent to 
hinder, delay or defraud any creditor. (Uniform 
Fraudulent Transfer Act)

– A transaction can be reversed if it occurred within 1 
year of the filing of a bankruptcy petition, with 
certain exceptions (e.g. “bona fide purchaser”).
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PE Director Expectations

 With a lack of history about the portfolio 
company, many believe that PE partners have a 
fresh frame of reference and are not afraid to 
ask the “naïve” questions. 

 PE directors are more likely to ask the “hard” 
questions about performance that traditional 
directors may not be willing to ask.

 Does this make them good directors who can 
really focus in on the issues and that are not 
afraid to set bold targets?  
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Corporate Officers & Directors Liability
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Reprinted from Volume 19, Issue 9

Commentary:

General Partner/Director Position
Poses Dual Fiduciary Duty Danger

By Stephen Pike, Esq.*

You are a partner in a venture capital firm and have
acted as lead partner for your firm in a number of in-
vestments in privately held companies, most of which
are in a specific industry.  You sit on the board of di-
rectors of five of the portfolio companies in which
your firm invested.  Two of those five companies
decide to merge.

As a general partner of the venture fund, you have fi-
duciary obligations to the limited partners of that fund.
In addition, as a director of each portfolio company,
you have fiduciary obligations to both the stockholders
of the selling portfolio company and the stockholders
of the buying portfolio company.  The portfolio com-
panies merge and you are sued by the stockholders of
one of the portfolio companies for breaching your
fiduciary duty to that portfolio company.  Unlikely
scenario?  Think again.1

In fact, over the past three years, private equity fi-
nance has experienced an increase in the number of
lawsuits against venture firms brought by investors,
co-shareholders and even competitors.  In a number
of these suits, historically accepted business practices
of private equity firms are coming under attack.

For example, a portfolio company recently sued a cor-
porate investor alleging that the investor breached its
fiduciary duty when it pursued other potentially com-
petitive ventures while two of its officers sat as desig-
nees on the plaintiff’s board of directors.2  In other
actions, private equity firms and/or their appointed di-
rectors have been sued for allegedly acting to maxi-
mize their own position contrary to the best interests
of their portfolio companies and/or their co-sharehold-
ers.3  In at least four recent lawsuits, directors and/or
the venture capital funds that appointed them have
been sued by founders or other non-participating
investors whose financial and control interests were

substantially reduced as a result of down-round and
washout financings.4

Why Worry?

In an environment in which the number of under- and
non-performing investments is putting pressure on pri-
vate equity funds, and fund investors, portfolio compa-
nies and co-shareholders in portfolio companies are
increasingly willing to turn to litigation to recoup their
own losses, private equity firms face the challenging
task of protecting their investments without incurring
additional liability to others.  The prospect of potentially
conflicting fiduciary obligations being owed to fund in-
vestors and co-shareholders in portfolio companies
could make for a particularly tricky balancing act for
funds trying to deal with under-performing investments.

Disgruntled founders, employees, limited partners and
competitors are taking companies and their directors
to task for what plaintiffs see as mismanagement at its
best and self-dealing at its worst.  Directors personally
are being named as parties to lawsuits,5 potentially ex-
posing all of their personal assets to satisfy a claim.

How to Protect Yourself

So what steps can a director take to reduce exposure
to liability in any of these circumstances?

First, know your duties.  Every director should be fa-
miliar with the fiduciary obligations imposed by appli-
cable state law.  (As the state of incorporation of the
fund may differ from the state of incorporation of any
particular portfolio company, a private equity fund may
face different, and potentially conflicting, legal obliga-
tions.)  Admittedly, that may not answer all of the po-
tentially difficult questions that arise in conflicting-duties
situations.  For example, even though Delaware boasts
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one of the most well-developed bodies of corporate law
in the country, the state’s case law, even according to
some of the judges sitting on that state’s bench, “cre-
ates dysfunctions that confuse, rather than aid, the
resolution of fiduciary duty cases.”6

That said, however, there are two overarching duties
that directors have to the stockholders of each portfo-
lio company on whose board the director sits: the duty
of loyalty and the duty of care.  The duty of loyalty is
implicated in situations where a director stands on
both sides of a transaction with the company.  This
duty is intended to prevent a director from acting to
benefit the fund the director represents or the director
personally or, as in the case of the merger noted
above, one portfolio company to the detriment of
another portfolio company and its other shareholders.

The duty of care requires a director to exercise due
care in the decision-making process.  Each director
must act in an informed and diligent manner, which
includes considering all material information that is
reasonably available to the director.

In assessing whether a director has complied with
these obligations, Delaware courts generally employ
two standards: the business judgment rule and the
entire-fairness doctrine.  Generally, if the director did
not stand on both sides of the transaction, commit
fraud or personally benefit from the transaction, such
a director’s actions will be reviewed under the busi-
ness judgment rule.7  This rule creates a rebuttable
presumption that the board’s action was taken in
good faith and did not breach any fiduciary obligation
to the company or its shareholders.  In such circum-
stances, courts typically will review a board’s action
only to determine whether there was a rational busi-
ness purpose for taking the action in question and
place the burden on the plaintiff to prove that a breach
of fiduciary duty occurred.

If, however, the defendant director stands on both
sides of the transaction, commits fraud or personally
benefits from the transaction, courts will apply the en-
tire-fairness doctrine, which presumes that the defen-
dant director acted unfairly and imposes on the direc-
tor the burden of proving fair dealing and fair price to
the company.

In considering whether there was fair dealing, Delaware
courts might review the timing of the transaction, the
manner in which the transaction was initiated and
negotiated, the structure of the transaction, and the
circumstances surrounding the shareholders’ and di-

rectors’ approval of the transaction.  In assessing
whether a fair price was obtained, Delaware courts
might examine asset value, market value, earnings and
the portfolio company’s financial prospects.

Second, strictly adhere to sound corporate gover-
nance practices.  A fund-designated director should
insist that the board adhere to the following corporate
governance guidelines:

• Attend board meetings.  Believe it or not, in
the past, this has not been as obvious to many
directors as it should have been.  Clearly, the
first step to discharging your duty of care is
to attend the meetings;

• Document decision-making and corporate
approval processes carefully.  The company
records should clearly demonstrate that the
board fully explored all alternatives to the cho-
sen approach, acted in good faith and in the
best interests of the company, and accepted
the best alternative reasonably possible under
the circumstances.  This is accomplished in
part by ensuring that the company’s board
minutes contain a clear record of the market
checks, outside financial and legal advice,
evaluation of strategic alternatives, special
committees, disclosure of conflicts of interest
and other measures employed to neutralize
self-dealing and conflicts of interest, and other
steps taken in the process of completing a
transaction;

• Use outside experts and third-party validation
of transaction terms.  The portfolio company
should solicit and, ideally, obtain multiple pro-
posals, particularly arm’s-length proposals, for
any particular transaction.  This will provide at
least some degree of outside confirmation of
the fairness of the terms of the transaction.
In addition, the board should seek the advice
of outside, independent experts, particularly
legal and financial, where appropriate;

• Get approval from the disinterested directors.
Any decision regarding a transaction in which
one or more directors are interested should be
submitted for review, negotiation and approval
by the disinterested members of the board or
by a committee of disinterested board members.
The disinterested directors or committee, as
the case may be, should receive all material in-
formation regarding the transaction in question
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and the nature of the interests that result in
certain directors being conflicted out of the
decision-making process;

• Get approval from the disinterested sharehold-
ers.  If approval by disinterested directors is
not sought or is not possible (e.g., if all direc-
tors are interested), decisions regarding the
transaction should be submitted to the
company’s shareholders for approval.  The
company should fully disclose the nature of the
participating director’s conflict of interest and
the terms of the transaction in question.  To the
extent feasible, requisite shareholder approvals
should not include those shares held by the in-
terested director(s) or the fund or company
that employs the interested director(s); and

• Require recusal from board discussions.  A
fund-designated director should withdraw
from participating in discussions and votes re-
lating to a decision or transaction from which
the director’s venture fund stands to benefit,
particularly the board’s approval of the decision
or transaction.

Third, include broad indemnification provisions
and liability carve-outs in governance documents.
A director should review the company’s charter (i.e.,
certificate of incorporation, articles of incorporation,
etc.) and bylaws to ensure that these documents pro-
vide the maximum protection afforded under the gov-
erning law.  In the case of Delaware, the certificate of
incorporation of a portfolio company typically con-
tains a section in which the company indemnifies each
director to the fullest extent permitted under state law.
Keep in mind, however, that this protection does not
extend to breaches of the duties of loyalty or care, in-
tentional misconduct, knowing violations of the law,
acts or omissions not in good faith, or transactions
from which a director derived an improper benefit.

The certificate of incorporation should also include a
section in which the company renounces corporate
opportunities that may come to the director’s attention
and expressly acknowledges and agrees that the direc-
tor (and the director’s fund) may invest in and sit on
the boards of competing companies.  The company
should agree further that it has no right or interest in
any of the fund’s activities and that neither the fund
nor the director is obligated to present investment op-
portunities to the company.  None of this, of course,
alters a director’s obligation to protect a company’s
confidential information.

In addition, the company’s bylaws should contain pro-
visions indemnifying directors acting on behalf of the
company.  Whereas in most cases the charter protec-
tions are limited to directors and officers, the bylaw
provisions usually extend beyond directors and officers
to encompass employees and agents.

Either the charter or bylaw provisions (or both) may
also provide for advances on expenses and company-
purchased director and officer liability insurance.

Fourth, enter into indemnification agreements.
A director should make it a condition of agreeing to
serve on the board that the company enter into an in-
demnification agreement with the director.  An indem-
nification agreement typically provides broad-based in-
demnity (similar to the charter and bylaws), advances
on expenses, and a commitment by the company to
purchase director and officer liability insurance.  Al-
though this agreement seemingly duplicates the charter
and bylaws, the charter and bylaws do not always
contain such protections.

More importantly, the indemnification agreement pro-
vides the individual director with a direct contractual
right to these protections.  That is, in virtually all
cases, the rights and protections provided in the char-
ter and bylaws can be eliminated over any single
director’s objections.  The indemnification agreement
gives the individual director recourse against the com-
pany directly to enforce the company’s obligations
under the indemnification agreement.

