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The Influence of Financial Institutions and Investor Behaviour on Company Management Practice
ABSTRACT New trends in investor behaviour have emerged in recent years. It is believed that activist investors involve themselves in the companies in which they invest through influencing company strategy and through using their knowledge and contacts to introduce portfolio companies to networks of suppliers and customers, professionals and alternative sources of finance. We carry out a case study research to examine these trends. The findings empirically confirm the importance of organizational structure for the process of investor engagement. They show that independent and more specialized investors are much more involved with their companies than captives. Experienced and knowledgeable partners are also more likely to offer advice and support services. We also find examples of investor influence in company management in areas such as strategy, human resource management and performance evaluation.
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INTRODUCTION

It is widely believed that investing institutions can have a considerable impact on management behaviour of those companies in which they invest. Investor behaviour and the relations between investors and management practice have acquired new significance because of the rise of shareholder value as the measure of corporate performance, enforcement of higher standards of financial responsibility, and investors’ grievances about some key aspects of management practice (Black, 1998; Karpoff, 2001). However, as Porter and Ketels (2003) note in their report on UK Competitiveness, ‘there is little systematic evidence on the impact of the UK financial market on UK companies’ strategy and investment choices.’ We carry out a case study research to examine the influence of financial institutions and markets on company management practice. The assumption behind this work is that investors, in order to maximize their returns from their investment, will pay considerable attention to the strategic and human resource practices.

The relationship between investor behaviour and human and organizational development (involving different types of investors, including private trusts, private equity investors and institutional investors) has only recently become an active research area. Investor activism is used in this literature as a term for the use of power by an investor to influence actively the management processes or outcomes of a given portfolio company (Black, 1998). This can be contrasted to a traditional ‘arms-length’ approach to investment which relies mainly on the threat by the investor of ‘exit’ and executive incentive contracts to align the interests of investors or owners and managers. The literature suggests that other governance tools are necessary for the efficient control of agency costs and the management of risks. Investors can reduce such problems by directly engaging with the company (Romano, 2002). Engagement therefore is a means of matching investor expectations and actual company practice.
The paper examines these relationships, drawing upon eight private equity fund case studies and eight case studies of portfolio companies funded by private equity finance. The results of this research suggest that investor engagement is alive and well, both in the form of shareholder activism and the more direct and active form of investor participation in company management decisions. The case studies further suggest that there are significant returns to investor engagement, particularly when investors have considerable expertise in the areas in which they are investing. The research did not find evidence of a negative effect of investor activism through an overly short-termist approach on the part of investor funds. The business models vary from one investor firm to the next, but at least in these case studies, it would probably be fair to characterise the investors’ time frame as medium-term. 

The paper is organized as follows: The first section introduces the relevant literature and suggests the likely areas of investor influence in company management practice. We then discuss our case study findings, including an evaluation of the deals completed by private equity firms. We conclude by indicating potential areas of future research.

CONCEPTUAL FRAMEWORK

Conventional agency theory is concerned with aligning the interests of shareholders (the principal) and those of managers (the agents) (Jensen and Meckling, 1976). Shareholder value results from managers’ actions, which shareholders are not in a position to monitor directly; their success is only evident ex post. Managers receive compensation according to their ‘effort’ and success. For shareholders, the major problem is to incentivise managers to act in the best way to maximize shareholder value. However, shareholders are unable to ensure such maximization because of the lack of information on management practice. To remedy this deficiency the conventional solution is the creation of interest alignment through stock options and similar arrangements. However, this alignment is fragile because of information asymmetry, i.e. the shareholder’s lack of knowledge compared with managers. Accordingly, more investor activity is required. It is hypothesized that investor engagement can positively influence the value of equity.

The most fundamental change in investor behaviour in recent times is increased investor activism (Romano, 2002). However, there is a problem in defining investor activism. Merely taking the time to understand what’s going on in the company and vote is a form of activism, as is any kind of proactive approach to company mismanagement. But much of the action is done behind closed doors. We define investor activism as the exercise of ownership rights by a concerned party either to influence a particular company’s management processes or to evoke large-scale change in management processes across multiple companies through the symbolic targeting of one or more portfolio companies. All such actions can be described as the engagement process. Through these engagement processes, activist investors attempt to affect the strategic direction and performance of portfolio companies.

Investor engagement can be easily conceptualised within the principal-agent paradigm of corporate governance. As indicated above, agency problems typically involve asymmetric information and incomplete contracts in which gaps may be filled through the practice of engagement
. Investor engagement thus involves relationships that are inherently incompletely specified and in which the knowledge of investors and managers differs
. Engagement allows investors to influence key management practices to ensure optimum shareholder value, in contrast to the ‘arms-length’ relational approach favoured by the conventional finance model. Such approach is more sensitive than the financial version to the shortcomings of agency theory.

Within this framework, investor engagement is a contribution to shareholder wealth maximization. This assumes that company financial performance can be enhanced by improvements in its management practice. The UK’s 2001 Modern Company Law Review advocates such ‘enlightened shareholder value’ – arguing that to maximize returns to shareholders, good managers must take the interests of other stakeholders into account.

