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Definition 

• Technically refers to any type of equity investment in 
an asset in which the equity is not freely tradable on a 
public market. 

• Less liquid 

• Long Term in nature 
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PRIVATE EQUITY (PE) FUNDS GLOSSARY 

Limited partner (LP) – Investor - surrenders decision making in return for limited liability 
General Partner (GP), PE Manager– management company that raises PE funds 
Carried Interest – share of the gain on the Fund paid to the Manager  
Investee – portfolio company of a PE Fund 
Exit – realisation of the holdings in an investee 
IRR = Internal Rate of Return, the discount rate/%age return where NPV is zero  
Gross IRR – IRR of the investee portfolio only. Net IRR is the return to Investors (see below) 
Net IRR – the IRR actually received by the investor, after all costs of management and fund 

expenses 
Hurdle rate – an annual percentage return received by Investors before the GP gets the carried 

interest 
IPO – Initial Public Offering (or listing) on a recognized stock exchange 
Net Present Value – the present value of future cash flows when discounted at a set rate 
MBO – management buy out 
SME – Small and Medium-sized Enterprises 
Systemic risk – risk to the financial markets or system, as opposed to a participant, which cannot be 

diversified away 
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How a PE is structured 

• Private limited partnerships 

• Individual managers are the General Partner (GP) 

• Partnerships have 10-year life with +1+1 extension 

• 2-4 year investment period 

• 1-2% annual management fee 

• Capital gain split 80-20, after reaching “hurdle” return level for 
LPs 

• LPs need to fund within 2-3 weeks of “capital call”  

• Penalties for failure to fund by LPs 

• IRRs are calculated before and after the deal 
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PE life - Stages 

2 – 4 years 3 - 5 years 1 – 3 years 

Investment Management Exit 
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The Private Equity Process 

Sourcing 
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Proceed 

Reject 
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Strategy 
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Organizational Structure 

General Partner
(Private Equity Firm)

Limited Partners (Investors)
Fund-of-funds, public and corporate pension funds, insurance companies, 

endowments, foundations, high net-worth individuals, family offices, banks, 
sovereign wealth funds, etc.

Private Equity Fund
(Limited Partnership)

NewCo
(Investment)

NewCo
(Investment)

NewCo
(Investment)

NewCo
(Investment)

Manages the fund

Ownership of a Private Equity Fund
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The Private Equity Market 
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Organizational Structure 

NewCo Funding and Investing

Source: Training the Street, Inc.

Å Target company shareholders sell shares (or assets of target) for cash
o tƻǘŜƴǘƛŀƭ ŦƻǊ ǎƻƳŜ ǎƘŀǊŜƘƻƭŘŜǊǎ ǘƻ άǊƻƭƭƻǾŜǊέ ŀƴŘ ǇŀǊǘƛŎƛǇŀǘŜ ƛƴ ǳǇǎƛŘŜ

ÅCash paid by NewCo is funded by lenders and private equity fund (and management investments)
o Cash flow from NewCo/Target Co. is used to service debt payments

Private Equity Fund and Management of Target

Lenders
Target Co. 

Shareholders
Assets

Equity

Debt

Equity of NewCo Cash

Cash

Cash

Stock

NewCo
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PE Transactions and Performance Perspective 
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PEF

NewCo

Equity

Leverage

Price Paid / Cash Out 

Trade
Sale

Secondar
y buyout

IPO

Dividends / Cash in 

Exit Price  / Cash in 

DPI ratio = Cash Out / Cash In

RR ïExpectations / Ex-ante

Realized RR / Ex-post

RR = Rf + Premium Ą if 

realized RR Ó expected RR

WE NEED TO KNOW

ÅHow is the premium calculated?

ÅWhat are the return expectations

ÅWhat are the risk perceptions?

Value

Creation
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CASH FLOW -STAGES 

A Single Private Equity Fund  

COMMITMENTS 

YEAR          1        2         3        4        5         6        7        8          9         10    

Distributions 

ÅA stream of cashflows 

Drawdowns 
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Private Equity Firms   
Various Strategies to add value 

 

• Buyouts vs. Growth Equity 

• Industry Specialization 

• Operational Expertise 

• Geographical Focus 

• Focus on Particular Type of Transaction 
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Founders Equity Annual Deal 
Sourcing 

500  
Potential 
Investment 
Opportunitie
s 
Reviewed 

100  
Spend More 
Time on 
Book 

50  
Deeper 
Analysis 

20  
Real 
Interest 

4-6  
Deals 
Closed 
Per Year 

Á Industry outlook 
Á Opportunities for  
  growth? 
Á Identify risks 
Á Reasonable  
  valuation  
  expectations 
 
 

Á Does it meet our 
  investment 
  criteria? 

