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Abstract

In recent years, Private Equity (PE) has witnessed remarkable worldwide growth,
prompting researchers to investigate its value creation qualities for investors and portfolio
companies alike. Even though PE developed in Portugal as well, limited research has been
published with evidence from the country. The present dissertation strives to contribute to
the literature on company-level private equity value creation, to shed light on the Portuguese
reality, and to gather novel insights into the differences in impact and value creation of

domestic vs. foreign PE firms.

To do so, a series of univariate analyses of the pre- and post-transaction evolution of
six key dimensions (size, operating performance, investment, cash flow generation, capital
structure, and human resources) were performed using a sample of 101 private equity
transactions from 2007 to 2020, contemplating 119 Portuguese target (and control)

companies and 115 private equity firms.

Results show that the Portuguese PE industry is growing and becoming less
dominated by domestic firms. Overall, target companies are larger, more leveraged, and
invest less than controls. Post-transaction, they grow in size, workforce, and investment, but
display a deterioration of operating performance. Target companies acquired by foreign PE
players are much larger, more profitable, and generate more cash flow than those acquired
by domestic ones. The latter show a more immediate growth in size, investment, leverage,
and workforce size and pay, whereas the former show a more sustained long-term size
growth, below-industry increase in investment, and stable capital structure. Operating
performance shows an overall deterioration, with significant results for productivity and

efficiency in the domestic sample and profitability in the foreign one.

In conclusion, the results point to the role of PE firms as financing instruments for
financially constrained companies to unlock growth. This appears to be especially the case
for domestic PE firms. Foreign PE firms assume a different position and adopt an alternative

strategy, targeting larger companies in faster-growing, more sophisticated markets.
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Resumo

Recentemente, a atividade de Private Equity (PE) testemunhou um crescimento global
notavel, incentivando a publicagao de investigagao sobre a sua capacidade de criagao de valor
para investidores e fargefs. Apesar de a industria de PE em Portugal ter acompanhado a
evolu¢io mundial, a investigagdo sobre o seu impacto no pafs é reduzida. A presente
dissertagao visa contribuir para a literatura nacional, inovando através do estudo das

diferencgas na criagao de valor por parte de empresas de PE nacionais e internacionais.

Para tal, um conjunto de analises univariadas da evolugao pré- e pés-transacao de seis
dimensoes-chave (tamanho, desempenho operacional, investimento, fluxo de caixa, estrutura
de capital e recursos humanos) foi realizado. Uma amostra de 101 transagdes de private equity,
de 2007 a 2020, envolvendo 119 empresas-alvo portuguesas (e de controle) e 115 empresas

de private equity foi empregada.

Os resultados indicam que a industria de PE em Portugal esta em crescimento e é
cada vez menos dominada por PE nacionais. No global, as Zargets sio maiores, mais
endividadas e investem menos do que as empresas de controlo. Pés-transa¢ao, crescem em
tamanho, recursos humanos e investimento, mas o desempenho operacional deteriora-se. As
targets adquiridas por PE internacionais sao maiores, mais lucrativas e geram mais fluxo de
caixa do que aquelas adquiridas por PE nacionais. As nacionais exibem um crescimento mais
imediato em tamanho, investimento, divida e recursos humanos, enquanto as internacionais
exibem um maior crescimento a longo-prazo, um aumento no investimento e uma estrutura
de capital estavel. O desempenho operacional deteriora-se, com resultados significativos para

produtividade e eficiéncia na amostra nacional e lucratividade na internacional.

Em conclusao, os resultados apontam para o papel das empresas de private equity
como instrumentos de financiamento para empresas desbloquear o crescimento de empresas
financeiramente limitadas. Tal verifica-se mais concretamente nas PE nacionais. As PE
internacionais assumem outro papel e adotam uma estratégia alternativa, visando empresas

maiores em mercados mais sofisticados e com maior crescimento.

Palavras-Chave: Private Equity, Desempenho Operacional, Investimento, Portugal

Codigos JEL: G24, G34, G39
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1. Introduction

One of the ways in which the world of investments can be segregated is between
traditional and alternative investments. The former generally consist of long-only, publicly
traded investments in the money, bond, and stock markets, whereas the latter comprise the

investments that do not classify as traditional ones (Baker & Filbeck, 2013).

