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Oral evidence

Taken before the Treasury Committee

on Tuesday 12 June 2007

Members present

John McFall, in the Chair

Mr Colin Breed Mr George Mudie
Jim Cousins Mr Brooks Newmark
Angela Eagle Mr Siôn Simon
Mr Michael Fallon John Thurso
Ms Sally Keeble Peter Viggers
Mr Andrew Love

Witnesses: Professor Eli Talmor, London Business School; Professor Tim Jenkinson, Saı̈d Business School,
University of Oxford; and Professor Karel Williams, Centre for Research on Socio-Cultural Change,
University of Manchester; gave evidence.

Chairman: Before we start the session we have a
number of declarations to make.
Mr Fallon: I am a director and a shareholder in a
company whose controlling shareholder is Alchemy
Partners.
Mr Newmark: I would draw Members’ and the
public’s attention to my register of interests, in
particular my role as an industry practitioner in
private equity for 14 years and my role as a member
of the Private Equity Institute at LBS.
Chairman: Siôn Simon is the Chairman of the All-
Party Venture Capital Group in Parliament and he
wanted that recorded. There is no remuneration
with that.
Peter Viggers: I am chairman of a pension fund,
which has various investments.

Q1 Chairman: Can I welcome the witnesses. Thank
you for your attendance. Could you introduce
yourselves, for the shorthand-writer, please?
Professor Talmor: My name is Eli Talmor. I am a
Professor at the London Business School and the
Academic Director of the Private Equity Institute
over there.
Professor Jenkinson: I am Tim Jenkinson. I am
Professor of Finance at Saı̈d Business School,
Oxford University.
Professor Williams: I am Karel Williams. I am a
Professor of Manchester Business School and I am
Director of the Centre for Research on Socio-
Cultural Change.

Q2 Chairman: This session on private equity is part
of the Treasury Committee’s inquiry into the
transparency of financial markets. In that inquiry we
will be looking at private equity, hedge funds and the
issue of market abuse. As with all our inquiries, our
inquiry is laid on the table and we can come back to
it as and when we think that is desirable. We hope to
produce a report before the summer so that we can
inform the working party on private equity, which is
being chaired by Sir David Walker. There are four
main areas that we want to look at in this inquiry.

One is the issue of taxation. The second one is the
issue of the split of ownership between the public
and private. The third area is transparency and
engagement; and, lastly, the aspect of economic risk
and financial stability. Can I thank you, in
particular, as academics, for coming along to give us
evidence here, because it is always hard to get
information on this, and indeed in a number of areas
related to financial services, so it is particularly
welcome that you are giving us evidence on this.
Private equity covers various diVerent business
concepts and is applied to firms of widely diVering
size. Our inquiry intends to focus on the firms at the
larger end of the spectrum, the leverage buy-outs,
and exclude venture capital in smaller companies.
Are we going along the right lines: Professor
Jenkinson?
Professor Jenkinson: Yes, I think that does make
sense. There are some key diVerences between the
way that venture capital and buy-out firms are
organised, andmost of the issues that you are talking
about are probably more to do with the larger buy-
out firms, but it is diYcult to draw the line and to
know exactly where you should make that split.

Q3 Chairman: That was a start; that is the right one,
okay. What we are interested in, in this Committee,
obviously, is the issue of public policy, so what are
the key public policy issues arising from the
increasing significance of the private equity
industry? Only this morning, on the news, we heard
that Jaguar and Land Rover have been sold, and it
ismost likely, according to news reports, that private
equity could have been involved, so there is huge
significance now for private equity. What are the
public policy issues: shall we start with Professor
Williams?
Professor Williams: I think there is a kind of tabloid
issue about pay and what these people are paying
themselves for what, as general partners. There is
then a broader issue, it seems to me, a public policy
issue, about the fact that private equity represents a
large element of intermediary fee deduction, it is 2/
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120 capitalism; there is a large management fee of 1 %2
to 2%, followed by a 20% profit share. It seems tome
the public interest issue is to understand exactly
what is being done for this and whether this regime
is justified.

Q4 Chairman: How do we go about our job, as a
Committee, on that?
Professor Williams: I think you go on by inquiring
as to the pattern of key issues, for example, the
actual level of pay, what the pattern of returns is and
what the sources of returns are.
Professor Jenkinson: I think the biggest public policy
issue is really about the eVect of the industry on
eYciency. There are pay issues, I agree, but I think
that a lot of those are dealt with by bilateral
agreements between willing investors and the
managers. There are some taxation issues associated
with the pay of executives, but I would not believe
that the two and 20 structure per se was an issue of
public policy. I think the biggest issue is to do with
whether this is a new form of governance which
increases eYciency and productivity growth.
Professor Talmor: I tend to agree that the main
driver is the success of private equity in transforming
many corporations that were ailing, and why this is
coming all of a sudden it seems from nowhere, there
is tremendous success and clearly there is the pay
issue which comes along with the success. Where is
the key; what is wrong with other corporate
governance structures that all of a sudden a new
group could be innovative and generate such an
enormous economic rent in no time. I think the key
of the matter is again the magnitude, the quickness
with which it happened and many people kind of
wondered about it.

Q5 Chairman: One of the issues, in terms of
eYciency, is it is split between equity and debt. They
say that for traditional FTSE companies we are
talking about 70% equity, 30% debt, but for private
equity it is the inverse. Why cannot public
companies do the same as private equity; why
cannot they be just as eYcient?
Professor Jenkinson:To some extent, they could, but
the public equity model is based around delivery of
stable and predictable dividends and also I think it is
designed for investors who do not necessarily want,
or are not necessarily in a position to evaluate, the
financial risks associated with highly-leveraged
structures. I think it is very diYcult, for example, to
maintain a constant dividend stream or a constant
growth of dividends if you have a very highly-
leveraged structure because, by its very nature, the
residual profits tend to go up and down quite a lot
with interest rates and with changes in the economy.
I think that whilst public equity companies could
certainly leverage up more than they do currently, I
do not think they would necessarily get to the same
sorts of levels, and I am not sure it is appropriate,
because the nature of the investors in public and
private equity is diVerent.

Q6 John Thurso: I think I had better declare an
interest, which I forgot earlier, which is that I am
deputy chairman of a plc, so I am slightly on the
other side of the fence from my colleagues. I am
interested in taxation. It seems to me, there are two
issues there; one is the tax burden, or lack of it, in
respect of the companies themselves, and the other is
on the individuals who have invested. If I can take
the companies first, the Economic Secretary has
announced that the Government is going to review
the existing tax rules for the treatment of debt versus
equity. Does high debt give an unfair tax advantage
in itself?
Professor Talmor: Private equity has done a couple
ofmajor things. The first one is they really transform
the DNA of corporate governance, and the way
corporations are run is totally diVerent from the way
plcs are run, and in some sense are providing a good
example that currently some plcs are starting to
emulate, for the better of all of us. Alongside that is
the ability to undertake more flexible levels of debt.
Whenwe come to the level of debt that is truly higher
in private equity, part of this flexibility is the fact that
management are supposed to jump higher to make
sure that assets are assets and eVort is maximised on
behalf of themanagement and the company is run as
eYciently as possible by undertaking the highest
levels of debt. There is nothing that stops plcs doing
the same and, in fact, we get to see that there are
some repurchases, especially in the United States.
This is, I think, one element. I would be happy to
speak more about the nature of the debt which also
has changed, there is much more flexible debt, but if
you wish we can go to that later.

Q7 John Thurso: If we could perhaps just quickly go
on, because we have got a lot of questions and a
short time, to ask Professor Jenkinson, inherently, is
there an unfair tax advantage that private equity has
by using very high debt?
Professor Jenkinson: No, I do not think so. The tax
code defines what the incentives are on firms to
deploy debt and equity and that evolves over time.
In this country, we used to have a tax system which
gave fewer relative advantages to debt over equity,
but as things like dividend tax credits were
withdrawn, over many years, or reduced and then
withdrawn over many years, that gave a spur
towards more highly-leveraged structures. I think
the thing to remember is that the tax system defines
the cost of capital for a country, and whilst you
might say, well, there is a tax advantage to debt,
which is there for all companies, and we should get
rid of it, that is easier said than done. There is a
debate going on aboutwhether, for example, interest
should be tax deductible for all companies, and that
is an interesting academic debate, but the
transitional problems are not to be underestimated.

Q8John Thurso:Can I just get that clear inmymind;
what we are really talking about is the cost of capital
and the point is that the cost of capital of equity is
taxed whereas the cost of capital of debt is untaxed?
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Professor Jenkinson:Yes, and that is just a feature of
the tax system, and that applies to companies, public
or private.
Professor Williams: They are simply manoeuvring
around a regime which was designed for a relatively
low-geared kind of public company; but,
incidentally, of course, that is a useful advantage to
them when it comes to actually finding a profit. I
think there are several sources of gain in the
business, and that is, of course, why I would be
rather sceptical about the eYciency claims that are
beingmade, because if you add together the leverage
and the tax advantages and a variety of other
sources, it seems to me, cumulatively, there are
considerable reasons to suppose it is not a
straightforward story of simple eYciency.

Q9 John Thurso:Would it be fair to say that the tax
advantage, or disadvantage, of the use of debt is
available to any company and it is simply that
private equity takes it to a limit that a plc would
not dare?
ProfessorWilliams:Yes, but, as Tim said, of course,
and we did this exercise for the evidence that we
submitted, if you actually lever the FTSE 100 at 70/
30, on 70% debt, you get better returns in all the
good years but, of course, in 1991 or 2003 it looks a
bit iVy, and if you had the kind of turn-down that
you had in 1979/1982 in this country it would look
pretty catastrophic, I think.

Q10 John Thurso: Can I turn to the taxation
treatment of the individual, that is the managers
themselves, which is I think a diVerent issue.
Typically, the manager is taking a stake in the firm
and the fund and, as I understand it, benefits from a
much lower tax rate, and certainly Mr Nicholas
Ferguson, of SVG Capital, recently questioned
whether that was correct. Do you think, particularly
with regard to taper relief, that the eVect which the
Government has actually achieved is what they
intended to do and does that need to be looked at
again?
Professor Williams: One, I think taper relief is
completely politically indefensible; that is to say, the
ordinary middle classes are paying 40% on taxable
income above £34,600, on income they earn in one
year, 2007-2008. If you hold an asset for two years
you pay 10% and this might be on a gain of millions.
I think this is not simply an issue for trouble-making
lefties;Daily Mail readers would not actually like it,
if they heard about it, either. I think this is not really
what was intended. I think the language of
enterprise, for a small-scale activity, was being used
in the 1990s and what we have actually got is, in a
period of excess liquidity, the activity is massively
upscaled and people are profiting from very large
funds and very large transactions, and trading in
used companies, not start-ups.
Professor Jenkinson: I think it is an unintended
consequence of the tax changes which happened
over a number of years. One has to remember that
the private equity executives are putting their own
cash into these funds, so they are investors in that
sense. They do get an economic interest in the fund,

which is that the 20% share of the profits is gained
for roughly, on average, about a 1% injection of
capital, and I think that does not scale in a very
politically acceptable way. I find it very diYcult to
justify to myself why the marginal income tax rate of
people on £5 million, £10 million, £15 million, of
carried interest should be 5% to 10%.

Q11Mr Fallon:What is it, Professor Jenkinson, that
private equity can do for owners and managers that
which owners and managers of those companies
cannot do for themselves?
Professor Jenkinson: Often they can give them
strategic direction and they can be freed up. In the
sense that if we are talking about a buy-out, where
maybe this is a company which is a sort of forgotten
division of a large conglomerate, that is sort of a
typical private equity buy-out deal, so maybe the
management have not really hadmuch autonomy, it
is a bit of a forgotten part of the business. They can
be given leadership direction, some capital and
essentially a sense of urgency, because private equity
investors are there not to own the companies, they
do not want to own these companies for ever, they
are ‘buy to sell’ investors, they want to buy the
company, add value and get out within a short
period of time because that is when their profits
crystallise. I think that sort of buy-out eVect is
tangible, in many cases.

Q12 Mr Fallon: Leadership, direction, being
remembered rather than forgotten, these are things
which companies could do for themselves?
Professor Jenkinson: Yes, quite possibly, but we see
examples of extremely well-led public companies
and we see examples of extremely poorly-led public
companies. I am not suggesting that all private
equity is, as it were, a magic wand that you wave
over companies, but at its best it is transformational
in an extraordinarily short space of time, in a way
which probably could not be done necessarily under
the gaze of the public markets, I think.

Q13 Mr Fallon: What is the market ineYciency in
public markets which enables private equity to
realise so much value?
Professor Jenkinson: I think, to some extent, it is
down to the sorts of governance arrangementswhich
allow very high incentives to be set up for the
managers, and that is another aspect of this which
we have not touched on. Often the managers are not
only freed up but they are given very strong
incentives; they may be asked to put a few hundred
thousand of their own money into the business and
then, if they are successful, they can walk away in
three years’ time with many millions of pounds,
transformational sums of money.

Q14 Mr Fallon: That could be arranged for the
public market?
Professor Jenkinson: It could be, but, on the other
hand, we observe that public market investors are
more sensitive to the pay of their executives than are
private equity companies.
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Professor Williams: All this discussion is diYcult,
because the activity has been upscaled massively.
The average private equity investment in the early
nineties was £1 million, in around 2000 it was about
£5 million; that is rather diVerent from Boots at £10
billion. The argument about transformation
therefore needs to be read in the context that there is
no long-run experience of this phenomenon.
Professor Talmor: I want to start with some
statistics; this is for the UnitedKingdom and it came
from the Centre for Management Buy-out at
Nottingham University. When I look at the
accumulating number of management buy-outs and
management buy-ins, basically private equity, for
the last few years, 37% come from family and private
businesses, 24% come from spin-oVs of large
corporations and 10% come from receivership. In
nearly all of these cases this involves a major
turnaround, and many times reviving the business
which otherwise would have not much chance to
succeed. Talking about the heart of the matter,
which is the diVerence, I would go back to John
Maynard Keynes, The General Theory, Chapter 12,
and he actually talks about the fact that private
businesses are much more stable than plcs, and the
reason is that there is misconception of stability in
the public market, in the plcs, because people think
that they can cut their losses by 10% and get out.
Actually, there is a lack of commitment in large
corporations and that is why the private equity
provides most stability.

Q15 Mr Love: Professor Williams, is there any
evidence that providing taper relief which results in
a 10% rate on capital gains is an incentive to short-
termism in the industry?
ProfessorWilliams:On the whole, we have devised a
regimewhich gives enormous encouragements to the
working rich. The idea is, I think, that if you
incentivise people extravagantly it is bound to
produce dramatic results of an economic sort. Itmay
well be that it influences people’s political judgment
and it encourages people to enter into overleverage
transactions, and if debt is freely available in a
period of excess liquidity one might wonder whether
all this incentive is worthwhile.

Q16 Mr Love: Professor Jenkinson, it has been
suggested to us that the timescale is usually three to
seven years; is that consistent with the long-term
interests of all the other stakeholders in the
businesses that are so bought and sold?
Professor Jenkinson: I think the thing to realise is
that short-termism conjures up things, it has a
negative connotation, but if you replace that with
rapid value creation thenmaybe it does not sound so
bad. Private equity is not interested in owning the
company for ever, they are interested in owning it for
a period of time and then selling it; and the only way
they are going to be able to sell it at a profit is if they
add value, and they want to They are interested in
the long-term interest in the company, not in terms
of owning it, but, on the other hand, the things that
you do to create value on exit have to be things
which are good in the long term. If you run the tank

of a car dry, the next owner is going to know that it
has got a dry tank; if you are going to add long-term
value actually that is not necessarily inconsistent
with owning it for only three or four years.

Q17 Mr Love:We are looking also at the impact on
plcs. Is there any evidence that they are being forced
to restructure their balance-sheets because of the
competition of private equity: Professor Williams?
Professor Williams: One of the peculiarities of the
FTSE is its has rather less leverage than the S&P or
indeed the CAC in France, and I would expect one
of the obvious responses to be that the firms move
more towards the kind of 50/50 position on debt and
equity, which is the norm in America. This, of
course, is what we have seen previously when we
have had new kings of capitalism, like the acquisitive
conglomerates in the early 1990s, which is public
companies change in response, for better or for
worse.
Professor Talmor: I think the key diVerence is also
that it is much easier to get into the business, and I
call this the 80/20 rule, because of class actions,
because of the fact that plcs are always in the open
eyes, because they are managed by analysts, to a
large extent, there is a need to focus on quarter-by-
quarter performance. All this is illuminated when it
comes to private companies, and, as a result, it is
80% on substance and 20% on process, where I refer
that in many of the plcs they are forced into the
situation that is just the opposite of it; we see a much
smaller board size in private companies, rolling up
their sleeves, more involved in the substance and not
in the process.

Q18 Mr Love: Professor Williams, you did a
simulation in terms of reversing the debt-equity ratio
in plcs. If I can quote from you, you say: “leverage
may be alarmingly unsustainable over one or two
cycles . . . ” I am interested in when it is attractive to
enter into private equity. It was suggested on the
radio this morning that American bond yields are
going down and therefore long-term interest rates
are going to go up. Is that a scenario which is
conducive to private equity?
Professor Williams: You can construct various
scenarios but, the whole thing which I think is
central to private equity, it is a three- to five-year
timeframe, and if you look at the kind of simulation
that we did you can make money provided you get
the timing right, but if you get the timing wrong you
will not make money. Therefore, this looks to me
more like value extraction than value creation.

Q19 Peter Viggers: Are directors of plcs taking
action which is not in the interest of their
shareholders in the longer term because they are
concerned about the possible takeover by private
equity? Is the judgment of directors of plcs being
distorted by the threat of private equity bids?
Professor Talmor: If I may just refer to the recent
example of Sainsbury, which went under a takeover
attempt by private equity, which failed. What we
have seen since then is tremendous pressure on the
management of Sainsbury to deliver the same
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values, to unlock real estate and other assets which
currently are unutilised. If anything, I see a positive
spill-over. It does make them work harder for the
goal of generating value for the companies and for
the shareholders.

Q20 Peter Viggers: Do you see any relationship
between the attitudes of private equity and the
manner in which very small but significant
shareholders can seek to influence the judgments of
plcs? As an example, I think of Cadbury and
Barclays, in the last week. Do you see any
interrelationship between that and the attitudes and
activities of private equity?
Professor Jenkinson: Personally, I think they are
rather diVerent things. I think activist shareholders,
and hedge funds, who are going in and trying to
aVect change is a rather diVerent matter from a
private equity firm which wants to take over the
whole business. Buying up 0.05 of the share structure
and trying to influence management is very diVerent
from saying “Here’s £5 billion of our ownmoney; we
want to take over the company and run it and take
the economic risks.” I think that they are rather
diVerent.
Professor Williams: I think that plc senior
management, in the last few months, has entered a
completely diVerent world, where many of them
have lost their self-confidence. I think it is not a
straightforward world where people are being asked
to do things which are straightforwardly in the
interests of value. If you look at the Sainsbury thing,
for example, the issue there is the sale and the lease-
back of the property, which is a once and for all
value extraction.

Q21 Peter Viggers: Are there lessons we can draw
from this? Are there recommendations we could
make which follow from what you have just told us?
Professor Williams: In terms of those consequences,
I think that what we are seeing now is the post-
Cadbury governance system and the system of
institutional shareholding developing in ways which
were not intended or envisaged recently. That is the
point whichAnthony Boltonmade on the front page
of the FT yesterday.

Q22 Peter Viggers: Finally, a practical point; what
happens if a private equity fund has a life of ten years
and is in the middle of a restructuring, what would
happen at that point, would it hand over the
investment to another equity unit in the same house,
do you think?
Professor Jenkinson:No. They have to manage their
portfolio in an eYcient way and they would be
thinking about exit all the way along, so they would
be aiming to get out of their investments within the
ten-year horizon, but most funds can go on for
another couple of years with the agreement of their
investors. Generally they do not hand over the keys
to the investors and say “You get on with it;” the
exits are managed.

Q23 Mr Newmark: I want to talk about the benefits
of being delisted, and maybe this is to Professor
Williams, to start with, and then a rebuttal by
Professor Talmor, I am sure. Which ownership
model induces management to take the longer-term
view about public or private equity?
Professor Williams: I think people want simple,
general answers to this question: one ownership
model, best, one structure of incentives, best, and the
answer is the good and bad is possible in all kinds of
diVerent systems. If you look at private equity, for
example, you can make operating gains—

Q24 Mr Newmark: I am sorry, are you saying one
ownership model is best, or not?
Professor Williams:No; that people want an answer
about one ownership model being best, and there is
good and bad in every system. If you look at private
equity, for example, you can get it out of operating
the company, or you could get it by extracting value
from the balance-sheet, or you can get it from the
stock market rising and being able to slide back with
a higher price. It is very hard to generalise about all
private equity representing a model which is good
or bad.
Professor Talmor: I do believe in the duality of it,
absolutely; there is this, what is called, yin and yang
relationship. The evidence is that when private
companies go public their performance afterwards,
for five and six years following on, is better than that
of those which are not backed by private equity; and
this happens both in the US and in the UK, and I
have the studies here.

Q25 Mr Newmark: That will be helpful. Professor
Jenkinson, is it the glare of public scrutiny
preventing plcs from eVecting a turnaround which
they may require, and, if so, could there be a
mechanism by which plcs could opt out of the public
forum temporarily?
Professor Jenkinson: I do not know of any way that
they could opt out of the public forum, because they
have got public investors and investors have a right
to know what the company is doing. Clearly, there
are some examples of public companies which eVect
very quick and eVective turnarounds, by informing
their investors and acting in a very strategic way, in
just the same way as a private equity firmmight have
done it.

Q26 Mr Newmark: Can you give me an example?
Professor Jenkinson: For example, you could say
Marks & Spencer, which was subject to a bid by
private equity, in a sense, and you could hardly say
that they had been unsuccessful, but they informed
their investors.

Q27Mr Newmark:Do you think it was the pressure
of private equity coming in which has spurred on the
shareholders to say, “Hey, let’s get a really good
manager in there to try to turn it around”?
Professor Jenkinson: I think the sort of technology is
the same here. You would need good managers, and
the question is, where are you going to get the best
managers; and I think that you can have them in the
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public or the private equity sectors. I would put to
you that a lot of managers these days, very good
managers, like working with private equity, because
they like being out of the glare of the public, they like
being able to avoid doing quarterly analyst meetings
and they quite like having very large incentives to
performwell in a financial sense without having their
names splashed all over the front of the tabloid
newspapers.

Q28 Angela Eagle: Transparency is much less
obvious in private equity than in public markets. Do
youworry about the fact that we have got a situation
where there are some very, very, very high levels of
leverage and debt and yet no transparency?
Professor Jenkinson: I think that is a misperception.
I think that there is a very high level of transparency
to the investors in the company.

Q29 Angela Eagle: To the workforce perhaps, who
are rather aVected bywhat goes on in their company;
what sort of transparency do they get?
Professor Jenkinson:Remember that even privately-
owned companies have to file company accounts
and they have to reveal what is going on in the firm,
so I think that, in the sense of do people know that
these things are highly leveraged, the answer is, yes,
they do. I can find out what the leverage of these
deals is and so I am sure the employees can.
Professor Williams: I do worry about transparency,
because the activity is growing very rapidly and it is
growing on the basis really not of a proven record of
results but on a kind of narrative of what it can do
and about it being a newmodel of capitalism. In this
situation, I do worry that it is all out of the public
eye.

Q30 Angela Eagle: If a company which had been
listed is taken private, immediately the workforce
representatives are not allowed to have researchers
in to look at what is going on in the company, they
suVer in general, Paul Myners says, from a lack of
job security and a loss of benefits, as a direct result.
Quite often the amounts of debt that are taken on
are set against corporation tax, so the Exchequer
suVers. Is not this a disadvantage both to the
workforce and to the public realm: Professor
Williams?
ProfessorWilliams: I think there is an accountability
issue here, which is, when public companies are
taken private then what actually happens is that the
whole business is devolved into a private domain
and any disputes, say, between the workforce and
the management, are simply conducted at the
operating level. I thought it was quite interesting,
last week, for example, that when the AA was the
subject of a BBC documentary, Under Private
Equity, it was the manager of the AA, Clark, who
stood there to take the flak, whereas, of course, in a
large public company, there would be no way in
which Lord Brown could argue the Texas City Oil
Refinery explosion was not his responsibility. I think
there is a sense in which the private equity houses

want to be owners when it come to taking the profits
but they do not want to be owners when it comes to
being accountable.

Q31 Angela Eagle: In fact, they actually shun
publicity, do they not? I have a situation in my own
constituency going on at the moment with the
takeover by Duke Street Capital of Burton’s Foods
and the first thing they did was announce 821 job
losses and the total closure of a site, and we cannot
get Duke Street Capital to talk about it in public or
see us, they simply refer us to the local managers of
the site.
Professor Williams: That is absolutely classic.

Q32 Angela Eagle: Is this in the public interest?
Professor Williams: No, of course it is not. It does
really raise the question as to whether the private
equity houses, who claim that they have a new
eYciency which comes out of ownership, are
intermediaries who are simply shifting funds
around, or whether they are seriously owners. If they
are owners they should stand up and take
responsibility for what the management does in
Burton’s.

Q33 Mr Mudie: Charlie McCreevy, in a speech he
gave a few months ago, referred to extravagant
exuberance, and he followed it up by saying banks
are not immune to it. Clearly, the banks are
participating in the loans, but are they doing this to
a worrying level; should we be worrying from a
risk view?
Professor Williams: Yes, because I think, in an
awfully nice kind of way, the FSA said as much
yesterday, in the response to its consultation
document. Although, of course, we enter
Rumsfeldism territory here, about known
unknowns and unknown unknowns, I think there
are two things which are of concern about the
present situation, one of which is the banks are not
prudently restraining lending, they appear to be
pushing money out at people who want to borrow.

Q34MrMudie: That brings me to the second point,
the cov-lite loans, in which increasingly the banks
are participating. If and when the bubble bursts, will
the fall-out go beyond the individual banks, in terms
of the economy?
Professor Jenkinson:No; not to as great an extent as
you think, because the banks originate the loans but
these are distributed then through the financial
system, through hedge funds, put into collateralised
loan obligations, etc., etc., so, to some extent, these
risks are spread through the financial system. That is
not to say that if quite a few of these go bad there will
not be people losing their money, but they are more
likely to be the people lower down the pecking order
than the banks; the mezzanine lenders and the like
will lose their money first.
Professor Talmor: It has been traded away from the
companies and, as a result, not putting any
incremental pressure on the company itself.
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Q35MrMudie:Although I think the companies are
doing well out of this; if you can get a non-covenant
loan, “Good luck to you,” you would say, from the
companies’ point of view. We are thinking of all
these non-covenant loans in the economy and the
eVect. As the Financial Times said, as long as non-
bank lenders stay in the market cov-lite loans will
survive the popping of whatever eVervescence there
may be in the credit market. When the eVervescence
goes, who could repeat it?
Professor Jenkinson: I think it will be spread through
the financial system, through the people who are
holding these. One thing that we do not know is
where the ultimate economic risk lies; but my hunch
is that it lies in a rather dispersed way through our
pension funds, through people investing in hedge
funds, and things like that.
ProfessorWilliams: I think the key point here is that,
as the FSA found out last year in its survey, nobody
knows who holds the debt ultimately. It is sliced and
diced and passed on, and everybody supposes that
this, as Tim has just been arguing, will be okay, but
nobody knows what the concentration of risk is, or
what the leverage is; it is an experiment.
Professor Talmor: I do not object to this, because I
think that there is a huge framework change from a
few years ago, when there were only five, or so,
banks whichwere providing all the debt, and nowwe
have thousands of debt-holders, all over the world,
where the debt is being held. Moreover, today, with
the eYciency of the bond market, we are in a
situation where there are people who take a short
position, because nowwe have securitisation and we
have all kinds of derivatives out of it, so not only do
we have amuch deepermarket, ten-fold, butwe have
also one much richer spectrum of beliefs, and as a
result there could not be any significant consequence
to undefault whatsoever, comparedwith three to five
years ago.

Q36MrBreed:Amongst all the various stakeholders
in these transactions, is it not the employees perhaps
who take the disproportionate risk, in respect of
their job security and loss of benefits, in respect of
the risk-reward relationship?
Professor Jenkinson: I think, to some extent, the
questioning has been going along the lines that
private equity comes in and sacks people, and that
does happen sometimes, just like public companies
sometimes sack people as well. You have got to
remember that if this is a matter of creating value
then actually jobs can grow in those scenarios, and
there are many examples that can be pointed to of
companies which basically were moribund and
going down the tubes and then private equity came
in.

Q37 Mr Breed: At the point of the transaction, the
risk-reward relationship, is it not the employees who
carry the disproportionate risk, at that moment in
time, of their job security and their loss of benefits?
Whether or not ultimately, from that, there is a
reward for them, and indeed if there is a reward for
them probably there is a disproportionate reward

for everybody else, but, at that moment in time, is it
not disproportionately they who are carrying a
greater risk than the apparent potential reward?
Professor Talmor: Really it depends how well the
company was run before. I am teaching a case of
Ducati in Italy, where the Communist Party of
Varese was the biggest supporter of private equity to
go through the change from the old regime which
was totally corrupted. I am not saying this is the
typical case, but certainly there is no substitution to
be healthy and sustainable to generate jobs in the
long run, and, yes, sometimes they need to take a
step back in order to leap forward.
Professor Williams: I think that if you look at the
preoccupation of crystallising value at point of sale
within three to five years, this can lead to virtuous
things like growing the business, but also, in many
cases, it leads to what I would call stock strategies,
gearing up, the firm has more debt than it had in the
beginning, and selling property so the firm has rents
which it did not have in the beginning. To take the
example of Debenhams, which went oV the public
market and then went back onto the public market.
If you say was the sale of the property and the
gearing up, in the case ofDebenhams, in the interests
of the workforce, manifestly not: did it make a lot of
money for the people who crystallised the value
when they exited, of course it did.
Professor Jenkinson: Although, if you asked the
question is Debenhams a better company now than
before private equity ownership, I would say it was
a stronger company.
Professor Williams: I would say that it is trading at
25% below the price it was floated at last year and
has had three profits warnings in the past year-—-
Chairman: Okay; another very revealing analysis.

Q38 Ms Keeble: I have three questions so I will ask
them all at once; they are about risk again, risk to
financial stability, about which you made quite
cautious remarks, I suppose, previously. Do you
think that the recent rise in lending to private equity,
and the eVects on the firms in question, particularly
in the current benign climate, would present a risk to
financial stability if there were to be a number of
deals which went bad? Secondly, do you think that
the FSA should take a more interventionist
approach than it has done so far, with its survey, and
so on, that you mentioned? Thirdly, Professor
Williams, you talk about our form of pension fund
capitalism; do you think, if there were to be any sort
of catastrophe in the private equity market, that
there could be any knock-on impact on pension
funds as investors?
Professor Williams: One: private equity, for the last
four to five years, has expanded in an extraordinarily
benign climate; it has been able to borrow as much
as it wants at 3% or 4% above the base rate of 5%,
or thereabouts. Secondly, since 2003 the FTSE All-
Share has more than doubled, to 3,500. It has been
an ideal climate for making money. This
conjunctural thing is what makes them the kings of
capitalism at present; that is bound to change. As to
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how exactly it shakes out I do not know, and that
takes us towards Rumsfeldism and we are all going
to be wise after the event.

Q39 Ms Keeble: Should the FSA try to be wise
before?
Professor Talmor: Regarding the investment from
pension funds, I should say that, with all the benefits
of private equity, it does not make more than 1% to
2% of the total amount of assets which is invested by
pension funds in private equities; so that is a very
small amount. A second point is that if we look
through the history of corporate scandals in the last
25 years private equity was not involved in even a
single one. If you go through the Enrons and the
Barings and the Daiwa Bank, all the scandals in the
world, none of these cases involved private equity.
Finally, I should make the point that given the fact
that today the interest rates are much smaller than
they used to be, and given the fact that the spread
now is much smaller than it used to be, when you
measure coverage ratios today compared with 1998,
almost ten years ago, there has not been change. As
a result, this perception that there is more debt, in
many respects, is misleading; it does not put more
pressure on corporations.

Q40 JimCousins:Myquestion really is for Professor
Talmor and Professor Jenkinson. In their
conclusions yesterday, obviously the FSA were
indicating concern about the scale of the risks being
taken on and worry about the uncertainty about
who, in the end, is holding those risks. Would that
cause you to modify the points that you have made
to the Committee, that these are not things to worry
about, that the scale is okay and the risks are
dispersed, they lie with grannies in Tokyo andDaily
Mail readers, or even Communist town councils in
Italy, and so we do not have to worry too much
about it?
Professor Jenkinson: I have not said that there are
not risks.

Q41 Jim Cousins: Did the FSA behave
disproportionately yesterday when it indicated its
concern about the scale and the uncertainty of the
dispersal of the risk?
Professor Jenkinson: No, I do not think so, but I
think that the FSA has a legitimate interest in
understanding where these risks end up, and I think
that none of us knows particularly well where they
do end up. I think the FSA is taking a reasonably
proportionate view about this. Clearly there are
economic risks. My personal view is that I do not
think these are systemic risks; if interest rates go up
by 1% or 2% I do not think the financial system is
going to come crashing down around us, partly
because I am sure a lot of these risks are hedged. I
think it is quite appropriate that the FSA should
take a look at it, and, to me, it acted about
proportionately, I think.
Professor Talmor: I tend to agree and I would like
again to qualify mywords.We are about to see a few
bankruptcies, there is no doubt about it, it is part of
the game, but would it shock the whole economy, in

my view not; will that aVect the performance of the
private equity funds and of the pension funds, in my
view not. This is built in in the higher rate of return;
the tremendous performance more than oVsets that.
Another point; when I look at the due diligence
process by which people in funds who invest in
private equity take it and investigate and question
the managers, this is a much better and more
thorough process compared to where companies are
going public, where really many times I do not see
any due diligence done in checking the numbers
there.

Q42 Jim Cousins: Professor Talmor, you have just
indicated that there could be some bankruptcies
associated with these new enterprises; that is a
possibility we have to consider. Do we not also have
to consider that the last person standing may not be
a sophisticated investor who has hedged their risks
but may be quite old, quite vulnerable, probably
female, or even holding an out-of-date Italian
Communist Party card?
Professor Talmor: I do not think the chance there is
much higher than the chance for a listed company to
go under, whether this is the AIM or the London
Stock Exchange, or elsewhere in the world. I think
that the only chance for companies to minimise the
chance of bankruptcy is to be sustainable and
healthy, and, in my view, private equity are not only
doing that bad they provide incentives to plcs to
mimic and to emulate good corporate governance.
As a whole, I think we are in a better society with it
than without.

Q43 Mr Simon: Professor Williams, your
submission says, on jobs, that the situation is
complex: simplify it for us. Private equity’s eVect on
jobs “quantity and quality across the board,”
positive, negative or neutral?
Professor Williams:Mixed, is the short answer. This
is quite interesting, because private equity has kind
of bigged itself up, in terms of social responsibility;
one line is the economic rewards, the other is about
social responsibility. One of the interesting things
about that is this factoid about 19%of the workforce
employed by private equity, that’s ever employed by
private equity; because that it turns out to be only
8% at present. If we look at the historical record, we
are reliant on the BVCA evidence. These are very
small, average transactions and it comes down to the
superior job creation of private equity adding two
jobs a year to the firm, in the case of MBOs.

Q44Mr Simon:Are you saying it is not as big as they
say it is, or are you saying it is neutral, or negative?
Professor Williams: It is a small-scale activity which
has mixed consequences for employment.

Q45 Mr Simon: Professor Jenkinson, is there such a
thing, on aggregate, in the economy as too much
debt?
Professor Jenkinson: I am sure there is, yes, but does
that apply to any particular deal, I think that clearly
some deals can be very highly leveraged.
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Q46Mr Simon:Within a sector; is there such a thing
as a sector with too much debt in it, on aggregate, as
a whole?
Professor Jenkinson: Does that mean an industrial
sector?

Q47Mr Simon:No, the private equity industry: can
the industry find itself having too much debt, as a
whole?
Professor Jenkinson: That would have been their
choice. They can choose their capital structure, and
clearly the private equity funds have to decide what
the capital structure is of each of their portfolio
companies. Clearly, after the event, there will be
some companies which cannot handle the debt that
they raise, and so therefore, ex post, they had too
much debt. I think these are people who are
sophisticated, making judgments of the appropriate
capital structure for the firm.

Witnesses: Brendan Barber, General Secretary, and Janet Williamson, Senior Policy OYcer, Economic and
Social AVairs Department, TUC; andWill Hutton, Chief Executive, and Stephen Overell, Head of Media
Relations, The Work Foundation; gave evidence.

Q49 Chairman: Welcome to the Committee. Can
you introduce yourselves, please, for the
shorthand-writer?
Mr Hutton: My name is Will Hutton. I am Chief
Executive of The Work Foundation, and author, I
guess.
Mr Barber: Brendan Barber, General Secretary of
the TUC.
Mr Overell: Stephen Overell, The Work
Foundation.
Ms Williamson: Janet Williamson from the TUC.

Q50 Chairman: I will focus the questions on
yourselves,Will and Brendan. You have heard some
of the evidence already on it: this is a hullabaloo
about nothing really, the private equity industry is
just a new concept in the capitalist market, risk is
well diversified and your concerns, Will Hutton,
amount to nothing, and, Brendan, you are here
really just to defend theworkforce and are not facing
up to the good things about private equity.
Answer: Will?
Mr Hutton: I think that both the opportunities for
private equity and the criticisms of private equity
derive from a weakness in Britain in the structure of
ownership in our plcs.Whether it be the opportunity
to make a great deal of money by doing what boards
of plcs have not done, or easily to gain ownership
from institutional investors, in order to do things to
companies that would be less than desirable for their
medium and long-term interests, it springs from the
same root, which is the weakness of the way we own
commercial business assets in the public domain in
Britain. There are obviously examples, and the
Committee will hear examples, of bad stories of
private equity, and they will hear good stories, for
every Debenhams there is a counterpoint of, say, I
do not know, what has happened to Threshers or

Q48 Mr Simon: The idea of an industry which is
snowballing into greater and greater debt, like some
kind of irresponsible consumer, is absurd?
Professor Jenkinson: That is, I think, a vision that
you should get out of your mind. I do not think that
is the right analogy. I think these are companies
where certain types of firms can take on very high
amounts of debt and others cannot. Generally
speaking, the professionals in private equity funds
have no incentive to run these things into the ground
or take excessive risks.
Chairman: Can I thank you very much for your
evidence session, your time here. Professor Talmor,
your comments about the alliance between the
Communist Party of Italy and private equity take
the political concept of the Third Way to
stratospheric levels; so thank you very much for
that. I will always remember that.
Jim Cousins: I assume, Professor Talmor, you mean
the Foundation; you mean the other one.
Chairman: Thank you.

Halfords, which were turned around by private
equity, so you have got point-counterpoint
throughout. What I think is taking place is the same
kinds of things that we saw in the early 1970s, with
a great rash of people. Committee members will
remember Jim Slater and the secondary banking
crisis which followed on from that. They will
remember the build-up of conglomerates, like
Hanson Trust, which has ended in a whimper
recently, as Hanson sold out, as the company sold
out, and I think this is part of the same story. I think
that, yes, private equity runs through everything,
from a committed venture capitalist who is
genuinely interested in business-building, through to
people who are interested only in getting in and out
and maximising the returns to themselves, and
actually the people who bear the risk in those cases
are the workforce.

Q51 Chairman:Brendan, you are a sophisticated yet
short-sighted shop steward: answer?
Mr Barber: Thank you very much for that, I will
reflect on that. Five years ago I think the global value
of private equity buy-out was around $100 billion; in
five years it has increased to $500 billion, it has
increased five-fold in that very, very short period of
time. One in 12 of the private sector workforce is
now employed by companies that are owned by
private equity funds. It seems to me, the degree of
scrutiny to which the sector is being subjected is very
timely, some might say long overdue. We had a
company law review which started in 1998, resulting
in legislation which went through at the end of last
year. We spent eight years agonising over the role of
plcs and their accountability, and so on. I think we
need to pay pretty urgent attention to the
increasingly significant role which private equity is
playing in our economy.
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Chairman: Thank you.

Q52 John Thurso: Taxation: is the tax structure
inherently unfair; does private equity have an unfair
advantage?
Mr Barber: I think there are two tax issues. One is
the tax treatment of debt and the second is about the
treatment of the reward structures in the private
equity sector. So far as the tax treatment of debt is
concerned, clearly the tax support for debt financing
is available to plcs just as much as it is available to
private equity; but the private equity model
essentially is based on increasing the amount of
leverage, with all of the risks that go with that, and
I think that is of major concern. The vulnerability of
companies at a time of economic turbulence if they
are loaded with debt is that much sharper, with of
course the risks to the employees very much in my
mind as a part of that. I think there are concerns
about whether it makes sense to incentivise debt
financing in the way which eVectively the tax system
does currently, rather than equity financing.
Supporting business start-ups through the tax
system, clearly desirable, supporting investment in
organic growth, desirable, but seeing the support of
the tax system used in the context of simply financial
engineering, with these huge takeovers, I do not
think is justified.
Mr Hutton: I think there is an emerging consensus,
in both Britain and America, that the taxation of
carried interest for full partners in private equity—
and if it is 10% in Britain de facto and 15% in the
States—is too low. That tax regime was designed for
genuine entrepreneurs and the gains that accrue to
full partners in private equity houses are because
they are, in eVect, employees of those firms. I am
pretty confident that, as a result of this inquiry and
an emergent cross-party consensus and an
international consensus, the taxation of carried
interest will change. I think it is interesting what
impact that is having on the deal flow at themoment.
The one thing that the Committee might interest
itself in is the extent to which, because that tax
change is imminent, and whether we will see a lot of
exits to capitalise on the current regime before the
tax change.

Q53 Mr Simon: If the tax, particularly the carried
interest, was removed or turned down, made less
striking, Brendan, howwould you feel about private
equity then, as an ownership model, as a vehicle for
leveraging in investment?
Mr Barber: I think we have a range of concerns
about the private equity model, the risk that comes
with the excessive debt which can be piled into the
field, the accountability and the transparency.

Q54Mr Simon:Have you done a lot of research into
that risk? You used the phrase “the vulnerability if
they are loaded with debt is that much sharper.”
Have you got a lot of evidence to support that, or
have you just made it up?

Mr Barber: I do not think we have made it up.

Q55 Mr Simon: Have you got a lot of evidence, in
which case?
Mr Barber: In the event of interest rates going up or
the kind of economic turbulence that we have seen in
previous periods, businesses carrying large amounts
of debt are going to be that much more vulnerable.

Q56Mr Simon: You have just stated that again, but
have you got any evidence for it?
Mr Barber: I think we see anyone carrying large
amounts of debt, even in our personal lives, you
start—

Q57 Mr Simon: In other words, you are
extrapolating from your personal life that this is not
a successful ownership model in the economy?
Mr Barber: The FSA, only yesterday, talked about
excessive leverage and that being of major concern
in terms of financial stability, and the risks of
significant companies going under. I think they are
right to be concerned about that risk.

Q58 Mr Simon: But you have not got any evidence?
Mr Barber: I have got the same evidence to which I
think the FSA are addressing themselves.

Q59 Mr Simon: But you have not actually got any
evidence?
Mr Barber: I am not quite sure I follow your
question. I am sure it is a clever one but I have not
quite got to the bottom of it.
Mr Simon: I thought it was a simple one.

Q60 Angela Eagle: The Work Foundation, Will
Hutton, has done quite a big evaluation, which is
evidence, which demonstrates that after three years
there were 18% job cuts in private equity companies.
This is contrary to their assertion that they create
employment?
Mr Hutton: This was from the Centre for
Management Buy-Out Research and it is on page 16
of our report on it, which is on our website.
Essentially, it distinguishes between management
buy-outs and management buy-ins. The population
of management buy-ins is quite small. I think one of
the earlier witnesses made this point. When private
equity takes over an enterprise completely, a
management buy-in, the evidence is that actually
wages grow less rapidly than the sector average.

Q61 Angela Eagle: It grows massively at the top?
Mr Hutton: With very substantial cuts in
employment, yes.

Q62 Angela Eagle: Brendan Barber, many trade
unions who have direct experience of what happens
with private equity takeovers, including those
representing the 821 people in my constituency who
have just been told their jobs are going, say that they
cannot get access to the figures, what is actually
going on, the debt, all of that, to try to make
arguments about diVerent sorts of restructuring.
What is your experience of this, in the TUC?
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Mr Barber: I think that is what unions report too
often, I am afraid, that in the context of takeovers
the interests of the workers involved are absolutely
at the bottom of the pile, and that their interests can
be bought and sold like the cheapest chips at the edge
of the roulette table.

Q63 Angela Eagle: There have been some union
derecognitions as well, have there not?
Mr Barber: Certainly there have been
derecognitions too. Our information and
consultation regulations are really insuYcient; in the
context of takeovers, it is not normally the case that
there is meaningful consultation, and post-takeover,
of course, workers can find themselves very
adversely aVected.

Q64 Angela Eagle: What do you think that private
equity companies can do to change their workforce
relations and do you think that TUPE ought to be
extended to cover these instances of private equity
takeover?
Mr Barber:We do think, as we said in our evidence,
that TUPE should be extended to give added
protection to workers involved by takeovers. In
terms of how private equity should respond, I think
they have to accept the obligations that go with
ownership. I am a believer in unions having
constructive, creative dialogue with people
responsible for running companies about how to
manage change successfully, skilfully, to produce
successful businesses. The diYculty is, you need
someone on the other side of the table to talk to who
has the authority and has the capacity to make the
necessary management decisions.

Q65 Angela Eagle: And you need the information?
Mr Barber: Absolutely you need the information to
make that dialogue meaningful, and at the moment,
I am afraid, that access is not available to the
ultimate owners, too often, when there are takeovers
by private equity.

Q66Angela Eagle:Will Hutton, you suggest that the
Government should set up a working group to
explore the potential for introducing additional
protections for workers aVected by private equity
transfers. Paul Myners, Head of the Low Pay
Commission, says they carry the risk with the lack of
job security and loss of benefits. What would you
like to see the Government doing to plug this hole in
the net?
MrHutton: There is a general point and a particular
point. I think what this absolutely throws open is
what is our attitude to wealth generation; is our
attitude to wealth generation that essentially it is
driven by public companies with a network of
accountability, one of which is via organised labour,
another of which is the institutional shareholders
taking a balanced approach to the organisation over
time, or is it about pure focus on financial results and
the enrichment of a small group of owners? That is
at the heart of this debate, actually. The Work
Foundation takes the former view.

Q67 Angela Eagle: What do you think the
Government could do to strengthen that outcome?
MrHutton: There are two things to be done. One is,
I think, to open up a kind of really good national
conversation about what actually is at the heart of
wealth generation and to make good the market
failures which are evident in the way public
companies are owned. Secondly, I think that it
should consider whether the transfer of
undertakings, the TUPE provision, should be
extended to private equity deals when it is the
wholesale buy-out of a public company.

Q68 Mr Fallon: Brendan Barber, Professor
Jenkinson told us earlier this morning that private
equity can sharpen up a division of a public
company which has been forgotten, incentivising the
management and giving it leadership and direction.
Yet, in their evidence, the GMB have said, and I
quote: “The primary motivation and duty of [PLC]
directors is the long-term sustainability and
economic health of the company.” Both those views
cannot be right, can they?
Mr Barber: I do not think it is a case of all private
equity bad, all plcs good. We have seen plenty of
examples of poorly-run plcs, which manage change
badly, which do not consult and involve their
workforce and do not take proper account of the
interests of their workforce. I do not argue that the
plc model always delivers perfection any more than
I argue that private equity inevitably leads to adverse
consequences. The diVerences are that in the plc
model there is a level of accountability and
transparency, which is very, very diVerent from that
which applies in the private equity world.

Q69 Mr Fallon: Where is the accountability if you
worked for Rover or British Steel, or even ICI, as
those big companies shrank over the years and laid
oV hundreds of thousands of workers? How did the
transparency and accountability help them?
Mr Barber: Like I say, I am not saying all plcs are
well run, think long term, manage their investment
well, utilise the skills and talents of their workforce,
they do not, for sure they do not.

Q70 Mr Newmark: This is going back to the subject
of economic risk and financial stability. I guess my
first question is to Will. You talked about there
being a secondary banking crisis following, I think it
was, SlaterWalker; beforemy time though. I am just
curious, how important do you think the economic
risk argument is when discussing private equity? I
am talking from a macro perspective rather than
individual companies.
Mr Hutton: The Work Foundation’s focus and its
report’s focus was very much on terms and
conditions of employment, what was happening to
wages and employment. What I can tell you is, from
my own experience when I worked in the markets in
the early seventies and observing them over 35 years,
there is undoubtedly a level of exuberance at the
moment which has in the past always led to sore
heads afterwards. I think the Select Committee
might find it interesting to talk to not only the people
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who took over Boots but the people who failed to
take over Boots, and their view, my understanding
is, is that you cannotmake the sumswork at the kind
of price that was paid for Boots. The banks have
these cov-lite mandates on the credit that they have
furnished these groups, so if things do go pear-
shaped there are going to be some very red faces.
Although you can hedge to a degree, the system
cannot hedge against itself. My view is, like the
Professor who drew our attention to what happened
to the Italian Communist Party, their aVection for
private equity in Italy, that following this party there
will be a bust and that I think it is nearly inevitable.
I do not know more about this than the FSA.

Q71 Mr Newmark: I am just curious. What
evidence—I appreciate that Siôn slightly skewered
Brendan—do you have, looking at private equity
deals, historically, over the last ten years, and I know
you have done a lot of work on this, that actually
private equity firms have been irresponsible in the
way that they have leveraged themselves up, with the
result that X%, and you must know what this per
cent is, X% have gone bust and created systemic
damage to the financial markets? What is out there;
give an example, in the past ten years, when this has
happened?
Mr Hutton: The product has been going slightly
longer than it has been in Britain. In our report we
drew attention to the American experience of
medium-size private equity houses which have been
getting rates of return very much lower than the
market average, and I would refer you to that, and I
can give you a minute after, to give you a bit more
detail on that.

Q72 Mr Newmark: Lower rates of return are then
creating systemic risk?
Mr Hutton: Lower rates of return and failures, yes,
in the States. Our private equity industry is slightly
younger, it has not been going for so long and we
have yet to see how some of the very inflated prices
for these deals will work through the system. Let me
give you an example. Many private equity deals are
contingent on the property market remaining firm
and it being possible to refinance the debt they incur
through being able to organise sale and lease-back
deals at the current level of property prices. I do not
know what is going to happen to inflation. The
Governor of the Bank of England has warned us, in
a speech yesterday, that interest rates may have to
rise further, possibly to 6%; who knows, they could
go higher. In those circumstances, the commercial
property values on which the deals are being done
could fall at some stage. None of us clever enough or
has information to judge the extent of the risks.

Q73 Mr Newmark: You have no evidence at the
moment, you are hypothesising, based on your
commercial judgment, that something may or may
not happen; but, historically, you have still yet to
give me a single example of systemic risk being
created by private equity firms over the past ten

years, I will even give you 30 years because private
equity has been going 30 years, if you look at Apax,
for example?
Mr Hutton: I am saying that they are analogous to
previous waves of financial engineering,
conglomerate-based initiatives of this type in the
past.

Q74 Mr Newmark: I am not interested in analogies,
I am interested in systemic risk?
Mr Hutton: I am saying that they have ended up in
the past with sore heads. I am saying that there is
evidence in the States that a considerable number of
companies in the middle part of the private equity
business are getting into trouble, and I can give you
a note on that and the references in our report on it if
you wish. I am saying, whether you are the Financial
Services Authority or Will Hutton, or indeed
yourself, nobody is clever enough to anticipate this;
all you can do is talk in these terms. I may be wrong
and you may be right.
Mr Newmark: You still have not given me an
example, with your 35 years’ experience in the
market, but that is fine. Thank you.
Mr Mudie: I think, sitting in the middle of this, the
impression I get is, the trade unions in themiddle are
trying to project this as another form of capitalism
and it is bad for the workers, etc., etc. I have seen the
TUC, in their evidence, even backing up the Stock
Exchange, which I thought I would never see. On the
other side, the venture capital people are saying
everything is wonderful, there is no problem. The
truth maybe lies in the middle and I think one of the
major things and perhaps the great thing that the
FSA, for example, and we should be concerned
about is systemic risk. Brooks was a bit unfair on
you because he said in the last ten years.
Mr Newmark: I gave them 30 years.

Q75MrMudie: Even 30 years. It has been the recent
take-oV in terms of volume, and this volume is all
built up on weak covenants, so it is people getting
money or access to big money without ties, being
thrown at them, and they are busy buying firms,
buying companies. At the end of the day they are
okay but the loans are being syndicated out and, if
the bubble bursts, is there going to be a systemic risk
if the bubble bursts, do you see real trouble ahead?
The business of whether an employer is good or bad
is something you are going to have to sort out and
the firm has got to sort out, but sitting here it is how
we build up these debt mountains in terms of the
economy that we will all regret and which will do
tremendous harm to the country?
Mr Barber: I think we have to be worried, and
Brooks invited us to point to specific examples. I
would say, just over the last ten years we have had
very benign economic conditions, globally as well as
here in the UK,Mervyn King has dubbed it the nice
decade, non-inflationary, consistent expansion, and
it has been an environment in which it has been
possible to make an awful lot of money and grow a
lot of successful businesses.We are talking about the
dangers down the road a little bit if those
circumstances change, and I am concerned, when I
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hear people like Stephen Schwartzman, who runs
Blackstone’s, say “You know you’ve got a problem
when the dummies can get the money,” and that is
the stagewe have reached now. I am concernedwhen
I read people, looking very carefully at the private
equity sector, making the very powerful point about
the upscaling in the volume and that size is the
enemy of returns.We have now got these huge funds
that have been raised, all chasing the same targets,
bidding against each other, under pressure from
their investors to deliver the returns and the promise
of better returns, and potentially the deals actually
get less attractive, the degree of leverage that has to
be built into the deals in order to generate the returns
gets that much higher. Should we be worried, yes, I
think we should be worried, and, on top of that, of
course, we have the major concerns about
transparency, the accountability of the sector, which
certainly concern me and many others too.

Q76 Chairman: Just on that point, transparency,
Brendan, this is for our benefit as a Committee, what
transparency do youwant?
Mr Barber: Essentially, I think that firms owned by
private equity ought to have the same kinds of
obligations that apply to plcs, in terms of reporting.
Not only,may I say, I think there are issues about the
reporting requirements of the portfolio companies
owned by private equity, also I think there are
transparency questions about the private equity
funds themselves and the openness of their aVairs.

Q77 Jim Cousins: The FSA did send us an advance
copyof their paperwhichwaspublishedyesterday, in
which they have given the Committee, in this paper,
evidence that investment in private equity funds, in
the last two complete calendar years, 2005 and 2006,
came to over £60 billion. What do you think we
shouldbedoingabout this, is this aproblemof a scale
that requires some action, and, if it does,what should
that action be; or is it suYcient to assume that all the
risks in this have been hedged and no-one is going to
come to any great harm?
MrHutton:WhyImade thepoint Idid inmyopening
statement, about this being, I think, an impending
crisis in the British public company, is that actually
money raised for private equity—I think the FSA
made this point in their last report and I am sure they
have brought it up in the subsequent one—the
volume of private equity, the amount of equity being
raised byprivate equity, now exceeds the IPOson the
public markets. For my money, this is an emergent
crisis in the structure of British public companies,
with all that has for our savings and investment
system, and I think that is the way I would invite the
Committee to direct its attentions. If you get too
boggeddown inwhetherX,Y,Zprivate equitydeal is
good, or A, B, C one is bad, you will get lost and you
will not see the wood for the trees. That is the first
point to make. The second point to make is about
public accountability. One of the reasons why we
would be in a better place to answer some of the very
big questions that you have asked is that we do not
have suYcient information in our hands. I think
actually that the disclosures which companies make

in their report and accounts, and I would argue that
the disclosure requirements should be widened and
broadened, are extremely important for the way one
can hold enterprise to account. I think it is
extraordinarily important to have a wealth
generation process, but it is also about market
responsiveness, innovativeness, R&D, looking after
workforces, wealth generation, it is not just about
promoting short-term profitability, although that is
one of the key things always to be held in mind. The
last point is that it is not just domestically-generated
liquidity that we are talking about here; we need to
look at this in a global system. Private equity is not
just a British phenomenon, it is a global
phenomenon, and it has sprung up, in my view, not
just because of the market failures in Anglo-Saxon
public markets, it has grown up also because of the
huge surpluses that central banks of Asia have built
up as a result of the foreign exchange. They have all
chosen to peg their currencies to the dollar over the
last decade since the Asian financial crisis, and, the
last three years, these surpluses in OPEC countries,
that liquidity has got intermediated into the world’s
money markets and that is making all these banks
very anxious, at very keen margins, to on-lend to
anyonewhowill take it, and theprivate equityhouses
are prepared to do it. That is the big picture we are
watching. Some of these solutions actually are
beyond, I think, a national recourse, they are
international in their origin; all we can do is look
carefully at tax treatment and look carefully at the
wayourcompaniesareownedandtheextent towhich
we think our accountability processes are strong
enough.

Q78 Chairman: You made some comments about
research.What studies have been done of the impact
of private equity on such intangibles as research and
development and employee training? Maybe,
Brendan, you can take that and answer the other
question?
MrBarber: I thinkwe refer inour evidence to someof
the research which has been done on the changes
which have been associated with private equity
takeovers, but I think it is an area where very much
more work needs to be done. Just very quickly to
respond to Jim Cousins’ question about what needs
tobedone if there is a bubble, if there is a real concern
about theviabilityof theprivate equitymodeland the
scale it has assumednowwithinour economy. I think
the single answer to that particular question is the tax
regime, that the taxregimecurrently incentivisesdebt
financing, and I think that is what needs to be re-
examined.
Mr Hutton: There is a study, which was in the
International Journal of Human Resource
Management, looking at the ownership changes on
employer relations in the UK and The Netherlands,
which is quite an esteemed study, which the
Committeemight like tohaveaglanceat. It does look
at how PE impacts on one aspect of intangibles,
which is the way people’s careers have developed,
human capital investment, and all the rest of it. That
doesdemonstrate thatactuallyprivateequityregimes
aremuch harsher than those in public companies.
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Q79Chairman:Will, you saidyouneed tomakegood
market failures in the plc model: what failures, and
how do youmake good?
MrHutton: I think that institutional investors donot
own enterprise in the way that I think enterprise
should be owned in a good capitalist society, if you
like. I think what happens is that pension funds and
insurance companies donot thinkof companies, they
think of asset classes, and they will take a view on
whether 60%, 70% or 80% of their funds should be in
equity and then theywill want to spread the risk, and
they talk just in asset classes and theydonot seriously
getbehindwhat is goingon in the companies inwhich
they invest. The oversight of pension fund trustees is
oftenvery, very inadequate. It is into that gap that the
private equity houses come, exploiting
misvaluations, which sometimes are quite serious, as
a result of that approach. I think that onehas to think
in terms of building up privileging core shareholders
in companies. I think corporate governance
arrangements should be strengthened. There should
be more development of professionalism of pension
fund trustees in their stewardship of equity assets.
There is a lot of interlocking, small things that could
be done which cumulatively I think would have a big
impact.

Q80 Chairman: The aim of private equity firms is to
exit an investment after, say, three to seven years, so
their idea of value creation is therefore maximising
the value of the firm at a point in time three to seven
years hence. That is shorter than the concept of value
creation in a plc, or indeed the traditional limited
company, but does that diVerencematter?
MrHutton:This is the$64,000question thatyouhave
got to answer and there will be ideological divisions
betweenmembers of the Committee on this.

Q81Chairman:That is whywe are asking.
Mr Hutton: A kind of judgment of Solomon is that
you have got to balance; a judgment of Solomon
surely would be that any regime which tried to make
it really impossible for private equity to operate
would be missing out on a real opportunity to
dynamise your capitalism. Equally, where we have
got to, where the flow of private equity is threatening

Witnesses: Wol Kolade, Chairman, Peter Linthwaite, Chief Executive, and Jeremy Hand, Vice Chairman,
British Private Equity and Venture Capital Association (BVCA), gave evidence.

Q83 Chairman: Good morning. Welcome to the
Committee, and could you introduce yourselves,
please, for the shorthand-writer?
Mr Linthwaite: I am Peter Linthwaite, Chief
Executive of the BVCA.
Mr Kolade: I am Wol Kolade, Chairman of the
BVCA.
Mr Hand: Jeremy Hand, Vice Chairman of the
BVCA.

Q84 Chairman: Thank you. If I can start oV, how
would you characterise recent trends and
developments in the leveraged buy-out industry?

to be a larger element in the economy than the flowof
new money to actual public companies, certainly in
terms of flows that is where we have got to, then you
want to be alarmed that the thing is getting
unbalanced, and with all the questions that you have
raised. It is in those circumstances that I think you
would have to take corrective action. I do think that
one of the advantages of debt, and I have argued this
throughout my career, is the leverage it oVers. It is
leveragewhich lowers the cost of capital, it is leverage
whichcanallowyoutotake the longer-termview,and
leverage, together with complete ownership, is
probably part of themagic recipewhich brings about
really good outcomes, of the extent that in the early
yearsofprivate equity thatwaswhat theyweredoing,
thatwasoftenwhy they got the very good results they
did.That isnotwhatweare lookingat now,however;
we tend to be looking at in and out and short-term
deals.

Q82 Chairman: Brendan, you answer that and
include in that just the onemessage youwant to leave
with the Committee?
Mr Barber: It does matter, that diVerence in
perspective, the interests of the workforce and other
interests too, is primarily about long-term,
sustainablevalue creation inongoingbusinesses.The
ultimate interests of the private equity funds is the
exit, they are focused on the exit, getting the best
possible deal, the best possible price,when theymove
it on. Those are not the same interests, however
presented; those are simply not the same interests.
The one, single message, Chairman, I would say this
sector isvery, very importantand it isabsolutely right
that you are focusing on it now.We spent eight years
worrying about plcs and how they work; it really is
about time that we focused on what is a significantly
increasing influence in the British economy, and all
thequestionsyouareaddressing,aboutpublicpolicy,
the taxation treatment of this sector, the
transparency requirements, these are very, very
important issues and I look forward to seeing the
conclusions you reach.
Chairman:Thankyouverymuch foryourevidence; it
is a complex area and you have been helpful to us in
starting oV the inquiry. Thank you verymuch.

Mr Kolade: If I may, Chairman, I will pass that to
my colleague, Peter Linthwaite, to answer.

Mr Linthwaite: What one has seen is an industry
which has been extremely successful in terms of
generating returns to its investors, the pension
funds, the endowments, the charities, who are
primarily the investors in private equity. As a result
of that, fund sizes have grown and, inevitably, as
fund sizes grow so the number of companies which
private equity is able to look to invest in increases as
well. I think it is a combination of success which then
leads to further investment, which in itself increases
the range of businesses that can be invested in.
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Q85 Chairman: In light of the recent comments by
Nicholas Ferguson of SVG Capital, do you think
you are losing the argument on whether the tax
regime for private equity is appropriate?
Mr Kolade: I think that the tax rate, and the tax
regime we are in, has been tremendously successful,
in terms of promoting entrepreneurship. In terms of
the specifics about the tax regime, I will ask Jeremy
Hand, my colleague, to take that question.
MrHand:There are no special tax breaks for private
equity. UK private equity and venture capital
executives pay the same standard income tax rates
andNational Insurance on their income, and capital
gains tax rates on their investments, just the same as
all otherUK taxpayers. AsWol says, I think that the
bigger issue is that if the tax regime were changed to
target a few successful investors that would be—

Q86 Chairman: There should be a taper, it has been
mentioned this morning, on carried interest; it seems
that is unique to the private equity industry?
Mr Hand: No, I do not think that is the case. The
capital gains tax regime is the same for all taxpayers
in the UK.

Q87Chairman:Why do you think there is all the fuss
then? If everything is the same, why is there a fuss;
why do we not just go home, I can have a good, early
lunch? What is the problem? Come on; let us get
the answer?
Mr Linthwaite: I think that private equity is a new
phenomenon; it needs demystifying, Mr Chairman.
It has grown very rapidly, particularly rapidly in the
last two to three years; inevitably, therefore, as I
mentioned earlier, the sorts of transactions, the sorts
of investments they can make, has brought it into a
domainwhich previously was not there, and that has
caused this heightened interest.
Chairman: Okay; we will try later on.

Q88 John Thurso: Just to follow up on the taxation,
John Cullinane, the President of the Chartered
Institute of Taxation, has noted that there is a
tendency for a private equity-owned company to
have a lower tax burden. Is this just good tax
management or are there some unfair advantages in
the private equity model which cannot be enjoyed by
the plc model?
Mr Hand: There are no special tax breaks or tax
deals for private equity companies or private equity
tax executives.

Q89 John Thurso: Do you think Government then
should look at the limited partnership and oVshore
fund model and all of the benefits and the way that
taper relief is particularly used, carried interest; is it
appropriate that we should give so much benefit to
invested equity as opposed to debt?
Mr Kolade: Sorry; just to clarify the question, is it
about the debt which is taken on to fund the
acquisitions that we make?

Q90 John Thurso: If wewent back to the evidence we
had this morning, eVectively what we are talking
about here is the cost of capital and the way in which

the capital is used. Whereas when I was first in
business, 20 years ago, you avoided debt like the
plague, because it was a 17% interest rate, and you
got equity because it was a jolly sight cheaper and
you could always waive the dividend. Nowadays it is
the reverse. Equity is actually more expensive, as a
form of capital, and debt actually is very cheap.
Therefore, one quite understands why somebody, if
they think they can get away with it, at this point in
the cycle, goes for a much higher debt rather than
equity. As a country, as the Government, we have a
taxation system which completely allows relief on
interest, as it were, but not on equity, so that is where
the focus of the question is; should legislators be
looking at amending that anomaly?
Mr Kolade: It would make the UK stand alone, in
terms of western governments, and put us at a
significant disadvantage, in the sense that debt to
fund investment, and again interest relief on that is
an established principle and has been for many,
many years, the equity risk premium, I think which
is what you are driving at, has changed as people
have begun to understand risk a lot better and be
able to price risk better. This is something which is
not unique to private equity. If you look at the
quoted market and compare between bonds and
equities as well, you will see the same diVerence
there.

Q91 John Thurso: We heard evidence this morning
that taper relief was, I cannot remember the exact
words but it sounded like, morally indefensible and
certainly was oVending theDailyMail readership. Is
there any reason why we cannot just get rid of taper
relief; it does seem overtly generous?
Mr Hand: Taper relief was introduced to stimulate
the enterprise culture and I think it has been
tremendously successful at doing that. I think our
enterprise culture in the UK is the envy of Europe
and certainly other economies.

Q92 John Thurso: My worry is that enterprise
culture is not actually about building businesses, it is
shorthand for a lot of people in the City making a
great deal of money, in all sorts of ways; it is not
about building sustainable, long-term businesses?
Mr Hand: There are four million enterprises reliant
on private risk capital, private equity-backed
businesses and venture capital-backed businesses, at
any point in time in the UK economy, some 8,000 of
those. I think tomodify the tax regime to target a few
successful businesses could have significant
unintended consequences.
Mr Kolade: Further on that, Chairman, the success
which the changes in the tax regime, which were
introduced a few years ago, have had is to promote
the UK to a position of being the second largest
private equity market in the world. Actually, the
private equity industrymakes a huge contribution to
the financial services sector and, as we know, that is
one of the few world-class industries we have left in
the UK.
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Q93 Chairman: Back to the point that Nicholas
Ferguson made; he is a sophisticated investor in
your industry, the Chairman of SVG Capital, who
built Schroder Ventures Europe from scratch,
before it became Permira, now Europe’s biggest
private equity fund. He says that any commonsense
person would say that a highly-paid private equity
executive paying less tax than a cleaning lady or
other low-paid workers cannot be right; and he
chairs the remuneration committee at broadcasters
BSkyB. This is somebody fromwithin your industry.
That is what interests us, as a Committee. Why does
someone who has had a life-long track record in that
area come out with something like this; has he
temporarily lost his marbles?
Mr Hand:We do not make the tax rules.

Q94 Chairman: No. I am asking about his
comments?
MrLinthwaite: I think really we cannot comment on
his comments. We do not know the context in which
it was mentioned.
Chairman: Do not be shy, do not be shy; come on.
Okay; let us go on. Obviously, you are not
commenting.

Q95 Jim Cousins: When the taper relief period was
progressively shortened from ten years to two, under
the present Government, did your organisation
argue in favour of that?
Mr Linthwaite: We supported it; it was not
something that I thinkwewere lobbying for, as such.

Q96 Jim Cousins: Do you think that shortening of
the taper relief period, from ten years to two, has had
unintended consequences?
Mr Hand: During that period, capital gains tax has
pretty much doubled, to £4 billion a year. I would
think, and hope, that is an intended consequence,
because clearly it has helped stimulate enterprise and
entrepreneurship, which was the intention.
MrKolade: If you can recall back to the period prior
to the changes, a lot of entrepreneurs basically used
to go abroad for two or three years, or whatever the
period was they were required to. Rather than doing
that, they tend to stay here, paying tax and not
seeking to employ accountants to do all sorts of
interesting things; and it is talking about
entrepreneurs as a whole, as opposed to talking
about just private equity.
Mr Hand: If I may, I think it is a little simplistic just
to look at one aspect of the tax situation. There is a
much more complicated equation here that we have
to look at in the round.

Q97 Jim Cousins: I wonder if I could come back to
you, Mr Hand. You are not trying to tell the
Committee that the shortening of the taper relief
period from ten years to two actually producedmore
revenue, are you?
Mr Hand: In the 1997-1998 tax year, I understand
that £2 billion of capital gains tax was collected. I
believe that the figures for the year just ended will be
around £3.8 billion, which is pretty much a doubling
of capital gains tax. One has to look also at the jobs

which are created as a consequence of private equity
and the tax that is paid on those and the corporation
tax as well from the increased profitability. It is a
complex equation, of many taxes, stimulated, I
think, by the taper relief.

Q98 Jim Cousins: Our colleagues in the German
Parliament are considering a proposal to cap the tax
benefits of debt, as opposed to equity, above a
certain threshold. Do you think that is a proposal
worth considering?
Mr Hand:We have a tax rule already which covers
the amount of interest on debt which can be
deducted for the purposes of calculating corporation
tax, the so-called arm’s length test, which was
introduced in April 2005; we believe that is
competitive with other European and global
jurisdictions and it would concern us if that rule were
to change. It would hit not just private equity, it
would impact on every business and every
entrepreneur in the country as well.

Q99 Mr Mudie: Do you defend the way certain
individuals in the industry are using carried interest
as a way of avoiding tax, or at the proper level of
taxation that they would pay? Jeremy, if you want to
defend, and I think it is a defensible position, the
change which was made in the Budget to reduce
from ten years to two years, I think that was a good
move, but one of the unintended consequences is the
way people in the private equity industry are
exploiting parts of that to reduce their personal
taxation responsibilities. When somebody in the
industry says “I’ve paid less tax than the cleaner
who’s cleaning my oYce,” people will say, “Well,
there’s something going on here.” Are you
defending that?
Mr Hand: The reality is that there are successful
entrepreneurs.

Q100 Mr Mudie: No; no, but we all have a
responsibility to society, and when you are earning
multi-million sums and you are using a device which
was intended for something else to avoid paying an
acceptable level of tax in the proper level of taxation,
that surely was an unintended occurrence, and
surely the Chancellor is bound to do something
about it?
Mr Kolade: Carried interest has always been within
the CGT regime, both in the period which has just
changed the tariV of taper relief and prior to that.

Q101 Mr Mudie: Are you defending it, Wol?
Mr Kolade: Carried interest is capital gains and
nothing else.

Q102MrMudie: I know; but individuals have taken
this vehicle and are using it, and not poor
individuals, individuals with money coming out of
their ears, they are using it as a vehicle to reduce their
tax payments. Are you defending the use of that
vehicle: yes or no?
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Mr Kolade: The vehicle is the vehicle which been
used in private equity from day one. The whole
structure of private equity funds has not changed.
We did not change them to create some special
vehicle to use in terms of CGT.

Q103 Chairman: I think the point that we are trying
to get at here is the principle of progressive taxation
and Mr Ferguson made that very point when he
made his comments. In fact, we have evidence in the
Committee saying that tax experts say that the 10%
which the partners pay can be even less if they have
investment losses to oVset from elsewhere in their
portfolio. Is that correct; so it could be even less
than 10%?
Mr Kolade: Yes; that is correct, Mr Chairman.
Mr Linthwaite: The fact is, there is a tax regime, I
think, in this country; there is no diVerential
between—
Chairman: Thank you; but it is less. That is all I am
interested in.

Q104Mr Breed: Should there be a level playing-field
between private and public ownership, and, if not,
why not?
Mr Hand: A level playing-field as regards tax?

Q105Mr Breed: Tax, transparency, information, all
the things in listing and dealings, a level playing-field
totally. I am assuming that you are not going to
agree with that, so what I am going to try to elicit
from you is why there should be a diVerential, or the
diVerence between the public and the private
ownership?
MrHand: If I can deal with the tax point, there is no
diVerential, there is no special deal. Private equity
businesses and venture businesses play by the same
rules as every other company in the economy.

Q106 Mr Breed: Let us move that aside then and
look at things like transparency, disclosure, and
such?
Mr Linthwaite: I think the question here is one of
looking at the purpose of the disclosure and
transparency. In a public market it is, in large part,
to make sure that there is information to investors,
or potential investors, from which they can make an
informed decision. In private equity the ownership
clearly is held by the private equity investors and
they have all the information they require. I think
that what we have noted, at the BVCA, is that as the
size of transactions has increased there is a wider
stakeholder base, who may have legitimate interests
in the businesses that are being acquired. As a result
of that we have instituted an independent review,
under Sir David Walker, who I believe is addressing
your Committee later this month, to look at that
very question, which is who is this accountability
owed to, what is the nature of that accountability
and how should it be transmitted.

Q107 Peter Viggers: Private equity has indeed been
very successful and has made some plcs look a little
flabby. Is there evidence that plcs are being forced to
restructure their balance-sheets to increase their
gearing?
Mr Kolade: I am not aware of any evidence. I
wonder, Peter, if you are.
Mr Linthwaite: I am not aware of any direct
evidence on that point. I think the eYcient use of
capital is an issue which all companies should be
looking at continuously.

Q108 Peter Viggers: Do you see public firms being
forced to adopt policies to avoid takeover rather
than to work for the longer-term interests of their
shareholders?
Mr Linthwaite: I think that the question of the
merger and acquisition market is one which is far
wider than private equity. As we have seen with
Barclays and ABN, there are many public-to-public
takeovers going on at the moment, some of which
may have even more serious consequences, in terms
of rationalisations. I think that there is always a
continual vibrancy, in terms of businesses looking at
being acquired or acquiring; that is a part of a
market dynamic.

Q109 Peter Viggers: Do you see such shareholder
activity, to which you have just referred and given
two examples, as being benign, or is there a malign
edge to it?
MrLinthwaite: I think, as with anymarket, there are
a number of transactions which are valuable, in
keeping companies competitive, in achievingmarket
penetration, new markets, etc.; there may also be
acquisitions which are less successful.

Q110 Ms Keeble: The GMB’s submission to this
Committee notes the impact that private equity
involvement in a company can have on worse pay
and conditions, and I believe that also includes
pensions. Can you say what commitment the private
equity industry has to safeguarding pension schemes
to firms in which it invests?
Mr Kolade: Private equity operates under the same
rules and the same pensions regime as any other
public company and there is a pensions regulator in
place that we would seek to go and talk to when we
are taking over a company which has a pension fund
which may or may not be in deficit, that we want to
get involved with. In terms of further details, I
wonder, Peter, if you can add anything.
Mr Linthwaite: I think Wol has made the point,
there is a regime in place.We knowgenerally that the
valuation of pension funds is an extremely diYcult
issue at the moment, not just for any private equity
takeovers but for all companies. We have in place, I
think, a regulator who has a pre-clearance system
which allows the trustees and the potential acquirer
to discuss the appropriate level of funding, having
regard to the covenant of the acquirer, the current
state of the pension fund. I do not think there is
anything diVerent to private equity than any other
company.
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Q111 Ms Keeble: How about the experience of the
Boots pension scheme, which is very concerned
about the level of debt which is now being used to
finance that scheme?
Mr Kolade: That transaction is currently under
discussion and there are negotiations going on
between the relevant parties, and I would hope that
what would come out would be a sensible solution
for all involved.

Q112 Ms Keeble: You will understand that the
collapse of or sort of threats to company pension
schemes is an extremely topical concern. It is
obviously important that people know what
safeguards are in place for the workforce, obviously
for jobs, that we have discussed to a certain extent,
but also the pension schemes, which represent
people’s long-term financial security?
Mr Kolade: If I deal with the first issue, which is to
do with pensions, to repeat Peter’s point, there is no
special thing about private equity, we operate under
the same regime as everyone else in that regard and
oVer the same safeguards that other companies do,
and the first port of call is the pensions regulator. In
terms of jobs, the most important safeguard for jobs
is to build successful companies, and that is what
private equity does.

Q113 Ms Keeble: If we can just go back again,
because if the regulator intervenes after the event,
once the pension scheme is restructured and saddled
with a high level of debt, it is too late.What attitudes
and policy, in general, do the firms have towards
safeguarding the pensions of the workforce?
Mr Kolade: There is a pre-clearance mechanism,
which people going through transactions do. The
Boots deal has not been concluded. There are
discussions between the various parties involved
with the pension fund to resolve the issues there. The
shareholders have voted for the takeover but the
transaction has not actually completed; so it is a pre-
clearance mechanism rather than a post-clearance
mechanism.

Q114 Ms Keeble: In the discussion earlier, about all
the diVerent people who invest in private equity
firms, nobody mentioned charities, which, Peter
Linthwaite, you did. Given that there is an issue
about transparency and concerns about ethical
investments, I suppose, is what basically underlines
quite a lot of this, do you feel that charities should
be perhaps completely transparent about investing
in funds which might then have such dire
consequences for workforces?
Mr Linthwaite:Obviously, we would take issue with
the ‘dire consequences’ part of your question. I think
the point is that an investor in a private equity fund
gets all the information they require before they
invest; it is for that investor to satisfy themselves,
both as to the ethical policies of the people they are
looking to invest with and the types of transactions
they do, before they invest.
Mr Kolade: We did take issue with this issue over
jobs; there are no dire consequences. The facts are
that private equity creates jobs.

Q115 Angela Eagle:We might think that was more
the case if you were more willing to share your
information with us across the private equity sector,
but that is not the case. In fact, The Work
Foundation has done an evaluation of many private
equity companies which says actually there is an 18%
job cut after three years. You prove that wrong, by
actually being transparent about your information,
instead of hiding behind figures or information that
you do not give?
Mr Kolade:We have published for some 15 years an
economic impact survey which looks across the
whole industry and looks at issues such as job
creation, sales increase and decrease and investment,
productivity and export. We have been entirely
transparent about that. That survey has contributed
to British—

Q116 Angela Eagle: “We” being whom; is this
venture capital?
Mr Kolade: The venture capital industry.

Q117 Angela Eagle: Yes; that is not the same as
private equity though, is it? Do not hide behind
venture capital.
MrKolade:The vast majority of private equity firms
in the UK are involved in the BVCA. I do take issue
with this issue of venture capital and private equity.
Private equity buy-outs do create jobs as well; it is
not just venture capital.
Mr Linthwaite: I think one has seen a survey by the
Financial Times.

Q118 Angela Eagle: Do you think you have a
problem, as an industry, with the way that you treat
the workforce of companies that you buy and take
the prize?
MrKolade:As an industry, absolutely not.What has
been characterised in the press has been one or two
examples where there are issues between the trade
unions and that particular company. The vast
majority, I am talking many, many hundreds of
transactions, across the whole of the UK, by region,
have extremely good relationships with the unions
and the workforce.

Q119Angela Eagle:LikeAA,when they derecognise
them; like Duke Street Capital, in my own
constituency, where they have just announced the
closure of a biscuit factory and are not really
engaging in a positive way with other potential ways
of dealing with restructuring, the information
disappears, it is diktat from on high. Paul Myners,
Head of the Low Pay Commission, said that the
workforce take the biggest risk in all of this, they
suVer from a lack of job security and loss of benefits?
Mr Kolade: I can only stand by the facts. The facts,
which we have been publishing for many, many
years, do not support what you are saying.

Q120 Angela Eagle: So all of these people are wrong;
all of the people who are dealing with private
companies, which you take private, are all wrong
and you are right?
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Mr Kolade: No, I am not saying that at all. Again,
private equity is not just about taking companies
private. We do many, many deals; between us three
here we have done probably 50 deals. We have
bought companies from entrepreneurs, we have
bought companies from families, we have bought
divisions of plcs, as well as taken businesses private.
The focus which you seem to bemaking all the issues
about are one or two very, very high profile deals
and ignoring the fact that there are some 1,500
private equity deals done in any year by a whole
range of members, and in all of these transactions,
many of these transactions, there are no issues and
no problems at all.

Q121 Angela Eagle: You do not think there is a
problem with transparency or disclosure then?
Mr Linthwaite: We have said that we believe as an
increased number of large investments are made so
there are issues arising from the wider stakeholder
base which need addressing.

Q122 Angela Eagle: What is the wider stakeholder
base, in your view?
Mr Linthwaite: The wider stakeholder base can
incorporate a very wide range of people, from
environmentalists, possibly, consumers, if it is a
retail business, having a number of chains,
Government, if it is amajor supplier toGovernment.
There is a very wide group of people.

Q123 Angela Eagle: How about the workforce, Mr
Linthwaite?
Mr Linthwaite:Of course, the workforce has always
been of interest to private equity; it is critical. A
successful and inspired workforce is what is essential
in building businesses, and private equity is about
building businesses. Private equity puts in place
more share option schemes than do non-private
equity-backed businesses, because I think ownership
is at the core of what we do.

Q124 Angela Eagle:Do you think, for example, that
TUPE should be extended to give the workforce
some protections at the moment of takeover,
protections which, plainly, at the moment they do
not have?
Mr Linthwaite: In any takeover, the current law,
including TUPE, applies.

Q125 Angela Eagle: There is a yes or no there, is
there not?
MrLinthwaite:The answer is, yes, it does, because it
does already. I have done transactions and TUPE is
absolutely at the centre of what we are doing, if we
are creating a new business or merging a business.

Q126 Angela Eagle: That is not what the evidence
that we have, from the other side of the fence, the
workforce, tells us?
Mr Linthwaite: I would have to look at that.

Q127 Angela Eagle: They have experience of what
happens to their members, surely?

Mr Hand: TUPE rules are very serious obligations
placed on all owners and managers of businesses,
and we take those extremely seriously.

Q128 Angela Eagle: But they do not apply?
Mr Kolade: They do apply.
Mr Hand: They do apply.

Q129MrFallon:MrKolade, canwe turn to the issue
of leverage. In your paper you say that a more
systemic failure or a long-term impairment in the
debt or private equity market is very unlikely. We
have heard evidence thismorning that the amount of
capital and debt available has been raised in a
relatively benign climate. How can you be so
sanguine that there is unlikely to be any systemic
failure?
Mr Kolade: I think the issue there is the systemic
failure. There are and there will be failures of
individual companies. In terms of system failure
resulting from a private equity transaction, that is
unlikely, and that is something which the FSA, who
again I believe you will be talking to, have looked at.
Their review lasted two years, the conclusions of
which were announced yesterday, which is to review
this, a certain amount of leverage in transactions,
over a six-monthly period; but, in terms of leverage
and systemic failure, that is why we are sanguine.

Q130 Mr Fallon: You are not concerned at the
quantity of leverage or the weakness of governance
in recent years?
Mr Kolade: Each individual transaction will be
structured and stress-tested by the private equity
organisation involved. Debt in itself is not bad; debt
can amplify returns on theway up and amplify losses
on the way down. What causes failure in companies
is market or management failure.

Q131 Mr Love: Can I carry that on. Are you
concerned about the potential risks from the looser
lending requirements which currently seem to be in
vogue? I know that the BVCA said that this is for the
banks to decide, but surely you have a role here
about those looser lending requirements: Mr
Linthwaite?
Mr Linthwaite: I think it is an interesting debate,
because, at the one hand, you are seeing what are
called covenant-lite transactions, which in a way
ensure that the banks are not in a position if a
company underperforms for the short term, perhaps
its business plan suVers as a result of changes in
market conditions. By having covenant-lite loans,
there is much greater flexibility on the company to
restructure itself, to address any problems in its
business plan, before you are at a stage where the
banker, as it were, takes over the reigns. I think there
are two sides to this debate, in terms of both there is
undoubtedly liquidity in the debt market but,
equally, if the terms are properly structured, that in
itself should not . . .

Q132 Mr Love: The negative side is there is not
suYcient monitoring from the lending institution to
ensure that things are not going wrong?
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Mr Linthwaite: I think the risk controls within the
banks are very strong indeed. I think that the FSA
review has looked at this topic. I think what they
have suggested is that, as the regulator, they should
continue tomonitor the exposure of banks to be sure
that, as Mr Fallon mentioned, there is no risk of a
systemic problem.

Q133MrLove:Doyou see any risks from the change
which is likely to happen in the economic cycle? We
heard earlier on, in some of our evidence, about the
situation at Debenhams, where it has now been sold
from private equity back into the plc market. As I
understand it, the shares are trading now at
significantly less than when they were sold, and they
have had three profit warnings issued. Do you have
concerns about running privately; John Thurso
talked earlier on about this attractiveness of debt
against equity, debt is obviously very attractive at
the moment but it may not be in the future? Do you
have any concerns that youmay be loading upmany
companies with debt just as the cycle is changing,
and they are going to be in significant diYculties as
a result of that?
Mr Linthwaite: Three points to make, I think.
Firstly, it is obviously an issue and it is an issue that
is looked at very closely during the very extensive
due diligence done by private equity before they
invest in a business, to make sure the capital
structure is, as far as possible, correct. Secondly, we
have long advocated to all governments the need for
stability in the economic cycle; clearly, a boom and
bust type of economy harmsmany,many businesses,
not just private equity, as one can look back in
history and see. The third point I would just
mention, Sir, is to pick up the point, you mentioned
Debenhams’ underperformance since it came back
to the market; we did a survey with the London
Stock Exchange, conducted by Oxera, the Oxford-
based research institute, which showed that between
1998 and 2004 private equity firmswhich returned to
the public market actually out-performed, taken as
a whole. Again, I would just advocate not drawing
general conclusions from a specific. The evidence we
have from the London Stock Exchange, looking
across all these companies which came back to the
Stock Exchange, is that they out-perform.
Mr Kolade: The European Venture Capital
Association also did a study across Europe, looking
at debt levels in publicly-listed companies and
private equity-backed companies, just as the IPO
did, and found no significant diVerence between the
two of them.

Q134Mr Love: I do not think anyone is particularly
worried in the current, very benign circumstances;
that seems to be a theme which has been running
through here. I think what the concern arises from is
the possibility that circumstances may change and
we may move into a diVerent part of the cycle and
what the consequences are, and really they are very
general. It is the issue of principle, I think, that we
would like cleared up, do private equity recognise
any continuing responsibility they might have after
they have sold the business, or is it just a case, in the

three to seven years that you own the business, you
get it into a situation where you make a profit and
then it is up to whoever takes over to be responsible
for that? Are there any continuing responsibilities
for the venture capitalists and the private equity
people?
Mr Kolade: The responsibilities are, as a seller of
businesses, if we have a reputation for selling
businesses which then perform poorly people are
unlikely to want to take those companies. As Peter
said, the evidence from the IPO markets is that
private equity businesses perform better post-IPO
than a number of other types of flotation. If that
were not the case then we would be attacking our
businesses.

Q135 Mr Love: You may well have seen the report
of the FSA, its annual monitoring report, on private
equity, and it seems to be not quite ringing alarm
bells but if you make a comparison between its
report this year and its reports in previous years
there is considerable concern being expressed both
at the scale of the risk being taken on at the present
time and the uncertainty. How do you comment
on that?
Mr Hand: I have not read the full details of last
year’s, I have read this year’s, so I would like to pass
that question to Mr Linthwaite, who has more
knowledge of this.
Mr Love: Maybe I should have come to Mr
Linthwaite in the beginning.

Q136 Chairman: Could you write to us, on that?
Mr Linthwaite: I can write to you on that, if you
wish.

Q137 Mr Simon: Going back to the taper relief on
capital gains tax, the eVect of which is, just to be
clear, in the second year full partners in private
equity firms are paying an eVective rate of personal
income tax at a marginal rate of somewhere around
5% to 10%, do you have a positive argument tomake
in favour of the wider economic benefits in public
policy terms of that marginal income tax rate of 5%
to 10% for full partners in private equity firms?
Mr Hand: UK-based UK tax-paying private equity
partners will pay income tax at income tax rates and
they will pay capital gains tax.

Q138 Mr Simon: Stop. That is a really irritatingly
pedantic answer. Everybody who understands the
issues in this room knows that, eVectively, full
partners of private equity firms are paying marginal
rates of 5% to 10% in the second year on what is
eVectively their personal income. Do you have a
positive argument in favour of that, or, in fact,
would your industry be better oV without it?
Mr Kolade: If I might comment on the benefit of
private equity to the UK.
Mr Simon: No; no.
Chairman:These are simple questions, which require
simple answers.
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Q139 Mr Simon: Is there a positive economic
argument in favour of the continuation of taper
relief on capital gains tax as it applies to full partners
of UK private equity firms? I know you are not
responsible for it but do you have a positive
argument for its continuance, or not; if the answer is
no, that is fine?
Mr Kolade: The simple answer I would give, and I
was going to try to give, is that the UK is the second
largest private equity market in the world. It is part
of the financial services industry in the UK, which is
a jewel in terms of what the UK has. That is a simple
answer to the question.

Q140 Mr Simon: The argument is that if it were not
for this taper relief that would not be the case?
MrKolade:No, that is not the case. Tax is one aspect
of a wide range of things which are considered when
people want to locate their businesses in diVerent
places to do business. The UK, in terms of
competitiveness, has fallen back from number one,
in terms of the place to do private equity in Europe,
to number three. I would argue that continuing to
climb that list in the future could lead to
consequences, and those consequences should be,
over the long term, people go where it is best, as a
whole.

Q141 Mr Mudie: I think that before every general
election if some pop star says that they are going to
leave the country we should say “Good luck to you.”
Mr Hand: I do not think the BVCA is threatening
that all its members are going to go oVshore. The
reality is that, certainly the bigger buyer houses,
many of the partners there are not UK taxpayers.
The UK attracts the best private equity talent
globally, and the benefits to the UK economy, the
benefits to the UK financial services sector from
having them and having the most talented UK guys
remaining in the UK are clear, the evidence is
absolutely clear, in terms of jobs, productivity,
investment, growth, and ultimately, and as a
consequence of all of that, more tax.

Q142 Mr Mudie: If they are not British-based they
will not be paying British tax. Can I just come back
to Mr Love’s question in terms of the banks. When
Commissioner McCreevy said about excessive
exuberance, the instincts of banks are not immune to
that tendency, but in the City there was also the herd
instinct, somebody goes in first, and the rest follow
and really without too many questions. Are you not
afraid that is what is happening with the banks and
private equity, that they are throwing money at it
without their usual past history of restraint and
sensible lending?
Mr Kolade: I think the interesting thing you were
describing there was describing banks as having
been restrained in the past, in the way they behaved.
I think that is not something I would recognise
particularly. Jeremy, Peter and I have been involved
with the industry for a long time, we have been
through boom and bust; we do understand the
eVects of debt, as do many, many of the people who
lead private equity businesses in the UK. Just

because debt has been oVered to you in a transaction
it does not mean you take all of it. There is a
supposition that because somebody is giving us lots
of debt we should take it. Peter mentioned the
extensive due diligence that we do in every
transaction, and you look at that and you stress-test
it against the business plan you are working to and,
balancing all of the risks, decide what you feel the
appropriate level of debt is to take on for that
circumstance.

Q143MrMudie: I can hardly hear you so I am sorry
if I say something you have answered. Cov-lite
means, in banking terms, that you do not act the way
you would have acted ten years ago or 20 years ago,
and the herd instinct means that the second banker
who sees the first one going into a field and making
money thinks “My shareholders will want me to get
the same return so I had better get in,” and so
gradually you are seeing a lowering of standards. Is
it that we are imagining that? Covenant-lite does not
mean that always? What does cov-lite mean? It is
obviously not important?
MrLinthwaite: It is very important. I think the point
here is that if your supposition is correct, that banks
are over-exuberant at the moment, then one of the
problems that one may have seen, if you look back
in the late eighties—

Q144Chairman:Wewant an answer to the question,
what does covenant-lite mean?
Mr Linthwaite: Covenant-lite means that there are
fewer triggers on the bank in order to call its loan. It
can be argued that is actually beneficial, because it
means that the bank does not press the trigger and
cause problems for a company too early when it may
be able to restructure itself and get itself back on
track again. In a way, you can argue that the benefit
of covenant-lite is that it allows management and
private equity to spend longer getting the business
right before the bank is in a position to call the shots.

Q145MrMudie: From our point of view, looking at
the whole economy, the listed companies, is there
not a case that this could mean bad loans dragging
out good loans, that the general standard has got to
come down, because if the banks do not insist on
covenants, etc., etc., other people are prepared to
lend money, obviously without these restraints, so
good, well-structured loans, secure loans, disappear
and you do not ask too many questions, the money
is there, and that leads to doubtful investment
decisions?
Mr Linthwaite: I think, from the banking problems
that one saw at the end of the 1980s, the risk control
measures in banks, I understand, are light years
improved from that situation; but, to be honest with
you, I think we are straying into an area that I think
the head of risk control at a bank is probably better
able to tell you, from their perspective, how they
analyse risk in a leverage transaction.

Q146 Chairman: We are writing to the banks.
Frankly, the traditional system has changed,
because years ago if you were a bank giving a loan
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and their risk would be exposed, then when the
situation worsens many banks buy into a deal, a
good deal, and the bond banks as well, so their risk
is less, but the dynamics of themarket have changed:
is that okay?
Mr Linthwaite: That is correct.

Q147 Mr Newmark: Angela, I think, made an
interesting point, it is to do with when private equity
firms take over companies that there is sort of a J-
curve eVect, jobs are lost in the first year. It is
interesting that the Economic Secretary, Ed Balls,
made a point in a speech in which he said private
equity does tend to have a negative impact on
employment in the first year and a study by
Nottingham University shows that following (-
inaudible -) most strongly (- inaudible -) by 6% after
five years. In this case, you had your own study,
revealing similar evidence?
Mr Linthwaite:One of the issues with private equity
is it covers a huge range, from venture capital right
the way through. Some of the studies look at
management buy-ins where often there is a new
management team coming in; those are often in the
case of companies with diYculties, therefore often
there is a need for greater restructuring before the
business is able to take oV again. We have done
research on management buy-outs where the
incumbent management buy the business; in those
cases our evidence suggests that employment tends
to continue to grow from day one.

Q148 Angela Eagle: Is it not the case that research
was funded by you?
Mr Linthwaite: I think it was not funded by the
BVCA, I think it has Deloittes and other people’s
support. I think TheWork Foundation’s views were
similar, which is that buy-outs created—

Q149 Jim Cousins: As I understood your earlier
answer, Mr Hand, on the issue of the two-year
period to get the full benefit of the capital gains tax
taper, as I understood your answer, you said that the
consequences for revenues were mitigated because a
lot of the private equity partners were not tax-
domiciled in the UK anyway. I wonder if you could
just explain what the scale of that is and whether the
implication is that if there was a modification of the
taper relief more people would not be taxed on
salary in the United Kingdom?
Mr Hand: I believe the point I was trying to make
was that the UK is the beneficiary of many, many,
many diVerent nationalities, working in private
equity.

Q150 JimCousins:MrHand,what you said was that
many of the private equity partners did not pay tax
in the UK.What I am asking you is, what is the scale
of that and is the implication that if there were to be
a change in the taper relief more people would not be
taxed on their salary in the UK?
Mr Hand: I cannot comment about how people
would react were there to be a change in rules. What
I do know is that our tax regime has stimulated a
tremendously successful industry, which is eyed with

envy by other European countries, is being copied by
more andmore countries, France andGermany now
have specific private equity-friendly tax structures,
Spain, Ireland and Luxembourg have competitive
tax rates. Switzerland is actively trying to attract
managers.

Q151 Jim Cousins: What evidence do you have,
because you have drawn the Committee’s attention
to this issue, what evidence do you have about the
extent to which private equity partners are not taxed
on their salary in the UK?Do you have any evidence
about that?
Mr Kolade: No, we do not, and I think I would like
to clarify what Mr Hand was saying. What he said
was that the big buy-outs at the top of the industry
attract global talent, a number of which, because
they are all nationalities, do not pay tax. He was not
talking about the private equity industry as a whole.
The vast majority of the private equity industry, by
number, of private equity partners, is based here in
theUK, areUK citizens and work on the 1,500 deals
which happen every year across the industry; so it is
not a point at all.

Q152 Jim Cousins: Except that there are a lot of UK
citizens, in the passport sense, who are not tax-
domiciled in the UK?
MrKolade: I have got no evidence at all to say if that
is a problem or not.

Q153 Chairman: If I could just get your feel on this.
There is a progressive taxation system in the United
Kingdom, those who have 10%, 5% or maybe even
less than other investors, what you are saying to us
is that private equity should be an exception to the
progressive taxation system because it is good for
the country?
Mr Linthwaite: I think what we are saying is the
taper relief environment has been put in place for the
two-something million companies, private
companies, in this country, from the very large, the
Virgins, down to the very small, the guy in his
garage. Private equity invests in about 8,000 of those
companies; it is part of that tax regime.

Q154 Chairman: For those partners who are paying
something like 10%, 5%, or even less, they are the
exception to the progressive taxation system in this
country?
MrLinthwaite:They are governed by the taper relief
rules, because they are investing.

Q155 Chairman:They are the exception to that, they
are the exception to that if you think it is good,
because it is good for the country?
Mr Linthwaite: They are an exception in the way
that every entrepreneur who takes advantage of
taper relief is an exception.

Q156 Chairman: So they are an exception; so that is
fine. Good; that is what I wanted to know.
Mr Linthwaite: No, Mr Chairman. That was not
what I said. I said, in the same way as everyone
who takes—
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Q157 Chairman: You see it as an exception, in the
same way that; that was what you said?
MrLinthwaite: If you regard that as an exception, as
opposed to being part of the tax regime of this
country.

Q158 Chairman: The system of taxation is the same
for everyone, you said; are you using it as intended?
For example, taper relief was introduced to
encourage entrepreneurship, research and
development, building up business assets; but there
is a view that taper relief is being used for quick
financial engineering and partners can get out in as
short a time as two years. Is taper relief being used
as intended?
Mr Kolade: No, it is not being used in the way you
are describing it.

Q159 Chairman: That is fine; that is good. In your
memorandum you suggest that the industry is
denied, and I quote: “many of the reliefs aimed at
smaller companies.”As a result of that statement, do
you think that you are paying too much tax?
Mr Kolade: In terms of the portfolio companies,
there are several instances where, because of the
ownership structure in a portfolio company, it is put
at a disadvantage to other companies.

Q160 Chairman: So you are paying too much tax, is
what you are saying?

MrKolade:The portfolio companies, in many cases,
are paying more tax than comparable private
businesses which are not private equity-owned. It is
an anomaly, which in this case works against
portfolio companies.
Mr Hand: Research and development tax credits is
a case in point.

Q161 Chairman: How many are paying more CGT
over the last ten years? You made the point that
CGT has gone from £2 billion to £4 billion,
approximately. What was happening in the past ten
years when we have had inflation, was it a stock
market rise, was it an increase in house prices, some
people would say it was an asset problem; all assets
have risen. The question I want you to address is
how much has private equity been responsible for
the increase in CGT?
Mr Hand: We do not have those figures. We will
have to come back to you and analyse that, but we
do not have those figures to hand.

Q162 Chairman: That is a very important point for
us, and these figures will be analysed by ourselves
and checked out, so I look forward to you sending
that information to us as soon as possible?
Mr Hand: Can I make just one point, that we do
research, we do have research, which we believe
indicates that over £30 billion of total tax is paid by
private equity and venture capital businesses.
Chairman: I want this in writing from you; that is the
point, I want to be certain. The thing I want certain
is for what share of the increase in CGT is private
equity responsible? It can be put in a big envelope. I
want to know that. Can I thank you very much for
your evidence, it has been very helpful to us, and we
look forward to Sir David Walker appearing
before us.
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Q163 Chairman: Welcome to our very topical
inquiry into private equity. I ask the unions to
introduce themselves, starting with Mr Talbot.
Mr Talbot: I am Paul Talbot, assistant general
secretary of the Amicus section of Unite.
Mr Dromey: I am Jack Dromey, deputy general
secretary of the T&G section of Unite.
Mr Kenny: I am Paul Kenny, general secretary of
the GMB.
Ms Ludkin: I am Maria Ludkin, a lawyer for the
GMB.

Q164 Chairman: This inquiry is looking at private
equity, but the Committee is focusing on leveraged
buyouts which are the mega element. In terms of
venture capital and private equity, surely you realise
that that performs a positive function in the
economy of this country.
Mr Kenny:When we started to examine the impact
on our members, particularly those at the AA, we
did not understand the complex nature of venture
capitalism. It is only as it has unrolled that we can
say it breaks down into three diVerent groups. There
are entrepreneurs who get money for start-up
businesses; there are other issues that we term
management buyouts where money goes into
restructuring existing companies; and the third
element comprises what we call management buyins
which eVectively mean that established companies
are bought, restructured and downsized. We think
that by and large the first two elements fit into the
category that you talked about but the third does
not.

Q165 Chairman: But your union in particular has
been vitriolic about private equity individuals,
particularly those concerned with the leveraged
buyouts. You have been targeting people personally
and calling them asset-strippers. Does that not do a
disservice (a) to the individuals whose targeting is
questionable and (b) to business?
MrKenny: I do not think it does do a disservice. The
union had to highlight in whichever way it could
exactly what was happening in that sector of the
“holy trinity” and the management buyout situation
that I have talked about. For example, the truth is
that when the AA was taken over it was virtually
impossible to find out whowas involved, who owned

it and how it was being run. We had no mechanism.
The lack of scrutiny and disclosure meant that
eVectively the union had to find out itself. We had to
highlight what we consideredwas happening. I think
that the first two elements I have described—the
genuine venture capitalists, entrepreneurs and those
involved in management buyouts—have suVered
because people have not given enough scrutiny to
the third element, the management buyin.

Q166 Chairman:MrDromey, surely personal abuse
does not play any part in this business.
Mr Dromey:We are speaking up for members who
are the victims at the sharp end of what is a growing
scandal. I give one practical example.

Q167 Chairman: We have a lot of questions to get
through today.
Mr Dromey: Burtons on the Wirral is a long-
standing, reputable company. Our members co-
operated in change. We had a pay freeze for three
years to reduce costs by £11 million. The company
was then sold to the private equity company Duke
Street Capital and within two months two-thirds of
the workforce were sacked and terms and conditions
of employment were under threat. It must have been
known at the time what their intentions were, but
because private equity is able to operate in secrecy
we were not able to find out, and that is absolutely
wrong. Members should have the same protection
throughout the economy, whether it be public
companies or private equity.

Q168 Chairman: Before we go on, Mr Talbot, I give
you an opportunity to speak.What comment do you
have on the suggestion that it is trade union
intransigence and the burden it places on PLCs that
drives people to private equity?
Mr Talbot: I do not think there is any justification
for that view. If you look at the background to this
industry, it is quite obvious why it has come about.
It is driven by the fact that in recent times there have
been very low interest rates across Europe and the
UK. There has been a move away from equity
financing to the type of financing that we are talking
about today. The industry itself has grown vastly in
proportion to how it started which was essentially as
a venture capital market.We havemoved a longway
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from where we were several years ago and that is
why we have been expressing our concerns in the
way we have.

Q169 Mr Fallon: Mr Kenny, Professor Jenkinson
gave evidence to this Committee last week. He said
that there might be a forgotten division of a
company where management had no real autonomy
and there a buyout could give leadership, some
capital and a sense of urgency. Why is it wrong to
treat the money that private sector managers invest
in their own business, not the partners of the funds,
as risk capital rather than income?
Mr Kenny:What I was trying to say in my opening
statement was that up until now by and large
management buyouts and management internal
investments had to our knowledge been quite useful
and good and over a longer period of time would
probably show a plus on the job and wealth creation
side. I say that is diVerent from amanagement buyin
arrangement from external fund arrangers who go
into an existing company, restructure it and
eVectively downsize it. I believe they are very
diVerent animals.

Q170 Mr Fallon: Dealing with the first category, as
far as taxation is concerned why is it not fair to treat
the money that managers themselves put in as part
of the private equity buyout as risk capital rather
than income? One can compare it with, for example,
bonuses and share options that are not at risk.
Mr Kenny: You will forgive me if I do not know the
ins and outs of risk capital. What I am saying is that
if people invest in their own business to grow it and
create value it should be looked at over a longer
period of time. The current rules are structured for
value extraction over a much shorter period of time,
and that is the problem. I am not against the point
you make, but given the direction you are coming
from it should be valued over a longer period of time
than the existing structure.
Mr Dromey: Leverage is key to private equity.
Frankly, it transfers the risk to the people we
represent, our members, and it attracts tax privilege.
There is no coherent economic reason for that any
longer, and that is why we have argued, rightly so,
that the taxation regime should be changed. It is
quite wrong that the cleaners we represent in Canary
Wharf and the City of London should pay tax like
any other citizen but the people for whom they clean
who earn fabulous wealth get away with paying
minimal tax.
Mr Talbot: Is the reward proportionate to the risk?
Chairman:We shall come to that.

Q171 John Thurso: Mr Kenny, thank you for the
letter you sent to us, particularly the memorandum
of understanding between the BVCA and the Inland
Revenue. I have used the figures set out in typical
fund structures in chapter 7. Assuming that all of the
numbers as stated in that memorandum are correct
and there is an exit in three years at £150 million, a
£2,500 investment made by the equity partner would
result in a profit of £1.5 million, of which only
£150,000 goes in tax. Therefore, there is a clear profit

of £450,000 a year for each of the three years. Why
should that not be regarded as a justifiable reward
for honest enterprise?
Mr Kenny: You probably know the answer to that
question before you pose it, with great respect. It is
very diYcult to justify and explain to people that
there should be a fair regime based on fair risk when
a cleaner on minimum wage will pay more tax
proportionately than somebodywhomakes a £2,500
investment over three years. I do not see how that
argument can be sustained; it is clearly unfair.

Q172 John Thurso: Mr Dromey, do you think that
the Government got it wrong or this was the
intention of what the Government set out to do
when it brought in taper relief?
Mr Dromey: I think that what the Government did
was for a diVerent time and for diVerent reasons in
respect of legitimate venture capital. I do not believe
anybody anticipated at the time that there would be
a rapid growth of enormous companies with assets
greater than the GDP of some African states that
took advantage of what is undoubtedly a loophole.
Everyone understands why the Government did
what it did when it did it, but it now needs to reflect
in light of experience.

Q173 Mr Simon: Mr Kenny, what happened was
that you had a local dispute in the AA and came up
against these private equity people. You did not like
the way they treated the workforce or you; you did
not really hit it oVwith them. It became a bit of a test
of strength. You started to dig around and put it
about a bit. It soon emerged that this was a very
young industry that did not know anything about
politics, the political process and media. It was an
ingenuous, soft and easy target and ever since you
have been kicking it around left, right and centre just
because you can. That is really what is going on, is
it not?
Mr Kenny: You are absolutely right that we had an
agreement with the AA. It recognised the GMB.
When that passed to the particular private equity
group that now owns it the union was very quickly
de-recognised. There is a whole range of
circumstances about those facilities being
withdrawn. Quite soon after that massive job
reductions began; it was a total of 3,400. There were
big changes to the way the system operated.Without
a union inside it made it much easier to do, frankly.
Are they naı̈ve or just fresh-faced individuals? I do
not think so. They know exactly what they are doing
at all stages. As to pushing them around, I entirely
agree that when we started the issue at the AA it was
a local dispute with a local employer, but it very
quickly became obvious to us that we did not know
who the employer was. We could not find the
umbrella organisation that owned the AA; we could
not get past the first level and had no dialogue. With
great respect, trade unions are there to represent
their members and they have only two ways to do
business.We do it either inside, which is where we do
99.9% of our work, or we are forced to do it outside.
In the case of the AA we were forced to do our
business outside. As it unfolded I and I believe a lot
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of other people in the country learnt exactly what
this management buyin situation was. I emphasise
that I distinguish it from venture capitalists and
entrepreneurs with whom we have a lot of great
arrangements. They have created wealth jobs. I
think that the conditions which have been set up for
that purpose have been exploited in themanagement
buyin situation.

Q174 Mr Simon: Mr Dromey, what do you say to
the suggestion that the whole industry in this arena
is naı̈ve and inexperienced and is an easy target for
you? This is old-fashioned class politics and you are
just kicking them all over the place because you can.
That is not really your style, is it?
Mr Dromey: First, this is about sticking up for
members. Second, it is about what kind of society we
want to live in and preserving our traditions of
accountability of public companies. Third, it is
about fairness, including fair taxation. I am not sure
you are suggesting that we take a retiring collection
for our friends fromprivate equitywhowill be giving
evidence after us, but I give one example in relation
to your constituency. Seven thousand job losses in
Cadbury’s were announced yesterday. The chief
executive said today that that is driven by trying to
fight oV a private equity takeover. One of the private
equity individuals who seeks to buy into Cadbury’s
right now, Mr Nelson Peltz, was the man who put
Heinz under pressure to close the HP Sauce factory
in Birmingham. No one is safe. We are sticking up
for our members as you should stick up for your
constituents.

Q175 Angela Eagle: Do any of the witnesses have a
view of the eVect of the scandals of Enron and
Worldcom in forcing PLCs to give greater
transparency? Apart from the colossal returns that
can be had from private equity, is that driving funds
away from the public market and, if so, what do you
think should be done about it?
Mr Talbot: It has had a big eVect in the USA.
American companies are much more conscious of
this. Some of the evidence given to the Senate
Finance Committee reflects their concerns about
those particular issues. They are now more aware of
the consequences of not being transparent and
providing the necessary information than I suspect
corresponding people on this side of the Atlantic.
MrDromey:There has been a generation of progress
made in Britain and worldwide towards the
accountability and openness of the public company.
Indeed, there are now obligations on public
companies in terms of how they conduct themselves.
One private equity figure last week commented on
how tiresome it was that public companies had to
make statements about environmental impact and
social responsibility, for example. Those
responsibilities do not fall on private equity.

Q176 Angela Eagle:Do you think that for the public
good and the eYcient working of stakeholder
markets we should look at new regulations and
transparency that applies equally, perhaps not
simply to shareholders but in diVerent forms of

business structure, rather than the uneven playing
fields that we now have which pushes funds away
from where they can be accountable?
Ms Ludkin: I think you summarise exactly our
concern in relation to transparency. We think that
the market requires a balance and the economy
requires equal measures from diVerent parts. What
we say is that private equity can operate under a veil
of secrecy without the same accountability and
responsibility as listed companies, but there will be a
shift for that reason among others towards
companies going under the veil of secrecy and going
private. It cannot be good for the economy and the
country that these people should operate without
that level of accountability. We would look for that
balance to be retained and regained.

Q177 Angela Eagle: If we are looking as a committee
at what we might wish to recommend to deal with
the issues of non-disclosure and secrecy, what do
you suggest, first, in relation to the rights of the
workforce and, second, in relation to information
and consultation?
Mr Dromey: There are two key factors: first, there
should be information and consultation so that
workers in private equity circumstances are treated
in the same way as if it was a public company. There
should be obligations to disclose, consult and
negotiate with a view to reaching agreement, and
also the ability to seek an injunction if that does not
happen. Workers should be treated the same as if
they were in public companies. Second, one needs to
protect terms and conditions post-transfer. We need
to look at the existing raft of European and domestic
legislation, for example the acquired rights and
information and consultation directives. The
framework is there but we need to strengthen the law
so that one has the right to be consulted and
informed and one’s terms and conditions of
employment are protected post-transfer.

Q178 Angela Eagle: Last week the British Venture
Capital Association insisted that TUPE regulations
applied to them. I asked them about that on more
than one occasion because that was not my
understanding.
Mr Dromey: They are wrong. I chaired the forum
which brought the social partners—public and
private sector employers, the voluntary sector and
the trade unions—into a dialogue that lasted three
years on the new TUPE. Share transfers were
explicitly excluded from that, despite the fact there
was a lot of support from reputable private sector
interests saying that share transfers should be
covered. They are not covered, and, with the greatest
respect to private equity, they need to get better
lawyers.

Q179 Angela Eagle: Mr Kenny, you have had
experiences of trade union de-recognition. How did
TUPE apply to the takeover at the AA?
Mr Kenny: EVectively, it did not. The way it worked
for us was that the union had facilities, as in most
companies. We had deductions for union
contributions from pay and facilities for our
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representatives. That was stopped. The
representatives were called and encouraged to start
a staV association and arrangements and facilities
were set up for that purpose. The unionwas given no
facilities and was almost wiped out.