As the goal of engagement varies, so, too, does the form of engagement, which ranges from co-operative to hostile. Some investors begin their intervention with behind-the-scenes influence and negotiation in private, co-operative meetings with company management (Byrne, 1999; Pellet, 1998); if this approach fails, they may next contact board members and company advisers (Useem, 1996). Myners Principle Six advocates an explicit activism strategy addressing when the fund will intervene, with what approach, and how effectiveness will be measured (Committee on Corporate Governance, 2000). The Combined Code states that institutional investors should make considered use of their votes, and where practicable enter into dialogue (Committee on Corporate Governance, 2000). This suggests that investors can influence company governance in a variety of ways, including external control measures, internal governance measures, and measures relating to executive compensation that align incentives (Karpoff, Malatesta and Walkling, 1996; Chidambaran and Woidtke, 1999). The traditional ‘arms-length finance paradigm’ of governance is represented by control measures that affect outside bidders’ ability to gain control and thereby maintain the option of ‘exit’ (Parkinson, 1995). By contrast, engagement enables investors to exercise ‘voice’, and discipline management more directly and flexibly.

Although several leading UK and US investors now routinely apply engagement strategies, there are no agreed standards of engagement content, practice, reporting or governance against which their effectiveness and quality could be assessed (Deakin et al., 2001). We therefore develop a spectrum of engagement practices in Figure 1 that fall between ‘indirect control’ (of which exit and the threat of exit represent examples) and ‘direct corporate control’ as means of disciplining management. The means used to exert influence range from exit or the threat of exit, the traditional ‘arms-length’ approach, to direct shareholder control.

Figure 1: The Spectrum of Engagement

Spectrum of Engagement


Effective negotiations require credible threats. For example, in the case of private equity, this may involve the refusal to issuance of new securities by the portfolio company, the change in managerial incentives or the outright dismissal of the existing management team. Investor engagement therefore differs from arms-length approaches, as institutions typically use their leverage to negotiate or demand changes in management practice (see Table 1). Therefore dialogue rather than the threat of replacement is the norm in the current climate of equity investment.

Table 1: The Paradigms Contrasted
	
	Arms-length approach
	Engagement approach

	Aim


	To maximize shareholder value
	To maximize shareholder value

	Business case for ‘activism’
	To create suitable management incentives
	To improve company management practice

	Use of voice
	In response to performance
	To affect and improve performance

	Engagement targeting
	Company-oriented
	Issue-oriented

	Collaborative partners
	Primarily other investors
	Investors and stakeholder groups, including senior managers, employees and suppliers

	Standards for engagement
	Loose; open
	‘Proprietary’ to a coalition; process and content


Case studies

The extent of engagement by private equity funds and their influence on management practice was explored using primary case studies. This research covers eight private equity fund case studies and eight case studies of portfolio companies funded by private equity funds (Appendix 1)
. Each private equity fund also submitted three to five deals from which they had exited. Private equity investments are structured so as to provide strong incentives for portfolio company management and to provide mechanisms through which general partners can effectively monitor and control their investments. In addition, private equity firms can exert influence through staging funding to portfolio companies, with additional funding being contingent on company and managerial performance. This investment approach thus lends itself easily to a detailed examination of how investors can influence company management practice.

This study is of an exploratory character. The purpose was to increase our knowledge of investor-investee relations by conducting and comparing the case studies (Lijphart 1975). The analysis enables us to gain an idea of how the processes have evolved and of the problems and patterns which crop up within them, make a preliminary assessment possible. In addition, the study may form the basis for a more well-founded evaluation of the course and outcomes of investor-investee relationships and offers indications for the improvement of the quality and effectiveness of investor engagement. The research population consists of major private equity firms and portfolio companies, representing all key sectors of the economy. The cases studied form a substantial part of this population, which justifies generalizations about the influence exercised by investors in company management. The case studies are based on interviews with companies and investors, supplemented by desk research that includes company literature and press reports. The degree of detail included in each study varies but the main areas covered are:

For investor companies:

· how they approach the monitoring of, and interaction with, investee companies - what makes investors more active and engaged with the companies they finance;

· their engagement style - how engagement activities are performed and structured;

· their evaluation and reporting - their formal and informal interaction with investee companies;

· their influence over investee company management through all these means; and

· the extent to which better performance leads towards a planned/early investor exit.

For investee companies the influence of investors on:

· strategy and performance - including overall strategy, strategy on acquisitions and disposals, new product development and operational performance;

· approach to general management issues such as employee recruitment, compensation, marketing activities, outsourcing etc; and
· conventional corporate governance, such as compliance with the Combined Code, directors’ remuneration, board succession etc.

Case studies are also used to assess the assumption that equity partners: (a) use selective methods to engage with the companies in which they invest; and (b) have a significant impact on company performance when they do intervene (this can be seen from the planned/early exit of investors). Thus investor engagement involves valuable services to portfolio companies like advice, support and corporate governance. However, the form of intervention by institutions depends on an understanding of the full effect of such interventions on portfolio company management practices.

INVESTOR ENGAGEMENT

A central question for understanding investor behaviour is the extent to which investors play an active role in the companies they finance in addition to allocating funds. The literature on private equity funds identifies several dimensions of engagement, such as monitoring, corporate governance, as well as a number of information-based advice and support services. Central to this approach is the observation that investors not only supply capital but they also proffer necessary expertise and advice, in addition to facilitating information exchange and dialogue among a network of portfolio companies. In seeking private equity investment a company is thus keen to use the investor firm’s reputation and access to a network of relationships - with customers, suppliers, investments bankers and other important stakeholders. However, in the wake of the collapse of the new technology bubble of the 1990s, new developments in investor-investee contractual relations (e.g., term sheets) suggest that funds have tended to include stringent conditions in the way they structure their financing arrangements with portfolio companies. This is to ensure compliance with the funds’ safeguards on matters ranging from portfolio company recruitment to supplier deals. However, the investor-investee relationship goes significantly beyond the provisions of a term sheet. We first discuss what makes an investor more active than others, and what types of strategies are at its disposal to influence the portfolio company management, including investment strategies, networking and corporate governance. 