The major groups of alternative investment categories are hedge funds, natural
resources, private markets, real estate, and infrastructure (Baker & Filbeck, 2013). Private
market investments are described as those (i) closely negotiated between (i) qualified
investors (or those representing them) and respective counterparties, (iif) meant to be held
during the long-term, (iv) characterised by high risk and (v) high expected return, and (vi)
carried out with the goal of creating value (Demaria, 2020). The primary investment sub-
category within private markets is Private Equity (PE), whose importance has been growing
greatly since the 1980s, and remarkably so during the past decade. In fact, according to
McKinsey & Company (2023), global private equity assets under management (AUM) and
fundraising stood at $7.6 trillion and $655 million, respectively, in 2022.

The growth of private equity has motivated researchers to investigate PE firms’
merits, both in creating value for their investors and for the companies in which they invest.
These two dimensions are targets of study because (financial) resources are scarce, and so
their deployment should be optimal, with the ultimate goal being twofold: maximise returns
for the risk-bearing investors and incentivise job creation, economic growth, and improved
goods and services for the overall society. Indeed, the literature on private equity is
traditionally divided between that investigating fund returns and that studying how private
equity firms influence and create value in the companies in which they invest. Foundational
and remarkable works on the latter include Kaplan (1989a), Kaplan (1989b), Jensen (1989),
Kaplan and Strémberg (2009), Metrick and Yasuda (2011), and Acharya et al. (2013).

Naturally, Portugal was not immune to the trend of private equity growth, and so the
Portuguese market also witnessed its PE industry develop, with private equity and venture
capital (VC) assets under management increasing from €1.5 billion in 2007 to more than €8
billion in 2022 (CMVM, 2023). However, limited research has been produced investigating
the activities of private equity firms in Portugal, with the most renowned work on the topic

being that of Mendes and Sousa (2013).



The present dissertation strives to contribute to the collection of literature focusing
on the efforts of private equity firms to influence and create value in the companies in which
they invest. It proposes to do so by investigating evidence from Portugal, an underdeveloped
private equity market when compared to that of the US, the UK, or continental Europe.
Even the most recent studies on the topic analyse private equity investments that primarily
occurred during or during the aftermath of the Great Financial Crisis (GFC) or the Sovereign
Debt Crisis, a constraint that this dissertation proposes to overcome by considering

investments closed as recently as 2020.

Nevertheless, this dissertation aims to contribute in a more novel manner, by
considering the origin of the private equity firms (Portuguese vs. non-Portuguese)
conducting the investments when evaluating their influence and value creation efforts. This
approach follows previous suggestions from, for example, Cumming et al. (2007) and Wright
et al. (2009) to introduce the domestic/foreign factor into the analysis. In doing so, it seeks
to understand if nationality plays a factor in value creation, namely due to better domestic
market knowledge, and detail the different contributions and the expected behaviour for
both types of private equity players during a time in which both play a part in the Portuguese

investing landscape.

This dissertation is structured as follows. In Chapter 2, a literature review on private
equity, with a focus on the Portuguese reality, is presented. Chapter 3 explains the
methodology and data sample collected to conduct the research. Chapter 4 presents the
results of the study through a set of univariate analyses of the pre- and post-investment
performance of private equity target companies. Finally, Chapter 5 closes the dissertation

with the concluding remarks and study limitations.



2. Literature Review

2.1. Private Equity — Definition

Private equity (PE) is often used as an umbrella term for investments in the private
markets, ranging from early-stage venture capital (VC) to growth and turnaround
investments for mature and distressed companies (Snow, 2007). In its broadest sense, it
conveys “the asset class of equity securities in companies that are not publicly traded on a

stock exchange” (Cumming, 2012).

Specifically, Metrick and Yasuda (2011) identify four major sectors of private equity
investments — Venture Capital, Buyout, Mezzanine’, and Distressed’ —, though they contend
that Mezzanine and Distressed can be somewhat included in the Venture Capital and Buyout
sectors. Therefore, Venture Capital and Buyout are presented as the core spheres of private

equity, consistent with most of the literature on private equity (Cumming et al., 2007;

Buchner, 2019; Roggi et al., 2019; Harris, 2023).

However, the literature emphasises a division between Venture Capital and
Leveraged Buyouts (LBOs) (Kaplan & Strémberg, 2009). Because of the crucial role of debt
in private equity acquisitions, private equity, leveraged buyouts, and buyouts are sporadically
used interchangeably. However, other — more un-leveraged — buyouts exist, such as
management buyouts (MBOs), management buy-ins (MBIs), investor-led buyouts (IBOs) or
distressed private equity (Wright & Robbie, 1996; Cuny & Talmor, 2007; Wood & Wright,
2009).