Fifth, obtain D&O liability insurance.  Venture fund
partners who serve on the boards of portfolio compa-
nies should make sure that both the venture fund and
the portfolio company obtain directors and officers li-
ability insurance.  There are two pieces to most port-
folio company D&O insurance policies: so-called “A-
side coverage” covering directors and officers directly
and so-called “B-side coverage,” which reimburses the
portfolio company for losses incurred in indemnifying
its directors and officers.

A-side coverage applies in circumstances where the
portfolio company will not indemnify the directors, for
example, if the portfolio company is prohibited by law
from indemnifying the directors, has insufficient funds
to indemnify directors or has simply chosen to not in-
demnify its directors.  In addition, A-side coverage of-
ten includes a duty to defend, which in many cases is
more valuable to a director than the duty to indemnify
given that, absent such a duty to defend, a director
could be caught up in, and required to pay for, expensive
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legal proceedings for years.  The prospect of incurring
considerable legal defense costs out of their own
pockets does not appeal to most directors.

Lastly, venture funds can insure their partners against
claims arising from their role as a partner in the fund
as well as their role as a director for a portfolio com-
pany.  This type of insurance typically covers liabilities
only to the extent the liabilities exceed or are not covered
by the portfolio company’s insurance.

Today’s Reality

The clubby atmosphere that once characterized the
venture fund scene is slowly eroding.  As the number
of funds expands, the personal ties that used to bind
venture funds and founders on one hand and limited
partners and venture funds on the other are disinte-
grating.  The exponential increase in the size of ven-
ture funds has made them more attractive targets to
potential plaintiffs.

While it may not be realistic to expect that profes-
sional venture fund investors will discontinue their
practice of serving on the boards of the companies
in which they invest, before signing on as a director,
the venture fund partner needs to put in place a com-
prehensive plan to minimize exposure to liability —
a plan that accounts for local law, sound corporate
governance practices, broad corporate indemnifica-
tion provisions, an indemnification agreement and
D&O liability insurance.

Notes

1  See, e.g., Khanna v. McMinn et al., C.A. No. 20545-NC, com-
plaint filed (Del. Ch. Sept. 15, 2003).  See also, Covad’s board
faces allegations of rampant misconduct, USA TODAY, Sept. 15,
2003 (online version).

2  See CCBN.com Inc. v. Thomson Corp., No. 02-CV-11532-
PBS, complaint filed (D. Mass. July 31, 2002).  Although the
court dismissed plaintiff’s claim seeking to hold the corporate
investor directly liable for its representatives’ alleged breach of
fiduciary duty as directors on plaintiff’s board under a respon-
deat superior theory, the court authorized the plaintiff to pur-
sue a claim against the corporate investor for aiding and abetting
its appointed directors’ breach of fiduciary duty arising out of
their sharing plaintiff’s sensitive confidential information know-
ing it would be used to develop competing products and ser-
vices.  See CCBN.com Inc. v. Thomson Fin. Inc., 2003 WL
21518963 (D. Mass. July 2, 2003).

3  See, e.g., Millenco L.P. v. MEVC Advisers Inc., No.
1:02cv142, complaint filed (D. Del. Feb. 20, 2002); Burkhardt
v. Power, No. 02-CV-6501, complaint filed (N.D. Ill. Sept. 12,
2002), remanded (Ill. Cl. Ct. Oct. 11, 2002); Kennedy v.
Venrock Assocs., No. 02-CV-383, complaint filed (N.D. Ill. Jan.
16, 2002), transferred (7th Cir. Jan. 7, 2003).

4  See, e.g., State v. Forstmann Little & Co. Equity Partnership –
VI LP, No. 02-CV-519, complaint filed (D. Conn. Mar. 22,
2002), remanded (Conn. Super. Ct. Nov. 1, 2002); Kalashian v.
Advent VI Limited Partnership, No. CV739278, complaint filed
(Cal. Super. Ct. Mar. 23, 1994) (settled out of court); Bench-
mark Capital Partners IV LP v. Vague et al., No. CA19719,
complaint filed (Del. Ch. July 1, 2002), dismissed (Del. Ch.
Dec. 6, 2002); Paarlberg v. Hasset, No. 02-11234GAO,
complaint filed (D. Mass. June 20, 2002).

5  See, e.g., Khanna, supra note 1.

6  William T. Allen, Jack B. Jacobs & Leo E. Strine Jr., Function
Over Form: A Reassessment of Standards of Review in Dela-
ware Corporation Law, 56 BUS. LAW. 1287, 1298 (2001).

7  Note, however, that a director who stands on both sides of a
transaction or who will benefit from the transaction may still
enjoy business judgment rule review if the director complies
with Section 144 of Chapter 8 of the Delaware General Corpo-
ration Law.  In summary, Section 144 provides that a transac-
tion is neither void nor voidable if any one of the following is
satisfied:

• The material facts as to the director’s interest in the
transaction and the details of the transaction are dis-
closed to the board, and the transaction is approved in
good faith by a majority of the disinterested members
of the board;

• The material facts as to the director’s interest in the
transaction and the details of the transaction are
disclosed to the company’s shareholders, and the
transaction is approved in good faith by the share-
holders.  (Depending on the circumstances, Delaware
case law suggests that approval by a majority of the
disinterested shareholders may be necessary.); and

• The transaction is fair as to the stockholders of the
portfolio company.

*  Boston attorney Stephen Pike is an associate
in the private equity practice group of Edwards &
Angell, a 300-attorney national law firm focusing
on financial services, private equity and technology.
He may be reached at spike@edwardsangell.com.
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Inevitable Conflict 
When a venture capitalist is a director 
By Robert D. Kraus 
 
The venture capitalists brought the greenbacks. Should they take the board seats that usually come with 
significant investment? 
 
Recent corporate scandals have focused attention on the propriety of conduct by directors, whether they be 
members of management or independent. Directors owe primary allegiance to the corporate entity, and 
decisions made by a board member should be made in the best interests of the corporation as a whole, and not 
any particular class of shareholders. Under applicable corporation laws, boards of directors are expected to act in 
good faith, exercise due care and exhibit loyalty to the corporation. 
 
In the context of a privately held company where one or more members of the board may have been designated 
by significant shareholders of the company, however, these general principles take on added complexity. These 
directors often are members or principals of the general partner of a venture capital fund, and thus have 
fiduciary responsibilities to the investors in the fund. While in many— perhaps even most — circumstances the 
interests of such investors coincide with those of the company and its other shareholders, such is not always the 
case.  
 
In particular, conflicts of interest can arise in times of economic stress, when the private equity markets are 
under pressure from investors, or when a portfolio company suffers a "down round," that is, when a subsequent 
round of financing values the company at a lower level than a previous round. All three conditions have been 
prevalent recently, and may continue in the immediate future. 
 
This article discusses some examples of those potential conflicts of interest, and proposes as a solution that 
private equity investors think carefully about whether to sit on the boards of their portfolio companies. Instead, 
contractual rights can be added to deal documents to give such investors some degree of control over the 
portfolio company in lieu of membership on its board of directors. 
 
A small or start‐up company seeking capital to expand its operations often seeks funding from one or more 
private equity or venture capital funds through the issuance of preferred stock. As providers of scarce but 
necessary funding, venture capitalists typically negotiate a set of terms of the preferred stock that together allow 
them, as a class, to exert a much higher degree of control over the company than holders of common stock. Very 
often such control provisions, whether they be affirmative obligations or negative covenants, prohibit major 
transactions without the concurrence of the preferred shareholders.  
 
It is common, however, for venture capitalists to seek further control by insisting that the major shareholders 
agree to elect one or more individuals, designated by the preferred shareholders, to the board of directors of the 
company. The designees are usually principals in the venture capital firms. As a result, such an individual will find 



himself or herself simultaneously wearing two hats: serving as a fiduciary of both the portfolio company and the 
venture capital fund. 
 
There are, of course, good reasons for investors to seek seats on an investee company's board of directors. One 
of the important roles venture capitalists play is to provide guidance to management of early‐stage companies in 
a variety of areas, including strategic decisions concerning a company's business, advice on management 
matters, contacts and referrals within the business and finance communities, and serving generally as a 
"sounding board" for management. Being a board member enhances the position of a seasoned investment 
professional to provide such advice. 
 
A second very important reason is to allow the venture capital firm to monitor the portfolio company more 
closely, and be in a position to offer mutually beneficial assistance more quickly and effectively. 
 
For the representative of the venture capital firm, listing a series of board positions may be reassuring to current 
or potential investors in the fund or its successor fund, attesting to that individual's close relationship with 
portfolio companies as well as his or her depth of experience. One of the litmus tests of good fund managers, in 
addition to financial results, is the quality of the boards on which they have served, and it is a factor every 
discriminating investor will look at in deciding to invest in a venture capital fund. 
 
These are all sound reasons for investors to take board seats. And, in many instances, the discharge of such a 
director's responsibilities will be straightforward. For example, when the board is asked to select the 
management of the portfolio company, it is probable that the interests of both the company and the investors 
will be aligned, and the most highly qualified candidates available will be chosen. 
 
Similarly, if the company is presented with a business opportunity, such as a merger with or acquisition of 
another enterprise, it is usually in the interests of all to assure that the best terms are negotiated. That would 
include valuing the portfolio company as high as possible as consideration for the combination is negotiated. The 
venture capitalist's primary objective is to maximize the return on his or her fund's investment, and that principle 
should resonate with the company itself as well as its other shareholders. 
 
Nevertheless, there are circumstances in which the interests of the two classes can diverge. For instance, a 
company may be faced with a proposal to be acquired by another entity at a price that management, and 
common shareholders, may consider to be inadequate.  
 
Especially in today's business environment, a venture capital investor may be satisfied with a potential 
opportunity to exit an investment, and may be under pressure from investors in the venture capital fund he or 
she manages to take a shorter term view of things. The result could be the director deciding to vote in favor of 
the transaction, even though others with a longer term view of the company's prospects may argue for 
remaining independent. 
 
The situation described above becomes most pronounced when the price to be paid is such that the proceeds of 
the transaction accrue only to the preferred shareholders (that is, the investors), with little or nothing remaining 
for common shareholders, or even preferred shareholders in a position junior to that of other investors. Again, 
the shorter term outlook of the senior preferred investors may encourage support for the transaction, while 
those with a longer view would opt to wait for a better offer. 
 