Active investors

What makes some investors more active and engaged with the companies they finance than others may also shed light on the nature and scope of investor engagement. We argue that organization’s ‘strategic fit’ is a key enabler of investor engagement, that is investors’ capabilities/skills that match the needs of investees. Management research emphasizes strategic fit as a key component of corporate strategy (Milgrom and Roberts, 1995). Furthermore, recent theories of investor behaviour and financial structure stress the role of organizational structure (e.g. investor focus in terms of its specialisation). In particular they show how organizational structure affects the processing of ‘soft’ information, which is at the core of financial intermediation. For example, private equity capital is one important form of financial intermediation. Equity fund partners can choose how much to become involved with their portfolio companies. Active partners can help their portfolio companies in many ways, including helping with professionalizing the management team, giving advice and support, creating strategic alliances, or exercising corporate governance.
How then does the strategic fit of a private equity firm - both in terms of organizational focus and human capital - affect its involvement with the companies it finances. Two main results are strikingly consistent across our measures of engagement. First, the engagement style is strongly related to a private equity fund’s organizational focus. Private equity funds investing in one particular specialized area (e.g., biosciences) are significantly more likely to get involved with their companies. The same is true for firms that specialize their investment activities exclusively in venture capital deals (i.e. they do not engage in other investment activities such as buy-outs
 etc.) and for firms which concentrate on relatively few deals per partner. Second, beyond strategic fit at the organizational level, we find that human capital is also associated with a more active engagement style. General partners with prior business experience are significantly more involved with the companies they finance. Table 2 summarizes our results from eight private equity firms.

Table 2: Investor Engagement Strategy

	Engagement Method
	Comment
	Fund Practice (n=8) 

	Board membership
	Funds nominate non-executive director (s) on portfolio company’s board 
	This has now become standard industry practice (although 3i has only recently adopted the practice.)

	Syndication
	Funds collaborate with other investors
	This is mostly a sector-specific practice, with three of the technology Funds studied collaborating with their peers.

	Advisory Board
	Funds have industry experts on their advisory board (e.g. IT luminaries in the IT sector)
	A standard industry practice.

	Affiliate Fund
	Specialist fund for experts / prominent people (to get their help for portfolio companies)
	Mostly found in the technology sector. The practice was first used in Silicon Valley.

	Partners have background in specialist areas
	Partners have education or experience in a specialist area such as science background or business experience
	A shift has taken place in recent years from regional allocation of investment to sector-based allocations in all ventures studied. 


Being a specialized private equity firm strongly favours an active engagement style. The more activist firms in our sample such as Merlin Biosciences and Sitka specialize in health-related businesses, whereas Kleiner Perkins and Sequioa are more concerned with high-technology firms. Furthermore, general partners in these firms deal with on average three portfolio companies at a time, while the industry practice is six on average. This means that firms that focus on one activity (i.e. venture activity in one particular sector) and firms that focus on financing relatively few companies per partner provide more governance and support to their companies.

The move towards the sectoral approach has not all been smooth sailing for many investors. Companies have had to confront organizational legacies stemming from their original regional approach to investing. For example, even though most of the 3i Group’s deal flow still comes from its far-flung offices, the setup has not always contributed to teamwork. “If you go back ten years, there was an attitude that ‘this is my fiefdom, I will find the investment opportunities I want within my territory, and the contacts within it belong to me,” says the partner interviewed.

To ensure that new investments make sense for 3i, the company has designated sector specialists, or domain experts, to vet proposals regardless of location. ‘A deal is looked at from a global perspective,’ explains the 3i partner. ‘What looks like a very good deal at a local level can on an international basis look very poor.’ Professional staff anywhere can propose an investment, but it must be reviewed by a sector expert. For example, a country head of 3i takes a look at many proposals relating to his specialty in an area such as telecommunications. But in a bow to internal political realities, the country team can veto an expert’s demurral and proceed with the investment.

The challenge for general partners, if they want to develop a key role, is to understand more about a sector than anyone else and all the big firms, like 3i and Carlyle, are moving that direction. Sector specialization means not only knowing the business issues prevalent in a particular sector well but also getting to know the key people in that field. Increasingly, competitive advantage will be built on this expertise because of the nuance and contextual detail needed for screening quality projects. To this end the large private equity firms are building up specializations in areas like biosciences, retailing and media so they can capitalise on new business ideas in those fields. “We’ve split our organization along industry focus lines so we don’t just have people who understand private equity as a market but can also deliver insight on individual sectors. Our strategy is to focus on sectors where there will be a real payback in corporate finance activity,” says the partner.

Investors also seek out expertise before committing themselves. In majority of the best deals, investors screened the deals by consulting the board, management, or an external expert source; thus securing the privileged knowledge was the first initial step in most of the successful instances. For example, Kleiner looks for entrepreneurs with interesting ideas for large, un-served markets, and they put those ideas into a framework of initiatives. In Kleiner’s definition, an initiative is when several of its partners collaborate in an embryonic area. At any time, they have three or four initiatives that they are pursuing. These initiatives require intensive dialogue and coordination with portfolio company managers - providing advice and support in recruitment and any new contacts with suppliers and other outside parties. Sometimes Kleiner succeeds, as with communications, telecommunications, fibre optics, and the importance of that for Netscape and Amazon - two of its portfolio companies. Other times, Kleiner fails, as with pen computing. This sectoral emphasis - initiatives - is the key driver of Kleiner’s success in the venture industry.