Q180 Angela Eagle:What about TUPE?
MrKenny:EVectively, it was not applied because the
staV association could not apply it. In terms of other
good examples, in the case of Birdseye that was sold
byUnilever to the same group that owns theAA.We
were told because of our concerns of what had
happened elsewhere—we did a lot of public
campaigning—that for three years things would be
honoured and there would be no problems. In less
than three months one of the big sites employing 600
people was targeted for closure. Does that happen
elsewhere? Yes, of course factories close, but if you
are paying £1.1 billion for an operation you cannot
say you do not know that you will shut 50% per cent
of the UKmanufacturing base within three months.
It is just naı̈ve to suggest that. Therefore, it does not
apply and it needs to be extended.

Q181 Angela Eagle: Are you worried about pension
fund liabilities? I notice in your evidence you talk
about private equity having broken pension
promises and that awhole series of insolvent pension
funds has been linked to private equity. What are
your worries about that in terms of the savings of
members?
Mr Kenny: We have earmarked these for the
Committee. There are some examples in that
document that we would ask you to look at where
eVectively companies were put into administration
and re-floated within 24 hours minus the pension
fund liabilities which were transferred to the
financial assistance scheme; in other words, the
taxpayer.

Q182 Peter Viggers: The aim of private equity firms
is to get out an investment in three to seven years, so
their idea is to seek to maximise value during that
period. On the other hand, investors in PLCs have
an average investment time of something like 15
months. That is a shorter term than for equity
investors. You have been clear in explaining to us
some of the disadvantages of equity investment.
What research have you done about the impact of
private equity companies on investment and jobs in
the longer term, because the industry will tell you
that perhaps initially there are job losses but in the
longer term there are job improvements?
Mr Kenny: First, if those are the figures supplied by
the PVCA or Nottingham Business School we do
not have access to them; we cannot go through them
and audit them to make sure they are correct. They
are not made available to us. Second, based on what
they have said it appears that they include all three
wings that I described earlier: the jobs created
through straightforward venture capital
entrepreneurs and the management buyouts. If we
could scrutinise that research we would say there
would be a plus on that side of the balance sheet but

a minus on the management buyins. I am afraid that
that research does not provide us with a great deal of
comfort; in other words, we do not believe it is true.
Mr Dromey: If you look at what is incontrovertible
in relation to workers, one of the world’s leading
debt assessment agencies, Standard & Poor’s, is
absolutely clear that the impact of leveraged buyouts
is to depress pay and conditions of employment and
pensions. As to jobs, in our submissions we have put
forward evidence of losses. The industry on the back
of a fag packet has put forward an alternative
argument. One of the things that this Committee
could usefully call for is further work to be
commissioned to establish beyond any doubt what
the impact is on jobs. The impact on terms and
conditions and pensions is clear, but we strongly
believe that any independent analysis of the impact
on jobs will bear out the criticisms that Mr Kenny
makes.
Ms Ludkin: I led the research for the GMB. We
turned to academics throughout the country to look
for independent research on the statistics provided
by the BVCA. We did not find any independent
evaluations that supported their numbers. The
limited amount of research that is available
discredits them at every turn.

Q183 Peter Viggers: It seems that quite recently
there has been a growth in shareholder action in
public limited companies, perhaps stimulated by a
fear of a private equity approach, and that
individual small shareholders have been
instrumental in achieving change in PLCs. That
leads me to ask whether it is the glare of public
scrutiny which operates in PLCs that prevents them
from taking action, for example the leverage that
you are able to exert on public companies acting as a
brake to stop them carrying through action that they
would like to take?
Mr Dromey: Accountability of public companies is
a thoroughly good thing; it is right that public
companies should have to account to all
stakeholders including workers. You will forgive me
for saying that only on Monday of this week your
leader spoke about social responsibility. It is to deny
social responsibility to go from a public company to
a world of private equity where people make
fortunes in secret with workers paying the price.

Q184 Ms Keeble:Mr Kenny, you have made a very
detailed submission on pensions. You gave the
example of a takeover where the pension fund
collapsed virtually straight away and the liability
went to the FAS. Do you agree that that is a very
dramatic shift from the private to the public sector
in terms of risk and liability?
Mr Kenny:Companies go bust and pension schemes
are in trouble. TheFAS and pension protection fund
were set up to deal with the realities of life. I am
saying it is unacceptable for owners to put a
company into administration in order to transfer
their pension responsibilities to the state. That
should be looked at. In the submission there are
examples where companies have done exactly that.
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Q185 Ms Keeble: Do you believe that given that
tendency there should also be a much higher level of
accountability, scrutiny and transparency of what
private equity funds are doing because at the end of
the day the public sector will pick up the tab?
Mr Kenny: Absolutely.

Q186 Ms Keeble: What further powers would you
like to see in terms of the protection of pension funds
in these kinds of takeovers and buyouts?
Mr Kenny: I believe that the example of Boots is
quite a good one. Maybe without the kicking about,
as one Member said, that debate would not have
taken place.

Q187 Ms Keeble: Do you think that the pension
regulator has suYcient powers?
Mr Kenny: I was going on to say that I believe the
trustee should have specific powers to block or call
in the regulator on those deals. The Boots example
is a very significant one, but there are lots of others.
Recently, United Biscuits which made its biggest
gross profit for donkeys’ years sent to the workforce
a list of questions and answers. One of the questions
was why they were not paying money into the
pension fund because they had to pay oV the debt.

Q188MsKeeble: In terms of the Boots deal, what do
you think about a private equity firm earning £43
million a year over 10 years when in the meantime it
will pull out and there has been an £11.1 billion
buyout?
MrKenny:Where I live £41million is a lot ofmoney,
but in the context of an £11 billion buyout that is
chicken feed particularly in view of the thousands of
pensioners involved.

Q189 Ms Keeble: I put the question another way. A
lot of your members and perhaps the GMB pension
fund will have investments in private equity schemes
and therefore will have an interest in the kind of
returns that they can provide. What do you say to
those of your members who have got interest the
other way?
MrKenny: I say two things. One is about the union’s
own investments. Our position is that we do not
invest in private equity unless it is for a specific
reason and we are after something.

Q190MsKeeble:When you say “we are after”, what
do you mean?
MrKenny:For example, we recently bought stock in
3i on the basis of a particular issue to do with its
treatment of staV on a particular project.

Q191 Ms Keeble: But that is a publicly-listed
company and so it is a bit diVerent.
Mr Kenny: Yes. In terms of the pension scheme the
union as the employer does not have control over the
investments in the scheme; that is a matter for the
trustees. But I think people have been a little naı̈ve
about the supposed performance of private equity
and the returns to pension funds over the past couple
of years. Now that the rest of the market is doing
much better people are beginning to understand

some of the risks that they did not understand
before. If you look at the 20% that is taken out,
maybe when you put it all together the performance
nowwill be comparable; wewill have towait and see,
but this discussion among trustees would not have
taken place 12 months ago and now it is.

Q192 Mr Newmark: You have been critical of
private equity. Notwithstanding the fact that you
have tried to pass the buck to the trustees, the reality
is that private equity firms are getting bigger and
bigger mainly on the back of pension funds,
including money managed on behalf of trade union
pensioners. I am curious as to how psychologically
you square the circle with the fact that it is your own
pensioners who are driving this growth in the
business. What checks and balances would you like
to see in place so you can have more influence over
that?
Mr Kenny: I am not entirely certain that it is our
pensioners who are driving the growth, with great
respect.

Q193 Mr Newmark: Are you saying that none of
your pensioners invest in private equity?
Mr Kenny: I do not think that the pensioners who
are members of the GMBunion fund, who represent
00000000.0% or whatever, are driving the market. I
think it is a slightly bigger number than that. I was
not passing the buck at all; I was just telling the
truth. The union as an employer cannot determine
where those investments go. As you well know, that
is a matter for the trustees and actuaries to advise
upon. It is done in an arm’s length arrangement from
the union. As to why that has been done
increasingly, there has been low yield from gilts in
the bond market, a lack of confidence in public
equity, though we now see that coming back a bit,
and overall people have been somewhat seduced by
the amount of money available to get into that
sector. It is now flattening out with the 20% fees that
are charged, the changes in some gilts and bonds and
the knowledge trustees now have about the potential
danger. It is high risk and there is danger if interest
rates rise.

Q194 Mr Newmark: I will not debate with you what
you see as the danger. I should like to move on to an
assertion made by Mr Maloney today, which I
assume was on the back of the booklet about private
equities and broken pension promises, that £2
billion of unfunded liabilities were due to private
equity. To take a leaf out ofMs Ludkin’s book—she
said one should look into the detail—I have had a
look at two deals that represent 50%of the £2 billion.
One is to do with MG Rover which turned down a
private equity investor and went with a bunch of
opportunistic investors, entrepreneurs, call them
what you want, but they were certainly not private
equity. The second point concerns Turner & Newall
and a corporate raider called Carl Ekern. Again, it
was nothing to do with private equity. I question the
validity of this if just two of the examples which
represent half have nothing to do with private
equity.
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Mr Kenny: We spent about seven months
researching this.

Q195 Mr Newmark: I spent two minutes on it and
found that half of it had nothing to do with private
equity.
Mr Kenny: May I suggest that you take a little
longer?

Q196 Mr Newmark:Why?
Mr Kenny: I suggest that you do because you will
find in it the examples of Apex and British Shoes.

Q197 Mr Newmark: Is that Mr Cohen’s firm?
Mr Kenny: It is. A lot of other people have an
interest in that. That company went into
administration and £30million and 1,000 pensioners
lost out. That is worth a bit of scrutiny. This report
represents only 21 about which we were able to get
results out of 96 that we could identify. That lot
came to £2 billion. You say that that accounts for
50%. No, it does not. We could not establish it. The
challenge for the Committee is to try to establish
where the other 95 have gone and how much they
are.
Mr Dromey: As far as Rover is concerned, can we
nail once and for all the Alchemy myth? It is simply
not true that what they were oVering was between
£40,000 and £60,000 in redundancy payments for
those who wanted to go and protection of pensions
for those who stayed. I know because I was involved
in it; I know the workers concerned. Do not accept
propaganda from private equity that is untrue.

Q198 Mr Newmark: I am not accepting this
propaganda either.
MrKenny:With great respect, you can at least do us
the courtesy of studying this.

Q199 Mr Newmark: I have given you the courtesy
and cited two examples that represent £1 billion.
MrKenny:You said that you had spent twominutes
reading a document that contains the details of 96
pension funds. I do not think that is doing it credit.

Q200 Mr Newmark: I do not think this does you
credit either. I move on quickly to the workforce
issue.Do you say that relations withworkers are bad
in all 1,500 private equity deals done per year, or is
it more unusual? You give the examples of the AA
and the Birdseye deal that was taken out. Are these
exceptions to the rule, or do you say that pretty
much all 1,500 deals done a year have examples of
poor relations with the workforce?
Mr Dromey: We are not saying that, but there are
too many bad examples. For example, when Texas
Pacific took over Gate Gourmet it treated the
workers shamefully and sacked 600 women in a
canteen and that led to a crippling dispute. There are
too many examples of that, and time and again it
comes back to private equity and leveraged buyouts.
We have been very specific in our criticism. It is not
a question of whether one is for or against private
equity. We work with reputable players in the
finance sector time and again to invest in and help

rescue companies that employ our members. Mr
Kenny has been very specific about the nature of the
criticism: it is the rapid growth of leveraged buyouts
and the price that workers pay which time and again
is bad news. Workers are the only stakeholders who
do not get a look in; the pension trustees and banks
do so. There are premium rates of interest and
covenants are sought. The only people whose voice
is not heard are the workers in those circumstances,
and that is wrong.

Q201 Mr Mudie: I think the group makes the point
it is ironic that the very same trustees who may be
fighting to save the pensions when a private equity
firm comes in are the people whomaywell be putting
the investment into the private equity fund. I
thought it was very humble of Mr Kenny to say that
his organisation would not have very much
influence. Mr Newmark said that he did not agree
about the danger. I do not think there is anybody in
the industry who does not think that benign
economic circumstances will change and there will
be casualties.Whether or not it is systemic, there will
be casualties and if private pension funds are in
there, as they are, and a big firm that has invested
money gets into trouble there are catastrophic
consequences for a lot of ordinary working people.
Do you limit yourself to the time that the firm is
taken over and you are defensively talking to
trustees at that time, or do you have a co-ordinated
policy at a political as well as a trade union level to
try to influence trustees about the wisdom of their
investment policies?
Mr Talbot: I think that is a very fair point and it is
something that we will have to paymore attention to
in future than perhaps we have done in the past.
There is a lot of concern about it. There could well
be some sort of trouble.All sorts of economic factors
could change. It is a bit like an earthquake: you do
not know that it will definitely happen but it could
and you do not know what the final consequences
will be. I entirely take your point. Obviously, we do
not have day-to-day control over the trustees.
Nevertheless, in terms of advice, guidance and so on
I for one shall certainly be looking at this in the
future.
Mr Kenny:We have had discussions with the TUC
about creating a framework so we can get
information out to people and understand not just
the potential benefit but the potential risk. That has
been missing in this debate. There has not been a
debate like this. Maybe it took the union to raise the
issue for the whole debate to take place.

Q202 Mr Breed: Dr Dromey, in your submission
you suggest that the general public has an interest in
the private equity-owned company plans and
activities. What do you think the public should be
told, and why do you think it has a right to be told
that information?
Mr Dromey: The strength of public companies is
that they are accountable. Obligations fall on them
in terms of disclosure to their employees but also
their shareholders.
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Q203 Mr Breed: That is because they are a public
company.
Mr Dromey: Yes.

Q204 Mr Breed: But we are talking about a private
equity-owned company. Why does the general
public have an interest in a private equity-owned
company?
Mr Dromey: Because if one has very powerful
companies operating in secret and they are totally
unaccountable for the consequences of their actions
for workers and the public that is wrong; it oVends
against what has been a generation of progress on
openness and transparency of public companies.
The model of public company operations is one that
we should preserve, but private equity is escaping
public scrutiny, which cannot be right.

Q205 Mr Breed: Basically, you want the general
public to have exactly the same information on a
private equity-owned company as a public
company?
Mr Dromey: There can be no reason whatsoever
why public companies and private equity should
have diVerent rules applied to them. The same rules,
standards and law should apply to both.

Q206 Mr Breed:MrKenny, in your submission you
state that private equity companies have no duty of
public accountability. Why should private equity
firms have a higher disclosure than, say, very large
family-owned companies, some of which are based
in my constituency? Surely, it is wrong to
discriminate against one particular form of
ownership. Why should private equity firms have
any higher disclosure than, say, some large family-
owned businesses that have been going for a long
period of time?
Mr Kenny: You have just described why there is a
diVerence. If you have a family-owned business, or
one that has been running over a long period, it is
clear that people are in it for the long haul. Someone
described the period as three to seven years; most of
the stuV I have seen is based on three to five years
and people will get out quicker if they can. I think
there is a very diVerent approach both to how the
business is managed and the employees are treated
and the long-term investment issues related to that
business. They are very diVerent. Why should the
public have an interest? If you take a company like
Boots which is paying £150 million corporation tax
and private equity takes it over and suddenly that
£150 million no longer goes to the Exchequer, that
has to be found somewhere else because they are
paying out on the leverage. There is a liability on the
taxpayer if the pension scheme goes; the taxpayer
picks up the responsibility under the FAS. Finally,
the taxpayer and public have the right to know that
people are paying a fair share of tax, whether they
are domiciled here or are oVshore. There is an issue
here about public disclosure so that people can see it
is fair.

Q207Mr Breed:Your criterion for discrimination in
terms of accountability, disclosure and everything
else is to do with how long the company has been
going?
Mr Kenny: I am not an expert and I hope that you
and the Treasury are. Ultimately, it seems that the
rules were changed to encourage investment, which
we want—we want growth and the creation of
value—but in the end value is extracted. I am saying
that the time one is involved before one can benefit
must be important.

Q208 Mr Breed: If one takes the example of Boots,
that company continues. Boots has been going for
over 100 years and it will carry on, we hope, for
another 100-odd years. How do you discriminate in
the case of that particular company which has been
going for years, just like some big family-owned
businesses? Why should there be any diVerential in
disclosure and accountability?
Mr Kenny: I do not think that Boots should ever
have to carry the level of debt that it is currently
carrying.

Q209 Mr Breed: But that is up to the company.
Mr Kenny: If, god forbid, the company got into
diYculty the potential impact on the taxpayer to
prop up the pension scheme is huge. I think that is a
matter of public interest. The manner in which those
people are treated is of interest to our union. We
have members in Boots.
Mr Dromey:What does private equity have to fear
from having to be open?

Q210Mr Breed:Wewill ask them that in a moment.
Mr Dromey: To be frank, from the point of view of
the public until the GMB’s campaign more was
known about the Cosa Nostra than private equity.

Q211MrLove:MrDromey, earlier you called for an
independent analysis of the economic impact of
private equity, presumably looking at productivity,
although as a trade union representative your
interest would be in job gains or job losses. Would
that answer all of the concerns of the trade union
about private equity?
MrDromey:No; no study in itself is not enough. The
time has come for action. We strongly believe that
there is suYcient evidence to justify the taking of
action now on tax transparency and the protection
of workers. It would, however, be valuable for this
debate to be properly informed, but what we do not
want is a public policy response that is simply to
conduct an investigation. What the workers we
represent need is for government to be on their side
and to act in the public interest to change the laws
and rules as they apply to private equity.

Q212 Mr Love: Ms Ludkin, earlier you said that
when you tried to carry out a study you could not
find any relevant information of help to you.Why do
you think that is?
Ms Ludkin: I think that private equity likes to
operate under a veil of secrecy. I do not think that
their results would stand up to independent scrutiny.
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Q213 Mr Love: The veil of secrecy has allowed all
sorts of talk about asset-stripping, casino capitalism
and all the words that have been bandied about in
the debate over the past few weeks. All the public
comment suggests that that is not in the interests of
private equity, so why does it not come clean?
Ms Ludkin: I do not think they anticipated this level
of scrutiny. We are not responsible for all the
dialogue and press accounts about them. I think it
has taken them by surprise. There is a certain level of
arrogance in the industry; it has fallen in love with
ideas about itself and all of this is a shock to it. It is
time for the industry to stand up. I am sure it is
looking forward to speaking to you today, and I am
certainly looking forward to hearing it.

Q214 Mr Love: Mr Kenny, Sir David Walker is
currently looking at a number of issues—we hope to
pass our report to him—relating to transparency
and disclosure. He is looking specifically at a code.
What do you hope to get out of that? Would that
begin to answer the concerns of the workforce?
Mr Kenny: I like to give something more than two
minutes before I make a judgment on it, but in truth
not only has the horse bolted and the stable door has
been shut; I think the whole stable block has been
burnt to the ground. That initial report into some
form of self-regulation as disclosure was a reaction
to the situation at that time. The debate has moved
on so far. There are issues about tax, which will not
be covered by that, jobs and BVCA statistics. I think
we copied one of the statistics that they gave us only
to discover that it was not true. That statistic related
to the number of jobs currently in that particular
sector of the economy under their control. You have
to believe some things they tell you, but the one thing
they did tell us was not true.

Q215MrLove: I do not want to leave the impression
that maybe you are being too negative in relation to
private equity. We understand that the primary
concern of all the witnesses is their members. You
have already said that not all private equity
takeovers have been bad for trade union relations;
and you have said that in some cases it leads to
higher rather than lower levels of employment,
although overall you believe that the balance is very
negative. What changes in terms of disclosure and
the way that private equity operates will allow you
to believe that you are therefore able better to
protect your members?
Mr Talbot: One of the things we have said would be
a welcome step is the introduction of a code of
conduct agreed with the appropriate regulatory
authorities and the trade union bodies and which
can therefore set a standard right across the
industry. If you asked me specifically what we are
saying in relation to that it is that, first, there should
be a commitment to corporate social responsibility,
disclosure of information and consultation with the
employees of the organisations concerned. There
should be respect for terms and conditions and
information and consultation arrangements, and so
on.We think that that would be a welcome step. We
accept that a code of conduct does not have

legislative background. Nevertheless, if it was
agreed in the way suggested it might go some way to
resolve some of the present diYculties.
Mr Dromey: A code of conduct would be welcome,
but self-regulation by private equity would be worse
than useless. There are now some voices heard in
private equity about their concerns as to what is
happening, and we welcome that. It is inconceivable
that self-regulation will work, not least because
unless there is an enforceable code of conduct for a
new regulatory framework the rogues will undercut
the reputable.

Q216 Mr Love: When they come before us we will
ask questions about some of the issues you raise, but
there are many in private equity who say that you
will kill the goose that lays the golden egg, as they
put it. How do you respond to that?
Mr Kenny: I do not believe that is true. The
European Venture Capital Association has just said
that the amount of newmoney that is available is not
going to the traditional venture capital set-ups and
management buyouts. Huge amounts of it is going
intomanagement buyins, so the very thing for which
we are trying to create a tax regime to encourage
value creation is now being starved of available
money in the market and it is going into
management buyins. That is a diVerent agenda. I
know that it is a bit like the emperor’s new clothes
and sometimes it is not a pretty sight, but in this case
they are dealing with the business diVerently and
they are not in for the long haul but to make money
quickly, and they do not care who is hurt in the
process.

Q217 Jim Cousins: First, I am grateful toMr Kenny
and the GMB for bringing to the attention of the
Committee the memorandum of understanding of
2003 between the Inland Revenue and the British
Venture Capital Association which substantially
modified the impact on private equity of the changes
in the FinanceAct 2003. As we can now see, not only
did it do that but in two significant respects it varied
long-standing guidelines about the way that interest
should be treated. Did you make some further
inquiries after you discovered this, because the
memorandum of understanding can be set aside
where the InlandRevenue judges that the purpose of
the arrangements is tax avoidance? Do you have
evidence that any such inquiries were made and any
override of the memorandum of understanding ever
took place?
Ms Ludkin: Subsequent to discovering that—the
memorandum was hidden in plain view on the
HMRC site, having been directed to it by some
accountants—we have written to the Revenue to
make further inquiries about it but have not so far
received a response. We would be happy to supply
that to you once we have had the opportunity to
look at it.
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Q218 Jim Cousins:A further point emerges from the
memorandum of understanding which you have
brought to the attention of the Committee. I think
most people visualised that the people who benefited
from capital gains tax taper relief were individuals,
but what this memorandum of understanding
reveals, as is quite obvious once it is pointed out, is
that the relief can be extended to companies and
special purpose vehicles that can be created for the
specific purpose of having carried interest. These
companies are not necessarily domiciled in the UK
for tax purposes.

Ms Ludkin: Absolutely not.

Witnesses: Mr Damon BuYni, Managing Partner, Permira Advisers LLP; Mr Dominic Murphy, Partner,
Kohlberg Kravis Roberts & Co; Mr Philip Yea, Chief Executive, 3i Group PLC; and Mr Robert Easton,
Managing Director, Carlyle Group, gave evidence.

Q220 Chairman:Welcome to the Committee. Please
identify yourselves for the record, starting with Mr
Easton.
Mr Easton: I am Robert Easton from the Carlyle
Group.
Mr Yea: I am Philip Yea, chief executive of 3i.
Mr Murphy: I am Dominic Murphy, partner at
Kohlberg Kravis Roberts.
Mr BuYni: And I am Damon BuYni from Permira.

Q221 Chairman: Blackstone has informed us that it
cannot give evidence to the Committee at the
moment for reasons set out in a letter that is
available to the press, but it will be available to give
evidence at a future date. Before I commence
questions, this Committee is aware of the need to
distinguish venture capital from LBOs. We do not
want to discourage the use of tax incentives for
companies to grow businesses and for
entrepreneurship to flourish and other aspects of
business to flourish. We also do not want to damage
any family businesses. I have visited a number of
family businesses in the past few years for which I
have great regard, for example a whisky company in
my constituency. We want to look at the unique
elements of private equity and ensure that his
inquiry is an informative session so we can build on
the evidence we have received and communicate
with the various authorities, whether it be HMRC,
Sir David Walker- we will inform him of the results
of our inquiry to date—or the Treasury.With that in
mind, I start oV the questions on the issue of
transparency and the social side. I note that the other
day Jimmy O’Neill of Goldman Sachs said that as
private equity’s impact grew it had an obligation to
do more on the social side. He has also said that the
industry’s secrecy makes it an easy target. What are
you doing on the social side?
Mr Easton: First, we do a tremendously good job
with our investors on communications and an
equally good job with our customers, our major
stakeholders in businesses. What David Walker’s
review puts under the spotlight is the need to do
more with our employees who I accept are

Q219 Jim Cousins:Do you have any evidence of the
extent of the use of companies employing
individuals for the benefit of carried interest, or
special purpose vehicles being formed for the
purpose of holding carried interest, that are not
domiciled in the UK for tax purposes?
Mr Kenny: We do not because we discovered that
only recently and sent it to you. We are still working
on it but we do not have any evidence to present to
the Committee at this stage. But if the inquiry is still
goingwewill providewhateverwe can come upwith.
Chairman: Thank you for your appearance. The
memorandum of understanding is something that
we shall look into further.

stakeholders in our businesses and his review will
address that issue. On the social question, in
Carlyle’s portfolio companies in the UK we have
excellent relations with various unions, particularly
the GMB which was represented earlier. As an
industry private equity can and should domore in its
social responsibilities. I am, however, responsible
for certain chemical companies. Where we have an
obligation for example to meet environmental
health and safety legislation we fully co-operate and
abide by the laws in whatever land we happen to be.
Mr Murphy: From our perspective, we believe in
transparency and a fully motivated and informed
workforce. KKR’s general philosophy over the past
31 years is to inform all its stakeholders of its
strategic objectives. In relation to Alliance Boots,
from the day of the announcement we have been
communicating with the media, the unions and
politicians. Indeed, I sent a letter to the Chairman of
this Committee. I have met the Treasury and written
to the Department of Health. We believe in strong
communications and that is a very healthy
perspective to take.
Mr BuYni: I agree with Mr Murphy. We believe in
very strong communications. Further, we think that
to be a company in society we have to engage with
employees and the social fabric. I give a couple of
examples from our portfolio. New Look has just
appointed a CSR director. Gala Coral which is one
of our leveraged buyouts has volunteered 2,000
hours of employee time in its head oYce alone in
Nottingham to engage in something called the Right
to Read programme. It has also recycled 10,000
tonnes of bingo tickets. Those are absolute examples
of how we are engaging in that.

Q222 Chairman: Have you produced an annual
report?
Mr BuYni:No, but the AA has produced a 50-page
annual report.

Q223 Chairman: Mr Murphy, do you have an
annual report?
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Mr Murphy: It varies case by case in terms of the
length of the report and size of the company.

Q224 Chairman: Is there an annual report on your
company?
MrMurphy:Yes.KKRhas a review of the company
every year.

Q225 Chairman: Is that available to the public?
MrMurphy:A lot of it is available on the website, so
eVectively yes.
Mr Easton: Our annual report runs to probably
more than 100 pages. It is essentially a download of
our website.

Q226Chairman: I just picked up the 3i annual report
which is 113 pages long. It refers to “Our purpose,
our vision, our strategy.” There is a chairman’s
statement by Baroness Hogg and a corporate
responsibility report on page 40. That illustrates its
philosophies and responsibilities. It has an
investment policy. As an industry you would not
find yourselves in the position you now face, real or
otherwise, if you had annual reports of this kind and
you communicated with people. With that in mind,
what can you do further on the social side, Mr Yea?
Mr Yea: Thank you for that. We were pleased to
receive an award for our previous year’s social
responsibility report. We were the best of all FTSE
companies. Clearly, the issue of transparency is
moving. We welcome the Walker commission. We
made submissions to it and we shall continue to
work with Walker because we believe this is an
industry that is easily explainable.

Q227 Chairman: Why do you think it has not been
explained to date?
Mr Yea: As the previous witnesses said, the
importance of the industry has been growing and
people have been concentrating on delivering
returns for their investors, many of which are
pension funds.

Q228 Chairman: But you are diVerent from the rest
of them here in that you are a listed company.
Mr Yea: Indeed.

Q229 Chairman: Am I correct that you do not
charge carried interest?
Mr Yea: I personally do not benefit from carried
interest, but there are 150 or 160 of our people
throughout the firm who receive part of the carried
interest schemes.We receive carried interest as a firm
from many of the funds that we manage, so carried
interest is integral to what we do.

Q230 Chairman: In terms of the private equity
boom, I note the comments of Jim Chanos, the
founder and president of Kynikos Associates, the
world’s largest dedicated short-selling hedge fund.
He says that he has a problem with private equity in
that it depends upon an amazing discontinuity and
arrogance which is that the stock market is totally

underpriced at all times and it is unbelievable to
think that the market is stupid at all times. Is he
right?
Mr Murphy: I do not agree with that opinion.

Q231 Chairman:Why?
Mr Murphy: If you look at KKR’s track record,
which extends to 31 years across many economic
cycles, even those dating back to 1989—we were
rated as one of the top five Fortune 500 companies
for our portfolio of companies—we have generated
for tens of millions of pensioners 27% compound
returns. That has occurred through many economic
cycles, good times and bad. I believe that the
learning we have had over those 31 years will stand
the firm in very good stead in future.

Q232 Chairman: I would like all of you to keep that
in mind.Mr Easton, he also says that what is driving
it is easy credit availability and the boom in
structured finance whereby lenders parcel out loans
in various collateralised obligations and investors
buy small pieces as they see fit. That has defused the
risk but the risk has not been eliminated. Do you
have sympathy with what he says?
Mr Easton: I think that the risk is super-diversified
across the economy.

Q233 Chairman: By “super-diversified” do you
mean that a lot of small people will perhaps get a
sore face but nobody will be killed?
Mr Easton: The FSA has looked at exactly that
question and considered closely whether a failure in
a buyout in the United Kingdom would have a
systemic impact on theUK’s economy. The FSAhas
been quite explicit that it does not believe that is the
case. If I may just pick up your public company/
private company comparison, I spent six years ofmy
career in public companies at a very senior level in
the UK and I have spent six years in private equity.
The fact is that whatMrMurphy says about returns
is true. Private equity has generated higher returns
relative to public companies and as a consequence
pension funds, including I imagine the GMB’s
pension plan, have shifted their allocations towards
private equity for that reason.

Q234 Chairman: Do you have any comments on
that?
Mr BuYni: I do not have any further comments. I
think the FSA has been pretty clear as to what it
thinks about systemic risk; it thinks it is low.

Q235 Chairman:MrYea, the private equity industry
seems to be in a state of chaos. Since its last meeting
with us we have had the resignation of the chief
executive of BVCA. People have contradicted one
another. It seems to me, if I may use the expression,
that they are all fighting with ferrets in a sack. This
industry needs to get itself sorted out. How can it go
about it to prevent people turning on one another,
even some calling others in the industry the enemy
within?
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MrYea: It is very important that we get on the front
foot and explain the benefits of the industry. To go
back to an earlier question, we make about 60
investments a year and take part in only two public
to private transactions.

Q236 Chairman: But how does the private equity
industry get its act together?
Mr Yea: I think that it is getting its act together. It
has explained that the private equity form of
ownership has helped to create—-

Q237 Chairman:Do you really think that in the past
week it has got its act together?
Mr Yea: I think that focus on a particular issue that
was played in a particular way caused this issue to
arise. I am here to help put forward the case for the
industry.

Q238 Chairman: But there is not a unified voice
coming fromprivate equity, is there? It is not helping
itself. Do you agree with that?
MrYea:No. In the earlier presentations people tried
to diVerentiate one part of the industry from
another. This is a broad industry from venture
capital through to buyouts.

Q239 Chairman: So, we are all agreed that the
industry has unanimously got its act together?
Mr Yea: No; I think there is more to be done.
Mr Murphy: It is very diYcult because it is to ask
whether everybody in the FTSE has the same
opinion. The private equity community is very
broad-based and comprises a number of diVerent
firms. To expect everyone to have an identical
perspective would be unusual.

Q240 Chairman: But look at the scale of the fighting
in the past week. Get real! What I am asking you is:
can you get your act together?
MrMurphy: I think that through the Walker review
that is what we are endeavouring to do.

Q241Mr Breed:Your erstwhile friends at the BVCA
have listed for the Committee very helpfully the
reasons why private equity is good for the country.
Somewhat surprisingly, they have omitted to list any
of the disadvantages. Can you say what you believe
them to be, or are there none?
Mr Easton: My experience in private equity in this
country has been only positive. It has been positive
for the companies in which I have been involved.My
most recent investment in the UK put £250 million
into a brand newbio-ethanol plant in Teessidewhich
has created 800 jobs during construction, with
double that number of jobs nationwide once it is up
and running. I do not see anything negative in that
whatsoever.

Q242 Mr Breed: You are down for nought?
Mr Easton: I have had no negative experiences.
Mr Yea: There are two parts to the question: first,
the benefits to the country of the industry in Europe
being located here. Our capital is country blind; we
invest across the world. Wherever those investments

are made there are still people here who are involved
in it. I believe that is beneficial to London and very
positive. Less than half our investment is in the UK.
I can tell you that the investments we do make are
very positive. I cannot think of a disadvantage in
having a beneficial productive industry that helps
create change and enterprise.
Mr Murphy: I completely endorse those comments.
Private equity is a force for good. Gordon Brown
said earlier this year there was evidence that private
equity had created more jobs at a faster rate than
some other institutional investors in the economy.
Ed Balls has communicated similar messages. My
experience of private equity—we can talk about
statistics and examples later if you wish—is that
there is increased employment, investment and
growth and superior returns to pensioners up and
down the country.

Q243Mr Breed: So, it is win, win, win and no loss to
the country?
Mr Murphy: I believe it is a force for good.

Q244 Mr Breed: Mr BuYni, strike an independent
note here.
Mr BuYni: We have 30 million pensioners in our
pension funds and millions of them are in the UK.
For instance, we have at least one million local
government employees, past and present, who invest
in our funds, and we have produced world-class
returns for them in an era when pension fund deficits
are a big issue. I believe that is a big positive for
the country.

Q245 Mr Breed: On that basis, therefore, do you
believe that because there is a certain amount of
concern and scepticism, even criticism, it would be
helpful to have a truly independent analysis of the
economic benefits to the country of private equity
from increased eYciency, the more productive use of
money and job creation? Would it help us and
perhaps the industry if such an independent
economic assessment was undertaken?
Mr BuYni: There have been several—I hate to say
“hundreds”—independent studies done by well
established institutions. I would be very happy to
provide the Committee with the details. They show
the benefit of private equity, management buyins,
buyouts and venture capital. We are quite happy to
produce those for the Committee.

Q246 Mr Breed: Does anyone disagree with that?
MrEaston: I do not disagree with that. I just say that
the lady from the GMB needs to click on a fewmore
websites. There is plenty of data out there. If you talk
to any one of the top consulting or accounting firms
youwill see data they have sourced from the industry
which is not freely available but certainly available;
it is there and you can have it.
Mr Breed: If any of you have access to that and you
let the Committee have it we will be extremely
helpful.
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Q247 Ms Keeble: Mr Easton, you talked about the
high rates of return. Do not high rates of return
assume a particular type of financial structure or
restructuring and an early exit?
Mr Easton: That is why I would encourage you to
get hold of these studies on our industry. They break
down the element of return which is delivered from
leverage—the use of debt—and the element
delivered from other sources. I am a firm believer
that we go in and transform companies and make a
big diVerence to them.

Q248Ms Keeble: But you exit early, do you not, and
the returns depend on that?
Mr Easton: No. We try to build value over a five-
year period. From my experience of public
companies and private equity, we try to build value
over that period, which is a lotmore long term in our
thinking.

Q249Ms Keeble: If we take Boots which has been in
existence for a very long time, for a private equity
firm to take it over to restructure it and pull out after
five years looks like the short term to most people.
Mr Easton: I am sure that Mr Murphy will want to
comment on Boots, but the reality is that studies
show that a minor fraction of the returns that we
generate for pensioners—we have a lot of pensioners
who depend upon us—is from the use of leverage.

Q250MsKeeble:What happens with something like
Focus? As I understand it, it was taken over and
restructured and I think the equity is now valued at
zero, according to reports on the Internet.
Mr Easton: I am not familiar with the Focus
transaction, so I cannot comment on it.
Mr Murphy: To pick up Alliance Boots, KKR is a
patient, long-term involved investor. We have a 31-
year track record and we have done over 150
transactions. The average lifespan over the 31 years
for each deal is seven years. The average lifespan of
an institutional investor is probably less than 12
months. Analysts in the public markets today are
very much focused on quarter-by-quarter results;
KKR is interested in long-term performance and
building long-term sustainable growing businesses.

Q251MsKeeble:How longwill you staywithBoots?
MrMurphy:We anticipate owning Boots for at least
five years. We cannot promise that; we cannot
predict the future.We feel that we have a very strong
growth vision for Alliance Boots and that fully to
exploit it we will own the business for at least five
years.

Q252Ms Keeble:You will pull out of the agreement
with the pension funds after only half its life, because
the commitment is for 10 years, is it not?
MrMurphy: The relationship with the pension fund
will be protected for ever or as long as Boots
survives. The pension fund is there to be protected.
We want employees and pensioners to have all of
their obligations fully satisfied, so I do not think that

the relationship between our ownership period and
the 10-year payment plan that you read in the
newspapers yesterday has any relevance.
Mr Yea: Our firm has produced over £2 billion of
value for UKpension funds over the past three years
alone, and less than one third of our business is in
leveraged buyouts. In the data thatwe have given the
Committee we have shown there is a very similar
level of return between our LBO business on an
accounting basis and our growth capital business.
Therefore, the suggestion that it is all about leverage
is one that worries me.

Q253 Ms Keeble: You said that two-thirds of your
deals were leveraged buyouts.
Mr Yea: One third of our present business is in
leveraged buyouts; two thirds deal with other forms
of capital, such as minorities, family companies and
others, and we are getting good returns.

Q254 Ms Keeble: The tax structure which is at the
heart of the dispute was really set up to encourage
investment in start-ups, but in general what
percentage of your investment goes into start-ups as
opposed to leveraged buyouts? You referred to one
third and two thirds. What about the others?
Mr Easton: In the United Kingdom at the moment
we have four buyout companies in our portfolio and
six venture projects.

Q255 Ms Keeble:What is the value?
MrEaston: I suspect that it would be 15% venture in
terms of equity deployed versus 85% buyout.

Q256 Ms Keeble: And for the other ones?
Mr Murphy: Our exclusive focus is on large
management buyouts or large leveraged buyouts.
Mr BuYni: And our exclusive focus is on buyouts.
Ms Keeble: Referring to paragraph 7.11 of the
agreement, which I am sure you are familiar with,
since you are open about information it would be
helpful to know the fund managers’ market rate
salaries as opposed to how much of their income is
derived from carried interest.

Q257Chairman:You said that youwere there longer
than institutional investors, but the question for us
is: how long does the management of a public
company stay in place compared with institutional
investors? If you take BP, Lord Brown has been
there for years and years. I do not think it is quite
right to say that you are there for longer. The
management of public companies is there for quite a
long time compared with investors. Is that not
correct?
Mr Yea: I am told that the average life of a CEO of
a FTSE these days is relatively short. I do not know
the precise statistic, but it is four or five years.
Chairman: That is something we shall find out. I am
just taking at face value your argument about
institutional investors.
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Q258 Mr Love: There seems to be some disparity
between the view you have expressed and the way
you treat your employees as private equity investors
based on the view given to us earlier by the trade
unions. Why is that?
Mr Murphy: I certainly think the caricature is
inaccurate from what we heard earlier this
afternoon. The best way to get the answer is to speak
to the chief executives of the companies that private
equity has purchased. To hear from the CEOs how
they motivate and incentivise their workforces
would be a very worthwhile exercise. I can talk only
about my own experience. I have done a lot of
leveraged buyouts over the past 10 to 12 years. We
have a very positive experience in terms of
employment growth and relationship with the
workforces, so the picture that was painted was not
one I recognised.

Q259 Mr Love: Mr Easton, was what you talked
about earlier in terms of employees an aspiration; if
so, when will it be a reality? I am referring to the very
positive picture that you have painted when we
know there are significant diYculties in some
investee companies.
Mr Easton: We can trade isolated examples of job
losses and job gains for a long time. I think the right
thing to do is talk about the fact that in total the
industry has grown employment, sales and exports.
As for Carlyle’s portfolio in the United Kingdom,
we have done all three of those. We have grown
employment bymore than 10 per cent. I will give you
just one example that demonstrates the productivity
improvements. We have managed to double sales in
a company in SheYeld in four years and we still have
the same number of people in that company. By
doing so we have created a low-cost world leader in
that industry by making it productive. We have the
same number of people with double the sales.

Q260 Mr Love: Did I hear you say that overall you
had achieved a 10 per cent increase in employment?
Mr Easton: Looking at our headquarters’ portfolio
in the UK, employment has grown by more than 10
per cent under our ownership.

Q261 Mr Love: Perhaps I may turn to the other
witnesses. What is your employment growth or
reduction, Mr Yea?
Mr Yea: We put it in our submission. In the track
record that we give there is a growth of 11% in 10
companies.

Q262 Mr Love: I do not want 10 companies; I want
the overall figure. Has there been job growth or
decline?
Mr Yea: The data on all companies including those
still held with us shows a 12% growth since 2001.
Mr Murphy: From our perspective, we have not
bought too many companies in the UK. In the UK
we bought Willis in the late 1990s. When we bought
it employment stood at 9,500; today it is 14,500.
Laporte which was purchased back in 2000 has
grown jobs from 2,500 to 9,500, albeit some of that
growth is through acquisitions. In terms of all my

other buyouts, whether they are management
buyouts or buyins in which I have been involved,
they have grown jobs significantly. National Car
Parks grew jobs by 26%per annum; Fitness First has
grown by 12% per annum; Peacock Stores shows a
growth of 9.4% per annum.

Q263 Mr Love: All I wanted was an overall figure.
Mr Murphy: But I am talking about growth.

Q264 Mr Love:Mr BuYni, can you give an overall
figure, because we have limited time?
MrBuYni:We had PWC do a study of our portfolio
at the end of 2006. We had nine companies in our
portfolio; six increased jobs and three did not. We
created 2,000 new jobs last year alone in the UK.
That is a five per cent increase year on year. Salaries
went up by four per cent. They also confirmed that
for the following companies we had backed the
results were: New Look with 3,000 new jobs,
Travelodge with 2,000 new jobs andGala Coral with
1,500 new jobs.

Q265MrLove:MrEaston, we are told by the BVCA
that TUPE applies. We have been told by the trade
unions today definitively that it does not apply.
What happens in your companies?
Mr Easton: Having read the transcript of the
evidence the other day, I think there is a huge
misunderstanding as to what TUPE is. In an asset
sale, if we buy assets out of a company TUPE
applies; if we buy shares in a company TUPE does
not. That has always been the case. I have been doing
this for 20 years in various forms, so there is no
change in the position. Obviously, there is a sense
that a change is needed. When TUPE applies we
abide by the laws and regulations andwe inform and
consult where appropriate.

Q266 Mr Love: TUPE does not apply to the vast
majority of your investments?
Mr Murphy: But it is not specific to leveraged
buyouts; it relates to all acquisitions.

Q267 Mr Love: I understand that.
Mr BuYni:When you buy a business if TUPE does
not apply you are legally obliged to honour the terms
and conditions of employees of the company that
you buy; they follow the company. That is the law.

Q268 Chairman: So, when you buy businesses with
shares TUPE does not apply?
Mr BuYni: Correct.
Chairman: It is important to make the point that if
you just buy the assets TUPE does not apply.

Q269 Mr Love: I turn to the working group chaired
by Sir David Walker. What do you hope to get out
of that working group?
Mr BuYni: I welcome the Walker report. It is timely
that we get some of these positive messages out
about the industry. I do not think we have anything
to hide. I give the example of the AA. When it was
owned by Centrica there was a page in the annual
report of that company. Under our ownership there
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is now a 50-page annual report which is available to
everybody. I think thatDavidWalker intends to talk
to all the diVerent stakeholders, which is absolutely
right—the unions and employees—and he will come
back and say maybe there should be more
information on companies in our portfolio andmore
timeliness in the provision of information. I welcome
the outcome of that and I do not prejudge it.

Q270 Mr Love: Mr Easton, you heard earlier what
the trade unions said in relation to Sir DavidWalker
and the need for greater transparency, consultation
and disclosure. Can your organisation go along with
that agenda?
Mr Easton: As I said earlier, there are three key
stakeholders in the business: the employees, the
customers and shareholders. I will tell you that as an
industry we have not done a good enough job with
our employees. For Carlyle, when I buy a company
I go out and meet every single employee. I have
stood in front of workforces from SheYeld to South
Korea. I give them the opportunity to ask me
whatever they want to ask. I never get beyond the
first slide before I am interrupted. We do the best we
can within Carlyle. I think that as an industry David
Walker will step back and issue a voluntary code,
which is a good thing to do.

Q271 Chairman: You say that as an industry you
have not done enough for your employees. Is that
not why you have shot yourself in the foot to some
extent? There is more to do. Maybe that is one
positive admission you can make to the Committee
today.
Mr Easton: Earlier you used the expression “get
your act together”.

Q272 Chairman: You said specifically that as an
industry you had not done enough. Therefore, as an
industry you have to get your act together.
Mr Easton: And that is what the David Walker
report is about.
Chairman: It is a pity that we had to wait for
David Walker.

Q273 Mr Todd: The FSA has conducted a review of
potential risks in private equity. Do you feel that the
items it has identified as risks are fair ones? The ones
they have given highest priority are: market abuse,
conflicts of interest, excessive leverage and unclear
ownership of economic risk.
Mr Yea: We contributed to the FSA study and we
welcomed it. Obviously, it has statutory objectives
to which it has to pay particular attention. I think
that the right risks are identified. From our
perspective excessive leverage and unclear
ownership of economic risks are the ones that we
regard asmost important but the FSA ranks them as
“medium high”. Market abuse and conflicts of
interest are wider than private equity, and obviously
with public to private there is greater risk. I do not
think it is saying that there is greater abuse; there is
just greater risk to which it needs to pay attention.

Q274 Mr Todd: I think it particularly identified
smaller private equity companies as ones that would
be more vulnerable in cases of market abuse, but, to
focus on an inward investment into a company in
which one would be co-operating with some senior
managers within the business, one would have
thought that the potential for market abuse was very
clear indeed. What steps do you take to control
that risk?
Mr Yea: In our firm we have a conflicts committee
that is set up and make sure that internal conflicts
within the firm aremanaged.We also have a clear set
of standards in the firm as to how those issues are
dealt with. Indeed, we have been able to share with
the FSA the procedures that we go through in
dealing with this, because it is very important that
attendance is given to these matters.

Q275 Mr Todd: I said earlier that the big boys
seemed to worry the FSA a little bit less than some
of the smaller players in this field. I have had
dealings with a smaller player who is named in the
GMB memorandum where there appeared to be
conflicts of interests that could be levelled at the
acquiring business. Those relatedmainly to property
transactions and shifts in the property portfolio for
the benefit of some of the players in it. Are these rules
self-made by you? Obviously, you interact with the
FSA but one wonders whether the regulatory
environment is tight enough or really relies on self-
regulation by you guys. Is that the perception one
has?
Mr Yea: As I understand it, the FSA is doing a
special study of how these issues are managed within
private equity companies with exactly that objective,
that is, to make sure that across the private equity
and hedge fund industry there is a clear standard.

Q276 Mr Todd: I focused purely on you, Mr Yea.
The other witnesses have remained silent on this
matter. Maybe they agree entirely with what you
have been saying and have robust procedures in
place to deal with exactly these problems.
Mr Murphy: From KKR’s perspective, over its 31
years it has built a reputation for a high degree of
integrity.We trade on our reputation; it is important
to us. At a more granular level, it is not possible for
anybody in the firm to buy individual shares in any
company. There is no black list; it is just forbidden
to buy individual shares. For us conflicts are very
important matters.

Q277 Mr Todd: How do you deal with the initial
contacts with senior management within a business
which can easily be very price-sensitive? The
individualmay pass on to you information about the
operation of that business which has a significant
eVect on its future valuation from which he and you
may gain. How do you control that process?
Mr Murphy: Confidentiality is key and leaks in our
industry in a public to private context are extremely
damaging and can rule out a transaction at a very
early stage. It is critical that whoever we engage with
confidentiality is preserved. Without it we do not
have a business.
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Q278Mr Todd: But in the Boots acquisition process
you were working closely with a board member?
Mr Murphy: Yes.

Q279 Mr Todd: He had a duty to his existing
shareholders, presumably. How do you square that
apparent diYculty of relationships in which Chinese
walls are erected half-way down, as far as one can
tell?
Mr Murphy: In that specific example in every
meeting we had with the individual in question
lawyers were present to make sure that no
confidential information was passed from that
individual to KKR. All of those sessions were
policed.

Q280 Mr Todd:What about the other witnesses?
Mr BuYni: As far as Permira is concerned, we have
very strict guidelines and policies that we have
shared with the FSA. We spent a great deal of time
with the FSAon the particular reports it has written.
In the case of public companies, we interact with the
chairman. We understand that there are very strict
guidelines about information that we should and
should not have.

Q281 Mr Todd: But the lack of transparency that
undoubtedly exists in some of these processes must
make it very much harder to set out precisely how
those controls have worked and for suspicions to
arise. A constituent wrote to me about the Boots
relationship as being something which to his
untutored eye raised a potential conflict of interest.
How do you deal with that? Clearly, you have to be
more transparent about how you control what
appear to be quite obvious conflicts of interest and
potential market abuse?
Mr BuYni: You must have a very clear and open
dialogue with the chairman of the company. I am
not familiar with the Boots situation, but I am sure
that, Sir Nigel Rudd being the robust individual that
he is, that was exactly what happened.
Angela Eagle: You have all argued in your evidence
that any changes in the tax structure which perhaps
put up the tax you would have to pay on your
individual and company earnings would lead to a
flight oVshore. From Mr BuYni onwards, can the
witnesses tell mewhether the witnesses are domiciled
in the UK for tax purposes?
Chairman: I want to deal with tax later on.

Q282 Mr Newmark: I should like to focus on
leverage. Compared with the days when I was in the
industry, now there seems to be a great deal of
leverage, with businesses leveraging up to higher
than what three or four years ago the whole terminal
enterprise value was worth. Do you share the
concern of a number of people out there that (a)
leverage is getting very high compared with how
things were historically and therefore there is some
level of systemic risk—we addressed that to some
extent earlier—and (b) that the problem is being
exacerbated by very covenant-light loans? I would
be curious to hear your reactions to that given that
you are all over-paying for businesses.

MrMurphy: I do not think that it is in the interests of
any private equity firm to over-leverage companies.
Everybody should assess the amount of debt that is
aVordable which will enable the business to have an
eYcient capital structure and cash flow to grow.
From the KKR perspective we are looking at
businesses from the industrial standpoint. We do an
incredible amount of due diligence and work both
externally and internally with a broad team of
advisers to assess the fundamental growth prospects
of the industry, where that business sits within the
industry and what unexploited potential that
business has. We then design a capital structure
around it with suYcient flexibility to ensure that it
can withstand a full economic cycle.

Q283 Mr Newmark: We can all reverse engineer
financial models, but the fact is that debt-to-cash
flow multiples are at an historic high. There is a
concern out there. I am just trying to understand
why that concern should be there. Given that it is
you who is responding to this, part of the accusation
is that you guys buy up businesses and eVectively
asset-strip them, ie sell oV a lot of the assets. I think
you guys are involved in Boots. Why is it good or
bad eVectively to start asset-stripping or selling oV

assets? Is it simply to pay down the debt? What you
do is load up with debt and then take a lot of the
assets and start to sell them oV to pay down the debt.
Mr Murphy: The Alliance Boots story is all about
growth. There are loads of unexploited potential,
whether it be opening new pharmacies, investing
more in the pharmacies or broadening the number of
services that they provide.

Q284 Mr Newmark: But you will be closing down a
bunch of pharmacies, will you not?
Mr Murphy: No; we shall be opening a substantial
number in the UK. To the extent that deregulation
takes place in continental Europe, we fully
anticipate thatwewill openmany pharmacies in that
part of the world. But it should all come down to
aVordability in terms of the level of debt that you put
into a business. Boots is a very cash-generative
business. Interest rates are low. It is a very eYcient
and eVective form of financing. The assumptions or
comments made in relation to asset-stripping are
ludicrous. If one bought a house one would invest in
repairs, repair the roof or paint it. If one buys
something one invests in it and grows it and make it
more valuable. Asset-stripping destroys and does
not create value. We are about creating value.
Mr BuYni:We are building businesses for the long
term. We buy a business for the long term and then
we want to sell it for more than we bought it for.
That is how we make returns for the pensioners who
are in our funds. I will give you some examples
because it may be easier. Immarsat is a great
technology company in this country. It is a leveraged
buyout. We invested $1.5 billion under our
ownership and it became a world leader. Travelodge
was a leveraged buyout. We built 100 new hotels in
a two-year period under our ownership.
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Q285 Mr Newmark: I am not here to listen to what
a wonderful job you are doing; I am here to try to get
an answer to the question of leverage and systemic
risk. Why is Will Hutton, for example, wrong to tell
us at the previous hearing that historically there is a
paradigm shift? There is a systemic risk because the
loans that you guys get have very weak covenants.
Therefore, you are eVectively filling your boots with
debt with the risk that if things gowrong youwill not
have the discipline of tight covenants.
Mr Easton: Covenant light loans are good for the
company and good for the equity in the company. In
the event of a downturn it simply means that the
company will ride it out better with respect to its
debt.

Q286 Chairman: Mr Easton, the Bank of England
has expressed concern about covenant-light loans.
Whenwewere inAmerica a very senior politician—I
will not give his name—expressed his concern about
cov-light loans, so what you say does not seem to
square with information that we have received either
from the Bank or England or US politicians. I think
you can cut the nonsense in terms of cov-light loans
being good.
Mr Yea: Chairman, prices have risen. I think that
the risk of a failure has risen, as we put in our
submission. We do not believe there is a systemic
risk. We believe that this debt is coming in from
CLO and CDO funds which are widely held. We
welcome the measures of the FSA to monitor
lending by banks. We are concerned that prices are
at quite a high level.

Q287 Mr Mudie: I have been reading in the press
that you paid vast sums to consultants to coach you
for today. I see in the audience a very prominent
figure who has probably been part of that. First, do
you think it has been worthwhile? Second, is it tax
deductible? You were doing very well. Peter must be
very proud of you. You havemoved into the venture
capital territory with your bland and prepared
answers. Mr Newmark just asked you a
straightforward question about leverage. We have
immersed ourselves in it and everywhere we look,
apart from the four witnesses, we are told that on
average it has reversed the usual leverage in a
company from 30/70 to 70/30. Mr Newmark asked
you about your position on leverage. Your answer
was that you structured a company according to
good principles, etc. Come on! I will give you an
example in case you want to waZe again. When
Debenhams was taken over it had a debt of £100
million. Within two months of the takeover it had a
debt of £1.8 billion. If that is not leverage what the
hell is it? We are just asking questions. Your
predecessors got savaged because they treated us like
mugs and would not answer straightforward
questions. Mr Newmark has put a straightforward
question and you have treated us like mugs. What is
the situation on leverage? Clearly, you use it as a
vital part of your operation.

Mr Yea:Mr Mudie, in my answer I said that we—-

Q288 Mr Mudie: You are okay; you are the
acceptable face of private equity. It is the other three
villains who concern me.
Mr Murphy:Mr Mudie, from KKR’s perspective if
we look at leveraged levels in the 1980s we used to
borrow 90% debt and put in 10% equity. The fact is
that we are now putting in 30% equity over our 31-
year track record. We do not say that leverage levels
are excessive.

Q289 Mr Mudie: I did not say they were excessive. I
askedwhat the average level waswithin the industry.
We are told that at your end of the industry it is 70/
30. Do you dispute that? Are the experts who speak
to us misleading us?
Mr Murphy: It is 70/30, and there is nothing wrong
with that.

Q290 Mr Mudie: Did I say there was anything
wrong? I just asked a straightforward question.
Mr Easton: It has been 70/30 for a long time; that
hasn’t changed.

Q291 Mr Mudie: Did Peter not tell you to answer
straightforward questions?
Mr Yea: Perhaps I can confirm that Mr Bingle did
not help us with this at all.
Chairman:One of the issues that we are looking at is
the position of publicly-quoted companies
compared with private equity. That is the reason for
Mr Mudie’s question.

Q292 Mr Newmark: Because the markets are awash
with cheap debt what happens is that whereas before
you might have leveraged up to five times the cash
flow and then put the 30%on top of that you are now
leveraging up to seven or seven and a half times cash
flow. Because the bank’s discipline is that you have
to put a minimum of 30% equity on top of that you
have a huge inflation in prices in the market driven
by the debt market, yet historically we have never
seen businesses trading at multiples like that. That is
the point Mr Mudie and I seek to make.
Mr Easton: But the 70/30 has not moved very much
in the past five years.

Q293 Mr Newmark: But you are taking on much
higher debt.
Mr Easton: But the multiples of whatever cash flow
metric you look at have changed and are above
historic highs. What is interesting is that default
rates are at historic lows.

Q294 Mr Newmark: Is that because you have
covenant-light loans?
Mr Easton: There is confusion about covenant-
light loans.

Q295 Chairman: I think you should give the Bank of
England a tutorial.
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Mr Easton: I think we need to.
Mr Murphy: Covenant-light loans have really only
come into force in the past six months, so there will
not be a default in that respect. They did not exist
last year.

Q296 Mr Newmark: That is only because you guys
are beating them on the head for this debt.
Mr Murphy: Everyone likes to negotiate.

Q297 Mr Love: Perhaps you would just repeat that
answer. What did you say about covenant-light
loans?
Mr Easton: I said that there was confusion and it
would be helpful for us to explain them.

Q298 Mr Love: Therefore, the Bank of England is
confused about the problem of cov-light loans. Is
that what you say?
Mr Easton: I think there is a definitional issue as to
what we think of as cov-light and what the Bank of
England think of as cov-light; there must be.

Q299 Mr Love: Which definition do you think this
Committee should accept—your definition or the
Bank of England’s?
Mr Easton: Clearly, the Bank of England’s which is
what the Committee thinks.

Q300 Angela Eagle: As to cov-light loans, the Bank
of England is worried that its information shows
that for the first time banks are so desperate to get
some of the returns you can give them that they are
beginning to lend to you beneath the base rate. Is
that not an issue about which we as the Treasury
Select Committee should be worried? Clearly, you
are not worried about it, but this seems to me to be
an issue that we should be worried about.
Mr Murphy: I am not aware of anybody being able
to borrow below the base rate; that is news to me.

Q301 Angela Eagle: So, the Bank of England is
wrong again?
MrMurphy: I do not say the bank is wrong; I am just
not aware of it.

Q302 Angela Eagle:Would it worry you if that was
happening?
Mr Murphy: No; I would love to borrow at those
rates.

Q303 Angela Eagle: You are really not worried
about defaults or the systemic problems that that
might cause? That is what that answer means to me.
It is not really corporate social responsibility, is it?
Mr Murphy: I do not agree. It all comes back to
one’s investment philosophy. We take a long-term
industrial perspective and our track record endorses
all of that.

Q304 Chairman: As private equity relates to the
long-term interests of the British economy cov-light
loans are obviously an issue for us. Let us look at
taxation. Do you think you are now losing the
argument on the tax regime for private equity,

particularly in relation to taper relief? Should the
Government be concerned about this and change it?
Is it being used as intended?
MrBuYni: The review that the Treasury has already
announced is welcome. Clearly, it has generated a lot
of publicity and that is fine. The industry and theUK
economy have benefited from taper relief.

Q305 Chairman: Is taper relief presently used as
intended?
Mr BuYni: Taper relief was used—--

Q306 Chairman: Is it used as intended?
Mr BuYni: I think it is. We are generating business
investment and creating jobs in the UK.
MrMurphy: I see nothing in the legislation that says
taper relief should not apply to private equity, so I
think it is being used as intended. I support the
review undertaken by the Treasury, but I think that
it has been used as intended and has been a success.

Q307 Chairman: You support the review but at the
end of the day do you want any change?
Mr Murphy: Government should always review its
fiscal policy and eVect what is best for the British
economy. It appears to me that it has been very
successful. When it was introduced in 1998 CGT
take in the country was £1.5 billion; this year it is
£3.9 billion.

Q308 Chairman: Last week I specifically asked the
private equity industry, who gave me the same
figures you have provided, for what private equity
was responsible. For the past decade we have seen
rising inflation and increasing asset values.
Therefore, it is not just a matter of private equity.
This Committee is interested to find out how much
capital gains tax goes to the Treasury from private
equity. I have not yet got that figure. Can you help
me?
Mr Murphy: I think that statistic is within the
Treasury.

Q309 Chairman: Can you give us your figure for
capital gains tax?
Mr Murphy: I do not know that figure.

Q310 Chairman: You do not know that figure for
your company?
Mr Murphy: No, I do not.

Q311 Chairman:Mr BuYni, do you know the figure
for your company?
Mr BuYni: I do not know.

Q312 Chairman: You do not know how much CGT
you pay?
Mr BuYni: No.

Q313 Chairman:You guys are the really bright ones
and are masters of the universe. I ask you howmuch
you pay in capital gains tax and you cannot tell me.
There is something flawed here.
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Mr Murphy: Our passion is value creation.

Q314 Chairman: Mr Yea, do you know how much
CGT your company pays?
MrYea: 3i is an investment trust which is a collective
instrument that splits its receipts between revenue
and capital. Capital gains are tax-free within 3i
Group PLC. Our shareholders will pay capital gains
tax, so the collective vehicle is a tax-free entity.

Q315 Chairman: Do you know what you pay as a
company?
Mr Yea: I know what our taxes are; they are in our
accounts.

Q316 Chairman: You can send that to us. Maybe
you can get your accountants to look at your capital
gains tax and send a letter to us. What about you,
Mr Easton?
Mr Easton: I have to clarify the question. Are you
talking about Carlyle as an entity and the capital
gains that it pays in that capacity or me as an
individual?

Q317 Chairman: I am referring to the Carlyle Group
which you represent.
MrEaston: I do not knowwhat that capital gains tax
number is.

Q318 Chairman: I find that amazing, but there we
are. Mr BuYni, you own Permira?
Mr BuYni: No. Permira is owned by its partners.

Q319 Chairman: Is it correct that you own the AA?
Mr BuYni: Through our funds we own the AA.

Q320 Chairman: Does Permira lead directly to the
AA?
Mr BuYni: I am trying to understand the question.

Q321 Chairman: Are there intermediate companies
in between; in other words, does the AA staV come
to Damon BuYni to talk about issues, or are there
layered companies in between?
Mr BuYni: They can come to the Permira
representative on the board of the company.

Q322 Chairman: Are there layered companies in
between?
Mr BuYni: No; Permira funds own the AA.

Q323 Chairman: Do you have any layered
companies?
Mr BuYni: I do not think so. I can give you the
structure of the AA, but I do not think we do.

Q324 Chairman: Mr Murphy, do you have any
layered companies within your company?
Mr Murphy: The private equity model is not a
conglomerate one, so each individual company is a
separate legal entity and investment and will have
separate investors.

Q325 Mr Mudie: The senior partners are investors.
You should know because you are the common
feature. The investors may be diVerent but you are
the partner, so you should know and you choose not
to say.
Mr Murphy: To know what?

Q326 Mr Mudie: You should know the position of
each of the companies in which you have formed
investor groups because you are the common
feature.
Mr Murphy: Correct, but what is the question you
are asking?
MrNewmark:Perhaps Imay help here. I understand
that each of your investments is discrete, but in
between the funds that your pension fund holders
give you and so on when you buy a company you
have special purpose vehicles and you put bonds into
one and equity into another.Maybe the Chairman is
looking for clarification as to what that layer means
to it and why you do that.

Q327 Chairman: What I am getting at is whether
there are vehicles set up for tax purposes in between.
Can you confirm whether your private equity
partnership funds own the underlying investment
directly or whether there could be oVshore or unit
trusts established further to increase borrowing and
decrease tax? Do you all own the underlying
investment directly?
Mr Easton: In the UK companies we have a layered
structure, typically. AsMrNewmark says, that is for
diVerent financing purposes. All of these companies
file accounts which you can see them. They exist for
financing reasons, not for tax reasons.

Q328 Chairman: It is a very simple question and I
need to get to the bottom of it.
Mr Easton: I own the company through
partnerships which are transparent for UK tax
purposes.

Q329 Chairman:What about you, Mr BuYni?
Mr BuYni: On a look-through basis, clearly our
investors do invest through partnerships. Some of
them have to do it to make sure they do not pay
double tax.

Q330 Chairman: Therefore, there is not a direct link
between the company and yourselves because you
own it through partnerships.
MrMurphy:Weare responsible and accountable for
the companies that we acquire, and we are happy to
say that. In terms of how they are structured, they
are structured through partnerships, as Mr BuYni
and Mr Easton have said, for reasons of tax
transparency, because we have pension funds in the
United States andAsia and to avoid double taxation
that is the way it is structured.
Mr Yea: The buyouts that we do are controlled by
funds that wemanage, so there are layers in between,
but it varies very much by the type of company in
which we are investing.
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Q331Chairman:But this is an interesting issue for us
in terms of taxation. Can you confirm whether your
own carried interest in profit equity participation is
paid out in this country or oVshore?
Mr Easton: For me, it is this country.

Q332 Chairman: But you are an American citizen?
Mr Easton: No; I am a British citizen. I am a Scot
and am proud of it.
Mr Yea: I do not benefit personally from carried
interest.

Q333 Chairman:Mr Murphy?
Mr Murphy: I am a UK resident and have an Irish
domicile.

Q334 Chairman: So, the carried interest and profit
equity participation is paid out in the Republic of
Ireland?
Mr Murphy:My personal aVairs in terms of the tax
position are between myself and the Inland
Revenue.

Q335 Chairman:Mr BuYni, what about you?
Mr BuYni: I am UK domiciled for tax purposes.

Q336 Chairman: Is your carried interest and profit
equity participation paid in this country or oVshore?
Mr BuYni: In this country.

Q337 Chairman: All of you guys are competitive.
Are you as competitive as you give the impression
you are? Is there any occasion when you buy and sell
companies to other private equity funds?
Mr Easton: It happens all the time.

Q338 Chairman:Tell me why it happens all the time.
Mr Easton: It happens all the time because
companies go through transitions and very often one
owner will want to do something diVerent.

Q339 Chairman: Our impression is that you do that
to trigger the performance fees. The Department of
Justice in the United States is presently looking into
whether PE firms bid jointly for a firm to avoid
pushing up prices in an auction. If you are selling to
each other you can be selling it to trigger the
performance fees. Is that not correct?
MrEaston: I would not characterise it in that way at
all. When companies in this country are bought and
sold there is a very active market. The most typical
route is a level playing field auction. We all compete
brutally every day.
Mr BuYni: Our obligation to our 30 million
pensioners is to get the highest returns we can from
the assets we own. Therefore, wewill take the highest
price. If it is a public company, fine, we will take it;
if it is another private equity company we will take
that.
Chairman: It strikes me that it does not make sense
to focus on companies which presumably have
improved before the sale and you sell to other
private equity companies. That is an issue for us.

Q340 John Thurso: I want to ask a question first to
ensure I have my facts right. It has nothing to do
with right or wrong. We have a copy of the
memorandum of understanding between HMRC
and the British Venture Capital Association. It has
within it a typical VC structure with which I assume
nobody would argue. The assumption I have made,
using entirely the numbers that are in there, is that
there is an exit in three years at £150 million. You
can argue both of those. So that I know the way the
numbers are calculated, on that basis there is an
investment of loan capital of £99,990,000 and equity
capital of £10,000, which is the .01% to which they
refer. At the end of the three years the investors who
have put in loans get a compound interest at nine per
cent over three years, which is £29 million. The
general partner gets a management fee during the
course of the three years, which I have assumed is
two per cent—largely because it is an easy number—
which equals £6 million. That is not capital but
straightforward income. You then come down to a
capital profit of £14.5million, of which £3.75million
is the catch-up profit that goes to the general
partners. The remaining balance of £10.9 million is
then split 80% to the capital holders and 20% to the
general partners, which is £2.18 million. The general
partners for their £2,500 investment have a catch-up
of £3.75 million, plus 20% which is £2.18 million,
giving them a £5.9 million return for £2,500 after
three years. I do not want to go into whether that is
right or wrong, but is that analysis correct and can it
be said to be broadly typical?
MrMurphy: I think themath you have gone through
sounds extreme, but the sentiment or direction of
leverage that you are talking about exists. I think
that the example given is at one extreme end.

Q341 John Thurso: So, I could halve it and call it
£2.5 million for £2,500?
MrMurphy: From our perspective KKR executives
invest a material sum in each deal, so the sum that
you talked about at the beginning is very much
smaller than I am thinking about. I am thinking of a
very material financial sum which makes one
consider whether or not this is a good investment
opportunity. Our management teams think in the
same way, so I am not talking of £2,500 but a
significant multiple of that.

Q342 John Thurso:What was the total cost of your
investment in, say, Boots?
Mr Murphy: The investment does not close until
10 July.

Q343 John Thurso:What is the current oVer?
MrMurphy: The total equity in the transaction is £4
billion. That is a material sum. We will be working
furiously with the management team to generate a
very attractive return from that £4 billion. That is the
matter on which we are focused.

Q344 John Thurso: I turn to corporation tax. I
should like to make clear that we are talking about
two kinds of debt: there is the debt that forms part
of the investment, that is, the loan if you like, put up
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by those who invest. There is also the debt that is
brought into the company in restructuring the
balance sheet. In the first instance is not the use of
debt as opposed to equity highly tax eYcient for
those who invest because of the reliefs made
available on interest rather than on equity?
Mr Murphy: Debt is tax-deductible for every
company in the United Kingdom.

Q345 John Thurso: The unions made the point in
earlier evidence that in a large deal where a PLC
which might be paying £150, £200 or £300 million in
corporation tax the eVect of the gearing up that
takes place all the way down the line is significantly
to reduce the taxable profit of the company in
question. Youwould doubtless argue that tax is paid
elsewhere in the chain, but if we look at the
favourable tax treatment that is constructed through
the partnership is it correct that there is a gap and
that the amount of tax paid downstream through
that vehicle is less than the corporation tax that is
lost?
Mr Murphy: It should be a zero sum equation in
terms of the UK Exchequer, but the interest income
that is tax deductible for a private equity-owned
entity is taxable in the bank’s hands. That will not be
the case to the extent there are foreign banks
participating in the lending. Equally, there is a very
strong banking community in London which lends
overseas enormously and the British Exchequer
benefits from that interest income. In essence, it is
broadly a zero sum equation.

Q346 John Thurso: But is that part of the original
investment that is lent by investors—in other words,
part of the initial equity that is debt from the
investors—repaid to them with compound interest
treated as a capital gain for tax purposes, or not?
MrMurphy:First, that interest is not tax-deductible;
second, it is charged as income and taxed
accordingly as far as every private equity investor is
concerned.

Q347 John Thurso: You will understand why I need
to ask these questions because it is a fairly complex
issue. When therefore you take over a company how
is it that you can have a competitive advantage over
a PLC? Why is it that PLCs in an M&A bid are
falling out before private equity? Why is it that
everybody tells us that private equity has a financial
advantage over the PLC?
MrYea: Perhaps I should have a go at that as an ex-
finance director of a PLC and private equity
practitioner. I think the simple answer is that a single
shareholder who has spent millions of pounds
understanding the potential of a company and put
great resources into exploiting it is very well placed
to decide where the eYcient frontier is, whereas if it
is a public company with a diverse set of
shareholders who do not have the same
understanding trying to convince them that the
eYcient frontier is where private equity is is a very
hard job. Many shareholders will say, “This looks
just too leveraged for me. I don’t get it.” One then
has the situation where the debt becomes more

expensive or the share value falls. The fundamental
diVerence between the two holdings is that one is
someone who has worked on a company,
understands the risks and is prepared to take it—
because he sits on the board—and the other is a very
diverse shareholding.

Q348 John Thurso: But is not the risks for PLCs—
here I declaremy interest as deputy chairman of such
a company—that they say to themselves that if they
are threatened by private equity they will gear up
and return the cash to shareholders and therefore
have a leaner and meaner balance sheet? Have you
done us a favour by doing that?
Mr Yea: I think that many PLCs do that. As you
know, as a PLC by July 3i will have returned £2
billion in cash to shareholders over a three-year
period, and we are able to explain that. There is a
diVerence between a public board and a single
private equity shareholder in terms of what they feel
comfortable explaining. I think that gap remains.

Q349 John Thurso: I own 100% of a very small
company which is declared in the register of
Members’ interests. In turn it owns two per cent of
an extremely small unlisted company which is also
declared in the register of Members’ interests. I have
owned that holding for the best part of six years. Its
share price has risen from about 9p to 50p and at
some point—not in the immediate future—I may
want to sell it. My company is fully taxed at its
corporation tax rate, whereas if I was a private
equity investor I would pay 10% or possibly less. Is
that a level playing field?
MrMurphy: I am surprised by the analysis. I am not
a tax expert, but I think that if a UK corporate sells
oV a division that is tax-free.

Q350 JohnThurso:There is a partner in the Big Four
who will get a telephone call from me later!
Mr Yea: We are currently invested in over 750
companies. In terms of a level playing field if wewere
a conglomerate there are things that we could do
across those companies but which we cannot do as
an investment company. There are diVerences in
structure both ways.

Q351 Mr Fallon: Mr Yea, in your paper to the
Committee you said that any further restriction on
interest distribution could increase the cost of
capital and make the UK a less attractive
environment for private equity investment. Does
that mean there are other regimes that are already as
or more attractive when it comes to interest
distribution?
Mr Yea: If I may turn to the generality, the UK has
come down the competitiveness table over the past
three studies by the EVCA. I am pleased to say that
we are still in the top three, but there has been a
deterioration in the UK’s competitiveness. That tax
treatment is just one part of those elements and I
believe that further changes could take us further
down the league.
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Q352 Mr Fallon: Is it your concern that private
equity funds or the managers themselves will seek to
be domiciled elsewhere?
Mr Yea: I think it has less to do with domicile than
the benefit private equity brings to the dynamism of
the UK economy. It means that people like us still
domiciled in the UK might just invest our funds
outside the country and bring benefits to other
economies.

Q353 Mr Fallon: But if top private equity managers
were taxed much more harshly than non-domiciled
taxpayers who happen to be here in London why
should they remain domiciled here?
Mr Yea: I think that is more to do with the personal
taxation position, and that is a risk of careless
fiddling with that. There are issues to look at, but
there is a risk that this activity, which is increasingly
global, could move elsewhere.

Q354 Mr Fallon:Mr Murphy, is there any inherent
reason why private equity owners should be taxed
diVerently from the owners of private companies
like Richard Branson?
Mr Murphy: I think we are taxed identically to
companies like Richard Branson’s.

Q355 Mr Fallon: So, there is no reason why you
should be taxed any diVerently?
Mr Murphy: I do not see any reason at all.

Q356 Angela Eagle:What you have said is that you
believe you pay too much tax?
Mr Murphy: Which comment led you to that
conclusion?

Q357 Angela Eagle: Basically, you have just said
that competitiveness is slipping and people may go
abroad if there are other changes to the tax regime
which makes it harder. That is a way of saying you
are paying too much tax.
Mr Yea: But in our submission we said that we were
broadly comfortable with the tax regime. I was
answering a hypothetical question about what
would happen if therewere further changes. I did not
say there should be any changes.

Q358 Angela Eagle: Earlier all of you said you were
quite happy with the review being undertaken by the
Treasury with respect to carry and taper relief. Is not
the meaning of your evidence today that if that
changes for the worse from your point of view you
will invest oVshore, because you believe that if that
were the case you would be paying too much tax?
Mr BuYni: On a personal basis, we are not going
oVshore. I am based here. The point made by Mr
Yea was to do with the competitiveness of the UK
economy in a global market. I think that the
Treasury has put in place rules and incentives that
have worked. They have stimulated a lot of
investment, and it is important that we remain
competitive.

Q359 Angela Eagle: Therefore, you say it is okay to
have these taper levels and that you can pay 10% or
a lot less on capital gains tax for very large amounts
of funds. There is no social equity point or any point
about level playing fields with other methods of
raising money; it is all okay, which is a bit like what
the British Venture Capital Association told us last
week?
MrMurphy:To be clear, there is a level playing field.

Q360 Angela Eagle: That was what they said last
week.
MrMurphy: But it is a level playing field and I have
not heard anyone suggest that it is not. There are no
tax loopholes. The Treasury is reviewing the
taxation policy and taper relief. Every government
should review its fiscal policy and look at it in the
context of what is best for the British economy. We
support that review. We would like an evidence-
based review and a balanced outcome.

Q361 Angela Eagle: If there were increases or
decreases in taper so you had to paymore would you
support it?
Mr Murphy: Of course. We are law-abiding citizens
who will pay the tax that the country thinks is in the
best interests of the economy.

Q362 Angela Eagle:Under the fee structure that you
enjoy, which is known as 20 plus two or two plus 20,
whichever way you want to say it, the general
partner will get two per cent of the value of a fund
annually. There is a potential for a 20% carry upon
which one pays less than 10% tax because of the
taper. Over the past few years we have seen a huge
explosion in the amount of funds available for
private equity. Is that true, Mr Murphy?
Mr Murphy: The success of the private equity
industry and the returns that it has generated for
pension holders up and down the country and
globally has led to an increase in fund size. The
model has been seen to be working and, yes, the
industry has grown.

Q363 Angela Eagle: Instead of having quite modest
funds of perhaps £10 or £20 million now we are
talking of £10 or £20 billion?
Mr Murphy: In the context of KKR we have had
multi-billion dollar funds for 20 years. There has
been a growth of which we have been part, but KKR
has operated in this sphere for 31 years and with
multi-billion dollar funds for 25 of those years.

Q364 Angela Eagle: Mr Easton, two per cent of a
very large fund is a lot more than two per cent of a
very small one, is it not?
Mr Easton: That is correct. Your maths are
impeccable. First, our fund is on a lower fee. In order
to get your carry you have to pay back the fee, so do
not think of it as two plus 20; it is 20. This is a very
competitive world. We compete for investors with
KKR and Permira and they can pick and choose.
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Q365 Angela Eagle: Mr Easton, usually with
economies of scale a move from a fund that is
perhaps £10 million to £10 billion means lower fees.
Why is it that in private equity the fee structures have
stayed exactly the samewhilst fee income, because of
the growth in funds, has just gone oV the Richter
scale? That is what has been happening in the past
few years.
Mr Easton: First, fees have been coming down.

Q366 Angela Eagle: So, two per cent is not the
usual rate?
Mr Eastoni: Our fees are about 1.5%.
Mr Yea: And ours are about 1.75%.
Mr Murphy: It is not 2%. As the funds grow the
percentage fee has come down.
Angela Eagle: Therefore, it has gone from two to
1.5%?
Mr Murphy: Broadly, yes.

Q367 Angela Eagle:What I am trying to find out is
whether there is competition for fees?
Mr Easton: Yes, there is.

Q368 Angela Eagle: There seems to be a fairly
standard approach to this.
Mr Easton: This is negotiated between consenting
adults based on a review of performance. The reason
why these levels are as they are—I agree with you
that relative to the size of fund there is a question
mark over them—is because the people whose
money we are managing are getting good value
overall and they are happy with it.

Q369 Angela Eagle: There has been an explosion in
the size of funds and therefore the two per cent and
1.5% figures are very much larger in terms of actual
fees than they were a few years ago. That is true, is
it not?
Mr Yea: Indeed.

Q370 Angela Eagle: You buy companies from each
other. You have today given evidence which appears
to have been colluded in; it is all very similar across
the piece. All of you have been talking to each other.
Are you operating as a cartel in private equity?
Mr Easton: There has been no evidence to suggest
that at all. I should like that to be corrected.

Q371 Angela Eagle: There have been some very
similar phrases and arguments emerging from the
evidence given by all of you.
Mr Easton: In the auctions that are run to buy and
sell businesses every day I fight with these guys like
crazy. We compete in a very competitive market. I
do not agree with the comment you make.
Mr Yea: Absolutely.

Q372 Angela Eagle: You believe that with your fee
structure and the ways in which you remunerate
yourself that is competitive?
MrMurphy: It is competitive, and fiercely so. There
is no collusion.

Q373 Angela Eagle: In order to raise your income is
it not the case that debt is being used as equity to
minimise tax in your business structure?
Mr Murphy: No. We buy companies with debt and
equity. In the Alliance Boots example we are putting
in £4 billion worth of equity. We want an eYcient
capital structure which will give the business
suYcient cash flow and head wind to grow, invest
and thrive. We use an eYcient capital structure and
that is what we dowithin the private equity industry.

Q374 Angela Eagle: I move on to carry. The
memorandum of understanding was promulgated in
the 1980s and was again agreed in 2003. EVectively,
it allows the taper and the money that you make on
carry to be taxed as capital gains rather than income.
There are people on this Committee who believe that
perhaps a good way forward in all of this would be
towithdraw thememorandumof understanding and
leave you to argue on each fee that it was not related
to your employment and therefore should not be
taxed under Schedule E. Would you be happy with
that?
MrYea:Given that it applies across the whole of my
business from venture capital through growth
capital with families to MBOs I think that would be
a very dangerous precedent. This is a very complex
issue which is why the Government should take time
to review it rather than make up policy in a Q&A.

Q375 Angela Eagle: Mr BuYni, could you do
without the memorandum of understanding and
explain each deal to the taxman?
Mr BuYni: I do not know what Mr Yea said. There
are many stakeholders involved in this and the
industry has been beneficial to the country. I cannot
make tax policy on the hoof; it is not my job to do
so. The Treasury does that and it is important that
it takes all these things into consideration before it
changes anything.
Mr Murphy: I think that it would be a waste of
government resources. You need to identify whether
or not it would lead to an increase of tax take to the
Exchequer, and it is not clear to me that it would.

Q376 Angela Eagle:Why might it not?
Mr Murphy: Because income is tax-deductible to a
company. If one looks at people’s earnings and they
are paid £100 they are taxed at 40%. The income of
100 is tax deductible to the company and they oVset
it by 30%, so the net tax to the Exchequer is 10% in
that 100/40 example. You canmove something from
capital to income, although it is clear to me that
carried interest is capital, but from the point of view
of the Exchequer a lot of resources would need to be
invested to look at something on a case-by-case
basis. I do not think that that would be a productive
and eYcient use of the Government’s resources.

Q377 Angela Eagle: Therefore, you do not agree
with Nick Ferguson that it is embarrassing he is
paying less tax than his cleaner. You are proud that
you are paying less tax than your cleaner, are you
not?
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MrMurphy: I have not said that I am proud. I think
that Nick Ferguson’s comments are narrowly
defined in the context of the tax taken by the Inland
Revenue.

Q378 Angela Eagle:Mr Easton, are you proud that
you are paying less tax than your cleaner?
MrEaston: I do not,Ms Eagle. I pay 41% income tax
and pay the relevant capital gains tax on whatever
my investments realise as capital gains. As to capital
gains tax policy, in the Government—you and the
Treasury—there are lots of smart people who will
figure out MrMurphy’s critical equation. You must
not ignore the fact that it is a very successful policy.
It has increased capital gains tax receipts. Since it has
been in place the economy has grown at a premium
to its European neighbours.

Q379 Angela Eagle:We do not know how much of
the capital gains tax receipts come from private
equity and we look to you to provide us with that
information.
Mr Easton: That is true, but it encourages
investment in the economy.

Q380 Angela Eagle:Mr BuYni, are you proud that
you pay less tax than your cleaner?
Mr BuYni:Mr Ferguson’s comments highlighted a
concern. We welcome that review, and that is why
the review is taking place. He made those comments
to highlight the concern.
Mr Yea: The Government does have figures. In the
2007 budget review there is an increase in CGT of
28% which was partly due to the market factors to
which the Chairman referred. It also refers to the
“continuing eVect of the disposal of business assets
following the maturing of the business asset taper
relief”. Therefore, it appears that the Treasury has
some evidence that that has helped.

Q381Mr Todd:The original design of taper relief on
capital gains was presumably based substantially on
encouraging people to take risks, building a stronger
entrepreneurial culture. Is that still what you are
doing? You all run large enterprises in which
presumably you must balance risk within your
portfolios. There must be diVerences in risk between
supporting a small start-up, which nevertheless
requires a substantial capital investment, and
funding the acquisition of a very large companywith
a huge asset base on a highly leveraged basis. Those
must have completely diVerent risk characteristics.
If one assumes that the original purpose of this tax
regime was to support the former rather than the
latter how can you defend its original basis?
Mr Murphy: I agree that the risk characteristics are
diVerent. Whilst it may be the case, I have not read
anything to suggest that when taper relief was set up
it was designed specifically for start-up ventures.

Q382MrTodd:You are right that it did not say that,
but it was intended to incentivise risk. What I am
exploring is the diVerentiation in risk between the
diVerent parts of your activities.

Mr Yea: It is quite clear from the earlier
conversation that we cannot have it both ways. We
cannot say that the large buyouts are risky because
of the amount of debt and then say that they are not
risky when it comes to sharing the gains made on
them. There is a need to look across the whole piece.

Q383 Mr Todd: Risky to whom? Presumably, in a
start-up business there is a significant risk to one of
your companies in providing the capital to run it at
minimal gain for a period of time compared with a
position in which your own investment may be
relatively small in a major buyout which is
supported substantially by large loans from outside.
Is that reasonable?
Mr Yea: You are right that there are diVerent risk
profiles across it, but if one’s investment at the large
LBO end is small the capital gain still relates to that
money which is at risk. It is not risk-free money on
the LBO side, which is why it is hard to argue that it
should not attract taper relief.
Mr BuYni: I think the outcome is quite important.
Taper relief was introduced to encourage investment
in business assets and growth in the economy.
Although the risk may be diVerent the outcome of
our investments is that. We are investing in the
economy and promoting growth. I can see why taper
relief is there.

Q384MrTodd:You say that it is more about growth
than specifically encouraging the taking of risk itself
which is supported by a fiscal regime to that end.
Certainly, it has been explained that one of the
purposes of this particular fiscal regime is to
encourage risk-taking.
Mr BuYni: I also believe that the regime is to
encourage investment in business assets and the
economy. I think we were lagging behind. The
Chancellor identified that in 1998 and wanted to
introduce something that promoted it, and it has
been successful.

Q385 Mr Todd: On a personal basis, how much risk
do all of you take? When you take on a new venture
as partners do you place a significant amount of
your personal assets in that venture?
Mr Easton: Yes.
Mr Yea: Yes.
Mr Murphy: Yes.
Mr BuYni: Yes; investors require it.

Q386Mr Todd: I do not ask you to air your personal
aVairs. Typically, what would you expect to
contribute yourselves in a 12-month period?
Mr Easton: Probably a better number to look at is
the commitment that our investors ask of all the
partners of the firm.

Q387Mr Todd: I agree that that may be a way of de-
personalising it.
Mr Easton: For Carlyle, in my current fund that
number is three per cent, which in total is 150million
euros from the partners in the firm to invest
alongside investors. Investors want that because
they want our interest to be aligned with theirs.
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Mr BuYni: It is exactly the same for us. Our
investors require us to invest alongside them, and for
our past two funds we have provided at least two per
cent of the total commitment.

Q388 Mr Todd: So, it is a slightly lower figure?
Mr BuYni: But it is still a very significant amount
of money.

Q389 Mr Todd: What does that two per cent from
the partners amount to?
Mr BuYni: Over the past two transactions
approximately 400 million euros.

Q390Mr Todd:Can you say what your share of that
might be?
Mr BuYni: I would rather not, but I can assure you
it is a significant personal number.

Q391 Mr Mudie: To stay with risk, I should like to
askMrMurphy howmuch was put into Boots. You
believe that the partners put in £4 billion?
Mr Murphy: No. The total equity investment is £4
billion.

Q392 Mr Mudie: Where did that come from? The
purchase price of Boots is about £11 billion.
Mr Murphy: It is just over £12 billion.

Q393 Mr Mudie: How is that financed?
MrMurphy:There is about £4 billion of equity.Over
£1 billion—I will give approximate numbers—
comes from Stefano Pessina, the current executive
deputy chairman and founder entrepreneur who set
up the Alliance part of the business over 30 years
ago.

Q394MrMudie: I amproud of themalready.Go on.
MrMurphy:Therewas an approximately equivalent
sum—£1.05 billion—from KKR’s investor base.
The balance of the moneys will be placed with
institutional investors at around the time of closing
or post-closing the transaction.

Q395 Mr Mudie: Therefore, out of the £11 billion
KKR has put in £2 billion?
Mr Murphy:We represent with Stefano Pessina—-

Q396 Mr Mudie: If I remember correctly the
example given by Mr Thurso, you were asked about
the risk to you. The risk to you and your input as
partners is limited.
Mr Murphy: I do not agree with that statement.

Q397MrMudie:Do you say that the partners in the
Boots deal put in £2 billion?
Mr Murphy: What I am saying is that the
investment—-

Q398 Mr Mudie: I am just asking a straightforward
question.
Mr Murphy: And I shall give a straightforward
answer. This will represent KKR’s largest
investment ever in Europe and the world. The whole
partnership base is very supportive of the

transaction and is involved in the transaction. We
are very motivated to make it a success with our
partner Stefano Pessina, which we will do.

Q399 Mr Mudie: I am treading on ground that I
should not have gone into, that is, carry. Carry is
related to risk. How much has been put in by the
partners who will share in the 20% at the end? That
was the basis of Mr Thurso’s figures. How much
have they individually put in as partners?
Mr Murphy:Meaningful sums.

Q400 Mr Mudie: This is very transparent, Mr
Murphy.
Mr Murphy: Nobody is here to talk about his own
private life.

Q401 Mr Mudie: You do not want to tell us?
Mr Murphy: I do not agree.

Q402 Mr Mudie: That enlarges on your answer to
Mr Thurso. You were asked in a straightforward
question to give the figures.
MrMurphy:With respect,MrMudie, I do not think
that it is a straightforward question. I think that it is
a question personal to me and my fellow partners.

Q403 Mr Mudie: I do not think it is a
straightforward answer. Let us move away from
that. If you do not know howmuch capital gains tax
you pay you do not know what tax deduction you
get on your leverage, do you?
Mr Murphy: I think we are confusing two issues.

Q404 Mr Mudie: I am not confusing them. I made
the statement that when you were askedwhat capital
gains tax you paid you did not know. There are two
issues here. You keep saying things which I believe
are incorrect, perhaps alarmingly so. As I
understand it from Mr Balls, the review is not to do
with carry; the question relates to debt. Do we agree
with that? When you were asked about carry you
said, as I anticipated you would with good coaching,
that you were very happy to go along with the
review. But the review is not about carry because Ed
Balls made his speech on 8 March and BVCA had
not been here; nobody knew about carry and it was
not an issue. The issue raised by various people was
about the amount of leverage you were putting in
and the way that was subsidised by the Treasury.
That is the argument. We are not arguing about the
morality of it or whether you do good or bad work.
Faced with private equity and public equity
shareholders, you have chosen to use a financial
vehicle that gets a significant subsidy from the
British taxpayer. Is that necessary?
Mr Murphy: Debt is tax-deductible for every single
company in the country—full stop.

Q405 Mr Mudie: I do not challenge that.
Mr Murphy:What is the question?

Q406 Mr Mudie: Ed Balls, not George Mudie, says:
“Shareholder debt is a form of risk-bearing equity
that is treated as debt for tax purposes, giving these
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arrangements a tax advantage that is inconsistent
with the principle that interest is a business
expense.” Do you challenge that?
Mr Murphy: If the Treasury is reviewing the tax
policy we are absolutely comfortable with that; we
have no problem with it at all.

Q407MrMudie:You are very happy if, as in France,
Germany, the Netherlands, Spain, the US and
Japan, the tax authorities decide how much interest
is deductible by reference to an explicit debt-to-
equity ratio, because those are all your competitors,
are they not?
MrMurphy: It is for the Treasury to determine what
is best for the UK economy.

Q408 Mr Mudie: Because France, Germany, the
Netherlands, Spain, the US and Japan all seem to be
comfortable with interest being capped, if you wish,
you would not fall out with Mr Balls if he decided
that that should happen?
Mr Murphy: Of course not.
MrYea: I would. I think it is very important that we
keep the UK competitive and to regulate debt-to-
equity ratios, which is how it can be seen, is to lose
the power of themarket. I welcomeMrBalls’ review.
Today clear rules exist to protect that fine line. It is
right to make sure that those rules are working, but
to leap from that to formulaic proposals from
elsewhere would be a mistake for UK PLC.

Q409MrMudie: I will give an example so it is on the
record. This comes fromWillHutton’s organisation,
the Work Foundation: “Currently, companies can
earn 30% tax relief on debt interest payments. For
example, the £1.9 billion debt held by the AA at a
rate of 5.25% would cost £100 million a year in
interest payments, of which 30% is reclaimable.”
That is what it is all about, is it not? With carry and
your individual tax bills you can get round it in one
way or another, but the real issue is that you are
using debt as a method of purchase. As you say, that
is totally legal and it is open to anyone, but tax relief
was not meant for that and the British Government
now has to decide whether it wants to subsidise your
activities. Is that fair?
Mr Yea: I think the “subsidy” point was covered
earlier. Deductibility in one place turns into a
taxable profit in another, so to view it as a one-sided
game is not appropriate.
Chairman:There is an opaqueness about this and we
are struggling with information. We are resolute
about it. If you have looked at the Financial Times
this week you will have seen a couple of letters which
say the problem is that it is not the executives’ capital
that is at risk but the investors’. Carry interest is 20%
of the profits earned on investors’ capital. It is that
proportionate risk that we are looking at. The
calculation that I andMr Thurso made based on the
British Venture Capital Association memorandum
of understanding came from that. For a £2,500
investment after five years private equity partners
got £6 million. At the moment we do not have any
proof, but to get £6 million over five years for a
£2,500 investment seems disproportionate. The

question to which we seek to get answers is to what
extent an individual’s capital is at risk.We cannot go
any further at the moment, but we shall certainly
take up this issue with HMRC and others,
particularly in relation to that memorandum which
is an important one.

Q410 Peter Viggers:MrHand of the British Venture
Capital Association told us last week that the reality
was that certainly in the case of the bigger buyer
housesmany of the partners were not UK taxpayers.
Nicholas Ferguson, chairman of SVG Capital, has
said that any person who wants to live in Guernsey
can already do so. TheObserver has stated that only
40 of the top 200 private equity partners are UK tax
domiciled. From your knowledge of the industry, do
you think that those statements are correct?
Mr Yea:My guess is that there are many more than
40 who are tax domiciled in the UK.
Mr Easton: That would be my view, too. All the
members of my teamwho do buyouts in London are
UK domiciled, UK resident, British taxpayers.
MrMurphy: I endorse those two comments. I would
expect the number to be a lot more than 40.
Mr BuYni: Significantly more than 40.

Q411 Peter Viggers: If they are UK tax domiciled
am I right in thinking that perhaps the practice,
which I came to know so well, of individuals
providing services through a specialist company
based overseas has stopped; in other words, they
may be UK tax domiciled but they have managed to
arrange their tax aVairs so their services are provided
through a non-UK domiciled entity, which means
they do not have to pay tax on that income? For
instance, it could be a Liechtenstein anstalt with
British Virgin Island bearer shares.
Mr Yea: In my experience those days have long
gone. The fact is that if you areUK tax domiciled the
stuV ends up here and is taxed.

Q412 Peter Viggers: In trying to grasp the situation
I was looking at the memorandum of understanding
between theBVCAand the InlandRevenue dated 25
July 2003 that has beenmuch quoted. It says that the
Inland Revenue will not be bound by the
memorandum if the arrangements result in an
avoidance of liability. Of course, avoidance is legal,
so that is quite a tough sanction. On reading the
agreement through, however, I see that the Inland
Revenue specifies the amount that will be paid out in
terms of salary, which must be realistic, carry
interest and loan interest. Am I right in
understanding that the Inland Revenue realised it
would be quite easy for individuals and companies
to go overseas and this was an agreement that caused
them to remain in the United Kingdom and so
taxed?
Mr Yea: My sense was that the Revenue was
absolutely clear about the risk of people diverting
into capital something that would otherwise be
income and made it absolutely clear that this regime
would be sustainable if people continued to get
taxable bonuses on market rates on an income tax
basis and this related only to an investor sharing his
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capital gain. I believe that it was very well aware of
the risk and it was very carefully written. It is a long
and complex document, and I think the Revenue did
it to make sure it did not have to do it 50 separate
times with 50 diVerent firms. I believe that it was a
very sensible approach to making sure there were
clear guidelines in a complex area, as we have
discovered this afternoon.

Q413 Peter Viggers: Following an earlier question,
is it right that theoretically it would be possible but
very diYcult for an individual to be non-UK
resident for tax purposes and to be an executive in
London?
Mr Yea: No. I think that in London there are non-
domiciled individuals part of whose income is
outside the UK and is not taxed, but I think that
applies to many industries other than private equity.
We have given you our estimates of how many
people are domiciled.

Q414 Jim Cousins: Mr Murphy, do you
acknowledge that this memorandum of
understanding of 2003 accepts a situation where
carried interest could be paid to somebody as an
employee of a company he controlled which would
not be located in the UK?
Mr Murphy: I cannot claim to be an expert on the
memorandum of understanding.

Q415 Jim Cousins: Do you agree that the
memorandum of understanding allows that to
happen?
Mr Murphy: If you are telling me I agree with you.

Q416 Jim Cousins: I am not telling you; I am asking
you. Is it possible that under this memorandum of
understanding somebody can receive his carried
interest as an employee of a company that he himself
controls which is not located and taxed in theUnited
Kingdom?
Mr Murphy: That is possible.

Q417 Jim Cousins: Is it possible under the
memorandum of understanding for somebody, or a
group of your partners, to set up a special purpose
vehicle company which holds the carried interest for
them andmay not be located in theUnitedKingdom
for tax purposes?
Mr Murphy: I think that is also possible.

Q418 Jim Cousins: Therefore, it is entirely possible
for your partners to be located for tax purposes in
the United Kingdom but to receive large streams of
income from entities which are not located for tax
purposes in the UK?
Mr Murphy: Yes, that is possible.

Q419 Jim Cousins: The memorandum of
understanding varied the traditional rate of carried
interest percentage which from1987 onwards was
accepted to be 20%. In this memorandum of
understanding it is accepted that because there was
“a hard market” investors might negotiate a

diVerent carried interest share which could be
higher. Does the memorandum of understanding
provide for that?
Mr Yea: You appear to be reading from it and
asking us to comment on it. I have it in front of me,
so if you give the reference I can confirm that you are
reading it correctly. I think we are mixing up a few
points. I turned up a page at random and saw,
“There is no UK tax advantage in the use of foreign
partnerships as they are all tax transparent and UK
investors are taxed in the same way regardless of the
partnership jurisdiction.” All of us can select bits. It
is a very comprehensive document. That makes the
point that for someone domiciled in the UK there is
no advantage in having an oVshore structure. I turn
to page A2.

Q420 Jim Cousins: With respect, that is not the
implication of what Mr Murphy said. He said that
people could receive streams of income from entities
which are not located in the UK for tax purposes.
MrYea:But there is a diVerential between those and
UK taxpayers.
Mr Murphy: I support Philip Yea. In the Alliance
Boots acquisition we shall have partners investing
from the United States and Asia. Those are the
individuals to whom I am speaking. UK individuals
who are UK domiciled will be thoseMr Yea has just
described.
Mr Yea: If I understand it correctly.
Mr Murphy: We are investing from a global
partnership.

Q421 Jim Cousins: Mr Murphy, you said that you
expected your partners collectively to put in two per
cent of the deal.
Mr Murphy: I did not quote a percentage, but Mr
BuYni did.

Q422 Jim Cousins: You indicated two per cent.
MrMurphy: I did not indicate it but you can use that
as a percentage.

Q423 Jim Cousins: In the case of the Boots deal for
£10 billion, these individuals are putting in £200
million assuming it is two per cent.
MrMurphy:Themaths are slightly diVerent because
of the debt-equity split.

Q424 Jim Cousins: How much would they be
putting in?
Mr Murphy: There is £4 billion of equity and it will
be a percentage of that.

Q425 Jim Cousins: Therefore, they are putting in
£80 million?
Mr Murphy: You can use that as a statistic.

Q426 Jim Cousins: I think that the British middle
class will accept enterprise and the rewards for it.
What it will be concerned about is a small circle of
extremely wealthy individuals who can put up sums
of money like £80 million, locate the risk in an entity
in another tax regime and then, being sophisticated
individuals, hedge that risk to their advantage. Do
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you accept that ordinary, well-to-do, decent British
citizens who pay their way and who one might meet
in Tesco or Waitrose would be concerned about
that?
MrYea: If it is presented in that way, yes, but I think
that is a partial presentation of what is going on. A
lot of the pension funds that invest in Boots are
located overseas and they do not pay tax on the gain
theymake. There is no loss to theRevenue as a result
of that.
Mr Easton: You seem to be suggesting that we shut
down inward investment from outside the United
Kingdom. A lot of our investors—43% are pension
plans—are from overseas.We want them to carry on
investing here.

Q427 Jim Cousins: My concern is that ordinary
British people who are now on a broad scale
investors in the markets, though not in a very
sophisticated way, would want to be assured there
was not a charmed circle of extremely wealthy
people who were using tax accountancy advantages
greatly to their benefit in a way that they could not
achieve. On exactly this point, Mr BuYni has rightly
drawn attention to the fact that pension schemes
invest in your company. Do you agree with the
Treasury’s statement in its submission to this
Committee that those investors—precisely the
people you are talking about—will need to be
vigilant about any potential for misalignment of
incentives within the private equity model? Do you
share the concern of the Treasury that there may be
a misalignment of incentives?
Mr BuYni: Our pension fund investors are some of
the largest andmost sophisticated in the world. They
spend a huge amount of time doing due diligence on
our funds and an inordinate amount of time looking
at the alignment of interest between us and them.
That is what our business is all about. They certainly
consider it; they think it important, but the very fact
they have continued to invest in our funds and, I am
sure, in the funds of my colleagues over the past 23
years indicates that they are not concerned about the
alignment of interest. They think that interest is
aligned.
Mr Yea: To go back to the “charmed circle”, it is
open to the UKpublic to buy shares in 3i Group Plc.
If they had done so three years ago they would have
a 27% compound TSR and take comfort from the
fact that a large proportion of my personal income,
after tax, is invested in this company.

Q428 Jim Cousins: Therefore, do you believe that
the question of the potential for a misalignment of
incentives which the Treasury has raised with the
Committee in its submission—I use its words, not
mine—is not a sensible point for us to consider
because it will all be dealt with inside the working of
the marketplace?
MrYea: That is my position. They are very aware of
that potential and as very sophisticated investors
they will make sure that it is managed properly.

Q429 Mr Simon:Mr BuYni, you are not allowed to
answer this question by saying that you need to
communicate your message in a better way. Three
years ago nobody had heard of private equity and
nobody had heard of you. Both are famous but
nobody likes either of you. What are you doing
wrong?
Mr BuYni: I do not think we are doing anything
wrong. We have 30 million pension fund investors
and have delivered world-class returns. I and my
partners have built one of the most successful
financial services businesses in the world with our
own capital. It has taken us 23 years to do it, so I do
not think we are doing anything wrong.

Q430 Mr Simon: Is it possible that you are doing
loads of things right but some things wrong?
Mr BuYni:What has happened is that the industry
has become very successful; it has acquired some
large companies and people are interested in it. I
totally understand that. I also understand why they
would like to know more about it.

Q431 Mr Simon: They are not just interested; they
are angry, are they not? They are not just lefties but
among Daily Mail readers in middle England there
is a sense that you are taking the mick; you are too
rich, earning too much money and not paying
enough tax. If everybody thinks that you are doing
something wrong, are you not?
Mr BuYni: One of the messages that we are not
getting over—I said it earlier—is that we have 30
million pensioners. Millions of those pensioners are
in the UK. On the one hand, we are doing all these
things which are supposedly wrong—I say they are
not—but they do not really know that they are the
beneficiaries of what we are doing. That is one of the
messages that we have to get over much clearer, and
I hope that we can do that.

Q432 Mr Simon: To go back to Mr Cousins’ point
about multiples in terms of the equity that you
personally invest, a multiple of something like
£2,500 is a very unusual one, and to any normal
person it seems to be so strange as to be wrong. Do
you see that that is how it is perceived by people?
Mr BuYni: You said that it was very unusual, but
what I have tried to outline is the fact that we have
built up a very successful firm operating on a
worldwide basis over 23 years—we have not come
from nowhere—with our own capital.

Q433 Mr Simon: To stay with the multiple and
capital, if you are to get a reward of a £2,500multiple
of your equity investment people will expect that to
be a significant risk. If you were betting and those
were odds it would be a significant risk, to say the
least. Referring to the material sums, asMrMurphy
put it, that you have invested personally, what is the
biggest amount that each of you has lost? How often
do you lose? If you are taking genuine risks and that
is not just a meaningless expression sometimes you
must lose. How often do you lose?
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Mr Yea: Before we answer, perhaps I may say that
the Committee is addressing some of the most
successful firms in the industry and therefore there
will be a bias towards saying that it is less than others
in the industry. The point is that this is not a one-way
bet; there are an awful lot of private equity firms that
do not survive more than one fund and fail. One of
the shames is that this is presented as a one-way bet.
If you look at our report and accounts, one of our
business lines made a loss during the period. During
that period that did not generate carry for anybody;
it weighed on profits made elsewhere.
MrEaston: I have been at Carlyle nearly seven years
and have invested in upwards of 150 companies
globally, sometimes on the basis Mr Thurso has
suggested, but never with that much leverage built
in. I have never come anywhere close to amultiple of
£2,500. On those 150 deals I suspect—I do not know
the number—I have lost money on 10.
Mr Murphy: I have been in the large leveraged
buyout market for about 10 years. Alliance Boots
will be my 11th transaction. About eight of those
transactions have exited and all have been very
successful.

Q434 Mr Simon: Although I understand that you
are the best in the business and so it is not surprising
that you are winning, nevertheless when you have a
100% record it sounds like a one-way bet. It does not
sound as though it is very risky; it sounds as though
you are just having a great life.
Mr Yea: Mr Simon, I have been part of pools that
have lost money, not 3i.

Q435 Mr Simon: But you are not a proper private
equity company, are you? On that note, if 3i can
make money, generate growth, build businesses and

Witnesses: Mr Chris Gibson-Smith, Chairman, London Stock Exchange; Mr Daniel Godfrey, Director
General, AIC; Mr Stephen Haddrill, Director General, ABI; and Mr John Cridland, Deputy Director
General, CBI, gave evidence.

Q438 Chairman: First, I apologise for the late start.
This is a very opaque area.We have lots of questions
to ask. I suggest that we skip the questions on tax.
We want to look at those issues further. I am sure
that your knowledge of it is as opaque as ours. Mr
Cridland, it has been reported that private equity
firms have joined the CBI. Industry observers have
argued that inviting private equity groups to sit at
the same table as listed companies that they might
one day bid for is akin to “putting the foxes among
the hens”. Do you see any problems or conflicts
arising from your new role as spokesperson for the
private equity industry?
MrCridland:As the overall business voice in theUK
this is not a new issue for the CBI. We always have
to be careful in our own private domain that we deal
with any potential conflicts of interest between our
members. But our concern to be able to represent
this new financial vehicle within the British economy
is based on the fact that we need to be at the cutting
edge of the economy and reflect the economy as it is,

all the rest of it with its ownership structure why do
your colleagues need to have their ownership
structure to do what you do?
Mr Yea: I must emphasise that we have carried
interest schemes to incentivise our executives. Since
those have been introduced our performance for the
investor has improved significantly. I have to tell you
that carried interest is a key part of the process
within the company; it is not some golden share at
the end of the year. People focus closely on where
they invest and the risk of doing it because they
know that if they put a bad investment into a pool it
costs them personally. The point I want to get across
is that it is core to what we do; it is not some random
shower at the end.

Q436 Chairman: That comes to the end of it. We
were informed by the press that you had put an
awful lot of money—up to £1million, or whatever—
into preparing for this Committee hearing. Given
Mr Easton said that the industry has not done a
good enough job with its employees, how about
getting together a fund so the industry can explain
itself better to its employees? Shall we start the bid at
£100 million?
Mr Easton: I did say that but I added the fact that I
talked to all of my employees.

Q437 Chairman: But you also said that the industry
had not done a good enough job at getting it across.
If you are to do a better job how about getting a
strategy to engage with people? As Mr Simon said,
here is an industry which you tell us is so successful,
but there is opprobrium out there. I think you have
to do something about it. Would you give us a
commitment to try to do something about it?
Mr Yea: We are absolutely committed to it, Mr
McFall.
Mr BuYni: Yes, very much so.

not as it used to be. We speak for businesses of all
shapes and sizes, all forms of ownership and sector,
and we are delighted to have a number of private
equity houses in our family. They will sit down
alongside listed companies and traditional privately-
owned companies and the CBI will form a view
through its mandating process and then speak with
one voice.We will not speak alone for private equity
but for the whole of business including private
equity.

Q439 Chairman: Mr Haddrill, it seems that private
equity is benefiting from the undervaluation of
companies. What they have told us is that they are
slick; they go in and manage those companies better
and get out after five years when the companies are
in a better state. There is something wrong. What is
going on?
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Mr Haddrill: I think that what is going on is that
they are able to take advantage of the debt that
they raise.

Q440 Chairman: In other words, tax?
Mr Haddrill: It is partly that, but one of the points
raised earlier this afternoon, with which I agree, is
that being inside the business their complete
understanding of it enables them to tolerate a higher
level of debt than a public equity investor who is
outside the business.

Q441 Chairman: But the management of publicly-
quoted companies should understand their business
fully. If the traditional FTSE 70/30 ratio mentioned
earlier is inversed why are not publicly-quoted
companies up to the job? Why can they not do the
same thing?
Mr Haddrill: I think they are up to the job, but I
believe that they are raising money in a diVerent
way. They have the advantage of a relatively risk-
free source of capital. If the economy goes belly-up
and interest rates increase those people who are
funded largely by public equity will be in a better
position than those funded by large volumes of debt.
But I draw a distinction between the management of
public companies who do understand the business
and the shareholders who sit outside them, unlike
private equity shareholders who sit inside the
business and do understand it and therefore are able
to bear a higher level of debt risk in the business.

Q442 Chairman: I do not quite understand it. I just
do not see why publicly-quoted companies cannot
be as eYcient as private equity companies say they
are.
Mr Godfrey: I think they can be, but it is a question
of howmuch debt they are willing to take on. I think
it is good for the economy that there is a diversity of
business model and ownership. AsMrHaddrill said,
if public companies have a lower level of debt they
are likely to be able to ride recessions better than
companies that are very highly geared. It is good for
investors to have a choice of diVerent types of
company in which to invest. The public company
will have investors who are outside the company and
have focus on every set of three-month results,
whereas the owners of a private equity company are
very focused, have done a great deal of due diligence
and have stayed very close to the management and,
therefore, perhaps accept a higher level of debt and
thus risk, but it does not always work. Although you
have just had before you some very successful
practitioners, as 3i said there are an awful lot of
private equity houses, investors and funds that do
not work and never get to their second fund.
Mr Gibson-Smith: I think that the UK will be at its
best if it has vibrant debt and public and private
equity markets. That would be a good of a very high
order. There is, however, asymmetry in taxation
across those fields. If one wants to understand why
private equity is shaped the way it is one just has to
look at the tax asymmetry which drives everything.
The interest cost of borrowing that way is almost
completely tax-relievable. When one looks at public

equity it is taxed in two additional ways: the removal
of dividend tax credit eVectively taxes profits in
public companies twice; and stamp duty adds up to
12% to the cost of equity capital1 for those
companies on the market which reduces the cost to
themarket. If one looks at those two things and adds
to it all the discussion about carry, etc, which is a
second order issue, one sees asymmetry in the tax
structure of the primary capital markets. That is
quite a serious asymmetry.

Q443 Chairman:A big factor is that, as Ed Balls has
said, debt could be used as equity by the private
equity and therefore they are getting tax deductions
on that debt.
MrGibson-Smith: I think that the reason they can do
it is that there has been a transformation in risk
management in debt globally, which makes a huge
diVerence. My shareholders do not want to take the
risk that they are prepared to risk as owners of
private companies, and then I have to pay my
shareholders dividends and need to reserve capital to
be able to pay them.

Q444 Chairman: Mr Godfrey, referring to taper
relief and the 10% capital gains tax is it being used as
intended?
Mr Godfrey: I think it is clear that there are some
instances in which it is not being used to help invest
and grow small businesses. That is one of the reasons
why there has been this debate and all the furore,
heat and emotional tension. As was said before,
there is now to be a review of it. I think it is right and
it is fitting for this Committee to look at. But it is also
very important that the baby is not thrown out with
the bathwater. Everyone, including the unions,
agrees that there should be incentives for value
creation, and that is not necessarily always at the
smaller end; big companies that are solid, stable,
doing well and creating jobs are also good for the
economy.

Q445 Jim Cousins: Mr Cridland, in the light of
comments made by Mr Gibson-Smith do you
believe that the Government was right in 2005 to be
concerned about transfer pricing abuses in access
to capital?
Mr Cridland: Perhaps I may approach that from the
perspective of the previous question put to me as to
whether there are diVerences of view within the CBI
family on these issues. The traditional CBI
membership—the listed companies—would take
views very similar to those we have heard from
equity houses on the importance of a tax regime that
incentivises investment. They have been very
strongly supportive of the orientation of treasury
ministers that we saw in March about the
importance of the interest on debt and tax position.
Indeed, the CBI’s statements at that time were
driven by the broad range of our members, not
equity houses. The fact that in tax arrangements we
have a level playing field but the diVerence in the
utilisation of them arises from the diVerent business

1 Note by witness: Oxera—‘Stamp duty: its impact and the
benefits of its abolition, May 2007ø



3740502002 Page Type [O] 17-08-07 22:48:44 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 53

20 June 2007 Mr Chris Gibson-Smith, Mr Stephen Haddrill and Mr John Cridland

models that diVerent parts of the market use raises
a quantum issue, which is clearly the issue that the
Committee has been addressing all afternoon,
whereas the principles are ones that all CBImembers
hold dear.