Another example of circumstances in which a director's dual role could cause conflicts is a "down round," where 
the portfolio company raises money at a price per share that is lower than that in effect for a prior financing 
round. Depending on the economics of a particular deal, this could result in prior investors being forced to write 



down, often substantially, the value of their investment. Even where the company's finances may be so 
precarious that it has no reasonable choice but to accept new financing on such terms, the consequences of a 
write down may be so unpalatable for an investor that he or she may be inclined to hold out for better terms.  
 
For instance, in one recent situation, a promising early‐ stage specialty finance company received an offer to be 
acquired in a deal involving cash plus an earn‐out to incent management, which was to have been retained. 
Existing investors would receive the face value of their investment, no more, and would not participate in the 
earn‐out, but the special nature of the company's business defined a relatively small market of potential strategic 
acquirers. 
 
One investor considered this investment to be a potential strong contributor to the overall returns on its 
portfolio, and would have preferred to retain the investment until a greater return could have been realized. Its 
view of the offer from the context of its total portfolio was not necessarily consistent with the best outcome for 
the company, which faced financing challenges if the acquisition were turned down. 
 
In another situation, an early‐stage technology security company's pool of employee stock options was 
significantly expanded in a subsequent financing round. This expansion presumably benefited the company 
through the stronger management incentives it provided, but resulted in significant dilution of current investors, 
while the lead investor in the follow‐on round was able to factor it into its deal negotiations.  
 
It was not unambiguously evident that supporting this deal was in the best interests of the original investors, 
although the company's need for new capital, and the lack of controlling voting power by the initial investors, 
may have dictated the result. If the company's situation deteriorates in the future, the limited partners of the 
initial investors could use this ambiguity as grounds to complain about their funds' managers, even if this 
particular instance would not give rise to litigation. 
 
In one sense, these examples describe nothing more than the usual strategic choices faced by any private equity 
investor. The investor tries to maximize its return, which requires speculation about future potential. However, 
the analysis of those prospects from the perspective of the company is not always consistent with the 
perspective of the investor's limited partners. At the very least, the existence of the potential conflict forces an 
additional filter through which strategic decisions must be examined. Moreover, it is when results turn sour that 
the conflict becomes most evident, but by then it is too late to take remedial action. 
 
There are numerous permutations on the above scenarios, all of which could result in a difference in viewpoint 
between the common and preferred shareholders. The consideration for a proposed transaction is often at the 
heart of the dispute; preferred shareholders will, by definition, receive a payout before any proceeds accrue to 
the common shareholders. And a private equity investor/director may be further conflicted if the acquiring 
company itself has any ties to the director's firm. 
 
Very difficult choices face a board when the portfolio company experiences significant cash flow problems. Some 
commentators, and some courts, claim that at some ill‐ defined point when a company approaches the so‐called 
"zone of insolvency," directors begin to owe fiduciary responsibility to creditors as well as shareholders of the 
company.  
 
Once it becomes apparent that the company is hopelessly insolvent (that is, that there is no good faith prospect 
that shareholders will receive any return of their investment), it seems clear that the board no longer serves to 
advance the interests of shareholders and must act prudently in the interests of creditors and other corporate 
stakeholders.  
 



Along the way, the interests of unsecured creditors start to diverge significantly from those of the equity owners, 
as the remaining valuable assets of the company are marshaled to produce the greatest overall value. Directors 
who grapple with these difficult decisions do so in the ever‐present shadow of threatened litigation. 
 
In addition to having their judgments second guessed when down‐round financing is arranged, directors run even 
greater risks when a company seeks additional financing from its existing investors, who already hold seats on its 
board. A company may find itself with no alternative but to obtain financing from existing investors, but if a 
turnaround occurs after other shareholders are effectively diluted by the distressed financing round, they may 
very well seek to participate in the seeming "windfall" reaped by the investors who provided that funding.  
 
The risks inherent in such insider‐led financings were recently highlighted in this publication. See Jeffrey A. 
Blomberg, "The lurking danger in insider‐led financings," Business Law Today, May/June 2003. Blomberg 
concludes by pointing out that "while at the moment the company is in need of financing, the actions of 
interested directors may seem to be the only move and seem easily defensible, Alantec [in which a lawsuit, 
eventually settled for a reported $15 million, was brought by aggrieved founders based on down‐round financing 
arranged by insiders] is an example of how such decisions may be scrutinized not only when they are made but 
also at the time a company's fortunes turn to the upside." 
 
The opportunities for conflicts of interest arising from the dual roles of investor‐directors are common enough, 
and the costs of potential litigation severe enough, to warrant adoption by venture capitalists of a policy of not 
taking board seats. In place of the input and influence that come with membership on a corporation's board, 
private equity investors should insist on obtaining observer rights to all board deliberations (electronic, 
telephonic and in person) coupled with provisions requiring consent of the class of preferred stockholders for all 
major corporate events. 
 
These provisions can be crafted in a way so as to give the class of preferred shareholders virtually the same 
degree of input over company action as would have been the case with a board seat. This approach will 
significantly reduce the venture capital firm's exposure to litigation. Such observation rights are already typical 
for secondary investors whose stakes in portfolio companies are not large enough to warrant a board seat, but as 
to whom some degree of management control is dictated either by prudence or by other considerations.  
 
Some companies may balk at the notion of "outsiders" having access to confidential information, but observation 
rights may properly be suspended regarding matters where the presence of a nonboard member may threaten 
the confidentiality of proprietary or privileged information disclosed at a board meeting. 
 
A typical stock purchase agreement would include numerous affirmative obligations on the part of the investee 
company. Although the board of directors often serves as the beneficiary or overseer of these obligations, all 
could involve the preferred shareholders without the need for their retaining a board seat. Examples include:  

 Inspection rights. Permitting preferred shareholders to examine all files and records of the business, and 
inspect the properties and operations of the company, and to discuss the affairs, finances and accounts 
of the company with any of its officers, directors, employees, lawyers or independent accountants. 

 Budget approval. Requiring the advance approval by preferred shareholders of business plans and 
operating budgets. 

 Financings. Requiring prompt disclosure to preferred shareholders of any discussions, offers or contracts 
relating to possible financings of any material nature for the company. 

 Meetings of shareholders. Requiring that meetings of the shareholders be held at least annually, and that 
the company's bylaws provide that any holder of some threshold level of the outstanding shares of a 
class of stock shall have the right to call a meeting of stockholders. 



 Reporting requirements. Requiring that all shareholders be furnished monthly reports, annual reports, 
compliance certificates and reports of extraordinary developments. Certain other items that are 
traditionally provided to directors, such as accountants' letters, notices of litigation or regulatory 
correspondence or filings, can also be required to be furnished to shareholders. 

 Management employment. Requiring that, on the request of the preferred shareholders, any member of 
management be terminated. 

Negative covenants, which prohibit the company from taking an action unless a specified approval is obtained, 
typically require the class of preferred shareholders to approve such material corporate actions as: making 
dividend payments or other distributions; issuing additional equity securities; incurring indebtedness; selling 
assets; merging with, into or acquiring other entities; liquidating; engaging in affiliate transactions; materially 
altering its business activities; or amending charter documents.  
 
In some transactions, the board can approve some of these actions, at least immaterial ones, but in the proposed 
situation where board seats are not retained, shareholder approval of all or some of these events would assure 
the same degree of control over the company's activities as would membership on its board. 
 
Typical preferred stock purchase agreements also include affirmative obligations that do not implicate either 
directors or shareholders, but simply require the company to take specified action or follow a specified practice 
(such as to maintain its existence, properties and insurance, comply with applicable laws and regulations, and 
keep financial records in accordance with GAAP). 
 
Abstaining from taking board seats generally allows an investor to take action with only one fiduciary 
responsibility, that owed to the investors in his or her own fund. While there are additional risks attendant to the 
obligations owed by majority shareholders to minority shareholders, in most instances investors will in fact be in 
the minority, and a single venture capital firm will virtually always maintain a minority position (although such 
may not be the case for buy‐out firms).  
 
In fact, a venture capital investment could be structured to allow for ascension to board seats only if such 
investment becomes a majority holding. Without the director's fiduciary responsibility to the corporate entity, 
the investor will be able to vote his or her shares without being burdened by competing, and conflicting, 
objectives. 
 
The approach suggested here is not a panacea. Some portfolio companies may object to the burden of having to 
solicit a vote of its preferred shareholders, rather than simply going to their boards, for approval of certain 
actions. This concern can be addressed by having the preferred shareholders designate one person to act as their 
representative for purposes of approving specified actions. Preferred shareholders would want to retain 
individual rights to vote on major events, such as mergers or acquisitions or changes to capitalization.  
 
If a company continues to resist the notion of increased shareholder oversight, other alternatives are available, 
such as adding additional members, particularly independent ones, to a company's board, as well as obtaining 
third‐party opinions prior to taking certain actions. In both situations, the conflicted investor/director should 
recuse him‐ or herself from voting on the transaction giving rise to the conflict. Recusal is necessary to avoid the 
conflict; it also highlights the benefits of avoiding the conflict in the first place.  
 
However, it is acknowledged that removal of venture capitalists from the pool of potential directors may make it 
difficult for young companies to find willing and qualified persons to serve on their boards. The current 
environment has already made service as a director of a public company riskier, and private companies may be 
stretched to find independent individuals who would provide valuable insight and guidance through their critical 



formative years. 
 
It should also be noted that avoiding board seats is no guarantee of avoiding all exposure to litigation. The 
English have a concept of "shadow director," under which a shareholder (even a minority one) exercising control 
of a company may be held liable for breach of fiduciary duty to minority shareholders. Litigation in this area will 
hinge on the degree of control actually exercised by the shareholder in a particular case. 
 
The two other benefits of board positions mentioned initially, management guidance and resumé value, can also 
be achieved through alternate means. Investors can dictate that they be consulted prior to any number of 
corporate decisions, and, on a less formal basis, are free to maintain frequent contact with management to 
provide support. Curricula vitae can refer to observation rights, or corporate mentoring, rather than a raw "board 
seats" score. 
 
An ancillary benefit of not holding board positions could be a reduction in the costs of directors' and officers' 
liability insurance. The practice of some private equity firms of not carrying such coverage, always a risky 
proposition, has largely disappeared in recent years, as the volume of litigation against directors has increased. 
 
Not surprisingly, the cost of such coverage has skyrocketed in that period. At least one firm's premium doubled 
from 2001 to 2002.  
 