A more active engagement style is also found to be associated with private equity partners’ human capital. This is in line with the results of Kaplan and Schoar (2003). They investigate performance persistence and the relation of fund performance to capital flows, fund size, and overall fund survival. They find that performance increases with fund size and partnership experience. The types of issues on which general partners are involved are to do with monitoring, networking and strategic issues. This reflects the special abilities that general partners possess. Contacts that general partners have with a range of companies, professionals and other financial institutions provide a network that managers can use in running and developing their companies. The knowledge that general partners have acquired through investments over time in other companies also is of use to the management of present investments in developing and implementing strategies. Our case studies find that the skill mix of private equity firms particularly influences the relationship with portfolio companies. Specifically, the more activist partners are those that:

· Have worked for many years in the equity capital industry;

· Have run businesses so could understand the challenges faced by portfolio companies; and

· Have specialist or a technical background that is aligned with the investee company (e.g. bioscience or IT). 

There is less evidence of general partners assisting with operational issues, and there are suggestions that general partners are not involved in day-to-day management. General partners also have an important role in the dismissal of existing managers and the appointment of replacements. This would be consistent with the general partners taking the view that the success of portfolio companies depends on the quality of their managements. If the composition of the management team is the key to success, then it is appropriate for private equity firms to play a key part in dismissal and appointment proceedings.

Engagement styles

Investors in private equity firms demand a high rate of return, and the structure of limited partnerships provides general partners with incentives to meet these demands. The way in which private equity investments are structured both provides managers of portfolio companies with incentives to meet the expected high returns, and allows general partners to monitor and intervene in portfolio companies. There is some uncertainty about the extent to which private equity firms do in fact intervene in companies in order to obtain superior returns. Baum and Silverman (2003) suggest that in the case of start-up companies, private equity firms act as both scouts in identifying companies with potential, and coaches who assist in realizing that potential. The high returns may be secured through the selection of companies in which to invest, and/or through active post-investment involvement. 

Patient Capital: In line with Baum and Silverman’s arguments, the present research finds that private equity firms are both expert scouts and coaches and that they take a long-term view in their investment goals. The evidence shows that the built-to-last strategy can reward patient investors. Sequoia is still on the board of Cisco (an IT outfit), 13 years after it first invested. Similarly, one of its partners
 has been on Intel’s board since the early 1970’s. Sequoia has maintained a long-term commitment to building companies that contribute not only to Silicon Valley, but also to the national and global economies

. As its partner interviewed put it: “Our primary goal is to encourage investment in growth activity – we aren’t necessarily looking for short-term gains. The firm’s ethos is all about promoting procedures and processes that create the possibility of long-term growth.”

The rewards associated with this built-to-last strategy are likely to result in equity capitalists structuring their portfolios in a way that helps meet their long-term commitments. Consequently, they are likely to work to identify new products or technology applications with potentially large markets that provide opportunities to build major companies, whether in the US, Germany or the UK. For example, the working models of Amadeus in the UK and TechnoStart in the Germany are similar to the Sequoia’s. The selection mechanisms they use invariably favour business concepts with the potential to generate long-term returns.

Sequoia is an interesting example of ‘new economy’ firms. They attempt to create value in ways that differ greatly from the manufacturing model. In traditional value chain firms (e.g., mass production organizations such as Ford and General Motors), the main activity trade-off is between differentiation and low cost. Increasingly, however, firms are creating value through people and IT networks (e.g., AOL) or by providing knowledge-based solutions for customers (e.g., Kleiner). Knowledge firms, such as Kleiner and Sequoia make tradeoffs between the depth of specialization in particular areas - which can only be acquired after a period of time - and the breadth of problems they can take on. For example, Sequoia has a policy of limiting its investment to a few specific areas like high technology industry. Similarly, Amadeus concentrates only on bio-sciences projects while TechnoStart’s main focus is high technology firms. These trade-offs not only help create specializations, as we discussed above, but they also add value to the existing concerns.

Investor networking: Private equity firms differ in the amount of time they devote to post investment monitoring and intervention. Elango, Fried, Hisrich and Polonchek (1995) identify three levels of involvement: inactive, active advice-giver, and hands-on. Involvement by the inactive group is mainly confined to attendance at board meeting. This classification is similar to the one of MacMillan, Kulow, and Khoylian (1989) who found three clusters: laissez faire, moderate, and close tracker. These classifications underline the fact that investors seeking high levels of engagement can help their portfolio companies in many ways, including giving advice and support, helping with the team culture, creating strategic alliances, or exercising corporate governance. Equity funds can also spur their companies’ innovation. However, as the above findings show not all equity funds are alike. Using the industry’s language, some are “hands-on,” while others are “hands-off” investors (BVCA, 2002).

Where private equity firms adopt a hands-on, or active, approach to managing their investment they become involved as a business partner in the portfolio company. In many cases they participate through representation on the board, with either an executive of the private equity firm or external consultant appointed as a director. The BVCA comments that private equity firms are rarely involved in the day-to-day operations of the portfolio company. Private equity firms taking a hands-on approach both monitor portfolio firms through, for example, reviewing management accounts and board minutes, and through involvement in decisions such as the purchase of major capital items, acquisitions and disposals, changes in strategic direction, appointment of directors and auditors, and changes in capital structure. 

One example of this “hands-on” approach is the funds’ emphasis on networking. Kleiner subscribes to the idea of keiretsu, a Japanese concept referring to networks of companies bound together by mutual obligations and contacts. Entrepreneurs gain access to its portfolio of companies and associations with global business leaders. These relationships are the foundations for strategic alliances, partnership opportunities, and the sharing of insights to help build new ventures faster, broader and with less risk. For Kleiner, internet-based technologies have provided a major opportunity to forge such a network. The Keiretsu reinforces the fund’s ability to leverage the local insight of its investment professionals, collaborating across the firms’ investment disciplines from deal sourcing and due diligence through portfolio company development. The result is a broader view of potential investment opportunities and deeper level of expertise, creating value for portfolio companies that translates into superior returns for investors. For example, Kleiner claims to facilitate inter-organizational cooperation among its network of portfolio companies by ‘brokering’ strategically important information among them. As evidence, the company claims that there are over 100 strategic alliances among its portfolio companies
.