Q446 Jim Cousins: I commend you for the answer.
With that ability to answer questions you may well
find yourself Chancellor of the Exchequer next
week. Perhaps I may be tedious and repeat my
question and hope that this time I get an answer to
it. Was the Treasury right in 2005 to be concerned
about transfer pricing abuses in access to capital and
raising debt?
MrCridland:As to that specific question I shall write
to you with a considered view.

Q447 Jim Cousins: Mr Haddrill, you are on the
investment side of this. Do you agree with the
Treasury in its submission to us that investors need
to be vigilant about the misalignment of incentives?
Mr Haddrill: Yes, absolutely.

Q448 Jim Cousins:What do you do to address that?
Mr Haddrill:What we have been doing is talking to
the Treasury about the need to review the present
incentives in the tax regime. Obviously, we have
been talking today about one set of incentives—
another one is stamp duty which needs to be
addressed—so we do not end up with a situation
where incentives designed for one purpose are used
for another and as a result the wrong decisions are
taken about how the British economy should be
funded, that is, whether it be by the equity or debt
route.

Q449 John Thurso:Mr Gibson-Smith, it used to be
that venture capitalists and private equity operated
in what was very much the incubator stage of
business. They were people whowere involved either
in start-ups or taking small companies, possibly
worth only hundreds of thousands, and building
them up to the next stage. At the end of the day the
outlet, or one of them, was the market. It seems to
me the problem is that private equity has gone
ballistic in the sense that it is now a direct and equal
competitor with PLCs when looking at mergers and
acquisitions. They are therefore equally in that
market. Is this a threat to the traditional stock
exchange model?
Mr Gibson-Smith: I think that broadly we are
symbiotic and reinforcing. Eventually, everything
that they take oV our market they put back, from
what I have observed so far. What concerns us is
whether or not there is an underlying level playing
field so that as we oVer product to the market in
general it is as advantageous to take capital fromour
markets as it is to go down their route. First, private
equity is a very new phenomenon; it has a long
gestation but in its current scale and impact it has
taken all of us by surprise, so a lot of what you are
worrying about, if I may use that expression, is an
unintended consequence. I believe that they play a
vital role in the UK economy, but in my view it must
be better balanced with the public equity markets.

Q450 John Thurso: To characterise where one might
be aiming, it is that the role played in creating
wealth, particularly for small businesses or divisions
of companies bought out by management so they
can be more focused, is a very real and valuable one,
and that is the baby that must not be thrown out
with the bathwater. But we really should focus on
the large deals where sometimes it is quite hard to see
how the value arises given that eVectively because
the playing field is not level there is a competitive
advantage in the acquisition of target companies.
Does that sound like the right direction in which I
should be thinking?
MrGibson-Smith: I add one thing to that. As always,
it is never necessarily straightforward. Very often,
they have very clever ideas that the management per
se has not thought about. If you take the example of
Sainsbury’s, where potentially there are two
businesses imbedded together—a very large
property business and a very large business that sells
oranges—whether they would be more eYcient for
the UK economy if they were split up in some way is
a valid question. I do not think that that was to do
with tax asymmetry; it was a valid business question.
Again, one must be very careful about drawing
general conclusions.

Q451 John Thurso: Yet, curiously, in that sector the
most innovative company is probablyWaitrose who
invented Acardo which is owned by its employees.
MrGibson-Smith: It is always complex, which is why
you must be careful.

Q452Angela Eagle: I think that some of the worry to
do with the exploding phenomenon of private equity
and its size is not simply the perception that it is a
threat to the PLC model because of its growth and
the advantages of being private—not to mention the
remunerative advantages of being the general
manager of a successful private equity fund—but the
view that it is a creator of value. Do you agree that
the tax incentives that are created are not necessarily
beneficial in that they lead to value extraction rather
than creation?
MrHaddrill: I think it has created value and a lot of
the examples given today justify that statement.

Q453 Angela Eagle: There are contrary examples,
are there not?
MrHaddrill:Yes, and there have been failures. They
generally do come back to the market, so the extent
to which they are a threat to the market can be
exaggerated. A lot of the people who have lent to
them and stand behind them are very much in the
market, so they cannot completely escape a level of
scrutiny. One of the economic concerns is that a
higher level of debt is incentivised than is justified by
the commercial or economic circumstances and it is
not just the exposure of the companies themselves
and their private equity investors but the exposure of
the banks that have stood behind them. To return to
Mr Thurso’s point, one of the fundamental
questions is: what is the economic risk of too much
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debt in the economy? Are we at a time in the cycle
when we can aVord that, or not? That is something
that the Treasury needs to explore.

Q454 Angela Eagle: In economic theory there is the
agent problem where so-called helpers go into
businesses and charge a great deal of money to
provide advice which they then extract from the
value of those businesses over time. There are
charges, reductions and costs that private equity
routinely charges the companies that they buy and
own for a period. Do you have a problem with that?
Mr Godfrey: The key agency problems originally
identified describe the problems or potential
conflicts that one has between managers of a public
company and shareholders, because the managers
are running the business and the shareholders are
not there. That is why you have independent non-
executive directors, corporate governance codes and
so on.

Q455 Angela Eagle: You do not have to do any of
that with private equity?
Mr Godfrey: No, but one has a convergence of
interest and ownership between the managers and
the owners being incentivised in very much the
same way.

Q456 Angela Eagle: Is that so? Looking again at the
theory of it, surely although there may be a
convergence of interest in creating short-term value
private equity wishes to exit in three to five years and
so it is in their interests—they are very well
incentivised—to have a point exit strategy at which
they canmaximise the value of the company for their
own enrichment, whereas the company then has to
continue with its extra debt burden past the point of
exit. Is that not a divergence rather than convergence
of interest?
Mr Godfrey: I absolutely agree that it is in their
interests to maximise value at a point in time, but
they do not do that by spitting out an empty husk;
they do it by improving the business and making it
more valuable to someone to whom they can sell it.
We have seen that the successful guys are doing
just that.

Q457 Angela Eagle: But in theory we are not talking
here necessarily about a convergence of interest;
there are distinct diVerences of interest, with private
equity getting out in three years and what is left,
surely. This could be a market failure.
Mr Godfrey: The agency problem that you describe
is if anything reduced in the private equity scenario.

Q458 Mr Mudie:Mr Haddrill, you speak about the
excessive use of debt where the reality is that a
corporate entity requires genuinely committed
equity capital. You go on to say that there should be
a degree of convergence and a more enlightened
approach would provide that. Are you relating that
to the fact that the big players in the private equity
market are using a tax vehicle that was designed to
encourage investment in industry, training, research

and development to buy firms with tax deductions
because that is the tax vehicle? Is that what you are
speaking about?
Mr Haddrill: I think you put it better than we did.

Q459MrMudie: I wish you had been here before the
villains who have just gone because it would have
been useful for us not to be portrayed as lefties who
were opposed to them. This is a fundamentalmatter.
They are doing it with taxpayers’ money. Mr
Gibson-Smith, I sense that you agree with that. I
appreciated your remarks. It seems to me that the
Stock Exchange is not facing up to that and saying
to Ed Balls, “Look, you have to do something
similar to what other countries have done.” You are
saying that to level the playing field we should do
something about stamp duty. That is a very
interesting proposal, but is that not just being
opportunistic?
Mr Gibson-Smith: It is a theme that we have been
putting rigorously before Ed Balls and all his
predecessors for ever, so I do not think it is
opportunism. The purpose is to point out to you
where the playing fields are least level. If I have a tax
system that is unique tomy structure and adds to the
cost of capital of every British company that is listed
on our market, which makes it less globally
competitive and that reduces the pension outcomes
at the end of an individual’s lifetime of saving and so
on, then I think you should be looking at it.

Q460MrMudie: But your market has been working
perfectly well in terms of the purchase of companies;
it is working as a market should without British
taxpayers subsidising it. Is that not so? Therefore,
the subsidy to them should stop and stamp duty is a
diVerent thing altogether, is it not?
Mr Gibson-Smith: It is an integral part of the level
playing field, and I just cannot see that it is not.

Q461 Mr Fallon: I come back to the issue of the
perceived failure of the public market. Does it not
concern you that so many small and growing
companies prefer the private equity route because of
the cost of going to the public market, the pressures
of the regulatory environment, the short-term
pressure on the share price and their inability to
devise incentive schemes for their management that
are as successful as private equity? Does it not worry
you that you are losing out to private equity because
of a weakness in the public market?
Mr Gibson-Smith: Our small-medium market is
more successful than it has ever been in history; it is
simply the most successful market of its kind in the
world, so it is being very competitive.

Q462 Mr Fallon: But a lot of these private equity
deals now involve public to private, which
presumably implies that there is something more
attractive in the private equity route than there is in
remaining in the public markets.
Mr Gibson-Smith: But there are 3,500 companies on
our market at any one time. If for 10% of them that
is their preference that is a very small percentage of
the total market at any one point.
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Q463 Mr Fallon: You do not believe there is a
weakness in the public markets?
Mr Gibson-Smith: I think there are diVerences
between the public and private equity market and
debt and those diVerences matter deeply to firms. I
think that we compete in our own minds completely
with the debt market and private equity market, and
that is why I point out the ways in which it is more
diYcult for us to compete. Sometimes we win and
sometimeswe fail, but overall thatmarket is growing
as it has never grown before.

Q464 Ms Keeble: I want to ask about transparency
and engagement. Mr Haddrill, in your evidence you
have said: “It is right that private equity should be
transparent in its dealings and activities but it must
be recognised that a lesser level of transparency in
respect of businesses not owned by quoted
companies is a natural state of aVairs.” Given that
these funds now have deals of £11 billion—
comparable with the budget of a small country—
that pension funds are heavily tied up with them,
that they are changing the shape of our high street
and they have lots of employees, is it not the case that
they have simply outgrown the regime for
transparency—some may say tax, too—and that
there should be a new regime with greater
transparency?
MrHaddrill: I think there should be a higher level of
transparency than we have at the moment. Because
of the diVerent structure with the owners of the
business having complete knowledge of what goes
on in it—they are part of it and can ask any question
at any time—to have an identical regime to one in
the public equity side would not be appropriate.

Q465 Ms Keeble: But they must be more
transparent?
Mr Haddrill: They must be more transparent in
terms of what the wider stakeholder community
needs to know. In a way, the advantage of public
equity is that the companies in that market are
broadcasting their news to the public at large
because it is the public that they want to invest in
them, so the public get a side benefit from that.

Q466 Ms Keeble: Mr Cridland, you said that
everybody would sit round the table together and
come out with one statement. All the evidence is that
when public companies sit down with private equity
companies they get a fright and changewhat they are
doing in case they are taken over. Do you think that
what you are saying is realistic unless there is a more
level playing field between transparent regimes and
the way they have to treat their workforce and
pension funds?
MrCridland: I think we need to look at this in terms
of detriment. If there is a transparency gap who is
losing out? I agree with Mr Haddrill. If one looks at
the primary duty of disclosure by companies the first
one is clearly to shareholders. The alignment that
has already been touched upon by other witnesses in
relation to private equity-owned businesses is very
strong. Clearly, what the private equity world is
waking up to now—it can learn a lot from listed

companies—is the need to have a proportionate and
appropriate form of transparency to broader
stakeholders. That is a debate which within the
public equity world has run for many years. Where
does the shareholder duty fit with the stakeholder
duty? Private equity knows, and the CBI is on record
as saying, that theWalker review is about addressing
that question because of the factors about which
you asked.
Mr Godfrey: I represent the listed private equity
companies which because they are listed have a very
high level of transparency, corporate governance,
independent boards and so on. I believe that the
wider industry is beginning to show its acceptance
that as they start to take control of household names
and high street brands with tens of thousands of
employees there is a legitimate interest within local
communities, employees, the media and politicians
and they have to engage positively with all those
groups. Company law will also put an obligation on
boards to consider broader stakeholder groups
beyond the shareholder body and, for example, the
interests of suppliers as well as employees and local
communities. I believe that we will see quite rapid
change in that area.

Q467Mr Todd: The FSA has examined risk to these
businesses within the regulatory environment and
identified market abuse and conflicts of interest as
the highest priorities and others of lesser concern.
Do you share that perspective?
Mr Haddrill: I share concern about the risk of
market abuse. That is not to say that it is happening
today, but I think that the FSA is right to identify
that. I think it is also right to identify the risk of a
covenant-light world and what it means for the
financial stability of the country. Personally, I would
have put that higher up the agenda than the issue of
market abuse, but they are both important.

Q468 Mr Todd: Is that because you have an innate
trust in the self-regulatory processes of these large
enterprises? I do not know whether you were here
during their evidence in which they all claimed they
operated with Chinese walls and had lawyers in
place at the rightmoments tomake sure that obvious
conflicts did not arise.
Mr Haddrill: It is not based upon that trust. I just
think that the damage to the economy of excessive
levels of debt, if the banks did not balance their
portfolios appropriately, would be more significant.

Q469 Mr Todd: I see the point about economic risk.
I am thinking more of the regulatory environment
and the probity of the system on which we all rely.
Mr Haddrill: That probity has to be reinforced and
kept under very close review by the FSA. Questions
have been raised about public and private equity in
that respect.

Q470Mr Todd:The impression we had was that this
was a trusting self-regulatory framework in which
each individual business designed its own systems to
prevent what appeared to be quite obvious
potential abuse.
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Mr Haddrill: There is a lot of international trust in
the way that the City of London generally goes
about its business in this area, so I would not
exaggerate that, but I think it is right to keep a very
close eye on it.

Q471 Mr Love: I think all the witnesses accept that
there is considerable public interest and concern
about private equity. Do you believe that Sir David
Walker’s task in providing a voluntary code to
improve transparency and disclosure would be
enough to allay those public concerns?
MrCridland: It is a start. The view of the CBI is that
if things can be done voluntarily that satisfy the
licence to operate from society there is no need to
intervene beyond that. Clearly, if that licence to
operate is not satisfied it is down to you and
regulatory bodies to consider whether more is
necessary. We have seen a sea change in attitude.
There is now a greater willingness to step up to the
level of responsibility in the role it is now playing in
the marketplace. We are quietly confident that given
it is an independent review it will be quite
challenging.

Q472 Mr Love: One of the witnesses mentioned
earlier that the industry should engage positively.
Mr Gibson-Smith, since the London Stock
Exchange and the companies who list on it engage
positively with the public, what experience can you
give to the private equity industry that would allay
public concerns?
Mr Gibson-Smith: A lifetime of experience shows
that you need to engage openly; otherwise, you get
into trouble. If it suddenly finds itself in daylight it
will have to learn a skill that it has not needed up to
this point, but I am sure it will need that skill. Could
a voluntary code work? The combined code is
largely a series of voluntary codes, so it could work.
Let us see what David Walker does.

Q473 Mr Love:We had evidence from two previous
sets of witnesses. I do not know whether you were
here at that time. If I may bracket them together, the
trade unions said one thing and private equity said
another in relation to various employee issues.
Evidence that we received last week was
contradicted this week. How do we get to the reality
of private equity in order to shed some evidential
light on this rather than everybody’s opinion on
that matter?
Mr Godfrey: You probably need to see more
research. Typically, what has happened is that you
have been presented with extremes on both sides as
people demonstrate the points that they seek to
make. Undoubtedly, there have been private equity
deals which have left employees very unhappy and
have caused redundancies. We must all recognise
that that causes individual pain perhaps on a very
large scale, even if that decision may be in the long-
term interests of the company. That should never be
forgotten. But there are a very large number of
private equity deals, all the way from million-pound
backings of small venture capital companies to the
£12 billion deal for Alliance Boots. Probably more

research is needed to see what the typical experience
is. My guess is that it is only in a relatively small
number of cases that there are serious industrial
disputes as a result.

Q474 Chairman: I do not want to quibble with you,
Mr Cridland, but I do not see the Walker inquiry as
being independent. It was private equity that
enrolled Sir David and it is paying for that.
Mr Cridland: I accept that point. We consider Sir
David as an independent figure.
Chairman: I agree that he is an eminent figure.

Q475 Mr Simon: The European commissioner said
he thought that the private equity industry should
use current cheap debt to moderate the debt-to-
equity ratio in its deals rather than expand the
revenue-to-debt multiple. Going from left to right,
what do the witnesses think of that?
Mr Gibson-Smith: I have to pass on that while I
think about it. I think I understood it.
Mr Godfrey: My view is that clearly the
commissioner believes that debt is too high. He is
entitled to hold that opinion, but I think that
individual commercial enterprises must take their
own view. I am not running those enterprises and so
cannot express an opinion as to whether universally
they should be doing that. I know youwill think that
I am ducking the question, but I am not a financial
expert and am not qualified to give you an answer
other than to say that individual businesses take
their own views on the appropriate level of debt for
those businesses.

Q476Mr Simon:MrHaddrill has already given us a
view on this matter. Perhaps it could be fleshed out
a bit.
MrCridland:TheCBIwould take a similar view.We
have seen no evidence to imply that levels of debt are
excessive. Clearly, there would be a concern if there
was a change in the circumstances of the economy
and it became more volatile, but because at this
point we do not consider that the ratios to which you
refer are by definition excessive we would not
prioritise the need to reduce them.
Mr Haddrill: As to that, the point I make is: do we
have incentives in the system that will lead to people
taking the wrong decisions at the point at which the
economy moves?

Q477MrNewmark:You said that nothing had been
shown to you to indicate excessive debt.Debt to cash
flowmultiples are at historic highs. A half base point
movement with a leveraged impact can have a
significant eVect on the ultimate performance of
businesses. If one saw a one or 1.5% movement in
interest rates with today’s amount of leverage,
looking at the debt to cash flowmultiples it would be
a disaster for many of the deals done in the past 12
to 18 months.
Mr Cridland: Clearly, there are significant risks for
individual companies. Those are important and I do
not want in any way to sound complacent about
them, but the CBI’s principal perspective is the
health of the economy as a whole and the question
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of systemic risk. We watch very carefully those who
are far more expert than us—the ECB, the IMF and
the FSA—and I believe that the regulatory
authorities looking at this have recognised that that
risk is spread to a much greater extent than before
among a whole range of financial institutions. They
themselves have not said that this level of leverage is
by definition excessive. I fully accept that some
individual companies could be vulnerable to a
change in the economic cycle.

Chairman: I was asked to release you before 6.30
because I know that a number of you have
appointments, and we have done that. Again, I
apologise for the late start. Thank you for trying to
shed some light on a very complex issue. Like you,
there are a number of matters that we have not
understood this afternoon—not least the
memorandum of understanding—but we will try to
ensure that more light is shed on it. You have done
us a service and we thank you.
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Q479 Chairman: Sir David, welcome to the
Committee on this evidence session on private
equity. Will you introduce yourself formally, please,
for the shorthand writer?
SirDavidWalker: I amSirDavidWalker, Chairman
of the Committee that has been set up to review
disclosure and transparency in private equity.

Q480 Chairman: Thank you. We have had an
exchange of letters on the issue of your
independence, and some might say that a report on
private equity being written by a prominent member
of theCitymay not be truly independent.What steps
are you taking to ensure that your report is both
independent and seen as independent?
Sir DavidWalker:Two. One, andmost important of
all, the criterion for independence is a state of mind,
and I am independent-minded and those who know
me from experience of other activities in which I
have engaged of this kind would know that I am
independent, but secondly, andmore immediately in
the context of this exercise, I will publish a report in
two weeks’ time, literally two weeks today, which is
a substantial document on disclosure and
transparency in private equity in the preparation of
which I have been advised by an almost exclusively
industry group. That group is not independent; there
are two independent members of the group, myself
and Sir Mike Rake, the senior partner of KPMG.
However, as a result of the work that I have done, we
will publish a consultative document and there will
be a three-month consultative period in which we
will take into account the views of all interested
parties in private equity, prominently including any
conclusions from this Committee.

Q481 Chairman: Right, but let me just go over the
reasons why some maybe think you are not
independent. The review has been undertaken at the
request of the British Venture Capital Association
and several major private equity firms. The working
group is largely comprised of senior representatives
of the industry with the exception of Sir Mike Rake.
You yourself, as you mentioned in your letter to me,
personally invest in private equity, in fact, you do
mention you have chaired a small venture capital
firm for the past eight years, and you are a senior
adviser at Morgan Stanley International and,
indeed, your letter to me reiterating your
independence was written on Morgan Stanley
headed paper, and Morgan Stanley have invested

deeply in private equity. So against that background
I do not doubt you are independent-minded, but the
need to show this independence is extremely critical.
SirDavidWalker:The substance ofmy report I hope
will demonstrate it and I am concerned much more
with substance than with appearance.

Q482 Chairman: EVectively in terms of substance,
Sir David, it is a very timely report and our
Committee intends to produce our interim report in
July which would help the consultation process, and
when we return in the autumn we will be looking at
that again and maybe have you back to discuss
certain issues. In what areas do you think the private
equity industry has failed in transparency?
Sir David Walker: Four quick points, Chairman.
The industry is not open enough. Its significance and
influence in our economy has grown hugely in the
last two years, the last three in particular.
Unfortunately its attentiveness to the stakeholder
interests, which I think are legitimate in private
equity, has not matched that growth in its
significance, so we need to address that issue. I
should say that the focus that I am giving is almost
exclusively on the buy-out end of private equity, not
venture capital or development capital, which are
widely regarded as supporting enterprise very
eVectively and frankly, so far, I have given that very
little attention. Third, specifically, the areas that I
will be addressing on which I have given most of my
focus in the time spent in this exercise so far are
reporting by portfolio companies themselves, the
companies bought by private equity; what I am
calling generic communication, which is reporting
communication by the private equity firms, some of
which will be giving evidence later this morning, and
thirdly, last but not least and I think very important
given the partiality and unsatisfactory nature of a lot
of the data available to all of us, including your
Committee, a more eVective industry-wide
collection of data, verification of data,
dissemination of data, and the promotion of good
quality, evidence-based economic research. As I
said, lastly I will publish a consultative document in
a couple of weeks’ time, which will be open to all,
and will have in mind to publish after a very full
process of consultation a set of guidelines for
conformity on a comply or explain basis later in
the year.
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Q483 Chairman: Lastly, before I hand over, are you
in any way concerned about the apparent increase in
the number of transactions in which private equity
sells one business to another, because there is a
suspicion that some of these deals are designed to
bring forward a payment of carried interest and
might even be influenced by a wish to do this before
any possible changes in the taxation of carried
interests? Some of these deals have involved a
general partner switching investment from one
limited partnership under their management to
another, and the deals have often involved very little
disclosure about terms and financing, and in the last
week we have had the AA and Saga deal, which
seems to come into that category.
Sir David Walker: Leaving aside for a moment,
Chairman, disclosure, the activities of the general
partner running these funds are governed by limited
partnership agreements with limited partners so the
first question, frankly, is are the general partners
behaving in a way which is consistent with their
fiduciary obligations to their limited partners, to get
best value on realisation of a particular asset? That
substantially is not a matter for public disclosure; it
is a matter for the limited partners to determine. As
to public disclosure my response is that I think the
question is a very good one but it leads into a tax
question which is not in my bailiwick.

Q484 Chairman: But there is an issue here, Sir
David, in that we have seen a step change in private
equity over the years, and that is one of the reasons
for this inquiry. We agree venture capital is very
important and we want to see it taking advantage of
the tax advantages so that we do stimulate enterprise
in this country, it is very important, but there has
been this scale change and we now have iconic
companies in the High Street being taken over or
being targeted, so therefore there is an issue here in
terms of transparency in many ways, not just in
terms of the financial deals. We have benign
economic times and if these times change with
interest rates going up we have a diVerent scenario.
This morning we had the New Look bid being taken
oV the table as a result of that, so that is the reason
for my question, and that is why I would like a
further answer from you.
Sir David Walker: The question, if I may say so, is a
very good one. We need greater openness in this
space and we will produce it. Let me give a specific
example that is relevant to news this morning on a
tax matter. I am not addressing tax but I am
addressing disclosure and transparency. Under the
proposals I have in mind we will require large
portfolio companies under these guidelines to
publish their report and accounts, not merely filing
at Companies’ House but putting on a website
accessible freely to all, four months after the
company’s year end—not nine months, which in its
wisdom Parliament and Government in the
Companies Act left for private companies to do. So
we will be requiring in the case of the AA and Saga,
which are cases which are very topical at the
moment, reports and accounts to be available four
months after the year end. That is one example of

increased transparency. The only other observation
I would make, which is only partly, Chairman, a
matter of disclosure and transparency though there
will be a lot more of it when I have finished, is that
it is important to keep in mind why these
transactions are taking place—and I am not starting
from a benchmark, but perhaps the Committee is
not starting from a benchmark and I would urge you
not to, that the ideal, the model, is the performance
of the listed sector in all respects. Part of the drive to
private equity in its engagement with these large
companies is a dissatisfaction with the attenuation
of authority between owner and manager, and that
is a big problem.
Chairman: Well, it is part of our remit, Sir David.
Peter?

Q485 Peter Viggers: Sir David, goodmorning.Were
you consulted about the terms of reference of your
inquiry before you were asked to undertake it?
Sir David Walker: Yes, I was. I have to say that I
think that was an unsatisfactory part of the process.
I am not concerned to be reproachful about it but
specifically, in my terms of reference, taking it very
literally, a lot of emphasis is placed on the quality of
reporting by general partners to limited partners. I
have to say that in the work I have done pretty
intensively over the last threemonths I would submit
quickly to the Committee that is the least of the
problems because that is not, by and large, a matter
for public disclosure. The matters for public
disclosure are the ones we have just been talking
about. I say that because I think that in the haste of
putting together a group or commissioning this
initiative the BVCAand those whowanted to launch
it probably did not spend enough time on the terms
of reference. The bottom line is that in doing the
work I have assumed that my terms of reference are
wide and are to look at any aspect of disclosure and
transparency relevant for private equity, so I am not
constrained.

Q486 Peter Viggers: Because there are many aspects
of private equity which are relevant and topical. We
are looking at public companies versus private, long-
term investment versus short-term investment,
taxation, international competition—even
employment implications. Would you agree that the
terms of reference which you have referred to are
really quite narrow in terms of transparency and
distribution closure?
Sir David Walker: Yes, and I am disregarding that
for that reason; I am looking at all aspects of
transparency and disclosure. But if your question is
am I looking at tracks, the answer is no.

Q487 Peter Viggers: Who is the principal intended
audience for your report? Are you looking to the
BVCA? To private equity firms with a view to them
changing their practice, or at the general public?
Sir David Walker: That is a very good question, if I
may say so. In my mind the report is available to
anyone interested in the wellbeing of this economy
and the role of private equity in it. I will not be
addressing my report to the BVCA or to the private
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equity industry. It will be made available to the great
British public at large and I will expect it to be of
particular interest to the non owner stakeholders,
employees, suppliers, customers and the wider
public interest, so I am not narrowly focused.

Q488 Chairman: And is your prime objective to
change practice or to help explain it?
Sir David Walker: Both, so I have two objectives.
Let me be specific. Certainly to have more
disclosure, and I can do that best by giving a couple
of examples, and have it in amore timely way. I have
mentioned in a timely way requiring larger portfolio
companies—we need to be attentive to what is a
larger portfolio company but leaving that aside for
the moment—to have their reports and accounts
available not after nine months, which is what is
specified in your companies legislation of 2006 but
after four months, so that is relevant to timeliness.
There are other examples. As to the content, if I look
at reporting my portfolio companies, I am going to
specify, though the detail is still to be hammered out,
that they give not only an indication of the scale of
their leverage but in the financial statements a fairly
detailed exposition on the structure of the leverage,
because it matters greatly whether the leverage is all
senior debt or highly subordinated debt. So that is
content. As to influencing behaviour, which is why I
said there were two objectives, I am going to ask, to
give the example here, general partners to
communicate generically, to talk about their values,
what they stand for, what their approach to business
is. There is a tendency, and I have tried this out on
some colleagues and interlocutors, to say: “What
does values mean? It is just motherhood and apple
pie”. I do not take that view. If a general partner
states what his values are and describes his
approach, for example, to employees, I think that if
he does not work to the standards that he has
promulgated in what I am asking for as an annual
review he will very rapidly in this very critical
environment, which I believe to be healthy, find
himself in the public penalty box.

Q489MrNewmark: Sir David, this really follows on
from what Peter Viggers has just said. What kind of
transparency do you think is required by the general
public of private equity firms? I say that in the
context of Richard Branson being out there and
Philip Green, who are people buying up big
companies. Why should private equity firms be any
more transparent than a wealthy individual buying
a private company?
Sir David Walker: Because they are the people who
generated the concerns that are principally being
addressed by this Committee today. I agree totally
that, because my terms of reference are confined to
private equity owned portfolio companies, that is
limited, and there is certainly a level playing field
question about the companies you mention, and
there are others like Bamford, for example, some of
which are hugely successful private companies. I
think there is a problem about how to deal with
other private companies. My response to it is to say
that I propose to promulgate a set of standards for

disclosure and transparency for large private equity
owned private companies, and in what I have
drafted so far I have a sort of hortatory passage in
which I express the hope that other private
companies will be encouraged, perhaps by
observations from this Committee, by the CBI and
others who can bring influence to bear, to perform
to a similar standard of openness.

Q490 Mr Newmark: I am still not clear on your
answer.What is it about private equity that it should
have perhaps diVerent standards than any other
private owner? I am still not clear on that. What
standards specifically should those private equity
firms have which are diVerent from the Richard
Bransons, the Bamfords, the Philip Greens of this
world?
Sir David Walker: My view is there should not be
diVerent standards.My view is that the standards for
these other private companies should be
substantially the same. The only significant
diVerence is that some of these other private
companies have only one or two—I am aware of one
very large private company that has only one—
shareholder. In private equity the owners ultimately
are the investors in the fund and interestingly, if I
could give the points on the spectrum, in the large
buy-out situations, on the work I have done so far—
which is incomplete, there are typically about 150
limited partners in a fund. So we have at one end of
the spectrum a privately owned company that may
have only one shareholder or a very small number of
shareholders, a private equity situation where in a
large fund there may be 150 limited partners, the
congruence is quite interesting, and if you look at the
average number of members or shareholders of a
FTSE 100 company there are 150,000 shareholders.
Given that what drives disclosure and transparency
in our society over the last 150 years, going back to
the initial joint stock legislation, is an accountability
of companies principally to their owners, it is not
surprising that the disclosure requirements for
public companies are so much fuller than those for
private.

Q491 Mr Newmark: And by definition they are
public, so anybody can buy and sell, and therefore
the disclosures have to be higher.
Sir David Walker: Sure.

Q492 Mr Newmark: But surely there is enormous
transparency between the private equity general
partners and their limited partners? They are not
widows and orphans; they are the big pension funds
and the insurance companies, and I am just curious,
in your findings do you see a lot of transparency
between those sets of shareholders and the owners of
the business?
Sir David Walker: Exactly. I absolutely take the
point. It is significant to say that we are in themiddle
of a review of about 100 limited partners who are the
largest limited partners in private equity globally; we
are doing this by e-mail—incomplete. But the
findings so far are what I had expected from
conversations, which is that the limited partners are
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generally very well satisfied with the flow of
information, the disclosure and transparency to
them. One or two of them have said they have more
information than they can cope with. The core point
is that, because they are owners of a non tradeable
asset, their stake in the fund, not like a holding of BP
or Shell or another listed stock, they have no
liquidity and therefore the intelligence that flows to
them can make them safely insiders; there is no
insider problem in a situation in which there is no
listed equity. So they have an abundance of
information, and the only questions that remain in
that space—I am not saying they are unimportant
but they are less important than employees,
suppliers, the wider public interest—are whether the
methods of valuation between diVerent funds are
precisely comparable, and is there some more
harmonisation?All I would say about that is we need
to be attentive to the cross-border nature of this
business and not think of it as a little England
phenomenon.

Q493 Mr Love: Sir David, two of the concerns that
have been expressed to us are that voluntary
initiatives will lead to patchy and uneven reporting,
and you have replied that those that do not report
will be, if I can put it in my own terms, subject to the
full force of public opinion. Why do you think that
will be enough?
Sir David Walker: I have two answers. I think first
the full force of public opinion will be very strong in
this environment. I have encountered some view,
which I think is bluntly irresponsible, that all this
focus on private equity will blow away andwe do not
need to be very attentive and after the end of this
year committees like yours, Chairman, will be
focusing on something else. Well, maybe you will,
maybe you will not, but I do not think the focus on
private equity is going to wither away. So I think the
interests on the part of unions,MPs,members of this
Committee and elsewhere, and perhaps above all a
better informed media is going to continue to be
intense, and I think that scrutiny is very serious for
someone in this increasingly public space. Related to
that I am reluctant to put in place at this point a
proposal for some sort of policing bureaucracy, an
enforcement capability, to monitor compliance with
what I am proposing, however.

Q494 Mr Love: Let me put to you the other side of
that which is that those parts of private equity that
do not really need to be transparent will be
transparent, and it is the very part of private equity
that needs to be transparent that will not be.
Sir David Walker: My answer to that is if that
scepticism, and I absolutely understand it, proves to
be justified I am saying in my report that all the
guidelines that I will put out need to be reviewed.
This is a fast moving, very dynamic industry.
Parliament was not talking about private equity, if I
may observe it, twelve months ago before the ink
dried on the Royal Assent for the Companies Bill,
which might have been a place for attention to a lot
of these issues. This is a very fast moving space so I
am proposing—not sure of the detail—the creation

of a body of trustees that might be fairly
representative to review the guidelines after, let’s
say, a year but maybe, like the code for the Takeover
Panel, keep it under continuous review. If the
concern you have is confirmed and there is
inattention to the guidelines and some out-lie, as you
might describe it, just observes in the breach and
does not comply and does not explain, then I think
the guidelines can be reviewed and maybe we do
need to put in some monitoring enforcement
capability. My one strong view about that is that it
ought not to be done by the representative body or
the trade association; you would need to create
something separate.

Q495 Mr Love: One of the things that has become
clear from our investigation so far is there is little
research; I am not talking about specific private
equity partnerships but about private equity
generally. Do you think there is a need for a central
reporting requirement so that we can have that
evidence on which we can base a judgment about
private equity?
Sir David Walker: Absolutely. I totally agree with
that. The BVCA, the trade association, and some
very good work done at NottinghamUniversity has
cast quite a lot of light in this space but, frankly, it is
partial and there is not independent verification of
the data, so we need a comprehensive review of data.
I will be making proposals about the data that need
to be collected; I will be proposing that all private
equity firms ought to commit to provide data to the
extent it comes from them; we need a verification
process to check that the data is robust, and then to
come to your last point, I think we need some
process to promote and encourage high quality
economic research which enables this Committee,
with anyone else who is interested, to have decent
rigorous impact analysis. It does not exist. I have to
say it does not exist much across the Atlantic either,
and in the US a very similar process is being gone
through as we speak.

Q496 Mr Love: Finally, it has been quite surprising
to us that private equity has not already engaged in
this since they continue to tell us that there is a good
story out there to tell. Why will they engage in it
under voluntary code?
Sir David Walker:Well, I think, if I may say, that it
remains to be seen. The proof of the pudding is in the
eating. I think the deliberations of this Committee
and the media we have in focusing on this space are
changing the climate, if I may say so. I do not want
to anticipate what they will say; listen to those who
are to follow. I believe the reason there has been
inattention to this so far is not because they do not
want to produce industry-wide data; this is a highly
competitive industry with abundant funds available
to these general partners to find opportunities in
which to invest. They have focused on doing the
transaction and then putting decent management
into the companies which they have acquired, and I
do not think they have been at all attentive to these
wider issues, and that needs to change.
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Q497 John Thurso: Sir David, you earlier in your
remarks said the industry was not open enough and
later you stated there was a need for greater
openness, and you particularly mentioned the
broader stakeholders rather than within the industry
which, if I may say, are remarks that I find extremely
encouraging. You have just been talking to Andy
Love about the voluntary code, the possibility of
following something along the lines of the model
code, possibly trustees—whatever. At the end of the
day any code to be eVective requires to have some
sanction. Do you believe that the sanction should be
with the industry or that ultimately it would be
appropriate for the Financial Services Authority, for
example, to have some form of sanction?
Sir David Walker: I am doubtful about the need for
a statute-based or black letter regulation-based
sanction. One of the diYculties with it is that it is
extremely hard to adapt it to a fast-changing
industry environment, and I think, though I do not
want to cry wolf here—it is not my instinct, that it is
very important to invite you to see this industry as
one which is a very significant dynamic in the whole
British economy, and not only vis-à-vis portfolio
companies that it acquires in the United Kingdom,
which are actually a small part of its total activity.
There are significant buy-out firms, some of which I
think may be giving evidence or may have given
evidence, that have no assets in theUnitedKingdom
but a significant cross-border entrepôt activity with
skills and excellence based here. I would say my
present thinking in my report is that this may
change. I readily acknowledge that I do not see the
place for regulation or primary legislation in this
space, but there is an important asymmetry here.
When we are looking at voluntary guidelines and
self-regulation, and I understand the scepticism that
some feel on both sides of theAtlantic about this and
also on the continent—you have if you put in place
voluntary guidelines the possibility if they do not
work, to put it bluntly, of capping them with
regulation on the basis of primary legislation, and
that is always available to this House and to
Government. If you do it the other way round, eg
Sarbox in the US, it may have been an unintended
consequence but it is an entirely predictable
consequence that you will end up in a mess. You will
have impact which was not intended which then you
have to spend a lot of time unscrambling, so I think
the asymmetry is one I am happy to work with. Let’s
start with something which is guidelines and code.
The evolution of the Takeover Panel is a perfect
example. That started on a voluntary basis and
worked extraordinarily well. Latterly, not because it
was not working but because of Europe, it has been
put on a statutory foundation.

Q498 John Thurso: One of the most obvious points
is the question of ownership and when you look at
the broader stakeholders, particularly employees,
who owns the business and what their attitudes are
going to be is extremely important, and indeed Paul
Kenny from the GMB stated in his evidence to us
that one of the problems he felt was his inability to
identify the owners of the AA.Would you agree that

as part of the code in these large businesses it should
be obvious who are the actual owners of the
business?
Sir David Walker: The owner of the business in all
these situations is the fund, and I completely agree
that the fund should be visible, and I am for example
proposing to require that the senior managers, the
executives, of the fund should be identified in this
generic communication by the general partners.

Q499 John Thurso: Do you think it should be the
managers and the fund investors, or just the
managers?
Sir David Walker: I am talking here about the
managers. If I may come on to the fund investors,
no, I am not proposing to identify the identity of the
fund investors, and what is more I do have a
proposal in that space I will describe. Why am I not
proposing to identify CalSTERS or CalPERS, or
whoever, an American pension fund? The reason is
that some limited partner investors in private equity
would not be ready to be identified. In any event,
whether or not they would be ready to be identified,
the matter of, for example, a US pension fund which
is choosing to invest in private equity in a fundwhich
may be investing in the United Kingdom but also in
Germany, Italy and elsewhere and may not be a
United Kingdom resident fund, is a matter for the
trustees of that pension fund to declare, if they wish
to do so, to their clients, their pensions, for example.
What I will require, because I think this as a public
policy matter is very relevant, is that each general
partner would, in the annual review I will be
proposing, give a fairly detailed breakdown of the
type of limited partner they have. The sort of
breakdown I have in mind is public sector pension
funds, private sector pension funds, United
Kingdom or overseas, sovereign patrimonial funds,
university endowments, family oYcers and
individuals, with a breakdown between United
Kingdom and non United Kingdom.

Q500 John Thurso: Is not the real issue that people
are interested in whether they have any influence in
the management, the culture, the values that are
going to be used in the management of the company
in the way that for example on the stock market,
when you arrive at a certain level of ownership, this
is declared and becomes public knowledge? Do you
think there is a threshold at which the size of the
investment and therefore the influence that that
investor may have is worth considering? Because
there is a diVerence between a pension fund having
some money and saying “Get on with it”, and
somebody else having a lot of money and saying: “I
want to see how you are doing it”.
Sir David Walker: It is a question to which I have
given a lot of thought. My present conclusion is
negative but I have thought about it, and certainly it
is very open to be looked at again in the consultative
process. Do we put in a threshold so that if you have
more than 10 per cent this should be disclosed? My
view is that it tends to be negative, but it can be
discussed. The reason is that it is very important that
when the limited partner commits to a fund he hands
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over responsibility for the management of the
money he commits to the fund to the general
partner, and although there is a very good
information flow from general partner to limited
partner, it is not available to the limited partner to
influence how the fund acts within the terms of the
partnership agreement. So I think it would be very
misleading to give the impression that the X, Y, Z
pension fund which has 15 per cent in a particular
fund can influence the activities of the general
partner in relation to a United Kingdom company
that has gone from public to private.

Q501 John Thurso: One last question, if I may. One
of the core themes that has come across in evidence
from the broader stakeholders, particularly the
unions, has been that they have great diYculty in
negotiating within companies that are owned by
private equity. Have you done any work in that
regard and will you be making at any
recommendations?
Sir DavidWalker:Have I done any work? Not work
which is suYcient, though I am in touch with
Brendon Barber at the TUC and participating in the
conference he is holding before I publish my report
I think in the early part of next week, but the answer
to your question whether there will be
recommendations is yes, certainly. Here, again, it is
rather like my answer to the question when I talked
about values. Let’s take the portfolio company,
which is the coalface interface with employees. I will
be talking about employees, not unions—the
employees are the stakeholders in this bucket, if you
like—and I am going to be asking in either the
Chairman’s statement, the Chief Executive’s
statement or the narrative report of the board of
directors for an indication to be given of their
approach to employee matters and for this to be

Witnesses: Mr Hector Sants, Managing Director, Wholesale and Institutional Markets, and Ms Sally
Dewar, Director, Markets; Financial Services Authority, gave evidence.

Q502 Chairman:Good morning and welcome to the
Committee. Please introduce yourselves for the
shorthand writer.
Mr Sants: I am Managing Director Wholesale and
InstitutionalMarkets, Financial Services Authority.
Ms Dewar: Director of Markets, Financial Services
Authority.

Q503 Chairman: Over the past few months this
industry has been getting itself into a bit of a hole
and there has been carping within the industry.Why
did you not take initiative and establish a working
party to look at this rather than just leave it to the
BVCA?
Mr Sants: As you know we have been regulating
private equity firms since the inception of the FSA in
2001 and I believe we have been diligent in that
respect, but obviously we recognise that the industry
has grown dramatically in the last few years, as you
yourselves have reflected, and we reflected that in
our discussion paper. As a result we have placed an

spelled out in their narrative. In the 2006 Companies
Act there are some excellent criteria set down that a
director is required to be attentive to them in his
performance of his duties as a director, but the
Companies Act does not require any narrative in
relation to these private companies as to how the
board is paying attention to these obligations. I am
going to say that the board should, and give a
narrative. Now you may say, and this is a question I
have to askmyself, that just giving a narrative saying
you are going to be attentive to the interests of
employees, let’s take those you are asking about, is
just motherhood and apple pie. I do not take that
view. This is serious and if a board of directors says:
“In our approach to employees we are very attentive
to keeping them well-informed, for example,
through communication, at least half yearly in an
interim report”—which I will be requiring as part of
the reporting by the board of a portfolio company—
I think that is a serious commitment and if a
company does not perform to it then those who are
critics will be much better placed to put them in the
penalty box.
Chairman: Sir David, can I thank you for your
evidence this morning. We mentioned an exchange
of letters at the beginning, and in case any person
asks I will just have them available for them on that.
On the issue of information youmentioned the word
“asymmetry”. There is an asymmetry of information
here because in my opinion private equity by its
definition is private so this is a bit like peeling an
onion—we are just finding out bits as we go along!
Your information and evidence has been helpful to
us but you can be assured that we will be coming
back to this so that at the end of the day we have a
full and comprehensive report on this issue, but I am
sure your deliberations will help us over the summer.
Thank you very much.

extra focus that we put on the industry during the
course of last year. So I thinkwe were one of the very
early components of this debate and engaged with it
very forcibly with our discussion paper and
subsequent feedback document which we published
last month.We also reorganised our supervision and
organisation to increase our resources and
commitment to private equity during the course of
last year, which I think is prior to the recent public
debate.

Q504 Chairman:Did you give the BVCA and others
informal private advice that they should be
establishing working parties on this?
Mr Sants: No. Obviously David Walker was in
touch with us when he commenced his initiative and
in the preparation of our feedback document to our
discussion paper which we published last month we
clearly have exchanged views with David Walker to
ensure he understands that we restrict ourselves to
those areas we should properly comment on and so
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that he is aware of those areas we feel we should be
properly commenting on. Those are the risks and
responses to those risks that we outlined in the
document.

Q505 Chairman: Private equity firms have denied
that leverage in their industry can be characterised as
excessive. In the light of your comments regarding
excessive leverage, are you surprised at the strength
of reaction of these firms to the use of that term by
yourselves?
Mr Sants: I think it is also a question of timing here.
The comments we made were certainly to draw
attention to the fact that the amount of leverage and
risk in individual deals is undoubtedly rising and has
risen over the last few years, and we wished to draw
attention to this and the risks that that could pose to
financial institutions. Certainly we also said that if
this current trend continues there is a risk that
individual deals will fail, though as of course you are
aware we have made the point that we do not
consider that that risk at the moment poses a risk to
the overall financial stability, a point we have
discussed with this Committee before. But I think
there is certainly an inevitability that a regulator will
draw attention to a potential risk maybe before that
risk crystallises, while individual firms’ responses
will tend to be focused more on whether the risk has
actually crystallised.

Q506 Chairman: But why did you use the term
“excessive”? That is what I am really interested in.
Is this a warning shot?
Mr Sants: Yes, that is exactly right. We were
drawing attention to the fact we all know markets
move in cycles and we can all see that leverage is
rising, so therefore there is a certain inevitability
that at some point in the future a deal will fail as
a result of excessive leverage not supported by the
structure. There are various types of failure that
could occur, as we previously observed, namely
there could be a failure in syndication which leaves
the risk with the syndicating banks, or the cash
flows of the underlying investment might not be
suYcient to support that particular financing
structure, so there are diVerent types of failures
and, of course, a failure in the financial structure
is not necessarily a failure of the underlying activity
of the company in question that is supporting the
structure. But absolutely, we were drawing the
attention to the fact that we would like the financial
community to be very focused on the likelihood of
that happening, as it has in the past, and to make
sure they are properly preparing themselves for that
eventuality and they are running proper stress tests
and they have proper contingency arrangements in
place and their risk management systems are
appropriate, and we do continue to exhort firms
involved in the process to be very mindful of this
risk.

Q507 Chairman: I know you do not want to
comment on individual cases, but the AA and Saga
were mentioned earlier on. I believe before this new
company has been formed their debt was 3.3

billion. It has now gone up to 4.8 billion. Is that
the trend that you are talking about when you
speak about excessive leverage?
Mr Sants: We have been collecting data on that
industry trend, and Sally Dewar who runs the
market side has been at the sharp end of collecting
those statistics.
Ms Dewar:We ran a survey in June last year where
we spoke to 16 of the largest investment banks and
we asked them for various statistics so that we
could get an idea of how this market was
developing. One of the ratios that is commonly
used is the Debt:EBITDA ratio and it came out at
6.4. We would have expected it over the cycle to
have been around about 5.5 on the basis that it
started in the late 1990s around 4.1 and has been
increasing since. So it was higher than we had
expected.

Q508 Chairman: The BVCA appeared before us a
couple of weeks ago and subsequent to that
appearance Wol Kolade made a statement in the
paper saying: “Look, the Select Committee should
get the banks in because it is they who give us the
money”. Our inquiry is not finished, as you heard
from my conversation with Sir David Walker, but
is there a case for having banks in just to inquire
about their lending?
Mr Sants: From our point of view, approaching it
from the financial stability point of view, we are
particularly focused on the potential impact of risk
on the major components of the financial system
and the large banks obviously are a critical part of
the financial system. So with our regulatory focus
certainly the banks are very much in that focus
because we are particularly interested in the
consequences of a failed deal if the underwriting
was left with the banks. From the point of view,
therefore, of understanding the totality of risk from
private equity activity to the financial system as a
whole and therefore the United Kingdom economy
I think you could rightly observe that the banks are
as important a component of the issues posed by
the private equity debate as the private equity firms
themselves.

Q509 Mr Fallon: Just keeping on risk for the
moment, the ECB describes the systemic risk as
“remote” but you describe it as “medium high”.
Could you explain the diVerence there?
Mr Sants: I think we have said in our financial risk
outlook which we publish at the beginning of every
year that we did not think it was likely that a
private equity deal failure would pose a significant
risk to financial stability in the immediate forecast
period, so that analysis accords, broadly speaking,
with the European Central Bank analysis. I think
that the articulation of words which I have oVered
which is in print in the FRO is pretty much in line
with the ECB’s view. We would see the ECB report
as supporting our analysis. It may be that you are
looking there more at the impact statistic rather
than the probability, so I think the tenor of what
we are saying is captured in the words of the FRO.
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Q510 Mr Fallon: You earlier described the
regulatory regime as “appropriate”. Is that
essentially because this is a wholesale market?
Mr Sants: No. I think the conclusion we reached
is the result of the extensive discussion process we
have had with the industry and the community
which, as I mentioned, has gone back over the last
18 months and is in terms of looking at the overall
risks that we see the private equity activity posing
to the Financial Services Authority’s overall
objectives as set by Parliament and FSMA, so in
our work, which I am sure you have looked at, we
have sought to analyse the impact of those risks in
relation to all our statutory objectives.

Q511 Mr Fallon: You have also said this year you
are considering what conduct of business rules
should apply to firms not currently within the scope
of MiFD, including private equity firms if they are
relevant to that. What is the kind of regulatory
change you have in mind there?
Mr Sants: Broadly speaking I would say, just to be
clear, private equity firms which are managing
investments based in the United Kingdom are
registered with us and therefore are subject to our
code of practice and our conduct rules at the
current time in relation to the key risks that we
identified, notably the issues around market
conduct, market abuse and conflict management in
particular, and the importance of maintaining
eVective systems and controls particularly in
relation to financial issues and investor disclosure,
so I think the current regime is broadly satisfactory
to deal with the risks we have identified. I do not
think, therefore, the changes which are potentially
to do with the perimeter debate around MiFD are
substantive to managing the risks which we
perceive to be the key ones we should be
focusing on.
Ms Dewar: That is right.

Q512 Ms Keeble: Can you say exactly what you are
doing to identify exactly where the potential risks
are concentrated? What work are you doing to do
that study?
Mr Sants: Are you talking about financial
leverage risks?

Q513 Ms Keeble: Yes.
Mr Sants: That comes back to the work we have
been doing in relation to the survey which, as I say,
my colleague, Sally, has been leading the work on.

Q514 Ms Keeble: On that survey, you put economic
risk as medium high and you put the risk of market
abuse as top priority, yet this morning you have
talked much more about the economic risk. Can
you say why you have put that only as “medium”?
Mr Sants: We have been responding to the
questions, I think, in the context of discussing
whether the increase in leverage which we have
already drawn attention to is likely to pose a risk to
financial stability in the near to medium term and
commented that our current view is that is not the
case but that there is a risk of individual deal

failure, as we have discussed. So I think we are
already responding to the topic on the table. In a
way it has been an apples and pears comparison of
market abuse versus financial stability. These are
diVerent areas of statutory remit for the FSA and
I think maybe comparing those two risks is a bit
tricky, but we are concerned about market abuse
as well and will very happily respond to questions
on that.

Q515 Ms Keeble: What further studies are you
doing on this, other than the survey work? Scenario
planning or something like that?
Ms Dewar: We have two initiatives essentially. We
have the repeat of the leverage buy-out survey
which we are going to do semi annually. This is
done in conjunction with the banks and they have
volunteered to do that. That will help us get an
understanding of market practice and of where risk
is being concentrated across the market. It will also
give us some early warning signals of the trends,
the speed of risk and diversification, so that we can
see where it is going and how it has been diversified.
The other piece of work we are looking at, in
conjunction with firms again and trade
associations, is to look at the state of preparedness
for a workout situation so that we can see in the
event of a default how a workout is going to occur
and raise the profile of that. We see ourselves as
facilitating that process.

Q516 Ms Keeble: What kind of model would you
look at, because clearly if it was a 9 billion failure
fallout would be pretty catastrophic, would it not?
Is that what you are looking at?
Mr Sants: We are looking at large corporate
defaults, yes.

Q517 Ms Keeble: What work are you doing on the
international aspect, in particular with the
international regulators?
Mr Sants:We feel we have been at the forefront of
raising the profile of the private equity issue with
the international community, and in particular we
are leading the task force in IOSCO, the
international securities body, to analyse the impact
of private equity with regard to the IOSCO
mandate and to identify whether there are strands
of work IOSCO could take forward in the global
context. So we are very aware of precisely the point
you are making, namely that private equity is not
some UK-based event happening in isolation to the
overall financial system but is very much a global
trend and likely to remain so, and the issues, the
risks which the growth of private equity pose,
should be taken up in the international forum.

Q518 Ms Keeble: The Australian financial
regulators and the Australian government have
given quite severe warnings about the risk of
private equity. The Australian financial regulators
are looking at the same issues we are looking at and
seem to be working on a rather shorter time line.
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I wonder why, given that this has been such an
explosive growth, we are coming to it so late in
terms of the financial regulations?
Mr Sants: As I said in my opening, I think we are
clear that we have always been regulating private
equity firms; we have been regulating them
appropriately for the risks they have been posing
to our statutory objectives and regulating them in
a proportionate way as per our risk-based
philosophy. We have been very early, arguably I
think the first amongst international regulators, to
publish substantial pieces of work to identify the
risks posed by private equity, and as I say we are
chairing the main international initiative in this
area of common international state, and the
Australians are participating in that group. I feel
that our track record here demonstrates that we
have been very early in identifying the impact of
the changing profile of the market place.

Q519 Ms Keeble: What is your timeline for your
current work?
Mr Sants: The IOSCO time line is determined by
the IOSCO process, not by the FSA --

Q520 Ms Keeble: What about the survey that Sally
talked about?
Ms Dewar: There are two pieces of work. The first
round of the next Leveraged Buyout survey will be
in Q1 next year. In terms of the work we are doing
with trade associations and firms, that has just
really started, and we will be going through
factfinding throughout the rest of this year.
Mr Sants: It should be clear we have already
published our feedback statement to our discussion
paper that outlined our intended programme of
work over the next few years. So our initial review
of ensuring that our procedures and approach were
updated and taking account of changing trends in
the industry is completed.

Q521 Peter Viggers: Your discussion paper on risk
and regulatory engagement is very articulate when
it spells out the problems but I find it reads less
confidently when it deals with the response to the
problems which are outlined. With collateralised
debt obligations now, the fact that a CDO can
carry a better interest rate than the initial debt that
it is based upon must surely indicate there are
problems ahead. To what extent do you feel that
you can carry out an exercise to ascertain what the
problems might be? To what extent do you feel you
have a handle on the problems? To what extent can
you wargame the problem, follow the collateralised
debt obligations through to the ultimate debt on
which they are based?
Mr Sants: As you know, all regulators are always
cautious in in any way asserting that they have all
risks appropriately under control. That is not
something that a good regulator is going to do
particularly in the area of financial stability. I think
you are right in saying and we are clear that the fact
that risk has become much more widely dispersed
across the market place, both within regulated
entities and outside, makes understanding the

consequences of how the market would react to
shocks very diYcult to do. In other words, the
possibility of non modellable events occurring is
undoubtedly the case. Non-probabilistic risk exists
in the financial system and financial regulators are
very aware of that. In particular with the point you
are making we have absolutely highlighted the fact
that it is very diYcult to be clear about where all
the economic risk in the system is, and we are
honest about the fact and I think it is unrealistic to
believe that a regulator can, in the way that it was
possible in the days of a simplistic credit model, put
the key lenders and participants of a failed deal in
a single room and easily orchestrate a solution. The
complexities of the financial system do not
realistically lend themselves to that type of
approach any more and, indeed, in our discussion
with industry they have very much given us that
steer, that they do not think it is realistic for the
FSA to set itself up as an agency that could
orchestrate in a traditional way a workout of a
complex failed deal. What we can do is have
industry and the participants in deals focus on the
risks involved, on the consequences of the changes
of the economic model, and of course with regard
to our financial stability mandate, along with our
colleagues in the Bank of England who we work
closely with, we can work at ensuring that the
transmission mechanisms within the system, which
is the large banks in particular, are properly and
prudently managed and have proper systems and
controls in place. But absolutely, we are making the
statement that the dispersion of economic risk has
changed the nature of the problem in the event of
a large deal failure.

Q522 Mr Newmark: My first question is how do
you monitor the prevalence of and risk associated
with covenant-like loans, and indeed, do covenant-
like loans matter how like they are?
Mr Sants: Again, I will ask my colleague to make
some comments but I would remind you in general,
of course, that it is not our remit to engage with the
regulation of individual commercial arrangements.
Our remit is to ensure that the firms who enter into
them have proper systems of controls and risk
management systems.

Q523 Mr Newmark: But it should matter to you
because covenant-like enables or seems to enable
people to be taking on far more risk with the
businesses by leveraging up even more—and I
know Sally will come on to this—and you talked
about EBITDA going from four and a bit to five
and a bit to six and a bit.
Ms Dewar: The key thing we are looking at, as
Hector said, is eVective risk management. In terms
of our supervisory approach, two aspects to it are
prudential regulation and the risk management
controls that the firms have. Part of that will be
how they manage their risk appetite in respect of
the deals that they do.
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Q524 Mr Newmark: Is there not a balance between
having a covenant-like loan, which means the
banks or the CLOs, bondholders or whoever do not
pull the rug from underneath a deal as soon as it
gets into trouble, because that is what has
happened historically. A covenant-like loan in fact
enables them to try and work out the problem for
a little bit longer. Is that not a good thing?
Ms Dewar: We would not interfere in the
commercial and contractual negotiations of one
particular deal. That is why we look at it in
overview, in terms of their risk management
processes and their risk appetite.
Mr Sants: Your comment there is right. Obviously,
the nature of the changing dynamics of the loan
agreements are changing the type of risks which the
firms must take into account through their systems
and controls and their risk management processes.
In that sense, we are very interested in covenant-
lite loans. Any change in the marketplace should
lead to a proportionate response and change by the
firms in terms of their approach to risk
management and stress testing and other prudential
arrangements.

Q525 Mr Newmark: Given that it is a negotiation
and there is this wall of capital that has come into
the markets, part and parcel of these weaker loans,
which is eVectively what they are from the bank’s
standpoint, is a sort of herding mentality. There are
lots of banks CDOs and CLOs that are out there
all competing to give money to the KKRs, the
Blackstones, the Duke Street Capitals of this world.
My question is, do you have a concern over that?
Do you think it is a herding mentality? Do you
think we are going to go back to the year 2000
when you had the tech and telecom bubble that
burst because they all leapt over themselves to lend
at crazy multiples to these businesses?
Mr Sants: I think we are back to our opening point,
which we seek to be very clear about, that we are
seeking to warn firms and the participants in the
marketplace that we are seeing increasing risk in
the round, aspects of which you have just alluded
to, as a result of which you would expect at some
point, as you have in the past through other cycles,
to see deal failure and whilst we think per se deal
failure, unless it impacts on financial stability, is
not something that we would seek to stop at
intervene in as it is not a financial stability question.
As you rightly say, we are alerting firms to the
importance of anticipating that some deals will fail
in the future and make sure that they are properly
positioned to manage those failures.

Q526 Mr Newmark: My final question has to do
with equity. Do you care or do you have an opinion
on whether private equity firms actually put of lot
of equity into a deal or not? Does that matter to
you?
Mr Sants: We are back, I think, to the comments
I made earlier. Clearly, individual transactions are
a matter for individual firms and their investors.
Clearly, if the totality of risk rises in the system
with a consequent potential risk to financial

stability, that is a matter of concern to us and
clearly, if firms are not properly managing that risk
in relation to themselves and their investors, we are
rightly concerned about that as well.

Q527 Mr Newmark: If I am a private equity firm
and I do a deal in which I put in 1% equity and
the rest of it I go out and borrow, 99% debt, does
that matter to you?
Mr Sants: It depends on the context in which that
statement is made. I come back to the point: our
regulatory focus is properly with regard to the
systems and controls of the individual firms and the
consequent impact on the financial system as a
whole. The individual terms of a deal, of course,
are not our concern per se.

Q528 Mr Newmark: To be clear then, debt/equity
ratios are of no relevance or interest to you as a
regulator?
Mr Sants: That was not what I was saying. What
I was seeking to say, I will repeat, is that individual
deal terms are not of direct relevance to us.
Chairman: We understand what you are saying.

Q529 Mr Todd: Can we turn to the two areas of
risk that you ranked highest in your study, which
were conflicts of interest and market abuses. My
reading of your document was that you were
broadly satisfied with the defences suggested, which
were that on conflicts of interest there was a
reputational defence, that if a private equity firm
was caught spreading information widely that
would damage it terminally, and you appeared to
accept the Chinese wall defences that were stated
on the issue of those who might be operating within
management buy-out situations, for example. It
seemed a very gentle and trusting approach that
you were taking in this matter. Is that a fair
reflection?
Mr Sants: We would not describe ourselves as
gentle and trusting. I think that would be the wrong
approach to be taking to any regulatory challenge.
We are determined and focused about ensuring that
any firm that we regulate is adhering to our rules.
One of the key messages that we delivered in the
discussion paper and more generally to the
community is that we have increased our resources
in this area. In particular, we have expanded our
supervisory group and increased its expertise. We
will thus be increasing our supervisory focus on the
industry and taking forward various pieces of
thematic supervisory work.
Ms Dewar: Conflicts of interest have been high on
our list for a while. We have focused most of our
attention on leveraged finance providers, so the
lending side. What we are saying now is we are
going to turn our attention more to the private
equity firms themselves and do more focused work
on conflicts management in that area.

Q530 Mr Todd: Has this additional focus been
evidenced in terms of any actions?
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Ms Dewar: The focus will be ongoing from now on.
So in terms of what we do on conflicts
management, we will do more thematic work
across private equity firms as a whole.

Q531 Mr Todd: So to take quite naked issues, such
as where a senior management team are
participating in an MBO with a private equity
partner, where they have a clear conflict between
their duty to existing shareholders to extract
maximum value for the business and their desire to
pay as little as possible to achieve the ownership of
the business, that to any outsider would appear a
troubling dilemma which requires something more
than gentle statements about “We cannot get that
wrong.” What do you do in those circumstances?
Ms Dewar: In our ongoing supervisory approach
we would go into firms and review their conflicts
management processes, and then on individual
cases where we have cause for concern, we would
look at them specifically. We would be looking to
make sure that either the agreements are in place
to limit the conflicts or that there are adequate
Chinese walls in place1.
Mr Sants: To be clear—I am sure we have been
clear on that point but maybe just to take this
opportunity to reiterate—if approved individuals
breach the FSA’s rules and regulations, we will be
determined to take proper and eVective action, and
we are clear about that. We are increasing our
supervisory engagement with this area and we hope
that will prove an eVective deterrent, along with
working with the industry. Thus, enforcement will
not be necessary but obviously, if it proves to be,
we would have no hesitation in taking forward that
type of action.

Q532 Jim Cousins: I wonder if I could just ask you,
following on from that, in your annual report you
have committed yourself to enhancing the financial
reporting requirements of these private equity
firms. That is a very clear commitment. Sir David
when he gave evidence to us this morning made it
clear that he was not seeking ultimate lender
disclosure. In the deals we have been looking at
over the last two or three years, how much of the
debt ends up outside regulated entities or outside
the United Kingdom? Do we actually know that?
Mr Sants: I think we probably know the answer to
the first but not so much the second, I suspect.
Ms Dewar: We probably know part of the answer.
In terms of debt, from the survey that we did on a
leveraged buy-out activity, on day one of a deal
22% is, on average, still within any one of the
original lending banks (of which there may be more
than one); by day, 120 only 5% is in each of those
original banks. So the risk is dispersed across the
market, but we cannot say whether that is still
within the UK or not.

1 Note from Witness: This specific example would likely be
an issue mainly for the Takeover Panel, not the FSA. The
senior management team of a prospective portfolio
company are typically not subject to FSA regulation,
unless they conduct a regulatory activity as defined in the
Regulated Activities Order

Q533 Jim Cousins: Just to emphasise that point,
that is a very substantial degree of lack of
knowledge, is it not? You cannot actually say where
this debt has ended up; you cannot assure us that it
has ended up substantially within regulated entities
anywhere and you cannot assure us that it has
ended up inside the United Kingdom, where we
might have some greater degree of regulatory
control. You cannot give assurances on either of
those two points.
Mr Sants: We can give assurances with regard to
the firms which we regulate, which are those within
our statutory remit as prescribed by Parliament and
FSMA. In general, in terms of the approach to
addressing the financial stability question it is the
general view of, I think it would be fair to say,
regulatory authorities around the world, not just
the FSA, that the most appropriate way to seek to
manage the financial stability mandate given to
authorities is to seek to ensure that the central
transmission mechanisms within the overall
financial system are prudently managed and are
robust. That is the approach that is generally taken
and is taken here by the Tripartite Authorities, the
Bank of England and ourselves with regard to
managing the financial stability question. So the
fact that it is the case that if product is dispersed
outside of the regulatory system, the regulator
would axiomatically lose sight of, that is true, but
that does not necessarily mean that that is impeding
our ability to discharge our financial stability
mandate. Indeed, the question then becomes what
is the possibility of that risk flowing back into the
financial system which we are supervising, i.e. back
into the main transmission mechanisms. If there
was a possibility of that happening, then
potentially, that obviously poses a significant risk
to financial stability and that is a question which
we do properly apply ourselves to I think in the
context of the risk generated by recent private
equity deals, I do not think at the current time,
given the volumes we are talking about, we see a
significant risk to financial stability. What you are
describing is a generic feature of the engagement of
regulators with the financial system but that does
not in any way undermine our ability to seek to
discharge our financial stability remit.

Q534 Chairman: Just for the public record, I will
ask a few questions. If you cannot answer them at
the moment, perhaps you can write to us on that
and you can perhaps elaborate on the answer to
Jim Cousins.
Mr Sants: I am more than happy to do that.

Q535 Chairman: What is the average duration of
an investment by a private equity firm? How large
is the private equity market? How many deals have
been done by size? What is the geographical
location internationally of the largest buy-out
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markets? You will surprise me if you can answer
all four. Do you want to write to us on that?
Mr Sants:We can probably, in all honesty, answer
three out of four but for brevity and preciseness, it
might well be better if we just write to you, if you
are content with that.

Witnesses:Mr Peter Taylor, Managing Partner, Duke Street Capital,Mr Jon Moulton, Managing Partner,
Alchemy,Mr David Blitzer, Senior Managing Director, Blackstone, andMr Donald Mackenzie, Managing
Partner, CVC, gave evidence.

Q536 Chairman:Good morning and welcome to the
Committee. How would you describe the current
state of the private equitymarket? Is it getting harder
to do deals?
Mr Mackenzie: The current state of the market, I
would say, is buoyant, as good as it has ever been.
There are lots of good deal opportunities and there is
substantial capital and finance available to do them.

Q537 Chairman: So is it a gung-ho market yet?
Mr Mackenzie: No, it is not gung-ho. It is never
gung-ho but it is a buoyant time and there are good
opportunities around.

Q538 Chairman: Does everybody agree with that?
Mr Blitzer: I do.
Mr Moulton: I think it is somewhere near its top.
There are deals being pulled; there are some
diYculties beginning to emerge at the debt markets.
New Look may well be a straw in the wind of the
increasing diYculty of raising debt. There are several
other deals that are struggling to raise debt at the
moment, which is the first time for a long time.

Q539 Chairman: Mr Moulton’s answer was a bit
diVerent from the rest. Is that right?
Mr Taylor: For the past couple of years it has
certainly been a lot easier to sell companies at good
valuations than to find good value. I concur with
John.

Q540 Chairman: What is your expectation of deal
flow and deal size over the next few years compared
to the recent past?
Mr Mackenzie: I think it does depend on the
availability of finance. There have in the last couple
of weeks been some slowdowns, particularly over in
the US, on some financing situations but given the
amount of private equity capital available, I would
expect the number of deals being done to continue at
the sort of growth rate we have had in the last few
years.
MrMoulton:All the evidence seems to show that the
UKmarket is reasonably stable andmature over the
last three years. It will probably continue to do
roughly the same number of deals, I would think.
Mr Blitzer: I think the size of transactions over the
next few years will not increase at similar rates to
what we have seen over the last three or four years
but the abundance of capital is there and I think you
will see a similar number of transactions.

Chairman: Okay. Those are our questions. Can we
thank you for your evidence. It has been very
helpful to us. No doubt we will keep in touch on
the issue of financial stability with the tripartite
body. Maybe that is something we should be
looking at as well, but not as part of this inquiry.

Q541 Ms Keeble: I wonder if you could say whether
you are concerned about the prevalence of the sub-
prime mortgage market in the US.
MrMoulton:The sub-primemortgage market in the
US is a very interesting prototype for us. It is
financed in the same way that the leveraged loan
market, the debt market for the buy-out markets, is
structured here, through CLOs, and it has an
enormous number of parallels. You can take a view
that we will have the same sort of problems at some
point arising out of an over-enthusiastic market.

Q542 Ms Keeble: I know you do not have a crystal
ball but can you saywhat you think could trigger the
kind of issue that we have seen with the sub-prime
market?
Mr Moulton: It will be very much the same as the
United States. At some stage there will be nobody
willing to underwrite fresh debt into that market.
That is what typically precipitates failure of amarket
like that.

Q543 Ms Keeble: You do not see the indication of
any of the diYculties there have been with some of
the details so far flagging that up, or do you think it
is a way oV yet?
MrMoulton: It could be very close. It could be a year
or two forward. It is very hard to call.

Q544 Ms Keeble: That is near future.
Mr Moulton: It is near future.

Q545Ms Keeble:Again, a general question. Do you
agree with the overall assessment of risks from
private equity as described by the FSA, which has
identified the general financial risk as medium and
the market abuse/conflict of interest as being high?
Mr Blitzer: Personally, I think the conflicts of
interest and market abuse are extremely serious
issues, should be high on the FSA’s agenda and is
something we focus on a great deal at our firm and
within the marketplace, so we certainly encourage
the FSA to be vigilant and to continue their work
there. As to excessive leverage, I do not believe there
is excessive leverage in the system. I think leverage
levels are high. They are actually not at their highest
levels of all time. There is abundant liquidity but we
do not believe there is systemic risk in the system.
Just comment on one of Mr Moulton’s points, I do
generally agree with him that the sub-prime business
is financed in very similar ways in many aspects to
the private equity industry but there are key
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diVerences as well, not the least of which is the level
of due diligence that is done before entering into
those transactions is of a very diVerent calibre and
ultimately they are not owners of businesses in the
way that the private equity firms are owners of their
businesses. These are just pools of financial assets.

Q546Ms Keeble:Would you like to give a trigger as
to what you think would be an acceptable level of
leverage? I know that is very diYcult but what would
start to ring warning bells?
Mr Blitzer: It really is, as you would imagine, on a
case-by-case basis. I think all of us look at our own
transactions—and I will speak for Blackstone—and
we certainly look at our own transactions in a very
vigilant way. We certainly do see leverage levels
rising over the past three years, I think consistent
with the FSA’s comments earlier, so we are
extremely careful but I think we also need to realise
that there is also a lower cost of that capital and there
is a variety of other points within the documents
between borrower and the ultimate buyer of the debt
paper. So at the end of the day, you have to take all
of that in totality, as well as the business plan, to
understand the level of risk in any one given
transaction.

Q547 Ms Keeble: I wanted to ask CVC in particular
about the information which you put out about the
AA Saga deal, and I just wondered if you could
clarify a couple of things for me. The investment was
originally held in European Equity Partners III and
the new investors, European Equity Partners IV, the
Tandem Fund.
Mr Mackenzie: That is correct, yes.

Q548 Ms Keeble: In the switch from III to IV,
presumably that triggered the carried interest, did it?
Mr Mackenzie: No, it does not.

Q549 Ms Keeble:When is that triggered then?
Mr Mackenzie: Let me explain how carried interest
works. I heard a comment earlier about this. I will
try to be as brief as possible. The way the carry
works in any fund, certainly in the CVC funds, is
that it is calculated over the whole period of the
investment. So in the particular case you talked
about, that is a 2001 fund. It lasts for ten years. We
invest it for five and then we harvest the investment
over the last five years. At the end of that period all
the profits and losses in the fund are added up and
that is when the carry is calculated. Obviously, if it
is a negative fund, there will be no carry. I do not
know if the Committee is aware: 50% of private
equity funds have no carry at the end of them
because they do not achieve the hurdle rate.

Q550Ms Keeble: So you will only carry at the end of
the entire ten years?
Mr Mackenzie: I think some people negotiate
diVerent things. Our funds are not deal by deal funds
so we have to do all our deals, add up the pluses and
minuses and only then can you calculate whether
there has been a profit.

Q551 Ms Keeble: There has also been much
discussion about the profits that were made, the
returns and so on. Could you just say what tax was
paid on those?
Mr Mackenzie: The profits are made by the
investors, so wherever the investor is located, he will
have to pay his taxes in that jurisdiction.

Q552MsKeeble: So you do not know from this what
came out. We have had some partial figures but we
have not had the figures on what happened with the
carry and then what happened with the tax on the
diVerent figures that you have put out. Is it possible
to have that?
Mr Mackenzie: We have approximately 150
individual investors in our funds and their
jurisdictions are all round the world. About half are
in theUS, a third inAsia and a third inEurope—that
does not add up to one but approximately those
ratios, and each and every one of them have their
own tax situation.

Q553 Chairman: Just on the AA Saga, we will come
back to that but you have set up a new company
after the takeover. Why was a new company set up?
MrMackenzie:Nearly every investment we make is
done initially through a newco. That is set up so the
finance can be raised and put into that newco, and
that goes down and makes the acquisition. It is
completely normal, standard behaviour.

Q554 Chairman: Could it be that some of the
partners would be able to take their 20% carry
immediately as a result of the share of the profit on
this deal?
MrMackenzie:No, certainly not in our firm. Again,
I would like to pick up a point here because I got the
feeling in earlier comments that there was something
wrong about this.

Q555 Chairman:No, we are here to ask questions. I
mentioned to Sir David Walker that this is like
peeling an onion in terms of information coming to
us, to which he has agreed. So which we ask
questions from an objective point of view to try to
understand the situation, and when we get that
information we assess it and draw conclusions
ourselves. That is the process this morning. This is a
fact-finding exercise. That is why all four of you have
been invited this morning.
Mr Mackenzie: I understand that and I accept that.
I am trying to help you peel the onion.

Q556 Chairman: I understand that but we do not
start with a particular viewpoint, and it is very
important to clarify that.
Mr Mackenzie: I would like to put a little bit of
colour on the AA Saga just so people feel
comfortable. When we looked at that merger, not
once in that discussion did we talk about a carry
event. All the people in the firm looking at it were
looking at why this would make sense, how good it
would be if we put the two businesses together,
whether we could grow profits more quickly than we
could if we kept them apart. The very first time we
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talked about Saga was not recently. When Saga was
first sold three years ago we already owned the AA
andwe went to the owners and said, “Wewould love
to buy it.” The whole transaction was driven by
business design, nothing else.

Q557 Chairman:We will probably write to you as a
result of this hearing this morning because we need
more information.
Mr Mackenzie: We will happily answer your
questions.

Q558 Chairman: Can I ask Mr Moulton what you
think of the AA Saga deal?
Mr Moulton: Very large and very profitable.
Certainly, from the viewpoint of the rest of us in the
industry, it has not been the finest PR that we could
have had, with the very large amounts of money
going around on a brand name at a time when the
industry is under scrutiny. I do not know enough
about the industry or the individual deal to make
very useful comments as to its economic sense or the
money made out of it.

Q559 Chairman: Are you not a bit jealous you did
not get in there first?
Mr Moulton: Not a bit—very!

Q560 Mr Newmark: As I am sure all of you know,
unlike the Chairman, I do come with a preconceived
view of private equity. My first question is to Mr
Blitzer. Given the rise in leverage, are you not too
sanguine about the potential risks of the looser
lending requirements for the private equity industry?
I say this in the context of Jon Moulton’s comment,
acting as Mystic Meg, in telling us we are at the top
the market.
Mr Blitzer: I made a few comments before about
Blackstone’s approach to each separate leveraged
finance situation and how we approach it for our
portfolio companies, and it is very diYcult to make
broad generalisations on the industry and on
transactions where I do not really have firsthand
knowledge. I have certainly seen transactions where
we have been involved or ended up losing in a
particular auction where we have seen very high
leverage levels. Again, I think that should be pretty
clear, but the reality is, in the transactions in which
we endeavour to invest, we feel very comfortable
that the capital structure we put in place, the
covenant packages that we put in place, the rates on
those loans et cetera lead to a very comfortable
position for the companies. We stress-test every one
of our investments for a recession. It is not like we
think that the benign economic conditions that we
are in today will continue for ever. We take that
analysis very seriously and, as Mr Newmark knows,
we spendmonths andmonths doing due diligence on
these various companies before we make an
investment. It is not something where we spend days
or weeks. So we feel like we are very prepared for the
investment in these companies.

Q561 Mr Newmark: You have been in business for
over 15 years, I do not know how long.

Mr Blitzer: Sixteen years.

Q562Mr Newmark: In your time as a private equity
owner, and you have been involved in leveraging lots
of deals, how many of those deals have actually
blown up?
Mr Blitzer: Meaning personal deals that I have
worked on?

Q563 Mr Newmark: No, not personally, just on a
corporate level you have done roughly X-deals and
Y have blown up.
Mr Blitzer: Blackstone has probably done 150
transactions over the 22 years in history and I clearly
do not have a great number for you but if I were to
guess, I would say there was capital loss in 5% of
those.

Q564Mr Newmark:Of those businesses where there
was a capital loss, do those companies disappear oV

the face of the map or did somebody else end up
buying them? Are they healthy today?
MrBlitzer:Not at all.What happens generally when
there is a situation where a company falls into some
level of distress, whether that is due to economic
conditions—in fact, one of the situations I just
described had to do with an investment in the US
steel industry in the late Nineties and just about
every single company in the US steel industry
between 1997 and 2001 ultimately had some
problems. So the reality of what happens is quite
simple in that companies continue, the business
plans continue. Altering economic circumstances do
not obviously change business plans.
Fundamentally, the companies continue and what
happens is there is eVectively a change of ownership.
In certain cases that might be the lenders to the
transaction might actually become the owners. In
other cases the private equity firms might invest
additional capital and eVectively buy back their
ownership in the company or work something out.

Q565Mr Newmark:Who are the losers? There have
to be losers.
Mr Blitzer: The private equity firms clearly take a
return of their capital hit. They are in a very clear
first loss position in every transaction, and clearly, in
certain cases the lending institutions, whether that
be the banks or, as we heard earlier, in terms of the
wider dispersion of debt capital, will lose as well.

Q566 Mr Newmark: Let us move on to a case study
here. I am going to turn to Peter. Focus was not your
best day, was it, when you made that decision to buy
Focus as Duke Street Capital? My question to you
is, is there any relationship between the amount of
debt raised during your ownership of Focus and its
subsequent diYculties? In simple language, did you
raise too much debt?
Mr Taylor: Initially, no. We held this company for
17 years very successfully over a long period of time.
We took it from about 12 shops to around 450
through a process of acquisitions. During that
process we raised more and more debt. Two years
ago we successfully sold the largest part of the
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Group, whichwasWickes, and we used the proceeds
to repay the majority of the borrowings and to
return a profit to the shareholders. At that time the
borrowings were around four times cash flow. In
fact, we took the borrowings down lower than was
required by the banks at the time but none of us
could foresee the downturn in DIYmarket that then
followed and aVected everybody in the industry. So
with hindsight, to answer your question directly, yes.
With hindsight, we left too much debt in that
business, it having been a very successful business
for 17 years. We then worked for the past couple of
years to find the best outcome for all the
stakeholders. There was no prospect of further
return to ourselves and we are very proud of the
outcome that we have achieved. There are 7,000
employees, 2,500 pensioners, in that company who
have good reasons to be optimistic about the future
now that we are about to transfer the ownership to
a new buyer. I would just add one last point.

Q567 Mr Newmark: In the meantime, while you
were restructuring, did people end up losing their
jobs as you tried to restructure the business?
Mr Taylor: No. The employment in focus has
remained stable or growing throughout. The last
point I would like to make is I share concerns about
excess leverage but for Duke Street this is the first
time inwell over a decade thatwe have seen anything
like this. Our loss ratios are incredibly low. We have
only lost money once on a capital basis in the UK in
the last 13 or 14 years.

Q568 Mr Newmark: I have a quick question for Mr
Moulton on the memorandum of understanding.
There has been a lot of stuV in the press about this
memorandum of understanding of 2003. Is the
memorandum of understanding simply following on
from general tax law or is it some sort of special
device created between the BBCA and the Inland
Revenue so you guys can dodge taxes?
MrMoulton: The whole subject of tax is one which,
having read all the previous transcripts, I think you
are seeing as far too simple. Carried interest I pay at
rates between nought and 40%. The taper relief is a
small portion of the things that aVect my tax bill. I
think you have far too simplistic a view of the tax
position. My own firm does not even operate within
that memorandum of understanding and never has.
There are quite a few firms in the industry that do
not operate within the memorandum.

Q569 Mr Newmark: So you like to pay more tax? Is
that why? I am trying to understand why you do
that.
MrMoulton: It is absolutely amore eVective way for
us to be structured than to operate within this. This
would force you to be an English limited
partnership, to operate within certain parameters.
We operate outside those; so do a number of other
firms. The memorandum itself was an eVort to deal
with something which came as a really nasty surprise
in the previous Budget and basically put back the
position to where it was before that Budget and the
position that was understood by the industry to be

that, which is broadly that it put carried interest into
capital gains territory, not actually the full story. It
is a non-binding memorandum and, interestingly
enough, it has a little phrase in it which says “If a
significant purpose of the arrangement is avoidance
of liability to tax, the Inland Revenue will not be
bound by this memorandum.”

Q570 Chairman:Mr Moulton, you say we have too
simplistic a view of tax but I picked up my Financial
Times this morning, to read to you saying that there
is a lot of advance tax planning that goes on. Buy-
out firms are stacking up cash oVshore “in ways that
look bloody wrong to me.” The one hand, you are
saying we are looking at it simply but you are feeding
us with this information. How is it bloody wrong?
MrMoulton: It depends where you draw lines. Lines
are really diYcult in tax. There is white, there is grey
and there is black. DiVerent people have diVerent
views on where it lies. We have a country where
people like Sir Richard Branson, who is widely
respected , yet his business empire is reported to be
largely oVshore: a low tax bill but widely respected.

Q571 Chairman: I understand, but when you say
“bloody wrong”, that indicates an intensity of your
views. I really want to know why you said that.
Mr Moulton: Because in some cases people are
abusing what is already a generous tax regime.

Q572 Chairman: This is the thing. On the one hand,
you say we are looking at it too simply. Then you say
people are abusing it. There is an interest for a
Parliamentary Committee.
MrMoulton: I do not deny that. I am really glad you
are doing it.
Chairman: Terrific! That is lovely.

Q573MrNewmark:Given there is a sense within the
industry that we are collectively at the top, so to
speak, given the huge amounts of leverage that there
seem to be from a historical perspective, the
multiples with which banks are willing to lend at, do
you see any real systemic risk out there for a big
failure? Let us say the latest Saga merger falls flat on
its face, and the Boots deal falls flat on its face
because interest rates move up twice again. Do you
see systemic risk out there or not?
MrMackenzie: I do not. I have read the FSA report
and I broadly agree with their position. I do think it
is right that the authorities and the regulator should
keep a close eye on things. To describe how we
would finance a deal like the Saga transaction, we
spent a lot of time intensively looking at the cash
flows of that business and seeing what was
sustainable in the company and what would happen
to that company if it had any shocks. On that basis
we set up the debt. On interest rate point of course,
we always hedge our interest rates going forward,
and so an increase in interest rates will not hit that
company.

Q574 Chairman: Mr Taylor, would you agree with
Mr Moulton’s comment about it being bloody
wrong?
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Mr Taylor: I am not aware of abuses but I do have
personal views on the tax regime.

Q575 Chairman:What are the personal views, since
you are here?
Mr Taylor: I think carried interest absolutely
qualifies for capital gains tax for the reasons that
Donald said. It is a long-term investment. My
personal views on the rates of capital gains tax—I do
not think a rate of 15 or 20% would be a material
disincentive to entrepreneurs like ourselves to create
value over the long term.

Q576 Chairman: David Blitzer, do you agree with
Jon Moulton?
Mr Blitzer: I do not actually have the context of Mr
Moulton’s comments from this morning.

Q577 Chairman: You can pick them up at any
respectable newsstand. There is a pink paper called
the Financial Times.
Mr Blitzer: I did not read the FT today.

Q578 Chairman: I was up early this morning. That is
why I got it. Donald Mackenzie, do you agree buy-
out firms are stashing it away?
Mr Mackenzie: I certainly do not have any
knowledge of people putting cash oVshore. I think
the current tax regime in the UK was very cleverly
designed by the Treasury and the Inland Revenue to
make sure it was attractive enough to make it not
worthwhile doing that. It is when you raise taxes that
people are tempted to try and avoid them. My
comments go no further than that.

Q579 Chairman:On the major abuses, MrMoulton,
obviously, we have limited time this morning but we
are quite happy if you write to us on that. Is that
okay?
Mr Moulton: That is fine.

Q580 Mr Newmark: Mr Mackenzie, what would
happen if after the end of this investigation—this is a
hypothetical question—the Treasury decided simply
to rip up the MOU? What would happen to the
private equity industry in the UK?
Mr Mackenzie: There would be a lot of sad faces. I
am sure of that.

Q581 Chairman:We are looking at that issue and we
are going to look at it further. We are very much
aware of venture capitalists. You have made
comments on that, Mr Moulton, so we are very
much aware. There would not be anything from this
Committee saying throw the whole thing out
because we want to stimulate entrepreneurship.
Mr Moulton: It is good to hear, Chairman.
Chairman:We said that at the beginning and we say
it all the way along the inquiry.

Q582 Peter Viggers: Your industry has been
extremely successful in finding or creating value in
public listed companies which was not there before.
What advice would you give to a large, successful,
public listed company, listed on the London Stock

Exchange, with a lot of employees, they approach
you and they ask you for advice to find or create
value, which is not so far revealed? They are asking
you to think about this issue not as a predator or a
prospective private equity investor but as an adviser
to the PLC.
Mr Taylor: It is an unfamiliar role not to be the
predator. The advice I would give is to find a much
closer alignment between the shareholders and the
management. That is what we have in private equity
as a great advantage over public equity. An
understanding about how to use leverage eYciently
and prudently. Although the leverage levels are very
high in private equity, by public standards, the loss
ratios are very low. Those two things in particular,
and a view to the long term. In private equity we do
build growth in our businesses for the long term.
Fortunately, we are spared the short-term focus on
quarterly earnings.
MrMoulton: I think giving advice I do regularly but
not always accurately. For most public companies
the reason that private equity can do better with
them is because they are more likely to be active,
breaking the thing up and building it up, initiating
more rapid change. If you are doing everything that
initiates rapid change, then you are much less
vulnerable to people like us.
Mr Blitzer: As many of you might be aware,
Blackstone is actually a much larger financial
enterprise than just the private equity business so we
actually are hired for the question that you have just
asked, so I have given this answer before to a few
companies. Very pointedly, it would be to not focus
on short-term earnings; to make the right long-term
decisions for the company and the business without
regard to short-term earnings performance. I would
make sure that the executives within the business
were focusing less time on the City and on board
preparation; again, much more time on driving the
business and I would actually incentivise them
additionally and have more broad-based share
ownership and ownership of the actual PLC from
the managers in the business, align those interests
between the managers and the owners more closely,
and, as importantly, I would encourage them to take
risks. We find a lot going into public companies that
they have terrific ideas but at the end of the day they
do not implement them because they think it is too
high a risk level or it is not “what their shareholders
want”.We actually encourage that risk-taking in our
business with a view to the long-term benefits of the
company.
Mr Mackenzie: At the risk of being slightly
controversial, I would say, “Have you considered
taking your company private?” There are many
benefits in doing that and that would be a good
starting point.

Q583 Peter Viggers: Mr Taylor has commented on
the equilibrium between public and private markets.
What do you envisage will be the new equilibrium
between public and private markets?
Mr Taylor: I think the comment was just that I see
more convergence between public and private
equity. We have historically taken stakes in and
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owned public companies for numbers of years. Some
of my competitors here have done similar things. I
think we will see more of that sort of thing
happening. We will have to start oVering equity
participation to public investors to help solve the
pricing problem, the suspicion that we are creating
all the value for ourselves and denying it to the
public. I think we have to be more open-minded
about the way we do those sorts of deals.

Q584Mr Todd: I want to explore the amount of risk
that you yourselves take as partners in your
businesses. In the previous round of questioning—
and Mr Moulton has already read the evidence—
there was some diversity of answers as to exactly
how much partners contribute, whether as a whole
to a fund or to an individual deal. What percentage
of a fund would you expect the partners to
contribute, if that is the mechanism you use rather
than individual deals, which must come into play in
some instances?
Mr Taylor:We are just closing a fund right now of
round about ƒ1 billion. The partners and staV are
going to commit ƒ25 million of their own capital to
that fund, so 2.5% of the total fund but for a firm of
our size some very significant personal contributions
are being made in relation to our personal resources.
Mr Moulton: The range of contributions: actually
there are very few left doing it at 1%. There are some
quite large fundswhere asmuch as 15%of the capital
is coming in from the general partners, reinvesting
the money they have made out of previous funds.
Mr Blitzer: It is not entirely clear to me that the
amount of capital invested necessarily by those
general partners in those funds actually changes the
risk profile of that capital. That said, just to give you
a little sense, at Blackstone, over the life of our firm,
which has been about 22 years in a variety of
diVerent funds, we have averaged about 6% of the
capital invested in the transactions from the
employees and partners of the firm. That has totalled
about 2.5 billion of total capital from the members
of the firm to all of our carry funds. It is quite
substantial.
Mr Mackenzie: Our firm has traditionally invested
around about 1.5% in each fund, although there is
increasing pressure to raise that from our investors.
The main diYculty is, of course, it results in a big
number at the end of the day and it is diYcult to
raise that.

Q585 Mr Todd: Just a value judgement I am after
from you here. That is an interesting range of
answers you have given. Do you think, in terms of
the treatment of the gains youmake as treating them
as capital gains in tax terms, that there should be
some relationship to the personal risk that is taken?
We have a range there of relatively big sums of
money to you all but relatively small risk and in
some cases much larger risk. Is there some
reasonable balance of public equity to be struck
there which at the moment is not defined?
Mr Taylor: I think it is diYcult to set a percentage
benchmark. At the end of the day, we are all
governed by agreements we have with the . . .

Q586 Mr Todd: At the moment there is no
benchmark.
MrTaylor:We are governed by the agreements with
our investors. Our investors make a judgement as to
what level of risk capital they require from each of
us, which is genuine risk capital to align interests.

Q587 Mr Todd: Any other opinions? Mr Moulton,
you have been forceful in your opinions on other
matters.
Mr Moulton: I think the question you are asking is
extremely diYcult because it is one of these shades of
grey jobs all the way up and down. Losing money is
very painful. Small amounts hurt some people, large
amounts others.

Q588Mr Todd:But in terms of public policy, part of
the purpose of the tax regime is to incentivise
entrepreneurship and risk-taking.
MrMoulton: I have certainly personally lost several
million in the last three years, so I think I am taking
some risks as well as making a lot of money.

Q589 Mr Todd: Yet when we had some answers to
some earlier questions the appearance was not what
you said, Mr Moulton, that failure was actually
quite a rarity in your industry. You smile but that
was said by Mr Taylor.
MrMoulton: It is the same in all industries. Failures
are few and success has many fathers.

Q590Mr Todd:MrTaylor, you indicated something
like 5%.
Mr Taylor: Yes, one deal in the UK from about 30
deals over the last 14 years, so a low loss ratio but
each firm has its own risk profile.
Mr Blitzer: It is fair to say, Mr Todd, that you are
clearly over the past fewweeks dealing with the firms
that have tended to be in the top quartile of
performance in the industry. The average performer
in private equity over long periods of time is not
delivering those types of returns or generating
carry interest.

Q591Mr Todd:We have seen data which shows that
the smaller venture capital businesses, there is a
much wider range of achievement there, and some
very poorly performing businesses. What about the
balance of the equity stake? Where does that come
from? You have talked about the range that is
coming from the partners; give an idea of the
distribution of that. One of the points that has been
made to us is that UK pension funds are major
contributors. Is that a reasonable reflection of your
experiences?
Mr Blitzer: At Blackstone we have recently gone
through this and I think it is two thirds of the capital
in our funds are provided by corporate and public
pension funds and one third of the funds are
provided by endowments, foundations, family
oYces and financial institutions.
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Mr Moulton: A similar sort of mix for us.
Mr Mackenzie:We are 90% from pension funds.

Q592 Mr Todd: So rather higher in your case. Do
you think that there should be any examination of
the length of time that you are expected to . . . We
have already had an illustration actually from Mr
Mackenzie, who seemed to have a slightly diVerent
mechanism for rewarding those who invested in
terms of the carry being paid to investors. Is that a
typical experience? When you listened to what Mr
Mackenzie said, did that have any resonance or were
you thinking “Well, we run things in a completely
diVerent way”? You implied, Mr Mackenzie, that
your system was diVerent. That was a ten-year
period in a fund, I think.
Mr Mackenzie: I think actually it is pretty common
but some people negotiate better terms than we do.
Mr Blitzer:On that particular item, the terms of our
funds are slightly diVerent but again, there are other
aspects of the funds that might have diVerent
implications. As an example, within our funds we
receive carry only on an actual realisation
distribution, at which point in time all of the assets
are valued and if they were above the hurdle rate,
which in our documents is approximately 8%, at that
point you can actually generate a liquidity event for
the carry but it is, again, aggregated for the entire
fund and if we do not achieve those hurdle rates
across the five- to ten-year period, we actually have
to pay back the money to the limited partners such
that we did not achieve those carry interest
payments. That is how it will work but again, carry
interest would only be generated after the return of
capital, after the 8% compounded return annually,
which is significantly higher than the average asset in
the world is growing at, and after all management
fees as well, so we pay back all the management fees
that have been talked about to the investors before
we crystallise any of the carried interest as well.
MrMoulton: I think you are asking more about the
term. As an industry, mostly we obviously prefer to
make a lot of money very quickly, as would
anybody, but in reality, most of what we do is
something around a five-year sort of term in the
investment, less in boom times and longer in down
times.
Mr Taylor:A five-year term for each investment for
a fund life means that a ten-year fund is typically
only paying carried interest from year seven or eight
onwards, so that commitment of capital that we
talked about a couple of minutes ago is looking for
a return really between seven and ten years from
today, which is pretty long-term.

Q593 Jim Cousins: Mr Taylor much earlier
suggested that his preference, as I understood it,
would be for a much simpler structure of capital
gains tax, without all the reliefs but with a lower
headline rate; he mentioned 15-20% as opposed to
40. How does that go with the other three of you?
Mr Moulton: I think the one thing that would be a
real benefit to a lot of people would be a massive
simplification of capital gains. It is hideously
complicated; particularly in our industry, the

taxation that applies to executives in companies is
almost impenetrable. The eVects are really quite
arbitrary and a low-ish, simple system would
probably increase revenues and would, sadly, make
several hundred highly paid accountants redundant.
MrBlitzer:Generally, I do not think it is my place to
actually advise or comment on the ultimate tax rates.
However, I believe there is a clear diVerence between
income and capital tax and there should be clear
diVerential rates but I do think it is up to each
government in each jurisdiction to decide on what
rates those should be, and what is in the interests of
their economy, frankly.
Mr Mackenzie: I would echo my colleagues’ views
on these points.

Q594 Jim Cousins: That is interesting. Coming back
to you, Mr Blitzer, I think you would acknowledge
that in the United States, and also in Germany and
in Denmark, people are looking at company tax
regimes and how they deal with debt. Do you think
there is an issue there to be got right?
Mr Blitzer: Can I be a little bit more specific on the
question?

Q595 Jim Cousins: The way that debt is treated is
given favourable treatment in company tax regimes.
The United States, Germany and Denmark are
looking at it.
Mr Blitzer: Clearly, I am aware of the German and
Danish situations, not quite as familiar in terms of
the US, where I think a lot of what they are focusing
on as well is the question of carried interest as well
as certain things to do with partnership versus
corporate tax, but fundamentally, I believe that the
question about shareholder loans, so the amount of
actual equity that is invested in a shareholder loan
format, is something that I think a great many
governments, including the UK Government, are
looking into and I clearly think they should look into
that. I think the current regime is a function of
whether or not that debt can be otherwise generated
on an arm’s length basis, which is the trigger for it
being tax deductible, in the UK anyway, but in
general, I believe interest deductibility for
corporations is relatively clear around the world and
available to all corporations, regardless of form of
ownership.
Mr Moulton: The legitimacy of looking at these
issues, I think David is dead on. The amount of
shareholder debt that is deducted is an odd area but
we operate in a very odd tax world. People have been
criticising the amount of deductibility for interest
but actually debt became more favoured in the UK
when the tax credits were taken oV dividends. So
actually, the tax structure has changed in the UK to
favour debt rather than equity and, of course, that
had all kinds of consequences. What we are talking
about here is something which is really complicated,
needs a lot of thought, particularly following up on
a point youmade earlier: a lot of the debt holders are
not in theUK so you have a debt deduction here and
the income arising we know not where.
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Q596 Jim Cousins: Taking that point, which is a
point you made earlier, what do the other three of
you think of Mr Moulton’s point that there is a
serious taxation issue about the domicile of both
individuals and companies? Do you think there are
abuses associated with that?
MrTaylor: I said earlier I have not seen any evidence
of abuses. Speaking for ourselves, we have nine
partners based in London, eight are UK-domiciled
and resident, the ninth is a UK resident and pays his
income taxes here.

Q597 Jim Cousins: Mr Mackenzie, in your case, of
course, you have already told the Committee that
the bulk of your partners are not domiciled in the
UK for tax purposes.
Mr Mackenzie: I cannot remember if I said those
exact words. Everyonewhoworks at CVC in theUK
is domiciled and tax resident here.We have 18 oYces
around the world. We have a German in Germany
and he is paying tax there; we have a Frenchman in
France who is paying French tax. So certainly in our
firm people are not moving around or avoiding their
taxes through domicile.

Q598 Jim Cousins:What about you, Mr Blitzer? Do
you agree with Mr Moulton or with your other two
colleagues?
Mr Blitzer: I tend to agree with my other two
colleagues but I have not seen any of these abuses
that John is referring to, at least, again, in my own
firm in what I have seen in the marketplace.

Q599 Jim Cousins:MrMoulton, you have been out-
voted here. You have said there are abuses about the
domicile of individuals and companies and your
colleagues do not agree with you.
MrMoulton: First of all, I would pedantically point
out I never said a word about companies. The
domicile of debt providers is not an abuse issue, it is
a simple statement of fact. If we have large amounts
of debt providers having their interest deducted in
the UK and the people who receive that interest are
being taxed somewhere else, that is a statement of
fact. It is not an abuse and I have not alleged it to be
an abuse. It is a transfer of revenue from within the
UK to outside on one view of life. That is a fact
which needs to be added up by the Treasury in their
total tax take. In terms of the abuses, there are
occasional abuses by individuals, the domicile rules,
which allow in the case of the UK people who have
lived here 50 years in some cases still to claim they
are not liable to UK capital gains tax. However
many times I look at that I find it hard to say that
is correct.

Q600 Chairman: Were those the people you were
referring to as “the enemy within” in your article a
couple of weeks ago?
Mr Moulton: There may be some overlap.

Q601 Mr Love: I want to come back to this
relationship between risk and reward. We were told
earlier that 5% of deals lose money, 50% of deals do
not earn carry which means that 50% of deals do

earn carry. For an investment which we have been
told by the four of you ranges somewhere between 1
1 and 6% of the capital investment, you can earn 202

to 25% of the carry surplus. Is there any relationship
between risk and reward when the rewards are so
great for so little of your risk capital? Mr Moulton,
let us start with you.
Mr Moulton: If you look at the smaller end of
private equity, which I know you are not trying to
look at hard, you very clearly need to generate a
large element of incentive for people to work in what
is a diYcult area and where rewards are by nomeans
certain. As you move up the scale it gets harder. Is
it necessary to pay any individual on this earth £50
million to do a deal, I think you could probably
argue you could find other people who would do it
for less. A proportionality of our industry, we are
takers of a market that is giving it to us. The
institutions give us the same terms essentially for a
£100 million fund as for a £10 billion, 100 times the
fees and income. The costs of running the funds do
not go up by a factor of 100. The institutions could,
if they wished, hang out for better terms; they have
not. It is the same argument about paying
sportsmen, it is the same argument about paying
entertainers. Nobody forces the institutions to do it,
it is a market, they are willing to give it.

Q602 Mr Love: I am well aware of that argument, it
was deployed last week and this week. All I was
trying to get at, and I think what you have said, is
there is no link between risk and reward in terms of
those higher end deals. There are other reasons, the
market says. I want to ask Mr Taylor the same
question, getting away from what it is you invest to
what other investors demand of you in terms of the
amount you put in, and they are happily prepared to
provide you with 20% carry, is the risk reward
relationship completely devoid in these high end
deals?
Mr Taylor: In the high end deals I find it hard to
comment. We are a mid-market player. As I say, we
have a fund size of around a billion euros. All I can
say is the 25 million euro commitment that we have
all just made feels like a hell of a lot of money to us
and a lot of risk over a long period of time.
Mr Moulton: It is not just money, it is time, years.

Q603 Mr Love: Let me askMrMackenzie, since the
risks are not that great in terms of the rewards, does
that incentivise you to take too great a risk on
private equity? Are we going to see some of those
greater risks that you may be taking, when we are
entering a period of turbulence, come to fruition
over the next few years?
Mr Mackenzie: I do not know about everyone else
but certainly at our firm fear of loss of money and
problems with the company is the most important
thing which directs our investment policy. We have
not had a bankruptcy in the UK for more than 20
years but we still remember diYcult situations,
problem companies, companies where we have lost
our money although the company itself has not
failed.
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Q604 Mr Love: Let me stop you there. We have had
illustrations which suggest for an investment of
£20,000 or £30,000 you are making £5, £10 million
profit. Now even if you scale that up to the much
higher levels that we are at now, making an
enormous profit on one deal will allow you to take
greater risks in terms of your capital in future deals.
The question is are we incentivising you to increase
the risks that you are taking in terms of the company
that you are buying. Mr Blitzer?
Mr Blitzer: I do not believe that to be the case.
Again, we have had a track record of investing over
22 years in a great many diVerent cycles from benign
economic conditions to recessionary periods to
terrorist attacks, et cetera, so we have seen all the
diVerent cycles in our investing period and I do not
believe we are taking greater risks today, nor do I
believe we will take them in the future.

Q605 Mr Love: Let me go to some specifics. We
talked earlier on, Mr Taylor, about Focus. You told
us that you had been there for 17 years and they still
employed roughly the same number of people. Yet,
as I understand it, your company and the other that
was involved in Focus have not lost any money out
of all this. Can you tell us what the return has been
to you from selling oV Focus in the recent past?
Mr Taylor: I said that we very successfully sold
Wickes two years ago which was the majority of the
value of the group. I said at that time our investors
made a healthy profit. For an investment of just
under 300 million euros our investors received total
proceeds of around 800 million euros, which was a
very successful deal. Wickes was a very successful
exit and is still a very successful company today.

Q606 Mr Love: Excuse me using technical
terminology but I understand there was a series of
leveraged recapitalisations from which you earned
money over that 17 year period in which you owned
the company, would that be correct?
Mr Taylor:We did one leverage recap in 2003 which
returned some cash to our investors but the largest
return of cash was from the sale of Wickes and, as I
said earlier, we also used some of the proceeds to pay
oV the majority of the borrowings to a level which
was conservative by market standards at the time,
around four times cash flow.

Q607Mr Love:Can I now come toMrMackenzie in
relation to Debenhams. Have you suVered any
negative eVect as a result of the poor performance of
Debenhams since you sold it on?
Mr Mackenzie: Yes, we have. We are the largest
shareholder in Debenhams today despite floating
the company and, therefore, any down performance
in that share price we felt as much as anyone else. It
is also a reputational issue for us. The London Stock
Market and the IPO market are very important for
our future exits and if you have a record of poor
performing businesses after you have floated them
that is damaging. We floated six companies on the
London Stock Market in the last five years and five
of them have out-performed the Stock Market and
more than tripled in value. Our reputation is very

good but the current problems at Debenhams are
something that we are very concerned about and we
are working with the existing management, who we
support and continue to support. We may have sold
some shares but none has been sold by us since the
float. We are a long-term investor backing these
managers today.

Q608Mr Love: Let me rephrase the question. Again
I understand the reputational risk and the
importance to you of that reputational risk but have
you suVered financially? Obviously your share price
for the holding you have in Debenhams has gone
down but in terms of your dealings when it was
owned by your partners, have you suVered
financially?
Mr Mackenzie: Not other than the share price
falling.

Q609 Chairman: You talk about reputational risk
but I note from the newspapers that at a conference
in Barcelona in March John Lovering, Debenhams’
Chairman, said that the retailers IPO had made him
and the chain’s other backers “very happy”. That
contrasts with the poor investors, does it not? I
suppose that is what you mean by reputational risk.
Mr Mackenzie: Yes.

Q610 John Thurso: I just want to go back to
something which was talked about earlier, really to
just get the facts straight. How often does it happen
that the partners are also co-investors in target
companies? Is that something which happens at all?
Mr Moulton: Extremely rare, I think.
Mr Blitzer: Extremely rare.

Q611 John Thurso: Extremely rare and a sometimes.
Mr Mackenzie: Certainly, historically, some of our
investors, rather than giving us a carry scheme,
asked us to put our own money into the company
directly. We have had examples of that.

Q612 John Thurso: You were talking earlier about
the amount of equity that was involved, I was just
wondering if co-investmentwas an important part of
that and the diVerence between co-investing as
opposed to carry. From what you have said there, it
is one of the ways of doing it.
Mr Mackenzie: Yes.

Q613 John Thurso: It does not happen very often?
Mr Mackenzie: It is not common because the
investors prefer the carry scheme because if you have
direct investment on an individual basis you can get
all the profit and a relatively small loss, whereas if
you have a carry you have to set oV all your losses
against your profit. It is just a development in the
market.

Q614 John Thurso: I wanted to come back to this
question of tax. First of all, I start from the premise
that private equity partners are no diVerent from
anybody else, they are subject to the tax regime as it
exists. If they exploit it well, anybody else can exploit
it well, so I am not arguing the case that anybody has
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got anything special. It seems that if one looks at
taper relief in particular, when any government puts
in a benefit in the tax system or a relief it does it to
achieve a benefit overall. The aim of taper relief is to
encourage business investment and for people to
take risks. If you look at small venture companies,
clearly there is a major risk as to whether that
company survives or not. Do you think that the
same level of risk applies when you are taking over
either a large entity or an entity that is on the Stock
Market? There are two types of risk, there is the risk
you take with your money which is risk you create
by how risky you wish to make that deal and there
is the inherent risk in the actual business as to
whether it may or may not survive which is what the
venture capitalists may be more aware of. Is it right
that taper relief should be available to anybody for
the less risky, in other words allow them to increase
their risk rather than being focused at the risk of
creating and nurturing the smaller businesses? Can I
ask Mr Moulton that question.
Mr Moulton: You are just dealing with something
which is incredibly diYcult to answer.We have done
a lot of public to privates, they have ranged from
very stable, well-run companies to companies in a
shambolic state run by idiots. The risk level is
enormously variable. I find it very, very hard to deal
with it. I would welcome a simple, straight forward
system rather than something arbitrary, qualitative
and very diYcult to manage.

Q615 John Thurso: Is that a view that you all share,
that something simple and maybe less beneficial but
somewhat simpler would be preferential to the
current scenario?
Mr Taylor: Yes for me.
Mr Moulton: Same here.
Mr Mackenzie: Simple tax regimes are always the
best I would have thought.
Mr Blitzer:Yes, I think simple always works out the
best but, again, I do think it is very diYcult to try to
determine is this riskier than that. Is Mr Moulton’s
deal riskier than Mr Blitzer’s deal or Mr
Mackenzie’s deal or even a venture capital deal
taking the extreme. I understand the point, I think it
is a fair point, but I think it is a very diYcult
subjective point.

Q616 John Thurso: The point is that nobody
disagrees that the current regime is quite generous
for those who benefit from it and many of them are
not private equity, there are many other people who
have benefited. The question is if it is doing the job
but it seems to me that is a separate issue from the
question of looking at private equity in the way that
we are doing. Can I turn to one last question. I have
been fascinated to listen to Mr Mackenzie say that
he has given advice “take your company private”
and I have sat on boards where we have actively
discussed that, and I have been on the recipient of
Blackstone when I sat on the Savoy board so I have
seen quite a few of these. To what extent is your rise
a symptom of the fact that the public equity market
is over-regulated, ineYcient and failing?

MrMackenzie: I think there is some truth in it. It is
not entirely true. A lot of companies prosper on the
Stock Market and do very well. The sort of
businesses we are approaching are the type Jon
mentioned, ones which for one reason or another are
under-performing. It is very rare that we get to buy
an out-performer because they are usually highly
valued and no-one wants to sell them. The
companies we tend to buy, whether they are public
or private, are ones that other people have said,
“This is not going so well, the management team do
not seem to be sorting it, why do we not sell”. There
is no doubt in my mind when you meet public
companies and you spend some time with the
management, you feel that they have somehow
moved away from the original objective which was
to focus on the business, to grow profits, to make a
more successful enterprise. You go to a public
company board, and we sit on a few of those, there
is an awful lot of time spent on regulation, new rules
coming up, the latest corporate responsibility
statement and so on and so forth, and not enough
time on, “What are we going to do over the next five
years to grow this business and make it more
profitable?”. That would be my view.

Q617 John Thurso: Has anybody else got a view on
that?
Mr Blitzer: I certainly do not believe that public
equity markets are broken. That said, I do think
there are real issues with the public equitymarkets in
certain situations, not all situations. I think in many
of those situations it does allow private equity to
come in to potentially buy a company and
fundamentally run it in a much more eYcient
manner, and again for fundamentally long-term
investment in growth. Clearly private equity and
public equity will exist on a side by side basis forever,
in my view, but there will be times, now is one of
them in my view, where public equity markets are
going through real changes and have some real
issues which are enabling private equity firms to
come in.

Q618 Chairman: It has been suggested to me that
maybe a quarter of Footsie 100 companies could be
the target for private equity. The question arises,
how could there be so many poorly managed public
companies? Mr Moulton, you are laughing, thank
you, good, I am looking for you to answer this! Is
there not a case for institutional investors to do
their job?
Mr Moulton: Absolutely.

Q619 Chairman: And they are not doing it.
MrMoulton: They are doing part of the job, it is not
perfect as that statistic you quoted, which is widely
stated, shows. There is a lot of time wasted in public
companies dealing with excess regulation, excess
governance, insuYcient time and strategy, that
occurs beyond doubt. The number of public
companies has been reducing since 1960. It has been
a steady trend downwards actually which not many
people have really appreciated. There are a quarter
of the number of public companies there was in
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1960. The issues with public companies are
widespread but the fact that you have got 20 people
on the board, 12 of them non-executives, is not
actually a very good predicator of good
management.

Q620 Peter Viggers: We have taken evidence from
trade union representatives and they tend not to be
your greatest fans. I wonder whether there is also the
element that public company directors have account
for employee issues as well, among the range of
things, in other words they have taken their eye oV

the ball of profit, for perhaps very good reason, they
are concerned about health and safety, environment
issues, employment issues, and these worthy other
objectives have caused them to take their eye oV the
ball of profits. Is that near the truth?
Mr Taylor: I think that is possible but we also have
responsibilities to these other stakeholders and we
exercise those responsibilities. For Duke Street I can
say that we have grown employment levels in theUK
by 12,000 jobs in the last decade. Our growth
investing produces benefits for all stakeholders so I
do not think it is right to say that private equity is
only concerned with profit and public equity is not.
We all have responsibilities to wider stakeholders.
Mr Moulton: I absolutely agree. We are at least as
sensitive on health and safety, union matters and so
on, as the typical public company, possibly more so
because when we have a problem, it is on the front
page.

Q621 Chairman: Mr Taylor, you have just bought
Burtons, that was a secondary buy-out. How does
private equity make returns from a business which
was previously owned by private equity?
Mr Taylor: By having a clear plan to accelerate the
growth. That is always our objective, to accelerate
growth, and we see in Burtons an opportunity to
accelerate organic growth and growth through
acquisitions.

Q622 Chairman:How do you expect that growth to
develop with Burtons? Is it by market share, is it by
organic growth or is it by acquisition, or is it a
combination of all three?
Mr Taylor: It is a little bit of each. For example, at
the moment in the Edinburgh factory Burtons is
investing in a new organic production line for
shortbread. That is an example of organic growth in
a growing part of the market and we have in mind
some target acquisitions to make to consolidate the
sector, so it will be both.

Q623Chairman:MrMoulton, you have said, I think
it was in The Observer on Sunday that: “ . . . where
there is significant additional leverage, there must be
increased risks for employee security”.
Mr Moulton: Yes. Absolutely, it has got to be the
case. The issue is the magnitude of that risk.