The differences between Venture Capital and Buyout are noticeable in several
dimensions. For example, the organisational economics of venture capital and buyout funds
are distinct due to a striking contrast between scalability potential and core skills developed
by managers (Metrick & Yasuda, 2010). Also, venture capital creates value by alleviating
financial constraints in promising companies while buyout uses leverage, governance, and
operating measures to unlock value creation potential at portfolio companies (Bertoni, 2011).

Furthermore, in terms of control, buyout activity involves majority stake investments, while

2 Mezzanine private equity provides hybrid financing between debt and equity.

3 Distressed private equity provides turnaround financing for distressed companies.



venture capital often consists of minority stake investments in syndicated rounds of financing
(Lerner, 1994). Finally, even on an environmental level, a flexible labour market and well-
developed debt and public (stock) markets are traits conducing to significantly more buyout
activity. However, they are not significant for venture capital, due to the inherent differences

between PE and VC (Kelly, 2012).

It is important to establish that this dissertation distinguishes between private equity
and venture capital. Private equity follows the definition advanced by Gompers et al. (2010),
which states that it consists of equity investments in mature companies that intend to use the
money to pursue buyout and growth value creation strategies and thus resemble the buyout
sector advanced by Metrick and Yasuda (2011)*. Another clear definition that dictates how
the term is used in this dissertation is the one advanced by Gompers and Kaplan (2022),
which dictates that private equity includes investments in LBOs, growth capital, distressed
investments, and mezzanine capital. These definitions are markedly distant from that of
venture capital, which can be summed as a short-term financing tool, traditionally for early-
stage companies and innovative projects, seeking to exit after a sizeable business dimension

is accomplished (Schilit, 1997; Wright & Robbie, 1998; Zider, 1998).

2.2. Private Equity — Market Overview

Private Equity first soared during the 1980s, due to a strong wave of LBOs, primarily
in the United States of America. The wave was heavily linked to the junk bond market and
ended after junk bonds defaulted, in 1989 (Hurduzeu & Popescu, 2015). Afterwards, a new
wave of private equity emerged, even stronger, during the mid-2000s (Blundell-Wignall,
2007; Pinto, 2021), and lasted until 2007, when the Great Financial Crisis (GFC) burst (Cao
et al.,, 2016). These two waves of private equity activity motivated the publication of
foundational and fundamental research on private equity's impact and value creation (see

section 2.3).

In the past post-GFC decade, private equity has been seriously on the rise again, as

have the market’s biggest players — Apollo, Blackstone, Carlyle, and KKR (Chen & Wang,

4 Furthermore, because only majority stake investments are studied in this dissertation (see section 3.2), the

buyout sector is undoubtedly the predominant one.



2022). There is no single explanation for its growth, but the expansionary monetary policy
of central banks, which included unconventional measures, such as quantitative easing (QE),
injected liquidity and allowed for a low interest-rate environment that propelled investors to
seck yield in alternative investments. The rise in investment capital for private equity and the
easier and cheaper access to debt markets shaped a downward pressure on the cost of capital.
Paired with low inflation and steady economic growth, the diminished cost of capital drove
private equity activity and, with it, boosted transaction prices, creating an ever-greater
incentive to execute more deals at even higher valuations. (Aryoubi et al., 2020; Gunter et
al., 2023). As shown in Figure 1, in Europe, after a break in 2009, private equity investment
and fundraising exhibit a remarkable upward trend in line with the above-mentioned recent

dynamics.

Still, McKinsey & Company (2023) warns that the sharp increase in interest rates that
central banks implemented to fight decades-high inflation, the plummeting of public market
valuations, more constrained access to bank financing and investors’ portfolio rebalancing
efforts all contributed to a decrease in private equity global deal volume, performance — 2022
being the first year of private equity negative returns since 2008 — and valuations. Thus, there
is reason to suspect that private equity activity may be approaching, or even beyond, a turning

point for the solid wave of growth of the 2010s/eatly 2020s.

Figure 1 — Evolution of PE investment and fundraising in Europe (€billion) (2008-
2022)
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Nevertheless, the increased importance of private equity has led it to become a
mainstream path towards risk diversification and return enhancement (European Central
Bank, 2007). There are three ways in which investors participate in the private markets:
directly, through funds, or through funds of funds. Because investing directly in private
companies bears a high level of risk, entails a considerable amount of capital, and requires
substantial expertise to navigate the transaction process, a wave of professionalisation
emerged in the market to supply an ever more popular demand, which led to the emergence
of the figure of the private equity fund and fund manager. In short, investors who are not as
sophisticated as others — such as high net worth individuals (HNWI), who are allowed to
pursue investments that the average investor is not — pool their resources together in
intermediaries that buy into private equity funds that allow them to access private markets

(Demaria, 2020).