Corporate governance: As the discussion above suggests how involved general partners should be with companies in their investment portfolios is an issue for both investors and investee companies. Traditional wisdom is that partners should offer at least some level of non-monetary support to portfolio-company managers, perhaps by serving on the board of directors and providing financial guidance or advice on business policy decisions. Indeed, equity firm partners may have a level of control and directional power that exceeds their minority stakeholder position. Nevertheless, key questions remain about what type (i.e., formal and/or informal) and degree of investor involvement will most enhance the competitive position of a portfolio company.

We find that private equity firms exert control and influence primarily through formal board membership. General partners may be directors of portfolio companies and/or they may nominate outsiders as directors (see Table 2). In many cases private equity firms dominate the boards of portfolio companies. Like voting control, the composition of the board membership may be contingent on the performance of the portfolio company, with poor performance leading to greater representation of the private equity firm on the board. Kaplan and Strömberg (2000) find that on average boards have just over six directors. Private equity firms have control in 26 per cent of portfolio companies, management have control in 12 per cent of cases, and in the remaining 62 per cent of companies neither the private equity firm nor management have control. In this study, we find that management had overall controls in most cases, although private equity firms maintained a minimum level of representation on each company’s board.

In the early stages of company development, Sequoia tends to be involved with key hiring decisions, major changes of strategic direction, company positioning and financings. This is achieved by Sequoia holding a board seat with most of its companies, but not all. In some cases it has remained directors of companies for over ten years. Similarly, Merlin normally has a seat on each company board and likes to play a leading role in financing and other strategic events. Since many management decisions require discussion and dialogue, we find that investors’ representatives influenced key decisions by attending board meetings, requesting additional information and/or recommending outside expertise or help. Many of the key decisions as examined in the case studies were taken at the relevant board meetings (e.g., the adoption of a stock option scheme by Evotec, recruitment of senior personnel by Ardana etc). These results are similar to the findings of Wijbenga, Postma, Van Witteloostuijn and Zwart (2003) who observe that the boards of portfolio companies serve as a sounding board, assist in formulating business strategy, assist in dealing with short-term crises or problems, and recruit and/or replace managers.

INVESTOR INFLUENCE ON MANAGEMENT PRACTICE

It has earlier been noted that when equity funds support the professionalisation of their portfolio companies, they are not only concerned with recruiting chief executive officers (CEOs), but can also become involved more deeply with building an entire management team. As companies develop from being start-ups to becoming large complex or​ganizations, attracting highly talented employees becomes a key challenge. The development of human resource functions, including skill development, thus becomes an important aspect of professionalization, especially in high-technology and health sectors where human capital is critical. In traditional fi​nancial arrangements, investors concern themselves mostly with the financial aspects of the firm, but leave matters of internal organization to the entre​preneurs. The notion of investors being closely involved with investees sug​gests that they may even go as far as helping companies with their internal organization, including helping make decisions about specific marketing plans. This may involve introducing a new array of management practices, for example, streamlined inventory systems, more appropriate executive incentives and targeted sales and marketing strategies. In 71 percent of the deals studied, investors were found to be extensively involved in these activities. The investor influence is more vividly reflected in public to private deals
.

These findings underline the widely-held belief that it takes more than solid financial support to get a company off the ground. Furthermore, as shown in Table 3, private equity firms influence developments further down the organization, in terms of playing a role in the introduction of stock option/bonus plans, the hiring of specialists such as sales and marketing personnel, specific marketing campaigns and the formulation of human resource policies.

Table 3: Engagement Practice
	Particular management areas of concern
	Specific Case Study Examples (n=8)
	Deal Structures

PEF Deals (n=30)

	Participated in discussions with investors over strategy (e.g., market share, competition, strategic alliances)
	Ardana, iOra, and Primal had detailed discussions about alliances and partnership agreements.
	64% of deals

	Management process
	Edscha, Blackboard and Evotec OAI took advice and technical help
	71% of deals

	Innovation policy
	Primal Pictures and Plastic Logic discussed product development strategy
	73% of deals

	Employee recruitment & retention 
	Evotec OAI introduced specific programmes
	64% of deals

	Executive stock options/incentives
	Edscha and Evotec OAI implemented incentive schemes
	32% of deals

	Marketing or advertising campaigns
	Blackboard implemented investor proposals
	40% of deals

	Outsourcing
	Edscha outsourced its activities
	58% of deals

	Performance measurement
	Ardana, Primal and Plastic Logic introduced well-defined systems
	79% of deals


New Managerial Processes: Venture-funded start-up companies often operate as a loose organizational system. Temporary teams are set up for specific skills (like securing initial funding, developing the first product, or building a sales organization), allowing different sets of skills to be brought in at each stage of a company’s development. One consequence of this structure is that people move frequently from job to job based on personal contacts and networking. Their tenure is therefore often limited to very short spells of stay with a particular company - ranging from a couple of years to only a few months. Such a fluid organizational structure presents opportunities as well as dangers to the very existence of the project concerned. Consequently, private equity firms strive to ensure stability and continuity of personnel and procedures to the extent it is desirable for a project’s fruition. 