It is not uncommon for difficult economic times to inspire more litigation, as aggrieved parties seek recompense 
in the courts for perceived violations of their rights or breaches of duties. Even if difficult to prove, violations of 
the fiduciary obligations of directors can easily be alleged by any of several categories of potential plaintiffs, 
including other shareholders (whether part of management or not), creditors and employees.  
 
If private equity firms do not assume directorships, the need for such insurance, while not eliminated, will be 
reduced, and premium costs may be contained. 
 
As seen in the passage of the Sarbanes‐Oxley Act in 2002, awareness of directors' responsibilities toward public 
or reporting companies has increased dramatically. Although the act does not generally apply to privately held 
companies, the overall environment has shifted, focusing increased scrutiny on directors' fulfillment of their 
duties. Avoiding the risks and uncertainties that flow from heightened inquiry may prove to be a valid objective 
from the standpoint of the venture capital investor. 
 
While the traditional corporate structure contemplates a board of directors to represent investors in governing 
corporate activity, such a structure gives rise to conflicts that potentially put investor‐directors in untenable 
positions. By having more power revert to shareholders, specifically the class held by private equity investors, the 
interests of those investors can be preserved while reducing the risk of litigation over these conflicts of interest.
 
Although giving up the time‐honored practice of holding board seats may amount to a cultural shift within the 
industry, it is one worth considering. 

Kraus is senior vice president and general counsel at Village Ventures Inc., in Williamstown, Mass. His e‐mail is 
rkraus@villageventures.com. 
 

 



Corporate governance and private equity

Peter H Sullivan and Geoffrey Lim

Lombard Investments, Inc

Private equity funds differ from other types of investment funds mainly in the larger size of their

holdings in individual investee companies, their longer investment horizons, and the relatively
fewer number of companies in individual fund portfolios. As a result, it is reasonable to expect
private equity managers to have a greater degree of involvement in their investee companies
compared to other investment professionals, such as mutual fund or hedge fund managers. And
because of their greater involvement, private equity managers are naturally expected to play a

greater role in influencing the corporate governance practices of their investee companies.

Certainly, sound governance does not invariably equate to strong performance. There is no
guarantee that well-governed companies will produce smooth exits and high returns for private
equity managers, although a number of studies have indicated positive correlations between
governance and stock performance. However, there is an implicit understanding among most
private equity managers that poorly governed companies are more prone to failure. Hence, there is

a strong element of self-interest for private equity managers to ensure that their funds are
invested only in well-governed companies or in companies that are willing and able to improve
their governance, and to avoid investment in poorly governed companies which demonstrate no
inclination to improve their governance.

The public reaction to the recent series of scandals in the US corporate and financial world
constitutes a key force behind the drive for better governance. Public awareness of this subject has
seldom been higher and large institutional investors, such as CalPERS (the California Public

Employees’ Retirement System), have become increasingly vocal in demands for governance
improvements. Meanwhile, the Sarbanes-Oxley Act enacted by the US Congress in 2002 has made
certain governance standards a legal requirement for US corporations.

To varying degrees, the impact of these events in the United States, and similar events and
legislative actions in Europe, has been felt in all major markets around the world. As a result, many
private equity managers have been led to re-assess their attitudes towards corporate governance,
if not their roles in improving governance practices. There is a stronger risk today than ever before

that a private equity firm’s reputation will suffer should an investee company in its portfolio
become embroiled in a corporate governance scandal. In the worst case, from the manager’s
perspective, investors will avoid investing with the private equity firm in the future, even if its own
governance is fully acceptable. Indeed, many limited partners in private equity funds – the ‘outside’
investors – are now demanding far greater standards of transparency and disclosure from the

private equity managers themselves.

This chapter is divided into two parts. The first part discusses briefly the importance and benefits of
corporate governance from the perspective of private equity managers, while the latter
summarises several ways in which private equity managers can, and often do, exert influence on
their investee companies to promote better corporate governance. This chapter hopes to
demonstrate that promotion of good corporate governance should be an intrinsic function of every

private equity investment, not solely to comply with the requirements of good citizenship or the
law, but also for the simple reason that good corporate governance rewards and protects the
investor.



Benefits of corporate governance for private equity investors

The proposition that private equity managers should play a meaningful role in improving the
corporate governance practices of investee companies rests upon the assumption that the

managers, and ultimately the investors in their private equity funds, will benefit from this
involvement. While the demands of public opinion, institutional investors and regulatory
requirements should bear their fair weight, self-interest remains the most effective force to ensure
the promotion of sound governance by private equity managers. On this point, private equity
managers do stand to benefit from sound governance in several respects.

The first benefit pertains to better protection. Private equity managers often seek to protect their

investments and ensure optimal exit strategies through legal contracts as well as through vigilance
and engagement. Legal contracts relating to private equity investments often contain clauses
giving the private equity investor certain rights, such as the right to veto a material decision by the
board (where the private equity investor holds only a minority position), or the right to force the
company to redeem the securities sold to the private equity investor should the investment turn

out to be unprofitable. One could argue that this is a more reactive or less preferred form of
protection. The problems at the investee company are likely to have reached a critical level if the
private equity manager must resort to such contractual rights for resolution.

On the other hand, private equity managers rely much more frequently on vigilance and
engagement. As one can imagine, the effectiveness of this approach draws significantly upon the
quality of governance in the investee companies. Since good governance requires adequate
transparency and an effective board, there is a greater likelihood for the private equity manager to

detect problems, and engage with management to take remedial action early on, in a well-
governed company. Where management itself is the source of problems, having an effective board
to deal with management becomes even more important.

Good corporate governance, then, can be seen as a proactive or preferred form of investor
protection, as there is a better chance when such governance prevails for problems to be identified
and resolved swiftly before they escalate to crisis level. Private equity holdings typically involve
substantial stakes and are often illiquid; private equity managers, therefore, unlike mutual fund or

hedge fund managers, seldom have the option of disposing of their holdings quickly where an
investee company encounters a major crisis. Thus, corporate governance is a critical means of
protection for private equity managers.

However, a second benefit of corporate governance to private equity managers – better company
performance – is often less palpable. It may be easier to attribute a successful business to readily
identifiable factors such as strong management, innovative products, superior services and high

demand. Although good governance by itself cannot produce a successful business, several key
features of corporate governance clearly help to drive company performance. Disclosure or
transparency enables early detection of poor performance, as described previously; accountability
requires that poor performance be addressed by management; while the promotion of best
practices and the drive to create long-term value for shareholders maintain management’s focus on

the ultimate goals for the company.

Good governance also helps to enhance a company’s reputation and credibility, making it more

attractive to all interested parties. It is natural to expect employees, customers, suppliers,
creditors, government authorities and potential investors to prefer dealing with a company that is
transparent and well-run. Companies that benefit from high standards of corporate governance,
especially in the areas of transparency and disclosure, are also much more marketable. They are
easier for outside parties, such as underwriters or investors, to access and understand. Private

placements or public offerings – exit paths for private equity investors – are greatly facilitated.

As the ultimate goal of every private equity investment is a profitable exit, a chief concern of



private equity managers is whether the benefits of good governance described above will actually

be reflected in the company’s stock price: that is, whether the market is willing to pay a premium
for a well-governed company. A number of recent studies on the relationship of corporate
governance and the value of equity in public companies indicate that there is indeed such a
premium.

A recent study conducted by Professor Lawrence Brown of Georgia State University in February
2004, covering 5,460 US public companies, found that companies with superior governance
practices tended to have better stock price performance, as well as higher profitability, larger

dividend payouts and lower risk levels, than their industry peers. A January 2004 study by Lipper
Inc, a global provider of mutual fund information, covering 725 mutual funds in the United States,
found that funds whose portfolios included a heavier weighting of companies with strong corporate
governance outperformed funds with lower weightings of such companies over three and five-year
periods. Similarly, in a study published in April 2003, Credit Lyonnais Securities Asia and the Asian

Corporate Governance Association uncovered a strong positive relationship between the quality of
corporate governance and stock performance over a period of five years in their survey of 380
public companies in 10 different Asian markets.

The role of private equity in promoting corporate governance

Private equity managers need to address the corporate governance issues of a business from the
day when they first meet with management to consider an investment, right up to the time when a
complete exit from the investment has been made. During this entire period of interaction with the
company, which may last three to five years or longer, private equity managers may become

involved, through their participation on the board and engagement with management, in a wide
variety of governance activities, ranging from customary exercises – such as validating
management’s business plan, counselling management on making the board more effective, or
improving financial reporting and disclosure – to unusual undertakings, such as investigating
financial irregularities or assisting management in corporate restructuring or acquisitions. Hence,

by virtue of their longer investment horizon, frequent participation on the board and continuous
engagement with management, private equity managers are uniquely positioned to play a catalytic
role in promoting sound governance practices. That role is even stronger in a buyout or majority
stake acquisition, where a private equity manager exercises substantial control – not just influence
as in minority stake investments – over a company’s governance matters.

The opportunity for private equity managers to promote sound governance practice actually begins
during the pre-investment stage, as depicted in the diagram on the following page.



Most private equity managers will gauge a company’s governance standards through their
meetings with management and the quality of information provided by management during the due
diligence process which precedes an investment. Some private equity managers will do so based on

their professional experience; more established firms may use an internal set of corporate
governance guidelines for evaluating investments. Even though private equity managers are not
yet investors at this stage and lack a formal role in the company, they have the ability to influence
management on governance-related issues through their questions and feedback. Their opinions
should bear significant weight if the management of the target company is looking to raise private

equity capital and knows it must address investor concerns.



Private equity managers also promote corporate governance directly through the investment

selection process itself. The selection process reinforces good governance by way of rewards and
refusals: well-governed companies are likely to be rewarded with the funding which they are
seeking, while poorly governed companies are likely to be refused and advised to improve their
governance practices. Nevertheless, there are occasions when private equity managers may make
conscious decisions to invest in poorly governed companies. In such a case, a private equity

manager typically would require management of the company concerned to agree to legal
covenants requiring specific, time-bound governance improvements as part of the legal
documentation at the time of acquisition of an interest in the company. Such an investment may, if
the governance covenants are successfully carried out, result in a situation in which both parties
stand to benefit: the company from improved performance, and the private equity investor from

enhanced value.