Á Quality of  
  management 
Á Management  
  calls 
ÁOutside experts 

Á Limited due  
  diligence 
 

Á Full due  
  diligence 
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Sourcing Deals: Buy Right 

• Auction Process 

– Investment banks work with companies to create an 
Information Memorandum which is distributed to 
strategic and financial buyers 

– Investment bank’s process focused on achieving highest 
value for the Seller 

• Proprietary Sourcing 

– Contact companies directly (no intermediary) 

– Networking with business brokers, accountants, 
attorneys and other industry participants 

– Fundless sponsors 
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First Look 
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Initial Evaluation 

Company Industry Financial 

• Management team 
(bench strength) 

• Value proposition and 
differentiation 

• Business model 
economics 

• Relationships with 
customers and 
suppliers 

• Organizational model 
(e.g., incentive 
compensation)  

Å Competitive dynamics 

Å Industry size and 

growth  

Å Cyclicality 

Å Fragmentation vs. 

consolidation 

Å Identification of key 

risks  

Å Comparable company 

analysis 

Å Financial model 

(historical and 

projected) 

Å Working capital 

Å Capital expenditures 

Å Capital structure and 

leverage 

Å Investment security 

Å Target returns 

Å Valuation 

 

  

 
Development of the investment thesis 
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Company Scale / Momentum 

• Sales < $10M, EBITDA < $2M 

• Limited growth opportunities (flat sales) 

• Sales > $30M, EBITDA > $5M 

ÅVisible, defined growth opportunities 

Operations & Management 

• Customer and channel concentration 

• Need for additional financial discipline 

ÅLack of management depth 

ÅSignificant capital expenditure requirements 

 

• Blue-chip, diversified customer base 

• Recurring, highly visible revenue 

• Management depth (institutionalized knowledge) 

• Established systems and procedures  

Market Trends / Product Offering 

• Small, competitive industry 

• Commoditized product with margin pressure 

• Limited product line 
  

• Attractive industry dynamics (size, growth 
prospects, fragmentation) 

• Diverse, differentiated product line 

• Proprietary products or processes 

Limited Prospects Valuation / Attractiveness 
Scale 

Strong Appetite 

What is the Investment Criteria of Private 
Equity Funds? 
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Due Diligence: Trust but Verify 

• Management 

– Background  and 
reference checks 

– In-depth interviews 

– Employment agreements 

• Company and Industry 

– BCG matrix 

– Porter Analysis 

– Speak with industry 
experts, customers and 
suppliers 

– Validate company value 
proposition and industry 
dynamics 

– Quantify possible risks 

 

 

Å Accounting 

Å Independent accounting 

review 

Å Legal 

Å Identify any outstanding 

litigation and potential 

liabilities 

Å Intellectual property and 

patents 

Å Insurance 

ÅUnderstand scope of 

coverage required and 

currently in place 

 

 

A good DD should reveal value and risk drivers of the deal !!! 
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What determines business risk? 

• Uncertainty about demand (sales). 

• Uncertainty about output prices. 

• Uncertainty about costs. 

• Product, other types of liability. 

• Competition. 

• Other operational risks 

• Operating leverage. 

• Our Risk 
Mapping 
Model 
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Operative Risk Analysis 
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RM                                

Price

Sales                                 

Price

Suppliers Risk

Competitors

Potential 

Aggressive PolicyDollar

Volume

Growth  

Traditional

Growth UK

Margin

Production 

Risk

Ebitda Multiples

Lack of Marketability 

Size Risk

Company

Value

Sterline

Cash 

Flow

Debt

Start up 

Risk

Levy Risk

Lost of 

Volume

Growth

New 

Products
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Wind Up 

Risk UK

US case
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Rate Risk
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Final Valuation - DCF 
• Definition of the Strategy 

– Business plan: Growth, Investments, Synergies and cost savings on the come 

– Financial strategy: deal structure (leverage) 

• Expected IRR/ Multiple of Cost Analysis:  

– Incorporates the theory of a Discounted Cash Flow analysis 

– Importance of sensitivity scenarios 

– Focus on Free Cash Flow and debt covenants 

• Calculation of the discount rate and the NPV 

– Analysis of the systematic Risks. How?? CAPM?? 

• Public Company and Transaction Comparable Analysis 

– Only as good as the comparability of the companies used 

– May need to interpolate between multiple sets of comparables 

• Value of Assets 

– Consider also value based on assets 

 

 ÅTriangulation across multiple methods is critical 

ÅValuation is an art not a science 
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Valuation - Multiples 

• EBITDA / OCF 

– The more EBITDA the better: 

• EBITDA of the last three years? Or EBITDA of our 
business plan? 