Most private equity funds work as limited partnerships, in which the limited partners
(LPs) are HNWI and institutional investors, and the general partners (GPs) are private equity
firms. The former are expected to provide most of the money the fund will invest — GPs
usually contribute a modest percentage (1%) of the funds raised by the fund — while the latter
are expected to conduct the investment process. Private equity funds usually last ten or more
years. They are closed-end investment vehicles, in which the LPs commit enough capital to
be called whenever needed to finance successful transactions and to remunerate the GPs’

(Demaria, 2020).

Because investors must pay heavy upfront fees to and share a sizeable share of their
profits with private equity firms, the means by which those considered specialists create

sufficient value to deliver attractive risk-adjusted returns is increasingly subject to research.

5 Private equity firms, the GPs of private equity funds, are predominantly paid in a three-structure system: (i) a
fixed percentage of the funds’ assets under management (AUM) or of the capital committed by the LPs every
year as “management fees”, (i) a percentage of the profits arising from exiting successful investments as
“carried interest”, and (iif) “transaction fees and monitoring fees”, which are less standard and depend directly

on the number of completed investments and the number of active investments, respectively.



2.3. Private Equity — Impact and Value Creation

2.3.1. Theoretical Framework

A conceptual framework for value creation in private equity is advanced by Schlegel
(2019), in which investments have sources of value creation both at the fund level and at the
company level. According to the author, there are three paths towards value creation between
the moment of the investment and the moment of the exit: (i) multiple expansion, (ii)
EBITDA (Earnings Before Interests, Taxes, Depreciation and Amortisation) expansion, and
(iii) debt repayment. A similar structure is put forward by Achleitner et al. (2011), in which
changes in valuation multiples and operating performance are also mentioned, but the overall
use of leverage is stated as the third lever for value creation instead just debt repayment,
which is more in line with the multi-effect of leverage on value creation described in the

literature.

An important remark is that the first path (multiple expansion) occurs at the fund
level and consists of investing in companies, industries or geographies that later become
more attractive, thus commanding a higher relative price independent of the operating
performance. The two other paths (operating performance expansion and leverage) occur at
the company level and are of the utmost importance for this dissertation. According to
Achleitner et al. (2010), leverage accounts for one-third of private equity sponsors’ returns,

whereas operational and market effects account for the remaining two-thirds.

In this dissertation, to assess private equity value creation, only the company-level
performance improvement is studied. This decision follows the tradition of the literature on
private equity value creation, which is consistently divided into two realms: (1) studies on the
impact of private equity firms on the operational developments of their portfolio companies
and (2) works on the returns of private equity funds and respective investors (Acharya et al.,

2013).

According to Kaplan and Strémberg (2009), financial, governance, and operational
engineering are the three main (non-mutually exclusive) levers to value creation at the
company level. The study conducted by Schlegel (2019) proposes a fourth lever — a strategic
one — but the literature is centred on the three levers advanced by Kaplan and Strémberg

(2009). Also, the strategic lever overlaps considerably with the operational one, and thus



redundancy is avoided by focusing on the aforementioned three main levers. Still, it is worth
mentioning a work by Hannus (2015) that also mentions strategy as a lever towards value

creation and greatly details the different drivers of value creation.

In a groundbreaking work, Jensen (1989) predicts the end of the publicly-held
corporation due to the resolution of the agency problem arising from “the conflict between
owners and managers over the control of corporate resources”. Through financial
engineering, measures such as manager equity ownership and performance-sensitive
compensation emerge to improve the operating performance of companies post-LBOs.
According to Haque (2023), it is precisely due to lower agency costs that private equity
companies can leverage their portfolio companies to levels beyond those considered optimal
for non-PE-sponsored companies while preserving a value-maximisation behaviour. In
short, the author argues that lower agency costs lead to a reduced tendency to shift risks to
debtholders, thus lowering the expected present value of bankruptcy costs and raising the

optimal level of debt.

Furthermore, the strict control private equity firms enforce on the boards of directors
of their portfolio companies and the adoption of decentralised decision-making
organisations with improved reporting mechanisms allow for better operating performance.
At the same time, the financial side of leveraging the operations creates tax benefits for the
companies and incentives for managers to generate cash to meet high interest and principal

repayments, thus having no margin to waste financial resources on unprofitable projects

(Jensen, 1986; Guo et al., 2011; Acharya et al., 2013).