After an investment has been made, the role of private equity managers in influencing corporate

governance becomes more formal and direct because of their status as investors, and frequently as
board participants. Private equity managers at this stage can engage both the board and
management by proposing and working with them to implement or improve governance standards.
As mentioned earlier, private equity managers, compared to other types of professional investor,
should be in the best position to influence the governance standards of the company because of

both the duration and the depth of their involvement.

However, prudent private equity managers will need to calibrate the extent of their demands and
expectations for improvements in corporate governance accordingly in the context of the size of
their holding in the company, the listing status of the company, and the business culture and
environment in which the company operates: ‘one size fits all’ does not work in corporate
governance. For example, private equity managers who own a small, negligible stake and share a

board seat with other private equity firms in an investment syndicate may need to adopt a more
diplomatic and longer-term approach in pushing for governance implementations or reforms. In the
case of private companies where ownership is closely held, private equity managers may also need
to be content with a slower pace of corporate governance reform. Meanwhile, private equity
managers running a multi-country portfolio should be mindful of the need to tailor governance

requirements based on each host country’s business culture and environment. It may be unrealistic
to expect an investee company rapidly to adopt world-class governance standards in a developing
country where the financial and legal systems are still inchoate. Private equity managers need to
be realistic and pragmatic in attempting to champion sound governance in their investees.

Finally, private equity managers need not limit their role in promoting sound governance strictly
through their interactions with investee companies. Advocating sound governance can be as simple
as adopting a supportive stance and voicing it under appropriate circumstances, be it through

media interviews, speaking engagements or social interaction with the business community. Good
corporate governance rewards and protects the private equity investor. Promotion of good
corporate governance is just good business sense.
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WHAT PRIVATE EQUITY FIRM DIRECTORS NEED TO KNOW 
Private equity firms are playing an increasingly important role in the American capital markets. 
This shift has been spurred by both businesses and investors. Companies find private equity more 
attractive in large part because of the Sarbanes-Oxley Act of 2002 (SOX), which imposes 
significant internal control, auditing, and reporting requirements on public companies. 
Institutional investors, meanwhile, have sought opportunities to add value to portfolio companies 
by managing the managers, bringing industry expertise, and adding needed capital to portfolio 
companies. Due to this increase in private equity financing, many principals and managers from 
private equity firms now serve as directors of the private equity fund companies in which those 
private equity firms invest. This trend has raised the prominence of legal and business issues 
related to the fiduciary duties of directors, as well as specific issues related to the intersection of 
private equity firms and the portfolio companies in which they invest. 

At Foley’s sixth annual National Directors Institute on March 8, 2007, these issues were 
addressed in a breakout session entitled “What Private Equity Firm Directors Need to Know.” The 
discussion featured Foley & Lardner partners Paul Broude and Allen (Sandy) Williams, Jr., along 
with Sean Eagle, principal, American Capital Strategies, Ltd., and James Reddinger, executive 
director, UBS Securities LLC. 

Topics covered during this lively discussion, which featured spirited participation by audience 
members, included: (1) the proper role of portfolio company directors; (2) balancing the fiduciary 
duties of private equity board members to the portfolio company with their responsibilities to 
their private equity firm employer; (3) potential conflicts of interest when investment opportunities 
may benefit several different portfolio companies; (4) the role of independent directors and 
outside consultants; (5) a comparison of private equity boards and public company boards; (6) 
board-management conflicts in the context of a sale; (7) the role of SOX controls in a private 
equity portfolio company; and (8) the structure of the board decision-making process.  

A Primer on the Duties of Directors 

In general, a company’s board of directors is responsible for overseeing the company’s 
business and affairs. Directors of portfolio companies, however, may want to be careful 
not to cross the line from oversight into day-to-day management, which is usually the 
province of the company’s officers and employees. The board’s typical responsibilities 
include the following: 

 Approving leases, contracts and other material agreements 

 Approving fundamental operating, financial, and corporate plans, strategies and 
objectives 

 Authorizing the sale of company assets and other strategic transactions 

 Evaluating the performance of the company and its management 

 Selecting, evaluating, and fixing the compensation of corporate officers 

 Reviewing and approving management plans 

 Adopting policies of corporate conduct 
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In undertaking their responsibilities as board members, directors owe a fiduciary duty to 
the company and its shareholders, exemplified by the duties of care and loyalty. The duty 
of care requires directors to keep themselves informed about the affairs of the company 
and to seek out and use all reasonably available information when making decisions. 
Under the business judgment rule, a court will defer to the judgment of a director, if that 
director acts on an informed basis, in good faith, with the care an ordinary prudent person 
in a like position would exercise, and in a manner the director believes to be in the best 
interests of the company. The duty of loyalty requires directors to place the company’s 
interests ahead of their own personal interests and the interests of other parties. Together, 
these duties form the baseline of directors’ legal responsibilities. 

Potential Pitfalls for Private Equity Firm Directors 

The structure of private equity firms presents unique issues and potential pitfalls for 
directors. Conflicts of interest are particularly common. For example, a director’s fiduciary 
duties to the portfolio company on which she serves may conflict with her duty to the 
private equity firm for which she works. This issue may seem counterintuitive, because the 
private equity firm is as much an owner of the company as its other shareholders, and 
thus presumably shares the company’s interests. Nonetheless, a director may be tempted 
to make decisions that meet the private equity firm’s short-term goals, but are not in the 
best interests of the portfolio company. This conflict can present itself in acquisition 
decisions, executive compensation, management fees and other arrangements, and the 
valuation and terms of additional financing provided by the private equity firm. 

Another type of conflict may arise between two funds or portfolio companies managed in 
parallel by a private fund director. For example, a corporate opportunity may arise that 
could benefit more than one company on whose board a particular director sits, or two of 
those companies may decide to enter into a commercial transaction together. In each of 
these situations, a director serving on the boards of multiple companies finds himself on 
the horns of a dilemma, unable to balance his conflicting fiduciary duties to those various 
companies. 

Beyond conflicts of interest, private equity firm directors should be careful not to blur the 
line between the private equity firm and the portfolio company board, or the corporate veil 
can be pierced, extending the reach of liability beyond the portfolio company to the private 
equity firm. This issue arises when a private equity firm director does not observe the 
appropriate level of corporate formality at the portfolio company level, by, at a minimum, 
keeping separate corporate records for the portfolio company and the private equity firm, 
holding regular board meetings, preparing authorizing resolutions for transactions outside 
of the ordinary course of business, and electing directors and officers.  

The line between private equity firm and portfolio company can also be blurred when it is 
unclear whom a director represents when communicating with third parties. This issue 
often arises when a private equity firm owns a minority stake in the portfolio company, but 
is heavily involved in its day-to-day operations. It is recommended that directors be 
explicit about their roles in each and every third-party communication. 

Private equity firm directors should recognize that fiduciary duties change over time. As a 
portfolio company nears insolvency, for example, the directors’ duties begin to shift from 
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the company to the company’s creditors. In this zone of insolvency, even routine corporate 
decisions become subject to harsh scrutiny. 

Similarly, when the company receives a legitimate buy-out offer, the board’s duty becomes 
not merely to maintain the business, but to seek the best price for the sale of the 
company. James Reddinger pointed out that in this context, the interests of management 
are often contrary to the interests of the shareholders. In the event of such a conflict, he 
would always defer to the judgment of the board rather than management, because the 
board has a fiduciary duty to the shareholders. However, noted Sean Eagle, management 
sometimes can delay negotiations, forcing directors to compromise in order to close a 
deal that is ultimately in the best interests of shareholders. 

A final pitfall is the private equity firm director’s inappropriate use of material, non-public 
information. This issue arises when a director discloses such information to the private 
equity firm prior to other shareholders, which can violate SEC Regulation FD. It may also 
lead to insider trading, if employees or partners in the private equity firm decide to buy or 
sell securities using material non-public information learned from directors of portfolio 
companies. 

Protective Measures 

Directors may be able to shield themselves from the above pitfalls by observing certain 
protective measures. First and foremost, they should document decision-making and the 
corporate approval process in a deliberate and methodical manner, and should not 
“informalize” the process. Board minutes should be more than a mere mark-up of the 
previous year’s minutes; they should adequately reflect both the substance and process of 
the board meeting and record all material decisions, though they should not become a full 
transcript of board deliberations. To ensure that all important issues are raised by 
management in board meetings, a whistleblower system can be instituted for employees. 

Directors can insist on adding a further level of independence to the board’s decision-
making by employing independent directors and outside consultants. Independent 
guidance is particularly important in the context of mergers and acquisitions, executive 
compensation, and other extraordinary transactions. Sean Eagle noted that the boards on 
which he sits typically have at least one independent director. Such directors are primarily 
brought in, he said, to add expertise in a particular business area, but they also certainly 
add a measure of objectivity to the board, its audit and compensation committees. 

Directors from private equity funds serve in several disparate roles, so they should know 
where their duties lie at any given time: when acting as a partner or manager of the private 
equity firm; when acting as the director of a portfolio company; when serving on multiple 
boards simultaneously; and when the portfolio company is in the zone of insolvency. They 
should be especially careful in communicating with colleagues at the private equity firm, 
to avoid the appearance of serving on a board merely as a “deputy” of the private equity 
firm, rather than looking out for the interests of all shareholders. 

To meet the duty of care, private equity firm directors should ensure that they engage in a 
sound and thorough decision-making process. Directors should set aside adequate time to 
fulfill all of their obligations (attend meetings, communicate between meetings, review 
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materials, and carefully consider decisions) and should put forth the time and effort 
required, which experts estimate generally requires 150-200 hours per year. Beyond time 
and effort, the legal system will focus on the details of the board decision making process:  

 Were related party transactions approved by independent directors?  

 How many meetings were held to discuss a particular issue, and how much 
time was devoted to it?   

 What materials were reviewed, and were they received by directors far enough 
in advance of meetings?   

 How many questions did directors ask? 

Meeting the duty of care does not require day-to-day management by directors, and 
indeed, such an extraordinary level of involvement ultimately would prevent directors from 
seeing the big picture and appropriately weighing long-term strategic decisions for the 
portfolio company. Accordingly, Sean Eagle recommended that soon after joining a board, 
a private equity fund director should determine how and when decisions should be 
delegated to the management team. 