The investor influence is most profound in the area of establishing new portfolio company managerial structures and processes. In 71% of the deals, general partners had either directly proposed some managerial process/action or arranged some technical help on a specific issue of concern to a portfolio company. Amadeus assists its portfolio companies in adopting innovative management practices, as for example when it provided technical help to leatherXchange for instituting a proprietary grading system for hides. The manager interviewed stated: “Leather is a worldwide industry that needs a central, neutral source of information and international standards. LeatherXchange’s progress this year is indicative of the potential in this market.” He further observed, “the company started with a good idea, but lacked the skills needed to succeed in this kind of business. This was the major area of concern for us. We had to work together to ensure that leatherXchange develops its capabilities in its target areas of operations. For example, the development of the company’s grading system was what we thought its core competitive factor. We worked on it by bringing in outside expertise and consultative arrangements.” 

TechnoStart provides support and expertise to develop academic projects as a start-up company. After finding that the technology works on a laboratory scale, further funding is used to support exploring the full commercial potential of the now validated technology platform. For example, it set up workshops with patent lawyers for ItN Nanovation – a company that makes nanoparticles for ceramic products. 
Strategy: Extant literature highlights ‘strategy’ as a potential area of investor influence. Goodstein, Gautman, and Boeker, (1994) identify three functional duties of company boards: (1) networking activities which are to do with forming links between the company and its external environment, and securing critical resources; (2) monitoring activities which include dealing with internal governance issues, monitoring company performance and providing mechanisms to align the interests of management with shareholders; and (3) strategy-making activities contributing to the company’s strategic decision-making processes. Our case studies demonstrate these effects in many ways (see Table 3 for information on deal structures). For example, network contacts of ventures can be useful in identifying business growth opportunities for investees (e.g., Vectura diversified its product range with the aid of Sitka), assembling investee staff with complementary skills (e.g., Sitka enabled MSL to form an experienced team of specialists) or helping conclude an acquisition (e.g., Kleiner supported a merger between Excite and @home - two of its portfolio companies).
Ardana has used its venture funds to accelerate in-house research projects and to carry out a number of strategic initiatives for the acquisition, in-licensing and co-marketing of reproductive health products (for example, the second round funding in 2002 helped Ardana acquire two companies and make one licensing agreement). Ardana’s success in developing an attractive product range has also prompted its ventures to pop up the question of its IPO (Initial Public Offering). As a result, Ardana has taken a major step closer to flotation by appointing a veteran of the industry as a new non-executive director. Its Chief Executive commented: “Luring a big hitter to join the company follows a stream of good news on funding, product launches and acquisitions over the recent past. Strengthening the board would make it easier for Ardana to float within the next 18 months – the target set by the ventures earlier this year.”
Care UK’s venture - Sovereign Capital - has helped the company to create new business concepts in areas as diverse as home from hospital, rapid response schemes, intensive homecare, and extra care schemes. Sovereign generally ensures that all fundamentals are in place: a high-calibre entrepreneurial management team with a proven track record, a compelling pitch, a clear vision, and the determination to build a scaleable business that has the potential to emerge as a brand or market leader. This is how Sovereign was able to mould the management practice of Care UK into delivering an innovative range of services in the UK’s social services market.
Investors may also seek to influence those decisions which traditionally fall strictly within the company’s operational domain. Marketing or advertising decisions are a case in point
. Among the investment criteria of 3i are long-term investment period of 3 to 7 years and adding value in the investee companies by offering advice, assistance in developing new products and services, recruiting key personnel and introduction to potential customers, strategic partners, financiers and investment bankers. In particular, the portfolio businesses must show they can advance to a higher level, such as capturing large global market share with a top quality product. Silver Bird Group Bhd, for example, has managed to repackage its bread and cakes in an innovative way to appeal to overseas customers. 3i partners were instrumental in the way Silver Bird re-designed its packaging to create value for both itself, its customers and the 3i Group.
Private equity firms are also frequently involved in outsourcing decisions (58% of the deals studied had an outsourcing component). Carlyle insists, as a condition of investment, that any company it invests in outsource its computer programming tasks to the greatest extent possible. Outsourcing has now moved up the so-called ‘value chain.’ The tasks being outsourced are increasingly sophisticated, and thus less subject to commoditization down the road (e.g., Edscha introduced a new supply chain management system at the behest of its investors). For investors such as Carlyle it has thus become vital to promote outsourcing as part of the general drive to maintain focus in investee company operations. 

Innovation & Value Creation: The nature and scope of innovation (e.g., the provision of seed capital or incremental or continuous innovation) in start-up and growth companies can be a major investor area of concern. In 73% of the deals studied, investors gave advice or provided/arranged expertise on matters relating to innovation or research and development. Our case studies also document a number of methods which general partners employed to influence the innovation and R&D activities of their portfolio companies. For example, Plastic Logic is one of the innovative companies in Dow’s Venture Capital portfolio which is creating ‘game changing’ technology. Plastic Logic, which spun out of Cambridge University’s Cavendish Laboratory, has developed printable semiconductor polymer technology applicable to a variety of electronic products. Dow has provided initial finance to test and commercialize the company’s technology. In 1997, Merlin established its first investment partnership to provide seed capital for U.K.-based biotechnology companies. The companies have since matured into some of the leading private biotechnology firms in Europe.
Other examples include PrimalPictures, Ardana and Evotec where venture funds were involved in one way or another in promoting new scientific or R&D projects. It may take the form of helping establish company relationships with universities or independent research bodies (e.g., PrimalPictures has extensive links with University College, London), getting the company to enter into partnership agreements with other innovators (e.g., Ardana concluded such agreements with the support of its ventures) or advising the company in relation to incentive packages for researchers or scientists (e.g., Evotec offered share ownership scheme at the recommendation of its equity partners). Companies in sectors such as new technology need to maintain a variety of innovation efforts if they want to flourish over the long run. One component of this strategy is to constantly pursue incremental innovations – in the case of iOra it was further developments in offline networking products. iOra has from the beginning established an information sharing mechanism that ensures that its investors have full information and rationale for its developmental efforts.