Additionally, Guo et al. (2011) mention that private equity firms target
underperforming firms with unexplored growth and efficiency routes, and that the
transactions are carried out by seasoned professionals who can act as advisors to enhance
the strategic planning of the portfolio companies, who may need to make important
decisions such as investing, divesting, or restructuring business divisions or pursue a series
of acquisitions. Acharya et al. (2013) also find that if GPs are ex-consultants or ex-industry
managers, they can outperform in deals focused on internal value creation. In a different
study, Biesinger et al. (2020) explain that companies face an improvement in their operating
performances and profitability if the PE transactions are executed successfully by being
subject to an investment that has an undetlying, tailored value creation plan, instead of an

“ex-ante selection of strategies”.



Finally, private equity firms allow companies to pursue growth opportunities that
they would otherwise be unable to due to financial constraints, opening yet another path
towards value creation and performance improvements (Cohn et al., 2022). Indeed, Jiirgens
and Braun (2022) explain that PE companies act as liquidity providers during times of
economic distress and thus can offer portfolio companies financial resources that place them

ahead of the competition regarding investing capacity.

2.3.2. Empirical Evidence

Overall, there is a consensus in the literature that private equity firms can create value
for their portfolio companies. Several studies were published during and after the first wave
of private equity activity, focusing mostly on LBOs in the US. In contrast, papers researching
its second wave are more prone to collect data from Europe, especially from the UK, due to

data availability (Mendes & Sousa, 2013).

In a foundational work, Kaplan (1989a) analysed 48 US companies subject to MBOs
between 1980 and 1986. The author found a post-buyout increase in operating income
(before depreciation) and net cash flow, partly due to a decrease in capital expenditure,
concluding that the operational improvements are due to improved financial incentives for

management to reduce agency costs.

Nevertheless, Leslie and Oyer (2008) point to the fact that, though top managers at
private equity-held companies have stronger compensation than their counterparts at
publicly-held companies — with more equity ownership, lower base salaries, higher variable
bonuses and pay —, private and publicly-held companies show no significant differences in
operational performance. The authors claim that a major difference between the two lies in
the level of leverage and that it is due to tax advantages that value is created at PE-owned

corporations.

Comparing the trends of the first and second waves of private equity activity, Guo
et al. (2011) analysed 192 public-to-private buyouts of US companies from 1990 to 2000.
The authors also found that higher debt, both before and after the transactions, translated

to higher cash flow generation, confirming the importance of leverage. Additionally, the



sample of second wave transactions registered more conservative prices and less leverage in

comparison to first wave ones, as well as similar operating performance.

Indeed, in another important paper that far precedes that of Leslie and Oyer (2008),
Kaplan (1989b) estimated the value of tax benefits in 76 MBOs of publicly-held US
companies between 1980 and 1986, concluding that fiscal benefits are an important source
of value creation for MBOs. In a study about the private equity value creation process in the
life insurance industry, Kirti and Sarin (2020) found that a relaxed regulation environment
creates opportunities for aggressive tax and capital management, which create value for the
target companies of buyouts in the industry, confirming the tax benefits claims of previous
authors. On the other hand, in the more regulated banking environment, Graf et al. (2009)
found operational engineering to account for up to 87% of the value creation, with financial

engineering being much less important.

This trend of operational superiority over leverage in a more regulated environment
is supported by a study by Knauer et al. (2014) that analysed German LBOs completed after
2 2008 tax law change in Germany to prevent excessive leverage in LBOs. The authors found
that LBO tax shields remained an important component of LBO purchase prices and that
the tax law change was ineffective in preventing the use of leverage, due to its multitude of
benefits for private equity value creation, but that taxes do have a minor effect on corporate
financing decisions and that the private equity value creation is mostly due to operating

performance improvement.

To attest to the importance of operational level changes, Acharya et al. (2013)
examined 395 private equity transactions in Western Europe between 1991 and 2007 and
found that increases in sales and EBITDA margin lead to abnormal returns. The authors
advanced with an interesting conclusion: the partners (i.e., senior employees overseeing and
driving the deal) involved in the deal are crucial, as those with industry or consulting
backgrounds can conduct operational improvement that those with a finance (banking or

accounting) background cannot.