To prevent going astray of Regulation FD, directors should carefully restrict the 
information they learn as directors of a portfolio company; they can do this by creating 
and consistently following strict procedures for disclosing such information to others 
within the private equity firm. If the portfolio company is a public company, the private 
equity firm may also want to create and follow certain procedures to ensure that partners 
and employees of the private equity firm do not intentionally or accidentally decide to buy 
or sell shares of the portfolio company’s stock while possessing material non-public 
information.  

SOX Compliance 

Though SOX currently does not apply to private companies, there are many reasons that a 
private company board may nonetheless decide to implement SOX controls. First, SOX 
controls may be an effective tool to manage risk within the portfolio company. Second, 
SOX compliance may be required of the company in the future, either by public companies 
doing business with the portfolio company, by lenders or investors seeking additional 
assurances of internal controls, or by future amendments to the law. Third, and most 
importantly, however, SOX compliance prepares the portfolio company for two possible 
exit strategies: an initial public offering or a sale to third parties. 

Conclusion 

When serving as the director of a portfolio company, a private equity fund partner or 
employee must balance the interests of many parties: the portfolio company shareholders, 
the private equity firm, and the shareholders of other companies on whose board he or she 
sits. In balancing these interests, the director should never sacrifice the duties of care and 
loyalty, and should carefully consider and record the board’s actions on behalf of the 
portfolio company. Directors should enact procedures to avoid the pitfalls that commonly 
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befall private equity fund directors, without losing sight of the added value that 
sophisticated private equity investors can bring to portfolio companies. 

 

For More Information 

For more information on this session or the sixth annual National Directors Institute, visit 
Foley.com/ndi2007 or contact the panelists directly. 

Paul Broude 
Foley & Lardner LLP 
pbroude@foley.com 

Sean Eagle 
American Capital Strategies 
sean.eagle@AmericanCapital.com 

James Reddinger 
UBS Securities LLC 
james.reddinger@ubs.com 

Allen (Sandy) Williams 
Foley & Lardner LLP 
awilliams@foley.com 
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International, Deloitte, RR Donnelley, D. F. King, Ashton Partners, Boardroom Bound, Chicagoland 
Chamber of Commerce, NASDAQ, NYSE and Springboard Enterprises. The support we receive 
from our sponsors is crucial to the development of the program and we thank them for their 
efforts in once again making NDI a huge success. N 

Save the date! The 7th Annual National Directors Institute will be held on March 6, 2008 in 
Chicago. Learn more at Foley.com/ndi. 
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About the survey
The survey was carried out in two
phases:

• An online survey of more than 300 
senior executive and non‐executive
directors from the Directorbank
network. The respondents came from
a wide variety of sectors covering all 
deal sizes, but were concentrated in
the European mid‐market.

• Confidential, in-depth interviews
with a further 23 directors sourced 
from both KPMG and Directorbank’s
contacts – all of whom had experience

working with several private equity‐
backed businesses over a number of
years. The executives represented a
wide variety of industry sectors and
were based in Europe, Asia and the
US, with a higher proportion working
in the larger buyout space.

More than 85 percent of the

participants in this survey worked

for more than one private equity 

house, providing a credible basis for

comparing different approaches.

Source: Directorbank and KPMG, 2012
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Introduction

Globally, private equity remains an attractive asset class, outperforming public markets over medium to long‐term investment 

periods. However, exactly how these alpha returns are generated remains less well understood. Furthermore, analysing

private equity returns by performance quartiles reveals a great deal of variation; from the top quartile funds which produce
significant alpha to the fourth quartile funds which actually lose shareholder value. Given this, we can see that the use of
‘value levers’ such as leverage, multiple arbitrage, operational and profit improvement is far from formulaic.

We believe that as private equity finds itself in a more difficult economic environment, it will have to evolve further to
meet the challenge of the slowdown of growth in developed economies. This is likely to lead to an increasing role for 

effective portfolio management, as the value levers of operational and profit improvement become more important. It 
therefore seems an opportune time to explore how private equity managers add value to their portfolio companies and

what characterises the most effective, in comparison with those that are less so. Asking those who have worked closely 
with private equity, namely senior executives and non‐executive directors of private equity‐owned portfolio companies,

many of whom have worked with more than one private equity investor, seems a good place to start.

We hope you find this research interesting and constructive.The results revealed the many benefits of the private equity 
model and a variety of approaches to working with portfolio companies. We will leave you with the thought that although

some of the findings may seem self-evident, sometimes private equity firms do not always get the basics right when
interacting with management and the board. This research should give food for thought and some guidance on what

the 300-plus senior managers who took part in our survey believe constitutes best practice in portfolio management.
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Results at
a glance

Main reasons private equity firm won the deal were:

Most valued contributions to deal process were:

In mid-2012, KPMG and Directorbank commissioned
independent research consultancy Private Equity

Research Limited to undertake a comprehensive

survey of more than 300 non-executive directors 
and senior management who had experience

of working with private equity firms.The 
purpose was to look in depth at how private

equity executives interact with their portfolio

companies and reveal the strengths of

the private equity approach, as well as
the weaknesses. Our aim in carrying

out this research is to contribute to the

development of best practice in this key

area, through increasing our private

equity clients’ understanding of the

issues that arise when working with

senior management and the board.

The research reveals that private

equity directors are generally highly

regarded for their deal‐making

and financing skills. However, 
according to participants in the

survey, their effectiveness

when interacting with portfolio

companies is more variable.

The most effective make a

real effort to build a

relationship of trust with

management and actively

use their skills, knowledge

and network of contacts.

The least effective are

perceived to add more

limited value, apart

from providing capital.

108

102

87

71

66

56

47

Bid highest price

Certaintyof completion

Ability to complete quickly

Plans for growingbusiness

Personal chemistry

Offered bestmanagement terms

Industry sector knowledge

Number of respondents 358

While bidding thehighest pricewasmentionedmostoften, a wide varietyof
softer factors are important; providing an opportunity for PE firms todifferentiate
their propositions.

Number of respondents 358

Testing of business plan

Conducting duediligence

Arrangement of debt

Deal process management

Industry knowledge

Organising legal documentation

Experiencedoing similar deals 99

83

81

79

79

40

39

Ways private equity firms contribute to thedeal process gowell beyond simply
arranging the financing.

Source: Directorbank and KPMG, 2012
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How different are private equity firms’ approaches?

Very different 

Somewhat different 

Similar

Very Similar 

N/A

21%

37%

24%

5%

13%

Privateequity houses adopt different styles and approaches tomanaging their
investments; adapting their approach to the circumstances.

Private equity ’s contribution to value uplift:Ratings of private equity input:

Good 

Average 

Poor

No response

2%

18%

29%

9

5

0

0-4% 5-10% 11-25% 26-50% 51-75% 76-100%

12%

Overhalf ratedPE input as goodorexcellent and less than an eighthpoor.
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35

44

38

40 percent of respondents gave the private equity house credit for generating more
than a quarter of the value uplift on exit.

Was there an appropriate level of involvement by

the private equity backers?

78%

22%

Yes

No

The vastmajority said that the level of input they received fromprivate equity
backers was appropriate for theneeds of thebusiness.

Source: Directorbank and KPMG, 2012
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However, with 41 percent rating the quality of private equity input as average or
poor, there is clearly room for improvement and the respondents had a number

of suggestions on how it could be done better.

The majority of those surveyed rated the quality of the private equity director’s

involvement in the business as good or excellent.

Ratings of quality of private equity input:

2%

Excellent 

Good

Average 

Poor

No response

18%

39%

29%

12%

Chairman, Retail sector

CEO, Packaging sector

The private equity firmhad

operational experience so they

were able tohelp solve problems,

supportmanagement andwere a

bit like a personal coach. It was a

fine example of howprivate equity

canwork.

NED,

Pharmaceutical sector

It’s easy tosit ona boardand

ask the right questions – the

hardpart is knowing howtofind

solutions andexecute a plan.

Best practice in portfolio management
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Managing portfolio
companies most effectively

The amount of involvement by

privateequity firms varies and the

appropriate level depends onthe

needs of thebusiness working to

agreedbenchmarks. Privateequity

should be relatively hands‐off if the

business is performing onplanbut if 

not, greater involvement is needed

and should bewelcomed.

Effective ways of working
• Have a veryopenandhonest dialogue– especially with regard toexit strategy.

• Haveeitheroperational understanding oraccess toadviserswith relevant experience.

• Allocate sufficient timeand input tothe strategic planningprocess.

• Spendmoretimeonthebusiness, not just at boardmeetings.

• Trulyunderstand thebusiness, the competitive landscapeand influences – not just

thenumbers.

• Cut back on thenumber of performance indicators requested andquickly identify the

key levers.

• Have fewer privateequityprofessionals andmore independent directors on theboard.

KPMG’s view

Marc Moyers,

Head of Private Equity Americas Region, 
KPMG in the US

Our respondents consistently rated the input they got from private equity

firms very highly during the pre-deal and completion phases and on the
exit. During the period of ownership, however, the quality of input was

more variable and it appears to us that this is the main area where some

firms and individuals are differentiating themselves.

Source: Directorbank and KPMG, 2012



What makes an
outstanding
private equity
board director?

208
Respondents were asked to rank the

top three qualities that a private equity

director should have:

1. Ability to work with the board
and management

2. Strategic vision

3. Financial acumen

Other abilities mentioned as being

important, but less so, were being able

to introduce the company to contacts

who could be useful to the business and

having operational or sector expertise.

N
o.

of
m
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s

Knowledge 
of capital
markets

213

126 125
112 109

77

Privateequity people arebetterdeal 

makers thanoperators given that

their backgrounds aremainly in

M&A. Some tend tobedeal junkies

andget boredwhen there’s not

muchhappeningwith a business,

but themost successful PE people

aregoodat deal making and

workingwith companies.

Chairman, Several sectors

Source: Directorbank and KPMG, 2012
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Ability to work Strategic Financial Access to Operational Industry
with board/ vision acumen contacts experience sector
management knowledg

e

Quality Examples

Ability to work • Able to assess whether management are capable of
delivering

with board/ the plan.

management • Builds a relationship based on openness and trust.

• Can focus on the needs of the business and not get
distracted
by the next deal.

• If things go wrong, works with management constructively
to
find solutions.

Strategic vision • Good knowledge of the industry and understandsmarket
context
and trends.

• Ideally has had some business experience outside private

equity or finance.

