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Private Equity Diversity
Before approaching a private equity group, understand that PEGs are not all alike.
by Jay Schembs

(continued p.2)

Jerry Kohlberg and other industry pio-
neers developed the original mission of 
private equity: help privately held busi-

ness owners achieve liquidity and, when nec-
essary, improve the operations through their 
experience and connections. After decades 
of proliferation, private equity groups (PEGs) 
now mirror the vast differences among busi-
nesses and entrepreneurs and represent the 
least fungible source of capital in the private 
capital markets. Private business owners must 
understand the selectivity and diversity of in-
vestment criteria among PEGs before access-
ing this market.

When Zachary Scott began advising 
companies over 20 years ago, private equity 
investors were a rarity. Today, private equity 
has evolved into a substantial source of risk 
capital for private businesses. Private equity 
activity data suggests that nearly 30% of pri-
vate businesses in the U.S. have or have had 
PEG investments. Pacific Northwest firms are 
no exception. According to Pitchbook, more 
than 270 private equity investments have 
been made in the Pacific Northwest since 
2008, drawn from a universe of approximately 
2,600 PEGs headquartered throughout the U.S.
Investment selectIvIty 

Perhaps the least understood dynamic of 
the private equity market is the ratio of op-
portunities evaluated by each firm relative to 
the investments actually made. Our experi-
ence shows that private equity groups sort 
through numerous opportunities and have 
very selective criteria in choosing a company 
in which to invest. The available data indi-
cates that the median middle-market PEG 
reviews more than 500 potential investments 
in a given year. Only 50 of these opportuni-
ties sufficiently pique the PEG’s interest to 
submit a preliminary indication of interest. 
Thereafter, a mere ten candidates advance to 
the more serious stage of a letter of intent. In 
total, the median PEG closes four transactions 
each year, representing less than 1% of the 
opportunities reviewed and considered. The 
private equity process of selection is a two-sid-
ed equation. The process creates a daunting 
environment for the novice trying to access 

this market. Investors in private equity funds, 
however, view such selectivity as an effective 
determinant of high returns on capital. Much 
like the model of elite private colleges, private 
equity turns down most candidates they re-
view and use these statistics to promote their 
“selectivity.”

Business transactions that initially in-
terest a PEG frequently turn into dead ends 
upon deeper investigation. An inability or 
unwillingness to grasp the business model or 
value proposition, questionable accounting 
records, customer concentration, insufficient 
management bench strength, unresolved 
environmental issues, personalities, or value 

expectation differences are all factors that 
can quickly end deal negotiations. Many of 
these factors only emerge as issues after the 
due diligence process begins to unfold. Busi-
ness owners with serious intentions of ap-
proaching the private equity market need to 
realize that the myriad potential variables put 
the odds against a deal closing with a specific 
PEG. For that reason, a seller should approach 
the market in a manner that will increase the 
probability of a successful outcome.  

As the private equity market has matured, 
it has fragmented into various specialties. A 
wide range of criteria differentiate the specific 
interests of middle-market PEGs, including 
the acquisition target’s location, size, industry, 
and operating health. For example, Dallas-
based Valesco Industries focuses on manufac-
turing and distribution businesses generating 
up to $75 million in revenue with EBITDA 
margins in excess of 10%. Heritage Partners, 
out of Boston, will only invest minority stakes 
in companies valued greater than $30 million. 
J.F. Lehman, headquartered in New York City, 
focuses exclusively on defense, aerospace, and 
maritime businesses. These simple examples 
offer just a glimpse of the diversity of PEG 
investment preferences. Screening PEGs ac-
cording to criteria that are important to the 
company requires an organized process. Some 
of the important criteria are discussed herein.
ApproAch to leverAge

PEGs are often portrayed as “manufactur-
ing returns” by adding excessive levels of debt 
to magnify equity returns. The approach to 
leverage will differ among PEGs, industry, and 
stability of the company’s market position. 
Nevertheless, leverage might or might not 
conflict with the future course of the business, 
the degree of operational flexibility required, 
and/or the risk tolerance of the operating 
partners and rollover investors.
corporAte governAnce

PEGs have diverse preferences on whether 
they demand full ownership, majority con-
trol, or minority interests, as well as how they 
view the degree of control over a broad range 
of operational, strategic, capitalization, and 
exit decisions.
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The median PEG closes four transactions each year, 
representing less than 1% of the opportunities reviewed.
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phIlosophIcAl ApproAch
The level of engagement and oversight 

PEGs require also differ greatly. Some firms 
take a very hands-on approach, oftentimes 
bringing in industry veterans to participate in 
a board role, as the new CEO, or in a critical 
operational capacity. Others remain passive, 
allowing the managers to run the business 
with minimal interference. As a result, busi-
ness owners need to recognize the demands 
placed upon them may vary substantially de-
pending on the private equity group. 
Access to cApItAl

Most PEGs have access to a contractually 
committed pool of capital with investment 
decisions left entirely to the PEG managers. 
However, not all PEGs have control of the 
purse strings, implying the involvement of 
other decision makers. Hundreds of firms 
throughout the country operate as pledge 
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funds, which work to find and tie up a pro-
spective investment, typically with a signed 
letter of intent granting exclusivity. Once ac-
complished, the PEG works behind the scenes 
with pledge investors to win approval and 

funding. While this does not mean pledge 
funds should be ruled out when shopping the 
private equity capital market, owners must 
recognize the additional element of risk that 
pledge funds present to closing a deal.

Over the past four decades, private equity 
has become a predominant source of capital 
for private businesses. Business owners look-
ing to approach this market for incremental 
capital to fund growth or a liquidity event 
should recognize that private equity firms 
come in a vast array of shapes and sizes, and 
no two are alike. The degree of differentiation 
makes it prudent to carefully qualify multiple 
prospective PEG buyers prior to engaging in 
a sale process to ensure that the best combi-
nation of value, structure, and philosophical 
alignment is achieved in a transaction. v
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