As for operating performance resilience, Wilson et al. (2012) found that PE-
sponsored companies, in the UK, were able to outperform control companies in productivity
by 5-15% and profitability by 3-5%, during the GFC (2008-2010). The authors also noted

that PE-backed buyout companies displayed positive revenue and employment growth,

10



during the GFC, while engaging in better working capital management than control
companies. Concerning investment, Bernstein et al. (2019) claim that PE-backed companies
were able to decrease investment at a smaller scale than comparable companies, during the
GFC, showcasing a positive relationship between private equity and investment resilience.
Still, in a study of the cash flows of US public-to-private LBOs from 1980 to 2006, Ayash
(2020) found that, post-LBO, companies enact immediate reductions in investment to prop

up free cash flow.

An interesting, new theory for private equity value creation emerged with a work by
Chung (2011). In it, the author analysed 169 UK private-to-private LBOs from 1998 to 2007
and discovered that target companies of PE-backed LBOs saw a significant growth in size,
via higher investment (capital expenditure) and acquisitions. The findings are shown to
support that private equity financing serve the purpose of changing ownership structure and
are instrumental in relieving financial restrictions for companies with potential for growth.
This hypothesis is backed by the study of Erel et al. (2015), in which the management
behaviour of target companies of acquisitions is shown to change in a way consistent with
that expected for financially stronger companies — e.g., lower cash holdings, lower investment

to cash flow sensitivity, lower investment to cash flow sensitivity.

Considering more recent studies, Cohn et al. (2022) analysed 240 private equity
transactions in the US from 1995 to 2009. The authors likewise found that private equity
firms targeted mismanaged yet promising companies with growth opportunities that could
not be unlocked due to excessive debt and dependence on external financing. Profitability
saw an increase central to the value creation efforts of private equity firms. Financial
engineering was mostly absent, as target companies were already too leveraged pre-buyout

and thus needed more room for additional debt.

Alternatively, Biesinger (2023) found that the previous academic literature, which is
more oriented towards developed markets, can be extended to developing markets, as PE-
backed companies in these economies also present a higher use of debt, a lower effective tax

rate, and better wages, productivity, and liquidity.

Itis curious to note that the study by Biesinger (2023) sheds light on human resources
and employment issues, such as wages, which are also subject to investigation in related

literature, including a previous study from the same author (Biesinger, 2020). The already
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mentioned paper by Kaplan (1989a) showed that buyouts do not lead to large employment

cuts, but that employment at PE-backed companies increases less than in control companies.

A large study conducted by Davis et al. (2013) tracked 3,200 US target firms pre- and
post-acquisition, with the transactions taking place between 1980 and 2005. The authors
found that, post-acquisition, employment at private equity portfolio companies shrank
compared to control companies. However, there is a differentiated phenomenon: existing
jobs are more at risk, but PE-backed companies create new jobs in greenfield investments.
Also, there is a major tendency for job reallocation which, the authors argue, may be due to
the creative destruction process operated by PE firms. Finally, the authors conclude that
there is an improvement in operating performance, with higher productivity and lower unit

labour costs explaining increased profitability.

In a more recent study concerning the economic effect of private equity buyouts,
Davis et al. (2021) analysed an even larger sample of 6,000 US target firms of buyouts
conducted between 1980 and 2013. In the two years after the buyout and relative to control
companies, target companies displayed less employment, higher job reallocation, and higher
productivity — measured by revenue per employee —, with 80% being due to revenue growth
rather than employment cuts. A 2.5% pre-transaction wage premium is also shown to
disappear post-transaction. Once again, the authors present several interesting remarks: first,
in an environment of easy and cheap access to debt, private equity companies strive to obtain
returns through financial engineering, rather than operational; second, private equity activity
is pro-cyclical, and a sort of “PE multiplier effect” should influence policymakers in times of

economic shocks.

The literature shows that private equity investments increase sales, operating income,
and debt, while cash flow and investment (capital expenditure) research needs to be more
conclusive. In stricter terms, the operating performance improves via enhanced productivity,
profitability, and efficiency. Employment is not necessarily diminished, but it pales in

comparison to non-PE-backed peers, and so do wages.

Finally, the most important studies collect data from either the first, the second, or
both first waves of private equity activity, but rare are those that study the wave that
commenced post-GFC. This study proposes to add to the literature on private equity value

creation specifically by focusing on the post-GFC period, concerning the Portuguese market.
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After the recent Davis et al. (2021) comments on how private equity firms focus on financial
engineering, rather than operational improvements, in times of easy and cheap access to
credit such as those of the 2010s/eatly 2020s, the results of this study will contribute to the

exploration of the veracity of such hypothesis.