Q624 Chairman: In your case, Mr Taylor, how is it
done with your secondary buy-out without having
further risk, particularly in relation to jobs?

Mr Taylor: The question is how is it done?

Q625 Chairman: How is it done without adding
further to the risks, particularly in relation to jobs,
keeping in mind what Jon Moulton said, the
additional leverage?
MrTaylor:We have put in place a debt structure for
Burtons which allows us to grow the business so we
do not see that the debt structure or the fact of the
secondary buy-out poses any additional risk to jobs.

Q626 Chairman: Do you expect to increase your
workforce?
MrTaylor:Over the life of our investment, yes. Over
the life of the five years or so that we plan to hold the
company, yes, we expect the employment to grow.

Q627 Chairman:How much of an engagement have
you had with the trade unions and local
representatives on this issue?
MrTaylor:The Burtonsmanagement have had a lot
of engagement and more recently, since we have
taken ownership of the company, so have we.

Q628 Chairman: Mr Mackenzie, if I could go back
to the AA and Saga for a bit. The new company has
been valued at £6.15 billion with £4.8 billion of debt,
is that correct?
Mr Mackenzie: That is right, yes.

Q629 Chairman: That is £2 billion of new debt.
Mr Mackenzie: Yes.

Q630 Chairman: It was two companies previously
carrying £2.8 billion. Charterhouse paid £1.35
billion in 2004 and Permira CVC paid £1.75 billion
in 2004, so that is £3.10 billion. The new deal values
the AA at £3.35 billion and Saga at £2.8 billion
making it £6.15 billion valuation, so that has
doubled since 2004. Could you tell me how such a
valuation was reached? Who did it? What level of
due diligence took place?
Mr Mackenzie: A lot of due diligence has taken
place. If we look at it in two separate parts. Saga
announced that it was trying to go public and it
appointed five to ten investment banks to come into
the company and value it.

Q631 Chairman: Could you share that information
with us?
MrMackenzie:Wewould have to ask Charterhouse
because we were not privy but, yes, I think we could.

Q632 Chairman: We are interested in this leverage
aspect, that is why I am asking you that. If I could
say, to buy Saga and the AA, you have got your new
company, this needs £6.2 billion of cash, is that
correct?
Mr Mackenzie: Yes.

Q633 Chairman: £4.8 billion will come from the debt
markets, and I believe Barclays and Mizuho have
provided a mega covenant loan for that sum which
it will now syndicate.
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MrMackenzie: Those are the two banks concerned.

Q634 Chairman: The ability of the new company to
raise such an amount of debt which equates to 11
times last year’s combined earnings before interest
tax deductible allowances, is that not testimony to
the fact that the creditmarkets are still in pretty good
shape, despite the recent wobbles?
Mr Mackenzie: There is no doubt that the credit
markets are very keen on the two credits, theAA and
Saga, because both of them have performed so well
and the cash flow has been so high that there is a big
demand for them. When we structured that debt,
believe me, we were very careful. On forecast cash
flow, there is a headroom of £80 million so the
company could service all its debts, pay its interest
and it still has £80million of cash flow left.Wewould
say that is still sensible, conservative lending.

Q635 Chairman: I have accounted for the £4.8
billion for the debt markers but that is leaving £1.4
billion, where will that come from?
Mr Mackenzie: That comes from the private equity
investors.

Q636 Chairman: Will that come from the funds
invested in the original deal or from new funds that
the leverage buy-out houses have subsequently
raised?
Mr Mackenzie: It is a mixture of both.

Q637 Chairman: Could you supply us with that
information in writing then?
Mr Mackenzie: Yes, we can.
Chairman: Okay. Fine. Any further questions?

Q638 Ms Keeble: Peter Taylor, you mentioned
earlier that you thought that perhaps things needed
to move forward so that private equity looked at
more public participation. Could you just say a bit
more about that? Were you looking at a diVerent
model or diVerent structures or transparency? This
was in response to a question a way back.
Mr Taylor: The comment was really in relation to
oVering continuing equity participation. We had a
very successful experience of that in France where
we owned a publicly quoted drinks company for six
years. We owned 70 per cent of the company, the
other 30 per cent remained publicly quoted, it was a
very successful relationship.

Q639 Ms Keeble: So it is a hybrid model?
Mr Taylor: That was and we would be able to do
that again.

Q640MsKeeble:Then does a transparency run right
across the public and private sectors, you have the
same regime?
Mr Taylor: In that case we had to abide by the Paris
Stock Exchange reporting requirements.

Q641 Mr Love: A comment I read in the press, and
I wanted to get your views on it, says, “It is
outrageous that the Inland Revenue is content to
reward private equity partners with a low tax rate for
taking a large punt with other people’s money”.
How would you respond to that? Mr Blitzer?
Mr Blitzer: Again, I do not think we are taking a
large punt with investors’ money. We are extremely
detailed in what we do as a business. We are
extremely vigilant. We are an extremely responsible
firm. We are putting up a substantial amount of our
own capital.

Q642 Mr Love: Let me stop you, I think the point
being made was that you should get a tax break for
taking a risk, since you are not taking the risk
because you are doing it with other people’s money
you should not get the tax break.
Mr Blitzer:We are putting in a substantial amount
of our own networks into each of these transactions
and as we have talked about, for a number of times
today, these transactions entail significant risk.

Q643 Mr Love: Let me ask Mr Moulton, coming
back to the point I made earlier on, somewhere

1between 1 % of equity gaining 20% return if you2

reach carry.
MrMoulton: It is a market, it is what the institutions
are willing to pay.
Mr Love: That is not the point I am making. I
understand about the market. What I am interested
in is should the tax system be giving a low tax rate for
something that is not taking a risk. You have been
around in this equitymarket for a very long time and
you will be very well aware that the taxation system
was geared to allow those who took a high risk to get
low taxation rate. That is not happening, is it, and
therefore the point made in the newspaper is
appropriate? The Inland Revenue ought not to be
looking favourably on you for the very low rate of
risk.
Chairman: Give us a quick answer, Mr Moulton.
You have had more press cuttings than me in the
past week!

Q644 Mr Love: He is just jealous, by the way!
Mr Moulton:My wife says it is not my good looks!
I think there is absolutely some point towhat you are
saying but you keep saying “we are giving you a low
tax rate”. You should perhaps look at it the other
way round, you are getting some tax and if you are
not careful you might not!
Mr Love: Point taken.

Q645 Chairman:Mr Moulton, you told us you had
lost millions of pounds, you have my personal
sympathy on that but you are not quite ready to ask
us for advice on the Welfare to Work programmes,
are you?
Mr Moulton: Not yet.
Chairman: Thank you very much.



3740501001 Page Type [SO] 17-08-07 23:33:22 Pag Table: COENEW PPSysB Unit: PAG3

Treasury Committee: Evidence Ev 81

Written evidence

Memorandum submitted by T. Martin Blaiklock, Consultant, Infrastructure & Energy Project Finance

Introduction:

The Treasury Committee has requested comments with respect to Private Equity.

I have been a consultant, banker and practitioner in infrastructure and energy project finance,—PFI, PPP
and the like,—for the last 30 years or more, with both UK and wide overseas experience. I also regularly
give seminars on these topics internationally.

My concern with respect to Private Equity, therefore, is with its impact on the performance and
sustainability of UK private sector, public service utilities, a topic which, surprisingly, has seemingly been
overlooked by the Financial Regulator (FSA), sector regulators and the media in recent discussion on
Private Equity.

Commentary:

1. Is the current regulatory regime for private equity funds suitable?

In short, the answer is “no”. This response requires some qualification:

(a) The FSA controls the nature and governance framework of investment flows by Private Equity
managers in the UK. In this context, whether the investment is in a public service utility or
commercial enterprise and where the funds originate from are not the concern of the FSA.

(b) Each privatised public service sector has its own sector regulator, eg OFWAT, Ofgem, CAA, etc..
When these regulatory bodies were created, usually by Act of Parliament in the late 1980s / early
1990’s, it was not foreseen in the relevant Acts that ownership and control of utilities in the
sector(s) would slip into anonymity, beyond public scrutiny and governance. It was assumed,
erroneously, that these private public service utilities would fall under the normal governance
criteria and financial regulation as imposed by the London Stock Exchange and the FSA.

(c) Time has shown that to have been short-sighted, and the City et al. have used their ingenuity and
incentive-for-profit to exploit the investment opportunities that such utilities with their strong
cash-flow characteristics represent. To date, the sector Acts have not been adjusted or repealed to
claw-back the regulatory levers necessary to protect consumers and the public interest.

(d) Additionally, over the last 15 years there has been significant growth in the number of PFI/PPP
transactions, representing private concessions for the provision of public services and assets—now
totalling 6–700 in the UK—where the ownership and control of the Special Purpose Vehicle
(“SPV”), which carries concession responsibility, often lies with Private Equity.

(e) Finally, in the same context many UK public service utilities are now owned and/or controlled by
private family groups or individuals, whose domicile may well be oVshore in some tax-haven.
These too are, generically, Private Equity operations.

(f) Some examples of a few Private Equity-owned and/or controlled utilities may help to put some
perspective on the services involved:

— BAA (Heathrow, Gatwick & Stansted, etc.)

— Thames Water

— South East Water

— Jubilee, Northern & Piccadilly Lines of London Underground

— M6 Toll Road

— 90% of the UK’s Ports

— GCHQ (40%)

— Inland Revenue & Customs & Excise Estate

— Isle of Man & Isle of Wight Ferries

— NHS Hospitals (eg Darent Valley; Norfolk & Norwich)

— Arquiva (mobile phone mast & broadcast monopoly)

— Seafield Water Treatment Plant, Edinburgh

(g) At a recent Public Accounts Committee session (Dec 11, 2006) a senior Treasury oYcial admitted
that they (HM Treasury) had no control over who bought or sold PFI/PPP-type of public service
utilities, and they are seemingly content with that position.
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(h) No other Government I know is prepared to accept such a scenario with respect to its public
services. All other Governments impose some form of “fit and proper person” or probity test on
all private owners of public service utilities. This requires identification of owners/controllers and
proof of adequate corporate and financial governance measures and experience

Hence, one concludes that UK regulatory regime for (Private Equity) investment in public services is, at
least, out-of-step with other nations, and also inadequate.

2. Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

What are the eVects of the current corporate status of private equity funds, both their domicile and
ownership structure?

(a) These questions are best answered by three examples.

Thames Water: since last October, as a customer of Thames Water, I have been trying to find out as to
whom andwhere are the investors controlling Thames, the largest water utility in theUK (13mn customers).
To date, I have failed!

Para 4.31 of the Feb 2007 Ofwat Consultation Paper into the recent takeover of Thames demonstrates
clearly that a group of “Macquarie Bank investors”, under the name of “Kemble Water International
Holdings Limited”, some of whom—possibly all—are domiciled in Luxemburg, control the strategic
direction of the Company and, possibly more.

To date the Company Secretary has refused to divulge to me the identity and domicile of such investors,
and OFWAT, The Consumer Council for Water, the Freedom of Information Act, the OFT, the
Competition Commission, my Member of Parliament, and the Parliamentary Ombudsman have been
unable to assist me to force the Company to reveal such information. Yet Thames enjoys a monopoly
position as a provider of an essential public service to 20% of the UK’s population and London!

OFWAT has a duty under the Water Industry Act 1991 to “safeguard the future” of the water utilities
for the benefit of customers. If OFWAT does not know who are the service providers, what chance is there
of the future being safeguarded??

[Note: Under theWater Industry Act, if I receive water services, I have a duty to pay. I also have no choice
as to my supplier of this essential public service. The fact that I do not know who may be the beneficiary of
my payments is not covered by the Act. This seems contrary to natural justice!].

(b) GCHQ: Integrated Accommodation Services plc, “IAS”, is the owner and is the concessionaire under
a PFI/PPP arrangement for theGCHQbuilding. The ownership of IAS at the outset (yr 2000) was: Carillion
[40%], Group 4 [40%], and BT [20%]. Carillion was in charge of construction and Group 4 in charge of site
security, accommodation availability, maintenance and service (eg manage the security staV: ref HC (955,
p. 22)).

In May, 2004 it was announced that Group 4 had sold oV its GCHQ investment to two Private Equity
funds. In May 2005, under the Freedom of Information Act, I requested from the FCO (who has
responsibility for GCHQ) details as to the identity and domicile of the shareholders of IAS. The FCO
responded that they did not hold such information!!

(c) Water Treatment EZuentDisaster (Edinburgh): inApril 2007 a faulty pump at a PFI waste treatment
plant at Seafield near Edinburgh, serving 800,000 people and operated/controlled by Thames Water, failed
and may have caused an environmental disaster in the Firth of Forth. It may also, in time, give rise to local
health concerns to a wide section of Edinburgh’s population.

As mentioned earlier, Thames is controlled by an oVshore Private Equity company based in Luxemburg.
Seafield, which is controlled by Thames, will, like many such PFI/PPP projects, indubitably be set up as a
limited liability company. In 1999 Seafield won the PFI concession to build and operate the treatment plant,
and raised £5million of equity capital and £95million of debt as funding: a highly geared financial structure.

In the current scenario of pending environmental disaster, if insurance monies are inadequate to meet
claims, there will be minimal capital in the Seafield company available to cover shortfalls. Secondly, the
owners, ie Private Equity shareholders of Thames, will be largely unidentifiable and oVshore, so outside UK
jurisdiction. Thirdly, the Private Equity fund managers will, under the financial arrangements made with
their fund, carry no responsibility or liability.

Is this scenario desirable? I think not, but this is the creation of Private Equity.
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3. Has there been any evidence of excessive leverage in recent transactions and what systematic risks arise in
consequence?

This question is best answered by reference to two examples: in the water utility and road transport sectors
respectively. To these should be added the comments made in 2 (c) above in this context.

(a) Water: in the early 1990’s, shortly after privatisation, the rating eg Standard & Poors, Fitch, etc, of
the average water utility was “AA-”, ie comprised a “very strong capacity to repay debt”. Now, 15 years on,
the majority of water utilities have a “BBB” rating or thereabouts, ie “protection of interest and principal
is moderate”, just above the investment/sub-investment (“junk”) rating watershed.

(b) When the rating agencies all express concern at the steady decline of the investment grade status of
the UK’s private water companies’ debt, as they have in recent months, the time has come to worry!!
Thames’ debt is only one notch or so above “;junk” status. The financial structure for Thames proposed by
the new Private Equity owners, which increases leverage, will increase, rather than reverse, this trend.

[NB. Thames is currently rated “BBB-”, one grade away from being sub-investment level. Its debt can be
described as where “protection of interest and principal is moderate”. Thames is, therefore, nine levels below
“AAA” status!]

(c) In this context, I have expressed concerns to Ofwat over their over-reliance under their regulatory
regime on ratings to assess the financial health of UK’s private sector water utilities. Ratings are useful, but
not the only tool to be used. Secondly, it is somewhat alarming that there seems to be no “Plan B” for when
a water utility does slip into “junk” status.

(NB. TheWessexWater case, oft cited byOFWAT et al. as an example of recovery in such circumstances,
is hardly appropriate. The problems at Wessex were not so much a problem of Wessex, as a utility, but the
problems of their non-UKparent at the time, Enron. It is also worth recalling that the rating agencies placed
Enron debt well into investment grade status up to a few days before Enron collapsed!).

(d) Transport: a casual glance at the (unaudited) accounts of Midland Expressway (the M6 Toll Road),
owned and controlled by Private Equity (aMacquarie oVshore investment fund), shows (end-2005) that the
company has a negative net worth of £67 million, issued capital of £1.5 million, and paid no income tax to
the Exchequer. With £800 million or more of debt and £1.5 million of equity capital, the project company,
M6 Toll, is indeed highly leveraged!!

In August 2006, Midland raised £1 billion of new debt, paying oV what was outstanding (£650 million)
of the original debt, and paid its oVshore Private Equity shareholders a dividend of £392million!!!—a return
on equity of over 200% per annum since the start of operations in 2001!!!

(e) The main conclusions drawn from these two examples are:

(i) in the context of Private Equity investors in public utilities, there needs to be (a) a rescue plan in
place in the event of default; and (b) requirements (eg on-demand performance bonds) under the
licences to incentivize utilities against possible default. These are issues for sector regulators;

(ii) lenders to privately-owned/quoted public service utilities seemingly are also attracted by the
high(er)margins (ie returns) that some of these Private Equity transactions represent, leading them
into imprudent lending. That is an issue for the FSA, as deal collapse could place some banks in
peril; and

(iii) Private Equity investors are not averse to paying themselves excessive profits/dividends, when the
opportunity arises!

4. Are developments in the environment and structure of private equity aVecting investments in the long-
term?

Yes. Again, the answer is best provided through example.

(a) In the periods 2001–02, 2002–03 and 2003–04, before the takeover of South East Water by Private
Equity (Macquarie Investment Fund, ie Private Equity), some 60% of profits on average were distributed
as dividends, the balance retained in the company boosting internal capital.

After the takeover, the dividends in 2004–05 and 2005–06 represented 150% and 250% of funds available
for distribution, ie the company was distributing dividends to its shareholders (in the tax-haven of
Luxemburg) more money than the utility was generating as profit, ie the company was eroding its capital
base. Some might call this “asset stripping”.

In addition, in 2005–06 this erosion of shareholder capital amounted to £26 million. This will constrain
South East’s ability to raise funds for new investment in the future.

(b) To constrain such activities, OFWAT on occasion imposes “ring-fencing” on dividend payments.
However, it is not beyond the accounting profession to devise methods (eg shareholder loans, consultancy
fees, etc.) to circumvent such constraints and to minimise taxation for the Exchequer. Conclusion: sector
regulation is ineVective on this issue.
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Overall Conclusion:

The over-riding conclusion is that the intervention of Private Equity as an investor class in private sector,
public service utilities in recent years has shown clearly that the financial and operational regulation for such
utilities is out-dated and needs adjustment to be able to provide the public with the service protection
they deserve.

April 2007

Memorandum submitted by the British Private Equity and Venture Capital Association

1. Introduction

1.1 The BVCA

The BVCA—the British Private Equity and Venture Capital Association—is the industry body for the
UK private equity and venture capital industry. It represents virtually every UK based private equity and
venture firm. The UK industry accounts for over 50% of the European private equity and venture capital
market.

1.2 Private Equity and Venture Capital—A Definition

In the UK, continental Europe and much of the rest of the world, “private equity” means the equity
financing of unquoted companies at many stages in the life of a company from start-up to expansion or even
management buy-outs (MBOs) or buy-ins (MBIs) of established companies. “Venture capital” is a term now
used to describe a subset of private equity, covering the seed to expansion stages of investment.

The key elements of private equity and venture capital are:

— investments in unquoted companies;

— equity capital by nature;

— medium to long term;

— targeted at companies with growth potential.

Private equity is invested in exchange for a stake in a company and, as shareholders, the investors’ returns
are dependent on the growth and profitability of the business.

The model for private equity is based on an alignment of interest between investors and company’s
management. A sense of ownership is at the heart of private equity philosophy. Since all shareholders are
represented on the board, decisions can be taken rapidly and all parties have a clear focus on achieving the
business strategy.

The superior returns achieved by private equity investors have continued to attract funds from UK and
foreign institutional investors, significantly increasing the flow of capital into this important and growing
sector of the UK economy.

1.3 Private equity—some key facts

Private equity creates jobs. In a recent survey (2 April 2007), the Financial Times analysed the thirty
biggest private equity deals concluded during 2003 and 2004, and found that 36,000 new jobs had been
created—an increase of 25%.

Research commissioned by the BVCA shows that:

1. Over the past five years, jobs and sales in private-equity backed companies have grown faster than
in FTSE 100 and FTSE 250 companies (9% per annum on average as compared with 2%).

2. Exports and investment have also grown faster than the national average—in the case of investment,
up 18% per annum compared with the national average of 1% a year.

3. Over 90% of companies in which private equity has invested say that without private equity their
business either would not exist or would have grown far less rapidly.

TheUKprivate equity industry has invested over £80 billion (over £60 billion in theUK) in around 29,500
companies since 1983. £11.7 billion was invested in 2005, in over 1,500 companies, of which over £6.8 billion
was invested in over 1,300 companies in the UK.

It is estimated that firms currently backed by private equity employ c1.2 million people.
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Private equity is an increasingly important component of the UK financial services industry. It is
estimated to account for 7% of the total annual turnover of the UK financial services industry. Over 10,000
highly-skilled professionals across over 1,000 firms are engaged directly or indirectly in private equity-
related activities.

2. Executive summary

2.1 The regulatory environment

In its recent Discussion Paper 06/06 “Private equity: a discussion of risk and regulatory engagement” the
FSA concluded that its “current regulatory architecture is eVective, proportionate and adequately
resourced”. The BVCA agrees with this assessment.

Transparency as between the private equity firm and its investors, and the flow of information to investors
regarding the companies in which the private equity fund has invested, already meets very high standards.
In response to concerns in relation to transparency and accountability to society at large, the BVCA has
recently announced the setting up of an industry working group, chaired by Sir David Walker, which will
look at ways in which levels of disclosure by companies backed by private equity could be improved, and
draw up a voluntary code of practice.

The current corporate status of private equity funds—ie the fund structures available to private equity
funds established in the UK, or managed from a UK base—and more generally the regulatory, legal and
fiscal framework in theUKhave all been conducive to the successful growth of private equity in this country,
which in turn has contributed greatly to the prosperity of the UK financial sector and its supporting
organisations.

2.2 Taxation

The taxation of the participants in private equity flows from the underlying activity of making long term
investments in unquoted companies.

Portfolio companies, individuals within portfolio companies and PE managers are subject to a wide
spectrum of tax legislation including that relating to corporation tax, employment taxes, capital gains tax
and VAT. These tax rules are the same as the rules applied throughout the economy as a whole and there
are no special concessions for private equity.

The BVCA believes that legislators should also be mindful of the increasing international competition
fromothermajor jurisdictions to attract talent and capital away from theUKand that the tax regime should
actively encourage enterprise and long term investment associated with PE and also to help promote the
UK as a hub for international PE.

2.3 The economic context

Private equity in the UK has benefited from a lengthy period of stability and growth in the economy as
a whole, the wide availability of investment opportunities across the range of small, medium-sized and large
businesses (in turn reflecting the strength of the UK’s technology base, the UK’s large stock of mid-market
businesses and the position of London as a major international finance centre for larger businesses) and the
continued development of an entrepreneurial culture in the UK.

Private equity structures involve a close alignment of interests of shareholders and management. Benefits
to management of a private equity-backed company include not only the provision of capital but also the
availability of strategic business advice, financial advice and practical support.

Private equity enables a long term view to be taken in cases where substantial reorganisation or a change
of strategic direction is required, enabling the necessary changes to bemade away from the glare of publicity
and the short-term concerns of stock market participants. The typical hold period for a private equity
investment is three to five years, much longer than the average hold period of institutional investors, of 15
months, and hedge funds of three months. This enables private equity firms to work on a longer term
horizon.

3. Regulatory environment

(a) Is the current regulatory regime for private equity funds suitable?

The FSA published Discussion Paper 06/6 “Private equity: a discussion of risk and regulatory
engagement” in November 2006. The FSA concluded that its “current regulatory architecture is eVective,
proportionate and adequately resourced”. The BVCA agrees.

The private equity industry in the UK is fully regulated by the FSA, in contrast with the position in a
number of other jurisdictions. Every private equity investment manager or investment advisory firm
established in the UK must be authorised and regulated by the FSA.
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The FSA has established a centre of expertise in the regulation of private equity. Regulated firms must
comply with requirements relating to systems and controls and regulatory reporting. They must observe
conduct of business rules and meet minimum capital requirements. They must also comply with laws
designed to prevent and forestall financial crime and market abuse. The key executives working for private
equity firms must be individually registered with the FSA and changes in the ownership of and control of
authorized private equity firms is subject to FSA consent.

Most private equity and venture capital funds are established onshore. The promotion of interests in the
UK in most fund vehicles (onshore and oVshore) is heavily regulated and the pool of limited partners is
eVectively limited to investment professionals, institutional investors and a very limited number of high net
worth individuals.

Aside from the private equity firms themselves, the FSA manages potential systemic risks through
supervision of the institutions which lend to private equity-backed companies, including specifically
monitoring exposures to leveraged buy-outs.

(b) Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

The issue of transparency needs to be considered in three separate aspects:

— Relationship between the private equity firm and its investors: The relationship that any private
equity firm has with its investors is completely open and transparent. The terms on which private
equity funds raise capital are fully negotiated and agreed by all investors before they invest.

— Flow of information to the private equity firm and its investors regarding investee companies:
Levels of disclosure about the performance of companies in which the private equity firm has
invested aremuch higher than in public companies. Private equity and venture capital firms report
to their investors regularly, typically quarterly. The reporting about the companies in which they
have invested goes far beyond, is far more detailed and far more up-to-date than how a public
company reports to its shareholders.

— Availability of information to other parties including employees of investee companies and the
wider public: Private equity-backed companies produce the same detailed accounts as any private
company. There are no special exemptions or rules for private equity-backed companies. Large
private equity-owned companies (in commonwith any privately owned business) are not currently
required to provide operating and performance data of the same quality and depth as listed
companies, and do not have to report against the same timescales, the higher standards for listed
companies having developed out of the need for the stock market to have appropriately detailed
information on a timely basis as a basis for informed dealings.

The BVCA has recently announced the setting up of an industry working group, chaired by Sir
David Walker. The working group will look at ways in which levels of disclosure in companies
backed by private equity could be improved, and will be drawing up a voluntary code of practice.
It should be emphasised that it is the BVCA’s belief that care must be taken to avoid private equity
backed businesses being unfairly disadvantaged against other privately owned companies.

(c) Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

The FSA’s recent Discussion Paper DP 06/6 “Private equity: a discussion of risk and regulatory
engagement” gave significant attention to the potential risks arising within the private equity market as a
consequence of “excessive leverage”. For the present purposes this Discussion Paper and the BVCA’s
response to it represents the most up-to-date available review on this subject and the relevant material is
summarised below.

In the Discussion Paper the FSA noted that the amount of credit that lenders are willing to extend on
private equity transactions has risen substantially. Lending limits are increasing, multiples are rising,
transaction structures are being extended and covenants are weakening. The FSA summarised the
arguments both for and against the higher leverage levels currently being employed, in particular with
respect to the larger transactions, and the concerns as to the consequences of such higher leverage. It was
recognised that there is an argument that leverage levels in UK firms, particularly in public companies, are
ineYciently low, and that in current transactions private equity fund managers are simply transforming the
companies they back into capital eYcient operations that canmake themost of the flexible financing options
associated with debt capital. The FSA pointed out that, on the other hand, there is a body of opinion that
considers that leverage levels are being competed upwards as a result of an auction process as between
private equity firms and the banks and increasingly appear to approach the limits of prudence.
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The FSA indicated uncertainty as to which of these two schools of thought was likely to be correct: if
those who supported the negative view of private equity transaction leverage were correct, it was not clear
whether there would be a gradual adjustment—taking the form of lower returns leading to reduced capital
inflows and hence less competition for deals—or a sharp correction, which could involve amajor transaction
or group of transactions failing suddenly.

In our response to the Discussion Paper, the BVCA questioned the use of the description “excessive”
leverage, pointing out that to say that something is “excessive” implies a variance over a norm or standard
which is fixed and clearly identifiable. A debt multiple of two times can be “excessive” in certain economic
environments and equally a multiple of six times may be wholly appropriate in another environment. The
level of leverage in a deal is a function of the outlook for interest rates and the confidence in the future
earnings projections of the target investment, which in turn are driven by a range of factors like general
economic outlook, market developments and competitor activity.

The BVCA agrees that the fact that debt multiples may be rising has implications for banks but points
out that this circumstance is not unique to private equity. Public companies too can take on significant debt
as can any other private company whether or not private equity backed. Private equity transactions are
negotiated between highly experienced and sophisticated parties and extensive due diligence is undertaken.
Combined with widespread syndication of the credit risks, the BVCA considers that a failure which would
undermine either the banking sector or the private equity industry is very unlikely indeed.

In considering the possibility of a large business or cluster of private equity backed businesses failing, it
is important to note that corporate failure is a consequence of market forces: when a business fails it is likely
to be because themarket for the products and services of that company has declined or becausemanagement
at the business has not been able to grow the business. This is not a particular or unique feature of businesses
backed by private equity. A decline in amarket would have occurred anyway and a company failing because
of a weakmanagement team is arguably in a better position to recover if it has professional and experienced
investors backing it, such as where private equity is involved. Jobs are more likely to be protected if an
experienced investor is able to facilitate the removal of weak management and its replacement with those
more talented. There is no evidence that private equity backed businesses are statistically more vulnerable.

As is evidenced in theDiscussion Paper, there is considerable uncertainty over both the possible outcomes
of increased leverage and the consequences flowing from those outcomes. In the BVCA’s view, it seems clear
that even in a worst case analysis, while there may be individual private equity firms that will be forced to
exit the market (being unable to raise new funds through poor performance) and whilst there may also be
temporary turbulence in debt markets, a more systemic failure or a long term impairment in the debt or
private equity market is very unlikely.

(d) What are the eVects of the current corporate status of private equity funds, including their domicile and
ownership structure?

Private equity funds and their investors and managers exist in a variety of legal forms. The choice of
structure depends on the location and tax concerns of the fund manager and investors as well as the
protections, burdens and benefits aVorded by the diVerent legal and regulatory regimes operating in
diVerent jurisdictions.

Private equity fund structures used by UK firms most commonly take the form of onshore limited
partnerships, oVshore limited partnerships (eg Jersey or Guernsey) or UK quoted private equity investment
trusts or Venture Capital Trusts.

In the most common UK private equity structure, the private equity fund takes the form of an English
limited partnership established under the Limited Partnerships Act 1907. The limited partnership will
usually be a Collective Investment Scheme (“CIS”) under section 235 of the Financial Services andMarkets
Act 2000. Establishing and operating a CIS in the UK is a regulated activity: a separate entity usually
performs this role, acting as the manager/operator of the fund. If it is based in the UK, the private equity
fund manager will be regulated by the FSA.

If the fund is established oVshore, the UK entity will usually be an “adviser” rather than a manager/
operator, but will equally be regulated by the FSA.

The UK limited partnership oVers advantages over other fund structure forms. EVCA’s 2006
benchmarking report identified a number of key features of the UK limited partnership structure which
made it an attractive vehicle for private equity houses, including tax transparency for investors and the fact
that international investors need no local permanent establishment in the UK. While some of these
characteristics are common to other fund structures in use around Europe, EVCA’s report concluded that
no other country’s structure (with the exception of Ireland) included all these key features.

Generally, the regulatory, legal and fiscal framework in the UK has been conducive to the successful
growth of private equity in this country. The UK is recognised as a business-friendly environment. The tax
regime, merger regulation and ease of starting a business have been identified as key aspects of the
attractiveness of the UK.
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The attractions of the UK are evidenced by the proportion of non-domestic money managed in the UK
and by way in which, in private equity, the UK has become seen as a gateway to Europe:

— The proportion of non-domestic money managed is higher in the UK than in any other country,
reflecting the demand for UK-based GPs by non-UK based institutional investors (LPs). This
demand, assisted by the development of theUK limited partnership, has led tomore funds of funds
and intermediary organisations locating in the UK.

The attractions of the UK have resulted in the growth of a highly developed network of supporting
organisations aiding the identification and execution of transactions. The Big Four accountants, mid-tier
groups, lawyers, investment banks and small, specialist corporate finance houses all help drive deal flow and,
in so doing, themselves have a considerable economic impact, generating an estimated fee income in excess
of £3 billion each year. Furthermore, London’s reputation as a leading financial centre means that many of
the European industry’s supporting organisations are located in the UK.

4. Taxation

(a) Is the current taxation regime for private equity funds and investee firms appropriate?

At the heart of private equity is a long term investment in unquoted companies and from this activity a
wide spectrum of diVerent tax rules apply to the companies, investors and individuals involved in this
activity. All of these are general taxation rules that apply to other taxpayers across the economy.

In the paragraphs that follow, we cover the taxation of portfolio companies, individuals at portfolio
companies, investors and private equity managers.

A typical fund structure is attached at appendix 1. The partnership structures do not impact the tax
analysis; rather they ensure that investors will be taxed in the countries where they are based depending on
status and local tax rules. The fund management entities and executives are taxed in the country where the
investment activity is conducted. The portfolio companies are taxed in the samemanner as other corporates.

Taxation of portfolio companies

A portfolio company is subject to the same tax rules that apply to any other equivalent companies
operating in the UK. Corporation tax, income tax, national insurance and VAT are all applied the
normal way.

Notably however, many of the reliefs aimed at smaller companies are denied to companies in a private
equity portfolio because they are aggregated with other unrelated companies in the same portfolio so
categorised as larger companies. The BVCA believes this is unfair and continues to press for a change in
this position.

Concern has been voiced over the tax relief on debt. The BVCAbelieves this concern ismisplaced because:

— The tax deductibility of interest on debt is available to all companies. This is because debt
encourages investment in the UK economy.

— Interest on debt, whilst tax deductible for the borrower, is taxable income for the lender which will
be captured elsewhere in the tax system.

— Only debt which is arranged at arm’s length is allowed a deduction by the borrower—debt raised
at levels beyond normal commercial lending criteria does not attract a deduction for the borrower.
This regime has been in place for many years but was strengthened in 1998 and March 2005. The
regime prevents the tax treatment of debt being applied to equity.

Taxation of individuals in portfolio companies

The senior members of the management team typically receive a salary and bonus which reflect market
rates for those positions. This income is subject to income tax and national insurance as normal.

The management team are normally required to invest in the company alongside the private equity
investor and at the same valuation as the private equity investor. The amounts are often significant for the
individual. This is to ensure an alignment of interests between investors and management. The investment
by the management team is taxed mainly under the Capital Gains Tax regime to reflect the true nature of
the transaction and the inherent associated risk of loss. For many years the UK tax rules have required that
any discount on acquisition of shares by an employee is taxed as income. Thereforewhere an employee holds
equity on favourable terms as compared to independent investors a tax charge will arise. From 2003 these
tax rules were further strengthened.
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Taxation of private equity fund management firms

Private equity fund management firms are organised in a wide variety of ways (as a corporate or a
partnership) and receive amixture of fee income, investment income and capital gains. Corporate structures
are taxable under the normal tax rules for companies and partnerships. Out of this income, private equity
executives receive market rate remuneration (salaries/partnership profits/bonuses) which is subject to
income tax and national insurance in the normal manner.

Private equity executives also normally invest in the fund they manage alongside the institutional
investors (pension funds, insurance companies, etc.) and also participate in a carried interest in the fund.
The commercial intention and eVect of this arrangement is that the private equity executives’ interests are
aligned with those of the institutional investors. The private equity executives stand to gain from the success
of a fund and risk actual financial loss if the fund is a failure. The private equity executives only receive a
return on their investment once all other investors have received a return of capital and a certain preferred
rate of return. These long term investments made by private equity executives are subject to the normal
capital gains tax rules—and investment income is taxed as a dividend or interest. In 2003 the law was
changed as mentioned above with the eVect of bringing carried interest within the charge to income tax.
Employees who receive an investment at undervalue also suVer income tax and national insurance (along
with the employers national insurance) on the amount of that undervalue. As with management equity, in
2003 the MOU was devised to allow for a formulaic approach to valuation of this investment, again
simplifying what would otherwise be an unwieldy and burdensome valuation on a case by case basis.

Investors

Key to investors’ requirements is to ensure there are no additional layers of tax over and above the tax
investors would pay if they had invested in the same entities direct. This is one reason for the use of a
partnership as a partnership is not a taxable entity. Instead the partners are taxed on their shares of the
partnerships income and capital gains.

International competition for human capital

As well as the prosperity directly attributable to the retention of Human Capital through high quality of
employment opportunities and the dynamism of “value creators” in the UK, the location of human capital
is a key determinant in the general attractiveness of the UK as a business location—either as the
headquarters of international businesses or the country location choice for a particular business activity.

An active private equity industry attracts and retains talent both from overseas and within the UK.
Private Equity is now seen as one of the key alternative investment platforms and has been a major part of
the City of London’s success over the last decade. Such success cannot be taken for granted. A recent survey
by EVCA—TheEuropean Private Equity andVentureCapital Association—has demonstrated the fact that
the UK has lost some competitive advantage against other EU countries as the most attractive place to do
PE/VC business.

Around the world, tax jurisdictions compete for human capital because of the general benefits brought
to the economy. France and Germany, unlike the UK, both have specific regimes designed to tax private
equity executive’s equity gains at lower rates. Other countries follow theUKposition and tax as capital gains
but often with the benefit of a zero rate or deferral eg Holland, Switzerland, Spain and Sweden. The BVCA
believes that the talent within the private equity industry should continue to be encouraged to remain in or
move to the UK.

5. Economic context

(a) Are developments in the environment and structure of private equity aVecting investments in the long term?

There is no evidence to suggest the growth and development of private equity in the UK is aVecting the
basic model or principle of investment. Typically investments are held over a 3 to 5 year period. There are
examples of shorter periods of investment and there are examples of longer periods of investment. Overall,
as government ministers have made clear, private equity firms tend to hold on to companies for longer than
the average length of time that institutional investors hold shares.

(b) To what factors, including the current macroeconomic context and position in the economic cycle, is the
current rise of private equity attributable?

The UK private equity market is the largest and longest established private equity and venture capital
market in Europe. On theworld stage it is second in size only to theUnited States. It is also widely considered
to have led the field in Europe in terms of having developed a favourable infrastructure for the industry.

In additional to the structural factors referred to in section 3, economic factors that have contributed to
this success are:
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— The UK economy: UK businesses have driven considerable economic growth over recent years:
the UK has seen above European average GDP growth as well as rises in productivity and
employment. Private equity has shaped the UK economy, providing capital for businesses in
industries, particularly in the service sector, which have recorded increased investment activity in
the recent past.

— The availability of investment opportunities: In terms of the pool of potential investment targets,
the UK has a large stock of companies, balanced between small, medium-sized and large
businesses. In [2004], the UK accounted for the largest proportion of European seed and start-up
investment. The UK also has the largest stock of mid-market businesses, while London holds a
position as a major international finance centre for larger businesses. The UK also has a very open
merger and acquisition environment free from the restrictions seen elsewhere.

— Entrepreneurial culture: In the UK, the continued development of an entrepreneurial culture is
being pursued both via education and through the establishment and maintenance of structures
and procedures encouraging entrepreneurial and economic activity.

(c) What are the economic advantages and disadvantages of a firm being owned by private equity funds as
opposed to being publicly listed?

Economic advantages of a company being owned by private equity include:

— the alignment of interests of shareholders and management, in a focussed way, that is inherent in
the private equity structure;

— the provision of strategic direction to management of the business being backed, financial advice
and hands-on practical support;

— the ability to tailor the capital structure and levels of investment to the needs of the company; and

— the close working relationship between the private equity firm and the company’s management,
with short lines of communication and clear targets and accountabilities, that is unparalleled in
the public company universe.

These advantages enable a long term view to be taken in cases where substantial reorganisation or a
change of strategic direction is required, enabling the necessary changes to be made away from the need for
the regular public announcements of results that is an inherent part of the life of a listed company.

These advantages will often outweigh the benefits of public market ownership, principally the access to
large amounts of long-term risk capital. It is however the BVCA’s strong contention that for a dynamic
economy and strong and vibrant public market and private equity market is required thereby allowing firms
access to themost appropriate form of capital for its needs. The twomarkets are complementary rather than
competitive.

The economic impact of private equity is demonstrated by the BVCA’s annual survey, “The Economic
Impact of Private Equity in the UK”, most recently published in November 2006. The key findings of this
eighth report in the series reinforce those of the previous surveys, and demonstrate that private equity-
backed companies are a significant driver of the UK economy and its global competitiveness:

— Private equity-backed companies create jobs at a considerably faster rate than other private sector
companies. Over the five years to 2006–06, the number of people employed worldwide by UK
private equity-backed companies increased by an average of 9% pa. This compares dramatically
with FTSE 100 and FTSE Mid-250 companies, at 1% pa and 2% pa respectively. Furthermore,
nearly three-quarters of companies said their growth was organic, rather than by acquisition,
following private equity backing.

— Private equity-backed companies boost the UK economy. Over the five years to 2005–06, on
average private equity-backed companies’ sales rose by 9% pa, compared with FTSE 100
companies (7% pa) and FTSE Mid-250 companies (5% pa). Exports grew by 6% pa, compared
with a national growth rate of just 2% and investment rose by 18% pa, compared with 1%
nationally.

— 92% of responding companies said that without private equity the business would not have existed
at all or would have developed less rapidly.

6. Conclusion

As European Commissioner Charlie McCreevy stated in his recent speech to the All Party Parliamentary
Group for Private Equity and Venture Capital on 22 March 2007, “the track record shows that private
equity firms are proactive in destroying ineYciency and waste, in identifying and leveraging upon sources
of competitive advantage, in exiting areas where such advantage can no longer be sustained, in ridding
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companies of vanity assets and vanity management teams, and in changing management teams that under-
perform. That is not the route to the destruction of employment. It is the route towards underpinning of
competitiveness and to delivering sustainable growth in employment.”

APPENDIX 1

Typical PE Fund Structure

Fund Vehicle

The fund vehicle is normally a limited partnership.

Investors

The investors are typically pension schemes, Life insurers, corporate investors, University endowment
schemes. Individual investors are a very small minority.

General Partner

The general partner structured as a company or LLP and is responsible for running the partnership. It
receives a share of profits/fee reflecting its costs. Much of it work is delegated to the advisory entity.

Advisory Entity

The advisory entity a company or LLP located in main country of business activity. The advisor receives
a share of profits or fees from the General Partner. There may also be local subsidiaries in other countries
where the fund makes substantial investments.

Carry and Co investment

Carry and co investment represents investments by employees and partners alongside the fund. Typically
there will be a carry or co investment vehicle but this is only normally used to simplify administration.

Portfolio Companies

The investment in portfolio companies represents investment in equity and debt as required.
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Memorandum submitted by the Financial Services Authority

1. This Memorandum is submitted by the Financial Services Authority in response to the Committee’s
inquiry into private equity.

2. The FSA is the single statutory regulator for most financial services in the UK. Our statutory
objectives, set out in the Financial Services and Markets Act 2000 (FSMA), are:

Consumer protection;

Market confidence;

Public awareness; and

Reducing financial crime.

Our work in the private equity sector touches on all four of these objectives.

3. This Memorandum:

outlines the function and nature of the private equity market;

provides an overview of our regulatory regime for private equity; and

addresses the specific questions raised in this inquiry’s terms of reference relevant to our regulatory
responsibilities.

A. The private equity market

4. The function of the private equity market is to provide medium- to long-term capital to companies
which are not quoted on a public equity market and which would benefit from financing to fund growth,
development or business improvement. This capital takes the form of both equity and debt. The equity
elements are typically provided by private equity funds, which in turn raise their capital from investors such
as pension funds, investment funds, endowments and high net worth individuals. The debt is typically
provided by investment, commercial and retail banks. The banks concerned often distribute large
proportions of this debt to other entities, either other banks who were not the primary finance provider or
institutional debt market participants. As well as supplying capital, the private equity sector also typically
provides specific strategic and management advice to the privately owned companies in their portfolio.

5. The private equity market is highly diverse. It encompasses the funding of new company start-ups,
helping existing companies grow and develop, public to private transactions, increasing the operating
potential of mature companies, and turning failing companies round. Private equity firms typically
characterise their funds as venture capital, expansion, buyout or distressed funds, according to the position
of the companies in which they invest.

B. Our regulation of private equity firms

6. Private equity firms can conduct a number of activities which require authorisation under FSMA.
These include:

— establishing and operating collective investment schemes;

— managing investments;

— arranging deals in investments; and

— advising on transactions in investments.

Many private equity firms are also authorised to undertake dealing activities in connectionwith their fund
management operations.

Private equity firms are subject to relevant FSA regulatory requirements covering issues such as capital,
systems and controls and conduct of business standards (including the Code of Market Conduct).

C. Specific questions raised by the Treasury Committee

7. We now turn to the specific questions raised by the Committee about the current regulatory
environment for private equity.

Is the current regulatory regime for private equity funds suitable?

8. Recognising the growth of private equity in the UK and its increasing influence and importance in the
financial services industry, in 2006 we conducted a wide-ranging review of our regulation of the private
equity market. In carrying out this review we sought the views of the full range of stakeholders in the private
equity sector.

9. Our review sought to define the optimal level of regulation for the private equity market by identifying
risks posed by this sector to our statutory objectives. We set out our thinking in November 2006 in a
discussion paper, “Private equity: a discussion of risk and regulatory engagement”.
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10. Through this paper we aimed to:

— stimulate informed discussion among public policy makers and industry participants about the
development of the private equity market;

— clarify our current assessment of the risks posed by the private equity market to our statutory
objectives, and more broadly;

— inform key stakeholders about actions to mitigate these risks that are already in place, in the UK
and overseas—highlighting the significant variation in national regulatory regimes;

— identify further proportionate risk-mitigation steps we could consider taking; and

— invite views from stakeholders that would help us decide whether to take these steps.

11. In the paper we outlined seven key risks to our statutory objectives, and we set out our provisional
assessment of the significance of these risks, taking into account both impact (the potential harm that could
be caused) and probability (how likely the event is to occur). These are outlined in the table below.

Risks Significance

Market abuse
Conflicts of interest High
Excessive leverage
Unclear ownership of economic risk Medium High
Market access
Market opacity Medium Low
Reduction in overall capital market eYciency Low

12. Our paper describes in detail each of these risks and outlines the current regulatory regime and the
changes we propose in order to mitigate eVectively against the crystallisation of these risks.

13. We received a substantial number of responses to our Discussion Paper, from a wide range of
stakeholders—regulated firms, trade associations, academic research institutions, trade unions, investors
and members of the public. Most respondents were in broad agreement with the approach set out in our
paper. We will publish a feedback statement in June summarising the responses received and setting out the
further steps we plan to take.

14. We have already taken one step to enhance our supervision of this sector. In our Wholesale Markets
Business Unit we have established an alternative investments centre of expertise. This specialist supervision
teammanages our relationship with all higher impact hedge and private equity fund managers/advisers and
carries out relevant thematic work. We believe that this change will significantly improve the breadth and
depth of our supervision of these sectors.

15. We have also enhanced our monitoring capabilities with respect to credit markets. These capabilities
will be further enhanced by the implementation of a new transaction monitoring system later this year. In
addition, we undertook a number of visits to private equity firms to discuss the potential for market abuse.
These discussions indicated that there is considerable potential for market abuse and insider dealing within
the private equity market. We will take the issues raised into account in our future monitoring work.

16. Our Discussion Paper also aimed to engage overseas regulatory colleagues on these issues. We are
working closely with a number of international standard-setting bodies to achieve as proportionate and
consistent an approach globally as possible. This includes contributing to work in the International
Organisation of Securities Commissions, the Financial Stability Forum, the EuropeanCentral Bank, as well
as bilateral contact with individual regulators.

Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
interested parties?

17. There are many stakeholders with a strong interest in private equity firms and companies owned by
private equity funds. Our specific regulatory responsibility is to ensure an appropriate level of transparency
in order to promote eYcient, orderly and fair markets. In the context of private equity funds we are
concerned to ensure the provision of appropriate transparency to private equity investors, in order to
facilitate informed investment decisions.

18. The review which we conducted in 2006 found that transparency is currently extensive for existing
and potential investors in private equity funds, Such investors frequently demand, and receive, far more
comprehensive and detailed disclosures than investors in public companies, both on the fund in which they
have invested and on the companies represented in the fund’s portfolio.

19. Industry standards relating to performance reporting and investor disclosure exist, such as the
International Private Equity and Venture Capital Valuation Guidelines developed by, among others, the
British and European Venture Capital Associations. However, as we acknowledged in our paper,
methodologies for disclosure, valuation and performance reporting used in the private equity market are
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not always applied consistently. This can create diYculties for investors in comparing investment
opportunities and in facilitating wider research and analysis of the private equity market. We are mindful of
this, but recognise that private equity within the UK is predominantly a wholesale market. Investors should
therefore have the appropriate level of sophistication to assess information given to them by funds in which
they plan to invest or have invested.

20. Direct access to private equity markets by retail investors is currently limited to venture capital trusts
and a relatively small number of private equity investment trusts. If funds were to target retail investors
directly, which they currently do not, we would expect them to provide information in a suitable format.
Indirect access is also limited as few UK pension or insurance funds have committed significant capital to
private equity. We will keep this issue under review but, as we said in our Discussion Paper, we do not
currently consider it appropriate to impose any further transparency requirements on this market.

21. The important issue of transparency of private equity markets to a wider group of stakeholders,
including the employees of private equity-owned companies, goes beyond the remit of the FSA.Wewelcome
the establishment of an independent working group, chaired by Sir David Walker, which aims to establish
a code of conduct for disclosure and valuation within private equity businesses. We will keep in touch with
the development of this Code and will consider regulatory implications it may have.

Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

22. In ourDiscussion Paper, we assessed asmediumhigh the risk of leverage levels increasing to excessive
levels. In order to monitor market developments we conducted a survey, in conjunction with the European
Central Bank, of exposure to leveraged buyout activity among a large number of major UK-authorised
investment banks. The results indicated that average leverage levels are increasing in the largest transactions.
Our paper highlighted a number of potential explanations for this. We do, however, acknowledge that each
transaction is unique and the appropriate level of leverage varies according to the underlying business and
economic conditions prevailing at the time.

23. As we said to the Committee earlier this year, in the context of its hearing on financial stability,
increasingly aggressive financing of private equity transactions creates a greater probability of financial
distress and default within individual transactions. This would, most likely, lead to losses for investors in
the private equity fund and for owners of a defaulting company’s debt. However, the failure of individual
transactions does not, in our view, pose a threat to overall financial stability in the UK.

24. This view has been supported by the recent release of an ECB report1 on leveraged buyout activity
in the EU which concluded that “the materialisation of systemic risks for the banking sector from LBO
(leveraged buyout) activity appears remote at the EU level”.

25. In order to understand trends and developments in the leverage and complexity of leveraged buyout
transactions, we plan periodically to survey leveraged lending in theUK.We believe that this, taken together
with our continuing prudential supervision of leveraged finance providers, will provide proportionate
mitigation of risks in this sector.

What are the eVects of the current corporate status of private equity funds, including both their domicile and
ownership structure?

26. Private equity funds and their investors and managers exist in a variety of legal forms. We outlined
a variety of these in our Discussion Paper. As a matter of policy, we are indiVerent to the structure and
domicile of a private equity fund, provided that, if it requires FSA authorisation, it is able to demonstrate
a continuing ability to meet our regulatory standards.

27. Some private equity firms are publicly listed. Such firms will be aVected by our current review of the
listing regime for all investment entities. One of the principal objectives of this review is to modernise our
rules in this area and produce a durable, principles-based regime which will facilitate the listing of entities
with more modern investment strategies, such as private equity and hedge funds, while providing
appropriate levels of investor protection. When we make rules in our capacity as UK Listing Authority we
have a duty to have regard to the international character of capital markets and the desirability of
maintaining the competitive position of the UK. Currently overseas companies are able to list under the
“directive minimum” requirements set out in Chapter 14 of the Listing Rules. Domestic funds are required
to list under the more onerous Chapter 15.

28. Throughout this reviewwe have been conscious of our responsibility to protect investors while having
regard to the competitiveness of the UK capital markets. Following earlier consultations, as we announced
on 4April, we intend to proceed on the basis of a single platform for all listed closed-ended investment funds,
irrespective of domicile. We will publish a consultation paper, outlining possible implementation measures,
in June. Depending on the outcome of the next round of consultation, we envisage that the single platform
should be in place in the first quarter of 2008.

1 ECB Report—Large banks and private equity-sponsored leveraged buyouts in the EU (April 2007).
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29. As we noted earlier, in June we will publish a feedback statement on private equity, summarising
responses to our Discussion Paper and outlining next steps. We will provide the Committee with a copy.

May 2007

Memorandum submitted by the Gala Coral Group

Executive Summary

i. I Neil Goulden, as Chief Executive of Gala Coral Group, welcome the opportunity to respond to the
Treasury Select Committee’s inquiry into private equity.

ii. GalaCoralGroup is Europe’s largest betting and gaming groupwith 18,000 employees and 1,800 retail
trading outlets in the UK. The group has a long history of involvement with private equity. Today the
private equity firms Candover, Cinven and Permira are all invested in the group.

iii. The Gala Coral Group is now one of Britain’s top companies, employing 18,000 people and named
one of Britain’s top 20 companies to work for (Sunday Times).

iv. Private equity provided the funds to “rescue” Gala Bingo and then invested further funds to expand
and diversify the Group into what it is today. Together we have created jobs, rewarded employees, actively
engaged with Government initiatives, invested in local communities and created a market leading British
company of which we can all feel proud.

v. I have made this submission as I feel deeply upset and oVended by the unjustified and ill informed
publicity surrounding the private equity sector. Hopefully, the (positive) Gala Coral success story will go
some way towards rebalancing those perceptions through a more informed debate.

1. My name is Neil Goulden and I am Chief Executive of the Gala Coral Group.

2. The Gala Coral Group is Europe’s largest betting and gaming group with 18,000 employees and 1,800
retail trading outlets in the UK. The Group trades under the Gala Bingo, Gala Casinos, Coral the
Bookmakers and Eurobet brands. The Group is valued at over £4 billion and produces an annual EBITDA
(profit) of circa £400 million.

3. The Group was formed in 1997 following the MBO (management buy out) of Gala Bingo from Bass
Plc for £235 million. The buy out was funded by PPMV (Prudential’s private equity arm) and the Group
has subsequently expanded both organically and by acquisition.

4. In 2000 ownership changed to CSFB (Credit Suisse) private equity and in 2003 to Candover and
Cinven private equity, who were joined by Permira in 2005. The Group is now owned jointly by Candover,
Cinven, Permira and its staV and management team (1,000 participants).

5. TheGroup has been a highly successful investment for each of its private equity owners. However, this
commercial success has also benefited employees—through job creation (2,000 jobs to 18,000), promotions
and share ownership—The Treasury (a significant growth in tax revenues), customers (over £1 billion
invested in new and improved premises over eight years), and the wider community (Gala Coral has a very
full CSR programme and we are active members of Business In The Community).

6. The Gala Coral Group is now one of Britain’s top companies and it has an enviable record of
commercial achievement linked to social responsibility. In 2006 Gala Bingo was voted one of Britain’s top
20 companies to work for (Sunday Times) and we were Britain’s fastest growing private company (also
Sunday Times).

7. At the November 2006 Annual Leisure Awards, Gala Coral was voted best Betting and Gaming
Company and Best Overall Leisure Group.We also won the leisure industry’s coveted CSRAward for 2006
and Coral was voted Bookmaker of the Year.

8. TheGala Coral CSRprogramme is actively supported from the top of the company and ourChairman
and founder John Kelly was awarded an OBE in the 2007 New Year’s Honours for his services to the
gambling industry, an award that I know was supported by Government Ministers. He was instrumental in
the founding and funding of theResponsibility inGambling Trust (RIGT) and under his leadership we have
raised over £350,000 for “Breakthrough for Breast Cancer” and over £250,000 for the NSPCC in the last
year.
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9. The company, and my private equity investors, also support my own work within the community and
I am currently Chairman of the South Central (Hampshire, Buckinghamshire, Berkshire, Oxfordshire)
Ambulance Service and a member of the Low Pay Commission—both are Ministerial appointments. None
of these achievements would have been possible without the positive support and encouragement of our
private equity investors.

10. As a Chief Executive with extensive experience working with private equity firms I have been
astounded by the recent bad publicity regarding the (private equity) sector. My own experience is 100%
positive!

11. Private equity provided the funds to “rescue” Gala Bingo from a disillusioned parent company (Bass
Plc) and then invested further funds to expand and diversify the Group into what it is today—one of the
largest and most respected gambling companies in the world. The private equity partners who have sat on
myBoard ofDirectors over the past 6 years (16 in total) have all impressedmewith both their active strategic
engagement in the business, and their integrity and total commitment to our CSR programme.

12. Together we have created jobs, rewarded employees, actively engaged with Government initiatives,
invested in local communities and created a market leading British company of which we can all feel proud.

13. I have made this submission as I feel deeply upset and oVended by the unjustified and ill informed
publicity surrounding the private equity sector. Hopefully, the (positive) Gala Coral success story will go
some way towards rebalancing those perceptions through a more informed debate.

May 2007

Memorandum submitted by GMB

Introduction

This submission is made by the GMB, the third largest trade union in the United Kingdom. We have
already had considerable experience of dealing with the impact on workers in relation to the private equity
industry, particularly as regards the Automobile Association.

Dr. Ian Clark from Birmingham Business School at BirminghamUniversity has also ably assisted us. Dr.
Clark has written extensively on industrial relations and economic performance, and is currently researching
the impact of private equity firms in the marketplace.

According to the private equity industry’s own figures it currently employs 1.2 million people in Britain,
around twenty percent of the people currently working in the private sector.

Figures from Financial Services London (a private sector organisation) show that the largest growth in
private equity funding has been in Europe, predominantly in the United Kingdom. The British Venture
Capital Association (BVCA) states that there was £11.7 billion of private equity funding invested in Europe
in 2005, whilst venture capital funding (the investment in new businesses) decreased. The BVCA also
acknowledges that 50% of all private equity activity in Europe is in the United Kingdom.

Private equity funding can be characterised as a fund put together by a firm who seek out existing
businesses which meet their profile, buy that business and take it into private sector ownership, where they
reorganise the company and re-engineer the company finances. This should be diVerentiated from venture
capital funding where investors invest funds in a start up or existing company but do not take over the
management and organisation of that company. The BVCA often talks about Private Equity Fund’s
(PEF’S) and Venture Capital funds (VC’s) together, as though they are the same thing. This is because VC’s
often have more positive statistical outcomes in terms of wealth creation, tax contribution and job stability.
By mixing PEF’s and VC’s together, the BVCA seeks to conceal the more negative statistics regarding
PEF’s.

The GMB is not seeking to raise concerns about the VC industry, but to focus in on PEF’s. We would
ask that the Committee requires the BVCA to break out the statistics they are reporting, into the distinct
numbers related to PEF’s, not an amalgamation with irrelevant VC statistics.

GMB would also respectfully ask that the BVCA make their research available for independent analysis
and evaluation. In gathering the evidence for this submission, GMB was frequently informed by academic
experts in the business and industrial relations field that the BVCAandPEF’swill not allow any independent
scrutiny of their economic claims, suggesting they do not believe it will stand up to such an evaluation.

There are many reasons for the massive growth of the UK private equity sector, amongst them the lack
of regulation as compared to listed companies, the many tax advantages they are oVered particularly in
relation to debt repayment, the fact that there are many buoyant asset rich/cash poor companies in Britain,
and a perception that private equity funds will create leaner more successful companies, and are good for
business and the economy.
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1. The Regulatory Environment

Private Equity Firms (PEF) currently operate within a completely self-regulating environment. They have
their own industry organisation; the BVCA, which exists primarily to promote the interests of the industry.
The Financial Services Authority (FSA) is interested in PEF’s, but has no regulatory control or powers.

We argue that PEF’s have a huge impact on the British economy, both positive and negative. Everyone
is in agreement that the UK currently provides the most PEF -friendly environment in Europe, and this has
encouraged a massive growth in the funds that choose to invest in Britain.

The combination of PEF orientated tax breaks and the lack of any regulation has encouraged PEF’s to
invest £11.7 billion in the UK in 2005 (up from £9.7 billion in 2004).
In 2006 the market grew again though it is diYcult to ascertain exact figures.

TheBVCApromote the view that this unregulated and expanding type of investment always has a positive
impact on the economy. They talk about job creation and the benefit of PEF’s taking over British
companies, and contributing to the Treasury.

However the lack of much independent research or a regulatory structure means that the negative impact
of PEF has not been evaluated.

Ironically it is the FSA that first publicly raised the alarm about the lack of regulation of PEF in their
consultation document published in November 2006—“Private Equity—A discussion of risk and the
regulatory environment”. Whilst they opened their document by stating that the current regulatory
environment was “proportionate”, they went on to acknowledge that our regulatory environment was
“substantially diVerent” to all other countries. The document then goes into a detailed analysis of the
numerous potential problems, which the FSA can see looming with PEF’s.

The FSA has an interest in the unchecked growth of PEF, because as more companies go into private
ownership, the value of the stock market declines. The UK equity market capitalisation shrank by a net
£46.9 billion in the first half of 2006, and has not grown since the last quarter of 2004 according to the FSA.
No attempt has been made to value the PE owned sector.

Whilst we will not go into a detailed analysis of the FSA’s consultation paper here, they clearly identified
that the risks of excessive leverage largely unchecked by the market and the lack of transparency in the type
of investments beingmade, the complex layers of debt, diluted risk analysis and the risks of interest rate rises
causing major defaults in the PEF market with subsequent collapse of companies, are all significant and
growing risks to the British economy.

As a Trade Union, we are extremely concerned about the way that PEF’s operate particularly in theMBI
(Management Buy In by external PEF’s) (as opposed to MBO—Management Buy out, where existing
management raise funding to buy their own company) arena. The evidence available shows that MBI’s lead
to massive restructuring of companies to financially re-engineer them. We believe the prime skill of PEF’s
is not related to growing companies and jobs but in the area of selling assets, and manipulating cash and
assets in order to leverage the companies, and then redistribute these funds from the company into the hands
of the investors. Our experience is that this leads to significant job cuts, and the eventual sale of the company
in a far less stable economic state than it was before the PEF became involved.

The Work Foundation carried out a detailed evaluation of 1350 PEFMBI’s between 1999 and 2004, and
saw that despite assertions to the contrary by the industry, jobs are cut by 18% after three years. The BVCA
publishes figures, which maintain that there is job growth. This is because they use the figures for MBO’s
and MBI’s together. In an MBO, the existing management raises funding from Venture Capitalists to buy
their own company, and statistics show in those circumstances, that there will be a positive increase in jobs.
The fact that the BVCA records these figures together is a disingenuous attempt to conceal the fact that PEF
MBI’s mean job cuts.

We believe that there needs to be oversight of the industry and regulation, which looks at the social and
economic impact they have on the country. We do not support the view that the redistribution of a large
proportion of UK companies (19% of British companies according to BVCA) wealth into the hands of a few
wealthy investors, often based oVshore, leaving companies heavily in debt is in the best long term interests of
the UK economy.

PEF’s currently do not have to provide any insight into the way they are structured, nor do they have to
explain their intentions when buying into a UK company or bear any responsibility for the economic and
social consequences after they have sold the company.

BVCA argues that if the Government regulates the PEF industry then PEF’s will leave Britain for more
friendly investment territory. This is patently untrue, as almost all countries in Europe except Britain are
already regulating PEF’s, so there is not going to be a “better” site for them to invest. Britain is full of asset
rich companies, which will continue to attract private equity investment.
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The lack of regulation also means that there is no consideration of the impact of PEF’s on industrial
relations and Trade Unions. In particular we have concerns about the impact an unregulated PEF can have
on collective bargaining agreements.When a PEF takes over a company the ownership, structure and status
of the firm changes, this allows the PEF to ignore existing arrangements and act in any way they choose,
destabilising the terms and conditions of the workforce.
In the case of the AA, the PEF’s involved established and supported their own staV association whilst
derecognising the Union at the same time. Company management made it plain which organisation they
would prefer staV to join by oVering practical support for the staV association and discontinuing the
deduction of Union fees from staV pay. After the Union had been derecognised, 3500 staV were identified
and informed that they could elect to leave their jobs with a limited financial package or be heavily
performance managed with the implication that they would lose their jobs for poor performance with no
package.
These are the actions of an unregulated sector.

2. Excessive Leverage

All parties seem to agree that an excessive amount of investment is now flowing into PEF’s because they
produce such good returns for their own investors. As a result of the huge amounts involved, banks, which
would traditionally have had a “hands on” approach to risk management of the amounts they are lending,
are no longer able to regulate. They are usually only one bank lender amongst many competing for lucrative
PEF business. PEFs layer debt onto the companies they buy into by selling oV assets or leveraging them to
raise funds. This means that there are usually many banks involved with the lending, and they are not aware
of the overall debt picture of the company when they lend funds.

The BVCA consistently refuses to be drawn into a discussion on the inevitable negative impact of a rise
in interest rates on excessively leveraged companies. They always state that they will only report on the
situation as it stands today, as if it is unreasonable to consider themassive impact on theUK economy, when
companies cannot meet their liabilities due to over leveraging. We would argue that this is disingenuous.
Many economic organisations are sounding the alarm about private equity and the BVCA’s refusal to
discuss one of the central concerns about PEF’s, reflects their implicit acknowledgement that that situation
would be of very serious concern to a government trying to manage the national economy.

An important factor is that diVerent banks become involved over time preventing any single bank having
an overall picture of the debt that the company is carrying. For instance the PEF will take out primary debt
in order to facilitate buying the company.

For instance when purchasing the Automobile Association (AA), the PEF’s—Permira and Blackstone—
raised a five hundred million pound loan.

Once they have taken over the company the PEF then looks for ways of reducing overheads and
leveraging assets tomake the company lookmore profitable and to either sell assets or leverage them in order
to borrow against the company assets.

In the case of the AA the cost of this was 3,500 jobs and significant changes to remaining worker terms
and conditions, plus restructuring of the pension fund. It cannot be good for the economy when workers
are losing jobs, or working longer hours for reduced pay.

PEF’s then take on secondary and tertiary layers of debt, each bank lending against specific assets, and
under diVering terms, often structured so that repayments do not become due for several years. In this way
the company continues to appear profitable, whilst the debt load is increasing, with each bank only having
part of the overall debt picture.

In order to find profits for the Fund, the PEF must restructure the company both financially and
organisationally. The priority of the fund is to find ways to fund debt and pay back cash to their investors.
PEF’s claim that they are better managers who benefit society by boosting employment and profitability.
The lack of transparency in the industry makes it diYcult to evaluate these claims independently, and they
are made almost entirely by the BVCA and the industry itself.

To satisfy investors and meet debt requirements, PEF’s must inevitably cut costs in the business. Whilst
it is true that they tend to reward top executives, a downward pressure on pay reduces costs, pension
provision, job security and redundancy provisions for ordinary workers.

We have particular concerns about the lack of protections for pension funds. PEF’s take decisions in
relation to the reorganisation of pension funds, and using them to secure debt. The protection of the pension
fund as part of the benefits of employment rather than as an asset to secure debt is of key importance,
particularly in the event that the economy turns downwards.
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Even the FSA acknowledges that there is now so much leverage that any downward shift in the economy
or rise in interest rates will cause significant default and the collapse of companies. PEF’s will not be paying
for this; it will be company employees, company pensioners and taxpayers picking up the social and
economic costs.

InApril 2007 the InternationalMonetaryFundmade an unprecedentedwarning in it’s bi-monthlyGlobal
Financial Stability Report that companies being snapped up by private equity firms are increasingly
“fragile” because of excessive leverage.

They expressed the view that deals are getting bigger and private equity players are becoming less
discriminating in what they buy because there are fewer suitable targets.

They reported that;

“Takeover activity is taking place against a benign backdrop of continued global growth, low real
interest rates, high corporate profitability, and low volatility. If just one of these factors changes,
deals that looked promising in a benign environment could suddenly appear much less attractive.”

3. Taxation

The BVCA states repeatedly that PEF’s are treated no diVerently than other types of companies and
investors. We believe that PEF’s have significant tax advantages, and that seeking out these advantages is
a significant part of what makes them profitable to their investors.

BVCA talks about the significant contribution to the Treasury by PEF’s, they do not discuss the fact that
most of the money made by PEF’s benefits from significant tax advantages, and goes oVshore to protected
Trusts. Part of the attraction of PEF’s to investors is their ability to pay the smallest amount of tax to the
public purse. The Treasury oVers significant tax advantages to write down the cost of debt against taxes due;
this encourages and supports over leveraging.

BVCA repeatedly states that most investors in PEF’s are onshore and subject to UK taxation. There is
no evidence supporting this view, as PEF’s are secretive about their investors and there is no way of
evaluating this claim.

We believe that PEFs should be forced to be British companies paying appropriate taxes, so contributing
fully to our economy. The price of investing in our companies should be a proper tax contribution, which
indemnifies the economy in the event that interest rates rise and these over leveraged companies collapse.

A good current example relates to the takeover of Boots by PEF’s, who have oVered £10.1 billion to take
over Boots, of which £7 billion will be debt. The interest payments on this debt amounts to more than £500
million per annum, as against Boots predicted profits of £480 million this year. The reason that this debt
restructure will work is that the interest payments will be written oV against corporation taxes, which will
then not be contributed to the public purse. In a normal tax situation Boots would have contributed £144
million in taxes on a £480 million profit. EVectively the PEF uses tax arbitrage to pay for the company using
debt to avoid contributing to the economy with taxation.

Whilst we are not against tax advantages that encourage investment in British companies, we believe that
such advantages should be geared to long-term investment of ten years or more.

It is diYcult to predict the long term economic impact of PEF’s because we have never been through a
cycle where there has been so much investment in, and activity by PEF’s.

What we do know is that these funds are heavily involved in existing British companies, and that they
operate primarily to unlock value in the companies to redistribute to their own investors. This is not the
primary objective of listed companies who operate to provide goods and services and to build shareholder
wealth for the long term. PEF’s are not invested for the long term, and indeed it is central to their business
plan, that they get out of these heavily leveraged businesses as quickly as possible, so that they are not left
with the economic burden of running the company when they multiple layers of debt repayments kick in.

The PE industry has also been given a loophole in relation to taper relief on CGT, whereby provided they
have owned a company for just two years their senior staV can benefit form a tax scenario where they only
have to pay between 5 and 10% in capital gains tax on earnings through company schemes. This tax relief
is not available to employees in publicly listed companies giving PEF’s an additional benefit in relation to
attracting senior executives. The fact that the relief is oVered after such a short ownership of a company, as
opposed to say ten year ownership, specifically encourages short term investment, which we believe is not
conducive to good management of a company.

A particular concern we have is that by allowing PEFs not to pay taxes, it is putting other companies at
a disadvantage. EVectively they are subsidising private equity, and are placing themselves at a competitive
disadvantage. The Governments tax policy regarding PEF’s must inevitably have the consequence of
encouraging non—PEF businesses to adopt the same types of financial and organisational practices in order
to balance the marketplace.

It cannot be right that only one type of financial and organisational model should dominate the economy,
particularly when so many organisations are now raising concerns about the negative impact of PEF
practices.



3740501006 Page Type [E] 17-08-07 23:33:22 Pag Table: COENEW PPSysB Unit: PAG3

Ev 100 Treasury Committee: Evidence

4. Advantages of Public listing of companies over PEF ownership

Publicly listed companies are subject to wide public scrutiny and regulation. Directors have greater public
accountability for their acts and omissions. They are required to be open and honest about their intentions
and activities within the company. Shareholders have powers to control and monitor the actions of the
directors. Accounts are public documents allowing anyone interested in the company to have a full picture
of the long-term financial health of the company. The primary motivation and duty of company directors
is the long-term sustainability and economic health of the company. They are focused on accounts, but also
on staV morale, keeping good people, research and development of new products and services, providing
eVective competition to other companies within their sector. These activities benefit the lives of employees,
the long-term development of the company and the health of the economy as a whole.

PEF go into companies with an entirely diVerent agenda. That agenda is about financial re-engineering
of the company to extract maximum value in the short term. Valuable assets are sold or leveraged, the
company is obliged to take on heavy debt, and staV is laid oV to run the tightest possible operation. Long-
term business management concepts related to research and development, and staV welfare and morale are
not a priority because the PEF will not be involved with the company long-term.When the company is sold
or floated it will be carrying far more debt, and in times of economic downturn is far less likely to survive,
than a company that has more room to manoeuvre with low debt and unburdened assets.

PEF’s have no duty of public accountability and are not subject to public scrutiny. We have no real idea
of the economic shape of their investments or howmuchmoney they are avoiding paying to the public purse.
This cannot be advantageous to the running of a healthy economy.

5. Industrial relations

Our concerns about the impact of PEF’s on industrial relations are by necessity anecdotal. PEF’s do not
allow human resources or industrial relations researchers in to their companies, so their claims and those
of the BVCA are not open to independent criticism. We would suggest this is because they know that the
results of independent research would show that their claims regarding job growth are false.

The BVCA repeatedly quotes the work of the Nottingham Business School as supporting their
contentions about the benefits of PEF in the workplace. They continually fail to mention that the part of
Nottingham BS that produced their report is funded by Venture Capital.

It is the case that many financial economists and business researchers believe that that there are positives
and negatives to the tightly controlled human resources practices of performance management and
monitoring that are usually imposed by PEF’s.

As aUnion our experience does tell us that worker pay and conditions are changed after PEF investment.
TUPE transfer rules do not provide adequate protections because PEF’s who argue that performance
management related changes to employment terms and conditions are not related to the transfer and are
usually consented to by the employees who are afraid of losing their jobs.

In summary there is not a lot of academic empirical work precisely because of the diYculties of access,
and as a result we have no research or understanding on wider and longer-term impacts on the economy.

6. Conclusion

In conclusion the GMB ask that the Treasury consider the fact that too much private equity investment
is now a potential burden on the British economy. The special advantages that the Treasury has oVered have
been too attractive and PEF’s now control a substantial part of the British economy, a percentage that
inevitably continues to grow.

As the amount of money chasing private equity grows, the firms themselves are less selective in their
targets, are more focused on extracting funds for the companies to repay their investors, they take on more
high risk debt, they are more focused on getting in and out of the company in the shortest possible time.

The focus of PEF’s is entirely related to extraction of value for their investors. In relation to short-term
investments these goals are inconsistent with running a company with a healthy economic profile.

Treasury needs to remove the economic advantages for short-term investors, and only reward investors
who stay with companies for the long term.

Treasury needs to equalise the balance between private companies and those listed on the Stock Exchange
so that publicly listed companies and the taxpayer are not subsidising private equity.

Treasury needs to introduce a government regulatory authority to oversee the private equity sector. It is
not appropriate for a sector that is involved with such a large sector of the economy to be unregulated, to
the disadvantage of other more regulated sectors of the economy.

Treasury needs to consider way to make PEF’s more transparent and accountable so that their intentions
are clear, and the way their investment funds are made up and repayable is apparent. Unless there is
transparency, there can be no protection against conflicts of interest.
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Treasury needs to consider the balance between the massive amounts of tax that are being legally avoided
by PEF’s and their investors and the advantage this is giving them over listed companies, as against the cost
to the public purse and the amount of value being stripped out of British companies.

Treasury needs to evaluate the impact of even a small movement in interest rates in the light of the
warnings now being issued throughout the economic community, and consider measures to protect the
economy and the labour market in that eventuality.

Treasury needs to consider what protections need to be put in place to protect existing collective
bargaining agreements and the position of trade unions within companies taken over by PEF’s.

Treasury needs to be funding and supporting genuinely independent research into the social and economic
impact of PEF’s in Britain.

May 2007

Memorandum submitted by the Association of Corporate Treasurers (ACT)

Response

The ACT’s view is that that private equity can enhance capital market eYciency and can widen the
availability of capital, identify companies with significant growth potential and facilitate their
transformation.We do not believe that there are material gaps in the current regulatory regimewhich would
require substantial changes in the attitudes of policy makers. The Committee asked for specific written
evidence in the following areas

The regulatory environment

Is the current regulatory regime for private equity funds suitable?

It is our view that there is no need for a separate private equity regulatory regime and that oversight from
the FSA under existing legislation and procedures remains the appropriate mechanism.

Is there suYcient transparency on the activities, objectives and structure of private equity funds for all relevant
interested parties?

It is not clear whether transparency is being used in this context to address concerns that have merit—eg
adherence to statutory disclosure regimes—or to seek to control legitimate investment and capital market
transactions which other parties dislike or disapprove of. We consider that there is suYcient transparency
in respect of the concerns that have merit.

Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

There is no definitive academic or professional agreement on what constitutes appropriate leverage for
individual enterprises. Hence the question of “excessive” is not an objective standard. In addition there is
no evidence as to the impact of failed leverage on market risk. Some professional commentators—such as
Standard and Poor’s—have recently expressed their concerns on likely rising levels of corporate debt
defaults; however current levels of corporate default remain at historic lows.

What are the eVects of the current corporate status of private equity funds, including both their domicile and
ownership structure?

Providing the regulatory regime to which they are subject has full access to the information it requires,
there is no evidential reason to be concerned with domicile or ownership.

Taxation

Is the current taxation regime for private equity funds and investee firms appropriate?

We would expect the tax regime to be neutral between public or private enterprise owners/shareholders.
The only we are aware of that the current tax regime is either inappropriate or overly favourable to private
equity funds or investee firms is in respect of FA 1996 Sch 9 para 13 which HMRC might consider a
constraint on the retirement of existing equity by existing management but which might not apply to private
equity buyers.
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The economic context

Are developments in the environment and structure of private equity aVecting investments in the long-term?

There is no empirical evidence to suggest private equity ownership has a negative eVect on “long-term”
investment. In fact the normal private equity model relies on a realisation of the investment either through
a public flotation or trade sale in three to seven years. There is therefore every incentive on the private equity
owners to ensure that their businesses remain viable in the longer term.

To what factors, including the current macroeconomic context and position in the economic cycle, is the current
rise of private equity attributable?

Private equity is one example of increasingly wealthy investors seeking diversification in their portfolios
beyond traditional equity and bond markets. To the extent that low interest rates have benefited corporate
activity through a low real cost of post-tax debt, this is not confined to private equity investment.

What are the economic advantages and disadvantages of a firm being owned by private equity funds as opposed
to being publicly listed?

There are considerable arguments deployed by proponents of both of these forms of investment to
recommend their use. The ACT’s view is that investors should be free to choose between competing forms
of asset allocation based on their own investment criteria. Public and private merger and acquisition activity
involving a particular approach to management and finance of a portfolio of companies is not a new
phenomenon

Conclusion

We have noted the recent moves by the BVCA and others to inquire into creating a code of conduct for
private equity firms. We also noted—and responded to—the recent FSA discussion paper (dp06—06)
regarding private equity andmarket risk.Wewould supportmoves to engage further with the private equity
industry and its representatives through these discussions.

The Committee might however wish to consider the role of traditional “buy and hold” instutional
investors in the exercise of their fiduciary duites to their clients. It might appear that these institutions have
nor been exercising their shareholder powers to encourage public company mangement to run their
companies to best advantage in terms of the business strategies and the financing models. This seems to be
evident in that private equity values companies at levels above those prevailing in the public markets.

May 2007

Memorandum submitted by Amicus

Amicus is the UK’s second largest trade union with 1.2 million members across the private and public
sectors. Ourmembers work in a range of industries includingmanufacturing, financial services, print,media,
construction and not for profit sectors, local government, education and the health service. The union has
recently merged with the TGWU to form the UK’s largest union of over two million members.

1. Executive Summary

1.1. Accountability

1.1.1. It is clear to Amicus that a transparent approach to all management buy-outs, leverage, mergers
and acquisitions is required. Amicus welcomes the suggestion for a code of conduct for the industry but
would also want to see some form of explicit regulatory body for private equity companies.

1.1.2. Amicus would welcome a EuropeanUnion regulation on transparency and regulatory compulsion
for private equity companies. Amicus believes it is worth considering this to give workers across Europe the
same regulations to protect their rights, regardless of which country their employer is based in.

1.2. Taxation

1.2.1. Amicus believes there needs to be a clear distinction between the taxation of companies and the
taxation of personal income. At present managers of private equity companies are able to oVset their
personal tax liability by retaining the profit for two years and declaring it as capital gains, reducing their tax
liability by up to 30%.
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1.2.2. A review of the British tax structure is required to ensure private equity companies do not enjoy a
level of comparative advantage that may distort financial markets. Whilst accepting that investment in
British companies is to be welcomed, this should not be at the expense of UK workers.

1.3. Employment Relations

1.3.1. The short term strategies employed by private equity companies are a threat to sustainable
company growth and investment in the form of research, development and innovation. The drive for short
term, extensive financial returns creates a situationwhich leads to downward pressure onwages andworking
conditions.

1.3.2 Amicus believes the Information and Consultation regulations should be strengthened to ensure
that companies targeted by private equity groups are compelled to discuss this with the workers and the
union involved and to outline any future strategic restructuring that may result in the loss of jobs or
company closures.

1.3.3 Amicus is sceptical that private equity companies create jobs in the long term.While some research
and information gleaned from private equity companies creates this image, there is substantial evidence
from trade unions that many thousands of jobs have been lost due to the rapacious restructuring of
companies bought out by private equity groups. Amicus would like to see an exploration of the possibility
to extend the present Transfer of Undertakings (Protection of Employment) Regulations 2006 (TUPE) to
include transfers made through share purchases.

1.3.4 Amicus believes there are significant issues around company pension schemes in relation to private
equity companies. The foremost of these is that trustees of any existing pension scheme may be concerned
that the new private equity owners will be less able to fund the existing pension scheme because of high levels
of leverage. Amicus would suggest that substantial up front assets are required to ensure protection of
any scheme.

1.4. Financial Stability

1.4.1. Both the European Central Bank (ECB) and the International Monetary Fund (IMF) have
expressed disquiet over the rise in private equity activity and especially the level of leverage incurred. Amicus
believes the management of systematic risk can be achieved through the introduction of improved
requirements for national regulations to improve reporting procedures and the creation of an EU
framework to rate private equity companies according to investment strategy and risk.

1.4.2. A number of European countries have taken action to slow the proliferation of private equity
purchases. Denmark has closed a loop-hole in its tax structure which enabled companies to oV-set tax, but
has reduced the amount of Capital Gains tax that companies need to pay. They feel this will stop some of
the worst examples of voracious company buy-outs but will still encourage investment in Danish economy.
The German Government has expressed its concern and is also looking at ways to address private equity
proliferation without compromising Foreign Direct Investment. This may feature on the G8 agenda. The
US Congress has started Hearings into the workings of the private equity industry.

2. Introduction

2.1 The recent blaze of publicity around private equity companies has shown that what was once a small
player in the financial services sector has burgeoned into a spectacular growth industry. The specific
circumstances that have allowed this growth are crystallised in what is happening in the wider financial
market in the UK today.

2.2 The strong recent development of the industry in the UK has been facilitated by benign economic
conditions and a vast increase in funds available. There are also more institutional, charitable and
professional investors being attracted to the industry, mainly because of the huge financial returns that
are possible.

2.3 The industry predominates in the US and the UK however there has been significant growth in the
industry in Europe. In 2006 the value was ƒ178 billion, a 40% increase on 2005. Eighty per cent of which
went to buy-outs, two thirds of which were for deals of over ƒ1 billion2

2.4 At this present time, British firms controlled by private equity companies generate total sales of £424
billion, export goods and services to the value of £48 billion and, according to the British Venture Capital
Association (BVCA) account for 2.8 million private sector jobs, equal to 19% of private sector employees3.

2.5 Amicus believes that the private equity model cannot be discussed without looking at the wider
changes that have happened over the past decade to the way companies fund their businesses, the way
financial markets operate and what impact this has on workers and the UK economy generally.

2 PriceWaterhouseCoopers, European Private Equity, Geneva—13 March 2007.
3 The Observer, Business and Media section, Sunday 11 February 2007.
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2.6 Amicus acknowledges that the companies involved in the private equity business rely on the
undertaking of substantial financial risk, with huge amounts of leverage funding the purchase of other
companies. However, this level of leverage can be incredibly lucrative to the managers and private equity
companies themselves, but can also be devastating to the workers in the companies, to the companies
themselves and to a certain extent the wider supply chain.

2.7 This process of profiteering is causing some consternation in the wider economic and social arena.
The Financial Services Association (FSA), trade unions, workers within the companies and political
commentators are questioning the accountability, transparency and honesty of the way the private equity
companies go about their business and what wider impact this has industrially, socially and economically.

2.8 For example, Nestlé—the world’s largest food company substantially funded by private equity
announced a 21% increase in net profits and a 12.5% dividend in 2006. They also announced they were
allocating one billion Swiss francs for a new round of share buy-backs; this is in addition to the three billion
franc share buy-back implemented threemonths earlier. This is without doubt one of the reasons whyNestlé
chose not to invest in its Rowntree factory in York. As a consequence of the lack of investment, 1,000
Amicus members were made redundant and production of a number of quintessentially English
confectionary products such as Kit Kat and Smarties were moved abroad.

2.9 Amicus believes that the main purpose of any investigation into private equity groups must also
encompass the wider economic dimension. This should include addressing questions such as why there is
such a preferential tax regime for leverage, why do company managers and private equity directors enjoy
profits that are classed as capital gains and not earned income and why workers in these companies
frequently do not share in the benefits financially or industrially derived from the huge profits being made.

2.10 The wider dimension also includes questions around accountability, corporate governance,
employment relations and financial stability. On the one side are the inflated salaries, bonuses, stock options
and dividends that managers enjoy, while on the other side is the alarming decline in real investment as a
percentage of company cash flow once all the above have been paid out.

2.11 The reduction of income retained within the company can mean that research and development
stagnates, productivity declines once the impact of job cuts and “hard HR” practices bed down and staV

training and development falls by the wayside completely. Amicus believes that private equity companies
do not make “good” employers and the workers within the companies do not enjoy a “good work”4 ethos.

3. Accountability

3.1. One of the major problems with the private equity sector has been its rigid adherence to secrecy and
privacy. There is very little published information about private equity companies similar to that of
companies listed on the Stock Exchange. Listed companies have an obligation to provide financial reports
and annual returns that will include remuneration to individual directors and executives, the number of
employees and the overall salary bill. Private equity companies are not obliged to provide any of this. It is
therefore very diYcult to track changes to employee numbers, salaries paid and site closures.

3.2. When listed companies are bought-out by private equity companies the access to information on
them is immediately curtailed, they escape any financial regulation, shareholder accountability and the need
to supply accounting returns. It is this level of secrecy and lack of transparency that rings alarm bells for
trade unions and the Financial Services Association, ultimately prompting a focus on the negative aspects
of the industry.

3.3. The lack of transparency, scrutiny and regulation is something that Amicus would want to see
addressed. It is not acceptable that an alternative form of investment has such power over business and
global economies, yet is constructed in a way that the US and UK governments positively encourage
through light regulation and tax minimisation. The UK Treasury has suggested a more open approach, but
has made it clear that the present governance and regulations will not be changed5

3.4. Amicus believes that the growth in private equity takeovers is not a natural process of theUKmarket
economy. The rise has happened because of the preferential and benign tax regime, low interest rates and
vast amounts of capital that are in place at present in the UK. The present economic climate has provided
the impetus for the industry to grow and with the level of profits it can achieve, the industry has grown
exponentially. TheUK government has also ensured that with its lassez-faire attitude to financial regulation
and tax liability at this level, the private equity companies have taken advantage of every opportunity to
reap the huge personal financial rewards on oVer.

3.5. The latest move towards regulation has seen the setting up of a working party headed by Sir David
Walker. The working party are tasked with establishing a voluntary code on a comply or explain basis to
address the issue of disclosure. On past experience Amicus is not convinced that a voluntary code will work,
but will be interested to see the outcome of the working party’s findings.

4 Please see, “Good Work”—an Amicus agenda for better jobs http://www.amicustheunion.org/pdf/Good%20work.pdf
5 FT Companies and Markets, Friday 2 March 2007.
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3.6. Amicus would like to see a European wide regulation on transparency and regulatory compulsion
for private equity companies. Amicus believes it is worth considering this to enable workers across Europe
to enjoy the same rights and benefits regardless of which country they work in and, more importantly,
regardless of where the company they work for is located.

4. Tax Incentives and Personal Liability

4.1. Amicus believes that there needs to be a distinction between the taxation of companies and the
taxation of the income accrued by the managers of private equity companies. Currently companies can earn
30% tax relief on debt interest payments. The nature of the structure of private equity companies means that
they are able to borrow very heavily without having to explain to shareholders what they are doing. The
existing UK tax regime encourages leverage because of the tax relief on debt and because interest payments
can be set against profit, reducing a company’s liability for corporation tax.

4.2. For publicly listed companies the prospect of borrowing as heavily as private equity companies
presents them with serious problems. They have shareholders to respond to and borrowing heavily could
compromise their viability and ability to raise money in the capital markets if their balance sheet shows a
great deal of debt. Consequently, their credit rating could be downgraded which could have a devastating
eVect on their long term prosperity. Private equity companies do not have any of these problems to
contend with.

4.3. For the managers of private equity companies the situation regarding personal tax liability is
incredibly benign and advantageous. The key people are remunerated in part by being given share stakes in
the companies they acquire. For example, if someone has a 2% stake in a company that has a share out of
£500 million then that person gets £10 million. Under the present regulations this is called “carried interest”
and under legislation introduced by Gordon Brown in 1997, is treated as capital gains, not income, and is
therefore eligible for tapered tax relief. As long as the investment is held for two years, the tax liability comes
down from 40% to just 10%.

4.4. The rules were introduced to encourage people or companies to provide venture capital and to fund
companies that may be deemed as relatively risky. However, under the present economic climate the system
is being abused and exploited to enable private equity companies to make huge amounts of profit.

4.5. Amicus would like to see the Treasury justify its decision to remove the lower rate of income tax—
forcing lower paid people, many of whom will work for Private Equity companies, into the benefits system,
while creating a tax system that enables managers of private equity companies to pay much lower rates of
tax on their personal income and even less on their leverage commitments.

5. Employment Relations

5.1. In the event of mergers or acquisitions, companies often resort to restructuring leading to job losses.
The important factor is whether the restructuring is then used to expand the company once the benefits are
achieved. There is evidence that when private equity companies take over companies, corporations or
enterprises, they often treat them simply as bundles of assets and only view them through the term of rates
of return that can be achieved in the short term with no interest in longer term strategic development.
However, these companies are often employing thousands of workers whose livelihood, family cohesion and
community stability is entrenched in their employment with the company.

5.2. An example of this is Permira’s decision to shut the Birds Eye factory in Hull with the loss of over
600 jobs, five months after purchasing the company from Unilever for £1 billion. The staV involved were
not kept fully informed and had no protection from the rapacious and relentless decisions made about the
companies viability and their job security.

5.3. Amicus believes the Information and Consultation regulations should be strengthened to ensure that
companies targeted by private equity companies should be compelled to discuss this with the workers and
the union involved and to outline any future strategic restructuring thatmay result in loss of jobs or closures.
Amicus believes that private equity owned companies have an obligation and a responsibility to tell their
workers who actually owns the company and what long term strategy for the growth and development of
the company will be. This can only be achieved with improved government regulation or changes to UK or
European Union Law.

5.4. There are many examples that show how the loss of jobs in the UK through company takeovers by
private equity companies have far reaching social and economic implications for workers and communities.
Amicus is seriously concerned that managers of private equity companies do not consider this in any
decision making process.

5.5. The short-term strategy employed by private equity investment (three to five years) is obviously a
threat to sustainable company growth and investment in the form of research, development and innovation.
The constant drive for short term financial returns also creates a situationwhich leads to downward pressure
of wages and working conditions. This means where jobs are not immediately lost they can end up as work
of low quality, and low pay. Paul Myners, the former chairman of Marks & Spencer expressed his concern
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over the issues around job security, working conditions and pay for workers employed by private equity
companies, “the one party that is not rewarded is the employees, who, generally speaking suVer an erosion
of job security and benefits”6

5.6. Amicus believes that there are significant issues around company pension schemes in relation to
private equity companies. The foremost of these is that trustees of any existing pension scheme may be
concerned that the new owners will be less able to fund the existing pension scheme because of high levels
of leverage. An example of this is where the trustees of the Sainsbury’s pension scheme expressed concern
about the private equity bid for the supermarket. They warned that the scheme’s £400 million deficit could
swell to £3 billion and said a private equity takeover financed with multi billion-pound debt “would
naturally have implication for the trustees’ approach to security, the funding position and the appetite
for risk”7.

5.7. The UK has a Pensions Regulator that can intervene in company transactions where it feels the
security of a pension scheme is compromised. Amicus believes this scrutiny should apply to all forms of
change of ownership and where the regulator is required to intervene they should consult with trade unions
as well as trustees. Amicus also believes that to protect company pension schemes, any private equity
business plan must rank its pension scheme obligations ahead of its bank lenders in the event of any
insolvency.

5.8. Where private equity companies show a disinclination to look at the long term and in so doing create
a break down of existing procedures, structures and working practices, the role of the trade union becomes
marginalised. Working in conjunction with employers when the actual owners are nowhere to be seen and
who make economic decisions based purely on the acquisition of short term profit leaves workers and their
representatives excluded.

5.9. Amicus acknowledges that there is a diVerence between venture capital and private equity. Many of
today’s niche, innovative industry’s such as mobile phone technology and Space technology by-products
would not have reached the market if the listed companies concerned had taken a short term approach to
financial reward—start-up capital is clearly needed, but this is a very diVerent approach to that which private
equity companies use in their pursuit of exponential financial rewards.

5.10. Amicus believes that the evidence presented by private equity companies and research from
NottinghamUniversity about the creation of more jobs by private equity companies does not show the true
picture. Evidence frommany trade unions working on behalf of workers in private equity owned companies
show that job losses are far higher than reported and that levels of intimidation and breaches of Employment
Law are endemic.

5.11. A good example of corporate bullying is what happened at the AA. The owners de-recognised the
union, closed units and oVeredmany staV a take-it-or-leave-it oVer of £18,000 to leave, this was then reduced
to £12,000 for the second round of redundancies. To this end Amicus believes that there is a significant need
for a robust piece of independent research investigating the social, economic and industrial consequences
of the private equity model.

5.12. Amicus also notes that private equity companies feel no compunction to be accountable to the
workers in the companies they are taking over. It is clear from the evidence of company buy-outs that the
last people who are informed about what is happening is the workers.Mergers and acquisitions are pursued
on the back of cost cutting and maximising profit.

5.13. This inevitably means that labour costs are one of the key areas targeted for cuts in expenditure. A
recent example of this was whenCVC and Permira bought out theAutomobile Association in a £1.75 billion
deal. 3,400 staV—equivalent to 34% of the workforce—lost their jobs; the company was loaded with £1.9
billion of debt with virtually no assets. The company has since admitted that it cut jobs too quickly and could
not operate a consistent service with the staV it had left—this is no consolation to the 3,400 staV made
redundant under extremely provocative conditions.8

5.14. Amicus would also like to see an exploration of the possibility to modify the present Transfer of
Undertakings (Protection of Employment) Regulations 2006 (TUPE). At present TUPE does not cover
situations where undertakings are transferred through share purchases. Transfers that do fall under TUPE
are subject to the prior disclosure of relevant company information to employee representatives and some
protection of the individual employees aVected.

6. Financial Stability

6.1. In the debate about private equity many commentators have expressed concern about the wider
economic stability of this new form of asset management that relies so heavily on leverage. Amicus is also
concerned about this aspect of themodel. Amicus does not want to see a return to the vicious economic cycle
employed in the late 1980’s and 1990’s, where interest rates rose, house prices tumbled andmany companies
owned by private equity groups failed and closed, with the loss of thousands of jobs.

6 Financial Times, Risks in the growth of Private Equity, Wednesday 21 February 2007.
7 The Guardian—Business section. Saturday 24 March 2007.
8 Amicus—The Future of Manufacturing 2006, Foreign Investment and Ownership in the UK, p.14.
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6.2. Inmost cases the huge financial returns to bemade are seen by the private equity companies as worth
the initial extensive financial risk. However there are some examples of companies that have been taken over
by private equity companies and have either been bled dry to pay the loans or have proved resistant to any
creative restructuring and have been forced to close. The largest UK buy-out failures between 1986–2005
were Magnet, bought out in 1989 for £630 million and went into receivership in 1992 and Lowndes
Queensway bought out in 1988 for £446 million which went into receivership in 19909

6.3. Both the European Central Bank (ECB) and the International Monetary Fund (IMF) have
expressed disquiet over the rise in private equity activity and especially the level of leverage incurred. They
have both mentioned that this level of debt is unsustainable and needs to be seriously considered. The ECB
has conjectured that with such large amounts of debt in companies reducing their liquidity this could have
a seriously adverse aVect on the wider economic markets if anything untoward should happen globally.

6.4. The International Monetary Fund commented, “There are risks to the baseline economic outlook,
and the balance of risks is now slanted to the downside. A key risk is a greater probability that global growth
may falter, whether because of tighter monetary policy, geopolitical turmoil or a greater than expected
cooling of the US housing market”.

6.5. The Bank of England has also commented, “benign macroeconomic conditions have helped keep
insolvencies and write-oVs on banks” corporate exposures at very low levels. But re-leveraging is taking
place rapidly in some parts of the corporate sector . . . .indeed, the threat of leveraged buy-outs often
involving private equity firms, may be encouraging a widening and deepening of corporate leverage’ Amicus
believes this exposure to risk is unacceptable and that the Bank of England, the Financial Services Authority
and the Treasury have a responsibility to review any risk this volume of leverage could present to the UK
economy.

6.6. Amicus believes that the management of systematic risk can be achieved through the introduction
of improved requirements for national regulations to improve reporting procedures. Amicus would prefer
an EU regulation to encourage a level playing field within the European Union.

6.7. Amicus would also want to see the European Union create a framework to allow private equity
companies to be rated according to investment strategy and risk with the European Central Bank as the
central arbiter of failures to comply or reveal. This information would then be open to all European Union
stakeholders.

May 2007

Memorandum submitted by the Association of Investment Companies

Executive summary

1. Investment companies provide an excellent mechanism to gain access to private equity. The
Association of Investment Companies (AIC) estimates that the sector currently has around £15 billion
invested in this asset class and envisages this will increase in the future. Investment companies oVer an
alternative to limited partnerships and may have wider benefits in terms of accessibility and transparency,
as well as enabling competition in this market. The Association of Investment Companies (AIC)
recommends that the development of private equity investment companies should be supported by
policymakers interested in developing the private equity market in the UK.

2. Private equity is a legitimate business arrangement and the AIC recommends that those policymakers
should not be predisposed to one form of ownership over another, but should seek to provide a supportive
regulatory and tax regime for all UK businesses.

3. The Financial Services Authority (FSA), in its capacity as the UK Listing Authority, is currently
reviewing the Listing Rules, a key regulatory mechanism governing the investment company sector. This
review oVers the potential to enhance the commercial environment within which private equity investment
companies operate. The AIC recommends that appropriate liberalisation of the Listing Rules should be
adopted to support the sector.

4. One of the benefits of investment companies as a means of accessing private equity is their high levels
of transparency for key stakeholders and the wider public. Where policymakers are interested in
transparency, the AIC recommends that they should support investment companies as a way of accessing
this asset class.

5. The level of leverage adopted in private equity transactions is a commercial matter for the parties
involved. The fact that private equity transactions may adopt leverage has no special policymakring
relevance over and above those related to any other business arrangement.

9 Management Buy-outs 1986–2006, Mike Wright et al, Centre for management Buy-out research, University of Nottingham,
June 2006, p 17.
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6. Where investment companies are involved in private equity they facilitate wide access to this asset
class.

7. There are a number of adjustments which can be made to make investment companies more tax-
eYcient. For example, the AIC recommends enablingmore eYcient investment in interest-bearing securities
through the tax system. This will enhance the competitiveness of investment companies and their ability to
bring diversity and competition to the private equity sector.

About the AIC

8. The AIC represents some 300 investment companies, including UK investment trusts, oVshore
investment companies and Venture Capital Trusts (VCTs). The vast majority of these are listed on the
London Stock Exchange (although we also have three members traded on AIM). Investment companies
invest in shares and other assets with the aim of spreading risk and providing an investment return.

9. Investment companies provide an important alternative vehicle to private equity funds based upon
limited partnerships. Overall there are 20 London listed investment companies dedicated to private equity
with assets of around £10 billion. We estimate that around £3 billion more of private equity is held by other
investment companies with general mandates. In addition, VCTs, which are focussed on small private
businesses, hold just over £2 billion of assets. In total therefore the investment company industry invests
around £15 billion in private equity. The total assets under management of the investment company sector
amount to just over £90 billion.

10. Investment companies represent a relatively small part of the total UK private equity market in
comparison with limited partnerships. However, we anticipate that their role will expand and recommend
that the Select Committee should support this trend as listed funds can provide investors with excellent
investment returns and portfolio diversification at the same time as maintaining high standards of
transparency and allowing wide access to this asset class.

Private equity in context

11. The UK economy benefits from the development of, and competition between, diVerent ownership
structures. For some businesses private ownership is appropriate; others are better suited to a public listing.
Indeed, over its lifetime, a business may move between these two situations according to its stage of
development and the prevailing commercial environment. The AIC recommends that the Government
should not be predisposed to one form of ownership over another but should seek to provide a supportive
regulatory and tax regime for all UK businesses.

12. The AIC has been disappointed by emotive claims that private equity destroys value by “asset
stripping” and that it creates unemployment. Companies bought by private equity funds may well sell non-
core assets. However, this will be done to help them create stronger, more focussed, businesses. The
purchaser of the assets also benefits as it acquires resources it can seek to add value to. Such transactions
benefit both parties and make each commercially stronger. This is a very diVerent proposition from the
negative impression implied by the term “asset stripping”.

13. Job losses following corporate restructuring are not unique to private equity involvement. A private
equity transaction is simply a stimulus for reviewing the approach a business should adopt to ensure its
continued success. In common with any exercise of this nature, the objective is to focus resources on certain
activities, improve eYciency and productivity and create a stronger business. Failure to take such action
risks businesses becoming moribund and uncompetitive. In the long term this will threaten all the jobs
supported by the company and its suppliers. Successful restructuring of this nature can create stronger
companies employing more people. Although job cuts do have a serious impact on those involved, the long-
term prospect of commercial success and greater levels of employment should bewelcome in the increasingly
competitive global marketplace.

14. The objective of private equity investors is to purchase a business, transform it, operate it for a limited
period and then sell it to make an investment return. The process must create strong businesses attractive
to the next set of investors or else it will not be successful. Private equity investors have no interest
whatsoever in destroying the value inherent in a business they purchase. This would be contrary to their
fundamental objectives.

15. Many of the criticisms aimed at private equity are either unfounded or relate to business practices
common to all modern commercial organisations regardless of their ownership structure. Though theremay
be specific issues related to private equity which deserve consideration, the AIC is keen that consideration
of these should not be inappropriately coloured by extraneous issues.
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The regulatory environment

16. The AIC’s comments are focussed on the environment for London listed investment companies
holding private equity, not limited partnerships.

17. Is the current regulatory environment for private equity funds suitable? Yes, overall the regulatory
environment for investment companies is suitable. It provides proper investor protection, public
transparency and accessibility for a wide range of investors while maintaining the competitiveness of the
investment company structure.

18. A key regulatory mechanism governing investment companies are the Listing Rules, governed by the
FSA in its capacity as the UK Listing Authority (UKLA). These rules are currently under review by the
UKLA. The AIC is fully supportive of the UKLA’s intention that the review should result in targeted
changes to increase the commercial flexibility available to listed funds while maintaining proper standards
of consumer protection and transparency.

19. Some of the targeted changes it should adopt include:

— Removal of restrictions on “control”: Currently investment companies are not allowed to control
the companies in which they are invested. Traditionally this has served to separate investment
entities from trading companies (which have to meet diVerent standards to secure a listing). In the
modern listing environment this is inappropriate as other rules (notably a requirement to publish
an investment policy which explains how the entity intends to spread investment risk and how this
has been achieved) secures the necessary diVerentiation. The UKLA has announced its intention
to remove the headline restrictions on control but the AIC recommends it should go further and
also remove “guidance” that threatens to maintain unwelcome restrictions. Supporting the AIC’s
proposal will: reduce compliance costs; help funds deliver returns for shareholders; and maximise
the competitiveness of the underlying business (so delivering greater economic growth and
employment).

— Maximise access to feeder funds: The current review also presents an opportunity to give
investment companies a greater freedom to invest in unlisted private equity “feeder funds”. Under
these arrangements the investment company takes a stake in an unlisted, diversified “master” fund.
Current rules prevent this where the investment company does not control the master fund (which
will not be possible where the master fund is much larger than the listed vehicle). However, a
requirement for control is unnecessary to protect the interests of the investment company’s
investors. At one level the lack of control is just another element of risk which is disclosed and
which investors have to assess. Also, if the master fund changes its policy and this is out of tune
with the listed company’s objectives, the listed company can simply withdraw its money and seek
other ways to fulfil its investment remit.

The current feeder fund restrictions are unnecessary and the AIC recommends that they be
removed. One key benefit is that this will allow retail investors’ exposure to assets which
traditionally require substantial lump sums as a minimum investment. At the same time the
liquidity requirements of a London listing will mean that they will be able to redeem their
investment as required. It may also be the case that the liquidity available through a London listing
will allow them to secure an exit at a lower discount to the net asset value of the company than
might be available if they had invested in private equity through other routes (including a company
listed on another market).

20. Liberalising the ListingRules in a targetedwaywill ultimately help enhance the attractions of London
as a venue for listing these funds, so allowing UK investors to gain exposure to private equity while enjoying
the benefits of a proportionate regulatory regime.

21. Is there suYcient transparency on the activities, objectives and structure of private equity funds for
all relevant interested parties? Yes, investment companies provide suYcient transparency for relevant
parties. The critical parties are: the Board of directors (who ensure the objectives of the fund are being
delivered by themanager and have legal duties to uphold shareholder interests) and the investors themselves
keen to monitor the performance of their investment.

22. Where the investment companymanages its own portfolio the boardwill receive regular updates from
the investment manager (whether they are in house or outsourced). This will include information on all key
aspects of the operation of the fund, performance of key assets, the progress of transactions, gearing
levels etc.

23. Where the investment company invests in another fund, or range of funds (based upon limited
partnership structures) the fund manager/board will receive updates from the managers of the vehicle they
have invested in. This information will be suYcient to make the strategic assessments they need to make on
behalf of their shareholders (if they did not receive satisfactory information it is diYcult to see that they
would be prepared to invest).

24. The activities of an investment company are also very transparent to their shareholders—and indeed
to the markets and public more generally. Investment companies must prepare an annual report, including
financial statements which set out the progress of the company. The front half of the report will include a
variety of narrative statements, including the Chairman’s and Manager’s reports. The precise content of
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these will vary between companies but is likely to include a range of information including: sectoral and
geographic breakdowns of the portfolio, information on significant transactions (purchases and disposals)
and top holdings of companies and any funds they are exposed to.

25. Investment companies will also prepare a half-yearly (interim) report. Since January 2007 they have
also been required to publish two Interim Management Statements (in eVect short quarterly statements in
between the annual and half year reports) giving information on material transactions and other significant
developments that aVect the company.

26. Apart from these periodic reports investment companies listed in London are also required to make
a range of real time announcements on various issues, including price sensitive developments and directors’
dealing in the shares of the company. These are also made public.

27. Investment companies therefore provide very high levels of transparency for their shareholders and
the broader public. This might include potential investors but also other stakeholders with an interest (such
as employees of the businesses the investment company owns).

28. The AIC is unsure that there is a public interest case for all private equity vehicles to provide
substantial levels of public information. After all, the disclosures required by investment companies reflect
the fact that they are publicly listed and disclosures are required to maintain a fair and orderly marketplace.
These disclosures can be accessed by other interested parties but this is a supplementary benefit, not a core
reason for them.However, insofar as there is an interest in the activities of the private equity sector, meeting
the requirements of a listing does mean that investment companies are very transparent. Where
policymakers are interested in transparency the AIC recommends that they should support investment
companies as a means to accessing this asset class.

29. Has there been evidence of excessive leverage in recent transactions and what systematic risks arise
as a consequence? The AIC does not comment on specific transactions. However, we are concerned that
some of the recent discussion regarding leverage used in private equity transactions has not been properly
informed.

30. Gearing (leverage) has an impact on the success, or otherwise, of specific private equity transactions.
However, the level of gearing used in a particular transaction is a matter for the commercial judgement of
the institution(s) involved. There may be situations where the calculation on the desirable level of gearing
is flawed and this creates a sub-optimal outcome. For example, in theory, gearing could be too high,meaning
that debt servicing costs could restrict cash flow for operational development.

31. However, the AIC is extremely sceptical about external claims that gearing levels are excessive.While
the overall level of costs may seem high, this has to be set against the wider benefit of securing capital at a
lower cost than is required by equity financing. Over-reliance on equity capital may mean that the business
in question has adopted a capital structure which is too expensive.

32. Drawing a realistic conclusion on appropriate levels of gearing depends on a huge number of
variables. The hostile views of external critics are likely to have based their arguments on counter-factual
assumptions which must be viewed with extreme caution. Ultimately the measure of success or failure is
whether or not, when the business is sold, it is a suYciently attractive commercial proposition to secure the
required investment return and is economically attractive to its next owner.

33. The concern of policymakers should be to create a regulatory environment which allows diVerent
ownership and funding structures to be adopted so that diVerent strategies are able to compete. This will
allow successful approaches to flourish. This will create the best employment and economic consequences
for UK plc. Ultimately it is unlikely to be useful for policymakers to focus on discrete issues such as the level
of gearing used in specific transactions.

34. Levels of private equity leverage are only relevant from a policymaking perspective in relation to the
regulation of lenders. However, the normal commercial action of the market ie the combination of due
diligence undertaken by banks and the increasingly common practice of distributing/syndicating debt,
should reduce the potential that the private equity market creates any particular regulatory risks. Insofar
as there are risks, the regulatory regime is designed to ensure that debt providers can manage the risks of
default.

35. Ultimately the lender is best able to assess the market’s capacity to distribute its risk and the
creditworthiness of the borrower. These decisions must be taken within the context of the lender’s own
regulatory obligations.

36. No systemic risks arise from the use of leverage in private equity transactions.

37. The AIC recommends that any regulatory concerns about the regulation of UK lenders should be
examined in the round (although it is not at all clear that the development of private equity has any relevance
per se to prudential regulation of banks and other lending institutions).

38. What are the eVects of the current corporate status of private equity funds, including both their
domicile and ownership structure? The AIC believes that the investment company structure oVers a number
of benefits to potential investors.
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39. They are traded on a stock market (such as the London Stock Exchange) which matches potential
buyers and sellers to facilitate trading. The market is independent of the manager of the vehicle and allows
investors to redeem their investment, in eVect, on demand.

40. If investors select shares listed on a regulated market they enjoy the same standards as other publicly
listed shares. For example, those listed on the London Stock Exchange benefit from the standards set by the
relevant European Directives (such as the Transparency Directive and the impending Shareholder Rights
Directive) and those established by the UK authorities. These standards are set independently of the scheme
manager. This gives investors an alternative to arrangements available through limited partnerships. The
availability of these types of product may be particularly valuable for smaller investors seeking access to
private equity.

41. Purchasing listed shares alsomeans that investors’ potential liability is also limited to the amount they
paid for their shares.

42. The domicile of a private equity vehicle may have an impact on its governance arrangements. It is
diYcult to generalise about the quality of competing regimes as diVerent standards will apply according to
their home state. Where investment companies are domiciled in the UK, for example, they will be subject
to the provisions of the Companies Act 2006, which recently modernised UK company law. It includes a
wide range of provisions, such as the codification of director’s duties and introduction of the concept of
“enlightened shareholder value” which requires boards to consider the views of a wider range of
stakeholders (such as employees and suppliers) than was previously the case.

43. DiVerent jurisdictions have diVerent company law requirements. However, we note that where an
investment company lists in London this will impose some common standards regardless of the company
law requirements in their home country. Perhaps the most significant from a governance perspective is the
need for a full independent board, which is required by the Listing Rules.

44. In terms of ownership, we note that investment companies are widely held. Their shares may be
purchased by both institutional and retail investors. Unlike many limited partnerships they do not require
a large upfront sum (sometimes measured in hundreds of thousands of pounds) to enter the fund. The entry
cost will depend upon the prevailing market price of the relevant shares. Dealing costs in publicly traded
shares are not likely to represent a significant barrier to entry.

45. The AIC does not have a specific breakdown of who owns private equity investment trusts. However,
we do estimate that the sector overall is owned roughly 50:50 between traditional institutional investors and
the retail market. For the purposes of this estimate we would include “execution only” private investors,
those who invest with advice (including through an IFA) and investors who have had purchases made on
their behalf by discretionary wealth managers as “retail” investors. Where private equity investment
companies are concerned we would anticipate that the level of institutional investment would be higher than
seen in the sector overall. The key exception to this would be VCTs which, because of the tax incentives, are
overwhelmingly owned by retail investors.

Taxation

46. The AIC’s comments are focussed on the tax position of UK domiciled private equity investment
companies, known technically as “investment trusts”. (Overseas investment companies do not fall within
the reach of the UK tax authorities.)

47. Is the current taxation regime for private equity funds and investee firms appropriate? The current
taxation regime for investment companies is not appropriate. Ideally collective investments such as
investment trusts are tax transparent. This will mean that the investor in the vehicle is no worse of, from a
tax perspective, than they would be if they had invested directly in the underlying assets themselves. This is
welcome from a policy perspective as it creates incentives for investors to pool their capital to secure access
to a diversified portfolio of assets and fund management skills and secure economies of scale. This should
facilitate higher levels of savings and investment in the UK economy.

