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HOW DO PRIVATE EQUITY AND VENTURE 
CAPITAL FIRMS CREATE VALUE? 

As more investors look beyond the traditional 60/40 portfolio 

model and towards private markets, a key question arises – how do 

alternative investment managers create value? It is clear from 

historical returns that they do; according to Cambridge Associates, 

private equity has outperformed major public indices by at least 

300 basis points (3%) over 10, 15 and 20-year periods on a net 

basis.1 But the ways in which private equity and venture capital 

funds add value to their portfolio companies differ significantly, 

reflecting the differing stages of the corporate lifecycle at which 

they invest.

PRIVATE EQUITY 

As shown in Figure 1, value creation in private equity includes three 

key aspects: (i) optimizing the capital structure through leverage 

and/or debt restructuring, also known as “financial engineering”, 

(ii) implementing operational improvements, including both 

growth initiatives and cost cutting, and (iii) “multiple expansion”, or 

selling a company at a higher revenue or EBITDA multiple than the 

multiple at which it was acquired. 

Multiple expansion is difficult to accurately time and cannot be 

viewed as a reliable value creation lever because it is largely outside 

the control of the fund manager. It is also worth noting that debt 

restructuring and financial engineering are no longer proprietary 

value creation levers for PE firms as they were when junk bonds 

and inexpensive debt first emerged in the 1980s. This has forced 

the industry to focus on operational improvement, which generally 

manifests as earnings or EBITDA growth, as the primary source of 

value creation. Many PE firms now have operating partners and 

professionals with industry expertise involved at each stage of the 

deal process, from target identification through to post-acquisition 

management, so cost cutting and growth initiatives can be 

thoroughly evaluated and planned pre-acquisition. Some have 

even developed in-house consulting arms and portfolios of former 

CEOs to help run acquired companies, such as Bain Capital’s 

Portfolio Group and Cerberus’ Operations and Advisory Company. 

More than 900 operating partners now work in the industry 

globally according to the Financial Times, a near-doubling from 

2013 to 2015.2 

This value creation toolkit has allowed PE-backed companies to 

significantly outperform their underlying industries’ boom and bust 

periods over the past 15 years, as shown in Figure 2. A recent Bain 

analysis examined thousands of PE-owned operating companies 

and found that there has been a steady and significant increase in 

the average compound annual growth rate (CAGR) of their 

EBITDA since the financial crisis. Further, the study found that the 

companies’ increase in valuation was driven more by EBITDA 

growth than in prior years.3  

The buyout of Hertz from Ford provides an example of how PE 

firms create value in their portfolio companies. In 2005, a private 

equity consortium led by Clayton Dubilier & Rice (CD&R) purchased 

Hertz for $14.9 billion, paying $2.3 billion in equity and funding the 

remainder of the purchase price through the incurrence of various 

forms of debt by Hertz. The transaction was a “carve-out” deal 

predicated on CD&R’s belief that Hertz was an overlooked “orphan” 

within the large and diversified Ford organization, which would 

benefit from more focused attention and management. 

Past performance is not indicative of future results. This example is for illustrative purposes only.
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The PE consortium maintained a significant stake in Hertz for more 

than seven years and undertook a number of important value 

creation measures during that time. Hertz’s PE owners realized 

that buying and selling cars would provide a significant profit 

cushion as well as a means to dispose of used rental fleet, and 

expanded the company into this business by acquiring British Car 

Auctions, a specialist company selling used vehicles, in 2009. The 

consortium also expanded Hertz’s focus from the premium and 

corporate market into the leisure and value conscious segments by 

acquiring Dollar Thrifty in 2012. Seeking to improve the customer 

experience and respond to customer concerns, Hertz introduced 

hybrid vehicles, added self-service kiosks to its locations, increased 

the number of vehicles at suburban locations during weekends, 

and simplified the car cleaning process to reduce the time vehicles 

were unavailable to customers. In addition, CD&R cut corporate 

costs by outsourcing Hertz’s large in-house programming teams 

and security operations, and closing unprofitable off-airport 

branches. Finally, Hertz’s PE owners replaced the company’s CEO 

and instituted a performance incentive plan for management and 

employees. According to a World Economic Forum Report, Hertz’s 

EBITDA increased by 57% during its private equity ownership. 

VENTURE CAPITAL

While they may contribute key resources and advice to their 

portfolio companies to assist with achieving growth, VC 

involvement tends to be more limited than that of PE investors. 

This is in part because most VC investments are minority deals 

rather than control investments, meaning that the venture capital 

firm cannot force the implementation of its preferred strategy. But 

more broadly, VCs invest at the earliest stages of a business’ life, 

essentially betting on the potential of an idea and the ability of the 

company’s founding team to execute a business plan around that 

idea. As such, the value added by VC firms generally relates more 

to basic execution and business development than the operational 

finetuning employed by private equity firms.  