2.3.2.1. The Domestic vs. Foreign Discussion

Interestingly, little literature has been found on the difference in the value creation
effectiveness between PE firms that invest in domestic companies as compared to those who
engage in cross-border deals, despite suggestions to research it both by Wright et al. (2009)
— “(...) foreign PE firms compared with their domestic counterparts that yet are not well
understood. Future research could usefully examine these governance issues.” — and
Cumming et al. (2007) — “It would also be interesting to assess whether there are differences

in the efficiency effects of domestic and foreign MBOs (...).”.

In a study about socially responsible private equity investments in the Netherlands,
Cumming and Johan (20006) found that Dutch international institutional investors were more
disposed to engage in socially responsible investing, which is surprising considering that the

literature claims that investors are more prone to export their social harms.

In an interesting study about the internationalisation of venture capital, Aizenman
and Kendal (2012) found that distance, language, and historical proximity foster capital flows
between countries. Moreover, human capital, a business-friendly environment, and
developed financial markets attract international capital. However, these finding are relative
to venture capital and thus do not entirely apply to private equity, though similarities are

expected.

Finally, Hammer et al. (2018) examined 946 private equity buyouts from 1997 to
2010 across 26 European nations. By assessing culture's impact on operating performance

(size, profitability, efficiency), the authors uncover significant industry-adjusted negative
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differentials in asset turnover and sales per employment growth between countries with high

and low levels of Performance Orientation®.

Ultimately, as is clear, the literature needs to be more comprehensive and focus on
contrasting the value-creation efforts of domestic vs. cross-border deals. This study strives
to contribute significantly to the literature by studying the different performance of post-
buyout, PE-backed companies in Portugal according to the origin (Portuguese vs. foreign)

of the private equity firms executing the investments.

2.4. Private Equity in Portugal

2.4.1. Market Overview

Two important sources of information for this overview of the Portuguese market
are the periodic statistics and the annual reports that CMVM — Comissio do Mercado de
Valores Imobiliarios, the Portuguese regulatory body of financial markets (equivalent to the
US’s SEC — Securities and Exchange Commission), publishes describing the evolution of

risk capital” in Portugal (“Relatério sobre a Atividade de Capital de Risco”).

In Figure 2, it is possible to see that risk capital has increased immensely, in Portugal.
From 2007 to 2022, risk capital assets under management (AUM) grew nearly six-fold,
increasing uninterruptedly from 2010 to 2022. The last two recorded years — 2021 and 2022
— registered some of the highest growth rates (alongside 2009), with risk capital AUM
increasing about 60% from 2020 to 2022, in Portugal. However, compared to the European

market (see Figure 1), one can conclude that Portugal is still a relatively small market with

¢ GLOBE’s Performance Orientation (PO) metric measures a country's cultural inclination. Countries with
high Performance Orientation prioritise ambitious goals, competitiveness, and efficiency, while those with low
levels tend to favour a more collaborative and less performance-centric society.

7'The Portuguese term “capital de risco” can be translated to venture capital, yet it includes both venture capital
and private equity, according to the definitions presented in section 2.1. Therefore, “capital de risco” is

translated to “risk capital”, a more literal transaction advanced by Mendes and Sousa (2013) to avoid confusion.
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plenty of room for growth. Moreover, according to CMVM (2021), only 65% of risk capital
AUM is of the private equity® type, with 34% being venture capital’.

Figure 2 — Evolution of risk capital AUM, in Portugal (€million) (2007-2022)
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However, caution is advised when learning about this encouraging growth dynamic
in the very recent past. In 2020, the COVID-19 pandemic negatively impacted the worldwide
economy, which prompted the EU to affect €672.5 billion “in loans and grants to support
reforms and investments undertaken by Member States” (InvestEU, n.d.). In Portugal, the
Recovery and Resilience Facility amounts to a total of €106.6 billion, of which €1.55 billion are to
be employed by Banco Portugués de Fomento, S.A. in capital injections for pandemic-hit
companies (CMVM, 2020; European Commission, 2023). In this context, risk capital firms
can apply to serve as intermediaries to manage the funds for capital injections, which may
well play a significant explanatory role in the growth of risk capital AUM in the post-
pandemic years. By the time this dissertation is submitted, 14 risk capital firms have already

been granted €500 million to invest in small and medium enterprises (SMEs), with 44 others

8 For CMVM, private equity includes the buyout, growth, mezzanine, and turnaround investments, and thus
follows precisely the definition adopted in this dissertation.

