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Why PE Firms Create Boards for Portfolio

Companies—Voluntarily

There are 3,671 public companies with $500 million-plus in rev-
enues in the United States— half the number as in 1996, according
to a Nov. 17, 2017, Wall Street Journal op-ed piece. In contrast,
private equity (PE) has quietly exploded, with an estimated 17,103
portfolio companies today, according to Private Equity Info. The
vast majority of these companies have boards. But why? Public
companies have little choice. Private companies have little obliga-
tion. Yet both company types typically have a working board of
directors that meets regularly, sets agendas, and has committees.

PE firms aren’t exactly known for their lack of IQ or a shortage of
scrutiny on every dollar spent on general and administrative costs.
While the value of having boards at PE-owned companies is largely
anecdotal, insights from those who manage portfolio companies
or have served as directors of such companies reveal the ways in
which having a board can be critical to sustaining the success of a
privately held company.

Why the Hold Period Matters

The average PE firm owns a portfolio company for 5.6 years, ac-
cording to Private Equity Info, which makes for an environment
operating at a breakneck pace. The PE firm’s agenda in a new in-
vestment typically kicks off with a comprehensive 100-day plan,
providing a lightning start on a strategic plan that will also wring
any excess spending out of the equation from the very first second
of the hold period. Keep in mind, PE is driven by three measures:

m The internal rate of return or the net return earned by inves-
tors over a particular time.

m Cash-on-cash return.

m Hold period (less is more) or the length of time the PE firm
OWnis a company.

Two of these three measures are time-driven, hence the incred-
ible speed inherent to PE firms. Tomorrow really means this after-
noon. Next year means next week.

“Putting a board in place and doing a GAAP audit are essential
to our 100-day plans,” says Pamela B. Hendrickson, COO and vice
chair of strategic initiatives at The Riverside Co. Hendrickson is a
13-year veteran of Riverside where she oversees a portfolio of 81
companies. “There’s no time to mess around in this high-multiple
environment. You really need the growth plan pretty quickly. A
good board will help you formulate as well as identify pitfalls.”

What's in It for the PE Firm

“When you're working with other people’s money—i.c., limited
partners—you can’t run [the company] like a proprietorship. No
one person has the answers,” says Allan Grafman, a former operat-
ing partner at Mercury Capital. “With a good board, we get to the
destination faster, and usually with a smarter answer, with more
of the right people rowing. I've never seen a portfolio company
without a board.”

“Various entities are formed to limit liability. A properly
structured and run board can add to the shield,” says Robert S.
Tucker, managing director at Capital Partners. “A board takes
an interest on behalf of investors, lenders, and employees while

“Putting a board in place
and doing a GAAP audit
are essential to our
100-day plans.”

others aren’t watching, caring about the interests of those who
aren’t always there.”

Hendrickson adds: “I can’t think of a time when we didn’t put
a board in place. Even our Strategic Capital Fund, where we take
minority interests, insists on a board where we (the investor) will
have one director. Governance is so much of our focus. If proper
governance is in place, everything else will follow.”

The value of a board is underscored upon exit of the portfo-
lio company, says Tucker. “Every PE firm obviously discounts the
management projections by some number, based on the perceived
quality of management and other factors,” he explains. “To the ex-
tent that there are tight practices, audits, key performance indica-
tors, rigorous reporting, all decrease the discount. The lack of a
board would result in a larger discount. Existence of a board with
meeting minutes signals a higher level of professionalism.”
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Private Company Governance

Hendrickson also believes that company valuations are influ-
enced by the existence of a board. “Valuations are definitely more
art than science. A seller doesn’t want the lack of a board to be one
more thing the buyer believes he will have to fix. And on River-
side’s exit, one reason we get paid well is we've done these things
right,” she says.

The value boards bring to smaller companies is enormous.
“Good outside directors will often see things the CEO misses and
will ask provocative questions and push for alternate scenarios,”
Hendrickson says. “For example, ‘Have you ever thought about...?’
and highlight potential pitfalls calling on their own experiences.”

An informal survey of managing directors and operating partners
suggests that the number of portfolio companies with boards is like-
ly 85 to 90 percent. Said one fund manager: “Operating partners
with investment banking backgrounds make crappy operators. You
need outside directors who have been there, done that.”

The surveyed managing directors agreed that there are compel-
ling reasons to create a board, although the execution varies: larger
private equity groups tend to have a more structured approach,
while smaller private equity sponsors are more ad hoc. In both cas-
es, the board model is the same. The model calls for one outside
director with industry expertise and a second director with deep
functional expertise in the area crucial to the portfolio company.
One operating partner suggested what he called the “unanimous
success formula” for private company board composition. The ele-
ments of this formula include:

® Having serial board members. They know how to zero in on
the leverage points, participate efficiently, and lend a hand to the
C-suite where appropriate.

B Laying out the 12-month rolling board meeting calendar in
advance, complete with committee meetings.

m Supplementing the engagement with a monthly financial
call so the board is always up to speed and engaged. This dispenses
with lengthy financial reviews at board meetings.

m Keeping the financial review during in-person board meet-
ings to 30 minutes.

B Creating a board agenda that strikes the right balance be-
tween strategy and tactics, knowing that a meaty strategic agenda
will fully utilize the outside directors.

m Sending the board book to directors at least a full week in
advance of the meeting.

m Having the CEO reach out informally to board members be-
tween meetings.

B Encouraging directors to lend a hand to some of the B players
in management to help them better their odds of success.