48. Critical areas where private equity investment trusts are not tax transparent include:

— VAT on fund management expenses: While there are some high-profile investment trusts which
manage their own private equity portfolios, many investment trusts choose to subcontract their
fund management function to external managers. Currently they pay VAT on this expense, which
hinders their competitiveness. The AIC believes the imposition of VAT on investment trusts is
contrary to the principle of fiscal neutrality (ie that businesses competing in the same market
should be subject to the same tax treatment) and European law. It is currently challenging the UK
Government’s position on the charging of VAT on management expenses incurred by investment
trusts in the European Court of Justice. The AIC is confident of the legal basis and the policy
grounds for adjusting the interpretation of the VAT regime for investment trusts and recommends
that the Government should move as quickly as possible to remove this tax burden going forward
and to reconcile claims for repayment of VAT already paid in error.
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— Tax treatment of bond income: Investment trusts currently pay 30% tax on income received from
interest-bearing securities (such as bonds). This means that, where interest income is received, they
are not tax transparent. This skews investment decisions by investment trusts towards purchasing
equity rather than corporate debt. It may also give them less freedom in comparison with other
vehicles to structure their investments as they wish. This paper has already addressed the
contention that private equity transactions are too highly leveraged and argues that such a
conclusion is not credible. Levels of debt used in private equity transactions should be left to the
market to determine. Given this, it is inappropriate that investment trusts should have less
commercial freedom than their competitors to use leverage as they wish. The AIC has been in
contact with HMTreasury to discuss the potential to reform the tax treatment of income received
by investment trusts to enhance their tax eYciency. We recommend that moves to secure reform
in this area should be widely supported as this will maximise the competitiveness of investment
trusts in comparison with other vehicles, including limited partnerships. (N.B the benefits of such
a reform would also accrue to the broader investment trust market, including those not engaged
in private equity activity.)

49. Addressing these tax issues will enhance the competitiveness of investment trusts operating in the
private equity sector and allow them to compete more eVectively with limited partnerships. They will
therefore be better able to deliver benefits related to access and transparency highlighted above.

Economic context

50. This paper already addresses a variety of issues regarding the economic context in which the private
equity sector is operating. We do not have anything to add to this analysis. We would simply reiterate our
recommendation that UK policymakers should create an environment in which businesses can thrive
regardless of their ownership structure.

Conclusion

51. The AIC would be pleased to provide further observations on any of the points raised in this paper
if it would be helpful. In the first instance any queries should be addressed to:

May 2007

Memorandum submitted by Julie Froud, Sukhdev Johal, Adam Leaver, Professor Karel Williams,
Centre for Research on Socio Cultural Change, (University of Manchester)

Executive Summary:

This submission argues that private equity is part of the agent problem in present day capitalism whereby
financial intermediaries make large fee-based deductions at the expense of investors. Private equity portrays
itself with a justificatory narrative but the evidence on job creation and superior returns is mixed and
ambiguous. The history of private equity is one of rapid expansion from small beginnings so there is no
historical record of successful exit from large investments like FTSE 100 companies. This is cause for
concern because private equity is now pitching for mass investment by pension funds and the appropriate
regulatory response is to enforce more disclosure about the private equity funds and their general partners.

1. Introduction

“ . . . the most that owners in aggregate can earn between now and judgement day is what their
businesses in aggregate earn . . . Indeed owners must earn less because of frictional costs (which)
. . . . . . are now being incurred in amounts that will cause shareholders to earn far less than they
historically have . . . Particularly expensive is the recent pandemic of profit arrangements under
which Helpers receive large portions of the winnings when they are smart or lucky, and leave
(owners) . . . .with all of the losses—and large fixed fees to boot—when the Helpers are dumb or
unlucky”

Warren BuVet: Letter to shareholders 2005 pp.18–19 on the deductions of intermediary “helpers”
such as private equity general partners.

1.1 This submission answers the Treasury Select Committee’s request for an analysis of economic context
before turning to consider implications for regulatory environment and taxation policy. Sections 2, 3 and
4 of this submission provide evidence and argument about the economic advantages and disadvantages of
private equity, which we do by comparing industry claims with (complex) observable and hypothetical
outcomes Section 5 and 6 address regulatory questions about whether the current regime is suitable and
whether there is suYcient transparency on the activities, objectives and structure of private equity funds for
all relevant interested parties. It presumes the reader understands the private equity business model and, on
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that basis, presents an alternative view of private equity (PE) which is novel in two ways. First, it challenges
the narrative of the private equity lobby and the use of numbers in mainstream finance debate about the
social and economic benefits of private equity. Second, it highlights the issues about value extraction by
intermediary general partners in private equity.

1.2 Issues about high pay and the pay/performance relation in business predictably concern moralistic
churchmen and trouble making leftists. But investment gurus like David Swensen of the Yale Investment
OYce or Warren BuVet of Berkshire Hathaway have also raised the issue of intermediary charges and
deductions from the owner/investor’s point of view. Thus, Swensen (2005, p.23, pp 218–9) is a critic of active
stock picking by mutual funds which then deliver inferior returns to passive funds because of management
fees and transaction costs incurred to play the active game. He argues much the same is true of LBO funds.
As our opening quotation shows, BuVet in his 2005 letter to shareholders explicitly extended the argument to
hedge funds and private equity whose “2 and 20” fee structures ratchet up the charges (see section 5.1–5.3).

1.3 Will company picking by private equity general partners be any more successful for the mass of
owners/capital providers than stock picking by active US Mutuals? The answer is as yet unclear. The one
economic certainty is that the current up scaling of private equity will allow intermediaries to make large
deductions regardless of performance. Why is this consequence not obvious to all owner/investors? It is
because the PE trade has produced a self-justificatory narrative about job creation and because mainstream
finance diverts onto inconclusive historical numbers about earnings. Both deflect attention from serious
issues about the scale of fee deductions on large investments and by large funds.

2. The justificatory narrative about job creation

2.1 British private equity has a trade association, the BVCA whose EU counterpart is the EVCA which
both lobby the political classes and address civil society mainly through the media.Modern lobbying works
by explaining how business needs to be encouraged by appropriate regulation so it can deliver worthwhile
social objectives. The lobbyist must thus construct a story about social benefits (profits and returns figure
mainly in a separate story for investors and fund managers). The justificatory narrative of PE is about
aggregate job creation (plus sales and investment growth). Thus, the EVCA claims private equity has created
1 million new jobs as its contribution to the Lisbon agenda and the BVCA frames its submission to your
committee with “key facts” which begin with the claim “private equity creates jobs” which is then supported
by headlines about how private equity backed companies over the past five years have grown employment
by 9% per annum or four times as fast as FTSE 100 or FTSE 250 companies (BVCA, p. 4).

2.2 The BVCA story aboutmore jobs is simple and the same factoids are endlessly repeated. But the story
quickly becomes more complex at an aggregate level if analysis engages more closely with complex source
numbers in the CMBOR data set and considers problems about the interpretative standard. As the Work
Foundation argues, the jobs outcome all depends on whether we consider change of management (MBI not
MBO), the number of years after transaction, whether wages are considered and what is the comparator
and the implied counterfactual (Thornton, 2007, pp.14–17). Because the evidence is inconclusive, the BVCA
narrative of social benefits has never supplanted competing narratives especially from trade unions like the
GMB about private equity as job cutting and asset stripping where cases like Birds Eye or the AA figure
prominently.

2.3 To get some perspective on these stories, we must consider the levers of profitability in the private
equity business model. The business of private equity is trading in used companies which are typically held
for three to give years and the levers of value over this period are diverse.

(a) Resale value depends on whether stock market has moved up and/or trade buyers are active at
point of sale.

(b) Operating value can be realised either via cost recovery through organic or acquisition led growth
or via cost reduction at the expense of labour in mature business.

(c) Balance sheet value through asset stripping such as sale and lease back of property in retailers who
own their stores.

The importance of the diVerent levers varies from one case to the next as do the eVects. The consequences
for labour or the balance sheet will vary from company to company and period to period according to:

(a) Business maturity and industry consolidation which frame the possibilities of sales growth.

(b) The stock of realisable wealth in the balance sheet which can oVer an easy way of extracting value.

(c) How exit through resale factors in windfall gains or losses from conjunctural change not
management eVort.
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2.4 So everybody can have their company story with a moral about good or bad private equity; and no
doubt many stories are dramatic simplifications. However, the sad cases about stripping assets and loading
debt onto Debenhams or the labour stripping and intensification at the AA should not be edited out or
ignored because they are a warning about what PE will do in some instances. There is no guarantee that
such levers will not be used or will only be used by an irresponsible fringe of PE houses.

3. But are returns to (PE) shareholders higher?

3.1 The question of how the returns are obtained is secondary for academic professors of finance whose
first question is whether returns on private equity are higher. Thus, a forthcoming academic review of exited
buyouts in the UK from 1995–2004 claims an “average return of 22.2% net of market index returns, on the
enterprise value of the firm”. Within an orthodox agency framework, higher returns are then attributed to
the incentive eVects of “enhanced equity ownership for management” and “improvedmonitoring by private
equity firms” (Wright et al, 2007) compared with publicly listed companies. Putting aside the interpretation,
the immediate problem is that it is diYcult to put ones trust in such profit numbers.

3.2 Mainstream finance identifies outcomes and relations by applying empiricist techniques to large data
sets which in this case must be historical because the typical PE fund is open for eight to 10 years. The
techniques work best when the data set, as in the case of the FTSE 100, includes a large slice of economic
activity whose composition is changing slowly. The problem is that, as figure 1 shows, PE is on a hockey
stick curve of expansion at nearly 20% per annum from small beginnings and modestly sized deals over the
past 15 years. The number of UK deals is much the same at around 1500, the divisions and companies have
become much larger. The results on the UK or US deals of the 1990s are no guide to what will happen at
point of exit with giant companies like the TXUutility or Boots bought in 2007 when PE is flush withmoney
to do ever larger deals which may not generate resale profits five years down the line.

Figure 1: The upscaling of private equity: global private equity deal volumes 2001–05 ($ billion).
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Source: Citigroup.

3.3 Just as important as the average rate of return on private equity is the variability of returns between
funds (driven in turn by variation in return on individual investments within funds which are what we would
expect given many levers and important diVerences between companies). The fragments of publicly
available evidence suggest that the US pension funds which got into PE in the 1990s did not succeed in
investing only in successful funds. As table 1 shows, in the case of a US public employee pension fund like
Calpers in the 1990s, 40% of its PE funds generate nearly 90% of its total PE return between 1990–98. Thus,
PE is double jeopardy for pension funds because PE general partners must pick used companies and pension
fundmanagersmust either pick individual PE funds or PE houses of general partners. If PE expands to claim
a significant share of pension fund investment the likely collective consequence is more cross section
variability in the returns of UK pension funds that logically should then set high PE hurdle rates to
compensate for the illiquidity and risk of PE fund investments.
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Table 1: Variability of Calpers returns 1990–8 (ranked by multiple of return and split into equal funds).

Quintile 1 Quintile 2 Quintile 3 Quintile 4 Quintile 5 Average/Total

Multiple 0.57 1.11 1.55 1.95 2.7 1.53
Cash in 1,068,511, 011 1,736,110,713 1,290,147,011 1,346,411,020 999,797,726 6,440,977,481
Cash out plus remaining investment 605,920,682 1,926,893,779 2,000,841,269 2,630,286,070 2,704,137,029 9,868,078,829
No. of funds 18 18 19 19 18 92

Source:http://www.calpers.ca.gov/index.jsp?bc%/investments/assets/equities/aim/private-equity-review/
aim-perform-review/home.xml, accessed 25 April 2007.

3.3 PE was originally represented as an alternative investment which oVered diversification benefits
because PE returns are uncorrelated with public equity. But the expansion of PE has already been carried
to the point where this is doubtful. PE increasingly does large deals which involve buying PLCs from the
stock market and then resells to the stock market after three to five years or resells in deals where the
stockmarket is a bench mark; so profits on resale are levered down in bear markets or up in bull markets as
in the 1990s or 2002–07.

3.4 Furthermore, it is increasingly diYcult to believe that the current expansion of PE is sustained by the
record or prospect of high or uncorrelated profits on private equity. The key enabling condition is surely
excess liquidity and the wall of money which makes it possible to raise 70% of the purchase price of giant
companies in the form of cheap debt at around 8%. It is troubling that the FSA is unable to find out who
ultimately buys and holds this debt because periods of excess liquidity usually end in a credit crunch as
imprudent lenders and panicky asset holders try to get back to cash. Meanwhile, the ready availability of
debt is surely an ongoing incitement for PE houses to either overpay for companies or be careless about what
they buy.

4. How private equity redefines value creation.

4.1 The consequences of PE for jobs or profitability are complicated in the past and unknowable in the
future insofar as the current conjunctural conditions of cheap debt and rising equity will surely change. But
looked at another way, PE reformats the business world because its use of debt and commitment to
transactions redefines value creation. PE starts by rearranging ownership claims for value capture because
funding business purchase with 70% debt must cap returns to the majority of capital providers and levers
upside potential for the minority who hold private equity. PE is then about value extraction insofar as
operating businesses can sell assets like property and be loaded up with debt for the benefit of the 30% with
private equity, who will finally benefit from the commitment to sell the whole business in three to five years.

This modus operandi has eVects elsewhere right across the public company sector insofar as FTSE 100
or S&P 500 firms defensively sell assets like property or gear up so as to become less attractive targets for PE.

4.2 With PE now scaled up to purchase FTSE 100 firms, we should note that giant public companies in
the FTSE 100 have typically relied on equity with a 30/70 debt/equity ratio which more or less inverts PE
practice. In comparative terms, this looks to be conservative because both the S&P 500 and CAC 40 run on
50/50 debt equity splits. But what happens if UK giant firms go further into debt either defensively or after
PE purchase? To explore the consequences, we simulated FTSE 100 returns to equity over the past 20 years
on a capital base of 70/30 debt/equity with the debt priced at 3.75% over Bank of England base rate. The
graph below can be read as a counterfactual about returns in an average FTSE giant firm which embraced
the PE model of leverage and debt based funding; it is hardly a generalisable model for the FTSE because
it implies large scale de-equitisation and an insatiable appetite for bonds with modest returns.
(We did not simulate increased operating profits because (a) UK PE has no track record of raising profits
in giant firms and (b) ROCE in giant firms did not increase in response to previous pressures for
shareholder value).

4.3 In figure 2, the counterfactual story of the average FTSE is straightforward. Rearrangement of
ownership claims works reassuringly for equity holders in the good years because leverage produces better
returns on equity from 1993–2000. But, this same leverage may be alarmingly unsustainable over one or two
cycles because returns on equity are inferior in minor turn downs like 1990–91 and 2002; and there would
be questions about ability to meet obligatory payments on debt in the event of serious turn down like
1979–82.which would then trigger large scale enforced restructuring. In the average FTSE 100 business, 70/
30 leverage debt is attractive to owners like PE partners with good timing who buy on the upswing or at
least hope to exit before the next cycle bottoms out; it is unattractive to managers who wish to remain in
control of operations in an ongoing business over the next couple of cycles; just as breached debt covenants
or diYculties about making interest payments may be a nasty surprise for those who bought investment
grade debt from PE.
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Figure 2: A simulation of the eVect on the return on equity (RoE) for UK FTSE 100 companies if they were
re-leveraged from 30:70 to 70:30 debt: equity.
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Note: the simulation was done by applying typical private equity leverage (ie 70% debt) to the FTSE100,
assuming a cost of debt of Bank of England base rate plus a 3.75% margin.

4.4. In a leveraged world, if British pension funds or Chinese investors are not heavily exposed to debt
default, we may finally have crash without panic as in the aftermath of the US tech stock crash in 2000. But
more subtly, if all business is about value creation, leverage redefines what business means by the creation
of value. Leverage ensures that PE businesses have a point concept of value creation ie the question is about
how much value can be created by and at the point in time when the business is sold; and the major
determinant of value creation will be transactions in assets including the sale of the company as a whole
(with everything that happens after a three to five year holding period irrelevant). Traditionally unleveraged
giant firms operated with a flow concept of value creation ie the question is about how much value can be
created going forward on the basis of sustainable product market positions and operations which create
value by selling goods and services to consumers. PE is about normalising the alternative point concept of
value through transactions which was introduced into the UK by acquisitive conglomerates like Hanson,
in the 1980s.

5. Intermediary capitalism and deductions by general partners

5.1 As PE speeds up transactions, it feeds the elite of working rich financial intermediaries for whom
present day capitalism is a kind of golden age (see Folkman et al 2006). Every sale or purchase of a corporate
business generates fat fees for two sets of investment bankers, corporate lawyers and accountants. As
transactions are about realising huge sums, buyers and sellers pay bankers or lawyers’ fees without question
in much the same way as the seller of a house pays the estate agent’s commission out of holding gains. Every
newly purchased PEbusiness then passes into the hands of PE general partners whose standard intermediary
fee is 2% of funds invested and 20% of carry, ie profits over and above a pre-defined hurdle rate. This
conventional fee structure is objectionable because it represents pay without performance and ensures gross
overpayment of partners in the larger houses as individual investments and funds are upscaled.

5.2 The flat fee of 2% on funds managed is not in any way performance based and will in itself generate
huge deductions for general partners insofar as PE starts to deal in giant firms in the FTSE 100 and S&P
500. Again some simulations are useful in understanding the scale of value extraction from the individual
giant company and table 2 presents the results. Suppose PE buys an average FTSE 100 company with 30%
of purchase cost fromPE funds which are then counted as funds invested. A flat fee of 2%on that base would
extract some £18million per annum which is probably 3 times as large as the £5 million or so paid in current
annual salaries of a FTSE CEO and his senior management team. The CEOs management team draws its
pay for devising strategy and managing operations in a giant company which employs 40,000 or more
subject to remuneration committee and public scrutiny of the relation between pay and performance. Via
a flat 2%, general partners draw three times as much for allocating capital and monitoring management in
a giant company, without any pay for performance qualifier despite the very variable record of past returns
on PE. Current PE trade gossip suggests that the flat fee in the largest houses has slipped to 1.5% or just
below but that still generates massive deductions and PE retains the power to levy other, additional fees.
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5.3 The bonanza gains for individual general partners come not from 2% flat rate but the 20% of carry.
The carry only generates gains for partners in successful funds but there is no necessary connection with
performance attributable to PE. The profit share out of carry depends on profits exceeding a hurdle rate but
that result can of course include windfall gains such as those made in a bull market by selling out on a rising
market. Furthermore, the standard 20% above hurdle is deducted regardless of size of deal and fund so that
PE general partners make more out of running larger funds and doing deals on larger companies which are
not proportionately more diYcult to set up and control.

Table 2: Management fee at 2% per company S&P500 (1980–2002) and FTSE100 (1983–2002)

Total Actual Pre-tax Average Average
management pre-tax profit management management

fee profit consumed fee fee
by the 2% extracted extracted

management per per
fee company company

per
year

mill mill % mill mill

management fee charged on equity and debt S&P500 $1,337,265 $7,292,556 18.3 $2,675 $116
FTSE100 £122,920 £946,042 13 £1,229 £61

management fee charged ONLY on equity S&P500 $709,931 $7,292,556 9.7 $1,420 $62
FTSE100 £100,065 £946,042 10.6 £1,001 £50

management fee charged ONLY on equity S&P500 $401,179 $7,292,556 5.5 $802 £35
WITH debt/equity split w 70:30

FTSE100 £36,876 £946,042 3.9 £369 £18

Source: CRESC, University of Manchester.

Note: Nominal data, not corrected for inflation.

Table 3: General partner rewards in the PE business model

Mid-market fund Large buyout fund

Funds under management £250–£500 million $8–$16 billion
Revenue
Management fees (% of committed capital) 1.75–2.25% 1.75–2.0%
Carry (% carried interest on fund performance) 20% 20%

No. No. with carry % of carry No. No. with carry % of carry

StaYng
Full partners 6–10 All 100% 20–30 All 70–80%
Investment executives 5–12 None 40–80 Most 20–30%
Head oYce staV 5 None 15–20 None

Basic Bonus Carry Basic Bonus Carry (over 5
(over 5 years) years)

Remuneration
Full partners £150k £150k £5–£15m $600k $2.4m $50–$100m
Directors £100k £50k
Senior executives $150k $50k

Source: Anonymised private equity funds’ management accounts.

Note: Care has been taken to ensure that these figures on private equity are representative of typical funds
in these two size groups, but they are not averages. Each set of figures is based on a set of private equity
(internal) management accounts, supplied by an actual fund, which were then checked by an experienced
industry insider familiar with diVerently sized funds, who vouched for their representativeness. The number
of large funds is still suYciently small so that insiders could possibly identify an individual fund if they knew
its size and number of partners. To make this impossible we have anonymised the data by expressing it in
terms of ranges, rather than point observations. This was necessary because the management accounts were
provided to us on the strict understanding that the fund to which they relate would not be identifiable.While
these results could not be replicated by any kind of desk research, we are reasonably confident that they are
representative in that any similar sampling of fund accounts would disclose similar relativities.

5.4 Table 3 above, based on management accounts, bring out the eVects of upscaling because it shows
how general partners in successful mid-sized funds can expect the carry to generate £5–15 million pounds
on top of their salaries while general partners in large, successful funds can expect $50–150 ie 10 times as
much. This has the potential to create a new plutocracy.

5.4 Defenders of PE often argue that PE solves the agency problem of the public company whose
principal/shareholders are ineVectual at disciplining managers/agents. They overlook the basic point that
the ultimate owner/principals barely figure in pension fund capitalism which is operated by tiers of agents
in the form of trustees and fund managers of diVerent kinds. All PE does is to add another group of agents
in ways which threaten to aggravate the agent problem which concerned investment gurus like BuVet and
Swenson before PE became an issue. And, it is not easy to obtain redress for inappropriate and excessive
fees paid to general partners because PE breaches all the principles of good governance about checks and
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balances with separation of powers and the systematic involvement of outsiders as non executives. The PE
partners not only enforce the standard fees but can levy additional imposts for “consultancy“” and such
like; as when Celanese was billed for the due diligence costs of the PE house which acquired it.

6. More regulation or “a fool and his money are soon parted”?

6.1 Increasing public disquiet has led to often confused demands for more disclosure by and regulation
of PE These demands raise large issues about the diVerential tax treatment of debt and equity, the use of
complex holding structures with parent companies in oVshore tax havens, and the taking of partner rewards
as capital gains after short holding periods which allows PE general partners to avoid paying income tax at
40%. Outside private equity, these issues are of course relevant to many of the other actors in a financialized
economy whose fundamentals are very seldom discussed in public. There has, for example, never been a
broad, honest discussion in the UK about how income tax is voluntary for the working rich.

6.2 Amidst these confusions, the PE trade has parried demands for regulation and disclosure by
suggesting that disclosure should be focused on the (larger) companies which PE invests in, not the funds
themselves. It is important to have more information about the individual investments, especially because
PE is now entering into purchases of giant companies where the exit route is not clear. But, insofar as PE
aggravates the agent problem, the crucial requirement is formore disclosure about PEhouses, funds, general
partners and practices in the hope that publicity without formal regulation would inhibit the fee based
depredations of agents.

6.2 Such depredations would not be a matter of public interest if the investors in PE were a few rich men
and women who gullibly accepted the promises of each new group of agents. In this case we need only
observe that “a fool and his money is soon parted” and add the point that rich fools make more lucrative
targets. But the scale and basis of agent fees is a public interest issue when PE is pitching to attract mass
savings from pension funds and promoting the attractions of PE as an alterative investment. Of course, no
pension fund is obliged to pay those two and 20 fees but willingness to do so is of course influenced by the
justificatory narrative and claims about higher returns which frame private equity as an opportunity.
Furthermore, in our form of pension fund capitalism, the ultimate contributor/owners and their trustees
are institutionally disempowered as agents generally take decisions on their behalf so that public regimes of
disclosure and regulation are a necessary defence.

6.3 What should disclosure cover? Inter alia, for larger individual investments, maybe of FTSE 250 size
or larger, we need to know:

(1) Annually the total and itemised charges in fees and deductions.

(2) Cumulatively at point of sale the proportion of the final gain arising from transactions in assets.

For the houses and funds themselves we need to know much more about the rewards of partners and the
relation to performance variations so that the relation between general partner reward and investor returns
can be publicly discussed. The question of the tax regime on capital gains would also need to be considered
in such discussions insofar as partners take most of their reward as capital gains after short holding periods
because general partners eVectively retain more of their gross than ordinary citizens.

6.4 If PE fees are reasonable and performance related, why should PE general partners object to
disclosure? If they do protest, surely the rest of us need to know more because we are the owners and they
are our agents.
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Memorandum submitted by the European Private Equity & Venture Capital (EVCA)

Introduction

The UK Private Equity and Venture Capital market is arguably the most developed and mature national
market in Europe, and thus has an important role to play in shaping wider transnational discussions.
EVCA—the European Private Equity and Venture Capital Association- would therefore like to submit
evidence to the Treasury Select Committee to help frame its analysis within the wider European context and
support that made by its British colleagues at the British Venture Capital Association, the BVCA.

EVCA was established in 1983 and based in Brussels. It represents the European private equity and
venture capital industry (PE/VC) and promotes the asset class within Europe and throughout the World.

EVCA’s 1,150 members represent over 80% of PE/VC capital under management in Europe12 . Its
members represent all main industry stakeholders, from PE/VC fund management companies to
Institutional investors (banks, pension funds, insurance companies, family oYces . . . ), to professional
advisors (lawyers, placement agents, investment bankers . . .) and national (European) Trade
Associations13 .

EVCA’s role includes representing the interests of the industry to regulators and standard setters;
developing professional standards; providing industry research; professional development and forums,
facilitating interaction between its members and key industry participants including institutional investors,
entrepreneurs, policymakers and academics.

PE/VC has a positive economic and social impact. Across the EU, since 2000, the industry has invested
overƒ270 billion of equity capital and has financed over 56,000 companies, and represents employment for
some 6.5 million persons14 . Between 2000-04, EVCA-commissioned academic research found that the
industry had created 1 million new jobs across Europe, including 400,000 in the buyout sector, net of any
reductions due to business restructurings15 .

The tremendous growth of the industry has brought more visibility to the asset class and increased interest
by all stakeholders. This has resulted in a number of recent reviews of PE/VC by regulators and authorities,
and places an increasing onus on the industry to help stakeholders understand its business model and its
implications.

In response, EVCA is continuing its open dialogue with policymakers and stakeholders to explain the
larger role of PE/VC in making the economy more dynamic and competitive, address misconceptions
around the industry’s businessmodel, and further develop its unique set of professional industry standards16

as a self-regulatory contribution in the light of principles-based, “better regulation” initiatives.

Before presenting its responses to the Select Committee’s questions, by way of brief summary and to help
frame the remarks that follow, the following description of PE/VC is presented as a point of departure17 :

“Private equity is the provision of capital and management expertise to companies in order to
create value and subsequently, with a clear view to an exit, generate capital gains after a medium
to long holding period. In Europe the terms “venture capital” and “private equity” or “risk
capital” are often used interchangeably . . . Private equity is used as the generic term to encompass
all the sub-sets of financing stages. These include three main sub-categories (1) venture capital for
start-up businesses and early stage companies; (2) later stage expansion capital; and (3)
management buy-outs and management buyins . . .

For investors, the attraction of private equity lies in the potential (risk-adjusted) performance of
such investments relative to quoted equity. Such performance is the direct consequence of creating
sustainable value through taking more direct and long term influence in investee companies than
public equity investments allow. It is the more active entrepreneurial ability to create value in the
interim period which is the real core of private equity’s attraction”.

Typical characteristics of the Private Equity industry

1. Investment by a dedicated professional team predominantly in unquoted companies;

2. Drawing capital from a defined pool;

3. Negotiated contractual relationship with qualified/professional investors;

4. Involving active ownership driving value creation;

12 Source: EVCA.
13 Further information on EVCA is available online at www.evca.com
14 Source: EVCA.
15 “Employment Contribution of Private Equity and Venture Capital in Europe”: http://www.evca.com/images/attachments/
tmpl 9 art 123 att 900.pdf

16 EVCA Professional Standards: http://www.evca.com/html/PE industry/IS.asp
17 Text and characteristics drawn from the recent European Commission Expert Group Report on Private Equity, June 2006:
http://ec.europa.eu/internal market/securities/docs/ucits/reports/equity en.pdf
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5. Involving stand-alone management of each individual company;

6. Investing on the basis of a medium to long term strategy and holding period;

7. With a focus on financial gain through exit by sale or flotation.

8. Profit-sharing schemes which align interests with investors;
9. Strong self-regulation with defined reporting and valuation requirements;

EVCA would welcome any comments on the enclosed and remains at the disposal of the Select
Committee.

Executive Summary

The regulatory environment

The current framework is generally appropriate, even if EVCA also notes the lack of interlinkage between
national regimes. However, pan-EU legislation is not always suited to current market practices, or
developments.

Transparency

Transparency is a key factor in the success and growth of PE/VC. EVCA has developed the highest
professional standards to build stable, long-term relationships with institutional investors and regulators
and increase overall transparency and trust in the asset class.

Excessive leverage and systemic risks

Recent analysis tends to show that the average ratio of European debt contributions as a percentage of
total buyout transaction value has not varied substantially over recent years, and debt ratios of PE/VC-
backed firms expressed as a percentage of their total assets do not significantly diVer from quoted blue-chip
companies. Moreover, systemic risk from PE/VC to global financial markets, as part of a risk-adjusted
investment portfolio, is low.

The current corporate status of private equity funds

Within the current underlying tax and legal environment across Europe, PE/VC funds are structured
according to their specific investors needs and requirements to maximise the returns on their investments.

Taxation

The PE/VC industry and its investors are not asking for or looking for “no tax” but are seeking a fair tax
treatment: tax transparency and tax neutrality.

The economic context

PE/VC firms distinguish themselves from short-term investors by the way they manage their investments.
Specifically, PE-buyout firms aim to improve the health of existing companies in order to fully benefit from
favourable market developments.

The growth of PE/VC can be attributed to a number of factors including demographic pressures in Europe
and the need by suitable investors to secure risk-adjusted premium returns over the longer term through
prudent allocations to PE/VC.

Company ownership by private equity funds as opposed to public listing

EVCA would not draw a distinctive comparison as both are complementary and support diVerent types
of companies at diVerent stages of their growth and development.

The Regulatory Environment

Is the current regulatory regime for private equity funds suitable?

1. Further to EVCA’s recent response18 to the UK FSA’s recent discussion paper “Private equity: a
discussion of risk and regulatory engagement”19 , it should be noted from the outset that the PE/VC industry
deals almost exclusivelywith sophisticated (professional, institutional) investors on a professional basis, and
as such is a contractual business between parties of equal standing. As a result, PE/VC regulation has been
designed to the appropriateness of its investor base.

18 For more information, please see: http://www.evca.com/images/attachments/tmpl 8 art 225 att 1091.pdf
19 http://www.fsa.gov.uk/pages/library/policy/dp/2006/06 06.shtml
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2. PE/VC is regulated at a national level in almost all EU countries. The question as to whom is subject
to regulation is dependent on the type of legal entity, and either Management Company and/or the PE/VC
Fund vehicle and/or Senior Management, decided on a national basis.

3. Furthermore, although not regulated on a harmonised pan-European basis, PE/VC is subject to a
number of EU legislative measures, notably within the field of EU financial services.

4. By way of brief summary, a non-exhaustive summary of the situation in a number of European
countries is presented below:

Examples of current PE/VC regulation across Europe (non exhaustive summary)

Austria: No specific regulatory framework but specific tax regulation
Baltic States: Estonia and Lithuania may adopt legislation in 2007
Finland: New legislation in place since early 2006 which treats VC funds similarly to direct

investors and introducing new tax treatment for VC investments
France: PE/VC Industry regulated by the AMF: A specific legal framework (FCPR) can be

used for VC funds, funds of funds, buyouts.
Germany: Currently two main types of funds: an unlicensed Limited Partnership (LP) structure,

and a structure that is licensed at state level
Ireland: A General Partner in a Limited Partnership does not have to be regulated however

some funds have voluntarily chosen to be regulated by the Financial Services
Regulator

Italy: Fund regulation exists in the form of the “Fondo Chiuso”
Portugal: Fund regulation exists with diVerences between sophisticated and retail investors
Slovenia: A new law regulating Venture Capital is expected mid-2007.
Spain: Industry regulated by the CNMV: New fund legislation since end of 2005.
Sweden: Regulatory framework for LP (Limited Partnership) and LL (Limited Liability)
UK: Industry regulated by the FSA (both PE/VC fund and managers)

5. Although EVCA believes that the current regulatory and legislative framework is generally
appropriate, EVCA also notes the lack of interlinkage between national regimes. However, pan-EU
legislation is not always suited to current market practices or developments. This was recently noted by EU
CommissionerMccreevy who remarked that; “manyMember States and at the EU level need to understand
better theway inwhich the private equity industry is organised...Wemust be sure that cross-cutting financial
and company law does not generate unintended consequences for the private equity industry”.20

6. EVCA is strongly supportive of the balanced, measured and pragmatic approach taken by the UK
FSA towards the PE/VC industry. Specifically in respect of the UK regulatory environment, in its recent
paper, EVCA supports the FSA’s conclusion that its “current regulatory architecture is eVective,
proportionate and adequately resourced”.

7. The UK has consistently been among the top 3 European countries in respect of their environment for
PE/VC, as seen in the EVCA benchmark surveys21 . The most recent indicators published last December
demonstrated again that the UK is at the forefront of European policy making with respect to the industry.

“Better Regulation”

8. Within this context and initiatives to advance principles-based “better regulation”, strong industry
professional standards can contribute to and result in more eVective industry oversight.

9. European PE/VChas themost advanced self-regulatory professional standards of any alternative asset
class anywhere in the world. These concern among others the valuation of portfolios, reporting to investors,
and corporate governance. In addition, all EVCA’s 1,150 members have signed and abide by a code of
conduct, a precondition for membership. EVCA also works to develop new professional standards to cover
additional topics such as disclosure and is extending its code of conduct based on the IOSCO model. All
Guidelines are open to a stakeholder and public consultation process22 .

10. EVCA also intends to intensify co-operation with regulators throughout Europe further to the
growth of principles-based “better regulation” initiatives which seek to provide “confirmation of industry
guidance23 “ such as that recently launched by the FSA, which will strengthen oversight of the industry by
providing further recognition of the industry’s own self-regulatory standards.

11. Further remarks on EVCA’s and the PE/VC industry’s professional standards are provided as
evidence below.

20 Charlie McCreevy, European Commissioner for Internal Market and Services
Open Hearing on Investment Fund Expert Groups Reports, Brussels, 19 July 2006.

21 EVCA Benchmarking of European tax and legal environments: http://www.evca.com/html/public aVairs/benchmark.asp
22 EVCA Professional Standards: http://www.evca.com/html/PE industry/IS.asp
23 FSA’s Discussion paper 06/5 “FSA confirmation of Industry Guidance”, November 2006: http://www.fsa.gov.uk/pages/
library/policy/dp/2006/06 05.shtml
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Is there suYcient transparency on the activities, objectives and structure of private equity funds for all relevant
interested parties?

Transparency

12. The PE/VC industry understands transparency as providing full information to its direct investors
and being accountable to them. Investors in PE/VC funds have access to a lot of information, and sometimes
more than investors in public companies.

13. EVCAbelieves that transparency is a key factor in the success and growth of PE/VC. As noted above,
EVCA has developed the highest professional standards build stable, long-term relationships with
institutional investors and regulators and increase overall transparency and trust in the asset class. These
standards are in addition to statutory requirements24 and enable professional investors such as Pension fund
trustees to fulfil their duties.

14. In terms of the transparency of PE/VC activities and professional industry standards, it should be
noted that the industry provides full transparency and disclosure to its investors, specifically through:

— EVCAReportingGuidelines, first published in 2000 and updated in 2006which cover for example:

— Statutory accounts

— Timing

— Fund reporting

— Portfolio reporting

— Fees and carried interest

— Performance measurement

— International PE/VC Valuation Guidelines (Developed by EVCA/ BVCA /AFIC (the French PE/
VC Association), which cover for example:

— The concept of fair value

— Principles of valuation

— Valuation methodologies

— Specific considerations

Moreover, these standards are consistent with IFRS and US GAAP.

15. In addition, EVCA’s Code of Conduct, which is signed by all its members as a condition of
membership covers among others:

— Conduct business in a responsible and ethical way (ie fair and honest dealing)

— Ensure confidentiality on data and information

— Disclose fully on syndicated deals

— Implementing Anti Money Laundering measures

— Ensuring a high standard of the investment portfolio

In light of the above, EVCA would not describe the PE/VC industry as opaque. However, it would also
note that the word “disclosure” is also relevant to this discussion.

Disclosure

16. The PE/VC industry understands disclosure as the provision of information to non-direct investors
or on a public basis.

17. EVCA is fully aware of the current debate over the growing role of PE/VC within the European
economy and thus a greater need for public disclosure. This is a valid point and the PE/VC industry is not
against a review of this. EVCA has conducted ownwork in this area since 200325 , andwelcomes the ongoing
work in the UK led by the BVCA and chaired by Sir David Walker.

18. However it is important to distinguish between disclosure to Investors, to whom the provision of
specific and detailed information is already covered by the EVCAReportingGuidelines as noted above, and
disclosure to the General Public who have limited knowledge of the practical workings of the PE/VC
industry, including for example the complex techniques used to value and measure investment performance
on the specific long-term based return curve (“J-curve”).

24 EVCA’s Professional Standards can be found online at: http://www.evca.com/html/PE industry/IS.asp
25 EVCA Barometer May 2003: “Disclosure—a snapshot on EVCA members’ opinion”: http://www.evca.com/images/
attachments/tmpl 27 art 8 att 373.pdf
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19. There is no need to single out PE/VC-backed companies when listed and non-listed companies (like
family business) are not requested to disclose more than that which is according to national regulations.
Investing in a company, and managing an investment fund, can often require addressing specificities and
technicalities in respect of a private company’s long-tem future; often this cannot be disclosed to a wider
public, taking into account commercial sensitivities.

20. Furthermore, regulatory bodies issue statutory requirements including the filling of financial
information. These fillings allow the General Public in most European countries to have access to
information at the level of portfolio companies such as sales, turnover, debt/equity ratio and earnings. PE/
VC-backed companies are no diVerent from any other private company in this regard.

21. However, there is no harmonised legislation or general legal framework across Europe relating to the
disclosure of PE/VC information as national PE/VC markets across Europe are at diVerent stages of
development and thus levels of maturity. It is thus necessary to consider the situation in other, international,
PE/VC markets.

22. Therefore EVCA believes that the disclosure of PE/VC information should not put the underlying
investee companies at a competitive disadvantage in themarketplace or undermine their economic position.
Revealing their underlying strategy would negatively impact their growth capacity, as well as ultimately the
company workforce. This would lead to a lower acceptance of private equity investment by private
companies, and result in reduced returns for investors.

Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

23. Recent FSA26 and European Central Bank (ECB)27 reports essentially into the “large buyout”
category of the PE/VC industry have addressed these issues from that perspective. Before continuing, EVCA
would firstly draw attention to the great diversity of PE/VC firms, a very large number of whom do not raise
concerns in those areas, as their transactions often involve little or no leverage.

Excessive Leverage

24. The concept of overleveraging should be usedwith caution, as it is clearly dependent on actualmarket
conditions and defaults occur not only in the PE/VC sphere.

25. Leveraging a company should be undertaken prudently and be dependent on market conditions as
it may jeopardize the company’s value and would have a negative impact on the value of its investment. An
overleveraged company per se will not produce enough cash-flow to pay the interests of its debt and
reimburse this debt. All stakeholders are aVected: debt providers, employees and shareholders. Moreover,
creditors generally refuse to provide financing for a company that appears to be overleveraged.

26. Therefore, Private Equity buyout firms try to carefully assess the level of debt of their investee
companies. The decision to lower the percentage of equity is normally motivated either because the initial
capital structure resulted from a sub-optimal use of financial resources or because, as active shareholders,
buyout houses initiate strategies aimed to increase margins and create higher cash-flows.

27. Recent analysis using Standard and Poor’s data (S&P LCD at www.pmdzone.com) tends to show
that the average ratio of European debt contributions as a percentage of total buyout transaction value
(1997—Q3 2006) has not varied substantially over recent years: this figure stood at 67% in 2006, compared
to 66% in 2005, and 64% in 2004. The figure for 2006 is even lower than the figure for 1997 (70%).

26 http://www.fsa.gov.uk/pages/library/policy/dp/2006/06 06.shtml
27 Large Banks And Private Equity-Sponsored Leveraged Buyouts in the EU, April 2007: http://www.ecb.int/pub/pdf/other/
largebanksandprivateequity200704en.pdf
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Average European debt contributions as % of total transaction value 1997—Q3 200628
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28. Moreover, when looking at companies PE buyout firms listed on public markets in 2005–2006, their
debt ratios expressed as a percentage of their total assets do not significantly diVer from quoted blue chip
companies.

Comparison of debt ratios of listed blue chip companies with companies recently floated by their buyout
houses (as % of total assets)29
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29. Therefore, private equity backed investee companies do not appear overleveraged when compared to
other firms.

30. In fact, a recent study carried out in Belgium involving 53 companies demonstrated that two years
after a PE-backed buyout, their cash flow on average represented 7% of sales compared to 4% before the
buyout. This increase was achieved while the average number of employee grew by more than 13% during
the same period30 .

28 Source: S&P LCD at www.pmdzone.com
The data refers to the leverage loanmarket and covers loans that are syndicated to borrowers in Europe. It only takes account
of LBO transactions, including all sponsored activity such as refinancing and recapitalisations.

29 Source: EVCA—Latest company annual report (2005 or 2006)
Note: (*) denotes a company that has been recently floated by a buyout firm in 2005/2006.

30 Solvay Business School, Brussels (2006) “Private Equity in Belgium—Value Creators or Locusts?” by Valentin Toubeau.
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Systemic Risk

31. To put the recent growth of PE/VC into perspective, it should also be noted that of the Worldwide
total investible capital markets as of 2005, which amounted to some $93.4 Trillion, PE/VC accounted for
just 0.3%31 .

32. The use of leverage at the level of the PE/VC fund or fund of funds level, which could provoke
systemic risk is very rare. Indeed, regulation in several jurisdictions and the contractual agreements between
PE/VC investors (Limited Partners) and fund managers (General Partners) either prevent this from
occurring or authorise it only at very low levels. This should be seen in comparisonwithHedge Funds, where
funds can be leveraged several times over and thus capable of provoking more systemic risk in the
financial system.

33. Therefore, as compared to other alternative asset classes, EVCAwould argue that systemic risk from
PE/VC to global financial markets when the asset class is deployed as part of a risk-adjusted investment
portfolio is low.

What are the eVects of the current corporate status of private equity funds, including both their domicile and
ownership structure?

34. In the majority of EU countries, establishing and operating a PE/VC fund as well as establishing and
operating the management company of the fund is a regulated activity32 .

35. Within the current underlying tax and legal environment across Europe, PE/VC funds are structured
according to their specific investors needs and requirements, who themselves must take into account their
own liabilities (for example to pensioners or insurance policy holders) to maximise the returns on their
investments.

36. Furthermore, the precise composition of the capital structures used by PE/VC fund managers for the
investee companies they acquire is evolving over time and it is evident that large, complex, cross-border
transactions may involve the use of complex structures. Notwithstanding, it does not seem to be within the
regulators domain to determine the preferable forms of ownership in private companies.

37. The UK Limited Partnership Structure is not only one of the most used PE/VC fund vehicles in
Europe, it has also ranked highly in EVCA benchmark33 surveys of the PE/VC environment in Europe and
many other European countries have taken the UK Limited Partnership as their basis.

Taxation

Is the current taxation regime for private equity funds and investee firms appropriate?

38. Each European country has a single fiscal framework that applies to all companies in a country, for
example for the treatment of debt interest.

39. It is important that political decision makers understand that changes to the above not only aVect the
whole PE/VC industry but also the whole corporate world. This is also important within the context of
achieving the European single market and facilitating cross-border activities.

40. The PE/VC industry and its investors are not asking for or looking for “no tax” but are seeking a fair
tax treatment: tax transparency and tax neutrality. Tax transparency means investors should be treated as
if they had directly invested in the underlying investee company. Tax neutrality means avoiding
discrimination of PE/VC tax treatment as opposed to investments in public equity.

41. On a pan-European level, EVCA has been advocating for some time for a pan-European harmonised
PE/VC fund structure to address these and related issues.

42. Within the context of the Select Committee enquiry, EVCA would like to draw attention to the
following points which are also specific to PE/VC and are currently under discussion by a number of EU
countries.

31 Source: UBS Global Asset Management / Adams Street Partners NVCA Annual Meeting 2006.
32 EVCA Private Equity Fund Structures in Europe—January 2006: http://www.evca.com/html/publications/bookshop.asp
33 EVCA Benchmarking Tax and Legal Environments 2006:
http://www.evca.com/images/attachments/tmpl 8 art 215 att 1051.pdf
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Debt Interest Tax Deductibility

43. Across Europe, debt interest tax deductibility is available to all companies, within nationally defined
limits which govern among others debt/equity ratios.

44. PE/VC’s business model is highly eYcient and the use of debt is a discipline that maximises the
eYcient use of working capital.

45. If taxation is imposed on the interest on debt, this will not only damage PE/VCbut the financial sector
and the economies of European Member states: it would equate to a tightening of monetary policy.

Carried Interest

46. The management team of a PE/VC fund is requested by fund investors to make a significant personal
contribution to the capital of the fund, and the profit sharing scheme (“carried interest”) align managers’
interests with those of the fund’s investors. Carried interest is received in acknowledgement of and financial
compensation for the personal risk taken by fund managers as individuals, and is not distributed before
investors have received their original capital, a special hurdle rate interest, and own share of profit.
Furthermore, any distribution of capital gain to investors and managers is not possible before exiting an
investment: therefore based only on the actual performance of the investment.

47. This reward structure is an important diVerentiator for PE/VC as compared to the hedge fundmodel,
where shared profits to Hedge Fund managers are calculated and distributed regularly, at a fixed date, on
the actual market value of the investment, even if it has not been exited: therefore based on the potential
performance of the investment.

48. Carried interest is thus a capital gain, and attracts managers to the industry, who generate returns for
their investors. Therefore tax treatment of carried interest should be appropriate to supporting this.

The Economic Context

Are developments in the environment and structure of private equity aVecting investments in the long-term?

49. PE/VC fund investors have a long-term commitment horizon of generally ten years, which stems from
contractual agreements which bind PE/VC funds to their investors (such as pension funds, insurance
companies and banks).

50. On this basis, PE/VC funds should not be considered as short-term investors, which implies holding
periods of less than one year, as their average holding periods in investee companies is 4 years.

51. More concretely, PE/VC firms also distinguish themselves from short-term investors by the way they
manage their investments. Short-term investors take advantage of market trends but do not influence the
way the underlying companies operate. In particular, PE Buyout firms have an opposite strategy, which first
aims to improve the health of underlying companies in order to fully benefit from favourable market
developments.

52. Regarding PE Buyout firms, they increase the value of their investments through a combination of
three elements:

1. Better use of financial resources, notably through an appropriate use of debt

2. Improved company operations

3. Redesign and refocus of the corporate strategy

53. By acting on these three elements, PE Buyout firms enhance the growth potential of companies until
their value is fully recognised by other investors, who then want to become shareholders in the company
themselves:

— Better use of financial resources is implemented relatively quickly and the results show rapidly.

— Improving the operational quality of a company takes longer and therefore more time is needed
before the related benefits start to surface.

— Redesigning a company’s corporate strategy is a long-term endeavour, the outcome of which often
takes years to materialise.

54. Long holding periods apply to both SMEs and large companies. A recent study conducted in 2006
revealed that PE Buyout houses remained shareholders in their biggest companies for an average of 3.5
years34 .

34 Ernst & Young (2006), “How do European Private Equity Investors Create Value?”: http://www.ey.com/global/
download.nsf/Finland/Private Equity tutkimus/$file/
How%20do%20Private%20Equity%20investors%20create%20value.pdf
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55. Furthermore, the underlying economic strength of PE/VC-backed companies is also demonstrated
by their performance after PE Buyout firms have decided to sell them. A recent study showed that the share
price of companies that were originally supported by buyout houses outperformed other floated companies
by 11 percentage points three years after their IPO on a stock market 35.

56. Therefore, within this context and the important job-creating role of PE/VC across Europe, with the
PE/VC industry as a whole investing some ƒ50 billion into European companies in 2006 and at least the
same amount to be invested this year (including someƒ16 billion raised/invested for VC investments alone),
and with 93% of all companies financed by PE/VC firms by number having less than 500 employees36 , it is
arguable that PE/VC investments will have and are having a long-term positive eVect on the economy.

To what factors, including the current macroeconomic context and position in the economic cycle, is the current
rise of private equity attributable?

57. The growth of PE/VC can be attributed to a number of factors:

— Demographic pressures such as ageing populations in Europe and the need to secure risk-adjusted
premium returns over the longer term by suitable investors such as Pension Funds and Insurance
companies to meet their liabilities to their policyholders through prudent allocations to PE/VC;

— Generational change within European companies as ownership patterns change means that
particularity within a number of countries within continental Europe there are a range of existing
companies that require new leadership to continue;

— A benign economic environment with a period of low interest rates has facilitated PE/VC
investment; and

— The superior alignment of interests between PE/VC fund managers and company owners and
eVective oversight of the investee company by active, strategic investors who focus on value
creation over longer time horizons have helped to continue to generate superior returns, andwhich
have continued to attract investors.

What are the economic advantages and disadvantages of a firm being owned by private equity funds as opposed
to being publicly listed?

58. EVCAwould not draw such a distinctive comparison between the public and privatemarkets, as both
are complementary and serve to support diVerent types of companies at diVerent stages of their growth and
development.Moreover, specific legislation and PE/VC industry professional standards place reporting and
internal control processes requirements on a company, listed or otherwise.

59. When a PE/VC fund de-lists a company, it is part of a strategy to be able to strengthen it through
reorganisation, often diYcult to do under the quarterly earnings pressure of stock markets, and then to re-
list it once it is back in better shape.

60. The key reason for delisting a company is its undervaluation by stockmarkets, consequently, limiting
its potential for development and growth and going private becomes a preferred solution when:

— Shareholders do not get the reward for their investment and are likely to accept an oVer from
outside investors (PE/VC or other). In return, shareholders receive liquidity and a premium on the
share price, which is why they support delisting, and;

— The management of the undervalued company is limited in trying to develop the company. It is
diYcult to raise equity by issuing more shares given that interest from new investors is low and
that current shareholdings would be diluted. Additionally, the company cannot increase its debt
levels, as financial support from banks is unlikely.

61. Each year, PE/VC identifies a small number of undervalued companies for delisting. This should not
be seen as a way to deny existing shareholders value. Studies on UK and US pubic to private transactions
show that shareholders receive on average 45%more for their investment than what the market would have
given them before the buyout deal was announced37 . In the first 6 months of 2006, 10 companies were de-
listed by buyout houses, with ƒ23 billion paid to their existing shareholders.

35 Ritter R. J. (2006): “Some factoids about the 2005 IPO Market”: http://bear.cba.ufl.edu/ritter/work papers/
Some%20Factoids%20about%20the%202005%20IPO%20Market.pdf

36 Source: EVCA.
37 Wright M., Renneborg L., Simons T. and Scholes L. (2006): “Leveraged buyouts in the U.K. and continental Europe:
Retrospect and Prospect”, European Corporate Governance Institute (ECGI): http://papers.ssrn.com/sol3/
papers.cfm?abstract id%934939
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Public to Private Management Buyouts/Buyins (CE), 2000-2006 38

Year Number Number Value Value
(% of all deals) (EUR m) (% of all deals)

2000 20 4.0 6,203.7 17.2
2001 15 2.9 7,772.4 22.8
2002 13 2.3 6,676.1 15.6
2003 18 3.1 3,787.5 9.0
2004 11 1.8 8,124.9 16.1
2005 21 2.9 20,883.4 22.7
H1 2006 10 2.9 22,935.8 40.6

62. Finally, there are regulatory requirements that must be fulfilled to delist a company, namely a large
majority of shareholders are required to accept the sale of their shares at the oVer price. For the UK, 75%
of a company’s shares are required to re-register the target as a private company and 90% to “squeeze out”
minority shareholders39. Shareholders can also subsequently ask an independent investment bank to analyze
the oVer.

May 2007

Memorandum submitted by ALL3MEDIA

Executive Summary

— ALL3MEDIA welcomes the opportunity to submit evidence to the Treasury Select Committee
inquiry into private equity.

— One of the UK’s largest independent TV production groups, ALL3MEDIA was founded in 2003
when an experienced management team came together with Bridgepoint Capital (a private equity
firm) to acquire Chrysalis TV. Since then the company has expanded rapidly, growing organically
and through acquisition. In 2006 Bridgepoint sold its stake in ALL3MEDIA to Permira.

— Today the company has a turnover of over £215 million and employs over 1,000 people.

— ALL3MEDIA’s experience of private equity is extremely positive. The availability of private
equity finance was instrumental in the foundation and success of ALL3MEDIA, however, just as
important has been the high level of support given by the company’s private equity investors.

— ALL3MEDIA’s positive experience of the private equity model of ownership diVers
fundamentally frommuch of the negative rhetoric of recent months; the company’s private equity
investors have always placed an emphasis on the “long term” value of the business. Without the
involvement of private equity ALL3MEDIA would not be the British success story it is today.

Introduction

1. ALL3MEDIA is one of the UK’s largest independent TV production groups, owning 10 UK and
international TV production companies, covering all major programme genres, with particular strengths in
drama, entertainment, factual entertainment and sport.

2. ALL3MEDIA has produced of some of the UK’s best-known and successful programming including:
Hollyoaks (Channel 4); Castaway (BBC); Shameless (Channel 4); Midsomer Murders and Wild at Heart
(ITV); and Elizabeth I (Channel 4/HBO).

3. ALL3MEDIA was founded in 2003 when an experienced management team came together with
Bridgepoint Capital (a private equity firm) to acquire Chrysalis TV—the TV production business owned by
Chrysalis plc—in a £45 million deal. In September 2006, after three successful years with Bridgepoint
Capital, the Permira Funds acquired Bridgepoint’s stake inALL3MEDIA in a transactionwith a total value
of £320 million.

4. ALL3MEDIA has expanded rapidly, growing organically and through acquisition. At the time of the
company’s formation ALL3MEDIA had a turnover of approx. £90 million and employed around 330
members of staV. Today the company has a turnover of over £215 million and employs over 1000 people.

5. In March 2007 ALL3MEDIA was recognised by the Sunday Times as the UK’s best-managed
privately-owned firm and as the 4th fastest growing company under private ownership.

38 CMBOR/ Barclays Private Equity/ Deloitte (2006): “European Management Buyouts”: http://www.cmbor.org/
39 SJ Berwin (2007): “Public-to-private: An overview”: http://www.sjberwin.com/publication/
public to private an overview.html
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ALL3MEDIA’s experience of private equity investment

6. All3MEDIA’s experience of private equity is extremely positive—without private equity investment
ALL3MEDIA simply would not exist. The availability of private equity finance was instrumental in the
foundation and success of ALL3MEDIA, the management team could not have raised the necessary level
of finance any other way.However, just as important was the level of involvement fromBridgepoint Capital.
Bridgepoint worked in a genuine partnership with the ALL3MEDIA management to implement the
company’s strategy for growth particularly helping to manage a fast moving acquisition process.

7. The Bridgepoint team’s involvement was crucial during the numerous acquisitions that ALL3MEDIA
made in the company’s first three years. They had an almost constant presence at the ALL3MEDIA oYce
during the acquisition process and their long experience was crucial as new acquisitions were integrated into
the ALL3MEDIA portfolio.

8. When Bridgepoint sold its stake to Permira in 2006 it represented the natural conclusion of the first
stage of ALL3MEDIA’s life. Bridgepoint are specialists in growing small and mid-cap companies. Once
ALL3MEDIA had become established as a successful, stable and growing business, it was right for Permira,
which specialises in more mature companies, to invest. Permira now takes a more “hands oV” approach,
which suits the increasing experience of the ALL3MEDIA management team. Permira continues to be
extremely supportive of the management team’s plan for continuous, sustainable growth. In the first six
months of Permira’s investment ALL3MEDIA has already made a major acquisition in MME
MOVIEMENT, one of Germany’s leading independent production companies and will benefit in the future
from Permira’s international network.

9. ALL3MEDIA’s positive experience of the private equity model of ownership diVers fundamentally
from much of the negative rhetoric of recent months. ALL3MEDIA’s private equity investors have been
ideal partners for growth and investment—the emphasis has always been on enhancing the long term value
of the business.

10. In early 2003, changes to the regulations concerning ownership rights of content were implemented
with the aim of putting the independent production sector onto a more stable commercial footing.
Partnership with private equity allowed ALL3MEDIA to be “first oV the blocks” in taking advantage of a
changed regulatory environment designed to create a thriving and vibrant independent production sector.

11. ALL3MEDIA represents a British success story in an increasingly globalised sector. The
Government has identified the crucial role the creative industries have in securing the future competitiveness
of the UK economy. In making world leading and awarding winning drama, entertainment, factual
entertainment and sport, ALL3MEDIA is playing a key role in driving the growth of theUK creative sector;
ensuring high quality British programming dominates TV schedules in the UK, and across the world.

May 2007

Memorandum submitted by Hogg Robinson Group

Executive Summary

— Hogg Robinson Group plc (HRG) welcomes the opportunity to respond to the Treasury Select
Committee’s call for evidence as part of its inquiry into private equity.

— Hogg Robinson Group is an international corporate services company that for six years operated
under private equity ownership following a ƒ640 million investment by the Permira Europe II
fund. During this time the company carried out a successful restructuring of the business that saw
HRG refocus on its core corporate travel and related services.

— The fundsmade available by Permira allowedHRG to embark on amajor investment programme
and expand across Asia, Europe and North America.

— Hogg Robinson has since carried out a successful IPO and is now an established publicly listed
company.

— HRG’s experience of private equity ownership is wholly positive. Permira’s investment allowed
Hogg Robinson to thrive and grow.HRG believes that much of the recent commentary on private
equity misrepresents the experiences of companies under private equity ownership.

— Hogg Robinson endorses the support given to the private equity industry by the Chancellor of the
Exchequer and the Economic Secretary to the Treasury.

1. Hogg Robinson Group (HRG) is an international corporate services company that oVers travel
management and related services to clients throughout Asia, Europe and North America.

2. In 2000 HRG, which was then a publicly listed company, accepted an investment oVer from the
Permira Europe II private equity fund in a ƒ471 million transaction. In 2006 Hogg Robinson carried out
a successful initial public oVering on the London Stock Exchange.
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3. At the time of Permira’s investment Hogg Robinson was a group needing to quickly reinvent itself.
While public ownership had been beneficial in the past, the company had reached a point where fundamental
change was required for the business to thrive and grow. Changes in the travel services market caused by
the advent of the internet meant that the public markets were taking an increasingly sceptical view of Hogg
Robinson’s future. The company’s viewwas that the dramatic change needed would be diYcult to introduce
in a public market environment.

4. The Permira fund’s investment in Hogg Robinson represented a commitment by Permira to HRG’s
long term strategy, which was to dramatically restructure and build the business. The goal was to re-focus
on growing the core travel-services business with the aim of making Hogg Robinson one of the world’s
leading travel services groups.

5. The funds made available by Permira allowed the HRG management to embark on an ambitious
international expansion plan, underpinned by major investment in state-of-the-art ICT systems.

6. HRG now owns in 24 key “driver markets” throughout Asia Pacific, Europe and North America,
supported by a strong network of managed partners in a further 72 countries around the world.

7. During the six-year period of the Permira fund’s investment, Hogg Robinson went from being one of
many players in a fragmented travel services market, to being the leading European travel services firm and
one of the top three worldwide.

8. A key feature of the management’s strategy for the group was to re-list on the public market.
Throughout HRG’s time under private equity ownership, Permira supported the continuation of the
corporate governance practices that were in place when HRG was a publicly listed company. DiVering
models of ownership have not aVected Hogg Robinson’s commitment to fulfil the responsibility to be open
and transparent with investors.

9. Hogg Robinson’s current status as an established, publicly listed company reflects the continuing
success of the management team’s strategy. HRG is now enjoying the diVering benefits of a public listing.
HRG’s presence on the London Stock Exchange gives enhanced credibility and a higher public profile with
customers and the wider investment community.

10. HRG believes both public and private models of ownership oVer major and material benefits. While
the private equity model provided the ideal environment to change and grow, now that HRG is an
established, successful business, the public market is the right place for Hogg Robinson Group.

11. In our view much of the recent commentary on private equity misrepresents the experiences of
companies under private equity ownership. Hogg Robinson thrived during its period under private equity
ownership, becoming a leader in the corporate travel services industry, and a major success story for
British business.

12. Hogg Robinson endorses the support given to the private equity industry by the Chancellor of the
Exchequer and the Economic Secretary to the Treasury. HRG’s view is that the operation of private equity
benefits the UK economy by providing an alternative environment in which companies can change, grow
and succeed.

May 2007

Memorandum submitted by Permira Advisers LLP

Introduction

1. PermiraAdvisers LLPwelcomes the opportunity to contribute to the TreasuryCommittee inquiry into
private equity funds.

2. Permira is an international private equity firm. It has a staV of around 200 with operations in
Frankfurt, Guernsey, London, Luxembourg, Madrid, Milan, New York, Paris, Stockholm and Tokyo.

3. The Permira funds’ focus is on investing in large companies that are not fulfilling their potential and
would benefit from a period of private equity ownership. The value created in these businesses by the
changes eVected during this stage in their life—helping them to become stronger, more competitive and
sustainable—in turn generates the return for the funds’ investors.

4. Permira has raised and advised funds with a combined total of more than ƒ21 billion over the last 20
years. The most recent fund received commitments from more than 70 public and corporate pension funds,
more than 40 charities and endowments, more than 20 life insurance companies and eight governmental
development agencies. The fund has more than 30 million underlying pension fund beneficiaries, including
approximately one million current and former UK local authority employees. By geography, some 55% of
the capital committed to themost recent fund came fromEuropean institutions, 35% fromNorthAmerican,
8% from the Far East and 2% from the Middle East.
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5. Since 1985, the Permira funds have completed more than 180 private equity transactions. The Permira
funds are currently invested in around 30 portfolio companies based in Europe and the US and with
operations around the world. Examples include New Look, Gala Coral, Birds Eye, AA, All3Media and
Principal Hotels in the UK; SBS Broadcasting, Dinosol and Borsodchem in Continental Europe; and
Intelsat and Aearo Technologies in the US.

Is the current regulatory regime for private equity funds suitable?

6. In theUK, Permira is regulated by the Financial Services Authority (“FSA”) through its authorisation
of our regulated activities of investment advice and management.

7. The FSA’s discussion paper “Private equity: a discussion of risk and regulatory engagement” does
identify and attempt to assess the impact of some key risks for the private equity industry. Permira’s view
is that this paper represents a reasonable and balanced description of the private equity industry in the UK,
and in particular the risks inherent in the industry. As part of the consultation process, Permira has
commented on some of the key areas in the report. Permira agrees with the FSA’s own conclusion that its
current approach to supervision is broadly the correct approach.

Is there suYcient transparency on the activities, objectives and structure of private equity funds for all relevant
interested parties?

8. The recently appointed working group lead by Sir David Walker will review the transparency and
disclosure in the private equity industry in general, and how levels of disclosure could be improved. Permira
fully supports this initiative.

9. However, with regard to investors, Permira believes it communicates with a high level of transparency
and openness. There are specific and detailed requirements set out in the fund legals as to information which
the investors are entitled receive. In addition the investors in the Permira funds receive regular updates on
the activities and performance of both the investee companies and of the fund itself. There is an annual
meeting of the investors in each fund at which the performance of the fund is presented and discussed and
the investors receive annual audited accounts of the funds. In addition, each fund has an advisory board
composed of representatives of its largest investors.

10. Permira’s most recent fundraising lasted approximately six months. During this time investors were
able to meet all of Permira’s senior investment professionals, were able to submit detailed questionnaires
about all aspects of the firm, conduct detailed due diligence on the firm’s track record, as well as being able
to call on advice from highly sophisticated investment consultants. Our investors’ satisfaction with the
information they receive is reflected in the high rate of reinvestment in our funds; approximately 90% of the
investors by weight of capital in our first European fund, raised in 1997, reinvested in our most recent fund.

11. In the case of the other financiers of private equity-backed companies, such as the debt providers, we
believe that the disclosure is adequate and is dealt with in the very detailed information requirements set out
in the loan documentation.

Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

12. There is clear evidence that leverage levels have been increasing over the last few years. This has been
driven by a rise in the supply of debt from financial institutions and the improved economic environment.

13. However, Permira does not believe that these higher leverage levels should necessarily be regarded as
excessive. The appropriateness of leverage should be seen in the context of the ability of the business to
service the debt. Equally, at the same time as the leverage levels have been increasing, the cost of debt has
been falling.

14. Permira does not believe that there is any systemic risk from current levels of lending—the lending is
syndicated widely amongst a large number of banks and a vibrant institutional fund community, meaning
that individual company risk is widely distributed.We are focused in achieving the right balance between an
eYcient capital structure that is low cost and the financial flexibility for each company to grow and develop.

15. Permira agrees with the conclusion of the ECB’s recent report (“Large Banks and Private Equity-
Sponsored Leveraged Buy-Outs in the EU” April 2007) that the likelihood of LBO activity posing systemic
risks for the banking sector in the region appears remote.
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What are the eVects of the current corporate status of private equity funds, including both their domicile and
ownership structure?

16. Most private equity funds are established as limited partnerships. The key reasons for this are in
summary: firstly, to ensure that the investors in the funds have limited liability status so that their maximum
exposure to the fund is limited to the amount of their commitment; and, secondly, to ensure that the funds
are transparent for the purposes of tax. The investors in the fund are limited partners and take no part in
the management of the fund. The management of the fund is carried out by the general partner of the fund.

17. The investment by the Permira funds in a company has no eVect on the corporate status or domicile
of the investee company itself. After the investment has been made, the investee company and its
management will continue to be domiciled in the same place they were before the investment was made.

Is the current taxation regime for private equity funds and investee firms appropriate?

18. As mentioned above, many private equity funds are established as limited partnerships. From a
taxation perspective, these limited partnerships are fiscally transparent, which has the eVect that the
investors in the funds are taxed on their investment in the fund as if they had invested directly into each
investee company of the fund. This is important for investors such as pension funds and charities which are
taxed on a diVerent basis from companies and individuals and, for good reason, in many cases pay no tax
or lower rates of tax. For other investors who pay tax on a conventional basis, the fiscally transparent nature
of the partnership structures avoids their investment returns being taxed twice.

19. Private equity-backed companies are, and should continue to be, taxed on the same basis as other
companies.

20. On the particular issue on tax deductibility of interest, we agree with the recent comments by Ed Balls
MP, Economic Secretary to the Treasury:

“There is of course nothing specific to private equity in the tax deductibility of interest. Any kind
of company can claim it, and most quoted companies do. It is also the international norm—that
interest is in general treated as a business expense and deductible from taxable profits for
companies in any form of ownership.”

21. Accordingly we believe that the taxation of investee companies continues to be appropriate.

Are developments in the environment and structure of private equity aVecting investments in the long-term?

22. The Permira funds are structured to reflect the long-term nature of their investment activity. They are
closed-end funds that require the investors to commit their capital for 10 years. The first six years are
described as the investment period and the subsequent four years are described as the realisation period.
There is generally no significant recycling of the capital, reflecting the intention of making long-term
investments. The structure of the funds makes them one of the longest term sources of investment capital
in the market.

23. On average, the Permira funds are invested in their portfolio companies for approximately five years.
This compares with an average holding period for public market investors of around 12 months.

24. The length of holding period depends on the nature of the investment plan for the business in
question. In the case of Hogg Robinson, for example, the Permira funds held the business for more than six
years so as to be able to back themanagement in eVecting a complex transformation and repositioning of the
company. This involved separating the travel management business from the back oYce services business;
building a strong presence in the firm’s key markets of North America, continental Europe and South East
Asia both organically and by acquisition; expanding its activities in the US; designing, building and
implementing a new IT system that would allow it to fulfil international travel planning demands; and
eventually listing the company on the London Stock Exchange.

25. The length of investment period also allows the Permira funds to back substantial and challenging
capital expenditure investment programs. In mobile satellite business Inmarsat, for example, the Permira
funds along with a partner supported a $1.5 billion investment program culminating in the launch of new
satellites. In one of the Permira funds’ most recent investments, the Hungarian chemicals business
Borsodchem, the core of the investment thesis is built around a ƒ500 million capital expenditure program
that will considerably increase the firm’s production capacity.

26. Developments in the industry, such as growing fund sizes or deepening credit markets, have not
aVected our fundamental long-term perspective on the investments the Permira funds make; the
developments have not had any bearing on the speed with which change can be successfully implemented
in a business.
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To what factors, including the macroeconomic context and position in the economic cycle, is the current rise of
private equity attributable?

27. In Permira’s view, the recent rise in the scale of private equity activity is attributable to both supply
side and demand side drivers.

28. On the supply side, there has been a big increase in the appetite among institutional investors globally
for investment in private equity. The highly positive experience of longstanding investors such as pension
funds of the strong performance produced by the asset class has been reflected both in the increases in
fundraising and the increases in allocations. This has been supplemented by an expansion in debt markets,
with the eVect of making it possible to structure larger transactions than in the past.

29. On the demand side, there have been a number of important long-term drivers that have combined
to provide productive investment opportunities for private equity firms. In the first instance, private equity
has shown itself to be a capable part of mainstream merger and acquisition activity that can support the
ongoing process of corporate deconglomeration. Private equity buyers have the preparedness to take on
business challenges, such as turning around underperforming or unfocused companies, which many other
businesses lack.

30. Similarly, private equity is equipped to play a role in distressed business situations and in helping
disentangle family and succession issues where other sources of finance are not relevant. This has created a
number of our recent investment opportunities. For example, the Permira funds invested in the heavily loss-
making German pay-TV business Premiere, helping to dramatically turn around its performance and
restore it to profitability.

31. Furthermore, European integration, globalisation and the speed of technological change have
intensified competitive pressures on business. This, in turn, has expanded the demand for the sort of long-
term investment and support provided by private equity. In eVect, private equity firms are specialists in
helping businesses through diYcult periods of profound change.

What are the economic advantages and disadvantages of a firm being owned by private equity funds as opposed
to being publicly listed?

32. Private equity benefits the UK economy by building strong, sustainable and fast-growing businesses.

33. Permira believes that the key feature of private equity that makes it a positive agent for change is the
attractive form of governance that it represents, particularly in comparison with public markets. It oVers:

— Shortened lines of communication between shareholders and managers.

— The ability to implement major change programmes and long-term strategic initiatives away from
the shorter-term pressures imposed by public markets.

— Easier access to further funding.

— Close alignment of interest between active owners and highly incentivised management.

34. Permira has repeatedly demonstrated its value as a catalyst for positive change in businesses and
industries going through periods of rapid transformation. This is relevant both for businesses that have been
publicly listed and for those that have been part of a larger conglomerate or privately run.

35. In the media sector, for example, where technological change is having a major impact on business
models, the Permira funds have invested in companies such as Premiere and Prosiebensat1 inGermany, and
SBS Broadcasting in the Netherlands. In the telecommunications sector, similarly impacted by
technological change, the Permira funds have backed Inmarsat in the UK, Intelsat in the US, and debitel
in Germany.

36. In the consumer sector, where changing patterns of consumer spending and customer expectations
have created substantial pressures on established businesses, the Permira funds have invested in Homebase
and Birds Eye in theUK, Cortefiel, Dinosol and Telepizza in Spain, and a number of others in related areas.
The common theme across all these sectors has been the pressure they felt from forces of change, whether
international competition, technology or shifting consumer behaviour.

37. Permira believes that it has also demonstrated its value in backing businesses that are positioned to
grow very rapidly, either organically or by acquisition. Recent examples include fashion retailer New Look,
which has opened a million square feet of new retail space and created more than 3,000 new jobs since
acquisition; budget hotel chain Travelodge, which opened 104 new hotels and created more than 2,000 new
jobs under the Permira funds’ ownership; bingo businessGala, which the Permira funds and partners backed
in its acquisition of bookmaker Coral to create one of Europe’s leading gaming businesses and one of the
UK’s largest private companies that now employs more than 18,000 people; and Italian boat builder
Ferretti, which was backed by the Permira funds in making more than ten acquisitions to become a world-
leading luxury boat businesses.

May 2007
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Memorandum submitted by SVG Capital plc

The regulatory environment

1. Is the current regulatory regime for private equity funds suitable?

1.1 In its latest Discussion Paper40 the FSA considers the current regulatory treatment of private equity
to be suYcient and appropriate. With regards to investors in private equity funds we believe the current
regulatory regime reflects the unique nature of access to this asset class. The best protection for investors in
private equity funds is through careful due diligence of the GPs and the capability to closely follow
developments in themarket. Thus whilemany individuals have indirect exposure to private equity, the funds
themselves are only open to sophisticated market participants like insurance companies, large or specialized
asset managers and pension funds.

2. Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

2.1 We believe there is suYcient transparency in private equity to apply the due diligence which is
essential to the private equity model. GPs have a substantial interest in giving suYcient access for LPs to
carry out their diligence. Were a fund not to give suYcient access and transparency we would find it diYcult
to approve such an investment to our portfolios.

2.2 Somemembers of our group represent publicly listed structures that invest in private equity and have
a clearly defined transparency and governance structure for end investors and the public. This structure
yields considerable value for our investors.

2.3 The growth of private equity has brought requests from other stakeholders such as employees,
pension trustees and unions for improved transparency. Private equity’s strength as a model lies in its long-
term vision for creating value and motivating parties to achieve that vision in portfolio companies. As the
end investors in these companies it is in our long-term interests to ensure that all of the stakeholders have
suYcient transparency.

2.4 We therefore strongly support theWalker Commission’s eVorts to define a voluntary code of conduct
on transparency for private equity firms. We believe these eVorts will go a long way towards meeting the
interests and demands of the stakeholders described above.

2.5 Transparency at the regulatory level has been well-addressed by the FSA in its recent discussion
paper. The FSA seeks to maintain a balance between the regulation of private and public markets. It
emphasizes the need to consider the eYciency and proportionality of proposed regulation. The paper also
makes clear that the risks presented by public equity are relatively low and that the FSA’s interests mainly
involve monitoring. We support this view and would be pleased to consider any proposals which sought to
improve the FSA’s ability to monitor the industry.

3. Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

3.1 There have been several pronounced cyclical trends in the average credit statistics41 for LBOs during
the last market cycle between 2000 and 2006. Average debt levels as a multiple of EBITDA have risen (from
4.4x to 5.5x) but senior interest coverage levels are broadly the same (from 3.5x to 3.4x). Higher debt levels
have supported higher purchase prices as a multiple of EBITDA (rising 20% including fees) but the average
equity contributed to those deals has risen 15% as well indicating only a small increase in gearing levels.

3.2 These averages cover a large, diverse and rapidly growing market (Europe—ƒ30 billion in 2003 to
ƒ116 billion in 2006). Metrics for individual deals vary widely, and it is possible some current deals have
leverage which is higher than can be supported by fundamentals. Evaluating appropriate leverage levels is
highly dependent on the specifics of company and industry-level circumstances. As investors, leverage levels
are something that concern us and we monitor them carefully. However, we believe company management
and GPs are best at matching the knowledge of a firm’s operating risks and its choice of financial structure.

3.3 Managers exercise considerable care with regards to business cycles when choosing investments.
Particular attention is paid to the cover of free cash flows over interest payments and the stability or risks
to these coverage levels. A further restraint on unwarranted leverage is that investors in the debt of private
equity-owned companies are able to exercise extensive diligence and reviews of the operating company as
compared to those who invest in public companies. In our view the LBO-sponsored companies are
particularly well placed for changes in economic conditions as these companies are chosen for the resiliency
of their cash flows irrespective of the operating environment.

40 “Private equity: a discussion of risk and regulatory engagement”, Newsletter 06/6, November 2006. FSA.
41 Source: Statistics in section 3 are provided by S&P Leveraged Loan Commentary and Data unless noted otherwise.
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4. What are the eVects of the current corporate status of private equity funds, including both their domicile and
ownership structure?

4.1 The partnership ownership structure is time-tested and has evolved because of its suitability for
private equity techniques. The structure allows LPs to invest over long-term horizons while providing
significant flexibility for GPs in investment selection while encouraging management to focus on corporate
strategy rather than day to day share prices. This structure has proven to be beneficial for investors in
maximizing their returns while limiting exposure to their original commitment.

4.2 From the investors’ perspective the domicile does not play a significant role in our investment
decision-making process.

Taxation

5. Is the current taxation regime for private equity funds and investee firms appropriate?

5.1 Private equity funds operated as limited partnerships are tax transparent for end investors. This
treatment is appropriate as investors are liable for tax on capital gains or income they receive and should
not be double taxed. Thus investors pay tax rates consistent with their own tax status whether as individuals,
pension funds, or companies. This means that the tax status of private equity is not preferential to other
forms of ownership.

5.2 The treatment of tax deductibility of interest on borrowing for investee firms has received much
attention recently. It should be noted that the tax treatment of these payments is the same as for listed
companies or other privately-held companies and is not preferential for private equity owners. The benefits
of deducting interest as an expense for corporate investment has an important eVect on companies
underlying cost of capital. Restricting this benefit would increase the cost of capital, lower investment and
would thereby aVect long-run productivity performance.

5.3 Public pension funds are a significant beneficiary of private equity performance. They are the largest
UK source for commitments to UK private equity funds in 2005 (£1.5 billion)42. Changing the rules for
interest tax deductibility could negatively impact returns for these funds.

The economic context

6. Are developments in the environment and structure of private equity aVecting investments in the long-term?

6.1 The benefits of private equity to productivity and economic competitiveness are considerable.
Successful private equity investment requires improved performance at the operating company level. This
improvement takes place through the reallocation of corporate resources, a refocused strategy and/or
improvements of operational fundamentals. Thus through the successful practice of private equity the
economy as a whole sees improved performance and productivity.

7. To what factors, including the current macroeconomic context and position in the economic cycle, is the
current rise of private equity attributable?

7.1 Over the last four years the growth in commitments to private equity (fromƒ29 billion toƒ90 billion)
and investments by private equity funds in Europe (from ƒ27 billion to ƒ50 billion) has been strong43. This
growth has been driven by improvements in the business cycle and a secular fall in credit risk premiums for
corporate borrowing. Both the private equity-driven LBO market and the public market for M&A has
benefited significantly from these trends.

7.2 Fund-raising for private equity funds has followed the broad success of private equity managers in
generating returns. High returns, (both realised and unrealised) over the last five years have encouraged
existing investors to increase commitments to later funds, while outperformance of other asset classes has
encouraged new investors, whose allocation to private equity has been historically low, to increase their
exposure.

8. What are the economic advantages and disadvantages of a firm being owned by private equity funds as
opposed to being publicly listed?

8.1 Private equity ownership benefits firms through an alignment of incentives between ownership and
management and gives them the time to deploy multi-year strategies. Carrying out a unified and focussed
strategy allowsmanagement to create long-term valuewithin the company.Under private equity ownership,
management can focus on the business and does not need to respond to share-price volatility. Driving this
value creation strategy is fundamental to providing a successful exit for investors. The private equity

42 Source: BVCA.
43 Source: EVCA/ Thomson Financial/ PricewaterhouseCoopers.



3740501015 Page Type [E] 17-08-07 23:33:22 Pag Table: COENEW PPSysB Unit: PAG3

Ev 136 Treasury Committee: Evidence

structure brings together these incentive structures with a long-term investment horizon. The combination
of these attributes gives the private equity portfolio companies the freedom to execute bold strategies, to
uncover operational eYciencies or to change direction within a maturing industry.

8.2 The disadvantage of private equity is that the partnership life is limited usually to between 10 and 12
years. This limited life requires that private equity funds dispose of investee firms during this period
regardless of their future growth potential.

May 2007

Memorandum submitted by the Association of British Insurers (ABI)

Introduction

1.1 This document is the response of the Association of British Insurers (ABI) to the Treasury
Committee’s invitation to submit evidence to its inquiry on private equity. ABI members as institutional
investors have around £1.3 trillion of funds under management which includes around 20% of UK-listed
equities plus substantial other investments in UK financial assets including fixed interest stocks and
investments in unquoted companies.

1.2 Our Association is pleased to have the opportunity to comment. The subject matter of this inquiry
has become very topical and we are pleased that the Committee has instigated its inquiry. It is important
that there should be a balanced debate on a subject that is of considerable importance, in a narrow sense,
to investors and to the financial markets and, in a broader sense, to theUK economic system including those
that are employed within it. Insurance companies themselves are investors in private equity as well as
investing on behalf of third party clients. Some have an established presence in the sector as fund of funds
providers. Our response seeks to reflect these various interests and perspectives.

Executive Summary

2.1 Our Association has a strong interest in ensuring that investment in UK business is successful and
value creating. Within this overall objective private equity has an important role to play. Notions that
private equity should have its activities circumscribed or that the remuneration of those operating in this
sector should be regulated are misplaced. It is, however, important that the sector should operate on a level
playing field with the rest of the investment industry. We believe that eVective tax treatment is the one area
in which private equity may derive an undue advantage, that this highlights the imbalance of treatment of
debt and equity finance, and that this should be addressed.

2.2 It is right that private equity should be transparent in its dealings and activities but it must be
recognised that a lesser level of transparency in respect of businesses not owned by quoted companies is the
natural state of aVairs. As private equity increasingly assumes ownership of larger businesses it will find
expectations regarding transparency will increase.

2.3 The Financial Services Authority has already undertaken consultation on the regulation of private
equity and we support both their recognition that there are a number of matters of concern that merit their
thought and attention but that disproportionate regulatory intervention should be avoided. The interplay
between private equity and the quoted equity markets does also create the potential for conflicts of interest
that must be carefully managed by company boards of listed companies on behalf of their shareholders.

General Comments

3.1 The ABI and its members believe that the existence of the private equity sector, or something like it,
is a necessary part of any open and eYcient modern market economy which needs accurate pricing of assets
and businesses in order to achieve eYcient allocation of resources. However, it also brings challenges, such
as the conflicts of interest faced by boards of companies in considering private equity buy-out proposals
where the existing management, often including executive directors, will be retained by the private equity
financier. Such conflicts need to be dealt with and in most cases are.

3.2 Of greater concern would be if there were any distortions that gave an unwarranted advantage to
private equity compared to the quoted equity market and its investors. We consider that the unlevel playing
field between debt and equity finance does constitute such a distortion and provides the most obvious
grounds for a public interest concern in the scale of activity of private equity structures for the ownership
of UK businesses. This apart, there are relatively few grounds for concern.

3.3 Considerable comment has been made about the business methods and consequences that are
characteristic of private equity ownership. However, the evidence is mixed. On the one hand there is plenty
of evidence that private equity can grow businesses and create employment as well as take decisions, quite
likely the right ones, to restructure businesses and sell oV assets to realise value for investors and to recycle
capital so that it may be more eYciently employed elsewhere in the economy. This will benefit national



3740501016 Page Type [O] 17-08-07 23:33:22 Pag Table: COENEW PPSysB Unit: PAG3

Treasury Committee: Evidence Ev 137

economic performance and create sustainable and remunerative employment as well as improving returns
in the value of funds that savers and pension fund members are invested in. On the other hand, underlying
performance of private equity appears to be far from uniform. More understanding is needed to enable
definitive judgments to be made on the ability of the sector, and those operating within it, to create value
consistently.

3.4 Investors in both the quoted and private equity markets are aiming tomaximise creation of long-term
shareholder value. In practice, time horizons are relevant. Private equity may have a more definite need to
realise the value of investment over the medium term or to generate cash over the short term. On the other
hand, the businesses concerned will be more insulated from shorter-term influences that are relevant to
quoted companies and which are an inescapable characteristic of the operation of markets which in turn
confer the considerable benefits of liquidity to investors and confidence in respect of the valuations of their
investments.

Specific Comments

The regulatory environment

Q1. Is the current regulatory regime for private equity funds suitable?

The publication last year by the FSA of its discussion paper (DP06/6) was a commendable response to
the growing view that the regulatory regime for private equity needed, at least, to be properly considered.
One particular area of concern they identified was unclear ownership of economic risk. We said, in
responding to the discussion paper, that it was a useful and comprehensive study and balanced in its analysis
and conclusions and demonstrated, both as regards risks within the sector and the impact that the sector
has on other parts of the financial system including the public equitymarket, that there are sound reasons for
the FSA to take a close interest. However, we fully support the aim of avoiding disproportionate regulatory
intervention.

Q2. Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

It is also essential, though, that private equity should operate, and be seen to operate, on a level playing
field. This is important to investors in the public equity market and to those on whose behalf they invest,
but there is also a growing public interest as businesses owned by private equity increase their share of output
and employment within the UK economy. By its very nature the private equity sector will place less
information in the public domain than will be the case for those corporate actors participating in the public
investment markets. This is natural and it should not be assumed that participants in private equity have
an inherent desire to be secretive and achieve some kind of advantage in being so. This should not, however,
be used as a justification for inadequate transparency, in particular where eYciency of the markets requires
an appropriate level of transparency such as where buy-out proposals for quoted companies are in prospect.

Q3. Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

One other important feature of private equity is that levels of leverage are higher than would be
appropriate within the public equity markets where a greater level of predictability as to financial
sustainability of a company from its own resources is necessary. Where diYculties arise remedial action can
be more easily be taken in private businesses, such as through refinancings, assets sales or other disposals.
Care must be taken in making assertions that private equity is overly or excessively leveraged as views about
the appropriate balance between debt and equity are, at least in part, subjective whilst, for the private equity
class as a whole, the balance will in fact reflect the overall preferences of market participants. Nevertheless,
it is likely that leverage levels are higher than would be expected were it not for imbalance between the
relative fiscal advantages of debt and equity finance.We also suspect that unclear exposure to economic risk,
identified by the FSA, will be particularly relevant to the markets in private equity debt and derivatives
thereof.

Q4. What are the eVects of the current corporate status of private equity funds, including both their domicile
and ownership structure?

The complex nature of corporate structures in private equity does raise concerns that these have more to
do with claiming tax or regulatory advantage rather than contributing to economic eYciency. In general we
believe that clear capital and ownership structures make it easier for market participants to understand the
business and its financial prospects, thus creating rather than reducing investment value.
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Taxation

Q5. Is the current taxation regime for private equity funds and investee firms appropriate?

The tax advantages of debt finance over equity are material and have grown. This has created an unlevel
playing field which the private equity sector can take advantage of. It would, though, be wrong for it to be
penalised on this account. Rather, a more fundamental reappraisal is needed of how the tax system can
ensure an appropriate balance in the treatment of debt and equity finance, for the benefit of all investors.
There has been discussion about the extent to which anti-avoidance arrangements should be used in the tax
system to prevent excessive use of debt where the reality is that a corporate entity requires genuinely
committed equity capital. However, the more enlightened approach should be to consider why debt finance
should enjoy particular tax advantages compared to equity, or vice versa, and to reassess whether some
degree of convergence should not be sought. The introduction of the dividend imputation system in the
1970s achieved much in this regard but the eVect of more recent changes has lost some of the advances that
were made then.

The economic context

Q6. Are developments in the environment and structure of private equity aVecting investments in the long-term?

There is no reason in principle why businesses in private equity ownership should be run in a manner that
reflects a diVerent focus on long term versus short-term benefits to the business and its owners than would
be the case for quoted companies. In the quoted sector, institutions may sell part of their shareholdings in
companies but their core holdings in companies may remain for many years, often far longer than the time
horizons of investment decisions within the business and generally far longer than individual directors serve
on the boards of companies. However, the decisions of institutional investors to buy, sell, hold or avoid will
always be made with reference to their assessment of long-term prospects as compared to the assessment of
other market participants. Private equity funds, by contrast, will generally work to definite time horizons
with the intention that a business be restructured or transformed creating value prior to exit by the private
equity fund. There is, however, a legitimate concern that risky financing structures with high levels of debt
make the ability to realise cash through asset disposals more important creating a bias toward ineYcient
economic decision-making for the longer term, but which is made good by the tax benefits of high levels of
debt finance at the start.

Q7. To what factors, including the current macroeconomic context and position in the economic cycle, is the
current rise of private equity attributable?

There is no simple explanation in economic conditions for the rise in private equity ownership of UK
businesses. Rising stock market valuation levels during the middle part of this decade have not deterred
private equity from acquiring quoted companies, indeed quite the reverse. Benign economic conditions
coupled to low costs of debt finance could be said to have made it possible for private equity to grow in the
way it has but does not fully explain why it should have done so. A shift in the emphasis of institutional
investors, in particular pension funds, in response to regulatory pressures for risk-averse investment in low
yielding matching assets whilst being encouraged at the margin to seek high absolute returns from
investments in alternative asset classes such as private equity have probably had a significant impact.

Q8. What are the economic advantages and disadvantages of a firm being owned by private equity funds as
opposed to being publicly listed?

For a business to exist in the quoted sector brings both advantages and disadvantages. The balance of
advantage will vary according to the circumstances and across time. Valuation levels in the listed market
must, in practice, relate in some fashion to the availability of investment capital from participants in the
listed equity market. If private equity funds have large amounts of capital at their disposal whilst
mainstream investors have limited fresh funds available it is inevitable that some migration of businesses
from market investor to private equity ownership will take place. This represents the healthy operation of
market forces. For most large scale businesses, listed equity status would until recently have been regarded
as mandatory with the levels of transparency appropriate for the information needs of the market and
investor protection also suiting the level of transparency appropriate to a large public interest business.
Large organisations that were privately owned were the exception to the rule but in these cases, special
circumstances would often apply and employees and other ‘stakeholders’ might feel they gained as much if
not more from the special culture of those entities as they lost through lack of public transparency. We
recognise that there will always be merit for some corporate business entities in existing outside the more
closely regulated listed sector. It is important that the private equity sector can play to its strengths in helping
to facilitate this.

May 2007
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Memorandum submitted by the London Investment Banking Association

We are writing in response to the invitation of the Treasury Committee to submit written evidence in
respect of the Committee’s inquiry into Private Equity Funds. You may know that LIBA is the trade
association for investment banks with operations in London. Its objective is to ensure that London
continues to be an attractive location for the conduct of international investment banking business. A list
of our members is attached (and is also available on our website: www.liba.org.uk)

The private equity sector has attracted very substantial public interest recently due to the sector’s marked
growth over the last few years. The usage of significant leverage to acquire public companies has occurred
at a time when the pace of globalisation is perceived as accelerating and the outsourcing of jobs
internationally is causing concern. Huge sums of cash and large numbers of high profile business leaders
and advisors are being attracted into the private equity sector. There is concern regarding the relative opacity
of the inner workings of private equity funds and private equity investor companies when compared to
public companies.

The FSA’sDiscussion Paper 06/06 onPrivate Equity did a very thorough job of identifying and describing
the risks inherent in the private equity sector. The DP did not quantify the individual risks but did conclude
that there is not now any crisis posed by the increased level of high leverage financing or any other risks
discussed in the DP. The cited risks are present in every investment sector. They are not unique to private
equity funds.

The FSA concluded that the regulatory framework in the UK facing the private equity sector is eVective,
proportionate and adequately resourced. We strongly agree with this conclusion and with the proposed
future actions by the FSA to periodically obtain information concerning the sector. As we understand their
proposal, the FSA will maintain its regulatory posture but will monitor developments in the sector and
assess their regulatory posture from time to time, if it is deemed necessary.

While the FSA DP added much to the public understanding of private equity, it may also have
inadvertently added to public concerns. A less informed reader of the DP could form the view that the
private equity sector is ensconced in a regulatory vacuum. This would be a very inaccurate and unduly
alarmist view. In fact, the most important activities of private equity funds and investee companies are
regulated ie IPOs, secondary oVerings, takeovers, schemes of arrangement, public company board decisions
and duties, and decisions by private companies aVecting employment and the situs of business.

The Regulatory Environment

A. Is the current regulatory regime for private equity funds suitable?

At present the important activities of private equity funds are regulated and governed by the same
regulators and statutes which regulate other financial sectors in the UK—by the FSA, the Takeover Panel,
the Takeover Code, FSMA, and the Statutory Instrument 2004 No 3426 (Informing Consulting Employees
Regulation) to name the most important. While there is no regulatory structure which has been established
specifically to regulate private equity funds, it would be misleading and grossly inaccurate to say that the
sector finds itself in a regulatory vacuum.

A brief reference to the more important activities of the sector will reflect the regulation facing the sector:

1. Takeovers/mergers in theUK—The takeover process in theUK is governed by the Takeover Code
and is overseen by the Takeover Panel which is now authorised by statute and which has
enforcement powers. Very importantly the Takeover Code aims at identifying and avoiding
conflicts of interests and at comprehensive disclosure; and its principle goal is to protect the rights
of the shareholders of target companies.

2. It is important to note that the Takeover Code requires the board of a target (oVeree) company
to obtain the advice of an independent advisor on the merits of any oVers which must be
communicated to shareholders along with the target company’s board view of the oVer (its
recommendation to shareholders).

3. Under Takeover CodeRule 24.1 the oVerormust issue an oVer document which inter alia discloses
its intentions regarding the future business of the company, its strategic plans for the oVeree
company and their likely repercussions on employment and the locations of its places of business,
and its intentions with regard to the continued employment of its employees and management,
including any material change in the conditions of employment.

4. The board of the oVeree company (the target) must circulate to shareholders its recommendation
on inter alia the eVects of implementation of the oVer on all the company’s interests as well as its
views of the likely repercussions of the oVeror’s strategic plans on employment and the location
of the oVeree’s business. This opinion must be made available to the representatives of employees
or to employees, if the target has more than 100 employees (more than 50 from April 08) and if
the employees and the company have so arranged under applicable regulations giving eVect to the
EU Directive on Informing/Consulting Employees. Thus, the public concern about surreptitious
actions damaging employment has been addressed, especially since any failure to meet the



3740501017 Page Type [E] 17-08-07 23:33:22 Pag Table: COENEW PPSysB Unit: PAG3

Ev 140 Treasury Committee: Evidence

Takeover Code’s rules re the oVer documentation may be subject to criminal action in the UK by
reason of new provisions introduced by the Company Law Act 2006 (which exists in no other EU
Member State).

5. Rule 25.1 of the Takeover Code also requires the oVeree company to disclose and explain any
conflicts of interest of its directors in the oVeree’s circular to shareholders in response to an oVer.
This should clarify whether any director will have a continuing role in the proposed structure. Rule
25.4 requires an oVeree’s board to disclose directors’ service contracts.

6. Once a public company has been taken private, it will be required under the Informing Consulting
Employees Regulation to deal appropriately with the employees or their representatives
concerning matters and events which are or may impact on employment or the nature of employee
contracts, including relevant sales of subsidiaries, businesses, or premises and including material
changes in trading results, provided that the necessary structure has been established by the
employees or the company.

7. When a company is the subject of a public oVering, the prospectus rules will apply including
extensive disclosure requirements.

B. Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

In our view, there is very adequate transparency with respect to the activities of private equity funds as
is detailed in the discussion above. This is quite important, since it is the activities of funds which should be
the most important focus of regulation as is the case in every other sector of the economy. Generally, it is
not the role of the regulator to pass judgement on the objectives of an enterprise so long as they are lawful.
The lawfulness of the objectives of an enterprise soon becomes apparent from its activities. There is no
suggestion that the objectives of any private equity fund are in any way unlawful.

With respect to the objectives and structure of the private equity funds, however, there is a common
perception that there is a need for regulators and market participants to have more information to enable
the regulators and market in general to understand market developments. The regulators would use the
additional information to anticipate increasing prudential risks which might develop, and market
participants would use the additional information to better understand how and why markets are
developing in particular ways over time. The FSA’s proposal to expand its Alternative Investment Centre
to cover the private equity sector and to periodically survey activities with the cooperation of the sector thus
makes sense. Likewise, the market-led eVort under Sir David Walker to find useful ways to improve
information available to market participants in a way which will not inhibit unnecessarily the activities of
the sector participants or their flexibility is a very positive development which will likely maximise the over-
all benefit the market in general.

Lenders to a fund or to an investee company of a fund should now be in a position to obtain necessary
information concerning the objectives and structure of a borrower where that is required to assess
creditworthiness. To the extent that such risks are securitised and passed to the market in the form of
leveraged debt instruments, the holders of the debt instruments must have fair access to information
concerning the ultimate debtor’s financial posture eg financial or trading events aVecting solvency. The FSA
has identified the opacity of ownership of default risk as a potential problem, and we have proposed that
means be found to encourage the timely flow of information from the issuer to the holders especially where
there is no privity between the borrower and the holder of the debt instrument.

C. Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

We agree with the FSA’s findings that there has been an increase in leveraged transactions and in their
respective ratios of loan to equity which is notable but not problematic at this point ie there is not a systemic
overhang which needs an external solution. The FSA found that there may be a higher level of risk of a
default by an investee company due to the higher leverage employed in the sector, but that risk has been
largely dispersed away from the financial institutions to investors which are able to assess risks as
institutional investors. Thus, there is limited risk of a systemic failure or crisis.

Financial institutions do have means to hedge their risks such as those inherent in leveraged debt. They
may use credit derivatives which may or may not require the delivery of an underlying debt instrument at
settlement. However, there have been backlogs and other diYculties in the clearing and settlement of
transactions in these markets which have been the subject of regulatory notice and actions. It has been
underscored that in the case of a default involving leveraged debt, the problems of backlog in credit
derivative transactions will be exacerbated and will complicate creditor work-outs.Market participants and
the FSA have already significantly reduced delinquency in clearing/settlement of credit derivatives and are
working together to establish a market-led initiative to address clearing and settlement issues in the context
of a default.
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D. What are the eVects of the current corporate status of private equity funds, including both their domicile
and ownership structure?

We oVer no comment at this time.

Taxation

A. Is the current taxation regime for private equity funds and investee firms appropriate?

The private equity sector does not enjoy any tax concessions which are not available to other corporate
entities in other sectors and routinely used by them. Since there is no unfair advantage enjoyed by the private
equity sector, we are not aware of any compelling argument to change the tax treatment of interest for that
sector or any other. Of course, there are diVerences in the tax treatment of dividends paid by a company as
compared to interest paid by a company. But the same financing options are available to all corporate
entities.

The economic context

A. Are developments in the environment and structure of private equity aVecting investments in the long-term.

Private equity makes an important contribution to increased market eYciency, liquidity, and to the
restructuring of underperforming companies in the long term. Private equity players are generally long term
holders of companies and align their interests closely with the managements of their investee companies.
They have fostered innovationwhich has resulted in improved products and services, and their restructuring
eVorts have frequently created sustainable jobs. Their enhanced returns over the long term benefit their
investors which in the UK include pension and insurance funds.

We do not believe that the expansion of the private equity sector will undermine the public company
sector as an investment market because investors will not find it suitable or comfortable to place all or most
investible funds in the sector. Moreover other macroeconomic factors will come into play over time which
will challenge the current model eg a rise in interest rates.

B. To what factors, including the current macroeconomic context and position in the economic cycle, is the
current rise of private equity attributable?

The abundance of capital at very reasonable cost coupled with investors’ need for higher returns through
alternative investment strategies are strong contributors to the growth in the private equity sector.

C. What are the economic advantages and disadvantages of a firm being owned by private equity funds as
opposed to being publicly listed?

Advantages:

1. Private equity firms are professional shareholders who ensure that corporate assets are being used
in the most eYcient manner through their stewardship.

2. Private equity firms have a longer term perspective than institutional investors in the public
markets with an average holding period of 3–6 years for private equity funds as compared to
12–18 months.

3. Private equity funds are able to align corporate strategy more closely with shareholder objectives
and interests because they are clearer and more defined.

4. Private equity firms invest heavily in due diligence before acquiring a company and, after
acquisition, invest heavily in training and development consistent with their strategic objectives
which have been honed during the pre-acquisition stage.

5. Private equity funds will often inject very accomplished senior managers and director into their
investee companies to propel success.

6. Decision making by investee companies will likely be simpler and more flexible without the need
to achieve buy-in by a diverse shareholder base.

7. Administrative burdens will also be diminished by virtue of private company status.

Disadvantages:

1. There may be diYculties in changing/merging personnel and cultures.

2. Important suppliers and customers/clients may find reasons to change or cease relationships.

3. Key employees may become unavailable.

4. Highly leveraged debt may eventually threaten successful exit.
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In concluding, we take the view that the private equity sector is a very healthy factor in ourmarket system
which should be allowed to prosper as market forces may determine. Certainly there is a need for the sector
to provide further public transparency consistent with a balanced assessment of the public need and the
sector’s business model. That eVort should be market-led as is now the case. Regulators should continue
their proportionate approach to the sector.

We have attached our response to the FSA Discussion Paper 06/06 which you may find useful.

Thank you very much for aVording our members an opportunity to contribute to your review.

May 2007

Memorandum submitted by the Share Centre

Summary

Key to The Share Centre’s ethos is the power of ordinary share holders to hold bodies in which they have
invested to account. We believe that active share holders make a fundamental contribution to encouraging
corporate governance, and it is in the long term interest of the UK to foster an environment to this end. This
paper therefore encourages the Treasury Select Committee to examine the long term impact of private equity
on shareholder democracy.

Businesses need to be held accountable for the employment, goods and services they provide, the
pensions, benefits and taxes they pay, the regulations they observe and the innovation they drive. Their
power to shape society by these means must be held widely accountable to prevent a schism between wealth
creation and wealth distribution. This accountability is delivered through share ownership.

Ownership brings responsibility. As responsible society is therefore a share-owning society. To foster and
encourage share ownership we recommend:

— Giving private equity firms an incentive for going public, so that ordinary people can participate.

— Seeking international agreement on maintaining a high percentage of public ownership.

— Abolishing stamp duty on share purchases in the public secondary market.

— Creating a level fiscal playing field for shareholder debt. The cost of financing acquisitions should
be an allowable expense for public companies.

The Share Centre is well placed to speak on the economic advantages of firms being publicly listed as
opposed to being privately owned—one of the Treasury Select Committee’s stated priorities for
examination. We believe passionately in encouraging ordinary people to participate in the ownership and
direction of the businesses that shape the communities in which they operate.

Private Equity

Private Equity has drawnmuch media comment over the past two to three months as a result of the sheer
scale of its activities. Over the past five years the world’s largest private equity firms have raised $551 billion
(£276 billion), and London shares the lead with New York in private equity activity. The current private
equity take-over of Alliance Boots plc may be the first of a FTSE 100 firm, but it follows a substantial flow
of British business. Meanwhile at least four further FTSE 100 businesses are understood to be under review
for exit from the public market.

Who are the Private Equity firms?

The largest players are Carlyle, Kohlberg Kravis Roberts, Goldman Sachs Principal Investment,
Blackstone, Texas Pacific, Permira and Apex. They are unlike the conglomerates of old (Hanson, BTR, etc)
in that they are not themselves quoted vehicles; although Blackstone has stated its intention to float in the
near future. Their funds for equity purchase are raised directly from very large, mainly institutional,
investors. The private equity firm may supplement them from its own resources, then leverage the equity
available with debt in order to assemble finance for a bid. Significant—some would say excessive—fees will
be levied on this investment, which will then be monitored closely to ensure that business objectives are
being met.

What are the key motivations?

Clearly profit is the overarching motivation and with the scale of investment exceeding the GDP of many
countries it is easy to see how the returns can be very substantial. So it is reasonable to ask how a private
equity firm can find such a source of enrichment that is not available through public ownership?
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— Risk

Part of the answer lies in a more clinical approach to risk assessment. The stockmarkets’
assessment of risk is based on myriads of analysts using conventional risk measurement
techniques. These then have to be publicised, then matched against the risk profiles of public
market investors. However with a wide range of derivative-based instruments available, the
appetite for risk for that part of their activity which is allocated for cash markets is not extensive.

Private equity investors are therefore able to “gear up” with leverage to an extent significantly
greater than in the public market; if a listed company were to follow that route, its valuation may
well fall due to insuYcient demand for that level of risk.

— Tax

The tax treatment of private equity is a subject which few accountants are prepared to discuss (FT,
26/4/2007). However their principle advantage is in being able to oVset interest charges (on
shareholder debt) against pre-tax profit in order to substitute dividend tax (at 32.5%) and
corporate tax (at 28%) for increased capital value (taxed at 10% or less). The Private Equity firms
are therefore washing out the high-tax obligations of the domestic economy with the low-tax
environment of the global economy; while many would regard this as tax avoidance it is, in fact,
a very common form of arbitrage for international institutions. As the president of the Chartered
Institute of Taxation says, “there is a tendency for a private-equity owned company to have a lower
tax burden“”. Probably somewhat of an understatement.

— Business Perspective

It has been claimed that private equity challenges employment, and this is a major source of union
unrest over their activities. However their business model requires continued business success, and
this cannot be achieved simply by cost-cutting and asset-stripping. It is therefore important to look
at the private equity business perspective on a global basis. The key challenge to domestic
economies is the ability to re-locate and out-source without the glare of these decisions being
scrutinised by the public markets. Private Equity ownership therefore presents a growing
contingent liability for governments wishing to retain influence over the wealth-creating sector of
their economies.

— Transparency

The lack of transparency is, of course, amajor boost to private equity ambitions. Issues of business
strategy, taxation and corporate governance can all be handled more robustly within a cloak of
secrecy. However although this is a major ongoing concern over their operations it is collusion
between the directors of target businesses and private equity managers which should cause
particular concern, since such collaboration cannot be regarded as anything other than a conflict
of interest. It is to be hoped that the Companies Act of 2006 will result in a strong check on such
activities, but the part addressing conflicts of interest is not scheduled for implementation until
October 2008.

Why does Ownership matter?

There is, however, a dimension which is often overlooked in the debate over private equity: it is the long-
term impact of removing businesses from accountability to the community in which they operate. These
businesses are, after all, essential to the wealth creation which fuels the welfare state and the conscience of
the community towards the world at large. If ownership is disassociated from this accountability, the schism
between wealth creation and wealth distribution will become ever more evident: the rich become richer, and
the poor, poorer.

Business also shapes the society which people live in to a substantial extent, by:

— providing employment

— paying pensions and benefits

— observing regulations and codes of conduct

— providing structure and discipline, in the widest sense

— tax-gathering

— competing and innovating

— and, of course, by supplying goods and services.

The mutual appreciation of businesses for people, and people for business, is vital for economic
productivity, maintaining a healthy trade balance, financing the public sector, and retention of skills within
theUK. Thatmutual appreciation is best served bymaintaining people’s participation in the businesses they
work for and use either directly or through their pension funds and other investments. Cash is not an
acceptable substitute for this long-term participation, either as deposits or by borrowing.
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Most people would accept that ownership brings responsibility: this is particularly evident in property,
where rented accommodation does not attract the same degree of occupier care and attention as with home
ownership. So it is with business: ownership by the people, albeit indirectly, brings a sense of responsibility.
A responsible society is therefore a share-owning society.

What can be done to re-dress the balance?

Several measures could be taken to enable publicly-owned businesses to compete onmore level terms with
those in private equity within the United Kingdom:

— Give private equity firms an incentive for going public, so that ordinary people can participate
(currently the definition of a private equity company is limited to 99 shareholders).

— Seek international agreement on maintaining a high percentage of public ownership.

— Abolish stamp duty on shares to breathe liquidity—and therefore improved valuations—into the
secondary market. This will also substantially benefit pension funds and make it easier for smaller
businesses to raise capital.

— Introduce a level fiscal playing field for shareholder debt, as regards treatment of interest
payments.

In conclusion

It is worth bearing in mind that the human quest for leveraging open a chink of opportunity in order to
extract value is boundless. Civilisation determines that this worthwhile characteristic is kept in check for the
benefit of all, and the balance of government and business makes this possible. The phenomenon of private
equity seeks to break out of this check by moving its sphere of action to a level where government is weak:
the global business environment. It is therefore necessary to tread with caution so that the national economy
oVers the same benefits to the equity owner in both spheres, but retains influence over good corporate
governance through public ownership.

May 2007

Memorandum submitted by 3i Group plc

Executive Summary

1. 3i Group plc (“3i”) is pleased to have the opportunity to submit a written response to the Treasury
Select Committee’s inquiry into private equity. Under the terms of reference announced for its inquiry
published on 20 March, the Committee is looking for evidence on:

— whether the current market and regulatory environment for private equity funds is appropriate;

— the economic advantages and disadvantages of a company being owned by a private equity firm
(as opposed to being publicly listed);

— whether the private equity industry is suYciently transparent about its activities and objectives;

— developments in private equity aVecting investments in the long term and to what factors,
including the current macroeconomic environment, the current rise in private equity is
attributable;

— whether the current market environment and levels of leverage being placed in private equity
transactions pose possible systemic risks for the financial markets; and

— is the current taxation regime appropriate?

2. 3i’s submission will address each of these issues in turn. In summary, we believe the following
conclusions can be drawn from the evidence presented in this submission:

— the current regulatory environment for private equity in the UK is well suited to this eVective
model and there does not appear to be any evidence of failure; this appears to be witnessed by the
success of the industry over the past several years;

— private equity is broader than management or leveraged buyouts; less than 35% of 3i’s own assets
are in buyouts as 3i invests across the full spectrum of private investment opportunities including
early and late stage venture, infrastructure, and small and mid-cap public and privately owned
companies.
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— the principal economic advantages of private equity ownership arise from the ability, through
active shareholder involvement in critical decisions, to align the interests of the private equity
investor with the management team it supports and the clear focus that private equity places on
value creation and shareholder value; such direct alignment of interest is not easily replicated in
the public markets;

— the stable macroeconomic and low interest rate environment have created favourable financing
markets and have contributed to the growth and strong performance of the private equity industry
over the past several years;

— the private equity industry is not necessarily well understood and there is an opportunity for the
industry to make itself more transparent to the wider community;

— although there has been a considerable increase in the amount of leverage going into certain
private equity transactions over the past few years, the risks of the potential failure of individual
investments appear to be isolated, rather than there being a risk of systemic failure in the financial
markets; this view seems to be supported by research conducted by the Financial Services
Authority; and

— the taxation environment for private equity is generally appropriate, although when looking at the
tax legislation in detail the UK appears to have lost some of its competitive advantage in recent
years and is no longer the most attractive location in the EU for private equity funds.

Current Market and Regulatory Environment

“We recognise the highly mobile and international nature of the private equity sector and are
conscious that it would not be beneficial if regulatory action caused the private equity industry to
move to more lightly regulated jurisdications. Consequently, we are giving due care to
proportionality requirements and the need to have regard to the competitiveness of the UK.”

Source: FSA November 2006.

3. HM Government has been supportive of the private equity industry and the role that it plays in
building a dynamic and competitive economy, able to meet the challenges of an increasingly competitive
European and global economic environment.

Themarket remains favourable for private equity investing given the stablemacroeconomic environment,
low interest rates and the favourable financing markets. Institutional investor appetite to access the strong
returns that have been generated by private equity (relative to gilts and public equities) means that an
unprecedented amount of capital has been raised by private equity firms in the past three years. This has
been a significant advantage to businesses seeking to attract capital for growth.

Leading private equity investors are also becoming truly international as their business models have
evolved from being “boutique” partnerships (predominantly domestically based funds) to institutional
investors operating on an international scale. For example, 3i now operates an international network across
14 countries and it is expected that over two-thirds of its investment will be outside of the UK, in markets
such as continental Europe, China and India, during the current financial year.

Economic Advantages of Private Equity Ownership

“We believe that the private equity market is an increasingly important component of a dynamic
and eYcient capital market. Private equity oVers a compelling business model with significant
potential to enhance the eYciency of companies both in terms of their operation and their financial
structure. This has the potential to deliver substantial rewards both for the companies’ owners and
for the economy as a whole.”

Source: FSA November 2006.

4. Themost important economic advantage of private equity ownership is the clear alignment of interests
between the private equity investor, as a knowledgeable shareholder, and the management teams that it is
backing. Private equity achieves a level of engagement between the investor and management that is not
normally possible for either lending institutions or public market investors.

Private equity investors will typically agree a value creation strategy with a management team prior to
investment and will strengthen the financial, strategic and governance processes to increase its probability
of delivery. They are normally represented on the board of the investee company and so have immediate
access to management and financial performance data (as opposed to the quarterly or half-yearly access
available to investors in quoted businesses). Their focus is on settingmanagement strategy, agreeing budgets
and key performance measures, and building of management capabilities. In short, given the degree of
engagement at Board level as described above, private equity is in a position to support management teams
at all points in the performance cycle.

Private equity investors will also put in place an eYcient capital structure for a business. The amount of
leverage that an investor may use is predicated on the perceived risk and security (ie, underlying assets)
within a business.
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However, as figure 1 below illustrates, our experience is that private equity is much more about earnings
growth than leverage.Of the 28 fully divested assets that were in 3i’s Europeanmid-market leveraged buyout
business up to 30 June 2006, 63% of the returns that were generated were the result of the earnings growth
achieved during 3i’s stewardship.

Figure 1: *Figures represent 28 fully-realised Eurofund III and IV buyouts up to 30 June 2006
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5. Whilst this represents a very strong performance from the underlying assets in 3i’s European buyout
portfolio, we believe that the best firms in the industry have been able to generate returns similarly built on
value creation rather than just leverage.

It should also be noted that of this portfolio, 10 realised investments were in the UK. These show an
overall 11% growth in employment during the duration of 3i’s investment.

6. Figure 2 below sets out the performance of 3i’s Growth Capital business relative to the Buyout
business. Many who comment on the industry consider only buyouts when they refer to private equity. But,
at 3i, Growth Capital, which typically involves an investment in 20–30% of the equity of a company in order
to help finance expansion, is an even larger part of our business. Its approach involves injecting capital,
management expertise and capabilities into a company as it seeks to enter new markets, make acquisitions
or launch new products.

Figure 2 demonstrates that private equity does not necessarily rely on leverage, and that good returns can
be generated even where the investor can only influence, rather than determine, the financial structure of an
investee company.

Buyouts Growth Capital

2007 54% 48%
2006 29% 26%
2005 20% 23%
2004 24% 23%

Figure 2: Gross Portfolio Return to the financial year ended 31 March

7. In short, although balance sheet management may be used to enhance underlying returns, 3i’s private
equity model is predicated much more on enhancing underlying performance than on financial
restructuring.