The primary means of VC value add is making their resources and 

networks available to the startups in which they invest, thereby 

providing connections that can lead to new business, an augmented 

team or even new financing. Firms with VC backing are more likely 

and/or faster to upgrade their internal organizations, specifically 

the recruitment of professional marketing and sales staff and the 

Note: Based on a blended average of 4,800 PE-owned companies compared with an identically weighted  
basket of market growth rates for their respective industries and regions.

Sources: CEPRES, IH5, Bain analysis
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implementation of stock option plans, and also tend to bring their 

products to market more quickly than non-VC backed firms.4  

When Mark Zuckerberg dropped out of Harvard to pursue his 

project, he realized that running a business was a much different 

proposition than programming and reached out to Marc 

Andreessen for help. Andreessen would become a key advisor and 

investor in the company, ultimately facilitating funding by Russian 

firm DST Global three years later during the depths of the financial 

crisis, when more traditional sources of Silicon Valley financing 

were reluctant to invest above a certain level. Principals Roger 

McNamee and Marc Bodnick of VC firm Elevation Partners helped 

connect Zuckerberg to Sheryl Sandberg, a highly respected 

operations executive who ultimately jumped from Google to 

become Facebook’s COO and Zuckerberg’s trusted confidante.  

As COO, Sandberg played a key role in accelerating Facebook’s ad 

monetization strategy, hiring over 200 people from Google in the 

process. VC firm Khosla Ventures, like many of its competitors, 

maintains an in-house bench of operating talent that can provide 

advice to its entrepreneurs on key functions including finance, HR 

and IT. For example, Khosla’s Irene Au, a well known figure in the 

design community who formerly ran user experience for Yahoo 

and Google, regularly works with Khosla’s portfolio companies to 

help resolve their design challenges.

CONCLUSION 

Private equity firms generally underwrite to 15-20% returns, and 

aim to achieve these returns through a combination of financial 

engineering, multiple expansion and operational improvement. In 

the latter category, PE firms are equally concerned with cost 

rationalization and increasing efficiency as they are with 

accelerating growth. In contrast, for every 100 VC-funded 

companies only about 1.5 hit it big as “home runs”5, reflecting the 

dramatically different business model of venture investing, which 

prioritizes the identification of promising innovations and the 

provision of targeted support to help startups grow. In either case, 

it is critical to invest only with the top tier of firms – those that have 

demonstrated a track record of operational improvement across 

the portfolio, and a history of astute investment selection. 

World Economic Forum Alternative Investments 2020: An Introduction to Alternative Investments, July 2015
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These materials are for informational purposes only and are not intended as, 

and may not be relied on in any manner as legal, tax or investment advice, a 

recommendation, or as an offer to sell, a solicitation of an offer to purchase or 

a recommendation of any interest in any fund or security described herein. Any 

such offer or solicitation shall be made only pursuant to the final confidential 

offering documents which will contain information about each fund’s investment 

objectives and terms and conditions of an investment and may also describe 

certain risks and tax information related to an investment therein.   This material 

does not take into account the particular investment objectives, restrictions or 

financial, legal or tax situation of any specific investor. 

Past performance is not indicative of future results. All of the products described 

are private placements that are sold only to qualified clients through transactions 

that are exempt from registration under the Securities Act of 1933 pursuant to 

Rule 506(b) of Regulation D promulgated thereunder (“Private Placements”). 

An investment in any product issued pursuant to a Private Placement, such 

as the funds described, entails a high degree of risk and no assurance can 

be given that any alternative investment fund’s investment objectives will be 

achieved or that investors will receive a return of their capital. Further, such 

investments are not subject to the same levels of regulatory scrutiny as publicly 

listed investments, and as a result, investors may have access to significantly less 

information than they can access with respect to publicly listed investments. 

Prospective investors should also note that investments in the products 

described may involve long lock-ups and do not provide investors with liquidity. 

The information contained herein is subject to change and is also incomplete. 

This industry information and its importance is an opinion only and should 

not be relied upon as the only important information available. Information 

contained herein has been obtained from sources believed to be reliable, but not 

guaranteed. No part of this material may be reproduced in any form, or referred 

to in any other publication, without express written permission. 

Securities may be offered through iCapital Securities, LLC, a registered broker 

dealer, member of FINRA and SIPC and subsidiary of Institutional Capital 

Network, Inc. These registrations and memberships in no way imply that the 

SEC, FINRA or SIPC have endorsed the entities, products or services discussed 

herein. 

iCapital is a registered trademark of Institutional Capital Network, Inc.

Additional information is available upon request.
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