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1. INTRODUCTION

Business headlines today have been a helpful backdrop to this talk.

Strong rumours that a Private Equity consortium of Pacific Equity Partners, Bain Capital and Goldman Sachs, will offer to buyout the bulk of the Goodman Fielder businesses owned by Burns Philp.

The transaction, expected to be around $3.6 billion, would represent the biggest private equity acquisition ever in Australia.

It shows private equity is big, it is bold, and its influence in our market place is

growing.

BORAL
I spent 6 years at Boral

developed a team of talented, dedicated managers

worked long hours, were smart, knew their industries

Left Boral in early 2000 with conviction that the young hotshots running private equity would not run industrial businesses like those within Boral any better than a good management team.

What I was about to learn that the exact same management team (not that of Boral, but a very similar situation) could indeed get superior returns within a management buyout or private equity vehicle.

Let me tell you the Repco story.

2. REPCO
Auto parts and accessories distributor to trade (auto mechanics) and retail.

Well-known publicly listed company acquired by Pacific Dunlop (in 80s).

Shamrock Partners - Private Equity fund investing Disney family money invests in Pacific Dunlop and during 2000 increasingly agitates for improved performance and Board changes.

Culminates in Pacific Dunlop Board firing the Managing Director and agreeing to break up the company, selling off non-core divisions.

Core division is Ansell - rubber products.

Repco and Pacific Brands (shoes and apparel) trade sales. Both purchased by private equity funds in 2001.

Pacific Brands acquired for $730 million in one of the largest leveraged buyouts undertaken in the Australian markets.

Financed by $235 million in equity provided by CVC and Catalyst as well as around $500 million in debt facilities.

Less than 3 years later, these investors exited through ASX listing at an enterprise value of $1.7 billion and a market capitalisation of $1.25 billion.

Equity investors made more than 5 times their initial investment for an IRR of 105 per cent.

Repco was acquired in September 2001 for $265 million part equity and part debt with the equity provided by GS Private Equity (now called Archer Capital), Gresham Private Equity and Macquarie Direct Investments.

The investors exited through an ASX listing in November 2003 at an enterprise value of $607 million - more than 2 times the enterprise value at acquisition just 2 years earlier.

Private Equity investors received 5.5 times their investment, in just two years, for an IRR of nearly 150%.

While Repco was still owned by the Private Equity investors, I was appointed to its Board in 2002 and I saw the Private Equity formula for myself.

Attributes of Private Equity
· Leverage 
· Focus

· Outside public limelight

· Management incentives

· Capital management

N.B. No top management change. Peter Mummery, the Division General Manager within Pacific Dunlop, became the Managing Director of the company while owned by Private Equity investors and remained Managing Director when relisted.

Leverage

Use of Bank Debt and Mezzanine Debt leverages gains enormously. More than $100 million bank debt, $50 million mezzanine.

Focus

· everyone focused on exactly the same objective: exit in 3-5 years
· quick disposal of non performers

· invest in areas where there are quick returns/ open new stores 
· cut out unnecessary expenses

· grow revenues, improve margins/ new retail strategy/ create a growth story

· everyone has exactly the same focus: shareholders, Board, Management

Outside Public Limelight

· not worried about this half or this year 
· take hits, rationalise, redundancies

· Board not pre-occupied with corporate governance, conformance 
· no discussion of "how will the market react?"

Management Incentives

· Management highly levered to success: can make millions, even tens of millions, if successful.

· Management encouraged to invest equity in business but equity is often leveraged even to Private Equity equity. 
· No corporate games being played.

Capital Management

· get cash out as quickly as possible
      sell non performers - e.g. CarParts, wholesaler of auto parts     
      and accessories to other retailers 
· increase bank debt if possible as ability to service improves
· all investment focus is on near term returns, capex budget solely determined by real needs and returns, not by head office policies or by management getting carried away with grand plans.

How do you account for the difference?
In Pacific Dunlop:
Repco lucky to earn 15% ROA

In Private Equity:
150% IRR over two years:

· Profit improvement

· Return of capital

· Stock market valuations higher 
· Leverage

In broad terms:


· Profit (EBIT) improvement 50%

· Valuation (P/EBIT) on relisting up 50%

(partly market higher, partly the growth story)
In broad terms
· Doubling of enterprise value
· Equity geared 2.5 times and some capital return turns the doubling of enterprise value into more than 5 times return of investment.

3. IMPLICATIONS FOR LISTED COMPANIES
(a)
Increasing capital being invested in Private Equity vehicles

(b)
Competition for trade sales

(c)
Competition for management

(d)
Conflicts with Divisional Management

(a)
Competition for Capital
· Private Equity is a global business.

· In Australia $12 billion has been raised since 1995 and more than $2 billion in 2004 alone.

· 55 Funds have already invested $7 billion and have more than $5 billion still to invest (this represents the ability to acquire between $10-$15 billion of enterprise value).

· Superfunds, industry funds, high net worth individuals and even some corporates (e.g., Wesfarmers) are being increasingly attracted to invest.

· In 5 years to 30th June 2005, Private Equity buyout and later stage investors reported an IRR of 24.6% as against S & P/ASX 300 of 9.8%

b)
Competition for Trade Sales
· It is estimated that MBOs represent 10% of the Australian M & A market and likely to increase.
· Currently, it is suggested that Private Equity firms are in the running to acquire:

· Myer Department Stores

· Waco Scaffolding Group

· Millers Retail and Tegal Chicken businesses in New Zealand

· Means public companies often in competition with Private Equity to expand by acquisition.

· Means also no cheap acquisitions unless there are substantial synergies.

(c)
Competition for Management
· Private Equity willing to pay what it takes to get top management and offer substantial equity upside.

· As number of Private Equity transactions increase, the chances that headhunters will be knocking on your doors will also increase.

(d)
Conflicts with Divisional Management
· The success of management buyouts could mean that divisional managers may seek to arrange buyouts of their business.

· 3I in the UK used to run advertisements encouraging managers to contemplate management buyouts.

The ads were headed "Who wants to be a millionaire?". 
You could see Macquarie Bank running similar ads here!

· As soon as management contemplates a management buyout, there are difficult conflicts of interests issues.

· Who is the management working for?

· You can be sure they will point out all the downsides and risks and will hide all the upsides and opportunities.

· This is also a difficult issue when it comes to due diligence - all the warts and problems will be exposed with the vendors being forced to make provisions or lower the selling price to take account of them.

4. CONCLUSION
· Private Equity has an important role to play in the modern capital markets.
· useful for sale of non-core businesses and/or underperforming businesses.

· With increasing funds you will be seeing more of Private Equity

· competing for acquisitions

· even seeking to privatise whole public companies - e.g. Goodman Fielder
· Need to recognise that Private Equity has a number of inherent advantages over public equity:
· use of leverage

· greater focus

· outside public limelight

· management incentives

· capital management

(all played a role in Repco example)

· Those of you in listed companies will increasingly feel the effects through:
· competition for capital

· competition to acquire businesses

· competition for management

· conflicts with divisional management if they catch the bug

Can you compete with Private Equity?
Yes - but, as with all recent trends in business, you will need to be sharper, even more focussed and clearer on what will drive shareholder value for your company.
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