Transparency in Private Equity

8. The traditional funding model for private equity funds was founded on a partnership agreement
between the general partner (as manager of a private equity fund) and its limited partners (the investors in
the fund). This relationship is typically confidential and any specific investment or performance-related
information has been subject to the confidentiality agreements made by these partnerships.
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9. Pressure to increase financial disclosure to other parties has been led, in theUnited States, by thosewho
have used the Freedom of Information Act to require certain major institutional investors, such as Calpers
(California Pensions) andUTIMCO (University of Texas Pension Plan), to disclose the performance of their
private equity investments.

10. As the market matures and the profile of the industry increases, private equity is likely to continue
improving disclosure and ensuring engagement with a broader set of stakeholders. The high level working
group, chaired by Sir David Walker, which is considering a voluntary code on transparency, will address a
number of these issues, and its creation is a signal that the industry understands and is responding to these
challenges.

11. A recent development in the private equity industry has been the emergence of publicly-listed private
equity firms. 3i has, of course, been listed since 1994, and therefore has long experience of meeting the
standards of reporting and disclosure required of a public company. We invest for our own balance sheet,
and also raise both quoted and unquoted funds, so we have a perhaps unique perspective on the diVerent
models. In 3i’s view, these financial and governance reporting disciplines required of listed companies can
sit positively alongside our activities as a private equity investor. 3i is proud of its membership of the Dow
Jones Sustainability Index andmembership of the Business in the Community’s “Top 100Companies”. This
year, 3i also won the Investor Relations Society Best Practice Award for Annual Report: Best Corporate
Responsibility.

Leverage and the Possibilty of Systemic Risk

12. As figure 3 below illustrates, there has been a dramatic increase in the past two to three years in the
volume of European loans into leveraged buyout transactions (“LBO”). There are several reasons for the
dramatic increase: the increase in the overall market for LBO transactions (over 240 LBOs were completed
in 2006 compared with fewer than 50 in 1999), the increase in the average size of LBO transactions, the
increased institutional investor demand for debt and the emergence of non-amortising debt structures (ie,
structures where interest is not repaid over the duration of the loan but as a single bullet payment at
maturity). The latter point has also been a driver of the refinancing markets for LBO transactions.
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Figure 3: European LBO loan volume Source—S&P LCD

A significant driver of the growth in the LBOmarket has been the capacity of private equity funds to raise
ever larger investment funds and hence the availability of capital. Increased funding has also resulted in
greater competition for deals which has resulted in a considerable increase in entry price multiples to acquire
assets supported by increased leverage multiples.

Figure 4 illustrates the increase in purchase or entry price multiples which have risen significantly,
particularly since 2003.
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Figure 4: European LBO price purchase multiples Source—S&P LCD

Figure 5 below illustrates that the amount of leverage that is being raised to support these leveraged
transactions has also increased.
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Figure 5: European leverage multiples Source—S&P LCD

As Figure 6 illustrates, another driver of potential risk is that debt structures have changed considerably
over the past few years with the emergence of various layers of subordinated debt, which carry greater risk
than senior debt.
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Figure 6: Growth in subordinated debt as % of total transaction value Source—S&P LCD

Leverage multiples are likely to remain high for so long as banks continue to distribute debt to
institutional clients. As banks minimise their direct exposure through this distribution process, this also
implies that the banks are prepared to arrange financing atmultiples higher than if theywere not distributing
these loans to others.
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13. The FSA (as well as the ECB) has conducted research on the risks associated with the private equity
industry and, in particular, the risks of excessive leverage being placed into private equity investments. They
also considered market risk specific to private equity.

Their preliminary view was that the industry did not appear to present systemic risk to the broader
financial markets, although they noted potential risks that might arise from excessive leverage, market
abuse, market opacity or conflicts of interest.

It would not appear that that these risks amount to systemic risk and would probably only impact a
specific target investment or a specific private equity fund.

14. Our Buyout business, which is the one that has the most direct exposure to leveraged transactions, is
very focused on deal specific risk. Rigorous processes are in place to assess financing risk, management risk,
corporate responsibility risks and market risk.

The most significant issue of concern to the 3i team that negotiates the debt packages placed in individual
investments is the potential impact of the banks distributing their debt packages to their institutional clients.
The concern is that if an investee company underperforms and breaches its covenants (loan agreement
between the company and lending bank) it may make it diYcult to know who holds the debt and may make
any renegotiation of the covenants diYcult. The risk that this presents is diYcult to quantify.

Current Taxation Regime

15. The tax regime in the UK for private equity funds is generally appropriate. The manager is taxed on
the income it receives and the investors in the funds are only generally taxable in the UK if they are resident
here, apart from normal withholding taxes. But a recent EVCA survey comparing the attractiveness of
various jurisdictions for private equity indicated that the UK has lost some of its competitive advantage
relative to some other EU jurisdictions (eg, Ireland, France).

16. Recent commentary has focused on the ability of private equity backed companies to deduct interest
on borrowings. This tax treatment is not preferential to private equity backed companies compared to other
public or privately backed companies to which the same rules apply. Any further restriction on interest
distribution will result in an increase in the cost of capital which may adversely impact investment and
productivity. This could also make the UK a less attractive environment for private equity investment.

Summary

17. In summary, the following conclusions can be drawn from the evidence presented in this submission:

— the current regulatory environment for private equity in the UK is well suited to this eVective
model and there does not appear to be any evidence of failure; this appears to be witnessed by the
success of the industry over the past several years;

— private equity is broader than LBOs and encompasses early stage, late stage as well as growth
capital investment opportunities;

— the principal economic advantages of private equity ownership arise from the ability, through
active shareholder involvement in critical decisions, to align the interests of the private equity
investor with the management team it supports and the clear focus that private equity places on
value creation and shareholder value; such direct alignment of interest is not easily replicated in
the public markets;

— the stable macroeconomic and low interest rate environment have created favourable financing
markets and have contributed to the growth and strong performance of the private equity industry
over the past several years;

— the private equity industry is not necessarily well understood and there is an opportunity for the
industry to make itself more transparent to the wider community;

— although there has been a considerable increase in the amount of leverage going into certain
private equity transactions over the past few years, the risks to the potential failure of individual
investments appear to be isolated rather than there being a risk of systemic failure in the financial
markets; this seems to be supported by research conducted by the Financial Services Authority;
and

— the taxation environment for private equity is generally appropriate, although when looking at the
tax legislation in detail the UK appears to have lost some of its competitive advantage in recent
years and is no longer the most attractive location in the EU for private equity funds.

May 2007
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Memorandum submitted by Legal & General Ventures Limited (LGV)

1. Introduction

1.1 Legal & General Ventures Limited (“LGV”)

LGV is one of the UK’s longest established private equity businesses having been a recognised and active
participant in the UK private equity market since 1988 and is one of the leading financial sponsors focused
on UK mid-market buyouts. Since that time it has invested in more than 100 unquoted companies and
arranged in excess of £2 billion worth of investments, principally in UK mid-market management buyouts
of between £50 million and £250 million. Via its annual limited partnerships, LGV has made investments
across a wide range of industries—from residential homes for those with special educational needs to
stationery suppliers, from pubs and restaurants to manufacturers of waste disposal products for the NHS.

1.2 Like most of its mid-market private equity counterparts, LGV has made investments in businesses
that are not necessarily glamorous or newsworthy, but which in many cases have contributed not only to
the UK economy, but also to UK society. For example, one of LGV’s current investments is a nationwide
chain of dentists who are working to assist the government in its drive to improve access to NHS dental
services. LGV’s current portfolio also includes other healthcare companies eg hospitals, care homes and
service-providers to theNHS. It is in this context that the contribution of LGV and the private equitymarket
as a whole should be considered.

1.3 LGV’s current investment vehicle (LGV 5) has raised approximately 50% of its funds from non-UK
institutional investors. A feature of the UK private equity industry is its success in attracting capital from
overseas and in the resultant fee generation from its activities for London as a financial centre.

2. Executive summary

2.1 The regulatory environment

Given the characteristics of private equity, we consider a “light touch” regulatory regime appropriate.

2.2 The economic context

Recent press comment has focused on a small number of high profile corporates such as Boots, Sainsburys
and the AA. These are not representative of the typical private equity investee company that the majority of
the industry invests in. Private equity, in all its forms, has been amajor contributor toUK economic growth.

2.3 Taxation

Despite press and political claims to the contrary, the private equity industry enjoys no tax advantages
over the rest of the economy.

3. The regulatory environment

3.1 Overview

As part of a FTSE-100 financial services group which includes a fund management company, LGV is
accustomed to a high level of regulation including areas such as conflict management.

The recent Discussion Paper 06/06 issued by the FSA “Private equity: a discussion of risk and regulatory
engagement” focused more on the “mega” deals rather than the smaller deals transacted by the majority of
the private equity industry, including LGV. It also focused on areas, for example, whether public or private
ownership is preferable and levels of debt in individual transactions. These are largely commercial matters
for the market to decide.

3.2 Is the current regulatory regime for private equity funds suitable?

There are two particular characteristics of private equity investing that support a “light touch” approach
from the FSA. The first is that investors in private equity funds are predominantly institutional (professional
investors) rather than retail (ie private individuals). Secondly, a firm like LGV in a typical year will make
2/3 new investments and will exit from a similar number. This low volume contrasts with the high volume
characteristics of the rest of the financial services industry. In all respects, these transactions are subject to
highly intensive scrutiny and due diligence procedures.
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The FSA’s move to principles-based regulation has been helpful in ensuring a “light touch” regime as far
as private equity is concerned. Given the above comments, this is the appropriate approach.

3.3 Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

Recent press coverage, including demands for transparency, sparked partly by the prospect of private
equity houses looking to buy companies such as Boots and Sainsburys, has given the impression that all
private equity deals involve high profile companies being bought by large investors. This is not the case—
so should these demands that the public should have access to all sorts of commercial information apply to
smaller private companies of the size that LGV makes investments in, such as Kingfield Heath or Verna
Group where alternative sources of capital are not available?

Limited partners, as sophisticated investors, generally demand a high level of transparency when making
private equity investments. This is evidenced by the protracted negotiation over limited partnership
agreement wordings—this document eVectively forms a contract between the private equity manager and
the investor—which protects the rights of the limited partner.

Most private equity funds are structured as limited partnerships with a life of between five and ten years,
with aGeneral Partner (also a limited partnership) and aManager. Reporting to investors has becomemore
sophisticated over the last few years—LGV for example has set up a secure website where, amongst other
facilities, investors are able to download their quarterly reports. These reports now include not just the
financial statements but also detailed reports on each investee company showing their current trading
position sourced from management accounts, future prospects and exit strategy. Our investors are happy
with the information flow.

The banks that provide debt financing to private equity companies also expect a high standard of regular,
detailed reporting to ensure that there are no credit issues or if they do arise, that they are fully informed as
to any actions taken.

3.4 Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

The use of the word “excessive” is unnecessarily judgmental—there is no denying that the current debt :
equity ratios are at a much higher level for private equity investments than they have ever been historically.
This may be a reflection that leverage levels in UK firms have been too low historically rather than any
systemic risk.

The reasons for an increase in multiples are principally due to market demand—low interest rates and
increasingly sophisticated financing techniques have led to new approaches to deal structuring. The ability
of banks to syndicate the debt taken on also serves to spread any credit risk—it is however more than likely
that a couple of spectacular failures will lead to a correction in the debt market, with banks reverting to a
more conservative approach.

It should not be forgotten as well that a large proportion of the funds invested are equity or quasi-equity
(for example loan stock or preference shares). As the private equity industry has developed and matured,
those managing investments have become more professional which has meant that borrowing diYculties
can in most cases either be avoided or dealt with eYciently.

At the end of the day therefore, the level of debt availability is a function of market forces.

3.5 What are the eVects of the current corporate status of private equity funds, including both their domicile
and ownership structure?

In the case of LGV, its annual funds are structured as English limited partnerships established as
Collective Investment Schemes under s.235 of the Financial Services and Markets Act 2000. The General
Partner is an English domiciled company and the Founder Partner a Scottish limited partnership. The
Manager is LGV which is an English domiciled company regulated by the FSA.

This particular structure is one that has been used successfully, without any major modifications being
necessary, during the growth years of the private equity industry. This ensures that the limited partners are
taxed in the countries in which they are based.
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4. Taxation

4.1 Overview

Despite press and political claims to the contrary, the private equity industry enjoys no tax advantages
over the rest of the economy.

4.2 Is the current taxation regime for private equity funds and investee firms appropriate?

The current taxation regime treats private equity funds and investee firms in the same way as any other
similar private entity. LGV considers this to be appropriate and to do otherwise would give an unfair
advantage to the public markets and stifle investment in private enterprise.

5. The economic context

5.1 Overview

The opportunities arising out of the economic growth seen in the past few years have resulted in the UK
private equity industry being second only to its US equivalent as far as annual investment levels, both by
value and volume, are concerned. Recent BVCA surveys have highlighted the fact that private equity backed
companies create jobs at a considerably faster rate than other private sector companies—an increase of 9%
pa for the five years to 2005–06 compared with 1% pa for FTSE-100 companies.

LGV has direct experience of this through successful investments such as Tragus, the branded restaurant
business. During LGV’s ownership, 13 new outlets were opened and contracts exchanged on 12 more, as
well as a new brand, Ortega, being launched. In February 2007 the Sunday Times Buyout Track 100, which
measures profit growth in companies invested in by the buyout industry, included six current or very recent
LGV investments in the top 100, which is a significant number given LGV’s average portfolio size
(approximately 10 companies).

In the interests of promoting a dynamic and growing economy, the willingness of private equity to take
on risks should always be balanced by political acceptance of an appropriate level of rewards.

5.2 Are developments in the environment and structure of private equity aVecting investments in the long term?

The growth in appetite shown by institutional investors suggests that they regard private equity as a
superior form of corporate ownership to the public markets so what we may be seeing is a significant
structural change.

5.3 To what factors, including the current macroeconomic context and position in the economic cycle, is the
current rise of private equity attributable?

Low interest rates and the successful fund-raisings of the last few years have resulted in significant funds
being available for private equity investments. Indeed it is estimated that there is enough private equity
funding available to purchase all companies listed on the LSE and Nasdaq.

More funds have been directed towards private equity by pension funds in the last few years, in an attempt
to increase returns to make up the deficits which many funds currently suVer from. Pension fund managers
and trustees are now more willing to invest in private equity, based on the assumption that the increased
risks are worth taking in order to put right the problems partially caused by investing in the public markets
in the past.

As far as equity is concerned, historic investment returns from buyouts have generally been superior to
all other asset classes over the last ten years. Regarding debt investment, low interest rates and increased
risk tolerance mean that higher levels of cash have gravitated towards private equity deals.

5.4 What are the economic advantages and disadvantages of a firm being owned by private equity funds as
opposed to being publicly listed?

The economic advantages of private equity ownership are simple:

1. The fact that a longer term view of a company’s prospects can be taken in the absence of pressure
from City investors means that operational improvements which might aVect short-term profits
can be made;

2. There is complete alignment of interest between shareholders and management in terms of financial
reward; and

3. The closer hands-on involvement of private equity shareholders lends itself to an eYcient corporate
governance structure.
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The conclusion of the above analysis is that managers are left to run the business within the confines of
a clear strategic plan agreed with its shareholders.

The major economic disadvantage is the lack of short-term liquidity for investors.

6 Conclusion

There is no doubt therefore that there are areas where government and the regulator have a role to play,
in ensuring that the private equity industry can continue to contribute eVectively to the British economy and
to society as a whole. In the main, their contribution should simply be to allow the industry to get on with
what it does best—growing and making more eYcient businesses throughout the UK, accountable to
professional institutional investors.

If the UK private equity success story is allowed to continue within the right environment, the current
statistic of its providing employment for approximately one in five of the British private sector workforce,
as well as bringing in substantial overseas funds under management, can only improve.

May 2007

Memorandum submitted by the London Stock Exchange

Introduction

1. The London Stock Exchange acknowledges the important role of private equity in the risk capital
financing chain. Our concern is to ensure that companies and investors have eVective choice about where
and how they raise capital and where and how they invest. The tax treatment of diVerent instruments and
asset classes is key to their relative attractiveness and it is important therefore to ensure that the taxation
system does not lead to unintended consequences.

Private versus public equity

2. Private equity currently benefits from favourable tax treatment in two key areas:

— interest payments on debt are tax deductible;

— performance fees are treated as capital gains rather than as income.

3. Whereas all companies gain from tax deductible interest payments, the debt capitalisation model for
private equity companies provides a specific tax advantage. However, public equity companies, far from
receiving a tax advantage, are uniquely burdened by the imposition of stamp duty on share ownership. As
the Committee will be aware, the London Stock Exchange, along with the Association of British Insurers
(ABI), City of London Corporation and Investment Management Association (IMA), recently
commissioned a study into the impact of stamp duty and the benefits of its abolition from independent
economic consultants Oxera. For ease of reference, a copy of the report is enclosed as an Appendix to this
memorandum.

4. The report highlights the contrast between the treatment of private and public equity. While private
equity enjoys its tax advantages, listed companies labour under a uniquely damaging tax that reduces the
attractiveness of public equity as a model for economic ownership. It undermines the public good that such
an ownership model oVers including transparency in the conduct of business, world leading governance
standards, wide accessibility to pension funds and private investors alike and the provision of financing for
enterprise. Despite the world-wide boom in markets it should not be forgotten that public equity markets
are also highly liquid—enabling investors readily to invest or switch to other assets when economic
conditions require, thus reducing levels of systemic risk in the economy. Liquidity is especially important
to individual savers and fund managers who want to “lifestyle” investments—reducing exposure to higher-
risk, higher-return (equity) assets and into lower-risk, lower-return (fixed income) assets as the fund-holder
nears retirement or otherwise plans to liquidate funds.

5. The Oxera report examines the specific impact of stamp duty on the relative attractiveness of private
and public equity. While the cost of equity of UK listed companies is between 7% and 8.5% higher than it
would be if stamp duty were abolished, the eVect of stamp duty on the cost of equity of private equity
companies is likely to be negligible. This is therefore a relevant factor in decisions between public and private
equity financing for companies and public or private equity investment by investors. Furthermore, stamp
duty depresses UK share prices by 7.2%, making them substantially cheaper (and more attractive to private
equity investors) than their international competitors.
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Conclusion

6. The playing field between private and public equity is currently unequal, distorting decision-making
and creating perverse incentives for companies and investors. The removal of stamp duty on shares would
help strengthen the role of public equity with all its advantages in terms of transparency, accessibility,
governance and liquidity.

May 2007

Memorandum submitted by CBI

Introduction

1. The CBI welcomes the inquiry undertaken by the Treasury Committee into Private Equity, and the
opportunity to provide representations.

2. As the UK’s leading business organisation, the CBI speaks for some 240,000 businesses that together
employ around a third of the private sector workforce, covering the full spectrum of business interests both
by sector and by size.

Executive Summary

3. Private equity has existed in the UK for more than 20 years and has invested over £75 billion world-
wide in 22,000 businesses during this time, according to the Treasury. The British Venture Capital
Association (BVCA) puts the figures at nearer £80 billion and 29,000 businesses since 1984.44 The UK now
stands second only to the US in the size and scope of its private equity sector.

4. Around one-fifth of the private sector workforce in the UK is currently employed by a PE-owned
business. A survey by the Financial Times45 revealed the 30 biggest PE deals in 2003 and 2004 created 36,000
more jobs than they cut. Three-quarters of the new jobs have been created by organic growth of companies
and PE-owned firms have outpaced plcs in employment growth. Over the past five years jobs in PE-owned
companies grew by 9% per annum compared to 1% in the FTSE 100.46

5. PE firms have come a long way since the early 1980s. Today they directly employ around 5,000 people
in the UK, helping generate £3.3 billion in fees for supporting organisations in 2005 which equates to more
than 7% of the total annual turnover of theUKfinancial services industry.47 PE-owned businesses generated
sales of £424 billion and paid the Treasury £26 billion in tax revenues last year.48

6. Whilst private equity firms have been active for many years, the sector has only been thrust into the
spotlight of public attention in recent months. This is because the scale of transactions has increased
dramatically: in particular, PE houses have been linked with some of the biggest and best-known names on
the high street. But despite its proven success as a business model over the long term, much of the public
comment has been negative.

7. Among other things, PE firms have been accused of being ruthless asset-strippers which practice
“casino capitalism” to make huge amounts of money for their partners and their investors, while ruining
the lives of the ordinary worker.

8. These charges are ill founded, and based on misunderstandings about how this form of corporate
ownership actually operates. Private equity makes a dynamic contribution to the economy, and can bring
a new sense of direction to long-established businesses. Successful transactions lead to new investment and
more jobs, and businesses which come back to the public market after a period of private equity
management have often created above average returns for their new shareholders.

9. Private equity owned businesses and publicly listed companies both have a valid part to play in a
successful modern economy.

10. The success of private equity has been built on three central factors. The first is detailed scrutiny and
due diligence of potential acquisitions to identify latent value in the business, before working closely with
management to capitalise on the value. The interests of owners and managers in private equity owned
businesses tend to be much more closely aligned than is the case with publicly listed companies.

44 The Economic Impact of Private Equity on the UK, 2006, BVCA, page 18.
45 Financial Times, 2 April 2007.
46 The Economic Impact of Private Equity on the UK, 2006, BVCA, page 9.
47 The Economic Impact of Private Equity on the UK, 2006, BVCA, page 18.
48 The Economic Impact of Private Equity on the UK, 2006, BVCA, page 6.
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11. Second, a favourable tax and regulatory regime towards private equity has helped attract money and
talent from all over the world to the financial services industry in the UK. This must be preserved. Whereas
publicly listed companies have been burdened with a growing accumulation of governance codes and
reporting rules, private equity owners do not require such formalised systems since they are much more
closely involved in the operations of the business.

12. The third crucial factor has been the long period of macroeconomic stability in the UK. Very low
long-term interest rates, low and stable inflation, and ample liquidity in the financial markets have provided
an ideal background for the growth of PE investment.

13. Until recently private equity firms felt able to go about their business with little attempt to engage
beyond their immediate investment partners. Although this latter engagement goes far beyond the level of
disclosure and involvement that shareholders in publicly listed companies enjoy, the critics of PE have been
free to step into the wider vacuum of information.

14. Now, with private equity emerging into the limelight with bids for the likes of Alliance Boots and
Sainsbury’s, there is an increasing need for the sector to engage its critics, and the wider public.

15. PE firmsmust domore towin the hearts andminds of all its stakeholders, as shareholders, employees,
suppliers and customers all have a legitimate interest in the health of such major business concerns.

16. This is starting to be understood by private equity. The BVCA has a working group producing a
voluntary code of practice to improve transparency and disclosure, which firms appear very happy to
support. KKR, one of the leading firms, has been reported saying it will appoint independent non-executive
directors to the board once its purchase ofAlliance Boots is complete. It has also pledged to produce detailed
jargon-free financial reports to keep the 100,000 staV informed.49

17. As Wol Kolade, chairman of the BVCA, recently told the Financial Times50: “Private equity has to
get out and change the agenda . . . we have not caught up with the need and willingness to engage with a
wider stakeholder group. If private equity is tackling things where there is a legitimate public interest, it is
important to talk to a wider group about its plans.”

18. In the context of wider public engagement, it is also important that the financial authorities should
have suYcient oversight of the activities of the sector, given the high degree of leverage involved in most
transactions and the importance of PE as a revenue generator for many financial intermediaries.

19. It is critically important that the private equity sector addresses this communication problem. And
it is just as important that in the meantime there is no knee-jerk reaction to the industry which damages its
ability to compete, or drives it oVshore.

The Regulatory Environment

Is the current regulatory regime for private equity funds suitable?

20. The Financial Services Authority’s existing regulatory regime for private equity funds is suitable, and
we support the FSA’s recent assessment that its “long-standing regulation of the private equity market is
both proportionate and eVective.”51

21. There have been no significant market failings in private equity under the existing regime, and the
sector has grown significantly in the UK. The City of London is second only to the USA as a private equity
market and the number of PE houses has increased three-fold in the past two decades. The industry is
attracting huge capital investment from around the world—an annual average of £8 billion flowing intoUK
funds over the past six years, representing over 70% of the total capital raised by the UK industry over
that period.52

22. Private equity houses are fully regulated by the Financial Services Authority. Senior executives must
be individually registered with the regulator, which is also responsible for approving any changes in the
ownership of authorised private equity firms. Such firms must comply with rules covering systems, controls
and regulatory reporting.

23. While the regulatory regime is by no means the only reason for the PE industry’s success, it is a
contributory factor. Ed Balls, the City Minister, recently cited the FSA’s risk-based regulatory approach to
the UK’s financial services industry, as a boost to private equity. “It is not often that Government ministers
are able to talk about regulation as a ‘competitive advantage’ for our economy”,53 he said.

49 Article by Zoe Wood, The Observer, 29 April 2007.
50 Financial Times, 30 April 2007.
51 Financial Services Authority Discussion Paper 06/6: Private equity: a discussion of risk and regulatory engagement
(November 2006).

52 BVCA—Private Equity’s Impact as a UK Financial Service (January 2007)
53 Speech by the Economic Secretary to the Treasury, Ed Balls MP, at the FSA Principles-based Regulation Conference, 23
April 2007.
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24. It is important that the FSAmaintains thismeasured and proportionate approach. In its consultation
paper, it identified several areas where a regulatory response may be warranted: the level of leverage in
private equity; the ownership of economic risk and levels of outstanding debt; and the risks around capital
market eYciency. It is sensible that the FSA should seek to understand and monitor these risks in
discharging its regulatory oversight. But a balance needs to be maintained, since successful investment
cannot be risk free.

25. As Harvard professor and private equity specialist Josh Lerner has said: “Private equity is a dynamic
industry whose heart is the taking of calculated risks . . . the many benefits private equity provides by
facilitating economic growth are unlikely to be sustained if the heavy hand of government intrudes.”54

26. The FSA,which has established an internationally respected regulatory approach to financial services
in the UK, acknowledged this in its report: “Any disproportionate regulatory requirements could damage
the competitive position of capital markets and should therefore be avoided . . . too much regulation could
. . . cause the private equity industry to move to more lightly regulated jurisdictions.”55

27. We would urge the government to heed the advice of the regulator and be wary of any regulatory
creep which could have adverse consequences for the UK’s strong position as a global financial centre.

Is there suYcient transparency on the activities, objectives and structure of private equity funds for all relevant
interested parties?

28. Private equity fund investors are far better informed about the performance of their businesses than
are their counterparts in the publicly listed sector. They can access relevant company information and data
whenever they want to, and often have a seat at the boardroom table. By contrast, investors in publicly listed
companies receive only occasional snapshots of the underlying performance of their assets.

29. Well-managed companies, whether in public or private ownership, also make sure that their
employees, suppliers and other key stakeholders are fully informed about how the business is doing, how
its strategy is developing and how it is performing against plan.

30. But perceptions do matter and until recently private equity has been operating below the radar of
public interest and awareness. Now the industry has reached a size where it is emerging into public
consciousness, and is feeling the full glare of public scrutiny.

31. To its credit, the industry has acknowledged that its approach needs to change and that more
openness and disclosure would be beneficial, especially for the largest transactions.

32. One example of this new awareness is the creation by the BVCA of an independent working group,
chaired by Sir David Walker, to establish a voluntary code on transparency which aims to address any
concerns of the relevant stakeholders in the large private equity backed companies.

33. And PE can win over its doubters. Damon BuYni, head of Permira, commented: “We do believe we
have to be more open, that we have to communicate more about what we do, that we have to encourage
our companies to disclose more about what they are doing but that’s OK because I think we have a very
good story to tell.”56

34. When some of the industry’s critics make the case for increased transparency, it is clear that what they
would really like to see are details of the compensation of senior PE executives. But there is no public interest
argument for such information to be published, any more than there is in other forms of private ownership.

Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

35. There has been an increase in the debt leverage used by PE firms to support investments in recent
years as they seek ever bigger deals and returns. But there is no evidence that this is creating broad risks to
the financial system, as opposed to individual firms. Today’s capital markets allow debt to be sliced and
repackaged, and risks are widely dispersed among a broad range of investors.

36. The growth in leverage has been highlighted in several recent studies. A European Central Bank
survey57 of 41 banks, that provide the bulk PE debt funding, found leverage has increased materially in the
past two years, with the average purchase multiple (purchase price as a multiple of EBITDA58) of leveraged
buy-outs in Europe reaching 8.4 times in 2006. An FSA report discovered the average debt / EBITDA ratio
on banks’ five largest transactions in the 12 months to June 2006 was 6.41. This was high both in terms of
historic large transactions and levels observed today in smaller deals.

54 Josh Lerner, Government’s Misguided Probe of Private Equity, Harvard Business School, 14 March 2007.
55 FSA Discussion paper, page 5.
56 BBC interview, source www.bbc.co.uk, Friday 23 February 2007.
57 European Central Bank—Large banks and private equity-sponsored leveraged buyouts in the EU (April 2007).
58 Earnings before interest, taxation, depreciation and amortisation.
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37. The FSA summed it up: “The amount of credit that lenders are willing to extend on private equity
transactions has risen substantially. Lending limits are increasing, multiples are rising, transaction
structures are being extended and covenants are weakening.”59

38. But while more debt attached to a business inevitably means more risk, it does not automatically
imply excessive leverage. This depends greatly on the financial circumstances of the business and the
economic backdrop. It is inevitable that there will be some company casualties if the UK, and the wider
economy, move from an era of low and steady interest rates into a more volatile stage of the business cycle.
But this would impact on business in general. A badly-run company which cannot generate suYcient cash-
flow would be at risk of failure irrespective of its ownership model.

39. TheECB found little evidence that corporate leveraged-buyouts by private equity groups could create
serious diYculties for the financial system. It concluded: “The likelihood of LBO activity posing systemic
risks for the banking sector appears remote at EU level . . . although many of the risks identified could have
a potential adverse impact on banks’ profitability . . . few of them are likely to be severe enough to pose a
broader threat to financial stability.”60

40. The International Monetary Fund reviewed leverage in its latest Global Financial Stability Report.
While it noted the higher risks posed by highly leveraged transactions, it fell short of concluding that
leveraged deals posed a systemic risk. Instead, it pointed to themore likely risk of reduced returns for private
equity in a less favourable economic landscape: “deals that looked promising in a benign environment could
suddenly appear much less attractive. It is therefore likely that some private equity deals will fail to live up
to expectations.”61

41. Private equity has also built risk-management into its business model and there are often contractual
constraints on funds limiting the amount of capital they can invest into a single company to 10 or 20% of
the total available. This means funds hold a diverse range of investments, thereby spreading the impact of
a company failure.62

42. The link between these shared conclusions is the ability of banks to spread their exposures across the
financial system through the ability to slice up and sell on debt. In these circumstances, there is uncertainty
about where the risks ultimately lie. As John Kay suggested in the FT “perhaps there is a miasma of
complexity and confusion in which everyone persuades themselves that the uncertainties of business have
been landed on someone else.”63

43. But at the moment there is agreement that there is no systemic risk.

What are the eVects of the current corporate status of private equity funds, including both their domicile and
ownership structure?

44. The most positive eVect of the current arrangements is that the UK, and London in particular, has
become the European centre for the private equity industry, second only in scale to the US.

45. According to BVCA research64, the consequences of this concentration of private equity houses in
the UK for jobs and investment are significant:

— PE firms tend to outsource most aspects of their work to other financial services providers. This
supports thousands of very high skilled jobs.

— For every private equity executive investing directly in UK companies, there are 2.3 full-time
equivalent advisors or executives providing specialist advice or services;

— Including the financial, professional and business services, there are over 10,000 highly-skilled
professionals across over 1,000 firms engaged either directly or indirectly in private equity related
activities.

— This generates revenues of approximately £3.3 billion a year for the financial services sector and
the wider UK economy.

46. These successes have been built on the strength of the UK’s global financial services, which is
underpinned by the broadly welcoming regime, fiscally and in terms of company law.

47. However there are potential concerns. Technological advances and globalisation mean capital and
talent are increasingly mobile and attempts to tinker with the current tax and regulatory regime could pose
a significant threat to London’s pre-eminence.

59 FSA Discussion paper, page 59.
60 ECB report, page 5.
61 IMF Global Financial Stability Report, April 2007, page 15.
62 EVCA comments to FSA discussion paper on private equity, p5. March 2007.
63 Financial Times, 13 March 2007.
64 BVCA, Private Equity’s Impact as a UK Financial Service, January 2007.
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48. In other words, if local business conditions change, financial service providers including private
equity houses can easily move to more favourable locations. It is therefore imperative that the business
conditions that have enabled the UK to have a comparative edge in private equity are kept under review
and remain competitive.

Taxation

Is the current taxation regime for private equity funds and investee firms appropriate?

49. Our overall view is that the current arrangements are generally regarded as appropriate, subject to
some concerns about tax competitiveness. This is an important factor that has contributed to the
concentration of private equity houses in the UK but our competitive position is being eroded.

50. A benchmarking study from the EVCA65 published in December 2006 compared the tax and legal
environments across 25 European countries and the extent they aVect the development of private equity and
venture capital and encourage entrepreneurial activity. In 2003 and 2004 theUKwas found to have themost
supportive tax and legal environment. But by 2006 it had slipped to third place behind Ireland and France.
And worryingly, the UK’s relative competitiveness score had markedly deteriorated as the majority of
competitor countries in the EU noticeably improved.

51. Sowhile theUK taxation regime is still relatively attractive compared to other EUcountries, it is clear
the situation is changing. For the sake of private equity and the wider business community, the UK’s tax
competitiveness needs to be kept under close review—particularly, as noted above, because the financial
services industry is highly mobile and can easily relocate to more competitive locations.

52. The specifics of the current taxation arrangements vary significantly in structure and complexity in
each individual case. But broadly, and irrespective of the fund structure, investors are taxed in the countries
where they are based, and fundmanagement entities and company executives are taxed in the country where
the investment activity is undertaken. Operating companies are taxed like any other private business in
the UK.

53. There are individual issues that have caused some controversy—most notably on the tax deductibility
of interest. With higher levels of borrowing by PE houses, there is often an initial reduction in the tax take
by government as interest is tax deductible.

54. Some European countries have responded, namely Denmark and Germany, by proposing limits to
this practice in exchange for reductions in the overall corporation tax rate. We would warn against
government taking similar action as any change to this balance in theUK could seriously damage long-term
investment by UK companies both large and small.

55. A key point to note is that tax deductibility is available to all companies as an incentive to invest. It
is not a “loophole” being exploited by private equity.

56. We welcomed Ed Balls’ comments in a recent speech that: “There is, of course, nothing specific to
private equity in the tax deductibility of interest. Any kind of company can claim it and most quoted
companies do. It is also the international norm that interest is in general treated as a business expense and
deductible from taxable profits for companies in any form of ownership. We have no plans to review this
principle.”66

57. Mr Balls though noted that there have been concerns about shareholder debt replacing equity in some
PE arrangements. He has announced a review of the current rules surrounding shareholder debt to ensure
they are working as intended. We will want to see the outcome of this review before commenting further.

58. Another particular area of controversy is around carried interest and its tax treatment as a capital
gain rather than income. The purpose of this arrangement is to align the interests of PE executives with those
of institutional investors, both of whom commit funds so that they share a growth in value but also suVer
financial loss if the fund loses value. These investments by private equity executives are subject to capital
gains tax to reflect the risks in the transaction.

59. Attempts to make any significant change to this arrangement, in a bid to extract more tax from high-
earning private equity executives, must be seen in the wider context of UK competitiveness. PE firms and
executives base themselves in London because of the favourable regime but would have no qualms or
diYculties about moving elsewhere if the mood turned sour. Thousands of jobs and billions of pounds of
investment and tax revenues would follow suit. Both the Treasury and the UK economy as a whole
would suVer.

65 European Venture Capital Association, Benchmarking European Tax and Legal Environments: Indicators of Tax and Legal
Environments Favouring the Development of Private Equity and Venture Capital and Entrepreneurship in Europe,
December 2006.

66 Speech by the Economic Secretary to the Treasury, Ed Balls MP, to the London Business School on 8 March 2007.
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The Economic Context

Are developments in the environment and structure of private equity aVecting investments in the long-term?

60. We have seen no evidence that the environment and structure of private equity is aVecting investments
in the long term. The business model of private equity closely aligns the interests of the investor and
management in adding value to the business. Economic returns are generated by enhancing the performance
of the company.

61. Allegations that private equity firms are simply short-term asset strippers are unfounded. Typically
the time horizons of PE firms’ investment in a business tend to be three to five years. This is actually longer
than the holding period of many listed company investors, which tend to turn over their portfolios at a more
rapid pace.

62. Since the whole aim of private equity investment is to sell the asset on at a profit, managers have a
real interest in the long-term health of their business. If they strip out assets and close down factories, as
critics allege, they won’t have a viable business to sell on at the end of their holding period. It is highly
unlikely that anyone would pay much for a company that has been stripped of its assets and its ability to
grow in the future, whether the exit is to the public markets or another private owner.

63. As ERC Commissioner Charlie McCreevy, has observed: “One investor’s sale is another investor’s
asset purchase, and the potential of the asset does not disappear with its sale. Rather the purchaser sees
opportunities to generate better returns from the asset than the vendor. That’s what creates amarket. That’s
what risk taking is about and it is risk taking that drives innovation, employment and growth.”67

64. Other evidence points to a positive impact by private equity. According to data published by the
BVCA68, private equity-backed companies have created more new jobs in recent years than their publicly
listed counterparts. The Work Foundation, which is no great fan of private equity, accepts independent
research showing that “overall PE ownership does result in an expansion of employment.”69

65. Overall business investment has risen at a brisk pace over the past year, which does not suggest that
the presence of private equity investors has made companies less willing to buy assets for the long term.
Research published by the Financial Times shows that PE owned businesses are also willing to spendmoney
to support their brands. “Far from suggesting that private equity firmswere reluctant or short-term spenders
on brandmarketing, the data suggests they were as good—if not better—at it than publicly listed groups.”70

To what factors, including the current macroeconomic context and position in the economic cycle, is the current
rise of private equity attributable?

66. The success of private equity in recent years has attracted many billions of pounds of capital into
firms’ investment funds which, when the borrowing they can generate is added in, means all but the very
largest businesses are potential targets.

67. Fourmain reasons have contributed to this success: the benignmacroeconomic conditions of the past
five years, the relative under-performance of UK equity markets, the ability of the private equity business
model to create value, and the restraints on publicly-listed companies created by burdensome regulatory and
corporate governance regime.

68. The European Central Bank acknowledged the value of stable economic conditions on private equity
in its report into leverage and risk. It commented: “the combination of benign macroeconomic and financial
conditions that took hold after the correction of the global stock markets in 2000–01 has been conducive to
the rapid expansion of the LBO sector.”71

69. The influx of money to PE is also a result of the very high returns that have been made on private
equity assets in contrast with the sometimes lacklustre performance of the bond and equity markets in
recent years.

70. Part of this under-performance has been caused by a retreat of pension funds and other investors from
the equity markets. Following the global stock market correction at the beginning of the decade, pension
fund trustees are far more conservative with portfolios and have been selling oV equities and investing in
bonds instead. The introduction of new regulatory requirements and various tax changes has also further
discouraged equity investment.

71. One eVect of this has been to keep the prices of potential PE targets down, allowing acquisitions to
be made more cheaply and comparative value added more rapidly.

67 Charlie McCreevy, European Commissioner for Internal Market and Services, Private Equity: Getting it right, speech to the
House of Commons—All Party Parliamentary Group Breakfast Meeting, 22 March 2007.

68 BVCA, The Economic Impact of Private Equity in the UK, page 3.
69 The Work Foundation report “Inside the dark box: shedding light on private equity”, p.4, March 2007.
70 Financial Times, 7 May 2007.
71 ECB report, page13.
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72. However, investors in private equity funds on average take more risks than those in publicly listed
companies, in the shape of higher leverage. And their holdings are by definition less easily tradeable than are
shares in publicly listed companies. Both these reasonsmake it necessary for them to secure higher returns on
their investments in this sector.

What are the economic advantages and disadvantages of a firm being owned by private equity funds as opposed
to being publicly listed?

73. The private equity business model is also very successful at attracting the best talent. There are two
reasons for this: one, PE firms are prepared to reward success more lucratively than are publicly listed
companies; two, managers in PE-owned businesses can concentrate on the job in hand without the
distractions which occupy their publicly-owned counterparts.

74. Senior management in PE-owned firms often have a significant equity interest in their business. This
has the eVect of closely aligning their interests with that of the business owners and encourages an approach
to creating value that is more open to taking risks and seeking innovation. Successful managers are
handsomely rewarded, unsuccessful ones are unceremoniously dumped.

75. Managers are also able to focus on the job rather than having to spend days talking to investment
analysts or journalists, as their publicly-owned equivalents have to. They can also take tough strategic
decisions without having to worry about the short-term impact on earnings or the comments of analysts.

76. In the short term, this can sometimes lead to a “shake-out” of labour and capital. The private equity
house will, if necessary, strip a company to its core and contract out the rest of its services, allowing it to
focus on the remaining area where it has competitive advantage.

77. At the same time the contracted-out services will be handled by people with appropriate expertise.
The outcome of this specialisation leaves both the outsourcer and the outsourcee better oV, more eYcient,
more competitive, and more able to oVer sustainable employment.

78. In the long-term this practice helps improve the eYcient allocation of labour and capital across the
economy. As Charlie McCreevy has said, private equity “has been among the main drivers of the major
restructuring that some of Europe’s most significant businesses have needed in order to remain competitive
in increasingly globalised markets.”72

79. Another burden on publicly listed companies is the hidden costs of corporate governance compliance
and regulation. While private equity managers focus on creating value their equivalents in publicly-owned
companies spend a great deal of time managing bureaucracy.

80. Corporate governance requirements have increased year on year to such an extent that they have
almost driven the ability to take a risk or adopt a new idea out of publicly listed companies. The fact that
HSBC has to produce a 456 page annual report shows that the regulatory pendulum has swung too far. A
more balanced approach would provide a competitive boost for the UK economy.

81. In short, as Philip Purcell argued in the FT: “Taking companies private spurs innovation. This may
seem paradoxical, given private equity’s reputation for ‘flipping’, or sale for short-term profit. It is true that
private equity firms have a near obsession with trimming costs and tidying up balance sheets of portfolio
companies so that they can eventually be sold. But that can take five years or so, which provides breathing
room to consider promising innovations. Public companies, on the other hand, face relentless pressure to
meet quarterly earnings estimates. The halcyon days for private equity will eventually end. The constraints
on the public model will ease. The returns in private equity and those in the public markets will begin to
converge. Increased regulation of private equity or a radical turn in the credit cycle could also aVect the
current dynamic. Until then, private equity firmswill continue to oVer a classic capitalist response to a public
market that is failing to allocate capital eYciently.”73

May 2007

72 Charlie McCreevy, European Commissioner for Internal Market and Services, Private Equity: Getting it right, speech to the
House of Commons—All Party Parliamentary Group Breakfast Meeting, 22 March 2007.

73 Philip Purcell, president of Continental Investors, a former chairman and CEO ofMorgan Stanley, Financial Times, 8March
2007, page17.
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Memorandum submitted by the Macquarie Bank Group

Summary

1. Within the context of this Treasury Committee inquiry and the broader debate on the role and impact
of private equity funds in the UK,Macquarie seeks to present the merits of what we believe is a unique form
of private equity that brings a number of potential benefits—that is long-term infrastructure funds.

2. One of the challenges of the current debate around private equity lies in demystifying the term to
establish an understanding of what private equity is and does. In the broadest sense private equity is defined
as money invested in companies that are not public ie not quoted on the stock market. Within that broader
definition, the focus has been on investment funds used to buy a company out of public ownership or out
of a larger entity74. Such funds are therefore commonly referred to as buy-out funds. Within that subset, the
common perception of private equity relates to funds characterised by a short investment timeframe and a
need to generate comparatively high returns over that period, which can lead to aggressive cost-cutting
practices and a focus on short-term profitability at the expense of long-term growth and investment.

3. In reality, however, there are a range of investment “models” that can be classed as private equity,
many of which share none or only few of the characteristics typically associated with the term. Macquarie’s
aim in putting forward this submission is to present the merits of one such model—long-term infrastructure
funds—and to demonstrate the potential benefits this form of investment fund can deliver not only for
investors but for investee companies and the broader community.

4. Long-term infrastructure funds are typically characterised by:

— Long-term commitment—a long-term investment horizon of typically more than 10 years

— Partnering with management—as opposed to replacing existing management as per the
“management-buy-in” model.

— Investing for capital growth—a desire to maintain or grow exposure to a successful investment via
capital expenditure.

— Profitability with responsibility—the interests of a long-term investor are not served by
disregarding the needs of other stakeholders, including employees and their trades unions, users/
customers, regulators and local communities.

5. In addition to the benefits this approach can deliver for the stakeholders of individual investee
companies—including investors, employees and customers—Macquarie believes long-term infrastructure
funds will also play an increasingly important role in helping to bridge the gap between the growing need
for investment in essential infrastructure services and facilities and the ability of governments around the
world to fund such investment.

6. With reference to the Committee’s invitation to provide evidence to the inquiry, this submission deals
primarily with the area of economic context, while also touching on regulation and transparency. However
we feel it is important to also articulate Macquarie’s long-term infrastructure fund model, so that our
comments on these areas are understood in the appropriate context.

About the Macquarie Bank Group

7. The Macquarie Bank Group is a diversified international provider of specialist investment, advisory
and financial services, with over 10,000 employees in 25 countries. TheGroup has total assets of £44.8 billion
with a further £61 billion in assets under management. Macquarie Bank is listed on the Australian Stock
Exchange.

8. The Group has been actively involved in the UK and Europe since the late 1980s. Today Macquarie
has over 900 employees in Europe, regionally headquartered in London and with oYces in Dublin,
Frankfurt, Geneva, Milan, Munich, Paris, Rome, Vienna and Zurich.

9. Macquarie’s approach is to focus on select sectors where our particular skills and expertise deliver real
advantages for clients and investors. This has enabled Macquarie to developed highly specialised skills,
establishing itself as a market leader in a range of business sectors internationally. Macquarie’s
infrastructure funds management business is one such example.

10. The Macquarie Group’s European activities include:

— Infrastructure and specialised funds management.

— Corporate finance and advisory services.

— Financial products.

— Lending and asset financing.

— Institutional stockbroking and research.

— Treasury and commodities activities.

74 Inside the dark box: shedding light on private equity, The Work Foundation, March 2007.
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— Equity structured finance and derivatives.

— Real estate structured finance.

— Real estate capital.

— Residential mortgages.

11. Further information about Macquarie is included in Appendix 1.

Long-Term Infrastructure Funds—A Unique Form of Private Equity Investment

The economic context—bridging the infrastructure investment gap

12. Long-term infrastructure funds have the potential to play a meaningful role in addressing the
widening gap between the demand for better infrastructure and the ability of communities to pay for it.

13. Traditionally, governments have facilitated investment in infrastructure assets either by directly
financing and building roads, railways, electricity grids and telephone lines, or by subsidising others to do
so. The need for ongoing investment remains a pressing concern for governments globally.

14. Amajor OECDFutures Project Report75 to be released inMay 2007 provides the following estimates
for global infrastructure costs:

— Electricity demand is predicted to double by 2030 and the OECD estimates the cumulative
investment required at $10 trillion.

— Surface transport needs will be more modest—$50 billion a year for new railways; perhaps $200
to $300 billion annually on roads, which is about twice the present spend.

— The need for investment in water supply estimated at $1 trillion a year by 2025.

15. But while demand continues to rise, governments are spending less due to political pressures to reduce
taxes and balance budgets. In OECD countries, infrastructure spending as a share of government outlays
has fallen from 9.5% in 1990 to approximately 7% in 2005.

16. However while public investment shrinks and the infrastructure gap grows, private investors are
increasingly keen to transform this once staid sector into a vibrant new asset class.

17. Macquarie played an active role as a private sector partner alongside the eleven countries on the
OECD Project Steering Group. Copies of the report “Infrastructure to 2030” are enclosed for distribution
to members. The full report can be made available on request.

Background—Development of infrastructure funds

18. While infrastructure funds have gained prominence of late, it’s only in the last two to three years that
the sector has gained recognition as an alternative investment class in its own right.

19. Macquarie is widely recognised as a pioneer in the development of infrastructure investment globally.
The development of the sector, and Macquarie’s role at the forefront, resulted largely from an accident of
history—the fortuitous timing of unrelated events. In the early 1990s, the Australian Government gave a
major boost to retirement savings by introducing a compulsory pension contributions scheme. The
subsequent growth in pension fund assets coincided with both a significant push from government towards
private sector funding of existing and new infrastructure and a global downturn in equity market returns
that resulted in a search for new, alternative investment opportunities.

20. As early as 1990, Macquarie recognised the appeal of infrastructure as an investment class, oVering
a unique combination of attractive, long-term investment characteristics. A key attraction of well-managed
infrastructure assets is their ability to generate stable yields that are sustainable over the long-term—the
result of their essential and long-term nature, combined with strong competitive position. This in turn
appeals to investors with a long-term time horizon, in particular pension funds.

21. As a result, for more than 15 years Macquarie has focused on infrastructure funds management,
investing in and actively managing quality infrastructure assets on behalf of investors, via a range of
specialist listed and unlisted funds. Macquarie’s approach has been to establish long-term investment funds
which aim to identify, acquire and actively manage quality infrastructure assets over the long term.

Defining infrastructure—essential drivers of an economy

22. Infrastructure assets including roads, water utilities, railways, airports, ports, electricity and gas
transmission and distribution networks, provide the foundation of basic services on which the growth and
development of a community depend. Reliable transport corridors, communication networks and energy
distribution systems are as essential to the health of an economy as robust legal and political systems.

75 Infrastructure to 2030:Main Findings and PolicyRecommendations, OECDFutures Project onGlobal InfrastructureNeeds:
Prospects and Implications for Public and Private Actors, May 2007
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23. Broadly, infrastructure assets fit into three categories. The first, economic infrastructure, includes
those assets which provide services that are used in production processes and final consumption in the
economy. Such assets are required for economic growth and involve high initial cost outlay. They usually
have a long operational life and show monopolistic characteristics. Typical assets would be transport,
telecommunications and utilities such as electricity, gas and water.

24. The second category is social infrastructure, which includes the system of networks and facilities that
support people and the community. These assets are often operated within the private sector and are used to
support and provide public services such as hospitals, education, housing, recreation and leisure. The public/
private mix will vary in diVerent countries and private sector participation needs to be responsive to the
objectives and approach of individual situations.

25. Finally, a recent oVshoot of the asset class is commercial infrastructure, which comprises assets for
which the benefits of sharing infrastructure outweigh the competitive advantage of owning and operating
one’s own infrastructure. Characterised by a high degree of competition, this category includes assets such
as satellites, cable networks, and mobile phone towers.

26. However in determining attractiveness from an investment perspective, Macquarie focuses on key
characteristics rather than types of infrastructure. Certain features of particular infrastructure and related
assets provide stable, long-term revenue streams that are a good match for the long-dated liabilities of
pension funds and other investors. For example, from an investment perspective, regulated infrastructure
assets are attractive because they provide essential services to the community in which they operate, they
tend to enjoy robust and stable demand and their revenue and charges are regulated. On the other hand,
certain electricity and gas generation and production assets compete for sales and are exposed to market
risks, making them far less attractive for our investors.

Long-term infrastructure funds—the Macquarie model

27. Over the past 15 years Macquarie has developed and refined an infrastructure investment model that
we believe is unique, and that is well-suited to the important nature of infrastructure businesses. Today,
Macquarie manages £22.7 billion in equity across a global portfolio of over 100 infrastructure and essential-
service investments including water, electricity & gas transmission, renewable energy, toll roads, airports,
broadcast towers and social infrastructure. Approximately 60% of this portfolio is in Europe. Of the total
amount, £7.8 billion is invested via unlisted, or private equity funds.

28. In creating and managing long-term infrastructure funds, Macquarie’s approach is based on the
following core characteristics:

Long-term commitment

29. Macquarie’s investment model is based on a long-term investment horizon. This is core to our
investment philosophy, and reflects the fact that investors in our funds, primarily pension funds, insurance
companies and other large institutions, are seeking stable and predictable returns over a similarly long-term
time horizon. From an investment management perspective, this has a fundamental impact on our
approach—when we invest in an asset we look at its business prospects over the next 30 years. One of the
most significant diVerences betweenMacquarie’s infrastructure investments and a traditional private equity
approach is that our business plans do not assume that we will sell the businesses we buy, whereas the typical
private equity approach depends upon the ability to resell an asset within a period of three to five years.

30. For example, when Macquarie funds in 2004 acquired 70% of Brussels Airport from the Belgian
Government, which retained a 30% stake, we made a commitment not to sell our shares for a minimum
period of 10 years. When two Macquarie funds recently acquired Airwave, the UK public safety
communications service, we also committed to retain our investment for aminimumof 10 years and declared
our intention is to remain for the longer term.

Partnering with management

31. Unlike the “management buy-in” approach typical of many private equity funds, Macquarie is
attracted to companies with a strong, established management team. We seek Board-level positions where
we can provide strategic input and direction, in order to complement the skills of existing management
teams, working with them to provide support and enhance overall performance. Consistent with our long-
term focus, Macquarie’s model places a high priority on recruiting, retaining and rewarding quality staV.
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Investing capital for growth

32. Long-term infrastructure funds are willing to commit to significant capital expenditure programmes.
Our investors generally want to maintain or grow their exposure to a successful investment, and further
capital expenditure enables them to do that.

33. TheMacquarie-managed funds that are lead investors in ThamesWater have agreed to an investment
programme of £2.5 billion over the next three years.

34. On a smaller scale, followingMacquarie’s acquisition of the UK’s renewable energy provider Energy
Power Resources Limited (EPRL) in March 2005, over £3 million was invested at Eye power station to
ensure that it was Waste Incineration Directive (WID) compliant from December 2005. Since then another
£4 million has been invested at Thetford power station. EPRL’s budget assumes further capital expenditure
of £5 million for 2007–08.

Profitability with responsibility

35. For a long-term investor, it is essential that businesses are managed in a way that is both profitable
and responsible. Macquarie appreciates the need to satisfy a range of stakeholder groups—employees and
their trade unions, users/customers, policymakers, regulators, local communities—because these groupswill
impact the long-term viability and prosperity of the business. As a long-term investor, it is not in our
interests to ignore or seek to compromise the interests of these stakeholders.

36. Macquarie has extensive experience in balancing the needs and priorities of diVerent stakeholder
groups, including:

— the need to facilitate eYcient linkages within broader infrastructure systems;

— the need to work with employees and their trades unions, local councils, business and community
groups to achieve well-informed, consensual solutions;

— the need to provide users with value for money;

— the need to deliver on performance objectives for investors;

— the need to minimise social and environmental impact on surrounding communities;

— the need to maintain the overarching priority of safety and security.

37. For example in the case of our proposed investment in NRE, a gas and electricity distributor in the
Netherlands, we have committed to put the public interest before our commercial objectives. If our
municipal co-shareholders judge that our business plans are counter to the public interest, then our plans
must change.

38. When Macquarie acquired the East London Bus Group (formerly Stagecoach London) from the
StagecoachGroup, £60 million was injected into the staV pension plan scheme (which includes a final salary
component) as part of the transaction to bridge an existing funding gap and safeguard employees’ future
benefits.

Regulation and transparency

39. Due to the nature of infrastructure assets, many of the companies in which Macquarie-managed
funds invest are regulated entities in their own right. Examples of such companies include Wales & West
Utilities, Thames Water, Arqiva and National Grid Wireless. In these examples, the regulatory framework
provides a range of controls and assurances in relation to pricing, service levels and investment. In addition,
regulated entities are required to make public reports to the regulator, ensuring an appropriate level of
transparency and public accountability. Other assets such as Bristol and Birmingham airports are not
subject to formal price controls however their activities are subject to specific sector regulation to ensure
that their behaviour is in line with the public interest.

40. Other infrastructure businesses operate under long-term concession agreements or customer
contracts, often issued by government or public agencies, with relevant service standards, pricing
mechanisms and other controls built into the concession agreement. Examples withinMacquarie’s portfolio
include East London Bus Group, Moto, M6 Toll and Airwave.

41. In relation to transparency, many Macquarie-managed infrastructure funds are publicly quoted
companies and, as such, provide detailed financial and other reporting on a regular basis, including
information about investee companies.

42. For example:

— Midland Expressway Limited, the company which operates the M6 Toll, is owned by Macquarie
Infrastructure Group (MIG), which is listed on the Australian Stock Exchange (ASX).

— Bristol and Birmingham Airports are both partly-owned byMacquarie Airports (MAp), which is
also ASX-listed.
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— Airwave, Arqiva andNational GridWireless are all partly-owned byMacquarie Communications
Infrastructure Group (MCG), also listed on the ASX.

— Red Bee Media is controlled by ASX-listed Macquarie Capital Alliance Group (MCAG).

Leverage

43. One of the key attractions of investing in infrastructure assets is their ability to generate predictable,
stable cashflows over an extended time horizon. As a result they are able to support a level of debt that may
be greater than for other types of businesses where there is higher volatility of earnings and dividends.
Macquarie’s approach is to structure a debt package that is appropriate to the nature of the business and
to our long-term investment horizon and as a result the level of leverage in diVerent businesses can vary
substantially. Each proposed debt structure is rigorously stress-tested against a range of worse-case
scenarios to ensure robustness. This analysis is further tested and ultimately endorsed by the range of banks
that participate in the debt funding for each asset. Consequently debt is typically investment grade.

44. Where appropriate, the capital structures used by Macquarie provide further funding to meet the
investment and expansion plans of the Company, as well as accommodating liquidity needs. Protection
against adverse changes in the cost of borrowing is readily available via a liquid interest rate swaps market.
In addition, Macquarie applies hedging to the majority of debt carried by our assets/funds for further
protection.

Conclusion

45. Broadly defined, private equity funds are now a significant component of the UK economic and
financial landscape. Within the broad definition of private equity funds there is a wide range of investment
models and approaches. Long-term infrastructure funds, a model largely pioneered by Macquarie, is one
such approach which we believe oVers substantial benefits not only for direct stakeholders but in
contributing to the broader need for ongoing investment in important community infrastructure assets.

APPENDIX

MACQUARIE-MANAGED ASSETS IN THE UK

The following companies are managed by members of the Macquarie Group on behalf of investors, with
various direct % stakes held.

Airwave—Acquired April 2007 by Macquarie Communications Infrastructure Group and Macquarie
European Infrastructure Fund II for £1.9 billion.

Arqiva—December 2004 a consortium led by Macquarie Communications Infrastructure Group
announced it will acquire 100% of National Transcommunications Limited and NTL Digital Limited
(together ntl:Broadcast) for £1.27 billion. The business has since been renamed Arqiva.

Birmingham Airport—24.1% of Birmingham Airport acquired by Macquarie Airports Group in
December 2001

Bristol Airport—50% of Bristol Airport acquired byMacquarie Bank in January 2001, and subsequently
transferred to Macquarie Airports Group on its establishment in September 2001. In November 2006
Macquarie European Infrastructure Fund exercises option to acquire the other 50% of Bristol Airport.

CLP Envirogas—February 2007, Macquarie European Infrastructure Fund acquired 100% of CLP
Envirogas.

East London Bus Group—June 2006 Macquarie Bank agreed to acquire 100% of Stagecoach London,
the London bus transport business of Stagecoach Group plc for a total consideration of £263.6 million. The
renamed East London Bus Group is now managed by Macquarie on behalf of investment partners.

Energy Power Resources—March 2005, Macquarie European Infrastructure Fund acquired 100% of
Energy Power Resources Limited.

Isle of Man Steam Packet Company—October 2005 the Isle of Man Steam Packet Company acquired by
Macquarie Bank Limited. Steam Packet is now managed by Macquarie on behalf of investment partners.

M1-A1 Link—October 1999 Macquarie Infrastructure Group purchased Kvaerner Corporate
Development Limited and Kvaerner Investments Limited, including the M1-A1 Link (known as Yorkshire
Link). December 2004 the M1-A1 Link acquired by Macquarie Infrastructure Company, from Macquarie
Infrastructure Group.

M6 Toll—Midland Expressway Limited (MEL) is a private company with the government concession to
design, build, open and operate the 27 miles of the M6 Toll until 2054. MEL is 100% owned by Macquarie
Infrastructure Group.

Background—October 1999 Macquarie Infrastructure Group (MIG) purchased Kvaerner Corporate
Development Limited and Kvaerner Investments Limited, which included 50% of Midlands Expressway
Limited which held the concession to build the M6 Toll (then known as the Birmingham Northern Relief
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Road). Having progressed the scheme through the public inquiry and planning processes, including the
preparation of an environmental impact statement, MEL arranged finance and tendering and negotiated
the construction contract for the project. Financial close was reached in September 2000 and the M6 Toll
opened on 9 December 2003, having been completed within budget and ahead of schedule.

Moto—April 2006 a consortium of investors led by Macquarie Bank acquired Moto, the UK motorway
services business that formed part of Select Service Partner (SSP) from Compass Group plc. Moto is now
managed by Macquarie on behalf of investment partners.

National Grid Wireless -April 2007, Arqiva acquired 100% of National Grid Wireless for £2.5 billion.

NCP—National Car Park’s oV-street, airport and railway car parking businesses acquired March 2007
by Macquarie European Infrastructure Fund II for £790 million.

Red Bee Media—June 2005 a consortium led by Macquarie Capital Alliance Group agreed to acquire
100% of BBC Broadcast Limited for £166 million. The company has since been renamed Red Bee Media.

Thames Water—October 2006 a consortium led by Macquarie’s European Infrastructure Funds agreed
to acquire Thames Water at an enterprise value of £8 billion.

Wales & West Utilities—August 2004 a consortium of investors led by the Macquarie European
Infrastructure Fund agreed to acquire theWales & theWest GasDistribution Network fromNational Grid
Transco. The business has since been renamed Wales & West Utilities.

Wightlink—June 2005 the Macquarie European Infrastructure Fund agreed to acquire 100% of
Wightlink Shipping Limited.

May 2007

Memorandum submitted by the British Bankers’ Association

Introduction

1. The British Bankers Association (BBA) is the leading UK banking and financial services trade
association and acts on behalf of its members on domestic and international issues. Our 219 members are
from 60 diVerent countries and collectively provide the full range of banking and financial services. They
operate some 130 million personal accounts, contribute £35 billion to the economy, and together make up
the world’s largest international banking centre.

2. Private equity is an increasingly significant aspect of the financial services industry. Private equity
fund-raising now outstrips public capital market raising in the UK, in spite of the rise in Initial Public
OVerings (IPOs) over the last year. For example, during the first half of 2006 UK-based private equity firms
raised £11.2 billion of capital, as compared with £10.4 billion raised via IPOs on the London Stock
Exchange.

3. Secondary markets have also developed in both individual investor commitments to private equity
funds, and to private equity funds’ holdings of entire companies. Whilst this may increase liquidity for
participants in the private equity markets, it may also raise the converse risk of decreased liquidity in capital
flow to the public markets.

Executive Summary

4. The BBA’s response focuses primarily on the regulatory environment for private equity.

5. Private equity plays a critical role in the British economy. In the UK, there is over £135 billion
committed to private equity funds. Not only do private equity funds provide essential capital to catalyse
British industry, they also add essential financial, operational and other managerial expertise to business.

6. We believe that private equity funds are good for the market. They have provided greater liquidity to
the markets and have provided investors with greater choice. In the UK, private equity is now well
established as an asset category, and pension funds are now typically investing around 3% in private equity
funds. Some 70% of public to private transactions in the UK over the prior year (by value) were funded by
private equity firms.

7. It is our view is that the current regime is suitable. The FSA has recently reviewed private equity and
has adopted a similar approach to its role in regulating managers of hedge funds. This focuses on collecting
information from private equity fund managers and deciding which funds may have the biggest impact on
markets or investors. These fund managers are then monitored as part of a specialist “alternative
investments” supervision team at the FSA.

8. We consider this to be a proportionate approach. We note that in its May 2007 meeting ECOFIN
endorsed this as the right approach for supervising hedge funds.We believe that ECOFIN’s conclusions are
equally valid for private equity funds.
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9. There may be scope for enhanced transparency in this area. Some work is already being undertaken
in this area by the BVCAunder a group led by Sir DavidWalker.We consider that an industry led approach
is the correct initial response with regard to issues about transparency and would wish to await the
recommendations of this group.

Regulatory Environment

10. Our members have not observed any additional risks pertaining to the private equity market other
than those identified by the FSA in their recent Discussion Paper on the issue (DP06/06, published in
November 2006). This Paper did find some evidence of increased leverage but considered that there were no
systematic implications.

11. The fundamental issue with regard to the risk of default of a corporate whether acquired by a private
equity fund or otherwise is not how frequently it is traded but what its underlying financial position is. This,
more than the way in which particular securities of the firm are held or traded, is the primary consideration.
An aspect of this can be the amount of leverage used in any corporate financing—but the mere fact that
there is high leverage might not necessarily mean there is a high risk of default.

12. The way in which securities are held can, however, be an important secondary consideration.
Traditionally many corporates borrowed from a small number of lenders to finance themselves. Nowadays,
it is increasingly common for a corporate to use a wider range of financial instruments including a range of
debt instruments.

13. This tends to mean that holdings are more widely diversified leading to a much wider and more
diversified group of creditors. On the whole, this means that risks to the broader financial system are lower
because they are spread more widely.

14. We do not believe that there are further specific areas of conflict of interest to be considered. But
further thematic work could be considered in relation to theMarket Access issue, if participation from retail
investors ever starts, as the current market structure would not be suitable for less sophisticated investors.

15. There is clearly a balance to be made between excessive regulatory requirements, which would raise
the risk of the industry simply moving out of the UK, with a concomitant loss to both investors and
corporates, and the converse risk of insuYcient regulation giving rise to the risk of loss ofmarket confidence.

16. Taxation

17. Our members believe that the existing fiscal regime regarding private equity is appropriate.

18. There are no specific tax concessions with regards to private equity, and hence there exists a level
playing field with regard to private equity and other areas of the financial services industry.

May 2007

Memorandum submitted by T&G

The T&Gwelcomes the Treasury Select Committee inquiry and the opportunity to submit evidence. The
T&G represents 800,000 members employed throughout all sectors of the economy, including the food and
drink industry, manufacturing, transport, commercial and contract services as well as the public and
voluntary sectors. The T&G has recently merged with Amicus to form the UK’s largest trade union of over
two million members.

The T&G responded to the FSA’s discussion paper Private Equity: a Discussion of Risk and Regulatory
Engagement as well as to the European Commission Internal Market & Services DGs “Report of the
Alternative Investment Expert Group” in 2006.

1. Executive Summary

1.1 The T&G believes regulation and rights are needed in three broad areas to ameliorate the negative
eVects of private equity. These are employment rights, transparency and taxation.

1.2 Workers and their representative should be informed and consulted on the business and financing
plan of any takeover prior to the acquisition. Through their trade unions, workers should have the right,
equivalent to that of pension fund trustees, to seek fair compensation and protection should substantially
greater levels of leverage be part of a private equity (or any other) takeover. In private equity transactions,
banks are able to charge risk adjusted rates of interest, pension trustees exercise the right to demand greater
up-front funding to compensate for added risk, but presently workers are not consulted let alone protected
or compensated. The T&Gproposes that regulation should include extending the Transfer of Undertakings
(Protection of Employment Regulations) or TUPE to cover transfer through share purchase as well as
strengthening of Information and Consultation regulations.
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1.3 The information rights of employees in private equity companies should be strengthened by
regulation, so that audited information at least equivalent to Companies House accounts is made available
to all stakeholders including employees, their unions, suppliers, the local community and investors. This
should include an obligation to transparency by provision of the information online and an annual CEO
report.

1.4 Changes to tax should include abolition of tax relief for interest on debt and taper relief must be
withdrawn from “carry” in private equity investments.

1.5 These recommendations arise from a number of concerns about the impact of private equity on our
members and the enterprises the work for.

1.6 First, we do not believe the industry’s claims of job creation; our experience of redundancies, and
the consequent cost to families and communities, tells us otherwise. The T&G commissioned a preliminary
analysis76 of the private equity industry’s assertions and the surveys on which they are based. The main
findings, presented here, are:

1.6.1 The major surveys conducted for the UK, EU, and USA private equity associations suVer from a
number of flaws, both in sampling and in data quality.

1.6.2 Problems of self-selection and the diYculty of verifying data on employment arise from the
information opacity that is a systematic feature of private equity buyouts.

1.6.3 There is no overall eVect on employment compared with other forms of ownership;

1.6.4 An indication that buyouts generally depress wages.

1.6.5 Claims about returns to investors in PE funds are susceptible to confusion and exaggeration because
of the same problems of information asymmetry.

1.7 The T&G believes that the Government should commission independent research on the impact of
Private equity on jobs as well as wages and conditions.

1.8 Second, the high leverage crucial to the private equity buyout model shifts risk, often dramatically so
onto other stakeholders, primarily the workforce, who have no compensation or protection. In the
unprecedented stable economic climate that has existed during the last 10 years in the UK, private equity
leveraged buyouts have had a negative impact on the wages, terms and conditions and job security of
workers. Less favourable economic circumstances would further increase the risk and whole swathes of the
UK business could face financial distress, which would further damage the interests of workers in those
companies.

1.9 The overall UK economy could be seriously damaged by the high-risk nature of private equity
leveraged buyouts of what is now a very substantial part of the economy. In less favourable economic
circumstances, this could generate a high rate of failures of private equity owned companies, a calamity for
enterprise that could in turn damage the banking system of the UK.

1.10 Third, a significant source of the “value” created by buyouts simply comes from radically reducing
tax as a result of interest tax shelters from high leverage. As such private equity activity undermines public
revenues which must ultimately be recovered elsewhere in the form of higher taxes on those who cannot
avoid tax. It is completely unacceptable that general partners in private equity firms may face eVective tax
rates of 5%–10% in incomes of £ million whereas employees pay far higher on modest income.

1.11 Fourth, the T&G is concerned that private equity does not invest in the companies to the same
degree as publicly quoted firms. Private equity firms impose higher hurdle rates on a company which directly
lowers investment. The limited term nature of private equity ownership has a further negative eVect.
Intangible asset investment, in for example R&D and employee training, appears to be particularly aVected.

2. Introduction

2.1 The impact of private equity in the UK and globally is growing. Private equity raised globally has
reached $400 billion, equivalent with leverage to around $2 trillion in potential buying power. The size of
the funds has grown with $10 billion funds now common, andmention of funds of up to of even $100 billion
in the future.With funds collaborating together in club or “cartel” deals to bid, no company is immune from
potential take over as well as risks being bigger. Private equity leveraged buyouts means that private control
over businesses is being achieved by the provision of a significantly reduced level of equity. A key
distinguishing feature of private equity acquisitions from traditional acquisitions and mergers is their
reliance on heavily leveraged debt.

76 Hall, David (2007) Secrets and selectivity—obscuring how private equity buyouts aVect employment PSIRU University of
Greenwich www.psiru.org
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3. Impact on Jobs

3.1 The T&G does not believe the industry’s claims of job creation; experience of redundancies, and the
consequent cost to families and communities, tells us otherwise. The T&Gdoes not accept what is essentially
a money making endeavour for a privileged few being spun as being a job creation scheme. Given that the
industry has operated outside the realms of public scrutiny, it is important to look at the facts behind the
figures claimed.

3.2 The T&G therefore commissioned a preliminary analysis of the private equity industry’s assertions
and the surveys on which they are based. The main findings are:

3.2.1 That major surveys conducted for the UK, EU, and USA private equity associations suVer from a
number of flaws, both in sampling and in data quality. Recent surveys in the UK by academics and
journalists avoid many of these problems.

3.2.2 That most of the assertions made by commentators, and some made by the reports themselves,
cannot be justified on the basis of the evidence from existing surveys. The most reliable results suggest that
buyouts generally depress wages but there is no overall eVect on employment compared with other forms
of ownership, and certainly not a positive eVect.

3.2.3 Problems of self-selection and the diYculty of verifying data on employment arise from the
information opacity that is a systematic feature of private equity buyouts. Claims about returns to investors
in private equity funds are susceptible to confusion and exaggeration because of the same problems of
information asymmetry.

3.2.4 That there is a need for detailed research on the actual impact on employment, pay and industrial
relations in each buyout in recent years and much stronger information rights for employees and investors
both before and after buyouts.

3.3 The T&G believes that the Government should commission independent research on the impact of
private equity on jobs including on pay and conditions.

4. Leverage

4.1 The T&G concern is with the leveraged buyout model of private equity, where up to 90% of the cost
of acquisition is funded by debt and 10% by equity, which reverses the usual financial structure of typical
public firms.

4.2 The T&G believes that inherent in highly leveraged buyouts is an unbalanced risk/return reality—
where workers have to take undue risk in order that private equity funds and managers may make undue
returns—that needs to be rectified by regulation and rights. While Pension Funds and debt providers get
compensation for the additional risk resulting, workers have no such protection or compensation.

4.3 With a private equity leveraged buyout, debt used to finance the buyout is loaded onto the accounts
of the target company, not the private equity fund, and the bought-out firm has to meet the interest
payments. This means that the financial structure of the company has been radically transformed.

4.4 Private equity’s first step on acquisition is to “recapitalize” the firm, that is, to increase the firm’s
borrowing and, correspondingly, reduce the amount of equity finance. This leads to a dramatic increase in
leverage, with a number of consequences:

Leverage explains the spectacular returns

4.5 Firstly, it is leverage that explains the spectacular returns: Leverage minimizes the amount of equity
capital the private equity investors need to commit. If private equity targets a firm worth 10 and thinks they
can turn it into a firm worth 12, then that is a 20% return. But if they can persuade banks to provide nine
of the 10, then their return becomes 200%.

The eVect of leverage on jobs

4.6 Secondly, the burden of debt service—interest payments and scheduled debt repayments—is used by
private equity as an instrument to force management to focus on costs and cash flow.Management is driven
to cut costs because increasing EBIT (earnings before interest and tax) is the only way they can relax the
shackles of the interest cover covenant. Private equity likes to describe this as a tool for enhancing eYciency.
In well-managed firms it means managers have to cut muscle, not fat.

4.7 The T&G believes that there are two very serious negative incentive eVects of high leverage.
Employees are the stakeholder group whose claim is most vulnerable to private equity. Labour’s contract
with the firm tends to be “incomplete”, in the language of contract economics. It typically involves high
levels of trust, and performance cannot usually be fully specified in advance. Employees frequently build
significant employer -specific capital, and family ties, amongst other factors, can make their mobility costly
and often not possible. In our experience these factors make workers most vulnerable to private equity that
feels unconstrained by pre-existent loyalties and agreements and which is unconstrained by the discipline of
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public accountability. The result may be in job losses and in pay restraint, and a negative the impact on job
quality. The mega rewards of the few are partially funded by the job, pay and condition sacrifices of the
many.

4.8 One of themost insidious eVects of private equity is to increase the demands uponworkers, and levels
of stress and job uncertainty. Anecdotal evidence also reports dismay amongst human resource managers
expected to “stretch human assets” to meet new financial performance requirements.

4.9 Standard &Poors has stated that the greater the quantity of debt a company held on its balance sheet,
the greater the chance of redundancy, erosion of pay and conditions as the business struggled to repay its
interest burden. Higher debt leads to much harder work and more stress, not just for employees, but also
for stakeholders such as suppliers, who are less likely to get paid. Even if the company doesn’t default,
workers have less job security and are looking over their shoulders a lot more, worrying what will happen
if the company misses the projections its debt is based on and struggles to make its repayments.

4.10 Furthermore, the cost cutting culture of private equity is likely to reduce investment in intangible
assets, such as R&D and employee training, that are key to success in the modern economy. Such spending
usually directly reduces EBIT and thus is an obvious target for cost-focused managers.

4.11 Private equity engages with workers on a “heads we win, tails you lose“ basis. If a highly leveraged
buyout goes well, private equity principals and senior managers receive huge returns. Even in cases that turn
out positively, the most workers can expect is that a few extra jobs are created. Certainly there is no sharing
of the rewards with workers whose livelihoods have been put in jeopardy by the high leverage.

Leverage and tax

4.12 Private equity maximises the tax benefits of gearing. Debt finance is tax privileged inmost countries;
generally speaking, interest is tax deductible whereas dividends to equity are not. As a result firms
significantly reduce or even entirely eliminate their tax liabilities.

4.13 Tax economists have long been aware of the asymmetry between the treatment of debt and equity
and many solutions have been discussed, and some attempted. The issue could be ignored when firms were
relatively conservative in their gearing practices. But if a significant source of the value created by buyouts
simply comes from interest tax shelters from high leverage, government should urgently consider limiting
that shelter, both on incentive grounds and to protect revenues.

Leverage and financial risk

4.14 The final eVect of leverage is to increase the financial risk of the firm, and thus the risk of default,
thus shifting risk, often dramatically so, to other stakeholders.

4.15 Inevitably, given the very high levels of gearing, the associated debt frequently has a lower credit
rating, implying a higher perceived risk of default. Traditionally, we understood that a firm’s ability to
service debt is a function of the volatility of its EBIT, which reflects its business risk—the vulnerability of
sales to changes in economic conditions, and its operating leverage—which describes the extent to which its
costs remain fixed as sales change. These factors diVer significantly, business-to-business and sector-to-
sector, which is why we traditionally observed a wide range of gearing ratios in practice. This conventional
wisdom remains relevant to judgements today about private equity leverage.

4.16 TheUKFSA report “Private Equity: aDiscussion ofRisk andRegulatory Engagement”, states that
“the risks inherent in the private equity market are not confined to the private equity fund managers/
advisers. Rather, they aVect all types of participant in varying proportions including, in particular, fund
managers/advisers, leveraged finance providers, transaction advisers and investors in the relevant equity,
debt and related derivatives products.” There is no mention of other stakeholders, including labour, there.

4.17 Given that the growth of private equity has taken place in the context of an unprecedented stable
economic environment, in less favourable economic circumstances the negative impact on pay and jobs
would be greatly magnified as a result of Private Equity buyouts because whole swathes of theUK economy
could face significant financial distress, if not administration.

4.18 High and rising leverage in parts of the corporate sector is identified as one of six sources of
vulnerability for the UK financial system according to the Bank of England’s Stability Report; the IMF has
also expressed its concerns. The growth of sub investment grade corporate bonds and high-risk debt poses
further risk.

4.19 Additional debt being added to acquired firms as a result of so called dividend recapitalisations and
secondary buyouts adds to all these concerns.
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Dividend recapitalisations

4.20 After acquisition additional debtmay be used to fund dividend recapitalisations whereby the owners
of the firm are paid a bonus based on borrowing even more debt, not based on growth on earnings. When
Hertz was taken over by Private Equity they took out £1 billion in dividends within six months after
acquisition. Some $30 billion (£16 billion) of debt was issued globally by private equity-owned companies
to fund dividend payments for investors in the first six months of 2006, according to Standard & Poors, who
also considered that rises in dividend recaps could increase defaults.

Secondary Buyouts

4.21 The increase in secondary buyouts (when an acquired company is sold on to another private equity
firm) exacerbates all these problems and raises additional concerns. How does private equity make returns,
and the returns that they claim, from a business that was previously owned by private equity, without adding
further to risks above, particularly in relation to jobs? Why, if a business has longer-term prospects for
growth (and is hence attractive to another private equity firm) is it sold on? If another fund can generate
further returns why does the original pprivate equity owner not retain it?

4.22 The T&Gurges the TreasuryCommittee to regularly report on the rise and quality of corporate debt
and the implications for economic stability.

Fees

4.23 Other charges associated with the private equity leveraged buyout, such as fees for completing the
deal and annual management fees, are also loaded onto the acquired company’s accounts, not the private
equity fund. For example had a private equity firm been successful in a £10 billion bid for Sainsbury’s, it is
estimated the firm would have received from Sainsbury’s an immediate fee of £50 million (a 0.5% fee of £10
billion) simply for completing the acquisition, as well £30 million a year in management fees. It appears to
the T&G that such fees are excessive and reward the general partner even if an investment turns out badly.

4.24 Given the cartel like nature of the private equity industry, the T&G urges that the fees charged by
the general partners are investigated by the Competition Commission.

4.25 In the following sections we address elements of public company law and employment rights that
we believe should be equally applicable when ownership is transferred to Private Equity enterprises. The
case we make is for consistency, equity, protection and fairness, and the issues we address are those of
consultation, recognition and representation rights, transparency, taxation and investment.

5. Consultation, Employment Protection and Compensation

5.1 Workers and their representative should be informed and consulted on the business and financing
plan of any takeover prior to acquisition, and “exit”. Through their trade unions workers should have the
right, equivalent to that of pension fund trustees, to seek fair compensation and protection should
substantially greater levels of leverage be part of the financing plan. Our members, bear a number of
uncompensated costs, in addition to the risk of default itself, but receive no premium to compensate for the
increased financial risk for example downward pressure on wages. Banks charge risk adjusted rates of
interest, pension trustees have the right to demand greater up-front funding to compensate for this added
risk, but presently workers are not consulted, let alone compensated.

5.2 Before a leveraged buyout has taken place workers need to have proper information and consultation
about the financing and business plans and full recognition and negotiation rights at all levels. Workers and
their trade unions need be informed and consulted regarding the business and financing plan of any takeover
prior to it happening. This should include the right to adequate protection should substantially greater levels
of leverage be part of the financing plan similar to the negotiating leverage available to pension trustees—
ie, the right to insist upon fair compensation for the extra risk to them due to any substantial increase in the
leverage of a company as a consequence of a takeover. It is not acceptable to for workers to be kept in the
dark about as important an issue as the potential acquisition of their enterprise by a private equity buyout
with all the implications for their future that might result.

5.3 Trade unions and workers employed by firms owned by private equity should be informed and
consulted to the same degree as workers employed in public companies. This is particularly so given the
financing of the buyout and the massive changes to the financial structure of the firm and Information and
Consultation rights should apply. Rights are essential to ensure that workers are not merely seen as liquid
assets in a short term ownership cycle of acquisition, restructurings and disposal.

5.4 The TUPE regulations exist to protect workers in the event of a transfer of undertakings. Information
and consultation rights are critical in circumstances of a change of ownership. The T&G believes that the
TUPE regulations need to be amended to cover circumstances where a change in ownership arises through
share purchase. The T&G learned that Gate Gourmet was no longer owned by Texas Pacific Group from
the following press report: “A day after Texas Pacific Group joined other powerful private equity houses in
a call for more transparency, the firm’s mystery sell-oV of Gate Gourmet reveals just how much work the
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industry has ahead of it. Texas Pacific Group, which bought the airline catering firm in late 2002 from
Swissair, has quietly reduced its stake in the business over the past year without any disclosure, selling the
last piece to Merrill Lynch on Thursday.” (Source: Reuters 2 March 2007).

5.5 Private equity has a hands on approach to the acquired firm. The Financial Services Authority says
“The Private Equity business model is not constrained to capital provision, rather it extends to the
application of expertise and strategic vision to the privately owned companies”. Unions should not end up
trying to negotiate with a management that is no longer the prime decision making body. Real decision
makers need to be present for negotiation and representation to be meaningful and eVective. The decision
makers need to be clearly identified.

5.6 In summary trade unions need the right to be informed and consulted on the financing and business
plan prior to a bid, and have the right equivalent to that of pension fund trustees to seek fair compensation
and protection, proper recognition of trade unions is needed after the acquisition and terms and conditions
need protection.

6. Transparency

6.1 Public companies are subject to a range of reporting requirements, and information is typically
publicly available through published accounts, media scrutiny and published research.

6.2 Private equity firms, on the other hand, do not have the same obligations to transparency. One eVect
of a private equity buyout is to create an “informationmonopoly”, in which the beneficial owner determines
what, if any information is divulged. If Sainsbury’s, responsible for the sale of a significant proportion of
food consumed in the UK, had been taken over its disclosure obligations would have been drastically
reduced. This information monopoly creates asymmetries that are problematic not only for employees and
unions but also for investors and policy makers. The barriers between workers in the acquired firms and
fund managers are massive.

6.3 The T&G therefore believes the information rights of employees, their unions in private equity
acquisitions and investors should be strengthened by regulation, so that audited information at least
equivalent to Companies House accounts is made available to unions, suppliers, the local community and
investors and that this should be made publicly available on the Internet to facilitate independent research
and that reports from CEOs on company strategy should be made available to all stakeholders at least
annually.

7. Taxation

7.1 Private equity transactions are structured to radically reduce, or entirely eliminate, taxation. The key
T&G areas of concern are as follows:

7.2 The tax deductibility of debt interest, associated with very high private equity leverage, means that
investee firms pay much reduced corporate taxes.

7.3 The practice of equity investors contributing part of their capital as shareholder debt exacerbates this
problem.

7.4 The T&G believes that tax relief on debt should be abolished. The Danish model, whereby tax relief
of interest payments is eliminated in conjunction with oV sets elsewhere merits consideration.

7.5 Private equity firms are usually structured as limited liability partnerships. This enables the general
partners to be taxed as individuals. In consequence, and in the UK, they have been able to have their gains
subject to the highly favourable “taper relief” rules. These rules enable individuals holding unquoted
business assets to reduce the tax rate on a capital gain by three quarters after a two-year holding period.

7.6 The taper relief rules were introduced with fractional ownership of smaller entities in mind, to
encourage business investment. They were not introduced with private equity investors in mind and the
T&G suggests that taper relief be withdrawn from “carry” in private equity investments.

7.7 It is sometimes suggested that private equity is “tax motivated” and thus would, in part or in whole,
cease to exist if the tax system were changed to eliminate the tax treatments and tax loopholes that private
equity exploits. The T&G does not share this view. Private equity investors can realise very large amounts
of cash from the purchase, restructuring, and subsequent resale of investee firms. These gains can provide
enormous returns to general partners in private equity funds, whether or not they are beneficially taxed.

7.8 Therefore in our view, it is essential that private equity be fully taxed for reasons both of public
acceptability and revenue protection. It is completely unacceptable that general partners in private equity
firms may face eVective tax rates of 5%–10% on incomes of £ millions, when employees bear marginal tax
rates, including social security taxes, that approach 50%, on quite modest incomes. Deeply regressive and
highly visible inequalities such as these are highly corrosive in a modern democracy.
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7.9 It is often pointed out that the tax-free status achieved by much private equity activity threatens
public revenues. This is its immediate impact but, given the level of public finances, the lost revenue from
private equity must ultimately be recovered elsewhere, by higher taxes on those citizens who cannot
avoid tax.

8. Investment

8.1 The T&G is especially concerned that the private equity leveraged buyouts have negative eVects on
investment.We are especially concerned about lack of investment of short-termist Private Equity ownership
of a firm, with exit planned for a few years after acquisition. We have anecdotal evidence to support this but
believe that the Select Committee should commission an independent and thorough study on the matter.

8.2 Our anecdotal evidence for specific companies is bolstered by the following observations:

8.2.1 Private equity appears to shun businesses requiring high levels of capital investment going forward.
Providing funds to support very significant investments has, to date, not appeared to be their modus
operandi which seems focused on taking over firms that can generate high and stable cashflows to extract
either in the form of interest payments or dividend recapitalisations.

8.2.2 Private equity imposes a very high rate of equity return on the businesses it acquires—on the order
of 30!% after-tax per annum. This compares with returns on equity in the publicly quoted sector of
something on the order of 10–20%. Combined with the much higher costs of debt for private equity
companies versus publicly quoted companies the eVect is to raise their weighted average cost of capital which
eVectively becomes the hurdle rate for new investment decisions. On a theoretical basis, this would have a
substantial negative impact on the investment level of companies owned by private equity firms.

8.2.3 The negative impact on investment is further impacted by the short-term horizon of private equity
firms. Unlike public companies which view the future horizon as unlimited, private equity firms are looking
to exit their investment in companies in three or five years. They are therefore seeking to raise the profits of
the companies they own as much as possible as fast as possible (eVectively looking to increase EBITDA to
a high level and then sell). This has two eVects on investment:

8.2.3.1 As companies near the end of their shelf life in a private equity portfolio, the hurdle rate for
making investments is raised even further. The T&G has had it stated to it by managers of private equity
firms on multiple occasions that, “Unless the payback is within the year, we are not allowed to make any
investment.” This extremely negative attitude towards investment appears to be directly correlated to the
length of time a company has been owned within a particular private equity limited liability partnership.
Sure enough, once this attitude is stated by management, the company is sold on, sometimes to another
private equity firm within a short period of time. Accordingly, the T&G believe that the limited life nature
of the LLP’s utilised by private equity, themaximum three to five year time horizon for ownership, combined
with the obvious incentive of private equity general partners to sell a company in order to collect their “20%
carry”, has a negative eVect on investment.

8.2.3.2 Investment in intangible assets, eg, R&D, brands and employee training—also is likely to be low
as the return on these investments is more uncertain and also likely to be beyond the expected holding period
of the private equity firm. Moreover, with this spending usually hitting the profit and loss statement of the
company immediately, it is an obvious target for cutting for managers struggling to hit the often very
ambitious EBITDA targets agreed with their private equity owners. The T&G has seen cases where
investment in employee training is cut markedly after a private equity takeover.

8.3 The T&G is concerned there is a knock-on eVect on publicly listed corporations though a similar
squeezing of investment and long-term planning. Private equity leveraged buyouts puts huge pressure on
other companies, who wish to avoid being taken over, to sell oV or cut productive facilities while at the same
time spending money on buying back its own shares or issuing dividends. Thus, private equity may well be
reducing not only investment of companies they own but of the entire UK economy. The International
Union of Foodworkers describes this as the imposition of “a levy on the real economy of goods and
services”77.

May 2007

77 Rossman, Peter (207) Presentation to trade union sponsored MPs on private equity, International Union of Food,
Agricultural, Hotel, Restaurant, Catering, Tobacco and Allied Workers Associations
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Memorandum submitted by the TUC

Summary

2.1 The role of private equity in the economy has grown rapidly in recent years. Following an increase
in the size and number of private equity buyouts, around 1.2million people, one in 12 private sectorworkers,
are currently employed by private equity owned companies. Until recently, the sector was operating out of
the public spotlight; however, given its major economic assets and significant economic and social impacts
it is right that public scrutiny should be increased. The TUC welcomes the Treasury Committee Inquiry as
an important part of this process of public scrutiny.

2.2 The TUC’s major concerns about private equity sector are summarised below.

(i) The regulatory environment has not kept pace with the rapid rise of private equity and is
inappropriate given the sector’s major economic assets and impacts.

(ii) The disclosure requirements for private companies are considerably weaker than those for quoted
companies. This means that when a quoted company is bought by a private equity fund its
disclosure obligations are significantly reduced.

(iii) The TUC believes that large private companies should be required to produce a full business
review and to publish their full annual report on their website.

(iv) Employees and their representatives in companies bought by private equity companies face
particular diYculties in terms of receiving information about company plans both before and after
the buyout and recognition of and negotiations with trade unions post-buyout.

(v) The TUC believes that the Government needs to examine how the Information and Consultation
Regulations operate in relation to a change in company ownership and make recommendations
to ensure proper implementation and enforcement.

(vi) The TUC proposes that the Transfer of Undertakings (Protection of Employment Regulations)
should be extended to cover changes of company ownership.

(vii) The TUC believes that a working group should be established by the Government to examine the
impact of mergers and takeovers on employment rights and put forward proposals for reform.

(viii)The TUC is concerned about the risks associated with the very high levels of leverage now being
used in private equity buyouts and is concerned that employees shoulder a disproportionate share
of that risk.

(ix) The TUC urges the Treasury Committee to investigate the rise of corporate debt and its
implications for economic stability.

(x) The TUCbelieves that there is a fundamental diVerence between debt used to fund organic growth
through investment and debt used to buy up other companies. The TUC argues that reflecting this
distinction in the tax rules so that tax-deductibility on debt would not apply to debt used to buy
up other companies merits further investigation.

(xi) The TUC believes that the regulatory regime for limited partnerships is not appropriate for
organisations that control increasing swathes of the UK’s corporate sector. The TUCbelieves that
private equity funds should be required to publish an annual report and accounts, and required
to make this publicly available via their website.

(xii) The TUC is concerned about the potential for conflicts of interests, both between limited and
general partners within private equity funds and between private equity fund managers and the
long-term success of the companies they own.

(xiii)The TUC is concerned that directors’ duties as set out in the Companies Act 2006 are not suited
to the fixed time horizons of private equity owners, and urges the Government to look into this
area as a matter of urgency.

(xiv)The TUC believes that it is essential that private equity partners pay income tax on their earnings.

(xv) The TUC is concerned that private equity buyouts are reducing the size of the stock market and
that scaled up private equity buyouts would make the distribution of wealth generated by UK
companies for more unequal than at present.

Introduction

3.1 The TUC welcomes the Treasury Committee inquiry into private equity. Private equity has risen
rapidly up the news agenda in recent months, and has not only dominated the financial pages of the
broadsheets but been widely covered throughout the media as a whole. Widespread concern has been
expressed about the impact of private equity on the companies they buy and on the wider economy. Trade
union campaigns around particular companies have generated considerable publicity, but it is also clear that
trade union concerns have struck amuch wider chord, and a host of commentators have joined in the debate
about the role of private equity in the UK economy.
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3.2 The TUC represents nearly 6.5 million workers in 63 unions and welcomes the opportunity to submit
evidence to the Treasury Committee inquiry. One of the areas where both trade unions and other
commentators, including Paul Myners78 and John Plender of the Financial Times, have raised concerns is
the employment impact of private equity buyouts. This issue is not directly referred to in the Treasury
Committee inquiry’s terms of reference, but the TUC believes that employment issues are central to public
concern about private equity and merit proper consideration.

The regulatory environment

4.1 A number of macroeconomic factors have facilitated the rise of private equity, including high levels
of global liquidity, low interest rates and a drive from investors for ever-higher returns. However, the
regulatory environment has not kept pace with the rapid rise of private equity, and in particular is not suited
to the current situation where private equity funds are able to buy up increasingly large quoted companies.

Transparency

4.2 There are two distinct issues with regard to “transparency on the activities, objectives and structure
of private equity funds”: the disclosure requirements for companies owned by private equity; and those for
private equity funds themselves. The issue of transparency relating to private equity funds themselves will
be dealt with below in the section on corporate status of private equity funds. This section will deal with
transparency in relation to companies bought by private equity funds. This is significant because private
equity companies are increasingly buying quoted companies and taking them private.

4.3 The disclosure requirements for private companies are considerably weaker than those for quoted
companies. A private company does not have to file its annual accounts until nine months after its year end
and does not have to produce quarterly earnings or interim results. Crucially, it does not have to place its
annual report on its website, greatly diminishing public access to the information contained therein. While
the public can gain access to company reports via Companies House, this is not a free service and a charge
is made for each download.

4.4 Requirements for non-financial reporting, an area of particular interest to the TUC, have recently
been strengthened for quoted companies by the Companies Act 2006. From October 2007, all quoted
companies, even the smallest, will have to include in their business review the directors’ view of “the main
trends and factors likely to aVect the future development, performance or position of the company’s
business”. Information on the company’s employees and suppliers, on environmental matters and on social
and community issues must also be included, including information on company policies relating to these
areas and their eVectiveness. However, all private companies, even those employing tens of thousands of
staV, are excluded from these requirements.

4.5 Executive pay is another area where there is a stark contrast between the obligations on private and
quoted companies. While the Directors’ Remuneration Report Regulations 2002 require quoted companies
to produce a report on directors’ remuneration and put it to the vote at their AGM, private companies are
not covered by this legislation and are subject only to the general Companies Act requirements, which are
much weaker.

4.6 The phenomenon of private equity companies taking large quoted companies private, overnight
weakening the transparency ofmajor UKbusinesses, throws a spotlight on this two-tier system of disclosure
and illustrates the weaknesses of making ownership structure rather than economic and social impact the
determinant of disclosure requirements. For example, on completion of its purchase by KKR, Boots, a
company with 2,600 outlets, 1,500 pharmacies and 85,000 UK workers, will have its disclosure obligations
significantly reduced, at the same time as there is heightened employee and public interest in the company’s
plans and activities79.

4.7 The social and economic impact of a large private company is no less than that of a quoted company,
and there is a legitimate public interest in the plans and activities of companies, regardless of their ownership
structure. The TUC believes that large private companies should be subject to the same non-financial
reporting requirements as quoted companies. It is essential that the disparity between quoted and private
companies with regard to reporting and the reduced transparency caused by the rise of private equity
buyouts are addressed by regulatory reform, and not left to voluntary initiatives, which will inevitably result
in patchy and uneven reporting.

4.8 The TUC believes that:

(i) large private companies should be required to produce a full business review; and

(ii) large private companies should be required to publish their full annual report on their website.

78 Author of Review of Institutional Investment, 2001.
79 These comments relate towhat Bootswill be required to report, and do not prejudgewhat information the companywill decide
voluntarily to put into the public domain.
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The regulatory environment—respecting the rights of workers and their representatives

Informing and consulting employees

5.1 The TUC is particularly concerned about the diYculty that employees and their representatives have
had in obtaining basic information about company plans and strategy prior to and following private equity
buyouts. The rights of employees and their representatives to be informed and consulted about important
developments that may aVect their interests have been recognised and set out in the Information and
Consultation Regulations 2004, which have been in operation for organisations of 150 or more employees
since 2005 and will apply to organisations with 50 or more employees by April 2008. These state that
employers should consult employee representatives on matters that include:

(i) The recent and probable development of the undertaking’s activities and economic situation;

(ii) The situation, structure and probable development of employment within the undertaking and any
anticipatory measures envisaged, especially where there is a threat to employment within the
undertaking.

5.2 The general principles of the Takeover Code require a board to advise shareholders of “its views on
the eVects of implementation of the bid on employment, conditions of employment and the locations of the
company’s places of business”. This requirement demonstrates the importance of the impact of mergers and
takeovers on employment. However, the takeover rules also require that “all persons privy to confidential
information, and particularly price-sensitive information, concerning an oVer or contemplated oVer must
treat that information as secret and may only pass it to another person if it is necessary and if that person
is made aware of the need for secrecy”.

5.3 This requirement of secrecy is interpreted by companies involved in takeovers as preventing any
consultation taking place with employees about a potential takeover. Despite the fact that boards are
required to inform shareholders of the employment impact of a bid, they feel constrained by the Takeover
Code from even informing employees that a bid is taking place. This applies to all mergers and takeovers,
not just private equity buyouts. Because of the concern about the impact of private equity buyouts on
employment, newspaper speculation about private equity buyouts has created particular uncertainty and
insecurity for staV in the companies concerned, but it is important to note that this stems from a general
problem about how mergers and takeovers operate in the UK.

5.4 The TUC understands the rationale behind the Takeover Code and its aim of ensuring that
information that could aVect share prices is not revealed prior to a concrete bid being made. Nonetheless,
the TUC does not regard it as acceptable for employees to be kept in the dark about an issue as major as a
takeover of their company. Employees should not be treated as pawns whose fate will be decided by others
while they themselves are not even informed about key decisions aVecting their future. The TUC believes
that employees should be informed and consulted about mergers and takeovers prior to a bid being
presented to shareholders. Issues of secrecy could be addressed as they are in countries with board level
employee representation, where employee representatives undertake to respect the confidentiality of papers
under discussion. The TUC believes that the injustice of the current situation must be addressed as a matter
of urgency.

5.5 Clearly, once a buyout has taken place the rights of employees to be informed and consulted over
plans and future activities should be guaranteed by the Information and ConsultationDirective. In practice,
however, unions have informed the TUC of their diYculties in obtaining information from companies once
they have been bought by private equity funds. The TUC believes that the Government needs to examine
how the Information and Consultation Regulations operate in relation to a change in company ownership
and make recommendations to ensure the proper implementation and enforcement of the Regulations.

Recognising the role of trade unions

5.6 Trade unions both in the UK and internationally have highlighted experiences where a good
relationship between the union and company management has been destroyed by a private equity buyout.
In some instances, unions have found themselves in the position of trying to negotiate with a management
that is no longer the prime decision making body in the company. Indeed, this experience fits with one of
the arguments put forward in favour of private equity—that a much smaller number of highly-invested
shareholders is able to exert far more influence and take a much more hands on approach to management
than is the case with listed companies. Clearly, the traditional model of trade union representation and
collective bargaining does not work if the real decision makers are not present at negotiations (and indeed
at times are not even clearly identified).
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5.7 A study of private equity buyouts in theUKand theNetherlands found that the number of companies
recognising trade unions fell after a buyout from 34%–29%, although over time it reverted to the original
level. The study also showed high levels of hostility to trade unions among companymanagers in the buyout
firms, with only one in ten managers having a positive attitude to trade unions and 40 per cent admitting to
being hostile.80

5.8 It is not only trade union rights thatmay be jeopardisedwhen a company is bought by a private equity
fund. There is a heated debate about whether overall private equity buyouts destroy or create jobs, but what
is clear is that in some instances private equity buyouts have been followed by very large numbers of
redundancies. It is particularly important in a situation where management is proposing major layoVs that
workers and their representatives are fully consulted on plans and are given the opportunity to comment
and put forward alternative proposals. These rights are enshrined under the Directive on Collective
Redundancies, implemented in the UK by the Trade Union Labour Relations Act of 1992.

5.9 There is some evidence that workers’ terms and conditions may be weakened by private equity
buyouts. As well as anecdotal evidence, a study carried out by Centre for Management Buy Out Research
and Nottingham University Business School found that buy-out firms had significantly lower annual wage
growth than non-buyout firms. The downward pressure on wages was particularly great in management
buy-ins (as opposed to management buy-outs). The study also indicates that the larger the company, the
greater the downward pressure on wages.81 Given the high returns that private equity funds earn from the
firms they buy, a key question is why employees are not sharing in these financial benefits.

5.10 The Transfer of Undertakings (Protection of Employment Regulations) or TUPE preserves
employees’ terms and conditions when a business or undertaking, or part of one, is transferred to a new
employer through, for example, an outsourcing arrangement. The TUC proposes that TUPE should be
extended to cover changes of company ownership. It would be possible to explore variations of this model
so that selected protections such as trade union recognition, maintenance of collective bargaining and some
terms and conditions would be protected.

5.11 The TUC believes that a working group should be established by the Government to examine the
impact of mergers and takeovers on employment rights and put forward proposals for reform. The terms
of reference should include:

(i) issues relating to consultation with, and the provision of information to, workers and their
representatives prior to a bid;

(ii) how any proposed redundancies are dealt with;

(iii) recognition of trade unions after a takeover has taken place;

(iv) terms and conditions of workers after a takeover has taken place.

Leverage and debt

6.1 Leverage in many private equity buyouts has been extremely high. Major purchases have been made
using one part of equity to three or four parts of debt. The Financial Services Authority found that in the
five largest leveraged buyouts involving bank lending in the 12 months up to June 2006, the average share
of equity was just 21%.82 This is in contrast to a typical takeover by a quoted company, which might be
funded with roughly 70% equity and 30% debt.

6.2 There has been much debate in the press about the pros and cons of such highly leveraged deals.
Defenders of the private equitymodel have argued that debt provides an eVective discipline onmanagement.
This seems to imply that managers in UK companies are only able to respond to immediate financial
pressures rather than being able to make decisions in order to implement a strategy for long-term company
success and growth. This is a very negative view, and if it is accurate, there is an urgent need to improve the
quality of management in UK companies.

6.3 It has been suggested by some commentators that most public companies do not make suYcient use
of debt.83 However, the TUCdoes not believe that it is possible to generalise about an optimum level of debt
that applies to all companies; optimum levels of debt for a company will depend on that company’s
particular circumstance and crucially what the debt is to be used for. Marks and Spencer is an example of
a company that fought oV a bid to take the company private and has then successfully turned itself round
while remaining a quoted company. In order to do this it has increased its levels of debt and this investment
has clearly paid oV. However, this is fundamentally diVerent from using debt to buy another company. A
highly indebted company may find it diYcult to find the funds for the sort of long-term investment that
Marks and Spencer was able to make.

80 Bruining H, Boselie P, Wright M and Bacon N, The impact of business ownership change on employee relations: buy-outs in the
UK and The Netherlands, The International Journal of Human Resource Management, March 2005.

81 Ammess K and Wright M, The wage and employment eVects of leveraged buyouts in the UK, International Journal of
Economics and Business, forthcoming, in Phil Thornton, Inside the dark box: shedding light on private equity, The Work
Foundation, March 2007.

82 FSA, Private equity: a discussion of risk and regulatory engagement, November 2006.
83 Eg, Weighing up the debt balancing act, Financial Times 12 March 2007.
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6.4 The TUC believes that there are clear risks associated with such high levels of debt. A significant rise
in interest rates would have a major impact on the economic rationale of highly-leveraged buyouts and on
the balance sheets of companies carrying significant levels of debt. Equally, companies carrying such high
levels of debt have no buVer to protect them against a general economic slowdown. A rise in interest rates,
particularly a sudden rise, or an economic slump would increase the risk of large-scale company closures
and a sharp reduction in private equity returns.

6.5 Standard and Poor’s, the ratings agency, has said that the quality of debt backing private equity deals
has fallen dramatically, and that there is now a one in five chance that companies that are taken private using
leverage will fall into default. Its research shows that at the end of August 2006 the loans backing three-
quarters of European private equity deals were rated in the single “B” range of junk debt. The quality of
debt backing private equity deals has declined significantly since the end of 2002, when less than one third
of debtwas in the B range and 57%was in the BB range, which gives it a risk of default of one in 20. Currently
only one in ten deals has a default rating of one in 20.

6.6 The Financial Services Authority has talked about “excessive leverage”, and has said: “The amount
of credit that lenders are willing to extend on private equity transactions has risen substantially. This lending
may not, in some circumstances, be entirely prudent. Given current leverage levels and recent developments
in the economic/credit cycle, the default of a large private equity backed company or a cluster of smaller
private equity backed companies seems inevitable”.84 Similarly, the Bank of England lists high and rising
leverage in parts of the corporate sector as one of six key sources of vulnerability for theUKfinancial system.
These assessments of risk from a major ratings agency, the UK’s financial watchdog and the Bank of
England are a serious cause for concern.

6.7 This raises the very important issue of how that risk is distributed, both among investors and between
investors and other stakeholders such as creditors and employees. The TUC is very concerned that
employees carry disproportionate risk in private equity buyouts. It has been noted above that employees’
wages appear to grow more slowly after private equity buyouts. And if things go wrong, the levels of debt
are likely to mean that job losses are more rapid andmore severe than in a company that could use its equity
and other economic resources as a buVer to protect itself from external pressures.

6.8 The impact of private equity buyouts on employees has been highlighted by Paul Myners and
Financial Times journalist John Plender. Paul Myners has argued that “the one party who is not rewarded
is the employees, who, generally speaking, suVer an erosion of job security and a loss of benefits”.85

Similarly, John Plender has written that “of the various stakeholders involved, employees stand to lose most
from a change of ownership”, highlighting the impact on jobs and arguing that debt to equity ratios create
“potentially job-threatening vulnerability”.86

6.9 The FSA has described the ownership of risk in private equity deals as “unclear”. It argues that the
use of “opaque, complex and time consuming” risk transfer practices, combined with increased use of credit
derivatives, makes it hard to know exactly who owns the risk in a leveraged buyout and how these owners
will react to a crisis.

6.10 As well as the risk of catastrophic failure caused by a rise in interest rates or economic slowdown,
such high levels of leverage may create pressure for the company to become as profitable as possible in the
shortest possible time. There is a danger that such pressures may lead to a “quick fix” approach that will
leave the company vulnerable in the longer-term and unable to take advantage of opportunities for future
growth and development. For example, the impact of private equity takeovers on levels of research and
development investment within companies is an area of potential risk that merits further investigation.

6.11 The TUC urges the Treasury Committee to investigate the implications of the rise of corporate debt
for economic stability.

Leverage and tax

6.12 One factor that has encouraged the high levels of leverage that are seen in private equity takeovers
is the tax treatment of corporate debt. Interest payments on debt are tax deductible, meaning that companies
can oVset interest payments against their tax bill, thus reducing the costs of debt-financing. It is important
to note that tax deductibility of interest is not limited to private equity and extends to all companies in the
UK and indeed is a common international practice.

6.13 However, there is a concern that the tax-deductibility of interest payments is influencing the
economic rationale of takeovers, and favouring debt over equity as ameans of financing buyouts. It has been
widely suggested that the tax relief on debt is a significant factor in the profitability and returns generated by
private equity takeovers. Julie Froud and Karel Williams from the University of Manchester have argued
that if the debt leveraging is stripped out of the equation, the returns generated by private equity would be

84 Private equity: a discussion of risk and regulatory engagement, Discussion Paper 06/6, Financial Services Authority,
November 2006.

85 Interview in the Financial Times, 21 February 2007.
86 Private equity cannot escape the public eye, The Guardian, 24 April 2007.
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mediocre at best compared with the stock market as a whole.87 Similarly, a study for Citigroup also came
to the conclusion that the higher returns for private equity disappeared if the high degree of leverage was
stripped out of the model.

6.14 This raises two important issues of public policy. Firstly, if the tax regime is a significant factor in
the economic rationale for highly-leveraged takeovers, the Government—and indeed all those with an
interest in the area—would need to be assured that it believes that encouraging such highly-leveraged deals
is in the public interest. The TUC is not convinced that this is the case.

6.15 Secondly, if the tax regime favours debt-funded takeovers over equity funded-takeovers, this risks
distorting the market for corporate control. The market for corporate control is widely regarded as an
important discipline on company management that facilitates the eYcient allocation of capital. A system
that favours debt-funded takeovers over equity-funded takeovers risks damaging the ability of the market
for corporate control to lead to improved company performance.

6.16 The TUC believes that there is a fundamental diVerence between debt used to fund organic growth
through investment in research and development, innovation and training and debt used to buy up other
companies. The TUC believes that reflecting this distinction in the tax rules so that tax-deductibility on debt
would not apply to debt used to buy up other companies is an approach that merits further investigation.
The size of debt relative to company turnover could be used as a possible proxy to distinguish between debt
to fund organic growth and debt to fund takeovers.

6.17 The Governments of Denmark and Germany are in the process of discussing proposals to amend
their tax laws to address concerns about tax-relief encouraging excessive leverage. In March, Financial
Treasury to the Secretary Ed Balls announced a review into the “current rules that apply to shareholder debt
where it replaces the equity element in highly leveraged deals”. The TUC believes that this review should be
widened to examine tax relief on debt more generally and in particular whether it is in the public interest for
tax relief on debt used for takeovers to be treated in the same way as tax relief for debt that will be used to
invest for long-term, organic growth.

Corporate status of private equity funds

7.1 Private equity firms are generally run as limited partnerships. As such they are treated as a collection
of private interests, despite their major economic assets and impacts. Limited partnerships are subject to a
very light regulatory regime. It is necessary to register a limited partnership at Companies House, but other
than the registration form and any subsequent amendment (such as a change of partner) no other
information has to be filed. Registration costs £2, and requires the following information:

(i) The firm’s name;

(ii) The general nature of the business;

(iii) The address of the principal place of business;

(iv) The full name of each partner, listing general and limited partners separately;

(v) The term (if any) for which the partnership is entered into;

(vi) The date of its commencement;

(vii) A statement that the partnership is limited and the description of every partner as such; and

(viii)The sum contributed by each limited partner, and whether it is paid in cash or otherwise.

7.2 It is not possible to view registration forms on the Companies House website, although copies will be
sent out to members of the public on request.

7.3 This is an extremely light regulatory regime for organisations that own such major economic assets
and control increasing swathes of the UK’s corporate sector. Given the role that private equity is currently
playing in the UK economy, the TUC strongly believes that greater transparency from private equity funds
about their operations, plans and impacts is in the public interest. The TUC believes that private equity
buyout funds should be required to publish an annual report and accounts and required to make this
publicly available via their website. These should include information on the distribution of investment,
returns on each investment and distribution of these returns. In addition, the annual report should contain:

(i) The development and performance of the fund during the financial year;

(ii) A description of the principal risks and uncertainties facing the fund; and

(iii) The main trends and factors likely to aVect the future development, performance and position of
the fund.

7.4 This would ensure that information about the activities of the private equity buyout fund over the
past year were set out in the public domain, andwould also require private equity funds to set out their future
plans and strategies. All those aVected by private equity buyouts, including the many employees working

87 CRESC Working Paper Series No 31, Private equity and the culture of value extraction, February 2007.
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in companies that have been or will be bought by such funds, have a strong potential interest in greater
information about the priorities, plans and activities of these funds. It would also be of benefit to investors
and trustees.

Distribution of risks and reward and conflicts of interests

7.5 The TUC is concerned about the balance of risks and rewards within the limited partnership model.
The general partners who run the fund generally charge high fees, and gain a high percentage of any profits
that are generated. While their control is extensive, it is not matched by their level of risk. Even in private
equity deals that have been regarded as failures, like Little Chef, it would appear that the general partners
have still been able to make money and protect their own interests. Returns to limited partners are generally
significantly lower than those to general partners, who often receive around 20% of annual returns.

7.6 Limited partners investing in private equity funds include pension funds and insurance companies
with long-term commitments to beneficiaries. Paul Myners recently questioned whether pension fund
trustees are looking suYciently closely at the costs of investing in private equity against public stocks.88 His
recent intervention is significant because in his Review of Institutional Investment in 2001, he encouraged
pension funds and other institutional investors to invest in alternative assets in order to diversify their
investment portfolio.

7.7 One of the issues for pension funds and other limited partners of private equity funds is that their
investments are illiquid and cannot be retrieved outside the terms of the agreement. This means that trustees
and other investors are exposing themselves to much greater risk in comparison to investing in the stock
market, which allows risk to be diversified. Commentators have questionedwhether the returns from private
equity are suYcient to compensate for this illiquidity.