9 For CMVM, venture capital includes seed, start-up (eatly-stage), and late-stage venture investments.

10 Statistical time series named “Venture Capital” (equivalent to “Risk Capital” as defined in this dissertation)
published by CMVM at https://www.cmvm.pt/en/statistics/SetiesLongas/Pages/default.aspx (accessed
September 15t%, 2023).
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being considered for an additional, already approved €400 million (Banco Portugués de
Fomento, 2023).

Figure 3 shows the evolution of the number of players and funds in the market. The
market has become more competitive, more than doubling the number of risk capital firms
from 2007 to 2022. As for the number of funds, the evolution is tremendous, as they have
increased more than five-fold, a growth rate in line with that of risk capital AUM. According
to CMVM (2021), 52% of Portuguese risk capital funds are of the private equity type, with
44% being venture capital and the remaining 4% being of other types (real estate,

infrastructure).

Figure 3 — Evolution of risk capital firms and funds, in Portugal (2007-2022)
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Finally, it is noteworthy that, according to Mendes and Sousa (2013), in the 2000s,
the Portuguese private equity market was far from its maturity, individual and domestic
private equity firms dominated buyout activity, there was little competition, with only four
major private equity firms controlling the market, and the market’s main players were banks

and bank-affiliated institutions.

2.4.2. Impact and Value Creation

Research on private equity impact and value creation in Portugal is much more

limited than that done worldwide, especially in the Western world, as the Portuguese industry
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is relatively underdeveloped (Costanza, 2017). Still, noteworthy works studying the value

creation of private equity firms at the company level, in Portugal, have been published.

Mendes and Sousa (2013), using a sample of 101 buyouts from 1996 to 2010, show
that all metrics of operating performance — return on sales (profitability), return on assets
(productivity), and assets turnover (efficiency) — worsen both in unadjusted and industry-

adjusted measures, despite an increase in total sales and total assets.
All subsequent studies find a similar poor operating performance post-transaction.

Indeed, Cruz (2017) considered 124 and 667 private equity transactions in Portugal
and Spain, respectively, between 2000 and 2016. Profitability, productivity, and cash flow
generation deteriorate in both countries, though Spanish companies manage to increase

operating revenue and efficiency, unlike Portuguese ones.

Likewise, Almeida (2018) analysed 100 private equity (the author considers both
private equity and venture capital, as defined in this dissertation) transactions from 2007 and
2015. Total sales, total assets, and number of employees increase post-transaction, while all

measures of operating performance worsen, both in adjusted and industry-adjusted terms.

More recently, Silva (2019) investigated 121 buyouts between 2006 and 2016 and
found that turnover, total assets, EBITDA, capital, net debt increase and capital expenditure
decrease, both in unadjusted and industry-adjusted terms. The capital structure is also found
to be more leveraged than that of peers in the first post-buyout year. Besides spurring growth
and relaxing portfolio company financial constraints, no operating performance
improvement is observed. However, it is interesting to note that the sub-sample of portfolio
companies from which private equity firms had already exited displayed a statistically
significant increase in operating performance. Similarly, an earlier study by Oliveira (2013)
studies the post-private equity exit performance of 30 companies from 2005 to 2012.
Contrary to the study of Silva (2019), EBITDA and operating performance deteriorate

despite increases in total sales and assets.
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Because state-affiliated private equity firms are usually absent from the studies of
private equity value creation'', but because the state is a clear influence in the Portuguese
private equity industry (Duarte, 20006), Alves (2012) proposes to study the post-buyout
performance of companies acquired by firms owned or controlled by the Portuguese state.
In it, the author analyses a sample of 91 buyouts between 1999 and 2009 and concludes that
they primarily target troubled SMEs, positioning the state-affiliated firms as sources of
financing for companies that cannot access purely private equity firms. In terms of
performance, an increase in total assets, total sales, capital expenditure and number of
employees is verified. However, overall operational performance deteriorates both

unadjusted and industry-adjusted terms.

Finally, by investigating 153 transactions between 2001 and 2011, Magalhaes (2013)
concludes that private equity (and venture capital) firms increased leverage in Portuguese

porttfolio companies, even during and after the GFC.

The Portuguese literature indicates a post-transaction increase in size (sales and
assets) and a decrease in operating performance. Inconclusive evidence has been displayed

regarding cash flow generation, size, capital structure and human resources.

A more detailed explanation of the rationale behind the exclusion of government-affiliated entities to assess
private equity value creation is present in section 3.2, in which a justification is provided to support the decision

to do precisely so in this dissertation.
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3. Methodology and Sample Selection

Based on the literature review presented in the previous chapter, the research on
private equity firms' impact in the Portugues