• Acts as a sounding board; gives a well‐considered different

perspective on issues.

• Intellectual flexibility as no two businesses are the same.

Financial • Good understanding of debt structures and contacts with
financial

acumen institutions.

• Spends the time to really understandwhat is happening in the

business; behind the headline numbers.

E i i i i i i i d f i



Operational experience

gives themmoreempathy

withmanagement and

understanding of the

challenges andpitfalls of

achieving thestrategy. Having

operational experiencemeans

that their input is practical

rather than theoretical.

FD, Software sector

All privateequity executives

should, during the first 5years

of their career, beseconded to

a portfolio company. This would

make themfarmoreeffective

portfoliodirectors.

CEO/Operating Partner, 

Industrial sector

Thebest combination is a
PEdirectorwhohas bothsector

andoperational experienceas

well as internal credibility.

NED, IT sector

Should private equity executives

have operational or industry sector

experience?

The results of our research show a high

degree of consensus on this topic, with

private equity directors’ lack of

operational or management experience

seen as a weakness in the way they

interact with portfolio companies. Over

70 percent of those interviewed said
that having managerial, operational or 

sector experience would give private

equity executives more insight into

the reality of running a business and a

greater empathy with management.

Those respondents who had worked

with private equity firms over a number
of years were sceptical that firms will
change their recruitment policies and

seek to hire more investment executives

with operating expertise. However,

private equity firms do seem to be
aware of their limitations in this area and

have sought to complement the skills of

their team through the increasing use of

operating partners or industry advisers.

KPMG’s view

Honson To,

Head of Private Equity Asia
Pacific Region, KPMG China
The debate on whether it is

necessary to have operational

experience continues. Our view is

that a one‐size‐solution does not fit
all.The key point is for firms to be

aware of what their investment

professionals are good and not so

good at and make sure that they

have the correct blend of skills

within their teams. Additionally, 
secondments to portfolio

companies could provide very

useful training experiences.

Best practice in portfolio management
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The best private
equity directors…

“ advice and
xternal insight without

trying to decide strategy

or run the business.”
CEO, Industrials sector

“Are willing to ‘walk
the ’ with the

management team.”
CEO, Chemicals sector

“Are 
emplo 

not

to engage with
at all levels,

mysterious

people from a private

equity house.”
CEO, Industrials sector

“Look or opportunities 
to use the firm’s

w contacts with

suppliers, customers,

other portfolio companies

to benefit the business.”
Chairman, Automotive

sector

“St interested and
in with the

business throughout the

time of ownership.”
Chairman, Media sector

“Don’ panic when things 
aren going according

to plan, but work with

management to really

understand what is going

wrong and constructively to

find solutions.”
COO, Food & Drink sector

“Are  xperienced – age
and 

part

urity play a

private equity

executives getting better

over time.”
Chairman, Leisure

sector

Best practice in portfolio management
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Use of
operating
partners

and industry
advisers

Directorbank’s view

Ken Brotherston,
Executive Chairman

This is an area where private

equity firms do add enormous
value but are often not given

credit for being the catalyst that

enables access to this expertise.

We are also seeing, to some

extent, a partial in‐sourcing of

operational expertise by private

equity firms as they bolster their 
internal capabilities.This is more

prevalent at the top end of the 

market, but we expect to see

more of this in the mid‐market.

Best practice in portfolio management
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As noted earlier in this report, private equity executives 
continue to come mainly from financial, M&A and
management consulting backgrounds, and private equity

firms have recognised that they need to bring in outside 
expertise to drive operational improvements. They hire in this

expertise at the outset when assessing an opportunity and

for help in carrying out commercial diligence, as well as after

the deal has been completed to assist management

in achieving the business plan. Our survey found that in
60 percent of cases, businesses had 100-day plans or

similar which mapped out the actions to be taken by

management, together with timescales. While the majority

of private equity firms made significant contributions to
developing the plan, only about one‐third were said to be

actively involved in its implementation. Several respondents

observed that private equity firms need to work more
closely with smaller firms than larger businesses which  
tend to have greater management resources. W ith the latter,

they can afford to be more hands off.

Large private equity houses tend to make greater use of

operating partners and industry advisers. These senior

executives are employed to bring strategic insight or help 
within functional areas, ranging from IT, marketing, and
purchasing to human resources. Our respondents

commented that although some smaller and mid‐market

firms do this too, it tends to be larger firms that have better 
networks and greater financial resources that enable them
to hire the very best industry experts.

Certain pitfalls can arise, however, in using operating 
partners who:

• Have ambitions to run rather than just advise 
the company.

• Are not insiders in the private equity firm so do not
understand the management structure and where

the decision‐making power lies.

• Defer to the private equity firm rather than acting as
an independent adviser.

• Do not appreciate that all companies are different 
and what worked before might not be applicable

in this situation.

Most PEhouses donot have operational

guys in their team– theybring theminon

a deal‐by‐deal basis. That is aweakness

because these guys donot understandhow

thePE teamticks. If youhadoperational

people onthedeal team, you’d shortcut a

lot of processes.

NED,Telecommunication sector

In today’s climate, themodel where there is

greater operational input is best suited–

management needs help togo through

difficult times.

CEO/Operating Partner, 

Packaging sector

Privateequity is such a closed industry club

that theydon’t knowmanypeople outside

their ownpool. Firms shouldn’t hirepeople

withoperational backgroundas investment

managers, but searchout thebest in the

business inparticular functional areas

(sales, marketing, finance, etc) andbring

theminto their fundas rovingoperating

partners.

CFO, Business Services sector

Best practice in portfolio management
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The role of operating
partners in private
equity‐backed
companies

A chairman’s view

David Williams, Serial Chairman and
Chair of Operating Partners at Duke Street

What qualities should operating partners have?

As you would expect, operating partners need to have 
relevant senior managerial and sector expertise as well as

strong interpersonal skills. Further, if they are really plugged

into the private equity firm and have built up a mutual
understanding through working together over time, this

can make a real difference in the efficiency of how decisions 
are made.

Even people with stellar business backgrounds do not always

work successfully in a private equity environment. They need

a certain amount of confidence and emotional intelligence
to cope with being challenged by the bright, young, driven

individuals who work in private equity. Being an ex‐chairman

of a FTSE 100 company does not count for that much – they 
have to earn the respect of management and private equity

backers.

In your opinion, what is the ideal make up of the board?

• A chairman with relevant sector experience, preferably
one who works as an operating partner for private equity

backers.

• A senior director from the private equity firm and usually a
more junior colleague for back‐up cover.

• Key executive management.

• An independent NED with sector-specific knowledge.

The board needs a balance of skills; for instance, it can

sometimes become overweight in financial skills and this
needs reining back. We consider that executive management

is much more important than the rest of the board – they are

fundamental to the success of the business.

What are the pitfalls to avoid when using operating

partners or non‐executives?

They may become too engaged and think they are supposed

to be running the business. It is up to private equity backers 
to make this clear at the outset so that management do not

think they are being superseded.

Do you think private equity executives should have

operational experience?

In my experience, some do have operational or managerial
experience and can bring a lot to the boardroom table.

I have seen private equity executives really develop their 
skills in this area during their time in the industry. As a result, 
they can make a real contribution to the people issues and

challenges of running a business.
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The seven deadly sins of
portfolio management

Our research reveals that private equity directors vary widely

in the way they interact with portfolio companies; some

actions are helpful while others not. Respondents were very

clear on the latter and from their experience gave advice on

how to avoid common pitfalls.

1. Fail to win hearts and minds of management; taking the

attitude of “w e own the business thereforeyou’ll do aswe say.”

2. Overwhelm management with interference which is

not helpful or constructive; especially when the business

is performing on plan.

3. Lose focus after the deal is done as shown by missing

board meetings or being distracted during meetings.

4. Manage by spreadsheet so focus only on historic

numbers without understanding KPIs and what is really
happening with the business.

5. Turn the deal over to a portfolio management department

so that management has to try to establish a relationship with

an executive new to the deal who may see it in a different light.

6. Be a frustrated CEO who thinks he or she can run

the company but in fact has no relevant management

experience.

7. Have an unclear internal decision‐making process or 

lack support from senior colleagues so that management

does not know who can speak for the firm.

Theywill charmthebirdsoutof thetrees toget the

deals, butmost haveneverworkedin industry andso

havenoreal experienceof runninga company.

NED, Several sectors

Althoughprivateequity people I’veworked

withareextremely clever andanalytical, their

inter‐personal skills arenot as strong.

Chairman/CEO, Technology sector

It is unhelpful when theyask for loads of data but

don’t focus properly onwhere thebusiness is going

andhowit’s going toget there.

CFO, Business Services sector

They broughtme in todrive change but failed

tobackmewhen I had to confront the CEO

andmajority shareholder.

NED,Telecoms sector

As anNED I havehad totry tofinda solution for a

privateequity directorwhowas constantly onhis

Blackberryduring theboardmeeting. Management

tooka lot of troublewithpreparing theboardpapers

and they got really upset about this behaviour.

NED, Logistics sector

Privateequity firms’ core competency is doing deals, so

their skill levels for thedeal process arehigh. But their

real understanding of, and strategy for, thebusinesses

they acquire, is usuallymuchweaker.

Chairman, Electronics sector

Directorbank’s view

Ken Brotherston, Executive Chairman

Although it would be easy to dismiss avoiding these pitfalls 
as ‘just common sense’, senior executive respondents

remarked that investment professionals are not always

getting the basics right. Some private equity firms may 
benefit from taking a critical look at themselves and asking 
how they can improve the way they interact with portfolio

companies.



When the going gets tough:

Managing
underperforming
investments

Managementwere openand tooka ‘no surprises’ approachto
dealing with theprivate equity firm.Theprivate equity director didn’t
try topush thebadnews under thecarpet but discussedwith them
what todoabout it andgave constructive advice andsuggestions.
Themanagement teamrespondedverywell tothis approach.

COO, IT sector

Best practice in portfolio management
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Most of the seasoned executives and non‐executives we interviewed had

experienced situations where a business underperformed against plan. When

the going gets tough, the relationship between management and private

equity backers can come under strain. When this happens, private equity

directors naturally become concerned at the potential threat to the value of their

investment and need to be very aware of how their skills can help, rather than

make things worse. The non‐executives and executives interviewed for this

research suggested constructive actions that private equity directors could take to

help address underperformance.