7.8 The FSA has warned of the potential for conflicts of interest, both between general partners and
limited partners and between the private equity fund managers and the companies they invest in. For
example, general partners are often able to over or under commit to specific company investments through
“co-financing” deals. This could enable them to cherry pick the best deals for extra investment, while
capping their exposure to more risky deals. Or, a fund manager may be managing investment funds at
diVerent stages of the investment cycle, both of which are invested in the same company. The interests of
the two investment funds may diverge (for example, in terms of whether the private equity fund should sell
to realise profit now or wait until later), while the fund manager has responsibilities to both groups.89

7.9 The potential for conflicts of interest between private equity fundmanagers and the long-term success
of the companies they own is an area of great concern to the TUC. The potential for conflicts of interest
starts as soon as a buyout is proposed, as often company directors are oVered highly lucrative stakes in the
company if the bid succeeds. This may create a conflict of interest between the company’s board and its
current shareholders. Once bought, fund managers’ intention of selling the company after a specified time
and the fact that a company is one among many of its investments may create a divergence between the
interests of fundmanagers and the long-term success of the company. The FSA also highlights the potential
for conflicts of interest between fund managers and the firms they buy as an issue of concern.90

7.10 The Companies Act 2006 enshrined what the Government has called “enlightened shareholder
value” as the basis of UK company law. The duties of directors as set out in the new Act require directors
to serve shareholder interests, and require that in so doing they have regard, among other matters, to the
interests of employees, relationships with suppliers and customers, social and environmental impacts and
the likely consequences of their decisions in the long-term. The thinking behind enlightened shareholder
value was that in the long-term, the interests of diVerent company stakeholders converge, thus making it
unnecessary to put responsibilities to employees and other stakeholders on an equal footing to
responsibilities to shareholders.91

7.11 These duties are not suited to a situation where shareholders have defined their interest as
maximising a sale price for the company after two to five years. There is a risk that directors may be serving
existing shareholders’ interests at the expense of the interests of other stakeholders, future investors and the
long-term success of the company. If the owners stated interest is to sell the company after a few years,
having generated maximum profit along the way, this may not be compatible with the sort of business
decisions needed to put the company on a sustainable long-term footing. An example of the kind of action
in question is when company assets are sold to generate funds at the expense of future revenue streams. For
example, the private equity owners of Debenhams sold the ownership of its stores in a refinancing deal,
requiring the company to pay rent for stores it previously owned indefinitely.

7.12 The motives of the private equity fund managers and their commitment to the long-term
sustainability of the company have been questioned by the FSA: “The entrance of new types of market
participant with business models that may not favour the survival of distressed companies adds further

88 Interview in Financial Times, 21 February 2007.
89 FSA, Private equity: a discussion of risk and regulatory engagement, November 2006.
90 ibid.
91 It should be noted that the TUC consistently argued for pluralist directors’ duties, which would require directors to balance
the interests of shareholder with those of employees and other stakeholders.
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complexities . . . which may create confusion which could damage the timeliness and eVectiveness of work
outs following credit events and could, in an extreme scenario, undermine an otherwise viable
restructuring”.92

7.13 The TUC does not believe that it should be legal for private interests to buy a company and then
run that company for their own benefit, at the expense of the company’s long-term future. The TUCbelieves
that it is necessary to address the issue of conflicts of interests between private equity fund managers and
the companies they own, and urges to Government to look into this area as a matter of urgency.

Private equity fund managers and tax

7.14 The rewards for general partners of private equity funds are inflated by the fact that their fees are
taxed as capital gains tax rather than income tax. This enables them to pay tax at 10% (and commentators
have argued that the eVective rate may be as low as five per cent), rather than 40%, the rate of income tax
for higher earners.

7.15 The origins of this go back to 1987 when the Government allowed performance fees to be taxed as
capital, rather than income, in an attempt to encourage more venture capital funding for small companies.
However, the gains from this change were dramatically increased in 1998, when the Government reduced
capital gains tax from 40% to just 10% for people owning shares in their own or unlisted companies,
providing they had owned the asset for ten years. In 2002, however, the ownership requirement was reduced
to only two years. This new “taper relief” encouraged many companies to set up share-based pay schemes
to allow highly paid employees to take their income in the form of capital gains, and in 2003 theGovernment
moved to address this by introducing new rules requiring employees to declare shares received as part of
their pay package as income. However, the British Venture Capital Association negotiated a special deal
with the Government, exempting private equity firms from the new rules.

7.16 Whatever the arguments for encouraging venture capital investment in small firms, these do not
apply to individuals making very large sums of money from buying and selling major British companies.
The TUC believes that treating carried interest as capital gains rather than income for tax purposes is an
anomaly that is extremely unfair to the very many people on far lower incomes who pay much higher levels
of tax for the greater good of society. The TUC believes that it is essential that the exemption for private
equity funds should be abolished, and that private equity general partners should pay income tax on their
earnings.

Impact of private equity on investments in the long-term

8.1 The number and scale of private equity buyouts has risen sharply in recent years, to the extent that
private equity is now contributing to a reduction in the size of the stockmarket. Last year, UK buyout funds
made up over a quarter of all British-based takeover deals; nine years earlier, the figure was under 7%.93 At
the same time, the UK equity market capitalisation shrank by £46.9 billion in the first half of last year, and
has not grown since the last quarter of 2004. The FSA attributes this shrinkage to the impact of public to
private transactions, share buy backs and special dividends (sometimes as part of a defence against a private
equity bid) and reduced capital flows from the private sector.94

8.2 This goes to the heart of the workings of the UK’s capital markets. Reducing the size of the stock
market directly reduces the liquidity of capital, which is seen as vital in ensuring the eYciency of capital
investments. If an increasing proportion of investment monies, including those from institutional investors
such as pension funds, are tied into particular private equity buyouts, such investors are increasingly
dependent on high returns being generated in amuchmore limited number of companies, rather than across
the stock market as a whole. This clearly increases their exposure to risk.

8.3 This is linked to distributional impacts. Private equity buyouts reduce the number of investors
benefiting from the returns generated byUK companies. Companies that were previously generating returns
for millions of pension fund beneficiaries and others through the stock market are now generating returns
for a narrow group of individuals, plus some wider beneficiaries in the form of the limited partners.
However, the proportion of returns paid to limited partners is limited by the structure of private equity
funds, with general partners frequently extracting a fifth of generated returns as “carried interest”.

8.4 Even when some of the investors in private equity funds are pension funds, this is a tiny proportion
of those who would have previously benefited through the stock market. Scaled up, the TUC is concerned
that private equity buyouts would create a situation where the wealth generated by UK companies would
be distributed far more unequally than at present. The TUC believes that this would be both socially and
economically damaging. Given the crucial role of the stock market in pensions provision, significantly
reducing the size of the stockmarket could have amajor impact on the incomes of millions of future retirees.

92 ibid.
93 Tom Burroughes, Private equity returns slow amid M&A boom, The Business, 7 March 2007.
94 FSA, Private equity: a discussion of risk and regulatory engagement, November 2006.
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Conclusion

9.1 At the heart of the debate about private equity is the question of whether it is fuelling short-termism
within the economy through creating pressure within companies to take decisions based on short-term gains
rather than long-term value creation. There is a danger that private equity buyouts are geared towards value
extraction for the few rather than value creation for the many, and this is central to the economic and social
concerns raised about the sector. Amajor issue facing theGovernment is whether the regulatory framework
for private equity funds is appropriate for companies that are not just funding start-ups with venture capital
but are now able to buy household names like Boots. This TUC submission has argued that given the major
economic assets under the control of private equity, the current regulatory regime is inappropriate and
should be strengthened to ensure that private equity funds and the companies they own operate in the
public interest.

May 2007

Memorandum submitted by Dr Tony Golding

My evidence relates specifically to the annual survey conducted by the BVCA on “The Economic Impact
of Private Equity and Venture Capital in the UK”. The eighth edition was published in November 2006. It
is compiled by IE Consulting Ltd. on behalf of the BVCA. A short version of the survey can be found—
though not with any ease—on the BVCA website. The full survey is obtainable on request from the BVCA.
These comments relate to the short survey as this is available publicly, representing the BVCA’s chosen
highlights, and is almost certainly the information used by journalists and others when forming a view.

There are several aspects of this survey that merit critical examination. A figure quoted widely in the press
is that private equity-backed firms employ 19% of the private sector workforce in the UK. This figure comes
directly from the Executive Summary (page 3) of the short form report available on the website, which states
“It is estimated that companies that have received private equity funding account for the employment of
around 2.8 million people in the UK, equivalent to 19% of UK private sector employees”. In fact, this figure
is highly misleading. The key words are “have received”. In other words, the 19% refers to every company
that HAS EVER received private equity funding, including those where private equity is no longer involved
because it has exited.

Surely amuchmore useful figure is the number employed by private equity backed companies at any given
point in time. This would give amuch truer picture of the influence of private equity on the British economy.
For the first time ever, the BVCA has attempted to calculate this figure though, rather than highlighting it
on page 3, it is slipped in at the bottom of page 5 under “Private equity and job creation”. There is a huge
diVerence. On a “snapshot” basis, the influence on employment is 8%. The majority of the workforce in the
19% DID ONCE work for private equity-owned firms but no longer do so. The report says: “This year we
have estimated the number of people employed by companies that are currently (their emphasis) backed by
private equity. This figure stands at 1.2 million for the UK—8% of UK private sector employees”.

It is pleasing to see that, in the BVCA’s submission to the committee, the familiar misleading statement
is not repeated but has been replaced by a statement (page 4) that “firms currently backed by private equity
employ c.1.2m people” (no percentage given). The BVCA should be encouraged to quote this figure more
widely, something that it seems curiously reluctant to do. The 19% figure may make the case that private
equity funding has been helpful to the development of these firms—which is no doubt what the BVCA is
seeking to do—but it does not reflect the specific, present impact of private equity on employment or the
economy.

A second interesting aspect of the survey is that the results are unweighted by size (size of investment,
turnover, assets etc). Much use is made of the AVERAGE of the sample. For example (page 12), “Average
employment growth for UK private equity-backed firms, over the five years to 2005–06, was 9% pa”. Usage
of averagesmeans that small firms that grow fast pull up the percentage.What would be farmore interesting
is the employment growth rate by size band, but this is not revealed. Have the top 10 or 20% of investee
companies by some size criterion achieved 9% pa employment growth over five years, or perhaps a
somewhat lower figure? Later, the report makes it clear (page 18) that the majority of investments made by
their members each year are very small, demonstrating that the use of averages seriously skews the results.
In 2005, BVCA members invested £6.8 billionn in 1,305 UK companies. “Of those UK businesses invested
in, 66% received amounts of less than £1 million”.

My third and final point relates to the methodology employed by the survey. Anyone coming fresh to the
idea of a statistical underpinning for the private equity industry would, I think, assume that, given the highly
representative nature of the BVCA (over 90% of UK private equity firms are members), the logical way to
construct a database would be to ask the members themselves to contribute information. They are, after all,
the controlling owners of their investee businesses and receive regular reports from them, and have easy
access to all the factual information required, such as turnover, employment, size of investment, exports,
profits etc.
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But, remarkably, that is not how it is done. Since its inception in 1996, the Economic Impact survey has
worked on a diVerent basis. Part of the reason for this is that the survey asks the investee companies
qualitative questions, relating to the key ways in which private equity has helped the development of their
business. However, the basic questions are all factual and the answers to these could easily be provided by
the members of the BVCA. Instead, this factual information is obtained in an unreliable and roundabout
way. The contact details of a random sample of private equity-backed businesses are compiled from
information provided by the BVCA and other sources. So, instead of going directly to the members who
own these firms to extract this basic information, the members are asked to take the easy route of tossing
IE Consulting a random list of names for them to contact. During May-August 2006, 5,700 potential
respondents were contacted (page 22). In the event, IE received 1,457 replies, a 26% response rate. This then
is the shaky foundation on which the Economic Impact survey is built.

Surely we need—and deserve—a better database than this, if we are to make well-informed judgements
on the private equity industry. This inadequate information base may have been acceptable 11 years ago
when the private equity industry was an obscure City backwater but it is way below what is needed today.
The BVCA should be asked to construct and maintain a basic database of their members’ current
investments: details of investee company, investment date, size of investment, turnover, employees etc.Most
of their members have some of this information on their websites already but not in a consistent form. It
would not be diYcult to do. Such a database would be both comprehensive and reliable, in marked contrast
to what we have now. If the BVCA wishes to continue to ask its qualitative questions, it can continue the
survey in its present form but as a SUPPLEMENT to the main survey. This would focus purely on factual
data provided by the private equity firms themselves and not, as happens now, via random contact data at
one remove.

June 2007

Memorandum submitted by HM Treasury

The Government welcomes the Treasury Committee’s inquiry into this important subject. Private equity
remains a relatively small, although a growing, part of our economy and the Government’s approach was
set out fully in a speech given by the Economic Secretary on 8 March 2007.

2. The Government’s starting-point is that any particular form of ownership is not inherently to be
preferred to any other. Private equity, like any other form of ownership, has good and bad aspects. The
Government’s objectives in this field should be no diVerent from that in relation to any other form of
ownership: to promote high and stable levels of growth and employment through an environment of long-
term, sustainable business success, underpinned by a strong culture of clear disclosure to, and engagement
with, underlying investors.

3. The impact and role of private equity transactions vary widely in their nature. Moreover the available
evidence base remains quite limited and results are to some extent conflicting and mixed.

4. Nevertheless, there is a reasonable consensus in the evidence available that private equity investment
has a positive impact on productivity. Moreover, the evidence suggests that private equity firms do own
companies for significant periods, on average around three years, which is 20% longer than the average
length of time institutional investors hold shares.

5. One potential advantage of the private equitymodel is that the chain of ownership and communication
is relatively short, giving the owners of capital much clearer direction of the businesses which they are
financing than under some other forms of ownership. The advantages of a shorter chain of ownership, with
clearer targets and accountabilities, will in some cases outweigh the benefits of public market ownership.
Nevertheless, investors need to be vigilant about any potential for misalignment of incentives within the
private equity model.

6. As the private equity model becomes an increasingly important component of UK capital markets, it
is essential that the regulatory environment is appropriate. This is the responsibility of the FSAwho regulate
private equity firms who engage in these financial activities. The FSA issued an important discussion paper
on its regulatory approach to the sector last November and a response is expected in the coming months.

7. Transparency and disclosure have also been important issues for the industry. The Government
welcomes the establishment of a working group chaired by Sir David Walker, which is currently working
to develop a voluntary comply-or-explain code to improve transparency and disclosure. The Government
will watch developments in this area very closely.

8. The Government is strongly committed to a competitive tax environment that promotes enterprise.
There has been some debate in recent months about a range of tax related issues, including the tax-
deductibility of interest payments, shareholder debt and carried interest/management equity.

9. There is no special tax relief for interest paid by private equity-owned companies. Interest is in general
is treated as a business expense for tax purposes. Most major tax systems adopt the same approach and
international capital markets and global businesses are structured on this basis. There are no plans to review
this fundamental principle.
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10. The Government has, however, announced that it is reviewing one specific aspect of the current rules
that apply to the use of shareholder debt where it replaces the equity element in highly leveraged deals. The
outcome of this review will report back by the Pre-Budget Report 2007.

11. There has also been some discussion on the tax treatment of gains made by individuals on private
equity fund managers’ carried interest and management equity participation in private equity firms. The
Government keeps all tax policies under review and has for some time been actively reviewing the taxation
of a range of employment-related securities.

June 2007

Memorandum submitted by the Carlyle Group

1. Introduction

The Carlyle Group is pleased to have the opportunity to submit evidence to the Treasury Select
Committee inquiry into private equity.

The Carlyle Group is an international private equity firm that invests in buy-outs, venture and growth
capital, real estate and leveraged finance in Asia, Europe and North America, focusing on
telecommunications & media, energy & power, technology & business services, automotive &
transportation, consumer & retail, aerospace & defense, healthcare, industrial and infrastructure. Nearly
half of our investors are pension funds and endowments; across the world, over 40million pensioners benefit
from Carlyle investments.

Carlyle’s buyout funds control four UK companies. These are: Britax Childcare (child safety car seat
manufacturer); Ensus Group (currently constructing a bioethanol production facility in Teesside), Firth
Rixson (SheYeld-based manufacturer of speciality metal products) and IMO Car Wash Group (operates
conveyor system car washes).

We have six venture and growth capital investments. NP Aerospace (technical composite molding
business in Coventry); FRS Global (regulatory and compliance systems provider); The Mill (advertising
visual eVects group); ACIS (real-time passenger information for the transport industry); Bfinance.com
(investment management selection services) and Globalmedia (web marketing company).

In total, these investments amount to an equity value of £460 million, and employ 2,300 people.

2. Executive summary

— Carlyle agrees with the FSA’s feedback to Discussion Paper 06/6 Private Equity: A discussion of
risk and regulatory engagement, published in November 2006. The FSA concluded that
“regulation of the private equity market is both proportionate and eVective”. More recently, on
Monday 11 June, the FSA concluded that private equity is “an important and growing part of a
dynamic and eYcient capital market.”

— At Carlyle, we have always been open and transparent with our investors. We also have a strong
track record of communications with the employees, customers and suppliers of the UK
companies in which we invest. We are aware that as the private equity industry has grown in the
UK, so too has the need for us to reach out to society at large. For that reason we welcomed the
establishment of an industry working group, chaired by Sir David Walker, which will investigate
ways in which we can address the need for wider engagement.

— We do not believe that recent private equity transactions have exhibited an “excessive” level of
leverage. Lenders and borrowers are both highly sophisticated and experienced in calculating risks
inherent in the capital structure deployed in any business. Extensive due diligence is carried out
for every private equity transaction and credit risks are syndicated widely.

— So far as taxation is concerned, the same tax rules apply to Carlyle’s portfolio companies and
employees as to the whole economy, without any special concessions. As such, we are subject to
a range ofUK tax legislation, from corporation tax, employment taxes, capital gains tax andVAT.

— The current capital gains tax regime was put in place by the Government to encourage
entrepreneurship, stimulate economic growth and increase productivity. It has been extremely
successful in delivering on those objectives, so much so that other European countries are now
following Britain’s example and cutting tax rates to attract private equity. Any change in the
overall tax burden for private equity in the UK needs to be seen in the broader context of global
competition. As the CBI’s submission to the Treasury Select Committee identifies, the UK’s tax
regime for private equity has eroded on a relative basis in recent years.
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— The economic climate has been favourable to the private equity industry in the UK over recent
years, which in turn has resulted in a wider period of stability and growth for the economy as a
whole. A stable economic climate allows us to invest in a large range of businesses, increasing
productivity and creating value across a broad spectrum of investments.

3. The regulatory environment

(a) Is the current regulatory regime for private equity funds suitable?

Carlyle is regulated by the Financial Services Authority.

The FSA published Discussion Paper 06/6 “Private equity: a discussion of risk and regulatory
engagement” in November 2006. The FSA concluded that its “current regulatory architecture is eVective,
proportionate and adequately resourced”. Carlyle agrees with these findings along with the FSA’s most
recent comments, published on Monday 11 June, that private equity is “an important and growing part of
a dynamic and eYcient capital market.”

(b) Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

Carlyle is already transparent and engaged with our investors, reporting quarterly to all investors and
providing verbal semi-annual updates to the larger investors. We recognise that the climate in which the
industry operates has changed in recentmonths and there is a need to expand our transparency beyond these
immediate stakeholder groups to society at large. We welcomed the BVCA’s announcement of the
establishment of a working group led by Sir David Walker, to review transparency and disclosure in the
industry as a whole.

(c) Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

We do not believe that recent private equity transactions have exhibited an “excessive” level of leverage.
The increased level of leverage employed in recent transactions is a function of a stable, relatively low interest
rate environment and the greater supply of debt from banks and lending institutions. It is also a function
of the very low rate of defaults on leveraged loans. The use of debt is fundamental to achieving the lowest
cost of capital for any business. The key question is whether the company is able to sustain its debt servicing
and so meet payments of interest and principal. This is subject to careful analysis by both the equity investor
and debt providers, both of whom are sophisticated financial investors.

The question of systemic risk has been recently assessed by the European Central Bank, “Large Banks
and Private Equity Sponsored Leveraged Buy-outs in the EU” (April 2007). Carlyle agrees with their
conclusion that the creation of systemic risk in the banking sector as a result of leveraged buy-outs is remote.

(d) What are the eVects of the current corporate status of private equity funds, including both their domicile
and ownership structure?

Funds are structured from an ownership and domicile perspective in order to optimise the returns for
investors, a large proportion of which are pension funds. The limited partnership structure which dominates
in private equity ensures that investors have limited liability, so that they are not exposed beyond their
commitment to the fund.

4. Taxation

Is the current taxation regime for private equity funds and investee firms appropriate?

The same tax rules apply to Carlyle’s portfolio companies and employees as to the whole economy,
without any special concessions. As such, we are subject to a range of UK tax legislation, from corporation
tax, employment taxes, capital gains tax and VAT.

The private equity industry has been able to grow in the UK in recent years due to strong sponsorship
from the government. Any shift in the tax system, at a time when other European countries are coming into
line with the British perspective, could put the UK at a disadvantage and so needs to be examined in a
broader economic context. Indeed, a recent European Venture Capital Association survey comparing the
attractiveness of various countries highlighted that the UK has lost some ground to other European Union
nations such as France and Ireland.
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5. The economic context

(a) Are developments in the environment and structure of private equity aVecting investments in the long-term?

Private equity invests for long term, seeking to create value in companies over an ownership period of
around three to five years. This investment style contrasts with the public markets where investors tend to
trade their holdings more frequently and whose judgements of company performance are frequently driven
by quarterly or bi-annual financial reporting and a daily movement in share price.

(b) To what factors, including the current macroeconomic context and position in the economic cycle, is the
current rise of private equity attributable?

There are several contributory factors to the rise in private equity. First, it has been shown over the long-
term to outperform public markets and produce excellent returns for investors, and their enthusiasm for the
private equity asset class has been demonstrated by the continual rise in capital committed by many
thousands of pension funds, endowments, corporations, financial institutions and individual investors.

Private equity’s contribution to economic growth and productivity through its investment in enterprise
and innovation, and support for companies in need of turnaround away from the public markets, has been
increasingly recognised.

(c) What are the economic advantages and disadvantages of a firm being owned by private equity funds as
opposed to being publicly listed?

We believe there are a number of economic advantages of a company being owned by private equity.
Through common incentives, employees, senior management and shareholders share the same desire to
achieve the best possible results for the company. This close alignment of interests enables management and
shareholders to execute their vision for the business eYciently and over the appropriate time period. Private
equity investors provide strong support through a combination of experienced strategic advice and practical
financial backing.

An illustrative example is our investment in the Ensus Group, acquired in March 2007. Ensus has been
established to produce fuel grade bioethanol for use in the European transport industry and plans to build
a number of world-scale facilities across Europe. Construction began in May 2007 on its first bioethanol
production facility in Teesside, which is expected to generate 100 permanent jobs and 800 jobs during
construction. During 2006, Ensus had attempted to raise finance from public market investors but had
struggled to complete an initial public oVering due to changeable investor sentiment towards the renewable
fuels sector. Ensus welcomed the approach by Carlyle in late 2006; as an experienced biofuels investor,
Carlyle was able to move the transaction forward extremely quickly and eYciently, enabling Ensus to keep
to its originally planned development timetable, upon which it had built important partnership agreements
with Shell, Glencore and others.

Carlyle has appointed Ensus board members with experience of the similar projects in the US bioethanol
industry, which is more advanced in its development than in the UK.

Carlyle has helped the business in focusing attention on interaction and engagement with external
stakeholders. Carlyle introduced Ensus to a leading academic institution that is to undertake technical
analysis on biofuel carbon footprints, providing practical data to support Ensus in its eVorts to shape a
supportive environment for the industry.

Ensus has garnered the support of both national and local political communities. Local MP Vera Baird
and TransportMinister Stephen Ladyman both voiced their support of the Ensus investment. InMay 2007,
Environment Minister David Miliband spoke of his backing for the renewable fuels industry to a large
audience of local councillors, trade bodies and partners attending a ceremony to mark the beginning of
construction of the first Ensus plant.

Carlyle has agreed additional funding to address an adaptation to the plant’s construction layout in order
to improve operational performance. Carlyle is lending full support to Ensus in plans to develop the business
into a pan- European provider with the roll-out of additional facilities in continental Europe, leading to
further job creation and facilitating the realisation of European green energy objectives.

June 2007

Memorandum submitted by The Blackstone Group

1. Introduction

1.1 Naturally, as the Private Equity industry has grown in the UK, so has people’s desire to understand
it. Blackstone welcomes the opportunity to contribute to the Treasury Select Committee and is committed
to playing its part in increasing understanding of the industry.

1.2 It is not in the industry’s interests for private equity to be misunderstood, nor is it in the interests of
theUK as a whole. Blackstone is hopeful that the current debate will help to clear some of the myths around
the place of private equity in the UK’s economy.
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1.3 This submission gives some background to Blackstone and explains its approach to private equity.
It then turns to some of the general questions posed by the Committee. These general questions have also
been addressed to some extent by the CBI and the BVCA.

2. About Blackstone

2.1 It is important to bear in mind at the outset that every private equity company will have its own
approach. Blackstone buys companies and builds them, often through strategic acquisitions, new
investment programmes and organic growth. This long-term investment strategy creates jobs. The example
of Southern Cross (see para 8.2) demonstrates how the value of such investments continue to be felt after
Blackstone realised on its investment.

2.2 Blackstone is an international investment and alternative asset management firm. It started as a firm
specialising in Mergers and Acquisitions and rapidly became synonymous with private equity, although it
has nine diVerent business units globally. With a staV of over 760 it has oYces in New York, Los Angeles,
Boston, London, Mumbai and Hong Kong.

2.3 Since 1987 the firm has invested in over 100 companies in a variety of industries, countries and
economic environments. Blackstone opened a London oYce in August 2000 to better focus its activities
in Europe.

2.4 Blackstone’s founders pledged to only invest capital in friendly situations and to support strong
management teams. The founders also decreed that the firm would always put significant amounts of its
ownmoney into investments, thus aligning its interests with those of its investors. Blackstone also aligns the
interests of its management teams by insisting on their personal financial involvement in the company. Thus
the rewards are directly linked to the long-term success of those companies.

2.5 The total enterprise value of all transactions eVected up until March 1st 2007 was over $158 billion.
To date, Blackstone has raised capital across five private equity funds (Blackstone Capital Partners I, II,
III, IV, V).

Since 2000, Blackstone has been a major investor in UK companies including United Biscuits, Tragus
RestaurantGroup, Center Parcs,Merlin/MadameTussauds, Cineworld, SouthernCrossHealthcare, Spirit/
Scottish & Newcastle Pub Group, Savoy Group and LIFFE.

3. Is the current regulatory regime for private equity funds suitable?

3.1 The regulatory environment for private equity in the UK is robust. The existing regime has overseen
a substantial growth in private equity in the UK in a constructive and responsible manner.

3.2 Private equity houses are fully regulated by the Financial Services Authority. The FSA’s statutory
objectives include the need to “promote eYcient, orderly and fair markets” even-handedly to all regulated
investment vehicles, including private equity.

3.3 The FSA stated in a recent discussion paper that the current regulatory architecture for the private
equity industry is “eVective, proportionate and adequately resourced”.95 Blackstone agrees with the FSA
that regulation must balance the needs of adequate investor protection with the need to foster an
environment which is conducive to the growth and sustainability of the private equity sector.

3.4 Blackstone welcomes the FSA’s most recent paper on the private equity industry in which the
regulator stated that the “current approach to supervising thismarket is broadly appropriate”.96We support
the FSA’s acknowledgement that high leverage levels are not necessarily linked to lower credit and risk
management standards. Further, we have confidence that two of the main areas of risk that the FSA
identified (market abuse and conflicts of interest) can be managed eVectively and we will work with the FSA
to achieve this.

3.5 In general, Blackstone has an ongoing dialogue with the FSA to ensure that any risks present within
the private equity sector are thoroughly understood and managed in an appropriate manner.

4. Is there sufficient transparency on the activities, objectives and structure of private equity

funds for all relevant interested parties?

4.1 Blackstone supports SirDavidWalker’s aimof establishing a voluntary code of compliance regarding
new standards of disclosure and valuation. We believe that such a code, introducing a more standardised
level of disclosure, will be in the interests of the private equity industry and all its stakeholders.David Blitzer,
Blackstone’s UK Managing Director is sitting on David Walker’s working group—the review is expected
to report in autumn 2007.

95 FSA Discussion Paper, November 2006.
96 FSA, Feedback on Private Equity Risks, June 2007.
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4.2 The appropriate level and form of transparency is clearly linked to the nature of private equity’s
investor base. Blackstone recognises that the interests of private equity firms, the management and
employees of private equity owned companies and regulators are all best served by having access to accurate
and timely information.

4.3 EVective communication with investors is a high priority for Blackstone. The Investor Relations
Department is in constant communication with investors, face to face and on the phone. All Blackstone’s
investors have access to detailed, real time information on the performance and strategy of the companies
in the funds’ portfolios.

4.4 As well as ongoing daily engagement, Blackstone holds an Annual Limited Partner Conference
during which CEOs are invited to present their company’s performance and strategy. This provides an
opportunity for investors to understand and question management’s investment thesis and the growth
strategy for the firm and the eVect it has upon stakeholders.

5. Has there been evidence of excessive leverage in recent transactions and what systemic risks

arise in consequence?

5.1 Blackstone agrees with the European Central Bank’s recent report that there are no current systemic
risks posed by the growth of the private equity market. Clearly though there is no need for complacency.
As financial markets evolve there is a need to remain vigilant and to adapt to changing investment
environments.

5.2 The amount of leverage has to be judged in the context of a businesses’ ability to service its debt. This
needs to be taken on a case by case basis as each business has diVerent requirements based upon its business
cycle. Blackstone’s investments are based on a sophisticated understanding of both the macro-economic
climate and the potential of individual markets. This approach has served us well—our record in the UK
has been successful, both for our portfolio companies, its stakeholders and for our investors (a large
proportion of which are pension funds).

6. What are the effects of the current corporate status of private equity funds, including both

their domicile and ownership structure?

6.1 In common with the rest of the UK’s private equity industry Blackstone’s limited partner structure
is designed to limit the liability of investors and to ensure that the funds are transparent for tax purposes.

6.2 The EVCA’s 2006 benchmarking report identified a number of key features of the UK limited
partnership structure which made it an attractive vehicle for private equity houses, including tax
transparency for investors and the fact that international investors need no local permanent establishment
in the UK.

6.3 Blackstone’s funds are managed by the firm’s senior partners—the investors, as limited partners take
no part in the management of the fund.

6.4 There are internal procedures that must be completed before any investment is made. The first stage
in this is the “ReviewCommittee” which analyses the risks and benefits of a potential deal. The final decision
about whether to invest in a given company is taken by the investment committee which is made up of
Blackstone’s Managing Partners.

7. Is the current taxation regime for private equity funds and investee firms appropriate?

7.1 The private equity industry does notmake the tax code in theUK, it follows it. Just like the regulatory
regime, the tax regime should be aware of changing domestic and international economic conditions.

7.2 Concern has been raised over tax relief on debt. A key point here is that the tax deductibility of debt
is available to all companies, not just private equity.

7.3 As the Economic Secretary Ed Balls MP recently said, it is “the international norm that interest is in
general treated as a business expense and deductible from taxable profits for companies in any form of
ownership . . . there is, of course, nothing specific to private equity in the tax-deductibility of interest. Any
kind of company can claim it, and most quoted companies do.”97

7.4 The Treasury are currently reviewing the rules surrounding the use of shareholder debt where it
replaces equity in some private equity deals. We are happy to work with the Treasury to ensure that the tax
regime in this area works as intended.

7.5 Private equity has a broader impact on the UK’s economic health than may be immediately obvious.
The industry’s activity creates jobs across the financial services industry, in accountancy, law firms and the
banking sector. The mobility of the industry is demonstrated by the international talent that private equity
attracts to the UK. As the CBI have noted, this is a key reason for maintaining the competitiveness of the
UK’s tax and regulatory regime.

97 Ed Balls MP, London Business School, March 2007.
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8. Are developments in the environment and structure of private equity affecting investments in

the long term?

8.1 Typically, private equity investments are held over a 3 to 5 year period. This compares to an average
hold period for stock across the FTSE 100 and FTSE 200 of 4 months.

8.2 Blackstone’s success comes from investing to increase the value of the companies in its portfolio. Our
strategy is to invest in the long-term future of our companies, building on existing strengths and working
with a committed team of management and employees. To date, Blackstone has followed a “buy and build”
strategy in the UK which has seen companies continue to prosper after its investors have seen their return.

8.3 For example, Southern Cross, acquired by Blackstone in 2004, has continued to prosper since it was
floated in 2006. The company has best performing stock in the FTSE 250 to date this year and is the fourth
best performing stock in the FTSE 250 since it went public on July 6th 2006.

8.4 When acquired by Blackstone, Southern Cross had 12,000 employees. The company now has 41,000
employees, 30,000 of whom are care staV and nurses.

8.5 While owned by Blackstone, Southern Cross acquired, built and refurbished care homes across the
country and became the largest provider of care homes in theUK. The company now operates over 570 care
homes and has over 28,000 beds, up from 7,754 beds at the time of acquisition in March 2004. Blackstone’s
role played a large part in consolidating the care home sector and raising the overall standard of care homes
across the UK.

8.6 Merlin Entertainments Group is another example of job creation. Since acquisition in 2005,
Blackstone has focussed on growing the company organically and through strategic acquisitions. This has
seen the Group’s employment numbers grow from 789 to 1300 through acquisition and direct employment.

9. To what factors, including the current macroeconomic context of position in the economic

cycle, is the current rise of private equity attributable?

9.1 The success of private equity in the UK is underpinned by a number of factors. The fact that many
private equity funds now have long and successful track records means that the confidence in private equity
as a viable asset class has grown among institutional investors and many of these investors have increased
their exposure in this area.

9.2 As pension fund managers have increasingly looked to access well-performing investment vehicles,
private equity funds have come to play an increasingly significant, though as yet not widely recognised role,
in helping restore the balance sheets of occupational pension schemes.

9.3 The breakdown of investors in Blackstone’s current private equity fund, Blackstone Capital Partners
V, shows that public and corporate pension funds account for over 60% of the total capital committed.

9.4 So while the investment base of private equity is naturally inclined towards institutions rather than
individuals, the individual is still able to benefit from exposure to the fund’s investment returns through their
pension fund managers investing on their behalf. Thus the ultimate beneficiaries through both public and
corporate pension funds include teachers, healthcare workers, law enforcement personnel, firefighters and
a host of other public and private employees from all walks of life.

10. What are the economic advantages and disadvantages of a firm being owned by private equity

funds as opposed to being publicly listed?

10.1 The type of ownership that suits a company will depend on the nature and age of a business as well
as its management’s aspirations. This is why many firms switch from public to private ownership and back
again. Center Parcs, for example, has seen periods under both types of ownership. In fact, five out of our
six UK portfolio companies have had periods of private and public ownership.

10.2 There are intense pressures onmanagers in both public and private companies. However, compared
to public companies, private ownership involves a distinctly diVerent relationship between the “investor”
(the private equity fund) and the “investee” (the private firm). This is characterised by a streamlined
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reporting structure, which is made possible because of the narrow investor base and the subsequently closer
relationship between the investor and investee. This enables alignment of the interests of owners and
managers. A private equity investor will act as a business partner and help produce quick and eVective
decisions which reflect the long-term interests of the company.

10.3 The need to act in the long-term good of the company may involve the need to forego earnings
(dividend income) in the short-term. Typically, such a position would be unpalatable for the shareholders
of a publicly owned company. A mature public company faced with the need to restructure, or undertake
costly long-term investment, can find that the pressures of public status limits its ability to fulfil its potential.
In addition to this issue of ownership, there are also regulatory requirements, for example the increasing
weight of EU securities regulation and listings requirements on public companies.

10.4 The Economic Secretary summed it up when he said: “From the point of view of the health of the
British economy—no particular form of ownership is inherently to be preferred over any other . . . The real
issue for investors, for the health of the company concerned, for those workers whose jobs depend on the
health of the company’s success, and ultimately for the economy as a whole, is how eVectively that
ownership is exercised.”98

11. Conclusion

11.1 We hope that this submission is useful in setting out The Blackstone Group’s approach and in
demonstrating that, alongside the industry, we are committed to improving the way that private equity
communicates the benefits of its work to stakeholders.

June 2007

Memorandum submitted by Goldman Sachs

I. Goldman Sachs—Business and Background

1.1 Goldman Sachs is a wholesale global investment banking, securities, and investment management
firm that provides awide range of services worldwide to a diversified client basewhich includes corporations,
financial institutions, and governments. Founded in 1869, it is headquartered in New York and maintains
oYces in major financial centres including London, Frankfurt, Tokyo, and Hong Kong. Our three core
businesses are Investment Banking (financial advisory and underwriting services), Trading and Principal
Investments (market making in and trading of fixed income and equity products, currencies, commodities,
and derivatives and merchant banking), and Asset Management and Securities Services (advisory and
financial planning services, prime brokerage, financing services, and securities lending services).With regard
to the topic of this specific enquiry, Goldman Sachs both raises its own private equity funds and advises
financial sponsors engaged in private equity investment.

II. Is leverage excessive in private equity deals?

2.1 In recent years, leverage as measured by debt to EBITDA99 ratios has increased, but it has not
increased as measured by debt to total capitalisation ratios At the same time, default rates have remained
lowduring recent years.We do not believe that it necessarily follows that higher leverage levels are inherently
excessive, or pose significant systemic risk.

2.2 It is neither advisable, nor possible, to conceive a one-size-fits-all, “bright line” acceptable maximum
leverage ratio. Determining the risk attached to a particular level of leverage for a given company and
transaction is a complex assessment. Such risk assessment varies depending on a variety of factors, including
the company’s industry sector, position in industry cycle, and capital structure.

2.3 It is strongly in the self interest of private equity firms to engage in good practice of credit and risk
management controls for their investments.

2.4 The past five years have seen substantial growth of the traditional lending market, and its
diversification to encompass many types of institutional investor, coupled with the development of new
secondary market products, an overall increase in the size and liquidity of the debt markets, against a
backdrop of sustained economic growth, low default rates and largely benign financial market conditions.
These trends have benefited both borrowers and lenders.

98 Speech by the Economic Secretary to the Treasury, Ed Balls MP, London Business School, 8 March 2007.
99 Earnings Before Interest, Tax, Depreciation and Amortisation (EBITDA) is one of the proxies used by lenders for cash flows.
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2.5 However, the new products and the resilience of secondary market liquidity have not yet been tested
in a downturn.

We set out below further relevant background to support these views.

2.6 The amount of leverage in any particular transaction reflects the borrower’s and lender’s views on
expected interest rate movements and their confidence in the future earnings projections of the borrowing
company (which can reflect the following factors, among others: general economic outlook, market
developments, and competition).
When analysing leveraged buyout (LBO) financings, lenders tend to rely on the ratio of debt to EBITDA
as a primary parameter, but also consider the valuation of the company, and the debt to total capitalisation
ratio. Extensive, detailed due diligence is undertaken in all LBOs by both equity and debt providers before
the final capital structures are put in place, as described further below.

2.7 Fifteen years ago, the market principals in the leveraged lending market were mainly commercial
banks, which held the loans to maturity. Over the past decade, as deals have increased in size, the attractive
potential returns for a perceived level of risk have encouraged a greater number of banks to enter themarket,
widening the syndication market for such deals. More recently, the leveraged finance market size has grown
rapidly with the emergence of collateralised debt obligations (CDOs) and collateralised loan obligations
(CLOs) and the entrance of funds investing in credit. The debt market is a professional to professional,
primarily institutional market aimed at qualified investors with little if any direct retail involvement or
exposure.

2.8 The convergence between various investor bases and increase in liquidity has increased transparency
of the financing markets, as illustrated by the emergence of instruments such as loan credit default swaps.

2.9 Higher economic growth, a low inflation environment and benign conditions in the credit markets
have encouraged a greater volume of transactions with increasing levels of debt finance, often with
correspondingly less equity. This trend has perhaps been most notable in the area of private equity, where
the attractive returns both in debt and equity have attracted increased amounts of both debt and equity
finance. The result of these trends has been reduced financing costs and increased leverage, as measured by
debt to EBITDA ratios.

The chart below shows the evolution of debt to EBITDA in European LBOs over the last 10 years.
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2.10 The ratio of debt to total capitalisation used by private equity firms has not changed significantly
over the past decade. Over the period 1997–2006, debt to total capitalisation was in the range of 62% to 70%
and stood at 66% in 2006.100 See chart below. Furthermore, when comparing the debt to total capitalisation
ratios of companies floated on the stock markets by private equity firms with those of listed blue chip
companies, debt to total capitalisation ratios as a percentage of their total assets are not significantly
diVerent.101

100Ibid.
101Ibid.
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Avg. Equity Contribution to LBOs102
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2.11 The emergence of CDOs and CLOs, the development of a secondary market for loans and
favourable economic growth and financial market conditions have together resulted in a wider dispersal of
risk and a more liquid market, to the benefit of lenders and borrowers alike.

2.12 In its recently published Feedback Statement on the Discussion Paper on Private Equity, the
Financial Services Authority (FSA) regards possible concerns on “excessive leverage” as a “medium high”
area of risk.104 They recall that they routinely undertake prudential supervision of banks, and that they will
continue to conduct their annual survey of leveraged lending activity within the UK (which will become
semi-annual in 2008). They state that the robustness of systems and controls is a key focus of supervisors
and that this survey will assist them in understanding and keeping pace with the developments in financing
leveraged buyout transactions. We believe that these FSA eVorts to monitor leverage are appropriate.

2.13 A recent European Central Bank paper105 surveyed large bank participation in LBO financing in the
EU and potential sources of risk. It concluded that banks’ debt exposure to the LBO market is not large
relative to banks’ capital buVers, but that intense competition and increased leverage levels could have
encouraged some market participants to relax credit standards. The study noted that the positive economic
and market environment and investors’ search for yield led to a wave of financial innovation, creating new
borrowing techniques and products. These enable borrowers to match debt more closely to anticipated cash
flows and operate at a higher level of balance sheet eYciency and leverage. The market innovations have
also made it possible for lenders to spread the risks wider in the financial system. However, the study
identifies some pockets of vulnerability. The ECB cautions that if secondary market liquiditydries up, firms’
balance sheets might come under pressure. In addition, the new, sophisticated debt instruments have not
yet been tested in diYcult economic conditions, where they could make it harder to identify who bears the
ultimate risk in distressed debt workouts. We share the ECB’s assessment of historical trends and current
outlook for bank exposures to the LBO market.

2.14 Borrowing companies and their sponsors have strong incentives to avoid excessive leverage that
could not be sustained by the business, since it would have a negative impact on the value of the investment,
and a failed investment would cause reputational damage. It is good industry practice to apply strong credit
and risk management controls. Participants in the market perform extensive due diligence before engaging
in any investing or financing activity. Furthermore, financiers would generally refuse to provide financing
for a company that appeared to be over-leveraged, as it would become diYcult to syndicate the debt.

2.15 With regard to the potential failure of highly leveraged companies, we note that the risk of failing
companies is not restricted to those backed by private equity firms, or with high leverage. In fact, recent
studies have shown that companies backed by private equity firms have outperformed public companies by
some measures. In the three years following their IPO, the share price performance of companies that were
backed by private equity firms was eleven percent higher than that of public companies.106 Corporate failure

102Equity includes shareholder loans, common equity and preferred stock down streamed to the operating company as common
equity as well as vendor note proceeds.

103Note: 1998 was changed from 36.6% to 35.6% due to the inclusion of more LBO transactions.
104Financial Services Authority, Feedback Statement FS 07/03 “Private equity: a discussion of risk and regulatory engagement”,
June 2003

105European Central Bank, “Large Banks and Private Equity-Sponsored Leveraged Buyouts in the EU, April 2007
106Ritter, R J “Some factoids about the 2005 IPO Market”. 2006.
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is not necessarily a reflection of ownership, but is often the result of market forces, eg sub-optimal
performance of the product or service oVered, external circumstances or risks outside a company’s control,
a faulty business model or failure of management to grow the business suYciently.

III. Covenant light loans

3.1 The increased use of covenant light loans is partly explained by market developments, reflecting the
diversification of market participants beyond traditional bank and mezzanine lenders, negotiation between
institutional lenders and borrowers, increased market liquidity permitting easier exit from debt investments
and the evolution of alternative means of hedging and mitigating the lending risks.

3.2 The key question for market participants is the potential impact of a secondary market liquidity
crunch on covenant light transactions.

3.3 An additional challenge is appropriate stress testing for covenant light transactions, given how
diVerent each deal is and that the market is too new to have been tested through a down cycle.

We set out below further relevant background to support these views.

3.4 A loan agreement typically contains covenants (or conditions) that the borrowermust perform. Loan
agreements typically have two types of covenant—financial and non-financial covenants. Financial
covenants require the borrower to satisfy one or more financial tests, such as a debt to EBITDA ratio, and
typically operate in twoways. First, “maintenance” covenantsmust be satisfied on an ongoing periodic basis
(such as quarterly). Second, “incurrence” covenants have to be satisfied only when the borrower wants to
engage in a specified transaction, such as borrowing additional money or acquiring another company.

3.5 Non-financial covenants require, for example the borrower to deliver periodic financial statements
and to maintain any licenses necessary to conduct business.

3.6 If the borrower fails to satisfy a covenant, it may be in default of the loan agreement and the lender
may have the right (in some cases only after the expiration of a grace period) to declare the loan immediately
due and payable. As a result, lenders are in a position to negotiate with borrowers on their activities, such
as the incurrence of additional debt, mergers and acquisitions and transactions with related parties.

3.7 There has been a recent trend whereby the average number of maintenance covenants has fallen
gradually since 2000 (mostly in the US, but increasingly in Europe), which partly reflects a change towards
what are commonly known as “covenant light” or “cov-lite” deals, a term reflecting movement toward
incurrence-only loan covenants.107 The increased use of covenant light loans is partly explained by the
market developments outlined below.

3.8 There are broadly two types of investor operating in the leveraged debt markets today: banks and
funds. Historically, banks were the only market participants in the loan markets, and they required
maintenance covenants to help them police their loans. This approach reflected banks’ business strategy,
which is to lendmoney now to be repaid in full and on time at some specified date in themedium term future.
Maintenance covenants are designed to track projected financial performance closely, and originally left
little room for under-performance against projected performance.

3.9 Bond investors first invested only in the investment grade markets, and their strategy has always
diVered from that of the banks. Their priority is payment of yield regularly and on time. Money for such
investments comes largely from long term pension and insurance funds. Bond investors require so-called
incurrence covenants to protect that yield. These are in many ways less restrictive to a borrower (issuer of
a bond) because they merely impose requirements that must be satisfied if the issuer wants to engage in a
major event (such as issuance of new debt), and therefore there is no ongoing proof of satisfaction required.
Interest rates on an issuer’s bonds would commonly be higher than interest rates on the issuer’s senior loans,
which reflects the covenant protection (as well as other factors such as the relative ranking of the loans and
bonds, and any collateral securing the loan).

3.10 In the past few years as the leveraged finance market has grown, the levels at which maintenance
covenants were set for banks’ protection have eased. At the same time the influx of institutional investors
into the leveraged loan market in search of yield led to changes in the type of covenants in certain
transactions. This was possible because the share of banks in the leveraged loan market fell to circa 30%,
the rest being made up of various diVerent types of institutional investor (mainly CLOs). Convergence of
approach between these diVerent investor types has increased markedly during the past year, and as a result
incurrence covenants have begun increasingly to appear in the leveraged loanmarket, includingwhere banks
have participated in these deals.

3.11 A debt investor in a covenant light transaction is still able to monitor the financial performance of
its investment through the monthly distribution of management accounts. This monitoring can and should
be more sophisticated than the monitoring oVered by following maintenance covenant compliance
information. Because maintenance covenants must be satisfied continuously, they are breached when the

107Ibid.
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company’s financial performance has deteriorated so that repayment of the debt is in question. As a result,
lenders can be involved in decisions of the borrower in advance of the borrower’s financial condition
becoming critical. The lenders can seek an equity infusion or a debt refinancing, among other options.

3.12 Incurrence covenants are not designed to give such “earlywarning” because they do not apply unless
the borrower seeks to engage in a transaction subject to an incurrence test. As a result, there is likely to be
less time and thus ability for increasingly large syndicates of investors to agree a course of action for a
troubled issuer. However these covenant light packages are now more widely accepted because liquidity in
the secondary leveraged loan market permits an investor to exit the investment early if it is concerned about
its investment in the loan as a result of monitoring the issuer’s financial performance as described above. A
further mitigant for covenant light loans is that equity levels in LBOs have remained constant on average at
over 30% of the capital structure, althoughminimum equity requirements are set at circa 20% in some cases.

3.13 The FSA’s recently published Feedback Statement on Discussion Paper DP 06/6 “Private equity: a
discussion of risk and regulatory engagement” addresses respondent concerns around the perceived risk of
covenant weakening. The FSA conclude that they do not propose to take further action outside of their
current supervisory process in this area. They understand that the terms of covenant protection are the result
of negotiation between investors and borrowers, and that this is driven by market forces including investor
demand, competition of investment opportunities, and the supply of new issuance. The FSA states that they
will remain focused on the due diligence and risk management controls of lending institutions and support
the ongoing industry initiatives in this area. We agree with this approach.

3.14 The key question for market participants is what the impact may be if secondary market liquidity
dries up. Since this is a relatively new market, it has not yet been tested through a down cycle, and there is
no established track record of defaults on which to draw for risk modelling. Stress testing for covenant light
deals is also challenging because each one is so diVerent. It is possible to stress test secondary market
liquidity on a portfolio basis for the recovery value of the debt, factoring in the overall percentage of
covenant light loans in the portfolio.

IV. The risk assessment of the private equity LBOs undertaken prior to the issuance of debt

4.1 In our experience, private equity buyers perform comprehensive risk assessments in connection with
their investments, including any transaction inwhich debt is issued, such as a leveraged buyout (LBO). These
assessments, in general, cover risks such as certainty of execution, adequacy of investment returns, long-
term sustainability of the asset, and reputational issues.A principal focus in such reviews is always the ability
to service indebtedness.

4.2 The risk related to debt is two-fold: accurately determining the sustainable cash flows fromoperations
to service the debt, and ensuring an appropriate level of debt at a predictable financing cost.

4.3 Both aspects are necessarily addressed thoroughly prior to making any investment or incurring any
debt, as described in more detail below.

(1) Sustainable cash flows from operations to service debt

4.4 Private equity buyers typically conduct extensive “due diligence” on each prospective investment in
order to maximise their detailed understanding of the business and its sector. They then use this detailed
understanding to determine expected future cash flows and to make an informed assessment of immediate
and future risks to those cash flows.

4.5 Most private equity firms, especially the larger ones, typically have an extensive accumulated base of
experience which allows them to quickly identify and analyse key risks, and make judgements about them.
The due diligence process has become increasingly focused over time as key sector-specific and country-
specific risks are crystallised and analysed.

4.6 The due diligence process is led by an investment team which spends considerable time examining
voluminous and precise information relating to the company. This due diligence process is typically
supported by experienced professional experts and advisors in areas such as accounting, legal, and finance
as well as specialist fields such as environmental, insurance and pensions. Together with these professional
advisors, investors use the due diligence process to refine their assessment of any potential investment and
its related risks and rewards by examining detailed information on the target company, including significant
contracts, management budgets and forecasts, auditors’ reports and physical sites prior to making an
investment.

4.7 Commercial due diligence is often supported by global management consulting firms which typically
focus on the general economy, relevant market trends and industry conditions, competitors, and key
product trends.

4.8 This analysis forms the basis for determining expected cash flows, which are usually assessed using
multiple scenarios to assess the relative risk of diVerent performance trajectories. In addition, the private
equity firms interview the company management to validate forecasts whilst assessing the ability of an
incumbent management team to deliver the expected cash flows.
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4.9 Particular attention is paid to revenue growth and earnings expectations, as well as the cash required
for capital expenditure and working capital to achieve these projections. Financial models are run using
various sets of assumptions, including “worst case” revenue growth and profit margin scenarios, in order
to understand the sensitivity of associated cash flows and the robustness of the investment case under these
scenarios. Depending on the industry, further in-depth simulations may be performed on the impact of
industry cyclicality or other diYcult to predict events such as technological disruptions. The resilience of
company cash flows under these simulations can also take into account potential insulation aVorded by
niche or proprietary products. A full risk assessment can further incorporate the possibility of stabilising
cash flows using hedging to minimize exposures to key variables such as currency exchange rates or raw
material prices.

4.10 Prior to making a final investment decision, the investment team typically presents periodic updates
of the investment case and key risks to a fund’s “Investment Committee”. Most private equity firms have
some form of Investment Committee comprised of senior and highly experienced investment professionals,
who review and approve or reject investment proposals taking into account all relevant risk and other
factors.

4.11 Separately to the due diligence conducted by the private equity investor, financial intermediaries also
perform their own due diligence, adding further checks and balances.

(2) An appropriate level of debt at predictable financing cost

4.12 In order to prudently assess the risk of volatile cash flows being insuYcient for debt service, and to
create a “safety cushion”, private equity funds will normally base a proposed debt package for an LBO on
a “bank case”, which will contain a more conservative set of cash flow forecasts than the “equity case” used
to calculate potential returns to investors in the private equity funds.

4.13 The most appropriate structuring of the debt package—including choices on the level of debt,
repayment profile and financing cost—is usually refined throughout the due diligence process.

4.14 Parallel to but entirely separate from the private equity investors’ due diligence process,
sophisticated debt investors will have similar access to due diligence reports and management of the
company so they can conduct their own analysis of the company and develop their own view of its prospects,
cash flow and ability to service the proposed debt levels. This enables them to demonstrate to their own
credit committees that it is sensible to oVer a certain debt package based on the facts at hand. The level of
debt a private equity sponsor considers appropriate for a particular company may be less than the amount
the debt markets are willing to lend.

4.15 In terms of financing cost predictability, private equity investors typically assess this risk by
incorporating in their financial models a general view on the development of base interest rates (eg LIBOR).
In addition, prior to closing an investment and issuing any debt a private equity investor will often explore
interest rate and currency hedging arrangements which minimise or eliminate any fluctuation of base rates
or currency exchange rates for that particular debt package. The financial model will also contemplate the
timing and amount of the proposed debt repayment obligations, so that in a worst case scenario of
insuYcient cumulative cash flows, any so-called “refinancing” risk can be assessed.

4.16 A comparison of the sustainable cash flows described under item 1 above with the financing costs
(including repayment obligations) under item 2 above enables a private equity investor to assess the ultimate
risk of cash flows falling short of debt service obligations. Private equity investors and their funding banks
often conduct such analyses based on covenants such as “fixed charge cover” (operating cash flow / (interest
cost ! debt repayment)), even where the envisaged debt package may be covenant light.

4.17 In order to minimise the potential risk of any investment that is made, and to satisfy the fiduciary
duty owed to third party investors in their equity funds, it is customary for private equity firms to undertake
a sophisticated and detailed analysis of the type described above before any debt is issued in a private equity
transaction.

APPENDIX

The charts below illustrate the growth in the leveraged finance market in recent years. The first chart
covers the growth in the European LBOmarket, illustrated by total LBO deal volumes—showing in excess
of a six fold growth since 2000.
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To complement this, the growth in the average LBO deal size across Europe is outlined below, with a
doubling in average LBO size since 2003.
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The growth in the number of institutional investors that participate in the leveraged loanmarket is shown
below, from a small number in 2000 to over a hundred separate institutional investors now (not including
hedge funds) with two hundred and seventy five diVerent investment vehicles (most institutional investors
create a number of investment vehicles).
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The growth in importance of the institutional investors as providers of debt in these deals compared with
banks, is clearly illustrated below, with the percentage of the debt provided by banks falling from 70%! in
2003 to around 35% today.
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June 2007

Memorandum submitted by Mr Paul Myners

1. I submit this paper to the Committee in a personal capacity in response to its request to me for
evidence. The paper does not necessarily reflect the view of any organisation with which I am associated.

2. I am Chairman of Land Securities Group, Guardian Media Group, the Low Pay Commission and
Tate. I am a member of the Court of the Bank of England.

3. My career has involved me in numerous contacts with private equity. Specifically, I have chaired two
private equity companies that specialise in mid-cap MBOs (Gartmore Ventures and Bridgepoint) and I am
on the advisory board of a specialist mid-cap private equity manager (Englefield—investing Euro 30–150
million per transaction). I sit on the board or investment committee of a number of institutions which invest
in private equity funds, including Singapore’s Government Investment Corporation, and have personal
monies invested in private equity, directly and indirectly. I have chaired a company which was established
with private equity backing and which now has a NewYork Stock Exchange listing (Aspen Insurance). The
Guardian Media Group has an important division in which private equity investors have a minority
shareholding and I chaired the Board of Marks & Spencer which received a potential takeover bid backed
by private equity.

4. I was asked by the Chancellor of the Exchequer inMarch 2000 to carry out a Review into institutional
investment including, inter alia, private equity. I reported in March 2001.

5. In this Review I concluded that private equity had tended to be overlooked as an asset class by UK
institutional investors. I explained why I thought this was the case and set out a number of actions which
addressed the situation and encouraged UK pension funds and others to take a greater interest in this asset
class. These actions were largely for trustees and their advisors.

6. I noted that private equity had a history of mixed returns with a wide dispersion of outcomes and
observed that the industry was developing an increasing range of styles and segments. I also noted that US
Investors had been a significant source of private equity funding, including the funding ofUKprivate equity
partnerships. UK institutions had remained on the sidelines (at the time of writing the Review they were
subscribing a reducing percentage of capital for new UK private equity partnerships).

7. I made a number of technical recommendations, all of which were accepted and actioned by HMT,
the FSA and others.

8. The Review also included a recommendation that encouraged the UK private equity industry to make
more eVort to explain its activities and economic contribution and identified the need to enhance confidence
in the information supplied about private equity portfolios and fund performance “to overcome
considerable mistrust on the part of many UK institutions” [paragraph 12.89].

9. The taxonomy of private equity is wide, extending from pure early stage venture capital to mega funds
making leveraged bids for large public corporations.
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10. Private equity owners can and domake employees redundant, cut back on research and development
and default on debt. So do public equity and other forms of commercial ownership, including sole traders,
partnerships and family firms. It is not sensible to say that one form of ownership is superior to others in
terms of public policy or economic eYciency. In fact the similarities between diVerent forms of ownership
are far clearer than the diVerences. Most forms of ownership are symbiotic. An economy will benefit from
a plurality of choice.

11. The distinctive features of private equity as a form of ownership are:

i. Funds tend to have a finite life which requires that underlying investments are sold or distributed
prior to wind up.

ii. The chain of ownership and communication is short by comparison with public equity.

iii. Fund investments tend, though not always, to be leveraged by debt to accentuate returns.

iv. The investment approach is research intensive and portfolios are more concentrated than public
equity portfolios.

v. The management expense is high and includes the potential for significant reward for superior
returns.

Observers have noted that the average holding period for investments in private equity portfolios is longer
than the average for public equity portfolios. Inmy view the length of holding period is not amatter of public
policy interest with long holding periods not necessarily preferable to shorter ones. The data for public
equity average holding periods is also severely distorted by the impact of algorithmic and programme
trading. The private equity industry is tempted to misuse this data to support an impression of virtue.

12. The returns to private equity investment exhibit substantial variation over both time periods and
between diVerent managers, or general partners, and between styles and specialisations. I covered this in
some detail in my Review—paras. 12.48–12.63. Independent academic studies (HEC, Paris, and the
National Bureau of Economic Research) suggest that on average private equity funds have produced
inferior returns to public equity funds over most periods. Manager, or general partner, selection is more
important in determining outcomes than for most standard public equity mandates. The best private equity
funds have produced very good returns; a significant number have disappointed, some very badly. More
recent experience has evidenced better relative returns from private equity funds, possibly reflecting benign
economic conditions, a current abundance of credit and favourable exit valuations. One would expect
private equity to produce superior returns to public equity over all time periods to compensate for the
former’s higher risk as a result of portfolio concentration and greater use of debt combined with a premium
to compensate for the absence of liquidity and influence. That is to say, investors should require higher
returns to compensate for higher risk. Private equity has not always produced superior risk adjusted returns.
By one measure of risk, volatility of value, private equity may appear less risky than public equity. This is
counter intuitive and probably a reflection of valuation smoothing by private equity rather than genuinely
lower volatility in value.

13. Interestingly, venture capital (the financing of business start ups and early stage investment) has
consistently produced poor returns on average. This is one type of private equity investment which relies
almost exclusively on business management skill (such funds make little or no use of debt and do not
generally exit into a third party transaction at an early stage). This observation might have some relevance
to discussion on the relative attractions of private equity and the skills of general partners.

14. Private equity investors use three principal levers to produce their targeted returns:

i. Improved operational performance from portfolio investee companies.

ii. The use of debt gearing to enhance equity returns and reduce corporation tax.

iii. Expansion in the valuation multiple, ie the rate at which earnings are valued between purchase
and sale.

15. DiVerent styles or segments of the private equity industry will be more or less reliant on each of these
three levers with external factors, particularly credit availability and stock market confidence, influencing
the importance of each in diVerent time periods. It is not possible to say with confidence which of these
factors makes the greatest contribution to performance, although it is fair to conclude that both the use of
debt andmultiple expansionmust have benefitted significantly from the economic stability of the last decade
and high levels of credit availability over the last few years. To put it another way, current returns from
certain types of private equity may owe quite a lot to external factors.

16. In my experience the private equity industry has been poor at explaining the source of portfolio and
individual investment performance although I understand that increasing interest from UK pension funds
has led to investment consultants and fund of private equity funds investors seeking greater insight into
performance attribution. This is an area which deserves to receive consideration by the working party
established under Sir David Walker (see paragraph 30).

17. Given previously low levels of interest by investors in understanding sources of portfolio and
individual investment performance, it is not altogether surprising that it is diYcult to find any reliable data
on the economic impact of private equity. Evidence that has been produced has tended to be inconsistent
and/or lacking in completeness or independence. I am not troubled by this. It is my view that no form of
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ownership is inherently superior to another and that, accordingly, one is unlikely to prove beyond doubt
that private equity is, say, better at creating jobs or growing sales than, say, public equity. Private equity,
like other forms of ownership, has the good and the bad.

18. That said, it can be argued, all other things being equal, that a substantial increase in indebtedness
is likely to be associated with increased risk for some or all of employees, suppliers, customers and others
who are at risk to the indebted party. This might give rise to public policy concerns although in my
judgement the appropriate response should be left to the party at risk to determine. It is also worthwhile
noting that running business with excessive equity capitalisation or an unproductive work force represents
a poor allocation of scarce resource. It seems to me that in general terms the level of debt within a business
is a matter best determined by the owners and managers of that business and should not be an issue for
Government save in respect of regulated business, monopolies and quasi monopolies and companies or
organisations of national significance orwhere the overall consequences arematerial in terms of the tax base.
It also needs to be remembered that an interest oVset against taxable profits in the hands of a borrower
represents a taxable interest income for the lender, although this simplified model fails when the lender is a
non-taxable entity or based oVshore, as many now are.

19. The issue of “employee voice” (ie the opportunity to express a view or more) has much broader
significance than for private equity alone. Employees in a company acquired by private equity may have
little “voice” and do not generally fall under the provision of TUPE but this also applies to changes of
ownership of businesses involving public companies, or from one family or individual to another. And
employees have no “voice” if a continuing owner chooses to significantly increase financial risk by taking
on more debt or reducing dependence on equity capital. Private equity is no greater threat per se to the
interests of employees than other forms of ownership. Aggressive use of debt or poor transparency is not
exclusive to private equity. One should be careful about extrapolating individual examples into broader
conclusions without acknowledging that a similar approach to cases taken from other forms of ownership
could support similar conclusions.

20. I have already commented on the surprisingly poor returns produced by venture capital. By contrast
funds specialising in non-venture private equity (management buy-outs and buy-ins) investing in medium-
size businesses have produced good returns and can generally be regarded as being beneficial to the overall
economy. Private equity funds operating in this area have tended to focus on acquiring private or family
owned businesses or the divisions or subsidiaries of larger companies which have been neglected by the
parent company, denied access to necessary capital and good management or which have a demotivated
workforce. There are many examples of success in this area and relatively few examples of failure, although
I sense that the risks of failure may be increasing as the result of aggressive financing strategies. I think the
Committee would find it helpful to take oral evidence from general partners specialising in the small and
mid cap markets. The mega fund general partners do not represent the totality of the private equity sector.

21. An entirely new feature of the private equity market in the last few years has been the emergence of
very large private equity funds making oVers or proposals to acquire large publicly quoted companies, lock,
stock and barrel. This is a phenomenon which few would have anticipated 5 years ago. It represents a very
diVerent business model from the activities previously conducted in this country under the heading of
venture capital and private equity. I would estimate that at least a quarter of all FTSE 100 companies
(representing circa 90 per cent of all listedUK equity by valuation) have beenmentioned as potential private
equity targets in the columns of the Financial Times over the last six months. I believe the growth of this
new business model over the last five years can be accounted for by:

i. The abundant availability of credit.

ii. The suspension of many traditional understandings about risk measurement and pricing.

iii. The willingness of public equity investors to accept cash oVers at a material premium to the
undisturbed traded price before an approach.

22. I have written elsewhere on the subject of public equity investment and the behaviour of investment
institutions, including their tendency to hold widely diversified portfolios and their proclivity to grasp for
relative performance by accepting takeover bids, regardless of the challenge of finding a better home for
the proceeds. Many managers of listed equity portfolios adopt index tracking or close to index matching
strategies—they have ceased to invest in individual companies, limiting themselves to capturing the “asset
class return” of equities. If this is a problem the answer must lie with the clients of these institutional
investors and the goals and performance review methods they employ.

23. Wider awareness of the activity of the very largest private equity funds has led to questions about
whether such funds constitute a public interest concern. I would look at the issue from the other side: do
the advantages claimed for private equity constitute weaknesses in the public equity model capable of being
addressed by a less expensive response than companies being taken private?

24. Private equity appears to have two distinct advantages when bidding for public equity: firstly, its use
of debt and secondly a set of less restrictive governance protocols. On the subject of debt, I find it perplexing
that private equity appears to be comfortable with so much more debt than public equity investors and
directors judge appropriate for the same company when under public ownership. The FTSE 100 index is
currently leveragedwith net debt of less than one year’s EBITDA,whereas private equity can be comfortable
with debt to EBITDA ratios of more than eight. Why can it be that one form of ownership should favour
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an entirely diVerent level of financing risk and capital structure from another given that both forms of
ownership work under the same tax regime? I think the answer may lie in the second explanation for private
equity’s competitive advantage: governance. The direct engagement between the private equity general
partner and the investee company promotes greater confidence and comfort with higher debt levels.
Moreover, I would contend that the weight of corporate governance process and focus has promoted an
increased risk aversion among the non-executives on many public company boards. One hears of the
agendas of some public company boards being swamped by governance matters to the exclusion of business
development and value creation. The primary answer to this must lie with boards of directors and their
chairs. They could be usefully encouraged in this respect if those who spoke on behalf of the institutional
investors gave more encouragement by appearing to be less preoccupied with remuneration and producing
and measuring compliance with governance codes and more interested in the promotion of value creation.
A better balance is required in articulating the role of non-executive directors in both enabling value creation
and overseeing governance process. The risks and rewards for non-executive directors are decidedly
asymmetrical—rewards for success are no diVerent to the rewards for mediocrity while the penalties for
failure are severe in terms of reputation. Risk aversion is not surprising. I believe this explains why in several
cases public company boards appear, with the benefit of hindsight, to have recommended takeover oVers
which subsequently proved to be well below the value unearthed by private equity purchasers. Pressure from
institutions invested in public equity to capture bid premia and avoid the almost inevitable fall in share price
of an oVeree company when a cash bid fails gives non-executive directors little encouragement to be bold.
Recommend the bid, bask in a moment of glory and move on to the next board room appears tempting
to some.

25. The ultimate investors in private equity are the same ultimate investors in public equity—the pension
funds of companies, not-for-profits, public authorities, insurers, endowments and private investors. These
investors should ask why they invest in private equity with its association with aggressive capital structures,
high incentives for management and a minimalist approach to governance (in the interface between the end
investor and the investee corporation) while adopting an entirely diVerent set of approaches when investing
in public equity. Either the rewards and incentives and governance model in private equity represent good
value for the owner/investor and are a justified cost, in which case why is this approach not replicated in
public equity investment, or it is an unnecessary and avoidable cost for private equity. Determination of the
most eYcient form of financing (use of debt) should not be a function of the form of ownership and yet it
appears to be.

26. In my experience private equity tends to employ high quality executives with considerable focus on
producing good investment results for their investors. This is not surprising; rewards in the industry can be
extraordinarily high, allowing general partners to recruit talented people and reward them handsomely for
exceptional performance. That said one would not go as far as to say that the general skill and talent evident
in private equity is decidedly superior to that found in other business segments or professions. The skills one
finds in the general partner community tend to be focused on company valuation and financial engineering.
General partners are not normally business managers and, with some notable exceptions, cannot be
described as entrepreneurs in the way that term is now normally employed. The skills required to be
successful in private equity can be found across a wide range of sectors. Private equity executives are, for
the most part, highly skilled technicians, but more expert in identifying and releasing value than in creating
it. I make this point in order to support my view that I would not be too greatly concerned or inhibited in
addressing tax issues (see paragraph 38 below) by threats that individuals in private equity would go oV-
shore if the tax arrangements they currently enjoy were changed. The pool of available talent able to join
the private equity industry is not small.

27. Can I see any likely end to the activity of large private equity funds contemplating bids for very large
public companies? I have explained that I believe this phenomenon is largely due to credit availability and
would expect it to diminish, possibly quite rapidly, if credit tightens or the appetite and pricing of risk reverts
to norm.

28. For the time being, we appear to be living in a time of cognitive dissonance. The “masters of the
universe” (I know of no “mistresses of the universe” among private equity general partners) appear to
believe that there is no economic sector or type of business in which a company is not worth more under
their ownership and direction than in the hands of current owners and management. The largest private
equity firms are announcing major deals worldwide on a weekly basis. No industry or business appears to
represent a challenge too far. Under their management they believe investee companies can thrive under
levels of debt which represent multiples of those judged appropriate by previous owners and managers. If
cash flow is insuYcient to service debt there are a wide range of instruments which will overcome this
technical problem (PIKs etc) and banks, keen to help private equity, appear happy to live with weaker
covenants than might have applied under previous ownership. Companies are frequently being financed
with debt levels above the market valuation of the company before the approach by private equity and
equity originally provided in support of a transaction is at times reduced through an early dividend
recapitalisation (which can have a powerful impact on the general partner’s reported IRR, with benefits to
future fund raising). The economic incentives at work are all pointing towards taking onmore financial risk.
The wisdom of decisions made at such a time will not be evident until economic conditions become more
challenging.
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29. Notwithstandingmywords of caution in the previous paragraph, I do not believe that current market
practices constitute unacceptable systemic risk. Total loans and debt outstanding still represent a relatively
modest proportion of corporate debt and this debt is widely distributed. The FSA is quite sensibly taking
a close interest in leveraged lending and has introduced a specialised supervision programme, including
periodical surveys to better understand developments in leverage and complex financing. This study is likely
to include scrutiny of “covenant-lite” loans. These loans may represent a higher level of risk to the lender
but not to the borrower. Regulated lenders should be left to make their own decisions provided they fall
within the prudential standards set by regulators. The FSA has the necessary powers should it wish to
influence lending behaviour by regulated bodies. It has less influence over the activity of non-bank investors
in debt instruments. Risk here is widely distributed but we are in new territory in speculating how
instruments and investors will behave under stress. The FSA needs to maintain a keen interest. The FSA
has also said that it is alert to risks of market abuse, especially with respect to public to private transactions,
and to conflicts of interest. It intends to conduct thematic reviews which will focus on the management of
conflicts within private equity firms. These steps appear timely and appropriate. I believe there are also some
areas of potential conflict in public to private transactions involving directors of the quoted company which
would benefit from the attention of the Takeover Panel. The challenge for the Panel is to ensure that all
prospective bidders have access to the same information and that outsiders do not suVer from information
or negotiating disadvantage.

30. The British Private Equity and Venture Capital Association has recently established aWorking Party
under the chairmanship of SirDavidWalker to look intoways in which the levels of disclosure by companies
backed by private equity can be improved. I am not persuaded that this is an area which requires legislative
intervention. Put simply, private equity owned companies already have to comply with the same statutory
reporting obligations that apply to all other forms of company, regardless of ownership. Public companies
work with a more complex set of requirements around disclosure in order to address the fact that they have
multiple owners and their securities are freely traded. These forces for disclosure do not apply to businesses
owned by private equity. That said, as I argued in my Review, I believe it would be in the best interests of
the private equity industry and its future if private equity partnerships made greater eVorts to explain their
activities and the performance of the companies they own to a wider audience. Put simply, private equity is
more likely to prosper if the industry has a positive image which will encourage others to invest and deal
with it and will not cause alarm to employees, trade unions, suppliers, customers, regulators or legislators.

31. The group established by Sir David Walker is heavily weighted towards people from the private
equity industry. The group’s report will therefore, importantly, depend on Sir David’s reputation for
independence. I am hopeful that he will produce a report which draws upon independently sourced facts
rather than assertions to support its conclusions and recommendations. I would also encourage Sir David
to persuade the BPEVCA to extend the terms of reference of his group to include a review of practices in
reporting to limited partners in private equity funds. In theory this should not be required as the capital
providers should be in a position to insist on necessary disclosure standards but my experience has tended
to suggest that investors can be quite lethargic in this respect. I believe a more candid and complete
explanation of the returns to limited partners and general partners and the construction and allocation of
the general partner return might facilitate a more informed challenge to fund fees (and the level of charges
to funds by general partners for other services provided to the partnership). I also think the Walker group
could provide a valuable service in further raising standards of disclosure around performance of individual
investments, the capital structuring of each investment (and the reason why a particular structure has been
chosen) and the way in which this flows through to bottom line performance (attribution analysis). I believe
disclosure of this information should be largely limited to investors in the fund and prospective new investors
with the general partner. Sir David might also want to think about private equity investment from the
perspective of limited partners and the governance of partnerships in considering whether they have access
to suYcient information and have appropriate opportunity to express individual or collective voice. The
limited partners, in practice, have little voice save in extreme situations.

32. The private equity industry has spoken eloquently about the benefits to UK pension funds, including
those of trade unions, from investing in private equity but we have little evidence about the source of funding
to UK private equity partnerships or the allocation of investments across partnerships. I suspect the
majority of funding for the largest private equity funds comes from overseas investors and funds of funds
rather than fromUKpension funds, endowments and insurers. This is another area where Sir DavidWalker
could shed some helpful light which would facilitate understanding of the economic significance of
private equity.

33. HMThas said that it will watch the developments arising fromSirDavidWalker’s group very closely.
I hope that Sir David will lead the industry towards enhanced disclosure about fund and investee company
performance, fund structures and charges and the allocation of performance awards. I would like to see the
Select Committee encourage Sir David and his group to grasp this opportunity to widen the scope of their
work andmake a trulymeaningful contribution to enhancing the understanding and status of private equity.

34. Although the market place for managing private equity funds is very competitive that competition
does not tend to manifest itself in fee charges where there is a high degree of uniformity across the private
equity industry. This is also the case for themanagement of public equity portfolios where there is little price
competition (save by style eg index trackers). Private equity managers with a strong performance record and
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organisational stability currently have little diYculty in raising new funds and appear under no pressure to
discount fees unless they secure some direct benefit—for example, existing clients making an early
commitment to invest in a new fund. I see no reason for Government to become engaged in the free
determination of fees between buyer and seller but I would suggest that it is for buyers to make the case if
they believe they should be sharing in more of the economies of scale available to some general partners as
they raise ever larger funds.

35. I noted in paragraph 11. above that private equity funds have finite lives. General partners are obliged
to sell all investments and return proceeds or specie to their limited partners. This begs an interesting
question and raises the possibility of a hybrid model. If private equity investment genuinely has superior
features as a consequence of better capital management, more eVective incentive and hands-on
management, it appears odd that businesses which have benefitted from such ownership are then sold back
into a supposedly weaker form of public equity ownership (either through a Listing or as a corporate
transaction). Theremaywell be a niche here for the emergence of amodel involving private equity disciplines
and long term ownership. This invites the question why limited partners insist on specifying limited
durations for partnerships. It is quite possible that this insistence actually comes from the general partners
who need a structure that requires disposals in order to trigger the calculation of performance payments.
This might be one of the reasons why we have seen an increase in the number of secondary disposals by
private equity in which a business is sold by one private equity partnership to another (even though in theory
the first private equity owner should have already secured all the available opportunities for exceptional
performance improvement). Such transactions may be what HMT had in mind when telling the Committee
that “investors need to be vigilant about any potential for misalignment of incentives within the private
equity model”. This leaves open the question about how such vigilance can be exercised and the capacity of
limited partners to challenge given their modest authorities within the partnership structure. I am hopeful
that Sir DavidWalker, with the encouragement of HMT and the Committee, will give this matter the benefit
of his considerable wisdom and experience.

36. I have already touched on one issue where taxation impacts on private equity; the use of debt and the
ability to deduct interest payments from profits before taxation. Private equity enjoys no particular benefit
in this respect save for its willingness tomanagewith less equity andmore debt than other ownershipmodels.
HMT is currently reviewing the use of shareholder debt where it replaces the equity element in very high
leverage deals. There is some evidence that some investments have involved equity masquerading as debt.
It is natural for Government to have an interest from a tax perspective in such structures.

37. A number of countries have introduced some limitations on the extent to which interest may be oVset
against profits but I believe that none have done so with a particular focus on private equity. An economic
case can be made for change in this area, particularly if linked to a reduction in profits tax rates, but that is
an issue which goes well outside the current Inquiry.

38. The second area where the taxation issue has been raised in connection with private equity relates to
the tax status of the general partner’s performance payments secured through the carried interest. This area
has been the subject of a number of negotiated agreements between the private equity industry and HMRC
(the industry is not alone in having agreements relating to features specific to an industry). In 1987 the
private equity industry established with the Inland Revenue the manner in which existing law should be
applied to venture capital funds structured as limited partnerships and in 2003 new rules were discussed and
clarified to indicate that, provided private equity funds operated within some very clear parameters, capital
gains treatment would apply to profit shares earned by general partners. It is the consequences of these
memoranda of understanding that have led to observations contrasting the tax rate of general partners and
cleaning ladies. Greater public awareness of the operation of this tax arrangement seems to me to place the
burden on the private equity industry to make the case for general partners continuing to benefit from what
many regard to be a generous interpretation by HMRC. The issues involved are complex but, put in simple
terms, it seems to me that the carried interest is a reward for employment and management performance
rather than risk taking and should, accordingly, be treated as income in the same way that bonus payments
to employees in most other industries are treated as income. General partners in private equity funds
normally subscribe equity capital to the funds they manage (external investors basically insist on this as an
inducement towards aligned interest). I see no reason why the profits arising from capital subscribed by
general partners, which is clearly “at their risk”, should not be treated as a capital gain but it does not follow
that the same tax treatment is appropriate for the gains arising from the capital placed at risk by others (the
limited partners). I understand that HMT is actively reviewing the taxation of a range of employee-related
securities. [US legislators are raising similar points—Baucus and Grassley.] HMT will no doubt include in
its review the tax treatment of general partner income from carried interest. It should also consider how this
relates to the use of shareholder debt and the use of base cost shift and any allocation of base cost shift
between those general partners who are domiciled in the UK for tax purposes and those who are not. In
reaching a view on these matters, HMT should take into account the success the UK has achieved in
becoming a leading centre for private equity and the benefits this brings to other sectors. It also needs to
understand the practical issues involved to avoid unintended consequences. An early announcement of
HMT’s thinking would benefit all participants and may stem tax loss.

39. In conclusion, I argue that:
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— Private equity poses no particular economic or systemic risk as a form of ownership. Private equity
can have good and bad outcomes, just like other forms of ownership. The economy benefits from
choice as a consequence of a diversity of ownership and financing models.

— Some private equity investors have enjoyed extraordinary returns. Many have not. Private equity
has been behind many stories of corporate recovery and growth. But there have also been failures.

— Some private equity investors may be taking on too much debt risk but this is a matter for the
judgement of investors and lenders. That said the economic incentives may well point borrowers
and lenders towards taking on too much risk. The FSA is monitoring the situation.

— Public equity is as free to use debt as private equity. It has chosen to use a lot less. The divergence
of practice between public and private equity is stark. Ownership form should not have as much
aVect in decisions about determining optimal capital structure.

— In some respects it could be argued that private equity benefits from a superior form of governance
to public equity as a consequence of shorter chains of ownership and communication. Public
equity may not be able to achieve equivalence in this respect but it should benefit from other
advantages including, importantly, access to cheaper equity as a consequence of greater
transparency and liquidity. Those who invest in public equity and who are responsible for setting
and policing governance standards should reflect on whether public equity governance has gone
too far in terms of its focus on process. And they should ask themselves serious questions before
accepting cash bids, even if a share might trade below the oVer level after a bid fails. Their interest
should be in achieving superior long term performance rather than booking quick gains.

— Private equity (those who work in the industry and invest in its funds) should see that it is in the
industry’s interests to increase disclosure about the industry’s activities and the performance of
investee companies and funds. This would facilitate the industry making a more eVective case
about its economic and market contribution. The Walker review represents an excellent
opportunity to recommend and embrace new disclosure standards.

— HMT is right to review the use of shareholder debt where it replaces equity and to examine the
taxation of a range of issues associated with the employment-related income of general partners.
HMT will no doubt continue to favour tax policies which promote good enterprise. In developing
a policy response, HMT will need to weigh the interests of fairness with an evaluation of the risks
to an active and growing industry of any outcome which would be regarded by general partners
and investors as seriously worse than the current status quo. No doubt the work of the Treasury
Select Committee will inform HMT’s thinking on the economic importance of the industry and
the threats apparently expressed by some of going oVshore if eVective tax rates are increased. In
my view carried interest payments are income related to employment and should be taxed as such
in this country at the appropriate marginal rate. It is for general partners to challenge this
conclusion.

— Private equity owned companies apparently directly employ over 1.2 million people with a
significant additional number dependent in some way on businesses owned under this model. It is
not a bad way to own a business. Advocates of private equity deserve a fair hearing, but they must
make their case with moderation and sensitivity to the views and concerns of others.

June 2007

Memorandum submitted by Kenneth Robinson Wade

Executive Summary

Lack of transparency is a meaningless accusation unless qualified in terms of the subject, the observer,
and the comparator. Companies owned by private equity (PE) funds are no diVerent to any other privately
owned company of comparable size in respect of the public transparency of their activities and performance,
and there is no reason why any distinction should be made. The legal and financial relationship between a
PE manager (general partner) and the investors (limited partners) in a PE fund is arguably a matter for the
parties concerned. How will the public interest be served by singling out PE for the forced disclosure of
commercially sensitive information, and to what extent is a perceived lack of transparency due to a lack of
understanding?

The rise of PE has been driven by investment performance. Historically this was due to benign economic
and business conditions enabling PE houses to exploit their deal-making skills. More recently, the
stewardship of investee companies combined with the eYcient use of capital has emerged as the key source
of superior investment performance. However, there is a possibility that uncompensated risk has been
transferred to the banking sector. Although deal-making opportunities have been reduced, the economic
environment remains favourable for PE. On the whole, PE ownership provides worthwhile benefits to the
investee business, although there are issues arising from the short-term nature of PE. Eventually, an
alternative to the buy, improve, sell PE model may emerge.
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1. Introduction

This memorandum addresses firstly the issue of transparency in PE and then discusses some of the
economic issues, in particular the reasons for current rise of PE and the advantages and disadvantages of
the PEmodel of corporate ownership. It may be helpful to look briefly at the structure of PE funds and how
this aVects the issues addressed.

2. Structure of PE funds

A PE fund is a partnership between (usually institutional) investors (limited partners) and the fund
manager/PE house (general partner). A PE house typically will manage a number of funds, each of which
will be a closed end fund with a ten-year life. During the fund-raising phase, limited partners commit
specified amounts to a fund, which are drawn down by the managers as suitable investments are identified
and bought. The aim is to buy, improve, and sell each investment within typically three to five years, (but
in any case before the end of the nominal (10 year) life time of that fund), and return the realised cash to
the limited partners after deducting whatever is due to the general partner.

3. Investment Performance

The performance of any investment is usually specified in terms of the internal rate of return (IRR). The
IRR is a function of the amount of cash returned and the timing of the payments. Although it is normal to
estimate the IRR for a PE investment on a running basis (by estimating the probable current value of that
investment at that point in time), the actual achieved IRR for each investment will only be known once that
investment is realised. The achieved IRR for the fund as a whole will only be known once the fund has closed
out and all the investments realised. In some cases, not all the investments in a fund will be sold within the
nominal lifetime. It is common for estimated valuations to err on the low side, and in consequence the IRR
during the early years of a fund can be considerably lower than the eventual achieved IRR. Achieved IRRs
vary considerably between investments within a fund’s portfolio, between funds managed by the same PE
house, and between PE houses.108

4. Transparency

4.1 PE is often accused of lack of transparency—an accusation that in reality is too general to be
meaningful. The accusation could apply to the PE house, the PE fund, the companies owned by the fund,
or any combination of these. For the accusation to be meaningful it is also necessary to specify the observer
and the comparator: lack of transparency for whom compared to what? Taking the company first, there is
no diVerence between a PE owned company and any other privately owned company of equivalent size. The
various reporting requirements of all companies are set out in the appropriate legislation. Clearly, listed
companies are subject to additional reporting requirements since their securities are traded on public
markets, but there are many large private companies and on the face of it there is no reason why companies
in PE ownership should be treated any diVerently to these from the point of view of publicly available
information.

4.2 The partners in the PE fund that owns the company are in the same position as shareholders in any
private company. They are concerned with the performance of each company they own, and with that of the
fund as a whole. As mentioned above, the investment performance of the PE model is intrinsically opaque
compared to investments in quoted securities (which can be valued on a minute by minute basis if need be).
However, this is oVset by the closer involvement of the limited partners in the businesses in which they are
invested through the fund concerned. They will receive far more information about each business, including
strategy, and management information such as key performance indicators and monthly accounts. Much
of this information is commercially sensitive and therefore confidential (as it would be for any business).
The limited partners are presumably satisfied with the information they receive (if they weren’t they
wouldn’t invest in future funds). It is hard to see how the public interest would be served by public disclosure
of information that is normally confidential to the partners in the fund.

4.3 The intrinsic lack of transparency in respect of the performance of any unquoted investment is
compounded when several investments are conglomerated into a portfolio (as is the case with a PE fund).
When a PE house manages a number of funds with diVerent maturities, perhaps ranging from one to ten
years, the problem is compounded further. However, whilst the performance of a PE house as a whole is
diYcult for outsiders to ascertain, institutional investors seem happy enough to subscribe to new funds
(although some investors have referred to lack of transparency in respect of the historic performance of
maturing funds and the fee structure of PE managers).109 Since PE houses may well regard this information
as both commercially sensitive and open to misinterpretation, they may understandably be reluctant to
make it more widely available. It has to be questioned whether the problem for the wider audience is more
to do with lack of understanding rather than lack of transparency.

108BVCA private equity and venture capital performance measurement survey 2005 PricewaterhouseCoopers.
109Insight into investor attitudes to PEKPMGManchester Business School Private equity research programme, February 2003.
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5. The Economic Context—Growth of PE

Research into investor attitudes shows that investment performance coupled with lower volatility is the
key factor driving the growth in institutional investment in PE. Limited partners demand a premium over
public equity to compensate for lack of liquidity and transparency that are inherent features of unquoted
investments. So far, PE has been able to deliver superior performance and it is worth examining the reasons
for this in more detail.

5.1 Sources of Excess Returns

During the 1990s, a combination of benign economic factors (low interest rates, a favourable business
cycle, rising stockmarkets)made PE almost a one-way bet. Studies110 into portfoliomanagement in PE show
an emphasis on deal making during that period, with less concern about managing the businesses
subsequently. Later studies111 show a considerable increase in the importance of portfolio management in
the face of more diYcult conditions during the early 2000s. The growing attraction of PE as an asset class
has led to increased competition between PE houses in finding and buying companies, and it can be assumed
that the majority of investments are now fully valued at the time of purchase. That implies that there are
limited ways in which a PE house can add value to an investee business compared to the same business under
other ownership. The two key areas are in the eYcient use of capital, and in better management of the
business.

5.2 Capital Structure

In general, PE owned companies are more highly geared than equivalent privately owned or listed
companies. It may well be the case that many privately owned and listed companies have less than optimum
levels of gearing, and this factor alone will improve the return on equity when such a company is bought by
a PE fund. PE owned companies are seldom required to pay dividends to shareholders, and given the short
(3 to 5 year) holding period for typical PE investments, maximising cash-flow to pay for increased borrowing
makes sense when the key participants are rewarded when the business is sold.

5.3 Transfer of Risk to Banking Sector

An eYcient level of gearing for a company with good cash generation and low and stable interest rates
can look quite diVerent if rates rise and/or the business turns down.Regardless of whether increased leverage
represents a systemic threat, it does represent a transfer of risk to the banking sector, and it may be
questioned whether this risk is adequately compensated. Arguably the banks are in a position to decide this
for themselves, but if PE shareholders can consistently outperform public markets then it suggests that the
excess returns will be at the expense of the other providers of capital to businesses, which are the banks and
other creditors. These other providers are eVectively taking on additional risks whilst the equity holders are
receiving the additional return. Since the banks and other creditors are free to choose whether and on what
terms to lend, the market should be able to cope provided the situation is recognised.

5.4 Portfolio Management

The rewards to PE managers are exactly aligned with the interests of their limited partners. Since today
the majority of PE purchases are de-facto auctions, there is little scope for buying assets at a discount. It
may also be assumed that more eYcient use of capital is a common feature of PE. Ultimately, the PE house
has to add value by managing the acquired business at least as well, and hopefully rather better than before.
This often involves disposing of non-key assets, the sale and leaseback of properties, and very tight
managerial controls. Whilst this can lead to accusations of “asset stripping”, in reality the PE manager has
much more incentive than the CEO of a public company to make the business successful, since the reward
to PE is entirely conditional upon a profitable realisation within a fairly short time.

5.5 Incentives

The PE model is arguably unique in the extent to which it motivates the key drivers of the businesses in
which it invests. The outstanding rewards available attract talented (often relatively young) people and
encourage them to work exceptionally hard in small, close-knit teams. It is not simply about monetary
reward: PE represents an exciting and stimulating environment quite unlike either the typical entrepreneur
owned and managed business or the typical listed company.

110Insight into portfolio management KPMG Manchester Business School Private equity research programme, February 2002.
111Insight into portfolio management 2003 KPMG Manchester Business School Private equity research programme, July 2003
Available from KPMG, 8 Salisbury Square, EC4Y 8BB 020 7311 1614.
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6. The Economic Context—Other Issues

6.1 Favourable Economic Factors

Despite recent rate rises, the combination of historically low rates of interest, high economic growth, a
track record of relatively good returns, and a sympathetic tax regime provides a favourable climate for PE.
Levels of investment are likely to continue to rise, and the weight of money will lead to more and bigger
deals. With PE funds now able to acquire, or at least contemplate acquiring, FTSE companies, there is a
greater incentive for these companies to review their management and financial structures. As long as the
PE model can generate a return premium compared to public markets, PE is likely to continue to grow.
However, PE as an asset class still represents a small proportion of total investment by UK institutions.
There is also a question of whether the UK PE industry can profitably invest the available funds.

6.2 Advantages of PE Ownership

From the point of view of the company, PE ownership is likely to result in higher quality and better
incentivised senior managers, with skilled, committed support from the PE house team. Managers will be
encouraged to identify every opportunity for profit growth (albeit relatively short term) and any necessary
investment will be made available. At the same time, managers will be expected to stick to agreed plans,
which will include tight controls of costs and working capital. The CEO of a PE owned company will report
to a small team of experienced, professional and highly focussed executives within the PE house. Typically,
the chairman will be part of that team, which may also provide a non-executive for the company board. PE
houses also identify “friendly” appropriately experienced people to chair investee businesses, especially
when industry-specific knowledge may be lacking within the PE house team. PE houses often tend to
specialise in the business sectors they address, andwill have strategies for acquiring and developing potential
target companies.

Provided the business is operating as planned, there will be minimal interference from the PE house team.
However, if there are any problems the management can expect swift and often quite drastic action. The PE
house is much more likely than the board of a public company to replace a CEO who is perceived as failing.

6.3 Disadvantages of PE Ownership

The principal drawback to PE ownership is the short-term (three to five year) view that is inherent with
closed-end funds. The PE fund has to exit, come what may. Whilst this imposes a sense of urgency and
discipline, which may be all too often lacking in listed companies, it also tends to discourage long-term
investment. PE houses tend anyway to avoid business sectors that may demand a longer view, in favour of
cash-generative relatively unexciting sectors. PE is not venture capital. Relatively frequent changes in
ownership are likely to be unsettling for employees, and perhaps also for customers and suppliers. Where
a company has a succession of PE owners, that problem is likely to be exacerbated, since each owner will
be seeking to accelerate short-term profit growth. Growth in PE will almost invariably result in more
companies being subjected to successive changes since sale to another PE fund will be an increasingly
common exit.

6.4 Looking Ahead

Abusiness model based on the buy, improve, sell formulamay have a limited life. The threat of a takeover
by PE funds can stimulate potential listed target companies to improve performance and capital structure.
The scope for improving further the short-term performance of companies that have been in PE ownership
must be limited. It can be expected that the performance premium available to investors in PEwill be eroded
over time, partly due to ever increasing competition between buyers and partly due to diminishing returns
from short-term profit growth. This raises the question of whether the arguably superior corporate
governance typical of PE can apply to a buy, improve, and hold model in which the investors obtain their
return primarily as an income stream with long-term growth instead of a capital gain.

July 2007

Memorandum submitted by Citigroup Global Markets Ltd

Executive Summary

— Citi welcomes the opportunity to respond to the Committee’s enquiry into private equity funds.
Citi is an international banking institution with a major presence in the UK. Citi arranges,
underwrites, provides and syndicates loans in the European leverage loan market.
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— After a reducing trend in leverage ratios in the period 1999–2003, there has been a steady upward
trend in the period 2003–2007. Leverage levels are a function of many factors in a dynamic market
and only one structural element of credit which requires to be considered as part of an overall risk
assessment.

— There have, to date, been few covenant lite loans launched in the European leverage loan market.
While more are expected shortly, it is too early to say if this structure will become a permanent
feature of that market, and, if it does, where the boundaries will be drawn. However, the
participation in the European leverage loan market in recent years of a broader and more diverse
group of lending entities, with diVerent risk and reward expectations, has resulted in greater
liquidity.

— Citi (in common with other market participants) manages its exposure to private equity by
reference to individual obligor limits and on a portfolio basis, by reference to a number of criteria
in order to ensure that it is not over-exposed to any particular sector or credit. Citi has what it
considers to be robust lending criteria and credit approval policies and rigorously analyses private
equity LBOs (as any other lending transaction) in order to ensure that they meet these prudential
lending policies.

1. Introduction

1.1 Reference is made to the letter of the Rt. Hon. JohnMcFall M.P. to MrWilliamMills, Citi’s EMEA
CEO, dated 14 June 2007.

1.2 The Treasury Select Committee is undertaking an enquiry into private equity funds as part of its work
under the theme of “Transparency in Financial Markets and the Structure of UK plc”.

1.3 The Treasury Select Committee has asked Citi to provide information on:

1.3.1 Leverage in private equity LBOs;

1.3.2 “Covenant lite” loans; and

1.3.3 Risk assessment by lenders in relation to private equity LBOs undertaken “prior to the issuance
of debt”.

1.4 Before addressing the specific issues raised in the letter we believe it will be helpful to provide some
contextual information about Citi, its participation as an arranger and provider of loans in the European
leverage loan market, and the way in which a private equity LBO financing is currently structured.

1.5 To assist the reader a glossary of terms is included at Appendix 1 at the end of this memorandum.

2. CITI

2.1 Citi provides consumers, corporations, governments and institutions with a broad range of financial
products and services, including consumer, commercial and investment banking and private wealth
management and transaction services. With some 325,000 employees, Citi has a presence in more than 100
countries and more than 200 million customer accounts.

2.2 The UK is within the bank’s Europe, Middle East and Africa (EMEA) region, with around 11,000
employees based in the United Kingdom and primarily in London. The business has a presence in 51 other
countries across the region, ranging from Iceland to South Africa to Pakistan. Citi’s EMEA regional
headquarters is in London.

2.3 Citi’s major business divisions are Markets & Banking, Global Consumer Group, Global Wealth
Management and Alternative Investments. Private equity coverage and leverage finance operations largely
sit within Citi’s Markets and Banking business and, within that, LBO financing forms part of the work of
Citi’s European Financial Entrepreneurs Group (FEG) which serves approximately 120 focused sponsor
client accounts. However, as exceptions to that, private equity investment resides in the Alternative
Investments Division which has hedge funds, real estate and some private equity, and Global Wealth
Management also extends credit to private equity firms.

2.4 Citi has three principal legal vehicles in the UK: (i) Citigroup Global Markets Limited which has
broker-dealer assets of approximately $300 billion; (ii) Citibank International plc with assets of
approximately £30 billion; and (iii) a branch of Citibank, N.A., a US national bank and OCC regulated
entity, with assets of approximately $320 billion. Citibank, N.A. is the principal vehicle for Citi’s bank
lending and syndication business.

3. CITI’S Leverage Finance Business in EMEA

3.1 Citi acts as an arranger, underwriter and provider of loans in the European leverage loan market.
While Citi executes this function in London, the borrowers are located in diVerent parts of Europe, the
private equity investors are international institutions, and the ultimate holders of the loans are a range of
banks and other entities located inside and outside, the UK.
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3.2 The European leverage loan market spans Europe (Fig. 1 below) and many industry sectors (Fig. 2
below).

Figure 1
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Source: Standard & Poors LCD European Leverage Loan Review.

Figure 2

Issuer Country Diversification: 1Q 2007

France
14.4%

Germany
15.5%

UK
21.6%

Sweden
10.3%

Other
11.3%

Belgium
4.1%

USA
10.3%

Spain
6.2%

Netherlands
6.2%

UK
18.5%

France
18.9%

Germany
19.7%

Sweden
12.7%

Other
8.8%Italy

3.8%

Netherlands
6.4%

Spain
5.0%

USA
6.2%

Observations: 97 deals with €47.2Bequivalent volume

Based on Volume Based on Deal Count

USA reflects the European allocation of US companies with cross-border transactions. 

Source: Standard & Poors LCD European Leverage Loan Review.

3.3 Syndicated loan facilities for a typical European private equity LBO are primarily sourced in the
European leverage loan market. In 2000, there were very few non-bank participants in the European
leverage loan market. However, in recent years, a broader range of institutions and funds (hedge funds,
CLOs and CDO’s) have increasingly participated as lenders in the European leverage loan market and now,
in 2007, there are over 250 active non-bank lending entities. This “institutionalisation” of the European
leverage loan market, which is illustrated in Fig. 3 below, is creating additional liquidity and demand for
leveraged capital structures. In addition, because the diVerent lending communities have diVering risk and
reward expectations, it is also allowing much greater flexibility in the capital structuring of an LBO.
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Figure 3

Primary Market by Broad Investor Type
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4. Structure of an LBO Financing

4.1 With the increasing institutionalisation of the European leverage loanmarket, there are a wide variety
of market participants with varying approaches to risk and reward. Consequently loans can be provided at
diVerent levels ranging from, at one end of the spectrum, senior loans protected by first priority security and
significant covenants to, at the other end of the spectrum, PIK loans which are typically unsecured, and
which incorporate loose covenant protection, few, if any, enforcement rights and the capitalisation of
interest. In between, there are a number of other loan categories such as “second lien” and “mezzanine”.
Each “category” will have a diVerent level of security cover and covenant protection and, of course, the rate
of return will vary to reflect the perceived level of risk. As the market is dynamic, and the “risk reward”
appetite of loan providers fluid, the structures under which loan finance is provided are themselves
constantly developing.

Fig. 4 below illustrates how, as the European leverage loan market has become institutionalised, the loan
finance components of European LBOs have changed.

Figure 4
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4.2 In a private equity LBO, the private equity firm(s) will typically develop a capital structure which will
include a number of diVerent levels of loan finance, and approach a number of banks to underwrite and
arrange these facilities. As one such bank, Citi’s role would be to underwrite each of these facilities, to
participate in the negotiation of the terms of these facilities and ultimately, in the case of a successful
transaction, to fund the facilities at the time the transaction is closed. The underwriting commitment will
typically need to be in place to support the bid of the private equity firm(s) and loan documentation will be
concluded prior to the closing and funding of the transaction.

4.3 During the initial stages of the transaction, the group of arranging banks may expand to include
additional banks and, subsequently, the loan facilities are often further syndicated to a broader group of
lenders in the primary market. Each category of loan will include certain rights allowing transfer subject to
agreed restrictions and, within these restrictions, will often trade in the secondary market. Consequently the
debt will ultimately be held by a fluid community of market participants ranging from banks and other
financial entities to funds of one kind or another such as hedge funds, insurance companies, CLOs and
CDOs.

4.4 As part of Citi’s underwriting process, a full internal credit approval and risk assessment process and
due diligence is undertaken in order to ensure that a transaction meets Citi’s prudential lending policies. In
addition to Citi’s own due diligence process, the private equity firm(s) generally will additionally make
available the product of their due diligence, which will typically include a number of external reports.

4.5 A fuller description of the risk assessment and due diligence process is provided in Section 7 below.

5. Leverage Ratios

5.1 Leverage ratios typically reflect the amount of debt as a multiple of EBITDA (earnings before
interest, tax, depreciation and amortisation) of the underlying business. They are a common shorthand for
comparing financings but they are only one of many factors that are taken into account in assessing credit
risk. In particular, while the overall ratios are important, in a complex financing structure involving diVerent
levels of senior and junior debt, each group of lenders will assess the robustness of the cashflow forecasts and
where its right to debt amortisation ranks as against other creditors and groups of lenders and the relative
enforcement rights of the diVerent lending groups. The detailed debt and equity capital structure of the
borrower is an essential part of this assessment.

5.2 Leverage ratios (that is total debt to EBITDA) for LBO financings have fluctuated over time and,
after reducing in the period 1999–2003, have followed an upward trend. In 2006, total leveraged loan volume
in Europe was EUR 131.3 billion from 278 deals. In 2005, it was EUR 123.5 billion from 197 deals. In the
first quarter of 2007, overall leverage ratios were 5.7x. In 2006, total leverage ratios were 5.5x. The
comparative figures for 2005, 2004, 2003 and 2002 were, respectively, 5.2x, 4.5x, 4.1x and 4.1x. All the ratios
in this paragraph are average figures; for larger, stronger and more familiar credits, the leverage ratio may
be higher.112 Fig. 5 below shows the fluctuation in overall leverage ratios over the period 1999–2007.

Figure 5
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Source: Standard & Poors LCD European Leverage Loan Review.

112Source: Standard & Poors LCD European Leverage Loan Review.
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6. Covenant Lite Loans

6.1 Leverage loan documentation includes a broad range of covenants which oblige the borrower to
conduct its business so as not to breach those covenants. These covenants will include covenants which are
related to the financial condition of the borrower. A breach of covenant can, subject to cure rights, constitute
a default which may permit the lenders to withhold further advances under the loan facilities, so limiting
the borrower’s ability to raise incremental debt, and/or to place the loan on a demand basis, so giving rise
to the possibility of a financial restructuring which may ultimately maximise the value to senior lenders.

6.2 Although diYcult to define, covenant lite loans are understood, at the most basic level, to be loans
where the covenants related to financial condition are structured as financial incurrence covenants rather
than the more traditional financial maintenance covenants.

6.3 At the most fundamental level, maintenance covenants require a borrower to meet certain financial
covenants periodically, typically every financial quarter. The most common financial covenants are:

6.3.1 leverage (financial indebtedness to EBITDA);

6.3.2 interest cover (EBITDA to either net or gross interest payments); and

6.3.3 cash flow cover (adjusted EBITDA against total funding costs).

6.4 Incurrence covenants generally work to restrict a borrower from doing certain things (eg borrowing
more money, making an acquisition or making a distribution), if, after doing such things, it would not be
in compliance with certain financial ratios. However, if a borrower were simply to breach a ratio because,
for example, its EBITDA had deteriorated, this would not be a breach of a covenant leading to a default.

6.5 While recently becoming more common in the US leverage loan market, covenant lite deals are
relatively new in the European and US leverage loan markets. As at 31 March 2007 Citi was aware of only
three pure (incurrence covenants only) covenant lite deals launched in the European senior bank loan
market, namely VNU World Directories, Trade Media and Jupiter113. However, there are others (not yet
launched) which are expected to be structured on a covenant lite basis. The European leverage loan market
is still viewing this type of deal on a case by case basis with a view to determining whether it meets credit
criteria and lending guidelines. This is resulting in some hybrid or “covenant loose” loans which are based
on more traditional loan documentation without one or more of the traditional maintenance covenants.

6.6 The purpose of a maintenance covenant is to give an “early warning” trigger and an opportunity to
senior lenders to discuss with the borrower and private equity investors whether or not a breach is indicative
of a serious underperformance of the business aVecting the credit quality of their loan. As indicated in
Section 6.1, if the situation is serious, the senior lenders would be in a position, following the triggering of
the covenant, to withhold further drawings and to force a financial restructuring to maximise value for
senior lenders. Alternatively, the discussion may result in some form of waiver of the breach “on terms” in
order to aVord the borrower some stability and protection from cross-default, while it sought to improve
performance, and some adjustment to interest margins.

6.7 The diversification and institutionalisation of the loan market has made it more diYcult for a
borrower to conduct a conversation of this kind with all its lenders. Where, historically, those lenders were
largely banks today, as described earlier, they will comprise diVerent communities of lenders with diVerent
expectations and interests. Consequently a trend has developed in recent years of building into loan
documentation cure rights and delayed covenant testing the eVect of which is to postpone the point in time
at which senior lenders can assert their voice and to allow the borrower, and the private equity sponsors,
more control over the situation. In addition, there has also been a trend to loosen, and even dispense with,
some of the covenants.

6.8 A covenant lite structure is a next step which continues this trend and since the pure covenant lite
loan dispenses with maintenance covenants altogether, it may postpone significantly the point in time at
which the senior lenders can assert their voice (even though they may be on notice of a deterioration in the
financial condition of the borrower). Whilst this permits a period of stability for a borrower to improve its
performance, nevertheless the borrower will be in a position, during this period, to continue to draw under
the loan facilities and this may result in a further erosion of business value (through the funding of losses
with these additional borrowings in an attempt to turn the business round). It is in this sense that a covenant
lite structure represents a further loosening of credit protection.

6.9 Re-enforcing themarket’s recent tendency to consider covenant lite structures are two further points:

6.9.1 The private equity investors do have significant incentive to correct underperformance by a
borrower, both in order to earn their return and to maintain their credibility with the European
leverage loan market; and

6.9.2 A borrower is in any event required to service interest payments throughout the life of the deal
and to repay principal (either through cash generated by the business or a refinancing). If the
borrower is unable to do this, a default will occur, whether the loan is “covenant lite” or not.

113Source: Standard & Poors LCD European Leverage Loan Review.
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6.10 Finally, it is important to emphasise that a covenant lite structure aVects only the maintenance
covenants referred to above. The loan documentation will continue to incorporate significant and detailed
covenants aVecting the borrower’s conduct of its business generally (negotiated on a case by case basis but
covering such matters as the provision of detailed financial information and restrictions on acquisitions and
disposals, incurrence of capital expenditure, and the making of distributions), and detailed events of default
the occurrence of which will allow the lenders to take action, as described in Section 6.1 above. For a more
detailed explanation of the type of matters which will be covenant controlled in a covenant lite loan (as well
as a more traditional loan) in the European leverage loan market, see Appendix 2 at the end of this
memorandum.

7. Risk Assessment

7.1 Citi has what it considers to be robust lending criteria and credit approval policies. Transactions are
analysed by Citi and its due diligence is carried out in accordance with Citi Markets and Banking Credit
Risk Principles, Policies and Procedures and requirements laid out in other business specific guidelines, in
order to ensure that the transaction meets these prudential lending policies. This process is complex and
rigorous andmany factors will be taken into account by Citi in order to assess the quality of the transaction,
in the context of the then current market conditions. These will include Citi’s views on the quality and track
record of the management, the quality of the financial sponsors, the robustness of the capital structure, the
strength of the projected cashflows and their ability to service the debt and support the business plan.

7.2 Generally, Citi’s own risk assessment of a transaction will be supplemented by independent due
diligence, commissioned by the private equity firm(s). The composition of this will vary from transaction to
transaction but may include:

7.2.1 Accountant’s Report. This would be prepared by one of the major four accounting firms, and
would normally review in detail the financial position of the group on the basis of historic accounts
and financial information provided, including financial projections.

7.2.2 Legal Due Diligence Report. This would be prepared by the private equity firms’ lawyers and
may cover, amongst other things:

(a) corporate documentation;

(b) material contracts;

(c) intellectual property;

(d) employment matters;

(e) litigation;

(f) real estate; and

(g) any particular regulatory issues.

7.2.3 Pensions Report. This would review the group’s pension arrangements.

7.2.4 Environmental Report. This would cover compliance with environmental laws and regulations,
and may contain recommendations for compliance going forward and their cost.

7.2.5 Insurance Report. This would look at the suitability of the group’s insurance arrangements.

7.2.6 Market Report. This may be commissioned to understand better the market in which the
company operates, or the future of that market, or the company’s competitive position in that
market.

7.3 Historical financial information as well as the latest available audited and unaudited accounts are
made available by the private equity firm to lenders together with a budget and business plan. The budget
and business plan are typically reviewed by the reporting accountants and set out in some detail the financial
projections for the business over the life of the borrowings. Typically, arrangers (and lenders) would meet
with management of the business to discuss the business plan and other key aspects of the business.
Management of the business will typically invest alongside the private equity firm and so these interests will
be aligned in ensuring the business is a success.

7.4 Other due diligence type material provided by the private equity firm would typically include a group
structure chart, structure memorandum and funds flow memorandum.

7.5 The due diligence commissioned by the private equity firm is detailed and extensive and made
available to the lenders and, generally, can be relied upon by the lenders who are then responsible formaking
their own critical assessment of it and of the credit.

June 2007
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Appendix 1

Glossary of Terms

Arranging bank—means a bank that has been awarded the mandate by the borrower to arrange the
financing package for an LBO.

Business plan—means a document that summarises the operational and financial objectives of a business
and contains the detailed plans and budgets showing how the objectives are to be realised.

CDOs and CLOs are funds in which the underlying assets are collateralised debt obligations or
collateralised loan obligations.

A covenant—is an agreement binding the person or persons giving the covenant to perform or give
something to the other, or to abstain from the performance of certain things.

Covenant lite—means a loan with few financial covenants structured as incurrence covenants rather than
maintenance covenants.

Cure rights—are rights for the owners to inject capital into the business to prevent the occurrence of an
event of default (arising by reason of breach of financial covenant) or to remedy an event of default if one
already exists.

A distribution—means a distribution by a company to its shareholders byway of dividend or othermeans.

Due diligence—is the process designed to uncover and understand all liabilities of the business and check
what the owners are saying is true, eg, nature and condition of the assets, no major disputes.

EBITDA—means earnings before interest, taxes, depreciation and amortisation. Also known as gross
operating profit.

Equity capital—is capital raised from the owners of a business and equity only gets repaid after all
liabilities of the business have been met.

Financial projections—are estimates of the future financial performance of a business.

First priority security—means security that can be enforced in priority to all other security in the case of
an event of default or insolvency of the borrower.

High yield debt securities—are bonds rated by credit rating agencies as sub-investment grade (in other
words, below BBB in the case of Standard & Poor’s or below Baa in the case of Moody’s). They tend to be
fixed rate, with maturities of seven to ten years, usually with a bullet repayment at maturity.

The institutionalisation of the loan market—means the trend whereby institutional investors (eg pension
funds, insurance companies, investment vehicles) are becoming increasingly involved in the primary market
for loans.

An LBO (Leveraged Buy Out) is a buyout that involves a higher level of borrowings normally through
using the assets of the buyout vehicle/target as security.

Leverage ratio—means the ratio of bank debt to EBITDA. A leveraged transaction will involve a
proportionately larger amount of bank debt.

Mezzanine debt—is debt finance that ranks in priority behind senior debt (and second lien) but ahead of
trade creditors or equity; often secured and sometimes convertible into equity of the borrower.

PIK—means pay-in-kind or payment-in-kind loans where the lenders receive rolled up interest adding to
the amount of the loan in place of cash interest.

Primary market—refers to the initial syndication of a LBO to banks and other lenders in the market.

Second lien loan—is a type of secured loan that may be characterised as:

(i) Sharing the same security package as the senior loan, in terms of the assets that are secured.

(ii) Ranking behind the senior loan (but ahead of junior and unsecured loans) with regard to the
proceeds of enforcement of the security package.

Secondary market—refers to the marketplace where lenders trade participations in loans among
themselves, but subject to agreed restrictions on transfer.

Senior debt—is debt that is not subordinated and, in the context of a LBO, would be secured. For
example, a loan (from a single bank or a syndicated loan) that is intended to rank ahead of other unsecured
and unsubordinated debt on the insolvency of the borrower.