Capital Partners’ Tucker believes that larger private equity
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firms will all have boards. Only small, and perhaps fundless
sponsors, might not have a formal board. Tucker also believes in
smaller board sizes. “Typically, five or seven members [is best|,
and always an odd number,” he says. “T'he independent directors
bring value with an outside perspective and an ability to chal-
lenge the inside thinking.”

There may be pushback from a CEO who really doesn’t want
other people in his or her sandbox. “Boards that are too energetic
can get in the way,” observes Tucker. “But I haven’t seen manage-
ment resistance, though there may be some grousing unbeknownst
to us. And while SOX [the Sarbanes-Oxley Act of 2002] is a public
company regulation, tentacles of it nevertheless emanate to the
private markets.”

“When you're working
with other people’s
money—i.e., limited
partners—you can't run
[the company] like a
proprietorship.”

What's in It for Directors

If you're being checked out for a portfolio company board role, one
of your first questions should be where the company is in the PE
firm’s hold period. If the firm is just buying the company, great—
everything should be going well unless this was a distress sale (and
you've already climbed onto the fire truck). Otherwise, you've got
five years to hopefully gain some stock-option appreciation. If there
are fewer than four years left in the average hold period, the run-
way for your options is obviously shorter. And no living pilot would
think to take off from halfway down the runway.

“We're careful in the selection process,” Hendrickson says. “A
small company board is a lot of work, and that makes the process
mutually self-selective. The better outside directors get asked back
again, and all are invited to our annual Riverside University two-
day offsite,” which, she adds, is both “an educational experience
and a perk.”

Unlike public companies, private companies tend to start with just
two of the usual board committees: audit and compensation. There is
no burning need for a nominating and governance committee since,



given the shorter runway, there is not a lot of time devoted to CEO
succession. With a typical hold period of 5.6 years, CEOs aren’t given
the benefit of the doubt very long. One private equity CEO remarked
that he felt his tenure was like “the halfife of uranium.”

Directors are likely to be involved in the full bandwidth of the
agenda, considerably more than in a public board environment.
And since the board is smaller than at a public company—typi-
cally comprised of the CEO, two directors from the private equity
firm, and two or three outside directors—the atmosphere and in-
teraction between board members and management will be a lot
more intimate. Hendrickson demands that “outside directors be
active, provide insight and direction, and ask hard questions.” The
hidden value of the board, she says, may be that “the operating
rthythm of a company is in large part set by the board meetings. It
forces discipline.”

Again, brace yourself for the rocket launch provided by the PE
firm’s 100-day plan. While the work falls squarely on the manage-
ment team, the board is close enough to the action to be watching
and feeling the artillery fire.

“The 100-day plan is actually the first strategic exercise,” says
Mark A. Pfister, CEO of Phister Strategy Group and author of
Across the Board: The Modern Architecture Behind an Effective
Board of Directors (M.A. Phster Strategy Group, 2018). “Boards
with extensive strategic planning experience have historically out-
performed those lacking this important discipline.”

“The lack of a board
would result in a larger
[exit] discount.”

A

A new strategic plan is typically in order, and the PE firm will
book an offsite with the management team and board, usually
with an experienced strategy-work facilitator. The opportunity and
expectation should be for outside directors to add their personal
value—knowledge of the category, high-level introductions, expe-
rience with companies in similar stages of growth, and the like.
Talk to the PE firm in advance, and gain insight as to their expecta-
tions for the session—and plan to earn your keep.

A PE firm is likely to have piled on a hefty portion of debt, so
“covenant watch” is an integral part of the board’s responsibility. It’s

easy to scrape close to the guardrails when you're speeding along at
160 miles per hour, so management should provide the board with
a rolling eight-quarter covenant projection model. That way, the
company is in a position to alert the lender months in advance and
hopefully remain on the forward side of credibility.

“Boards with extensive
strategic planning

s & experience have historically
outperformed those
lacking this important

\. discipline.”

Outside directors often serve a double role—vetting board or
management candidates, and conversely selling those candidates
on the opportunity. Enthusiasm is contagious—and appreciated.
Another valuable role played by the outside director is that of a
confidant and sounding board to the CEO. After all, it is lonely at
the top, and even the CEO needs someone to confide in and, occa-
sionally, vent frustrations. It’s better to do that with a director than
with subordinates. The best outside directors I have had in my four
CEO roles were those who offered an ear to me, and in my years
as a director, I've returned the same courtesy that was thoughtfully
given to me.

Blink twice and, a couple of board meetings later, the target set-
ting for the next year’s operating plan will begin. It may feel like the
final approach, but these budgetsetting conversations can be testy,
given that potential bonus dollars will be on the table.

And so the cycle continues. With one additional nuance: it’s
never too early to be thinking about the exit. In truth, it actually
began before the acquisition closed. [B]

4| Michael K. Lorelli served as a PepsiCo president twice

before segueing into a career in private equity. He
has led CEO engagements for The Riverside Co.,
Rutledge Capital, Falconhead Capital, and Pouschine

- Cook Capital Management. He is an operating partner
of Falconhead Capital and serves on the boards of Rita’s Italian Ices,
CP Kelco, iControl, and KPI Soft. He also is a licensed pilot. Email
him at mklorelli@gmail.com.

September/October 2018 NACDonline.org 3



	COVER_CLOSED_0918
	PRIVATE_CO_GOVERNANCE_FINAL_0918_JR_to_TS