KPMG’s view

Onno Sloterdijk,

Head of Private Equity
EMA Region,
KPMG in the Netherlands

Underperformance may move the

relationship between the private

equity firm and management from
one of alignment to possibly a more

combative one, especially if the

private equity house perceives that

management is underperforming.

If action is required to supplement 
or change management, then

shareholders need to act decisively

to avoid the risk of further damage

to the business. Unsurprisingly, the

survey revealed more negative

comments on the behaviour

of private equity firms when
businesses underperformed, but

also gave useful pointers on which

actions help and which actions

hinder. The key takeaway is to

recognise the changing nature of 

the relationship and if management

are to be retained, then working

collaboratively becomes key.

Actions that help

• Really understanding the

business; get beyond the

spreadsheets.

• Working with management

collaboratively to find solutions 
to business problems.

• Staying calm , being aware that

all parties come under pressure

during difficult times.

• Refinancing and restructuring

the balance sheet to give the

company breathing room.

• Bringing in operational

expertise from a network

of experts.

Actions that hinder

• Being indecisive.

• Getting too much into the

detail so that the big picture

is lost.

• Lacking empathy with

management; often they are

doing the best they can.

• Failing to stay around to clean 

up the mess once the equity

value is gone.

Whenthings gowrong, private
equitydirectors tendtostart
trying tomanagetheinvestment
moreclosely. However, unless
theyreally understandthe
business thentheir input
isn’tusually veryhelpful. The
better aprivateequitydirector
understands thebusiness, the
easier it is toidentify issues
atanearly stage so theycan
bedealtwithbeforebecoming
nasty surprises.

NED, FMCG sector

Whenaninvestment
underperforms, there is a
tendency for themtowant
torunaroundanddothings;
demanding regularupdates
andconferencecalls. This
is all aboutbeingseen to
betakingactionrather than
really contributing tofinding
a solution.

There are bound tobe someup
anddowns in the relationship
if the business isn’t performing
according toplan, but the
important thing is whether
ornotmanagementand
investor canwork together
and keep focused onthemain
goal of achieving a goodexit
in due course.

CEO, Chemicals sector Chairman, Business Services sector

Best practice in portfolio management
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The role of the
chairman in

private
equity‐backed
companies

Our research suggests the appointment of an effective

chairman can make a significant contribution to the business 
through, among other things, ensuring the relationship

between private equity and management remains

collaborative. Our research revealed that 78 percent of
respondents felt that the aim of private equity backers and

management was well aligned at the start, but for close to 

one‐third of our sample, the relationship worsened over time.

Reasons given were usually related to private equity backers

being unclear or changing their minds about the strategy

for the business. Conflicts over the timing and type of exit
were also not uncommon and often arose through lack of

understanding by private equity backers that management’s

motivations may not be solely financial. Respondents of all 
types – both executive and non‐executive directors – said that

an independent chairman has a vital role to play as an interface

between management and its backers.

An effective non‐executive chairman can:
• Translateandnavigate theunfamiliarworldof privateequity formanagement.

• Filter theprivateequity firm’s demandswhichmaybeunnecessary anda distraction to

management.

• Advisemanagementonexit options, apart fromoutright sale, which canmeet bothparties’

objectives.

• Ensure there is a goodcomplement of skills on theboard.

• Help renegotiate incentiveplans if thingsworkout differently fromtheoriginal plan.

• Ensure fair valuewhen theprivateequity firmis looking tosell onbutmanagement

is staying inwithanotherbacker.

• Addvalue throughtheir operational knowledge and industryexpertise.

Best practice in portfolio management
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Thechairmanhas a very
difficult role tofill indealing
with theegos of privateequity
executives andmanagement. If 
there’s conflict thechairman
needs tobring it out in the
openandbrokera compromise
between them.

Thebiggest battle for
thechairman is getting
management onside. Youare
often viewed as theprivate
equity firm’s spy ontheboard
and they’re also afraid that
youhaveplans totry torun
thecompanyyourself.

Private equity backers tend
to take a shorter termview
of the business than
management, so it’s up to the
chairman tobalance what’s
best for the business in the
long runandbring all parties
together.

Chairman, Several sectors Chairman, CEO, Leisure sector Chairman, Several sectors
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Directorbank’s view

Ken Brotherston,

Executive Chairman
In a recent study conducted by 
Directorbank, 430 chairmen and
NEDs considered the qualities 
differentiating a good and an

outstanding chairman.

The key findings highlighted a
combination of personality traits

and skills that make the difference:

they are good listeners, effective

communicators, have gravitas

and often a degree of charisma.

The key skill set includes an

ability to see the big picture;

good at managing meetings;

striking the right balance

between effective governance

and effective outcomes; broad

market experience and good

business acumen and, most

important of all, allowing the

CEO and the executive team to
run the business. In short, not
necessarily making decisions,

but ensuring good decisions get

made. The chairman must also, of

course, ensure that investors and

wider stakeholders have the best

possible relationship with

the business.



Ways private equity firms can

genuinely add value
As previously highlighted, private equity returns continue to outstrip quoted 
shares and it is certain that operational improvement in portfolio companies is
a key component of value creation. Of our sample, 63 percent had been 
involved with a private equity‐backed business which was subsequently sold

and, of these, 77 percent had been sold for a profit. According to the survey, the
most important contributors to the value uplift were operational improvements

and sales growth. Leverage and growth through acquisitions were much less

important; highlighting perhaps the reality of the more difficult funding climate.

Approximately 40 percent of the respondents credited private equity with contributing 
more than a quarter of the value uplift achieved on exit. This is a clear indication that

private equity is capable of generating a significant amount of value. For the rest of
respondents who estimated the value uplift at 25 percent or less, this still represents

material incremental value which contributes to private equity’s ability to outperform

public markets.

Where private equity made a significant contribution to the value uplift, it was said
to be through the following means, in rank order:

1. Provided capital to grow business

2. Optimised business plan

3. Removed constraints on management

4. Brought in operational expertise

5.Other (including dealing with banks)

The finding that the majority of our sample ascribed a moderate figure to private 
equity’s contribution to value uplift may surprise private equity executives – but not

management. In their eyes, private equity backers are viewed as enablers; meaning
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Contribution by importance to value uplift Private equity ’s contribution to value uplift

Source: Directorbank and KPMG, 2012 Source: Directorbank and KPMG, 2012
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that their ability to contribute value is focused on areas such

as providing access to capital and bringing a greater focus to

achieving an exit. Management, and for that matter non‐

executive chairmen, tend to believe that real value creation

comes from growing the business and improving profitability –
and this is down to the executive team.

However, respondents acknowledged that in some

cases, private equity directors are able to make much

greater contributions – in the range of 30–50 percent 
of the uplift in value.

We should point out that respondents’ views on the

contribution private equity firms make to value uplift were 
estimates and not usually based on detailed analysis.

Ways to add more value
• Giving access to the firm’s network of contacts.

• Making sure acquisitions/projectsmake an acceptable ROI.

• Identifying acquisitions.

• Focusing attentiononcash flowmanagement.

• Optimising thebalance sheet through re‐leveraging.

• Accelerating process of good financial reporting/governance

standards.

• Grooming company for sale, finding potential buyers,

structuring the sale.

KPMG’s view

Robert Ohrenstein,

Global Head of Private Equity,
KPMG in the UK

It is difficult to quantify private equity’s role as enabler –
especially in ‘soft’ areas like making sure the right

management team is in place and supporting it to achieve

the business plan. However, most respondents

recognised that private equity made a real contribution to
the business and many ascribed a significant proportion
of the value uplift to their input. Even at levels of 5–25

percent of the uplift, we suspect that most limited

partners would be happy if their private equity managers

contributed incremental value over public markets at

these sorts of levels.

Privateequity firms canaddvalue
throughtheir knowledgeof financing
andcontactswithbanks, evenvery
senior CEOs don’tusually have this
knowledge.

CEO, Financial sector

If a firmhas chosen a goodmanagement
teamand is able tomanage themwell,
are thegoodresults down to
management or thePE house?Hard to
determine, but I’dput the figuremoreat
30percent.

CEO/Operating

Partner, Packaging sector

I think they can contributemore than
a quarter of the value uplift – this 
usually happens at the beginning
and end of the deal. Often the sale
would not have happened or on such
good terms if not for them.

CEO, Support

services sector
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Conclusion

This survey has produced a lot of useful feedback on the ways that private equity

executives add value and interact with portfolio companies. The findings are
especially credible, given the number and quality of the respondents who took

part in the research and their willingness to give insiders’ views on what really

goes on in private equity‐backed businesses. The positive feedback relating to

private equity’s added value in the entry, financing and exit phases should be no 
surprise to those within the industry.

However, the feedback on the contribution made by private equity houses to

businesses under their ownership was more mixed. While many respondents

were happy to give private equity firms significant credit for the value they bring 
to their investments,  it would be fair to say that a small number questioned the

quality of private equity’s input and the effectiveness of how they work with

management.

The industry is adapting to the harsher economic environment and there appears to

be a general recognition that generating value within the portfolio will increase in

importance as a source of returns as leverage, arbitrage and ‘asset trading’

opportunities become less prevalent. As a result, we have seen some evidence of
a shift in skill sets within firms; notably through in-sourcing operational and sector 
expertise. This has been the case for larger firms, and this trend is also being seen 
in the mid‐market.

KPMG’s view

Robert Ohrenstein,

Global Head of Private Equity,
KPMG in the UK

This research adds a different perspective to the debate over the ability of

private equity firms to add value within their portfolio companies. With the
challenging current economic circumstances likely to persist for some time,

private equity is refining its model and some firms are already at the forefront
of this evolution. Given the more difficult fund-raising environment, portfolio 
value creation will increasingly be seen by limited partners as a point of

differentiation. Even firms with above average investment performance are
being challenged to demonstrate how they will add value to their investments

in the future. Our long involvement with private equity tells us that this is a

very adaptable industry with an extraordinarily high proportion of talented

individuals. No doubt many are already focusing on some of the issues 
discussed in this report.

Directorbank’s view

Ken Brotherston, Executive Chairman

We believe that having the right blend of skills, from a variety of internal and

external sources, means that private equity’s input is likely to be more

effective which, in turn, drives higher investment returns. Those firms that
get the balance right and interact most effectively with management are

likely to increase their chances of outperforming the industry average.
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