Employee Recruitment & Retention:  The process of building up the internal organization, and, in particular, the employee base of a company, begins with the recruitment process. To address the contribution of equity funds more directly, we asked if investors were influential in shaping the human resource policies of a portfolio company. Our conclusions on the importance of sector specialization are echoed in findings on recruitment for senior level personnel. More focussed equity capitalists whose partners have extensive business experience are found to be fully involved with recruiting irrespective of the particular position in the management team
. In 64% of the deals, investors had contributed to the formation of the company’s human resource management policy. 

The timing of certain milestone events that occur within the organization may also shed light on the extent to which investors are pressing for certain changes within the boundaries of a portfolio company. We examine if and when portfolio companies adopt stock option plans/bonus pay plan and we look at the first hiring of a vice president. Stock option/bonus plans are important for a variety of reasons - helping to attract and retain talent, providing high-powered employee incentives, or simply supporting the change within the organisation. Obtaining equity capital is indeed associated with a significant increase in the likelihood of adopting a stock option/bonus plan (e.g., Evotec and TechnoStart have offered stock options with increased venture activity), in addition to recruiting new staff. In many of these instances, the goal was to institute substantial and focused performance incentives - usually a system of rewards equalling 15 to 20 percent of the total equity. In some cases, share ownership plans covered the whole organization, but in most other cases incentives were targeted at a company’s leading executives.
These results confirm the findings of Fenn, Liang and Prowse (1995) who report that the senior management of portfolio companies frequently own a significant share of the companies’ equity. This means that the returns on share ownership potentially represent a sizeable component of senior management’s total compensation. The incentive effect may be further heightened by the inclusion of an equity earn-out which allows management to increase their holdings if certain performance conditions are met. While senior management may hold ordinary shares, or common stock, private equity firms usually hold convertible preferred shares issued by the portfolio company
. 

Leadership’s Role in Company Development: The evidence as discussed above shows that private equity firms play a key role in building the internal organization, and specifically the skill development, of the companies they finance – including building operational teams, introducing new management practices such as inventory systems or helping create new management capabilities such as patent systems. An important question is whether venture capital affects the leadership at the very top of the organization. The CEO has the central role in building up all aspects of the company. To begin with, the founders naturally take the lead​ership position in their own company. While founders may be very suited for the initial phases, not all founders can make the transition from entrepre​neur to manager. Our case studies suggest that as companies grow, they tend to bring in an outsider for the position of CEO or CFO (e.g., Ardana and Plastic Logic appointed a new CEO and CFO, respectively, in the second round of venture finance. A new CEO or CFO was also installed in 33% of the deals studied).
Leadership qualities are demonstrated in the way top managers attempt to create efficiencies by introducing new organizational systems and procedures. Merlin ties portfolio company leadership development to the business drivers. First, it looks at the company’s strategy and finds out how executive development will get the portfolio company CEOs and other senior managers to the next stage of development faster. Second, it talks to the unit managers to learn what is working, what is not, and what is missing – examples of learning by doing and learning by experimentation. Merlin also helps its portfolio companies articulate the focus and metrics for their executive development programmes. For example, in the case of merger activity, leadership development programme could focus on accelerating the integration of merged companies. Merlin believes that executive development can contribute to business success in many ways during a merger.

Performance Measurement: Increasing number of companies have been measuring employee satisfaction, customer loyalty and other performance areas that are not financial but that they believe affect profitability. For instance, Care UK’s ventures have insisted on the company establishing better linkages between strategy and performance measurement system to achieve a better allocation of resources, especially in its investment in training. Although a great deal of subjectivity is involved in measuring what is important to customers, employees, suppliers or other stakeholders, a better understanding of the underlying assumptions could fill the gap between subjective assessments and actual financial returns. These assumptions are primarily related to setting the right performance targets in terms of what is desirable on the part of investors or other stakeholders; for example, Care UK’s ventures value long term performance such as growth and stability more than short-run financial gains. The focus of Care UK on growth and employee development indicates an area of performance that is of concern to its investors. Performance management also emerges as one of the key factors in the planned or early exit of investors. Nearly 79 percent of the deals from which investors exited on time (or earlier than planned) had well-defined performance evaluation systems, stating clearly the expectations of investors and what was required of portfolio companies in terms of performance achievements.

Conclusions

What makes investment funds more or less active investors? The paper uses case study information on private equity funds (and their portfolio companies) to examine investor heterogeneity, and how it affects investment styles. Extant literature suggests that the role of equity capitalists extends beyond that of traditional financial intermediaries like banks, and that investors can play a pivotal role in the development of the companies they finance. One of the central finding of this literature is that human capital is the key determinant of new company development and growth. The present study examines the hypothesis that private equity funds foster human resource and organizational capabilities in portfolio companies. In particular, the evidence that private equity fund-backed portfolio companies are different from other companies in the way that they develop their human capital base is examined.