3740501034 Page Type [E] 17-08-07 23:33:23 Pag Table: COENEW PPSysB Unit: PAG3

Ev 214 Treasury Committee: Evidence

Service—(of interest payments) means that the borrower must be able to service, ie pay to the lender, the
interest due on the loans it has borrowed.

Sponsor and financial sponsor— refers to the private equity firm proposing to invest in the equity of a
company and to mandate one or more arrangers to arrange an LBO financing to support its proposed
investment.

A syndicated loan— is a credit facility granted by more than one bank to a borrower or associated
borrowers under the terms of one agreement. Syndication is the process bywhich one bank “sells“” a portion
of its debt to a syndicate of lenders, so reducing its own exposure but at the same time reducing its reward.
An agent bank is appointed to liaise with the borrower on behalf of the members of the syndicate to receive
payments and distribute them in the correct portions to the additional lenders.

Total funding costs—are the costs to the borrower of funding all its loans (eg senior, second lien,
mezzanine).

Appendix 2

Areas controlled, subject to case by case agreement on exceptions and limitations, in a covenant lite loan
may include the following:

Provision of information

eg:

— Annual audited consolidated accounts

— Quarterly consolidated accounts

— Notification of default

— Notification of material events, publicly announced

— Compliance certificates

Positive Covenants

eg:

— Compliance with laws

— Environmental compliance

— Taxation

— Insurance

— Pensions

— Intellectual Property

— Cash Management

Negative Covenants

eg:

— Restrictions on disposals

— Restrictions on borrowings

— Restrictions on investments

— Restrictions on distributions

— Restrictions on change of control
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Memorandum submitted by Deutsche Bank

This memorandum is in response to your request, as set out in your letter to Deutsche Bank (“DB”) dated
14 June 2007, for information on the topics of (1) leverage in private equity deals, (2) the increasing role of
“Cov-lite” loans and (3) risk assessment of private equity LBOs undertaken before the issuance of debt. The
information set out in this memorandum is provided by Deutsche Bank AG, London Branch.

1. Introduction

1.1 Deutsche Bank

DB is one of the leading global investment banks with a strong and profitable retail and investment
banking franchise. A leader in Europe, the bank is growing in North America, Asia and key emerging
markets. It has approximately 74,000 employees serving clients in around 75 countries worldwide.

DB oVers its clients a broad range of banking services through its Corporate and Investment Bank (CIB)
and Private Clients and Asset Management (PCAM) franchise. Combining a top tier investment banking
platform with a strong network of global corporate banking relationships, CIB oVers the full product
assortment, including corporate finance and debt and equity underwriting. In addition, DB has a leading
position in international foreign exchange, fixed-income and equities trading. PCAM provides private
clients with an all-round service, extending from account-keeping and cash and securities investment
advisory to asset management.

Founded in Berlin in 1870 to support the internationalisation of business and to promote and facilitate
trade relations between Germany, Eastern Europe and overseas markets, DB has developed into a global
provider of financial services. As well as being the largest bank in Germany, DB is one of the largest
investment banks in the world measured by revenues.

Deutsche Bank Aktiengesellschaft or Deutsche Bank AG, the group’s parent company, is a corporation
organised underGerman law and its corporate headquarters is in Frankfurt amMain.With roughly 412,000
shareholders, Deutsche Bank AG is one of Germany’s largest publicly held companies. Its shares are listed
on the Deutsche Borse as well as on the New York Stock Exchange.

DB’s operations throughout the world are regulated and supervised by the relevant jurisdictions’ central
banks and regulatory authorities. The German Federal Financial Supervisory Authority (known as the
BaFin) is DB’s principal supervisor. Additionally, many of the bank’s operations outside Germany are
regulated by other authorities. Within countries that are member states of the European Union, DB’s
branches generally operate under the “European Passport”. In the UK, DB’s London Branch is also
regulated by the Financial Services Authority for the conduct of UK business.

DB employs over 7,000 people in the UK and its London Branch operates from the City of London,
making it one of the largest employers within the City.

1.2 DB’s European Leveraged Finance business

DB’s European Leveraged Finance business is located in London and forms part of its broader Global
Banking business division. The Leveraged Finance business arranges, underwrites and/or provides debt
finance to or for a range of clients, including private equity houses, for acquisition, re-financing or other
general corporate purposes. Where the Leveraged Finance business arranges loan finance or provides an
underwritten loan commitment for or to a client, it would look to syndicate the relevant loan to a number
of lenders, either before or after funding it. Alternatively, it may help a client raise debt finance by way of
the client issuing and placing bonds with investors in the capital markets, including to re-finance any loan
or commitment to lend which DB has provided.

1.3 Executive Summary

There are a number of factors contributing to increasing leverage in private equity deals.

Covenant-lite loans are a reasonably new phenomenon within the European leveraged loan market and
it is diYcult, at this stage, to form a definitive view on their future development.

Risk assessment remains an important consideration for all participants in the private equity sector.
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2. Leverage in private equity deals

2.1. Background

The level of leverage appropriate for a particular company at any given time is a function of a number of
factors and considerations. These include the general economic outlook and debt market conditions,
together with the nature and needs of the business itself. A young, developing company may, for example,
have no debt funding, whereas a mature company with a strong cash flow may be able to sustain a higher
level of debt in its capital structure.

2.2 Factors contributing to increasing leverage

Favourable macro-economic trends driving a boom in corporate earnings and M&A activity

— Macro-economic trends in the UK have been favourable, fuelled by, amongst other things,
relatively low and stable inflation rates and a strong employment market.

— From an international perspective, the US economy has seemingly absorbed a housing market
slowdown and many European companies appear poised to benefit from the significant growth
potential oVered by expansion into developing countries such as Brazil, Russia, India and China.

— These trends have contributed to strong corporate earnings and balance sheets, encouraging a
boom in M&A activity .

— Increased LBO activity has not been restricted to the UK alone, with strong growth across a
number of other European territories (exhibit 1).

Increasing acquisition multiples

— Buoyant equity markets and high levels of M&A activity are driving high company valuations.
Most sectors have returned high positive returns in the last twelve months or so (exhibit 2). This is
evidenced in a corresponding increase in valuation multiples paid by private equity firms in LBOs,
increasing on average from 7.1x EBITDA (Earnings before Interest, Tax, Depreciation and
Amortisation) in 2002 to 9.3x EBITDA in Q1 2007 (exhibit 3).

— Private equity fund-raising globally in 2006 reached unprecedented levels (US$432 billion) (exhibit
4). The significant growth in private equity fund sizes is resulting in strong competition for buy-
out targets and higher acquisition multiples being paid by firms seeking to invest capital.

Significant increase in institutional investor presence in the leveraged debt markets

— The increase in demand for highly leveraged capital structures is being funded by high levels of
liquidity supplied by an increasing number of institutional investors such as banks, hedge funds,
Collateralised Loan Obligation (CLO) and Collateralised Debt Obligation (CDO) funds, which
are increasingly investing in the leveraged loan markets in the search for yield in a low interest rate
environment.

— In March 2007, there were 275 active loan investment vehicles in the European leveraged finance
market, compared to only 8 in 2000 (exhibit 5).

— Institutional investors are contributing to the support for higher leverage via increased demand for
high yielding investments in both the senior and subordinated debt layers of the capital structure.

— Payment-in-Kind (PIK) instruments, for instance, (where interest payments are capitalised or
“rolled up”) have emerged as a relatively new class of junior, “non-cash pay” debt. The senior loan
product has also been augmented through the growth of “second lien” loans. Second lien financing
typically provides second ranking security on the same collateral as the other senior lenders (but
ahead of subordinated lenders) and, in the event of a security enforcement, will normally receive
realisation proceeds only after the first lien lenders have been paid in full.

Lender confidence supported by strong credit fundamentals and risk management

— Default rates are at a historic low. Moody’s global speculative-grade default rate fell to 1.57% in
2006 and is at its lowest level since 1981.

— Interest on a debt may be paid in cash (“cash pay” interest) or, alternatively, it can be capitalised
or “rolled up” (“non-cash pay” interest). The “cash pay” interest cost of debt has remained stable
for large LBOs, despite increasing leverage, primarily due to larger subordinated debt tranches
with a high element of “non-cash pay” interest, eg such as mezzanine and PIK debt instruments.
This is reflected in stable cash interest cover ratios in European LBOs (exhibit 6).

— The growth in secondary market trading of leveraged debt provides enhanced liquidity to debt
investors.
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— Market participants nowadays increasingly actively manage their credit risk through a variety of
tools, including through trading debt in the secondary markets and through the use of credit
derivative instruments such as credit default swaps.

— Exposure to leveraged credit appears to be widely diversified and not focused on any particular
industry (exhibit 7).

2.3 The level of leverage

Leverage, on average, in European private equity deals has increased from 4.4x EBITDA in 2002 to 6.1x
EBITDA in Q1 2007 (exhibit 8). This is primarily due to favourable conditions driving momentum and
liquidity in theM&A and debt markets, as well as strong credit fundamentals. Leverage multiple expansion
also reflects strong increases in the equity capital markets over the same period, with the Dow Jones
Eurostoxx 50 up 64% (Source: Datastream).

Capital structures continue to exhibit stable levels of equity contributions and support from private equity
funds averaging at 30–33% of LBO capitalization (exhibit 9), despite increasing leverage levels.

On selected recent private equity led transactions, leverage levels have been seen in excess of the average.
While equity contributions have also been correspondingly lower in certain transactions, there is no de facto
link between increased leverage and lower equity, with equity contributions frequently seen at levels in line
with the average as a result of high vendor prices.

3. Covenantılite loans

3.1 Definition of Covenant-lite

While there is no agreed definition of Covenant-lite, it broadly refers to leveraged loans which have high
yield bond-style financial incurrence covenants only (“pure” Covenant-Lite) or, alternatively, only one or
two traditional loan-style financial maintenance covenants.

Incurrence covenants generally require that if a borrower wishes to take a specific action (eg pay a
dividend, make an acquisition or issue more debt), it would need to be in compliance with specified
thresholds at the time the action is taken. Incurrence covenants have their origins in the high yield bond
markets and typically have for many years featured, and continue to feature, in high yield bonds, including
bonds issued in the context of LBOs.

Maintenance covenants are typically far more restrictive, requiring a borrower to meet certain pre-agreed
financial tests every quarter, whether or not it takes a specific action. Maintenance covenants have their
origins in the bank loan market.

3.2 Recent covenant evolution in leveraged loans

Over the course of recent years, certainmaintenance covenants have ceased to be utilised in leveraged loan
documentation. For example, the Senior debt/EBITDA covenant (which tests the ratio of senior borrowings
as at the end of a financial period to EBITDA for that period) has not been used on the majority of deals
since 2003.

The majority of leveraged loans to April 2007 have continued to incorporate the following maintenance
covenants—a maximum leverage covenant, a debt service coverage ratio and a maximum capital
expenditure requirement.

Looking at the average number of covenants per leveraged loan, the erosion to date has not been
pronounced, with transactions launched in the market during the first 5 months of 2007 containing 3.8
covenants on average, down from 3.9 in 2006, 4.1 in 2005 and 4.2 in 2004 (Source: Standard & Poor’s LCD,
15 June 2007).

The data is, however, historic andmany of the transactions structured with Covenant-lite documentation
are only currently entering the loan market, having been negotiated and structured earlier in 2007.

Maintenance covenants emerged at a time when banks began stretching the tenor of their lending. They
serve to alert lenders to financial distress and bring parties to the negotiating table at an early stage. For
leveraged loans with incurrence covenants, lenders typically will receive monthly management accounts, so
signs of financial distress should be evident to lenders at an early stage.While there may be no formal trigger
to bring the parties to the negotiating table, maintenance of a good relationship with debt market
participants will remain an important consideration for borrowers.

Europe has only seen three “pure” Covenant-lite deals to 31 March 2006 (ie loans with incurrence-based
covenants only) although there are a number of additional cross-border “pure” Covenant-lite deals due to
launch in the next few months. It is expected that further Covenant-lite deals will launch in June and July.
It is, however, too early to form a definitive view on the future of pure Covenant-Lite loan transactions.
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The use of Covenant-lite can be seen as introducing flexibility to capital structures, with the result that the
inherent volatility present in certain cyclical industries may no longer be a barrier to longer-term investment
decisions by investors.

3.3 Reasons for growth in Covenant-lite

Influence of the US leveraged loan market

— The European leveraged loan market continues to be strongly influenced by trends in the US
leveraged loanmarket. Innovativemarket practices that originate in theUSoften become a feature
of the European market. In the US, Covenant-lite loan deals became more common in mid-2006,
with many of the target investors already active in the high yield bond market and therefore
accustomed to incurrence-based covenants.

Shift in lender base

— The leveraged loan market in Europe has evolved over the last 5 years from a market dominated
by the banking community, to a more liquid institutional market with investors such as CLOs and
CDOs investing across all tiers of the capital structure (excluding the revolving credit facility,
typically made available for working capital purposes, where the lending commitments have
tended to remain in the hands of banks). This has eVectively served to transfer risk from the
banking sector to the institutional lending sector. A number of institutional investors are
accustomed to not having the degree of control and monitoring which financial maintenance
covenants can provide, as they are also investors in high yield bonds where, as noted, incurrence
covenants have always been the norm.

Supply / demand imbalance and low default rates

— Institutional investors have large cash balances to invest in leveraged loans, given the
attractiveness of the asset class in the current low default environment. The supply of leveraged
loans has not been suYcient to meet this demand and this has created an attractive environment
for borrowers.

Increase in secondary market liquidity

— DB estimates that the leveraged loan trading volume in Europe increased from circa ƒ12 billion
in 2003 to circa ƒ104 billion in 2006. Given the significant increase in secondary market liquidity,
where there has been a perceived deterioration in the credit of an investment, the high levels of
secondary liquidity have enabled lenders to trade out of investments that they no longer wish to
hold, a mechanism that has not always been available historically. In addition, emerging
congruence between bank loan and bond style covenants and the increasing depth of the secondary
market has improved the ability of investors to mark-to-market, with larger numbers of buyers
and sellers at any one time.

4. Risk assessment of private equity LBOs undertaken prior to the issuance of debt

Risk assessment is clearly an important part of the LBO process for all of the parties involved, whether
for the private equity house itself, the original underwriter of debt finance or the lenders who participate
in the broader syndication of the loans. The various participants in this process are sophisticated and/or
professional investors.

In line with many other leading underwriters and providers of leveraged loans, DB has, for its benefit,
internal procedures and processes in place around its consideration of whether to commit the bank’s capital
to provide loan commitments to support a given LBO.

Before proceeding to make an acquisition, private equity houses develop a business plan. They also
typically commission or arrange for third party diligence providers to report on a wide range of issues
relating to the target business. This business plan and these reports are then made available to the arrangers
and underwriters of debt finance for the purposes of their internal assessment of the proposed LBO and their
evaluation as to whether or not they wish to underwrite all or a portion of the relevant debt financing.

Private equity houses would also make their business plans and third party diligence reports available to
potential lenders who are considering whether or not to participate in the syndication of a leveraged loan.
In addition, private equity houses, through the borrower and in conjunction with the target, typically
prepare an information memorandum on the target business which is also made available to potential
lenders for the same purpose. In this way, potential lenders can make their own decision as to whether or
not they wish to participate in a given transaction.
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Exhibits

Exhibit 1—LBO volume has been strong across the major European territories

LBO volume by region
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Exhibit 2—Equity markets have been buoyant, with positive returns across most sectors

Recent European stock market performance
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Exhibit 3—LBO entry valuation multiples are increasing as well

Average LBO entry multiples
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Exhibit 4—2006 private equity fundraising reached unprecedented levels and
exceeded 2005 fundraising by 40%

Private equity funds raised – 2001 to 2006 
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Exhibit 5—March 2007 saw 275 active loan investment vehicles participate in the European market, a 14%
increase in the number of institutional participants in 2006

European CLO activity
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Exhibit 6—Cash interest cover has remained stable, primarily due to larger subordinated debt tranches with
a high element of PIK interest

Cash interest cover on large European LBOs
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Exhibit 7—Exposure to leveraged credit is widely diversified and not focused an any particular industry
“Of course, [institutional investor] accounts have learned the lessons of cycles past. The acute
sector concentration that brought the market low in the two prior cycles—retail in the late 1980s
and telecom in the late 1990s—no longer is an issue. Today, the largest sector in the institutional
universe is health care, at 9.3%, followed by automative at 6.4%. Moreover, the blueprint deals
that torched the market in the early 2000s are not in evidence today. In 2006, just three leverage
loans had negative pro forma ETITDA, or 0.3%. This compares to 5.2% in 1999, 5.3% in 2000 and
4.6% in 2001.”—Standard &Poors LCD, 2007.

Exhibit 8

LBO leverage multiples 
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Exhibit 9—Despite increasing leverage in LBOs equity contribution has remained stable at
30–33% of LBO capitalisation

LBO equity contribution
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Materials produced by Standard & Poor’s LCD.

Copyright 2007, Standard & Poor’s, a division of The McGraw-Hill Companies, Inc.

Standard & Poor’s including its subsidiary corporations (”S&P”) is a division of The McGraw-Hill
Companies, Inc. Reproduction of Standard &Poor’s LCD in any form is prohibited except with the prior
written permission of S&P. Because of the possibility of human or mechanical error by S&P’s sources, S&P
or others, S&P does not guarantee the accuracy, adequacy, completeness or availability of any information
and is not responsible for any errors or omissions or for the results obtained from the use of such
information. S&P gives no express or implied warranties including, but not limited to, any warranties of
merchantability or fitness for a particular purpose or use. In no event shall S&P be liable for any indirect,
special or consequential damages in connectionwith subscriber’s or others“” use of Standard&Poor’s LCD.

June 2007

Memorandum submitted by Duke Street Capital

Executive Summary

Duke Street Capital is an established, successful, mid market private equity house.

Duke Street Capital is committed to growing its companies for the benefit of all stakeholders:

— total employment across Duke Street’s UK portfolio has grown on a like for like basis by 12% (an
annual average rate of 3–4%).

— on average, capital expenditure per investee company in the last year of Duke Street Capital’s
ownership was more than double that in the year prior to Duke Street Capital’s ownership.

— investment each year inDuke Street Capital companies was on averagemore than 30%higher than
in the year preceding Duke Street Capital ownership.

— since 1994 Duke Street Capital’s returns for its investors including over seven million pensioners
were almost double those returned by the FTSE 100.

Description of Duke Street

History

Duke Street Capital is an independent private equity firm majority owned by its staV with oYces in
London and Paris.

It was founded as Hambro European Ventures in 1988 and focuses on mid-market leveraged buy-outs,
investing predominantly in established UK and French businesses with enterprise values of up to ƒ500
million. The business changed its name in 1998 when it was the subject of a management buyout from
Hambros plc.

It employs 36 people in London and Paris of whom 31 own shares in Duke Street Capital. It has an
investment team of 17 and 19 support staV focused on investor relations and reporting and regulatory
compliance. It is supported by 10 operating partners who are former senior industry executives and who
although non executive, help Duke Street in all aspects of its investment process and will typically also
provide practical assistance to portfolio companies by going onto the board of those companies as non
executive Chairmen.
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Investors

Duke Street Capital has raised six private equity funds to date totalling in excess of ƒ2.5 billion typically
from institutional investors ie pension funds, fund of funds (ie funds which themselves invest in private
equity funds), banks, family endowments and insurance companies. Its last fund completed its successful
fundraising earlier thismonth. 52%of this fundwas raised fromoverseas investors, representing a significant
inflow of foreign capital to the UK economy benefiting our investee companies, our employees, pensioners,
consumers, suppliers, professional firms and everyone else involved with our fund companies and
transactions. Over seven million pensioners have benefited from Duke Street’s investments as members of
pension funds investing in funds managed by Duke Street Capital.

Duke Street does not enjoy the benefits of permanent capital ie continued employment with Duke Street
is dependent on continuing to raise regular funds. Funds are raised in competition with other private equity
firms and other asset classes and availability will also depend on economic conditions. However, ultimately
the ability to raise money will depend on the performance of previous funds and Duke Street Capital’s
successful relationships with its investors.

Duke Street Capital Funds are 10 year funds with primary investments to be made in the first five years
and all exits achieved before the end of the fund. Duke Street Capital’s typical hold period is three to five
years although a small number of investments were sold earlier and some held for longer.

Mid market and Duke Street Investment Activity

Duke Street Capital defines as mid market, companies with an enterprise value of between ƒ50 million
and ƒ500 million. It is not possible to be definitive since every company is diVerent but mid market
companies principally because of their size and often youth:

— will present growth opportunities whether through buy and build or organic growth.

— may present a riskier investment profile than larger more mature companies.

— typically have less developed financial reporting and governance systems.

Duke Street Capital’s mid market investment strategy is to:

— avoid competitive auction situations when buying companies;

— only buy into areas of operational experience following a thorough due diligence exercise;

— seek companies that allow it to create value through growth rather than relying on financial
engineering for its returns;

— apply best practice corporate governance to all its portfolio companies;

— ensure it is heavily resourced for the number of companies in its portfolio to allow full value
transformation and implementation of proper governance;

— ensure that it prepares a company for sale with significant future growth prospects to ensure full
value for Duke Street on exit.

Duke Street Capital has a record of supporting and growing businesses by providing substantial capital
for their growth. On average capital expenditure in the last year of Duke Street Capital’s ownership was
more than double that in the year prior to Duke Street Capital’s ownership and annual investment was on
average more than 30% higher than in the year preceding Duke Street Capital ownership.

We are clear that the only way to create consistent returns over the economic cycle is to create strong
businesses with substantial market positions that are attractive to buyers on exit.

Good examples of this strategy are:

— Paragon, a leading provider of long term residential care services in the UK that looks after some
of society’s most vulnerable, severely disabled individuals with significant learning disabilities.
Duke Street Capital over a period of five years created 680 new beds on the back of further capital
investment, increased staV numbers from some 3,000 to over 4,754 while at the same time
increasing the turnover of the company from £44 million to £100 million;

— Gala Bingo, where Duke Street Capital created through a buy and build strategy the biggest bingo
operator in the UK before selling it on when it felt that the company’s growth plans required
capital investment beyond Duke Street Capital’s investment remit. Gala’s growth has continued
under new ownership becoming a companywith turnover in excess of £500million employing over
9,000 people.

Regulatory Environment

Duke Street Capital is a fund management business which acts as General Partner to a series of Limited
Partnerships—these Limited Partnerships are customers of Duke Street for regulatory purposes. Duke
Street is authorised and governed by the rules of the Financial Services Authority (the FSA). Duke Street
reports annually to the FSA, and is audited annually for its compliance with the FSARules. In addition the
FSA has historically carried out themed visits to verify compliance.
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Although its ultimate obligation lies with its investors, Duke Street Capital has always been conscious of
the role it plays within society and the interests of all stakeholders ie staV, unions and pensioners in all its
activities.

Specifically on pensions, the pension legislation has imposed a stringent regulatory regime that potentially
imposes liability on both investors and directors. The pension position is a fundamental element of any
investment decision and thereafter any further financing or other significant corporate event. In all of Duke
Street Capital companies where there have been defined benefit schemes, levels of funding have either been
maintained or increased and there have been no examples of scheme insolvency.

Taxation

Taxation of Private Equity Management Companies and Executives

For information:

— Duke Street Capital generates income through and pays its costs out of the profit share it earns on
the fund (typically 1.75% pa of committed funds for the first five years of the fund and then the
same percentage of the cost of any acquisitions still left in the fund);

— the Duke Street Capital group management companies all pay corporation tax at the full rate of
30% on their receipt of fees from managing the Duke Street Capital funds;

— UK based Duke Street Capital employees pay NICs and full income tax on all salaries and
bonuses;

— all except one of Duke Street Capital’s partners operating in the UK are UK domiciled for tax
purposes. As such they all pay capital gains tax on any increase in the value of their personal
investment in the fund and any carried interest that may become payable whether related to UK
or non UK capital gains.

Duke Street Capital is clear that carried interest is appropriately characterized as capital and therefore
falls within the capital gains tax regime. Carried interest is long term risk capital that:

— only becomes payable typically seven years into any fund and then only if the fund has succeeded
in returning investors capital, costs and management fees and an 8% compounded interest rate on
all these items. By contrast the FTSEAll Share index has returned 4%per annum since its inception
in 1999;

— is based on a basket of underlying unlisted company shares;

— is agreed following negotiation with investors prior to the establishment of any fund and
contingent on the investment by executives of a significant amount of their own money;

— represents a share of investors capital returns that they agree to as a valuable way of aligning their
interests in their capital investment with those of the investment team.

Duke Street Capital would be very concerned on the impact of any potential changes to the tax regime
which might adversely impact on:

— management teams, who like private equity professionals, typically also commit a significant
element of their personal wealth and working lives to growing and therefore creating value in
investment companies with the commensurate advantages to all;

— workforce share ownership generally.

Deductibility of debt interest

Duke Street Capital strongly believes that the current regime should remain with full deductibility of
interest on third party debt. Duke Street Capital notes that:

— the current rules apply to all companies (whether private or public, private equity backed or not);

— Duke Street Capital debt structures typically include significant capex facilities;

— capital investment is the lifeblood of any growing organisation and any proper business expense
(like interest) should be tax deductible;

— the vastmajority of lending toDuke Street Capital companies is byUKbased financial institutions
who pay tax on interest received.
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Excessive Debt Levels

Duke Street Capital seeks to assess appropriate debt levels based on the economics of each individual
company and its likely future growth and existing and future interest rates.

Disclosure/Corporate Responsibility

Duke Street Capital recognises that private equity is now playing an increasing role in the UK economy
and that its activities may impact an increasing proportion of the population directly. Accordingly, Duke
Street Capital supports higher levels of disclosure in relation to itself and investee companies.

Duke Street Capital supports disclosing relevant financial fund returns generally, which are already
available to the institutional investors investing in the asset class.

On its portfolio companies, Duke Street Capital supports a wider discussion about appropriate levels of
corporate disclosure. For a number of smaller companies excessive disclosure beyond statutory reporting
would be unnecessarily onerous. One potential idea would be a requirement for companies with debt in
excess of £100 million to produce annually a financial report with the same levels of information produced
by quoted companies.

For information, certain Duke Street Capital portfolio companies have already done this as a matter of
course for the benefit of stakeholders, typically staV, suppliers and customers; a copy of the 2e2 annual
report is attached by way of example.

As noted above Duke Street Capital will always apply best practice corporate governance to all its
portfolio companies. In addition to this it will work in accordance with its own Social Ethical and
Environmental Investment Policy. Finally it is aware of and looking to see how it might participate with the
Forum for the Future’s work on Sustainable Development and Private Equity.

Burtons

Duke Street Capital acquired Burtons in March 2007 from Hicks Muse another private equity firm.
Burtons operates in a sector of Duke Street Capital expertise which it has been following for a significant
period of time and in which it has already made a number of investments.

The profile of any investment and the route to profitable growth is diVerent for every investment. In this
case Duke Street Capital was aware at the time of purchase that changing lifestyle habits had led to generic
overcapacity in the traditional biscuit making market which would inevitably need to be addressed. Duke
Street Capital was clearly aware of the manufacturing review already being carried out by Burton’s
management team at the time of purchase, although no firm proposals had been made at that time. In
particular Duke Street Capital notes that all disclosures and communications have at all times had to be
conducted within the constraints of the statutory consultation processes.

Specifically, Duke Street Capital and Burton’s management met political, trade union and regional
development representatives to confirm their commitment to the consultation process and to ensure that
appropriate information was made available to facilitate alternative proposals. Having said this all parties
are aware that there is an issue of industry overcapacity that will have to be addressed within the Group to
ensure the company can thrive and grow in appropriate, sustainable directions.

The Duke Street Capital investment strategy for Burtons is based on driving existing brands and new
product development targeted at the most attractive market segments (including for example the savoury
segment). This will involve significant capital investment into the Group, for example in organic products
baked at the company’s Edinburgh factory. Also with Duke Street Capital’s backing, Burton’s should be
the best placed player to drive consolidation in a fragmented industry.

Focus

This is an investment in which Duke Street Capital has been involved for 19 years. During this time Duke
Street Capital:

— grew the company from seven stores to over 450 employing over 16,000 staV;

— turned unprofitable companies into profit, saving significant numbers of jobs;

— created a third national force in the UK DIY market to counterbalance the market dominance of
B&Q and Homebase;

— generated commensurate benefits in the Focus supplier base.

In 2005 Duke Street Capital sold a part of the group, Wickes, to a trade buyer and used the proceeds to
reduce debt and return cash to its investors. Debt multiples for the remaining group were no higher than
prior to the disposal. A significant and unforeseen market downturn which also (aVected Focus’
competitors) did mean that existing debt levels became too high and led to Duke Street Capital managing
the investment for two years eVectively for the benefit of staV, pension beneficiaries and debt providers to
ensure an appropriate exit to protect all of their interests.
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On exit, all stakeholders’ interests were preserved apart from the holders of traded bonds (listed debt
securities) who received 40p in the £1 and the equity investors who received nothing. Bond holders are
professional investors who invested on the back of full initial and ongoing financial information as required
by listing rules.

June 2007

Memorandum submitted by UBS Investment Bank

1. This memorandum responds to the Treasury Select Committee’s invitation to “provide information
on the issue of excessive leverage in private equity deals, the increasing role of “Cov-lite” loans and the risk
assessments of private equity LBOs undertaken prior to the issuance of debt.”

2. I amwriting in the capacity of Chairman andCEOofUBS Investment Bank and amember of the UBS
Group Executive Board, both roles that I assumed in July 2005. I joined the firm from BZW (where I had
been from 1987) in 1996, as Managing Director and Head of Asian Equities. In 2000 I was appointed as
Head of Equities for the Americas and went on to become Global Head of Equities in 2004.

3. My observations reflect the experience of UBS Investment Bank as a provider of finance for private
equity deals. These observations focus on the European market (for which London acts as a hub) which is
driven to some degree by global trends, principally in the much larger US market.

Executive summary

4. The level of leverage used in private equity deals has increased in recent years as a result of the low
interest rate environment and the stable economy amongst other factors.

5. The number of default triggers (referred to as “covenants”, which enable lenders to enforce a default
if the borrower’s underlying performance fails to meet the requirements under the covenants) has fallen in
recent years, reflecting competition by banks in this market, although pure “Cov-lite” loans remain rare
in Europe.

6. Robust due diligence remains very important for banks underwriting the initial finance for private
equity deals (and indeed to the ultimate investors in the debt following the syndication process).
Notwithstanding increased leverage and documentation with fewer covenants, we have witnessed little
erosion of diligence standards.

“Excessive leverage”

7. Relevant Standard and Poor’s (S&P)114 data is presented in Charts 1 and 2.

Chart 1:European leveraged buyouts (LBOs)- key coverage ratios  
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114S&P are the main source of authoritative data on private equity.
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Chart 1 presents annual data on a number of key ratios115 including Debt/EBITDA (known as the
Leverage Multiple) and several coverage ratios (eg EBITDA/Cash Interest) which focus on a company’s
ability to meet its debt payment obligations. It shows a rise in average leverage ratios (see Debt/EBITDA
and Senior Debt/EBITDA) and a decrease in average coverage ratios (see remaining ratios) over recent
years, in particular from 2001–05.

Chart 2:European LBOs with Debt/EBITDA above 6.0 times 
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Chart 2 records the rise in the proportion of deals (by volume) with leverage in excess of six times, eg from
4% in 2001 to 37% in 2007 Q1.

8. Several interrelated factors have contributed to higher leverage ratios, including historically low
interest rates, strong economic growth, record institutional liquidity, higher business and asset valuations
and the low incidence of default.

9. Higher enterprise valuations, together with strong primary and secondary market liquidity, have
facilitated successful syndications. Underlying business cash-flows continue to support the amount of debt
being provided, albeit with less margin for error.

10. Private equity deals are increasingly structured with less contractual amortisation and subordinated
debt tranches carry a larger capitalised interest element than hitherto. These trends have allowed private
equity deals to assume higher leverage, which has given rise to a number of potential risks:

— First, higher leverage has the potential to increase refinancing risk upon the maturity of the loans
or resale of the business.

— Second, an unexpected acceleration in interest rates would produce knock-on eVects to economies,
and thus to underlying businesses, reducing their ability to service debt. Related to this, a reversal
of current valuation trends might slow the resale of the company and the associated retirement of
the debt. As interest rates rise, the cost of debt service may also rise if the debt cost is unhedged.

— Third, the lack of work-out experience amongst the increased number ofmarket participants could
make it challenging to restructure LBO debt.

11. In the event of certain of these risks materialising, for example a marked economic slowdown and/or
a sharp interest rate hike, the debt servicing burden for private equity deals could become harder to sustain.
Regulators worldwide are currently giving these issues proper consideration.

12. The FSA has declared its intention to step up monitoring of lending to private equity deals, by
modifying its survey of banks’ exposures to leveraged buy-outs and conducting it on a semi-annual basis.
It has also underlined the importance of supervising lenders’ systems and controls in this environment.116

This should enable the FSA to better monitor trends in leveraged finance and pursue its core aims, including
its promotion of orderly and fair markets, in line with its statutory objectives, which include “maintaining
confidence in the financial system.”

115For definitions of themain ratios including those used in the Charts, see the following extract fromPage 31 of FSADiscussion
Paper 06/6: “Private Equity: a discussion of risk and regulatory engagement” (http://www.fsa.gov.uk/pubs/discussion/
dp06 06.pdf):
— “Debt/EBITDA (Total Debt/Earnings Before Interest, Taxes, Depreciation and Amortization) also known as the

Leverage Multiple—a good measure for analysing a company’s debt burden in relation to its profitability relative to
its peers within the same sector.

— EBITDA/Cash Interest (Earnings Before Interest, Taxes, Depreciation and Amortisation/Interest Payments)—a good
measure of a company’s ability to meet its debt finance obligations in the short term.

— (EBITDA—Maintenance Capex)/Cash Interest ([Earnings Before Interest, Taxes, Depreciation and Amortisation—
Maintenance capital expenditure]/Interest Payments)—a measure of a company’s ability to meet its debt finance
obligations over the medium term as it takes account of the capital expenditure which is necessary to maintain the
business.

— (EBITDA—Capex)/Cash Interest—a measure of a company’s ability to meet its debt finance obligations over the long
term as it takes account of the total capital expenditure needed for the business to continue operating at planned levels.”

116Thus the FSA notes in paragraph 3.6 of Feedback on DP07/3 (“Feedback on DP06/6”, see Footnote 1) (http://
www.fsa.gov.uk/pubs/discussion/fs07 03.pdf) that “the robustness of systems and controls will remain a focus for supervisors
of leveraged finance providers.” It also states in paragraph 3.30 that “a regular survey would be a valuable exercise, and in
line with the perceived importance of the data set we propose to conduct the survey semi-annually.”
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“Cov-lite” loans

13. The advent of “Cov-lite” (ie covenant-lite) loan structures has been driven by the US market where
such structures have become more common (approximately 30% of new-issue volume in 2007 to date).
However, we believe Europe has only seen a few Cov-lite deals launched in 2007.

14. A number of deals have been launched in the European market which are neither truly Covenant-lite
nor fully covenanted. They have instead been based on traditional loan documentation, but with one or
more of the traditional maintenance covenants (eg Debt/EBITDA) removed. In others, more headroom has
been allowed in respect of maintenance covenants (eg 30% instead of 20%), allowing the private equity deal
more scope to increase its leverage and/or reduce its collateral without triggering the lender’s right to declare
default117.

15. In response to the recently increased use of Cov-lite loans in leveraged buyouts, S&P announced on
12 June that it would revise Loss Given Default weightings (ie the estimated recovery on a loan in the event
of default) to reflect S&P’s expectation of increased loss exposure on Cov-lite obligations. The market’s
response has been immediate, predominantly driven by the Collaterized Loan Obligations industry whose
loan portfolios are governed by ratings. In the past two weeks the US market has seen a number of deals
re-introduce maintenance covenants, and yields in the secondary market for Cov-lite loans have risen
commensurately. Indeed at the time of writing, the US Cov-lite market is eVectively closed. We expect the
European market to follow the US lead in further pushing back on the use of Cov-lite structures.

16. In general, following this current market correction, we expect the usage of Cov-lite loans to become
even more selective, with such structures only being applied to more stable businesses and with lower
leverage than that applied to deals with maintenance covenants.

17. Regulators should continue to monitor this situation.

Risk assessments of private equity LBOs undertaken prior to debt issuance (“due diligence”)

18. In general, our experience is that the level of risk assessment and due diligence conducted by lead
underwriters prior to their committing to financing remains robust; it includes a thorough review of the
diligence reports carried out by the vendor’s third party advisors and those of the private equity fund
purchasing the company.

19. However, given the greatly increased pool of funds available for investment by the private equity
industry, the bidding tactics adopted by private equity funds have become increasingly aggressive, with
many attempting to pre-empt formal M&A auction timetables. In consequence, in certain cases the time-
scales which debt underwriters have to analyse due diligence materials have been shortened. This trend
reinforces the importance of the internal risk management systems and controls that the banks rely on.

20. It should be noted that in the US market third party due diligence reports have never been provided
to investors.

June 2007

Memorandum submitted by the Institute of Chartered Accountants in England and Wales

Introduction

1. The Institute of Chartered Accountants in England and Wales (the “Institute”) welcomes the
opportunity to submit evidence to the inquiry into private equity published by the House of Commons’
Treasury Committee.

Who we are

2. The Institute operates under a Royal Charter, working in the public interest. Its regulation of its
members, in particular its responsibilities in respect of auditors, is overseen by the Financial Reporting
Council. As a world leading professional accountancy body, the Institute provides leadership and
practical support to over 128,000 members in more than 140 countries, working with governments,
regulators and industry in order to ensure the highest standards are maintained. The Institute is a
founding member of the Global Accounting Alliance with over 700,000 members worldwide.

117Other things being equal a reduction in, or the absence of covenant protection, may result in diminished recovery prospects
for loans relative to historic secured loan experience. This is because future defaults are unlikely to be triggered until a business
is in worse condition than would previously have been the case.
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3. Our members provide financial knowledge and guidance based on the highest technical and ethical
standards. They are trained to challenge people and organisations to think and act diVerently, to provide
clarity and rigour, and so help create and sustain prosperity. The ICAEW ensures these skills are
constantly developed, recognised and valued.

4. The Institute’s Corporate Finance Faculty is a network of some 6,000 professionals engaged in a
wide range of functions and roles in the corporate finance field. The Faculty provides technical and
professional development support to over 70 member firms, of which 14 are private equity houses, mostly
in the middle market sector. As well as being engaged in all aspects of the private equity industry, Faculty
members have a vital role to play in ensuring that appropriate due diligence is performed by investors
to help ensure that risks are appropriately understood and managed. This response also draws on the
expertise of the Institute in corporate reporting, tax, corporate governance, regulation and financial
services.

Support for the initiative

5. We welcome the Treasury Committee’s inquiry into private equity funds at the height of a debate
about the role of private equity in the UK economy. Investors’ commitments to private equity funds
continue to increase. We have also recently seen record-size deals involving higher purchase multiples
and higher leverage in sectors previously the domain of publicly listed companies.

6. These deals have created uncertainty in some minds as to what has contributed to the success of
private equity. Uncertainty can manifest itself in misdirected concerns and has resulted in calls, from
some, for new regulation and changes to the tax regime. Changes in either of these areas are complex
issues and it is important to consider the potential unintended consequences of such measures.

7. The Institute, through the Corporate Finance Faculty, is committed to ensuring that markets and
the public are well informed about the risks and benefits associated with the growth in private equity.
Insofar as the Treasury Committee identifies areas for further research and discussion, the Institute would
welcome the opportunity to host and facilitate such activities.

Executive Summary

The regulatory environment

8. The call from some for further regulation does not, in our view, give adequate consideration to the
principles-based regulation and the risk-based monitoring which are in place nor to the regulatory
mechanisms for assessing and managing systemic risk. Furthermore, we are concerned that rules
specifically introduced to address private equity would result in regulatory complexities for a wide range
of businesses. (paragraphs 15–20)

9. While we support industry initiatives such as the Walker review of transparency and disclosure, it
is important to appreciate that complete transparency for all relevant interested parties is very diYcult
to achieve. (paragraphs 21–25)

10. In our view, tackling systemic risk associated with private equity needs to be distinguished from
taking regulatory action in relation to individual funds. We believe that those responsible for monitoring
systemic risk are right to consider the actions they need to take where there is a suggestion of increasing
leverage. There is evidence that the Financial Services Authority (FSA) is doing this, though we recognise
that adequate transparency of the ultimate ownership of economic risk is critical to the FSA’s ability to
monitor systemic risk. (paragraphs 26–32)

11. The current corporate status of private equity funds has had a favourable impact on the UK as
a place of choice to do business. The concentration of investors and skilled investment and support
professionals together with attractive regulatory and tax regimes have contributed to the UK becoming
the second largest private equity market in the world. Consequently, any measures taken on transparency
or taxation may influence the preferred domicile of funds and related investment professionals and so
should not be introduced without a proper impact assessment. (paragraphs 33–38)

Taxation

12. The taxation regime is a competitive advantage of the UK’s private equity market. In our view
any review of the taxation regime for private equity funds and investee firms should take account of
other major changes that may be made to the current UK tax regime. We are concerned that attempts
to introduce a diVerent tax treatment for private equity borrowers and investees will risk further
complicating the UK tax system and may result in more barriers to smaller companies raising funds.
(paragraphs 39–43)
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The economic context

13. We believe that further research would be useful in relation to whether private equity makes a
positive contribution to long-term business investment and the extent to which private equity markets
have developed on the basis of well-informed risk-taking. (paragraphs 44–46)

14. In our view the continuation of favourable economic conditions that have encouraged private
equity to flourish and the possible impact of their discontinuance, are matters to be taken into account
by those responsible for managing systemic risk. (paragraphs 47–51)

Responses to Specific Questions

The regulatory environment

Q1: Is the current regulatory regime for private equity funds suitable?

15. Private equity managers (fund managers) establish private equity funds for which they raise capital
from investors, in the main, professional investors and institutions. Funds usually take the form of limited
liability partnerships, set up under the Limited Partnership Act 1907 and are not, as such, regulated.
However:

— fund managers are regulated by the Financial Services Authority (FSA);

— institutional investors such as pension schemes, banks and insurance companies are separately
regulated;

— the activity of promotion to professional investors is regulated; and

— the FSA monitors exposures of the institutions that lend to private equity funds.

16. In addition to the FSA’s regulatory regime, investee companies are subject to reporting
requirements and obligations in Companies Act legislation. Also, insofar as there is concern about
investee companies’ work-based pension schemes, it should be noted that these are regulated by the
Pensions Regulator.

17. The overall principles-based regulatory regime is one of several competitive advantages of UK
markets and, as such, influences private equity firms’ decision to operate in the UK. Private equity funds
are mainly raised from institutional and professional investors. Except for smaller venture capital trusts
(VCTs), private equity is not aimed at retail consumers and it is appropriate that the regulatory regime
should be lighter-touch than that for activities aimed at such consumers.

18. The FSA’s risk-based framework is the regulatory regime for private equity firms carrying on
activities in or from the UK. In its 2006 discussion paper, DP 06/6, Private equity: risk and regulatory
engagement, the FSA discussed enhancements it is making to its organisational structure and framework
to enable it to respond more eVectively to private equity market developments. In our response to the
discussion paper we supported these eVorts.

19. The principles of risk-based regulation require that regulators remain vigilant to risks, including
systemic risks. Evidence of this awareness is available in the FSA’s discussion paper DP 06/6, which sets
out the FSA’s proposed responses to evidence of higher leverage (see also paragraph 30 below). In its
subsequent Financial Risk Outlook 2007, the FSA summarises the risks inherent in the private equity
sector, such as ownership of economic risk and market abuse.

20. The call from some for further regulation does not, in our view, give adequate consideration to
the principles-based regulation and the risk-based monitoring which are already in place in the UK nor
to the regulatory mechanisms for assessing and managing systemic risk. Furthermore, we are concerned
that rules specifically introduced to address private equity would result in regulatory complexities for the
wider market. For example, imposing a limit on leverage in private equity-backed deals would be fraught
with diYculty not only in setting a maximum ratio of debt to equity, but also in imposing additional
compliance costs on a wide range of businesses.

Q2: Is there suYcient transparency on the activities, objectives and structure of private equity funds for all
relevant interested parties?

21. We believe there is adequate accountability between private equity fund managers and their
investors, and we are not aware of evidence to suggest institutional investors are unhappy with current
levels of disclosure in private equity funds. Indeed, the 2006 Annual Survey from the National Association
of Pension Funds highlighted the fact that 7% of defined benefit schemes had increased their investment
in private equity, including venture capital. Moreover, capital commitments to private equity funds are
increasing, according to the most recent Bank of England financial stability report.
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22. There is a good flow of information on investee companies, ie the underlying invstments, between
private equity fund managers and investors as full disclosure to these investors is not constrained, as in
the case of publicly listed companies.

23. There have been increasing demands for accountability from interested parties other than investors,
particularly in the light of recent “club“” deals involving consortia of private equity firms, and large
public-to-private transactions. While it is important to maintain a level playing field for diVerent forms
of private ownership, market confidence and public trust are critical to the sustainability and success of
the private equity industry and such demands need to be addressed.

24. There is positive evidence that the private equity industry acknowledges the need to meet the
transparency expectations of investors and to be seen to doing so by other interested parties. For example
the British Venture Capital Association (BVCA) has established a high-level working group under the
chairmanship of Sir David Walker, to review transparency and disclosure with a view to establishing a
voluntary code of compliance.

25. While we support such initiatives and are keen to contribute, it is important to appreciate that
complete transparency in the investment chain is very diYcult to achieve. We believe that a code should
facilitate proportionate disclosure and should recognise, for example, that what is appropriate for a
public-turned-private company may not be appropriate for a mid-market deal involving a small high-
growth company. In this respect we note that the Walker review “will recognise the very diVerent types
of investment and issues relating to diVerent segments of the industry from small start-up financing to
large buyouts. It will also take account of the size of the portfolio companies concerned.”

Q3: Has there been evidence of excessive leverage in recent transactions and what systemic risks arise in
consequence?

26. Excessive leverage occurs if a company borrows beyond what can be serviced in terms of interest
and capital repayments, bearing in mind its cash generation and the quality of its earnings, irrespective
of its specific debt to equity ratio. What is excessive gearing for one company will not be excessive for
another and a single yardstick cannot be applied to an entire investment class.

27. What is relatively uncontentious is that leverage is high and, consequently, the percentage of equity
required by lenders in leveraged buyouts is lower than it was a few years ago. The International Monetary
Fund (IMF) and the Bank of England both report rising corporate leverage in their respective most recent
financial stability reports and attribute this in part to private equity buyouts. The IMF suggests this may
be down to weakening credit discipline and urges the maintenance of lending standards.

28. Anecdotal evidence in KPMG’s European Mid-Market M&A Outlook of January 2007, a survey
of mid-market executives and private equity funds targeting mid-market companies, suggests that there
is a degree of high leverage in that market. High leverage appears to be a direct consequence of the low
interest rates and more favourable debt terms that have resulted from low market volatility and increased
risk appetite. The same survey indicates that the failure of a mid-market investment is not expected to
precipitate systemic failure and the market is expected to be able to absorb related losses.

29. An issue arises with some private equity deals when they are being funded by syndicated leveraged
loans with weak covenants. In general, credit standards on private equity deal terms have slipped, reflected
by weaker, fewer, or dropped loan covenants. According to the Bank of England, issuance of so-called
“covenant-lite” loans, which do not contain any maintenance covenants, is growing strongly in the United
States and they have recently appeared in Europe for the first time (Financial Stability Report, April
2007, Issue No. 21, Bank of England).

30. Moreover, in its 2006 discussion paper, following an analysis of the exposures of UK banks within
the leveraged lending market, the FSA observed that some lending on private equity transactions “may
not be entirely prudent” and provisionally assessed the risk of excessive leverage as medium high.
Consequently, under its risk-based approach, the FSA has begun proactive market surveillance of the
credit markets. We support this approach firstly, as increased leverage has not yet been tested by decreased
liquidity or economic shocks and secondly, because the leveraged investments of institutional investors
and pension schemes ultimately expose the insured and the pensioner to the risk of default.

31. In our view, tackling systemic risk associated with private equity needs to be distinguished from
taking regulatory action in relation to individual funds. The call from some for the private equity market
to be further regulated because of increasing leverage is not, in our view, supported with appropriate
evidence of excessive leverage across the whole private equity sector. Individual highly-leveraged deals
(and the associated increase in the size of funds) do not indicate, on their own, a need for increased
regulation.

32. Those responsible for monitoring systemic risk are right to be concerned where there is a suggestion
of increasing leverage and to consider the actions they need to take. There is evidence that this has been
happening through the FSA, though we recognise that adequate transparency of the ulitmate ownership
of economic risk is a critical factor to the FSA’s ability to monitor systemic risk.
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Q4: What are the eVects of the current corporate status of private equity funds, including both their domicile
and ownership structure?

33. It is usual for private equity funds to raise capital from investors through the flexible structure of
an English limited liability partnership (LLP). This requires a General Partner (GP) with unlimited
liability and investors known as Limited Partners (LPs). LPs include institutional investors, mainly banks
and insurance companies, UK and overseas pension schemes, fund of funds investors and individual high
net worth and professional investors.

34. The GP is often set up as a limited company or LLP and appoints an entity to act as the fund
manager or operator of the private equity fund, under terms set out in a management agreement with
the fund. If located in the UK, the entity is regulated by the FSA as a manager. If located oVshore, the
entity is regulated by the FSA as an adviser.

35. GPs are rewarded, in the main, through fees for managing capital and through “carried interest”,
which is the share of profits after LPs’ funds and a hurdle rate of return on those funds have been repaid.
The share of profits is usually 80 per cent to LPs and 20 per cent to the GP. GPs may also charge
monitoring and transaction fees.

36. The domicile of the private equity fund is influenced by a host of factors. Onshore domicile is
often chosen because of:

— the well-developed jurisdiction and light-touch regulatory regime;

— the concentration of skills and professional support services;

— access to investors in the City; and

— the taxation regime for investors.

37. Domicile in the Channel Islands or Isle of Man can also be attractive due to the availability of
high quality administration professionals and more modern legislation.

38. The current corporate status of private equity funds has had a favourable impact on the UK as
a place of choice to do business. The concentration of investors and skilled investment and support
professionals together with attractive regulatory and tax regimes have contributed to the UK becoming
the second largest private equity market in the world. Consequently, any measures taken on transparency
or taxation may influence the preferred domicile of funds and related investment professionals and so
should not be introduced without a proper impact assessment.

Taxation

Q5: Is the current taxation regime for private equity funds and investee firms appropriate?

39. There are two main areas of the UK tax system where some people perceive that private equity
finance has an advantage over more traditional forms of finance: the tax-deductibility of interest both
at the company and shareholder level and the tax rates on income returns as compared to capital returns,
particularly where the underlying capital is classified as a business asset. Government policy is, broadly,
to ensure that tax considerations do not distort business investment decisions. If these areas are perceived
to be a problem and distorting investment decisions, then we would expect the Government to undertake
research into the issues so as to ensure that any policy decisions taken are evidence-based.

40. The UK tax system is currently subject to very considerable review. In the 2007 Budget Book the
Government announced the forthcoming publication of a consultation document:

“The Government will issue a consultation document later in the spring, which will consider
in particular the taxation of foreign dividends received by UK companies and the Controlled
Foreign Companies (CFC) rules. This is an area where business has expressed a preference for
reform and where options that will be considered include European-style exemption for foreign
dividends and income-based CFC rules. The document will also consider the implications of
any such reform for other aspects of the UK tax regime, such as interest relief.” [paragraph
3.39 Budget Book 2007]

41. There are also considerable non-governmental reviews of the UK tax system being undertaken by
the Institute for Fiscal Studies Mirrlees Review, the work of the Oxford Centre for Business Taxation
and by the European Tax Policy Forum. The objective of the IFS Mirrlees Review, which will report
in 2008, is:

“to identify the characteristics of a good tax system for any open developed economy in the
21st century, to assess the extent to which the UK tax system conforms to these ideals, and to
recommend how it might realistically be reformed in that direction.”

42. We are also concerned that the changes announced in response to the new EU State Aid rules for
risk capital which impact investments qualifying under the VCT scheme, run the risk of overriding the
Government’s intention to reduce the equity gap faced by smaller companies with high growth potential.
We are aware of and support the Government’s request that the European Commission reviews the way
in which it applies the State Aid guidelines.
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43. The taxation regime is another competitive advantage of the UK’s private equity market and,
again, influences private equity firms’ preference to operate in the UK. This further strengthens our view
that any review of the taxation regime for private equity funds and investee firms should take account
of other major changes that may be made to the current UK tax regime. Moreover, we are concerned
that attempts to introduce a diVerent tax treatment for private equity borrowers and investees will risk
further complicating the UK tax system and may result in more barriers to smaller companies raising
funds.

The economic context

Q6: Are developments in the environment and structure of private equity aVecting investments in the
long-term?

44. Private equity firms tend to invest for the medium term and seek to exit from investee companies
in three to five years. Anecdotal evidence suggests that fundraising takes place more frequently—every
24–36 months compared to every five years or so—and that capital raised is deployed more quickly. This
also reflects a general trend favouring buyout funds rather than VCTs.

45. Focus on investment horizons has led to the perception that private equity investments are short-
termist and bad for business. On the other hand, the findings of a recent study by the Centre for
Management Buy-out Research (CMBOR) at the Nottingham University Business School, which are
summarised in The Impact of Private Equity: Setting the Record Straight (www.nottingham.ac.uk/
business/cmbor), indicate that private equity deals do make a positive contribution, on average, in
financial, economic and human resource management terms. There is certainly scope for further research
on the impact of developments in private equity on long-term business investment, for example, in R&D
and training.

46. In acting upon research findings, regulators should nevertheless be wary of trying to second-guess
markets. The private equity market has developed due to willing buyers and willing sellers investing in
line with their risk appetite. As in other markets, the eYciency of private equity investment depends on
the awareness of the risk-return trade-oV and that should not be unnecessarily constrained. The extent
to which private equity markets have developed on the basis of well-informed risk-taking would be
another area where further research would be useful.

Q7: To what factors, including the current macroeconomic context and position in the economic cycle, is
the current rise of private equity attributable?

47. The macroeconomic context and position in the economic cycle are factors that influence the way
regulators and governments approach systemic risk. In recent years, the substantial growth in capital
flowing into private equity funds has been driven by low interest rates, high availability of credit, benign
economic conditions, strong corporate balance sheets with high profitability and strong cash positions.
Low interest rates and macroeconomic stability and strong corporate balance sheets have caused
historically low financial market volatility and have contributed to very low global corporate default rates.

48. This greater economic and financial asset price stability combined with low volatility has
encouraged increased risk-taking based on the assumption that this stability will continue and these
conditions have created a considerable appetite for leveraged finance products oVered in leveraged
buyouts (LBOs).

49. These developments have increased the amount of leverage in corporate balance sheets, partly as
a result of private equity buyouts. Global LBO loan issuance increased by 60% in 2006 and the stock
of, as yet, undrawn commitments in private equity firms has grown to around $600 billion (Financial
Stability Report, April 2007, Issue No. 21, Bank of England). These private equity deals are aVecting
the behaviour of other companies as well, with reports of public companies releveraging as a defence
against LBOs.

50. The demand for the private equity asset class has also risen. Commitment, or funds committed
by investors to private equity funds, is increasing, both as a result of new investors entering the market
and existing investors increasing their allocations. This is partly attributable to poor equity returns in
quoted markets driving institutional investors to higher-yielding alternative investments.

51. In our view, the continuation of favourable economic conditions that have encouraged private
equity to flourish and the possible impact of their discontinuance are matters to be taken into account
by those responsible for managing systemic risk.
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Q8: What are the economic advantages and disadvantages of a firm being owned by private equity funds
as opposed to being publicly listed?

52. A generally cited economic advantage of private equity ownership as opposed to being publicly
listed is that it is relatively easy to align the interests of management and owners. A publicly listed
company with a diVuse shareholder base needs to address potential agency conflicts through adherence
to corporate governance norms and will invest significant time and money in communicating with
shareholders investor relations and periodic reporting. By contrast, management of a private equity-
backed company has more opportunity to focus on stategy.

53. Privately owned companies can also more easily use leverage to achieve shareholder value and
make use of the taxation rules on interest relief. Cheaper debt capital can also lower the weighted average
cost of capital of investee companies.

54. Nevertheless, the access to liquidity in well developed public markets can be an important
advantage of being publicly listed as can the ability to raise capital and use publicly-traded securities to
fund acquisitions.

May 2007

Supplementary memorandum submitted by the Financial Services Authority

1. ThisMemorandum is submitted by the Financial Services Authority as a follow-up to the oral evidence
given by Hector Sants and Sally Dewar on 3 July.

2. The Memorandum expands on our oral response to a question asked by Mr Cousins and provides
answers to the four factual questions asked by the Chairman.

A. Additional material in response to the question asked by Mr Cousins

3. In Mr Cousins’ question [Q510], he suggested that the FSA could not give assurances on two points,
which we understand to be the following:

— Whether debt issued in connection with private equity transactions has ultimately resided within
regulated entities; and

— Whether debt issued in connection with private equity transactions has ultimately resided in the
UK.

Hector Sants responded orally. We provide further detail below.

4. As other parties have noted in their evidence to the Committee, in recent years loan markets have
undergone a rapid transition in terms of secondary trading and risk transfer. One consequence has been to
allow some lending institutions, typically investment banks, to move from an “originate and hold” model
to a “capital turnover” model, in which they originate, and then distribute, their exposure to specific loans.
Our leveraged buyout survey, completed in 2006, found that of 15 investment banks asked, six said they
follow a capital turnover model. Our future surveys of this market will enable us to analyse whether banks
continue to change their lending model and the potential impact this may have. A potential positive
consequence of this change, from a financial stability perspective, is that the failure of a specific transaction
is less likely to have significant financial consequences for any individual creditor.

5. A further consequence of this change is that debt originated by UK-based companies can be
distributed widely across the global market and held by entities which are not directly regulated by the FSA.
Likewise, debt originated by foreign companies is now held in the UK. As we noted in our oral evidence,
we believe that this does not aVect our ability to discharge our mandate with respect to financial stability.
Under our risk-based approach to regulation, we focus our supervisory attention on the areas which present
the highest risk to our statutory objectives. In this case, our attention is appropriately weighted towards the
FSA-regulated lending banks, which act as the transmission mechanism for exposure to private-equity
owned companies to be distributed across the market. For many years our supervision of these entities has
included reviews of the firms’ management of their credit, market and underwriting risks in the area of
private equity (as significant business lines). Our supervision of firms in this sector takes two main forms:
“close and continuous” monitoring of individual firms, and “thematic reviews” of a number of firms to
examine a particular aspect of their business or their controls.Wewill continue to emphasise to firms’ senior
management that their scrutiny of the progress of material exposures is an essential part of their risk
management process. These firms are also subject to prudential supervision requiring them to hold capital
in relation to the risks they are managing.

Recognising the importance of monitoring the impact that leverage could have on our objectives, we are
carrying out two projects to enhance our understanding of the market. One is the twice yearly leveraged
buyout survey which we outlined in our previous written evidence to the Committee. This is being
supplemented by enhancing our understanding of the risks posed by market developments to the
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restructuring of corporate firms in financial distress. We see our role here as raising the profile of potential
market implications and encouraging participants to plan for such eventualities. We are working with the
market in this regard through contact at the trade association and individual firm level.

6. This will allow us to highlight key areas of risk to the market, so that participants can prepare for the
challenges that may lie ahead.We believe these steps will supplement our existing supervisory approach and
provide appropriate mitigation against the current level of systemic risk we perceive to be associated with
failure in a private-equity backed firm.

B. Responses to the four factual questions asked by John McFall

7. The Chairman asked four questions, to which we agreed to respond:

— What is the average duration of an investment by a private equity firm?

— How large is the private equity market?

— How many deals have been done by size?

— What is the geographical location internationally of the largest buy-out markets?

FSA Authorised firms, including private equity firms, are required to submit periodic regulatory returns.
These are used in our ongoing supervision of the market and are subject to rigorous scrutiny to ensure that
we only request information which is necessary, and can be justified on a cost-benefit basis. We do not
regularly collect deal specific data.

The Chairman has asked for certain market information, not all of which is held in our records. We have
therefore included data obtained from two other sources; Private Equity Intelligence (a 3rd Party data
provider) and the Centre forManagement Buy-out Research (CMBOR).We have found both to be reliable
sources of objective market data.

8. What is the average duration of an investment by a private equity firm?

The “Average Time to Exit” for allUKprivate equity backed Buy-outs/Buy-ins (over the five year period
2002–2006 inclusive) was five years and four months. Over the 10 year period 1997–2006 the “Average Time
to Exit” was five years and 0 months. This data is calculated by year of exit. For clarity, a firm purchased
in 2000 and sold in 2005 would be included in the 2005 figures as a five year investment.

For comparison, the “Average Time to Exit” for all UK Buy-outs/Buy-ins (including non-private equity
backed transactions), over the same period, was five years and four months. Over the 10 year period
1997–2006 the “Average Time to Exit” was five years and two months. Source: CMBOR

9. How large is the private equity market?

We have used the metric of “funds raised”118, a metric of potential impact that private equity could have,
by investing these funds. In the calendar year 2006, UK based fund managers raised funds of £33.64 billion
in the UK, compared with a global total of £223.24 billion. Historical data for a 4 year period is included
under point 11 below. Source: Private Equity Intelligence.

10. How many deals have been done by size?

VALUE RANGES OF PRIVATE-EQUITY BACKED UK
BUY-OUTS/BUY-INS—NUMBER OF DEALS

Deal Range 2000 2001 2002 2003 2004 2005 2006

Less than £5m 99 95 80 75 86 95 99
£5m – £10m 36 40 31 32 21 24 24
£10m – £25m 70 55 44 43 51 46 51
£25m – £50m 23 34 22 31 37 38 40
£50m – £100m 27 15 19 23 27 25 35
£100m – £250m 23 18 11 11 30 26 30
Over £250m 17 12 13 9 13 23 25
Total Number 295 269 220 224 265 277 304

Source: CMBOR.

118Data is by year of final close—ie when funds were closed allowing no further investors to commit capital.
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11. What is the geographical location internationally of the largest buy-out markets?

Data is contained within the table below. This shows funds raised119 by fund manager, according to the
location of their head oYce. This data is not necessarily indicative of where funds have been, or will be,
invested.

FUNDS RAISED BY YEAR OF FINAL CLOSE (£ BILLION)

Year Asia Europe Other UK US Global
ex-UK Total

2003 0.40 6.18 0.97 11.69 24.31 43.54
2004 2.78 9.50 3.00 12.10 65.47 92.84
2005 4.11 14.64 5.90 33.52 102.17 160.34
2006 8.19 23.97 5.37 33.64 152.07 223.24

Source: Private Equity Intelligence.

Supplementary memorandum submitted by GMB

Further to the evidence submitted to the Treasury Select Committee by the British Venture Capital
Association, on Tuesday June 12th, we were particularly concerned about the answers given regarding
Capital Gains Tax Taper Relief.

The BVCAwere asked directly whether they had lobbied for the special exemption in the taper relief rules
to exclude private equity firms after the loop hole was closed in 2003, to exclude other types of share-
based schemes.

Wol Kolade the Chairman of the BVCA replied that the organisation had not lobbied for the exemption,
they had merely “supported” it.

Our research confirms that not only did the BVCA campaign for this special exemption for their industry,
they actively negotiated it, and obtained a Memorandum of Understanding with the Treasury, which is
freely available on the HMRCwebsite120 setting out the terms agreed between themselves and the Treasury.

We would respectfully request that the Select Committee investigate this matter further as in our opinion,
the evidence given by the BVCA could have misled the Committee in relation to this matter.

June 2007

Supplementary memorandum submitted by GMB

Further to the evidence that was given last week to the Treasury Select Committee regarding private
equity, we have been somewhat surprised by today’s announcement regarding the merger of the AA and
Saga into a new company.

As you know our concerns about the private equity industry relates to the lack of transparency and
corporate governance, as well as over leveraging of debt and potentials for conflict of interest.

Given the news about the new company we now have a number of questions regarding Mr BuYni’s
evidence to the Committee.

It is apparent to us that Mr BuYni must have been aware of this very lucrative merger deal when he gave
his evidence, and that the deal itself provides a very instructive opportunity to evaluate the negative impact
of the private equity industry.

We would raise the following concerns:

1. How have the enormous valuations of £3.35 billion for the AA and £2.8 billion for Saga been
reached?

2. What is the justification for taking out an additional £2 billion worth of debt on the new company,
and are these loans on more or less favourable terms to the company?

119By year of final close (see footnote above).
120http://www.hmrc.gov.uk/shareschemes/bvca and fb2003 carried interest.pdf



3740501041 Page Type [O] 17-08-07 23:33:23 Pag Table: COENEW PPSysB Unit: PAG3

Treasury Committee: Evidence Ev 237

3. Have the existing loans carried by the AA been repaid as part of this deal, or are they carried
forward?

4. What provisions have been put in place to secure the pension schemes of both companies?

5. What level of disclosure about the terms of reference of the new deal would have been appropriate
to the public interest compared to the small amount of information that has been released?

6. How does the formation of a new company trigger the release of management fees and other
payment opportunities to the private equity firms involved?

7. What taxes will be due and payable in the UK related to this new deal?

8. What has been the cost to the Treasury of the taxes which have been saved by the private equity
firms and their partners as part of this deal?

9. What are the public interest issues involved in the formation of a new private company, with
exactly the same owners which trigger enormous payments to individuals?

10. What are the conflict of interest issues that need to be considered in this new partnership between
three private equity firms?

11. Has the new corporate structure been designed to avoid TUPE regulations?

12. What plans do the new management have to “streamline” the business, and what consultation is
envisaged with the existing workforce and their representatives?

13. What are the implications for workers terms and conditions in the new AA/Saga company?

14. Did the date of the Treasury Select Committee hearing have any impact on the date this merger
was announced, and if so what was that impact and why was the announcement made after the
hearing?

15. Should Mr BuYni been more candid in his responses given the fact that he clearly must have
known about the deal?

June 2007

Supplementary memorandum submitted by SVG Captial

Many thanks for your letter of 14 June 2007. You askedme to clarify my comment to the Financial Times
concerning tax on carried interest, and to comment on Peter Linthwaite’s comments on the BBC.

1. My specific comment to the Financial Times journalist which referred to the tax rate on carried interest
was accurately quoted inside the FT on 4 June 2007. What was not made clear was that:

a. Theyweremy personal views, and did not reflect the views of either SVGCapital plc, which I chair;
its fund management business, SVG Advisers; or of the Private Equity investor Group, which I
co-ordinate (see paragraph 4 below);

b. It was very important to have a careful approach to this question, to ensure the continuation of
the encouragement to enterprise in the UK, which has been so successful over the last 10 years;
and tomaintain the competitiveness of theUK’s financial services sector.Hence, my comment that
it was important not to throw the baby out with the bath water.

I am disappointed that my personal comment on carried interest taxation has received disproportionate
attention and has distracted from the wider debate concerning the many merits of private equity to the UK
economy.

2.1 cannot comment on Peter Linthwaite’s remarks on the BBC as I did not hear them.

3. My comment to the Financial Times was made in a long interview which covered much more than
appeared in the article. In particular I had pointed out:

— The millions of people whose savings benefit from the private equity industry. As one example, in
the last fund in which SVG Capital invested, the investors included pension funds investing on
behalf of 33 million people, as well as 4O charities and endowments, and 20 Life Insurance
companies, with all of their numerous beneficiaries.
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— The great majority of the gains from private equity investment have gone to these millions of
savers, through higher aggregate returns than provided by the stock market. Private equity now
forms an important part of the portfolios of leading long-term savings institutions, including
pension funds and endowments.

— These benefits have come primarily and positively through increasing the sales, productivity and
earnings of the companies in which private equity funds have been invested.

— The unions views on private equity seem to pay no attention to these benefits. The interests of so
many savers, so important in this time of concern about pensions and long term savings, are not
served well by this.

4. I co-ordinate the Private Equity Investors Group (Hermes, 3i, TheWellcome Trust, Standard Life and
SVG Capital).

Together we have £20 billion committed to private equity investment, on behalf of our investors who
include UK pension fund beneficiaries, individual pension savings, insurance company beneficiaries and
many charities and endowments. The members of this group have seen this letter and the comments in
paragraph 3 are made on their behalf.

July 2007

Supplementary memorandum submitted by 3i Group

3i’s tax position

On 20 June, I gave evidence to the Treasury Select Committee as part of its inquiry into private equity.
During the hearing, the Chairman of the Committee asked me to clarify in writing 3i’s tax position and
specifically, how much capital gains tax (CGT) the company paid during the previous financial year.

I am confirming the answer I gave orally that 3i, as an investment trust, does not pay CGT. Investment
trusts were developed to encourage individual investors to spread their risk by investing into a vehicle (the
investment trust) which itself holds a broad range of investments. However, to make this work it was
essential to avoid a double charge to tax: once in the vehicle and once in the hands of the shareholders. For
this reason investment trusts are exempt from tax on their capital gains.

The tax charge in 3i’s Annual accounts for the financial year to 31 March 2007 of £3 million represents
foreign tax paid by 3i’s overseas operations and irrecoverable withholding taxes on dividends and interest
received by 3i.

July 2007

Supplementary memorandum submitted by T&G

THE RISKS TO WORKERS OF PRIVATE EQUITY

THE ABSENCE OF ADEQUATE LEGAL PROTECTION

Executive Summary

The prospect of a highly leveraged take-over of a company, by private equity or otherwise, carries
significant risks for the workforce. There is at present no adequate legal protection available to the
workforce.

Trade union representatives of the workforce should be informed, have the time to prepare their position,
given the opportunity to make their views known, and engage in fruitful consultation and negotiation. As
is the case under TUPE, the existing terms and conditions of the workforce should be guaranteed after any
take-over by private equity. However, the specific risks to the workforce posed by the special financing
arrangements of private equity take-overs (and other highly levered takeovers) create the need for special
protection. A mechanism must do two things.
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(i) require information and consultation before any decision is taken

First, ensure that the trade union representatives of the workforce are fully informed and consulted before
any decision is made by the company’s management/owners. Legislation should spell out in specific detail
what is required by way of the process of information and consultation. This process must be completed
before any decision is made regarding the proposed take-over, and this is a matter of negotiation with a view
to reaching an agreement. The Trans-national Information and Consultation of Employees Regulations
1999 and the Information and Consultation of Employees Regulations 2004 should be amended to enable
trade unions to seek court injunctions ordering the company’s management/owners not to take any action
until the process is completed, and establishing a presumption that such an order should be issued.

(ii) guarantee maintaining terms and conditions of employment

Secondly, the normal time horizon of private equity firms is a period of c. five years before selling on.
Protection should take the form of a legislative provision that in the event of a substantial increase in the
leverage of a company associated with the takeover of a company, there should be a guarantee that the
existing contractual terms and conditions of employment of the workforcewill bemaintained, with increases
in line with the RPI, for at least five years. Present legislation on insolvency should be amended to cover
companies taken over by private equity so that special guarantee institutions financed by contributions from
private equity firms are established to provide the necessary financial guarantees. The private equity
financed fund should, in the event of job losses, guarantee redundancy terms above the statutory minimum
to the greater of one year’s earnings or contractual redundancy pay.

The risks to workers of private equity

1. The ability of private equity to take over companies is a function of their capacity to mobilise large
amounts of debt financing, loading the company taken over with a heavy debt burden. One consequence of
sustaining repayment of this debt burden is that the resources available to the company to maintain existing
terms and conditions of employment, and often employment itself, are much reduced. This can, and often
does lead to both changes in the form of lower contractual terms of employment, and loss of jobs through
compulsory redundancies.

2. The prospect of a highly levered take-over of a company, by private equity or otherwise, therefore,
carries significant risks for the workforce. There is at present no adequate legal protection available to the
workforce in case of a take-over by private equity.

The absence of legal protection

3. Normally, workers are protected where there is a take-over through transfer of an undertaking from
one employer to another. In such a case, TUPE:121

(i) requires information and consultation of the employees’ representatives,

(ii) guarantees that the terms and conditions of employment will be automatically continued by the
new (transferee) employer, and

(iii) provides that normally any dismissals due solely to the transfer will be unfair.

4. However, none of this protection is available in cases of take-overs by private equity. This is because
the legal form of the take-over is a transfer of shares from the company’s existing shareholders to the private
equity firm. There is no change in the identity of the employer. As the employer remains the company
(though with new, private equity shareholders) TUPE does not apply.

5. This is the case of all take-overs through transfer of shares, not only those involving private equity.
However, for the reasons mentioned (the unusually large debt burden of the company taken over and its
consequences for jobs and terms and conditions of employment), the activities of private equity pose
significantly and qualitatively greater risks to the workforce.

121The Transfer of Undertakings (Protection of Employment) Regulations 2006, SI 2006 No. 246.
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The protection needed

6. First, workers need and want to be informed of the potential risks posed to their jobs and their terms
and conditions of employment by a private equity take-over or any other highly levered takeover.

7. The trade union representatives of the workforce should be informed, have the time to prepare their
position regarding a prospective highly levered take-over by private equity, given the opportunity to make
their views known to the company before the takeover, and engage in fruitful consultationwith the company
about any prospective take-over and its consequences for the workforce.122

8. Secondly, as is the case under TUPE, the existing terms and conditions of the workforce should be
guaranteed after any highly levered take-over. However, because of the specific risks to the workforce posed
by the special financing arrangements of private equity take-overs and resulting debt burden of the
company, there is a need for special protection.

The mechanism of protection

9. Any mechanism which seeks to provide protection for the workforce must ensure that it is in place
before any highly levered take-over. If the mechanism operates after the take-over, it is too late. The
company taken over will be loaded with debt and there is little the company can do to alleviate the risk to
jobs and terms and conditions when it is financially stretched servicing its enormous new debt burden.

10. Amechanism providing adequate protection before any highly levered take-over must do two things.

(i) require information and consultation before any decision is taken;

(ii) guarantee maintaining terms and conditions of employment.

(i) Information and consultation before any decision is taken

11. First, ensure that the trade union representatives of the workforce are fully informed and consulted
about the highly levered bid before any decision about the take-over is made by the company’s
management/owners.

12. The requirement of information and consultation is a requirement of EC law: the Directives on
Collective Dismissals,123 Transfers of Undertakings,124 European Works Councils125 and the Framework
Directive on information and consultation.126

13. The problem lies in the minimal approach adopted by UK governments to their implementation in
UK law.

14. For example, the fact that take-overs by share purchase are eVectively excluded from the scope of the
Transfers of Undertakings Directive is not significant on the continent, where most transfers of
undertakings involve a change of employer. Only in the UK is the dominant form of transfer through share
purchase. Their exclusion is eVectively a UK opt-out from the directive. This should be, and can be changed
by domestic legislation, which could easily be amended to cover private equity take-overs of companies by
share purchase.

15. But this would not be enough. There are well-known and specific risks involved in highly levered take-
overs of companies by private equity or otherwise.

122Compare the position of pension fund trustees. As described in the Financial Times, 18 June 2007, p. 17: “ICI pension trustees
are insisting on a central role in any takeover talks between the UK chemicals group and Akzo Nobel, the Dutch
conglomerate. . .” A spokesman for ICI’s pension trustees said: “We would have expected to have an early and direct
conversation with anyone wanting to replace ICI as owner of the company”.

123Council Directive 75/129 of 17 February 1975 on the approximation of the laws of the Member States relating to collective
dismissals, OJ L 48/29, as amended by Directive 92/56 of 24 June 1992, OJ L 245/92. Now consolidated in Council Directive
98/59/EC of 20 July 1998 on the approximation of the laws of the Member States relating to collective redundancies, OJ L
225/16.

124Council Directive 77/187 of 14 February 1977 on the approximation of the laws of the Member States relating to the
safeguarding of employees’ rights in the event of transfers of undertakings, businesses or parts of businesses, OJ L 61/26, as
amended by Directive 98/50/EC of 29 June 1998, OJ L 201/88. Consolidated in Directive 2001/23 of 12 March 2001, OJ L/
82/16.

125Council Directive 94/45/EC of 22 September 1994 on the establishment of a European Works Council or a procedure in
Community-scale undertakings and Community-scale groups of undertakings for the purposes of informing and consulting
employees. OJ L 254/64 of 30.9.94. Council Directive 97/74/EC of 15 December 1997 extending to the United Kingdom
Directive 94/45/EC. OJ L 10/22 of 16.1.98.

126Council Directive No. 2002/14 establishing a framework for informing and consulting employees in the European
Community. OJ 2002, L80/29.
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16. There is a known particular lack of transparency where private equity partnerships are involved,
given the absence of the normal disclosure requirements imposed on companies, the secrecy surrounding
financing arrangements, and the speed with which these transactions are often carried out. There are also
known risks, not least to shareholders, as well as employees, that the company’s management may be
compromised by the prospect of the rewards to them of recommending a private equity bid.

17. In these circumstances, it is important that the process of information and consultation of trade union
representatives of the workforce prior to any decision by the company’s management/ owners in relation to
a private equity bid to take over the company be both (i) specific and detailed, and (ii) capable of eVective
enforcement. To these ends:

(i) The UK legislation implementing the information and consultation requirements of the EC
directives needs to prescribe specific and detailed processes.

(ii) The mechanisms of enforcing these requirements need to ensure that management/owners cannot
decide upon, let alone proceed with a highly levered takeover (private equity or otherwise), until
the information and consultation process has been satisfactorily completed.

(ii) Guaranteed maintenance of terms and conditions of employment

18. The risks to companies entailed in private equity take-overs are not confined to workers. Those
exposed to these risks have taken steps to protect themselves. Thus institutions providing the finance
necessary to support the take-over, primarily banks, usually insist on a premium rate above the normal
interest rate. Trustees of the company’s pension fund are able to demand guarantees, often in the form of
up-front cash payments, to secure the financial commitments of the pension fund to its beneficiaries.127

19. Workers also need to secure protection for their terms and conditions of employment. In the event
of a highly levered take-over by a private equity firm or otherwise, the company’s employees require
guarantees that their terms and conditions of employment will not be sacrificed to meet the costs imposed
by the heavily leveraged debt burden and exorbitant management fees.

20. At the moment, these interests of the workers aVected are not protected in the event of highly levered
take-overs. UK legislation needs to provide this protection.

The legislative solution

21. The particular risks posed to a company’s employees by a private equity take-over (the process: lack
of transparency, speed and secrecy, management opportunism; the outcome: threats to terms and conditions
of employment) require a legislative response by Parliament.

(i) Information and consultation before any decision is taken

22. It might seem that one initial, simple and straightforward step towards providing some protection
would be to amend TUPE so that its requirements apply when there is a take-over of a company by a private
equity firm.

23. In fact, as regards information and consultation, even without such an amendment, three pieces of
current legislation already require information and consultation of representatives of the workforce in
almost all cases of a private equity bid to take over a company.

24. First, acceptance of a private equity bid normally entails at least the contemplation that redundancies
might ensure. This is the trigger for the information and consultation requirements imposed by the
Collective Redundancies Directive 1975. In domestic UK law, the Trade Union and Labour Relations
(Consolidation) Act 1992.128

25. Secondly, where a multinational enterprise is involved, the EuropeanWorks Councils Directive 1994
(extended to the UK in 1997) requires the company’s management to inform and consult the EWC where
the private equity bid is likely to have consequences for the terms and conditions of employment of the
employees of the enterprise. In domestic UK law, the Transnational Information and Consultation of
Employees Regulations 1999.129

127As described in the Financial Times, 18 June 2007, p. 17: “[The spokesman for the ICI pension trustees] highlighted the power
of the trustees to determine the size of the deficit, which could range from £500million to £2.2 billion, depending on their view
of a bidder’s financial strength and their confidence in the bidder’s willingness to fund long-term promises to pensioners. ..
The scheme’s liabilities are more that £9.2 billion, against a market capitalisation of £6.5 billion, according to the company.
He said: ‘If faced with someone who hasn’t talked with us, we would have to form a diVerent, harsher view [of the owner].
That would be another factor in determining the size of the deficit’”.

128Part IV, Chapter II, ss. 188–198 (Procedure for handling redundancies).
129S.I. 1999, No. 3323.
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26. Thirdly, where the enterprise concerned employs at least 100 employees (from March 2008, 50
employees will suYce), management/owners’ decisions aVecting terms and conditions of employment must
be the subject of information and consultation with employee representatives under the framework
Directive. In domestic UK law, the Information and Consultation of Employees Regulations 2004.130

27. The problem is

(i) lack of detailed specification of the requirements of the information and consultation process,

(ii) the timing of such a process: often compliance is too late, notably after the decision is made, and

(iii) the lack of eVective enforcement mechanisms where the company’s management/owners fail to
comply with the requirements of the process.

(i) Specific and detailed requirements of the process

28. Legislation should spell out in specific detail what is required byway of the process of information and
consultation of trade union representatives of the workforce before any decision is made by the company’s
management/owners regarding a highly levered bid, by private equity or otherwise, to take over the
company. This would include, for example, the following 10-stage process:

1. transmission of information/data regarding the bid, in particular, projections of future
employment and terms and conditions of employment,

2. examination of the data by the trade union representatives,

3. conduct of an expert study on the implications (financial, etc) of the bid for jobs and terms and
conditions of employment,

4. preparation and specific training of the trade union representatives for consultation on the private
equity bid,

5. formulation by the trade union representatives of their position, expressed in a formal opinion,

6. meeting the company’s management/owners to present the trade union representatives’ position,

7. the company management/owners’ reasoned response to the position adopted by the trade union
representatives,

8. a subsequent opportunity for the exchange of views between company management/owners and
trade union representatives,

9. gradual establishment of a dialogue between company management/owners and trade union
representatives working “in a spirit of cooperation and with due regard for their reciprocal rights
and obligations, taking into account the interests both of the undertaking or establishment and of
the employees”,131

10. “with a view to reaching an agreement on decisions” as to whether or not to proceed with the bid
and, if so, on what conditions.

29. Lending banks, faced with the risk to their loans in cases of insolvency, have moved to a strategy of
active risk management which aims to protect the banks’ interests not at the later stage of insolvency, but
at an earlier stage. They intervene by requiring regular information disclosure, and, where necessary, putting
in active teams to monitor management/owners’ decisions in the event of the company encountering
financial diYculties.132 Trade unions should be able to invoke similar procedures to information,monitoring
and control rights to protect the interests of their members.133

(ii) Timing: before any decision is made

30. The European Court of Justice in the Junk case134 laid down two vital principles regarding the legal
obligation of employers to inform and consult employees’ representatives:

(i) the process of information and consultation must be completed before the decision is made;

(ii) the process of information and consultation with a view to reaching an agreement is eVectively an
obligation to negotiate.

130S.I. 2004/3426.
131This is the formula mandated by the EC Directives.
132See Vanessa Finch, “Security, Insolvency and Risk: Who Pays the Price?”, (1999) 62Modern Law Review 633–670; and “The
Recasting of Insolvency Law”, (2005) 68Modern Law Review 713–736.

133Again, as in the case of the ICI pension fund trustees in the Financial Times, 18 June 2007, p. 17: “We are agnostic about who
owns ICI, but not about the strength of the promise. If we perceive the promise [of whoever sponsors the pension scheme] is
legally and financially weaker, that would increase the size of the deficit. It would be better to have an up-front conversation”.

134Irmtraub Junk c.WolfgangKuhnel als Insolvenzverwalter uber das Vermogen der FirmaAWO, Case C-188/03, 27 January 2005,
paras. 40–45, interpreting Council Directive 75/129 of 17 February 1975 on the approximation of the laws of the Member
States relating to collective dismissals, OJ L 48/29, as amended by Directive 92/56 of 24 June 1992, OJ L 245/92. Now
consolidated in Council Directive 98/59/EC of 20 July 1998 on the approximation of the laws of the Member States relating
to collective redundancies, OJ L 225/16.
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32. The implications of the Junk decision were recognised in proposals to revise UK Regulations
regarding the requirement on employers to notify public authorities of impending redundancies.135

33. At the minimum, therefore, these two points should be specified in provisions on information and
consultation by management/owners faced with a highly levered take-over bid by private equity or
otherwise. The process of information and consultation of trade union representatives of the workers must
be completed before any decision is made regarding the proposed take-over, and this is a matter of
negotiation with a view to reaching an agreement.

(iii) Enforcement: injunctions

34. Takeovers by private equity are almost invariably accompanied by collective dismissals of workers.
At the very least, they are usually accompanied by the prospect of changes in contractual terms and
conditions of employment of employees in the company. The ECJ in Case C-188/03, Junk,136 declared
unequivocally that any decision to collectively dismiss workers can only be taken after the completion of
the process of information and consultation.

35. Take-overs will often involvemultinational enterprises. In other EUMember States, Europeanworks
councils (EWCs) have successfully gone to court, taking legal action to block decisions by multinationals
where the enterprise has failed to comply with the requirements of the EWCs directive. Injunctions have
been obtained preventing the management/owners taking any decision or action until the procedure of
information and consultation has been completed.137

36. This contrasts with the minimalist approach adopted by the UK transposing directives on
information and consultation, which has rendered them ineVective in practice. The maximum penalty for
failure by a multinational enterprise to comply with the obligation to inform and consult under the UK
legislation implementing the EWCs Directive is a fine of £75,000. The Information and Consultation of
Employees Regulations 2004 lay down the same meagre sanction and explicitly exclude the possibility of an
order stopping the employer carrying out his decision in violation of his legal obligation.138

37. A legislative solution to the eVective enforcement of the obligation of a company’s management/
owners to inform and consult before any decision involving a highly levered take-over by private equity or
otherwise would be to amend both sets of Regulations to enable trade unions to seek court injunctions
ordering the employer not to take any action until the process is completed, and establishing a presumption
that such an order should be issued.

(ii) Guaranteed maintenance of terms and conditions of employment

(i) A guarantee of contractual terms and conditions of employment

38. TUPE guarantees that terms and conditions of employment will be automatically continued by the
new (transferee) employer, and provides that normally any dismissals due solely to the transfer will be
unfair. The extra risks involved in takeovers by private equity firms make it necessary to provide at least
equivalent protection.

39. The normal time horizon of private equity firms is that they will manage the company for a period
of c. five years before selling it on. Guaranteed maintenance of terms and conditions should be provided for
at least five years, wages to increase in line with the RPI. This aims to ensure that the extraordinary profits
extracted by private equity should not come at the expense of the terms and conditions of the workforce.

40. The protection would take the form of a legislative provision that in the event of a takeover of a
company by a private equity firm, there should be a guarantee that the existing contractual terms and
conditions of employment of the workforce will be maintained for at least five years.

41. Workers also need to secure protection and compensation for any loss of employment as a result of
the extra risk entailed by a highly leveraged takeover by private equity or otherwise. In the event of such a
takeover the company’s employees require guarantees that redundancy terms will not be sacrificed to meet
the costs imposed by highly leveraged debt burden, exorbitant management fees and the risk entailed. As
compensation the redundancy terms should be raised above the statutory minimum to the greater of one
year’s earnings or contractual redundancy pay.

135Department of Trade and Industry, Collective Redundancies. Employers’ Duty to Notify the Secretary of State. Revised Legal
Framework, Consultation Document, March 2006.

136Irmtraub Junk c.WolfgangKuhnel als Insolvenzverwalter uber das Vermogen der FirmaAWO, Case C-188/03, 27 January 2005.
137There are three recent decisions of national courts in Belgium (British Airways, Cour de Travail de Bruxelles, 6 December
2006) and France (Gaz de France, Tribunal deGrande Instance et Cour d’Appel de Paris, 15November 2006; Alcatel/Lucent,
Tribunal de Grande Instance de Paris, 27 April 2007.

138Regulation 22 specifies that “no order of the [Central Arbitration Committee] under this Regulation shall have the eVect of
suspending or altering the eVect of any act or agreement made by the employer or of preventing or delaying any act or
agreement which the employer proposes to do or make”.
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(ii) A guarantee fund

42. Pension fund trustees may seek guarantees as a result of the extra risk entailed by private equity.
Banks seek a “premium” interest rate on loans to private equity to cover the extra risk. The burden imposed
by the precarious financial structure of private equity take-overs is perceived to increase the risk to pension
funds and bank loans.

43. Employees run the risk of downward pressures on wages and working conditions to meet the costs
imposed by the skewed financial structure of private equity, in particular the heavy leveraged debt burden
and exorbitant management fees. Pension fund trustees have sought to protect pension liabilities by
demanding full funding requirements as a condition of take-overs.139

44. Directive 80/987/EEC aimed to protect workers who lose their jobs due to insolvency.140The UK
legislation implementing this directive could be reinforced to reflect the increased risk to workers resulting
from the activities of private equity in restructuring, not least, of eventual insolvency of a once profitable
undertaking.

45. The present legislation on insolvency could be amended to cover companies taken over by private
equity, where there is a risk of insolvency and intervention is required to protect the interests of employees.
Either the present guarantee institutions, or better, special guarantee institutions financed by contributions
from private equity firms, could be established to provide the necessary financial guarantees.

46. Article 4(2) of the 2002Directive provides thatMember States may set ceilings on the payments made
by guarantee institutions, but that these ceilings “must not fall below a level which is socially compatible
with the social objective of this Directive“. The levels currently specified in the UK’s Employment Rights
Act 1996 (sections 182–184) are low. It could be argued that in cases of insolvency of companies controlled
by private equity, the social objective of protecting employee claims may be higher to reflect the greater risk.
The guarantee funds set up must be provided with the necessary financial basis to secure the payments
specified.

Conclusion

47. In sum, there are substantial risks to workers in the take-over activities of private equity firms and
other highly levered takeovers. There is a complete absence of legal protection, and protection is needed.

48. The mechanism of protection proposed is to amend existing legislation:

(i) to require information and consultation before any decision is taken by company management/
owners regarding highly levered take-over bids by private equity or other firms. Legislation should
prescribe detailed specification of the obligatory process of information and consultation, in
particular, that the process must be completed before any decision is made, and failure by
management/owners to comply with this obligatory process allows for enforcement by way of
court injunctions prohibiting any decision being taken;

(ii) to guarantee maintenance of contractual terms and conditions of employment for at least five
years, wages to increase in line with the RPI;

(iii) as compensation for risk redundancy terms should be raised above the statutory minimum to the
greater of one year’s earnings or contractual redundancy pay;

(iv) to establish a guarantee fund financed by contributions from private equity firms to pay the new
higher minimum redundancy pay in the event of the firm going into administration.

Further memorandum submitted by Dr Tony Golding

Private Equity—Myth and Reality

From nowhere a year ago, private equity has become the subject of an active public debate. Is it good or
bad for the UK economy? What is the impact on jobs? These are important questions. A financial activity
that not long ago was an obscure part of the City is now full frontal in terms of the attention paid to it by
business, unions and politicians. For twenty years, private equity—or “venture capital” as it preferred to be
called—conducted its business out of public view, buying private firms or subsidiaries of large listed
companies. To smooth the way, the industry’s representative body, the British Venture Capital Association

139For a recent example, see “KKR in deal over Boots pensions”,Financial Times, 20 June 2007, p.20: “TheKKR-led consortium
buying Alliance Boots yesterday reached a last-minute agreement with trustees of the Boots Pension scheme, averting a legal
challenge to the scheme of arrangement through which the consortium is to buy the company. The trustees had threatened
to use their role as the company’s single largest creditor to challenge the corporate re-organisation . . . . The trustee has priority
status over all other creditors for the first £200million of the shortfall—estimated at about £1 billion—and will rank alongside
senior bank lenders in respect of a further £400 million in the event of default”.

140Directive 80/987/EEC on the approximation of the laws of the Member States relating to the protection of employees in the
event of the insolvency of their employer, amended in 2002 by Council Directive 2002/74/EC, OJ L 270/10, 23.9.2002. .
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(BVCA), quietly but eVectively persuaded government of the need for tax concessions if “enterprise” was
to flourish in the UK. Then, several years ago, came a trickle of bids for quoted companies, mostly small.
Some sectors, health clubs for example, were entirely absorbed by private equity via what came to be called
“buyouts”. As the profitability of this specialised form of acquisition activity became fully established,
institutional investors, particularly pension funds, happily supplied a small group of ambitious buyout firms
with ever larger funds.

But recent moves to acquire FTSE 100 quoted companies, such as the successful takeover of Alliance
Boots, have taken the private equity industry into uncharted territory and, whether they like it or not (and
the answer is “not”), the firms making these bids have been thrust blinking into the limelight. Remarkably
for such sophisticated operators, the firms behind these buyouts naively imagined they could scale the
heights of British business without attracting more than a flurry of interest from anyone outside the normal
circle of fund managers, investment bankers and the financial press. The recent hearings of the Treasury
Select Committee into the industry demonstrated how wrong they were. For the interested observer, as so
often happens when some new and complex City transaction structure suddenly hits the headlines, it is
diYcult to separate myth from reality. Amid the fog of debate, the following points are worth keeping in
mind.

“Venture capital” and “buyout” firms are engaged in very diVerent processes. About the only thing they
have in common is that they both invest in unquoted companies. Genuine venture capital (invariably
abbreviated to “VC”) is a highly risky business. New firms pursuing innovative and untested technologies
and business models frequently fail. In its strictest sense, “private equity” covers both these activities but,
as investing in established companies rather than start-up businesses has come to dominate the unquoted
terrain, the term “private equity” is frequently equated with buyouts. In the USA, where the whole business
originated, there is no confusion between venture capital and buyouts. There is no suggestion, as there has
been in the UK, that firms buying existing businesses merit a “venture capitalist” tag. VC firms do VC deals
and buyout firms do buyout deals. By its very nature, VC is amuch smaller business than buyouts. The truth
is that they are totally diVerent types of activities requiring quite distinct skill sets. When firms specialising
in one sector move into alien territory—as when buyout firms were tempted into dot.com investment at the
height of the internet bubble—it invariably ends in tears.

The British Venture Capital Association may be so named but venture capital is not the business that
attracts the majority of its members. Their interest lies in acquiring relatively low-risk existing companies,
often in stable, mature industries, that are capable of being leveraged—companies possessing suYcient
assets and, more especially the necessary cash flow, to support large amounts of debt. When they first hit
the scene, buyouts were called “leveraged buyouts”, or more usually “LBOs”, but today the concept of
loading up a firm with debt is so integral that the “L” is superfluous. For the buyout backers, the object of
the exercise is paying oV (or at least servicing) the debt with cash flow until, a few years down the line, the
company can be “exited”—to use the industry’s jargon—by selling out at a price that will generate several
times the modest amount originally invested as equity. In the environment of cheap and easy credit that has
prevailed since 2003 this has been an astonishingly good business to be in.

For the past decade at least, the British Venture Capital Association has firmly resisted reality, choosing
to retain its name even though the vastmajority of its membership long ago lost interest in financing new and
early-stage companies. The reason surely is that “venture” plays well with ministers andMPs. It conjures up
an image of techie types toiling away in cramped units in business parks rather than the hard-nosed financial
engineering that is the essence of the buyoutmodel. Politicians love small companies—they present no threat
to anyone and have the potential to create wealth and employment. As an experienced lobbying
organisation, the value of associating itself with the venture agenda can hardly have escaped the BVCA’s
notice. Then, in March this year, in a belated concession to the changed composition of its membership, it
came up with a distinctly odd solution. The name was retained but the strapline changed to read “BVCA—
The British Private Equity and Venture Capital Association”.

As criticism of high-profile private equity bids mounted earlier this year, the industry countered by
stressing the link between the returns earned by private equity firms and the pension funds that are their
largest single group of investors. Certainly, the funds raised by private equity firms to pursue large-scale
buyouts do rely on pension fund and other institutional money. Profits flow back to the pension funds
invested in successful transactions and, by extension, to the members of those funds. However, it is a little-
publicised fact that most of this investment is from overseas. Figures from the BVCA, quoted in a report
last November by the Financial Services Authority, the City’s regulator, showed that, in 2005, 80% of the
investment that flowed into UK private equity firms came from abroad. American institutions, principally
pension funds, contributed nearly half this total. British pension funds were responsible for just 5%. Rather
surprisingly for a country that prides itself on “small government”, some of the biggest and most influential
American pension funds are state-based and have many billions of dollars to invest, reflecting the
contributions of millions of public employees, such as teachers. In February this year, Permira, Europe’s
largest private equity group, told the Financial Times that “six million teachers were invested in Permira’s
funds and were direct beneficiaries of its success”. They failed to mention that none of these teachers reside
in the UK. The British Teachers Pension Scheme, with 1.4 million members, is unfunded, which means that
it has no assets to invest in private equity or anything else.
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Research by Financial News, the City’s own weekly journal, suggests that less than 5% of UK pension
funds have made any commitment to private equity, though some of the larger funds, such as BT Pension
Scheme and Barclays Bank Pension Fund, have made significant allocations to private equity and intend to
increase them. However, those that do invest in private equity allocate a much smaller percentage of their
assets to it than the typical American public fund. Generally, British pension funds, with the exception of
those with more than £10 billion in assets, have adopted a conservative stance on investing in “alternatives”,
the category that covers private equity and everything else outside the tried and testedmainstreamof equities
and bonds. The truth is that a link does exist between private equity returns and UK pension fund
membership but it is a weak one.

How many UK jobs are controlled by private equity firms? The figure from a BVCA survey, which has
been quotedwidely in themedia, is 19% of private sector employees, equivalent to 2.8 million people. Again,
this requires careful scrutiny. The 19% figure refers to every company that has ever received private equity
funding, including thosewhere private equity is no longer involved because it has exited.Amuchmore useful
figure is the number currently employed by private equity-backed companies. Last year, for the first time
ever, the BVCA estimated this figure. The diVerence is huge. The actual number is 1.2 million—8% of UK
private sector employees. Despite this, the myth persists that one-fifth of private sector employees work for
private equity-owned companies.

Investment banks love private equity deals for the simple reason that they are more profitable than
corporate deals. Private equity transactions have played a key role in driving the current merger and
acquisition boom in the City. In the last three years, buyouts have been responsible for over 20% of all M
&A activity in London. No wonder that, within the investment banks, the executives heading the “financial
sponsors” division are the heroes of the moment. Debt lies at the centre of any buyout, specifically loans
and high-yield bonds. The rewards for arranging and participating in “leveraged finance” (the term used to
describe funding a company with levels of borrowing above that considered normal) are substantial,
markedly more than the relatively paltry fees charged for M & A advice. Some banks are also active in
private equity on their own account, even though this can bring them into conflict with their customers, the
buyout community. The truth is that it is too lucrative an opportunity to ignore. Investment bankers are
not responsible for private equity tilts at public companies but the potential for money-making means that
they have every incentive to encourage their clients to make such bids—which they do.

To an extent that few realise, commercial banks—the familiar high street names among them—also
occupy an important place in the private equity process. Barclays, Royal Bank of Scotland and HBOS (the
parent company of the Halifax) are all active in the leveraged finance market, as are many others. However,
unlike the situation a decade ago, these loans are not held by a handful of major banks but distributed
around many institutions, including hedge funds. The result is lots of small exposures rather than a few big
ones. At the end of last year, the Financial Services Authority warned that the terms on oVer from banks
to buyout firms “appear to approach the limits of prudence”. Banks assess deals on the degree of leverage—
the ratio of debt to equity. If they felt that debt levels were too rich, the banks could, if they so wished, call
a halt and refuse to lend, so stopping the more extreme financing structures in their tracks. In that sense,
the banks have the ability to “police” this market. They have not done so. Presumably the lure of superior
margins on leveraged deals versus the thin returns from bread-and-butter corporate lending is a
consideration. Equally, the limited exposure each bank has to a single buyout must serve to reduce the
incentive to make waves and say “This structure is too risky and we will not lend”. And so the boom goes
on. Until something gives, as it assuredly will. In the unequivocal words of the regulator last November:
“Given current leverage levels and recent developments in the economic/credit cycle, the default of a large
private equity backed or a cluster of smaller private equity backed companies seems inevitable”.

July 2007

Supplementary memorandum submitted by The Carlyle Group

Capital Gains Tax

During the hearing, the panel members asked Dr. Easton to tell the committee how much Capital Gains
Tax (CGT) was paid by our firm. Dr. Easton did not provide an answer to this question and it is important
to clarify the reason for this.

CGT is not paid from the private equity fund or by a Carlyle corporate entity. It is paid individually by
the investors who have provided capital to the private equity fund, which is invested by the fund manager
in underlying portfolio companies. The investors include the limited partners and the general partners of
the fund, which include charities and pension funds, high net worth individuals, corporations, financial
institutions and Carlyle employees.

All of these institutions and individuals are subject to their own individual tax arrangements depending
on their status, and thus CGT will apply to each them in a way that reflects that status. It is not therefore
possible for Carlyle to provide a figure on the CGT paid by the firm because CGT is in fact paid by our
individual investors, and this information is unique to them.
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Covenant Lite Loans

The committee expressed an interest in receiving further information about “covenant lite” loans,
described by the Bank of England’s Quarterly Review (Q2 2007) as loans without maintenance covenants
(which place restrictions on the borrower to be met on an on-going basis) but including “incurrence-only
covenants”, which impose restrictions only in circumstances where a specific event occurs, or have fewer
maintenance covenants.

Covenant lite loan structures give companies flexibility to navigate through periods when they may face
diYcult economic pressures, pronounced cyclical downturns or external shocks. Banks will not intervene as
early as they otherwise might if, for example, certain maintenance covenants were breached. Therefore,
where a covenant lite loan is deployed companies and their management teams will have more ability to
work through their problems, which they would not necessarily have been able to, had banks intervened and
dictated the strategy of the company. For example, if there was a temporary drop in profitability, a business
may be able to continue investing in growth, where, but for the “covenant lite” loan, it might have been
forced to focus only on taking out costs, making redundancies or breaking up the business and selling oV

assets.

Covenant lite loans have been arranged in Europe for four companies (VNU World Media, Trader
Media, Jupiter Asset Management and Gartmore) which represent strong credit due to their stable cash-
flow generation. Covenant packages are negotiated between arranging banks and companies owned by
private equity firms on an arms-length basis, and subsequently syndicated to a variety of market
participants, including traditional banks, CDOs and hedge funds.

We believe that the Bank of the England correctly identifies this emerging trend in Europe, the risks that
it poses and some of the ways in which those risks should be addressed. We also concur with Paul Tucker
of the Monetary Policy Committee in his speech in the Quarterly Review, where he states that “covenant
lite” loans should not be seen plainly as a “bad thing”. He observes that while there are qualifications, “it
would seem that there is a good deal to welcome in the greater dispersion of risk made possible by modern
instruments, markets and institutions.” We agree with Mr Tucker’s observation that banks should stress-
test their systems to ensure adequate capital and liquidity to absorb stresses that may be caused by credit
risk and hedging instruments. In this regard, we would encourage the committee to receive guidance from
the banking community on this topic, as the lenders will be able to give their own perspective on the reasons
for changing loan conditions.

Why some private equity firms do better than others

Private equity firms have long promoted the virtue of active ownership—the hands-on style that
distinguishes them from traditional portfolio investors. But what does active ownership mean, and does it
really lead to superior performance?

Recent McKinsey research reveals a strong correlation between five steps that private equity firms can
take to direct a company in which they invest and out-performance by that company—in other words,
performance better than that of its industry peers. Many private equity firms have embraced these steps and
execute them well, yet surprisingly few do so in the consistent and systematic way that would increase the
returns from an active-ownership approach.

Eleven leading private equity firms, all boasting better-than-average track records, made up our sample.
Each of them submitted five or six deals fromwhich they had exited. The deals represented a range of returns
from average to very good. To calculate the value generated by active ownership, we built a model to isolate
the source of each deal’s value: overall stock market appreciation, sector appreciation, the eVect of extra
financial leverage on those market or sector gains, arbitrage (a below-market purchase price), or company
out-performance.

The main source of value in nearly two-thirds of the deals in our sample was company out-performance.
Market or sector increases accounted for the rest. Out-performance, which generated a risk-adjusted return
twice that of market or sector growth, was the least variable source of value.

These results show that out-performance by companies is clearly the heart of the way private equity firms
create value. How do top investors make this happen? Interviews with deal partners and with the CEOs of
target companies—and the correlation of the results with cash-in/cash-out multiples2—identified five
common features that could constitute a code of leading-edge practice. The first two concern traditional
private equity competencies, the other three a more engaged form of corporate governance that we describe
as true active ownership.

First, successful deal partners seek out expertise before committing themselves. In 83% of the best deals,
the initial step for investors was to secure privileged knowledge: insights from the board, management, or
a trusted external source. In the worst third of deals, expertise was sought less than half of the time. Second,
successful deal partners institute substantial and focused performance incentives—usually a system of
rewards equaling 15–20% of the total equity. Such incentives heavily target a company’s leading oYcers as
well as a handful of others who report directly to the chief executive. In addition, best-practice deal partners
require CEOs to invest personally in these ventures. There is no standard formula, but the most successful



3740501046 Page Type [E] 17-08-07 23:33:23 Pag Table: COENEW PPSysB Unit: PAG3

Ev 248 Treasury Committee: Evidence

arrangements call for a significant commitment by CEOs while ensuring that the potential rewards don’t
make them too risk averse. Formulas that failed to account for the individual circumstances of a company’s
oYcers or that spread incentives too widely proved less eVective.

Next, successful deal partners craft better value creation plans and execute them more eVectively.
Naturally, management’s plan is a part of the process, but the best new owners view it skeptically and
develop their ownwell-researched viewpoint that they use to challenge it. Once developed, the plan is subject
to nearly continual review and revision, and an appropriate set of key performance indicators is developed
to ensure that it remains on track. Firms implemented such a performance-management system in 92% of
the best-performing deals and only half as often in the worst.

Fourth, themost eVective deal partners simply devote more hours to the initial stages of deals. In the best-
performing ones, the partners spent more than half of their time on the company during the first 100 days
andmet almost dailywith top executives. Thesemeetings are critical in helping key players reach a consensus
on the company’s strategic priorities: relationships are built and personal responsibilities detailed. A deal
partner may use the meetings to challenge management’s assumptions and to unearth the company’s real
sources of value. By contrast, lower-performing deals typically took up only 20% of the investors’ time
during this crucial period.

Last, if leading deal partners want to change a company’smanagement, they do so early in the investment.
In 83% of the best deals—but only 33% of the worst—firms strengthened the management team before the
closing. Later in the deal’s life, the more successful deal partners are likelier to use external support to
complement management than are the less successful deal partners.

These research findings pinpoint the practices that distinguish great deals from good ones. The five steps
are, in the main, uncontroversial. They are applied inconsistently, however, and their implementation seems
to depend on the individual partner’s beliefs and skills. A standard active-ownership process that applies
and develops best practices is the next step for the private equity industry.

July 2007

Supplementary memorandum submitted by the BVCA

The BVCA—the British Private Equity and Venture Capital Association—is the industry body for the
UK private equity and venture capital industry. It represents virtually every UK based private equity and
venture firm. The UK industry accounts for over 50% of the European private equity and venture capital
market.

1. Introduction

Following the BVCA’s oral evidence to the Committee on 12 June and in advance of the publication of
the interim report, we submit here supplementary written evidence which seeks to fulfil two purposes:

— Address immediate questions from the Committee in the 12 June session to which BVCA was
asked to respond in writing.

— Address wider points of note which we feel the committee needs to take into account when
undertaking its inquiry.

— Comment on Paul Myners written submission to the Committee, 27/6/07 (Appendix 1).

2. Taxation

2.1 Capital Gains Tax

How much of the country’s CGT receipts are attributable to private equity activity?

Firm data on this does not exist. Some indication may be drawn fromHMRC tables 14.1 and 14.2 (http://
www.hmrc.gov.uk/stats/capital gains/menu.htm) and we attach these. These tables show CGT receipts by
year, and break down CGT receipts into categories based on the size of gains reported by individual
taxpayers. We have also added to these tables a column showing tax rates.
You will be aware that the Government has made clear that information is not collected in a way which
enables estimates to be made on the amount of CGT attributable to private equity.

As the Economic Secretary to the Treasury stated in the House of Commons on 25 June 2007:

“There are no special rules for private equity fund managers and we do not collect information on
the specific tax reliefs that private equity fund managers receive. It is therefore not possible to
identify the particular gains that are made on carried interest or to disaggregate the proportion of
the cost of the overall relief, which is approximately £4.78 billion in 2006–07.”141

141Hansard, 25 June 2007, Col 106.
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2.2 Capital Gains Tax revenue has increased since taper relief’s introduction

HMRC’s figures show that CGT collected in 1997–98 (the last year before taper was introduced) was £2
billion and in 2004–05 (latest year for which data is available) it was £3 billion. The last budget statement
also stated CGT is once again up partly because of taper relief142. All of which confirms our view that
competitive tax rates lead to increased tax collections because of increased economic and entrepreneurial
activity. There is also a wealth of academic study supporting that view.

2.3 The wider tax picture

Moreover, CGT is a small part of the picture and shouldn’t be looked at in isolation. The private equity
industry contributes £26 billion a year in UK taxes and the 9% growth rate means this isn’t static, but is
growing ahead of trend143.

2.4 Government reviews and carried interest

We would like here to summarise and reiterate a few of the more important tax points relating to
private equity.

Government reviews

There are two reviews under way byHMT into our industry: one is into the rules around shareholder debt
(although not the tax deductibility of interest on loans in general); the other is into the tax treatment of
carried interest as part of a wider review of employment-related securities.

(a) The tax deductibility of interest on loans:

—This principle of the tax deductibility of interest applies to all UK companies (both public and
private)144, and the Government has stated that this is not under review:

“There is, of course, nothing specific to private equity in the tax-deductibility of interest. Any kind
of company can claim it, and most quoted companies do. It is also the international norm—that
interest is in general treated as a business expense and deductible from taxable profits for
companies in any form of ownership. We have no plans to review this principle145.”

(b) Shareholder debt

The Government is looking specifically at the extent to which interest can be deducted in the structure of
a deal.

“The Government will review the current rules that apply to the use of shareholder debt where it
replaces the equity element in highly leveraged deals in the light of market developments, to ensure
that existing rules are working as intended and report back by the Pre-Budget Report. This is
consistent with theGovernment’s focus on ensuring that commercial decisions are taken on a level
playing field, take a long-term view and maximise opportunities for employment and
investment.”146

We would make the following points on this:

— We have a tax rule already—introduced in April 2005—that restricts the amount of interest that
can be deducted. This is the so called “arms-length” test. The same rules apply for private equity
as for all other companies in UK. This applies to all shareholder debt from April 2007, following
a two year “grandfathering” period.

— Some commentators have argued that if the lender is non-UK and doesn’t pay UK tax then the
“zero sum game” (ie interest deduction on the borrower is oVset by taxable interest income of the
lender) analysis fails. That is wrong because it is a long-established feature of the tax system in the
UK and all the major countries that inward investors are not taxed on the interest they earn on
their investment. The UK gets substantial other benefits from such inward investment including
the VAT, PAYE, etc taxes on all the entrepreneurial activity financed by the investment. The UK
competes in a global economy for inward investment capital and adverse changes in this area
would place the UK at a serious disadvantage.

142P289, Budget 2007, C.54:
143Economic Impact of Private Equity in the UK, 2006. P6.
144Incidentally, it is not a tax break, because where interest is tax deductible for a borrower, it is taxed on the lender.
145Speech by Economic Secretary to the Treasury, Ed Balls MP, at London Business School, 8 March 2007. http://www.hm-
treasury.gov.uk/newsroom and speeches/press/2007/press 27 07.cfm

146LBS speech, http://www.hm-treasury.gov.uk/newsroom and speeches/press/2007/press 27 07.cfm
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(c) Tax rates for individuals on carry

— Executives pay standard income tax andNI on their income and standard capital gains tax on their
investments, at the same rates and in the same manner as all other UK taxpayers. There are no
special tax breaks for private equity.

— Carried interest is genuine capital investment: very long term (typically five to 10 years); highly
illiquid; and because of steep performance targets, “carried interest” investments are also high risk.
In 2005, the BVCA performance measurement survey indicated that over half the 300 funds
recorded would not generate any carry at all. Private equity executives are entrepreneurs and
investors as well as employees. Their investors only support them if they invest significant sums of
their own money alongside the funds which they manage.

— Some commentators have observed that carried interest can amount to 20% of a fund’s profits
while the carried interest holders invest typically 1.5%–5% of a fund’s capital. However, carried
interest is the riskiest capital—the first to be lost if the fund does not perform well. It is also the
last to be paid out: all fund capital and management fees, as well as the hurdle rate of return
(typically 8–10% pa) must be repaid to the investors before any carried interest is paid. There is
zero carry unless the hurdle rate is reached (which is only the case in about 50% of cases, across
the industry.

— It is illogical therefore to compare the 20% with the 1.5%–5% because they are diVerent things.

(d) Implications of changing the taper relief rate:

Unintended consequences

— If taxes were changed to target a few successful investors, the unintended consequence would be
to damage the enterprise culture that the UK now enjoys—hitting the owners of the three million
or so private enterprises that are reliant on private risk capital.

— We would urge that any changes to the current system should only be considered after a full
analysis of the impact of such a change.

3. The UK’s competitiveness

— Whilst currently the centre of the European market in terms of investment, the UK slipped last
year from 1st to 3rd in the EVCA rankings. Of the regulatory and tax regimes/infrastructures in
European countries, Ireland and Luxemburg now rank higher.

— Other European Countries are watching this debate with interest. The UK private equity industry
is the envy of Europe.

— Many European countries have recently enacted legislation to encourage private equity, including
France and Germany, and many countries are actively competing to attract private equity talent,
partly through competitive rates, including Spain, Ireland, Luxembourg and Switzerland.

— Any recommendations on changing the tax current position should keep the above firmly in mind.

July 2007
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