• OCF is also a good measure to understand the 
company performance. It should be considered 

• Multiples 

– Multiples. We use market multiples: 

• Find comparables (comparable transactions) 

• Public Companies? Or Private Companies? 

• Define discounts and adjustments. 
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Decision making  
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Small Regional Funds

Senior Executive 

Deal  Evaluation

PEF Board: 

Investment Decision

Big & Captive Funds 

Team n

Comittee of 

Senior

Executives 

Deal 1 

Evaluation

PEF Board: 

Deals Benchmarking                   

&

Investment Decision

Team  1

Comittee of 

Senior

Executives 

Deal n 

Evaluation

Team n

Comittee of 

Senior

Executives 

Deal 1 

Evaluation

Local PEF Board: 

Deal n 

Evaluation

Pan-EU Funds

Team  1

Comittee of 

Senior

Executives 

Mother or Holding PEF

Decision Committee at EU 

level. Benchmarking  at EU 

level & centralized Investment                  

Decision.
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Financing: Establishing the Structure 

$0,0

$20,0

$40,0

$60,0

$80,0

$100,0

Uses

Sources and Uses in a Leverage Buyout 

$
 M

ill
io

n
s
 

Sources

Purchase 

Price 

$100.0 Million 
Fees and 

Expenses 

$100.0 Million 

Senior 

Debt 

Equity 

Subordinated 

Debt 

Key Terms 

• Type of security 
(preferred equity or 
common)  

• Pay-in-Kind (“PIK”) 
Coupon or Mezzanine 

 

 

 
Å Term of loan 

Å Amortization schedule 

Å Rate 

Å Covenants 

 

 

 

Å Often a ñbulletò loan 

Å May ask for warrants 

 

Å Often a ñbulletò loan 

Å May ask for warrants 

 

A PIK is a type of loan which does not provide for any cash flows between the drawdown date and the maturity, not even interest thereof (see mezzanine  

loan), thus making it an expensive, high-risk instrument. PIK is to be interpreted as interest accruing until maturity and are typically unsecured 
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Overview of Credit Statistics 

• The following are key credit statistics and general guidelines as to 
consider in LBOs 

Key Credit Stats  General Guidelines             

Total Debt/EBITDA  <3.5x-4.75x   

Senior Debt/EBITDA  <2.0x-3.25x 

EBITDA/Total Interest  >2.0x 

Fixed Charge Coverage  > 1.0x (EBIT + Fixed Charge) / (Fixed Charge + Interest) 

Other Covenants 

Minimum EBITDA 

Maximum cap ex 

Restricted Payments 

– Used to give a snapshot of the capital structure and the risk profile 
of deal 

– Helpful to use when determining the optimal capital structure 

– Necessary to analyze when setting covenants 

– Certain benchmarks are particularly important (i.e. fixed charge 
coverage a minimum of 1:1) 



2012 MIP – Dr. Fernando Scarpati 

 

36 

Contents 

 

 

 

- Introduction  
- PE Stages and Investment Process 
- Initial Strategic Definition: Types of deal and PEs 
- Deal Sourcing 
- Initial Valuation – First Look 
- Due Dilligence  
- Final Valuation and Negotiations 
- Financial Structure 
- Some Statistics 
 

 
 
 
 
 



2012 MIP – Dr. Fernando Scarpati 

 

37 

SPECTRUM OF RISK - INVESTMENT 

 

 

 

                                                         

High Yield Bonds /Junk B   PE   Listed equities    Real Est    Corp bonds      Gov’t bonds 

 

Dependant on: 

?!      Analysis!        analysis and liquidity       credit rating     security 
value 

 

HIGH RISK           LOW RISK 
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SPECTRUM OF RISK - PE 

 

 

  

TO  Startups    early stage    expansion     MBO /LBO            asset backed  

 

Dependant on: 

Projections    market and track record analysis      security value 

HIGH RISK     LOWER RISK 
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SPECTRUM OF RETURN – INVESTMENT 

 

 

 
12-30%   7-15%          5-12%           3-7%             2-4%
                                              

Private E        Listed equities      Real Est     Corp bonds     Gov’t bonds 

 

Dependant on: 

Stage           sector/geography     sector/geog      credit         country 

HIGH RISK          LOW RISK 

 

Returns are targeted net to investors based on an approximate history of developed 
markets  
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SPECTRUM OF RETURN - PE 

 

 

 
30-45%              25-40%      20-30%           20-25%             12-20% 

TO  Start ups        early stage     expansion            MBO             asset backed 

 

HIGH RISK          LOW RISK 

 

Returns are targeted gross portfolio returns before fund costs 