Additionally, the study assesses skill utilization and human capital in investor firms along three dimensions: a partner’s accumulated experience as venture capitalist, a partner’s previous business experience, and a partner’s scientific education. It thus builds human capital profile of individual partners responsible for specific deals. All the three dimensions support our contention about the specific role of human capital in investor-investee relations. We have seen evidence that suggests that private equity firms get involved with the development of start-up firms, and that there can be different facets to this involvement. On the one hand, private equity firms frequently concern themselves with providing leadership at the top of the organization. On the other, they are involved in team building and professionalization further down the organization.
There are various ways in which private equity firms may engage with portfolio companies. Busenitza, Fiet, and Moesel (2004) suggest that some common forms of intervention include: (1) being a member of the portfolio company’s board; (2) acting as a sounding board for management; (3) making customer and supplier introductions, (4) monitoring operating performance; and (5) assisting with strategic issues. We also find examples of investor influence in the following areas of portfolio company management:

· strategy and performance - including overall strategy, strategy on acquisitions and disposals, new product development and operational performance;

· approach to general management issues such as employee recruitment, compensation, marketing activities, innovation, outsourcing etc; and
· conventional corporate governance, such as compliance with the Combined Code, Directors’ remuneration, board succession etc.
Specifically, private equity firms influence the skill acquisition strategies of portfolio companies through recruitment (e.g., making sure the portfolio company has expert individuals in key positions), retention strategies (e.g., employee share options and other incentive schemes) and team-building (e.g. training programmes). Private institutions of venture skill support such as side funds and syndications are also aimed at providing technical and expert support for the skill requirements of portfolio companies. The investor influence in these areas underlines the increasing role of financial institutions in designing and shaping outcomes in many significant areas of company management.

The case study results have several important research implications. For one, this research hopes to bring human capital (of investors) to the forefront of financial behaviour research. Theories of financial structure typically assume homogenous agents, effectively abstracting away from human capital (Hellmann and Puri, 2002). Yet, if we take economic and finance researchers’ emphasis on the processing of soft information seriously, we recognise that differences in experience and ability are likely to be an important determinant of the process of financial activity and behaviour. We thus hope that our findings will provide a broader impetus for looking at the role of human capital in financial structure and behaviour.

This paper focuses on private equity firms, but future research might want to extend this kind of analysis to other financial transactions too. We examine the hypothesis that private equity funds play a role beyond the traditional roles of financial intermediaries. We provide evi​dence for the role of investors in the development of portfolio companies. For example, obtaining equity capital is related to a variety of organiza​tional milestones, such as the formulation of human resource policies, the adoption of stock option plans, or the hiring of a vice president or chief financial officer. Future research can examine the effects of these organizational initiatives on the long-term dynamics of investor-investee relationships. Whilst the evidence presented in this paper is insufficient for judging whether a particular economic sector is suffering because its investors are less activist in comparison to those in other economic sectors. It does suggest that there are further benefits to be gleaned from investors being more engaging where they have the expertise to give sound advice to portfolio companies.
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Appendix I: A list of companies studied.

	Private Equity Fund Case Studies
	Main Activity (Investment stage)
	Turnover (2004)

in thousands (GBP) 

	1. Amadeus Capital Partners
	Technology; Early and growth stages
	7,304,431

	2. 3i PLC
	All sectors; all stages
	179,602

	3. Merlin Biosciences 
	Biotechnology; early & growth stages
	8,110,184

	4. Sitka 
	Technology & Biosciences; early & growth stages
	488,839

	5. Kleiner Perkins
	Technology; early stage
	Not available

	6. Sequoia Capital 
	Technology; early stage
	Not available

	7. The Carlyle Group
	All sectors; all stages
	287,500,000

	8. TechnoStart
	Technology & Biosciences; early & growth stages
	Not available

	Private Equity Fund Portfolio Company Case Studies
	
	

	1. Plastic Logic
	Technology
	Yet to start production

	2. Care UK
	Health & Social Care Services
	136,074

	3. Ardana
	Biotechnology
	89,000

	4. iOra
	Technology
	72,000

	5. Primal Pictures
	Technology
	93,000

	6. Blackboard
	Technology
	114,403

	7. Edscha
	Supply Chain Management
	987,327

	8. Evotec OAI
	Biotechnology
	33,887


Indirect Control





Direct Control





Pro-active


(Dialogue and negotiation to affect performance)





Responsive 


(Private investment decisions related to performance.)








Notes





� Asymmetric information is when two or more people (or economic ‘agents’ such as firms) do not have the same level of information. Incomplete contracts are those that do not specify terms in the event of all contingencies.


� It is impracticable to specify fully the requirements of managerial contracts at senior, strategic levels (i.e., incomplete contracting) and the amount of information available to investors and managers is different (i.e., asymmetric information).


� A report covering detailed case studies is available from the authors on request.


� The only exception seems to be the Carlyle Group which is involved in both venture capital and buy-out activities.


� Arthur Rock


� Cisco and Intel combined are currently worth nearly $900 billion in total market capitalization.


� The average deal in our sample lasts for approximately 5.3 years.


� www.kpcb.com/about_us.php


� Carlyle put into practice these reforms when it acquired Empi in a public to private deal.


� At Google.com, Kleiner convinced the private search engine not to embark on a large, expensive advertising campaign. Similarly, Kleiner encouraged Roger Siboni (he was the head of KPMG's $3.6-billion-a-year consulting operation) to run enterprise-software startup E.piphany Inc. and later provided marketing support.


� Paul Wahl was the president of software giant SAP America Inc., and one of the most respected technology executives in the US. Kleiner and Benchmark Capital, who together were funding a new security startup called TriStrata Security Inc successfully recruited him for the new venture. This is an example of how Kleiner performed the recruitment function for a portfolio company.


� This is seen by Fenn, Liang and Prowse to have two advantages. First, because holders of convertible preferred shares have a superior claim over the profits and assets of the portfolio company, the investment risk is lower than for ordinary shares. Second, the superior claim over profits and assets provides a greater incentive to management because the value of the securities they hold is dependent on the residual profits and assets after the claims of convertible preferred shareholders have been met.
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