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DIA

-UROPE

By Mark Cecil

ew private equity pros can
go anywhere today without
being questioned about a
“China strategy.” However,
an inquiry often left
unasked—but just as piv-
otal in today’s global econo-
my—would be, “What's
your Europe strategy?”

The fact is, a number of U.S. firms have
been deploying their European strategy
for years now, and many are seeing those
fruits ripen today. Convention used to tell
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buyout pros that the Western European
market lagged the U.S. by five or even 10
years. Today many question whether there
is any lag at all.

And for U.S. groups that have been wait-
ing to see if the first movers into Europe
could find success, their window may be
already closing. For every generalist mid-
market firm in New York, Boston or

Chicago, there’s a similar group already
operating in London, Berlin and Paris, and |

the competitive landscape resembles what
they might already find domestically.
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The story the numbers tell depicts a mar-
ket whose growth is basically on par with its
North American counterpart. A recent stucly
issued this spring indicates thar private equity
groups last year raised €45.6 billion dedicated
to Europe, an upwardly alpine trajectory com-
pared to past years. The report, issued by the
EVCA, Thomson
Buyouts) and  PricewaterhouseCoopers
showed that there were five funds raised last
year that came in above the €3 billion mark.
Even excluding those, the growth in fundrais-
ing was still 20% over the prior year.

With funding comes more investment,
and Western Europe also set records in deal-
making last year. A study by Incisive Media
and Bridgepolnt Capltal showed that private
equity deal volume topped €100 billion for
the first time ever. The growth in markets out-
side of the UK. help to account for the impres-
sive totals. Activity in France nearly doubled,
as the country logged €20.6 billion in private
equity deal volume, while Spain made an
even more impressive leap to €11.7 billion, up
from just €2 billion the year prior.

While Western Europe is clearly engulfed
in an upcycle, most pros operating on the con-
tinent are confident that private equity has
established itself as a recognized financing
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option. Unlike the venture capital industry
there, which has always struggled to build
lasting roots in Europe, the returns seen in
the buyouts space will likely ensure the indus-
try’s longterm viability.

In the same study compiled by the EVCA
and Thomson, investment in private equity is
clearly shown as having paid off. Over a 20-
year investment horizon, buyout funds
tracked in the study had generated an average
net IRR of 12.4 percent. Over a three year hori-
zon, buyout funds had generated a 7.9% net
IRR. while in a one year window, stretched
across 2005, buyout funds displayed a robust
20.9% average return.

PE Drives M&A Explosion

“For the last three to four years, the aggre-
gate M&A in Europe has surpassed that of the
States,” says Dawvid Mussafer, hcad of Advent
Intermnational’s North American business. And
Danlel Farrar, a general partner at
Morgenthaler, describes, “There tends to be a
much greater acceptance to the entire LBO
community than in years past.”

While the market is clearly catching up to
the US. there are areas where it remains
immature, and that is where most believe the
opportunity lies. Many pros will cite that the

potential is there for a consolidation play in a
number of industries, and they also believe
that in certain cases there is untapped poten-
tial for geographic expansion into new conti
nents. Moreover, some pros see the middle
market in Western Europe as having been less
picked over than that of the U5, where the
landscape has been gentrified by private equi
ty and its mind set.

“On the whole there is a larger number of
businesses in Europe that haven't been
restructured,” said Mussafer. “Europe at one
point was a decade behind, but that gap has
closed significantly.”

The mega funds in the US. have made
Western Europe their home away from home
for a number of years now. This is partly
because they have the wherewithal to sup-
port the infrastructure needed to expand
internationally, but perhaps more important
ly, these funds are filling an area in the mar
ket still left unfilled by the incumbent players

“There is no billion dollar investor in
Europe yet.” said Mounir Guen, CEO of
placement agent MVislon, describing that
the largest equity checks homegrown firms
can hope to write still sits at around $500
million. (Permira is reportedly nearing a
final close for a new €10 billion fund,
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David Mussafer

which would change that.)

However, with dollars pouring in, and con-
tinued growth among the incumbents, there
is clearly more parity between the US, and
Europe, particularly in terms of price. In fact,
some argue that the market is too crowded.

“There is a lot of competition between pri-
fate equity houses going on. They are pre-
pared to pay probably more than what they
originally wanted,” said Accel Fuhrl, a manag-
ing partner with Dutch boutique investment
bank Fuhrl Snethlage Joosten & Flohll BY.

This overcrowding is most apparent in the
UK. Long established as the primary beach-
head for LLS, firms, the UK. used to make up
the majority of European buyout volume. As
the lecal market has overheated, however,
that number has slipped recently. Deals in the
UK. represented 26% of all Western European
deal volume last year. The year prior it had
accounted for a third, according to
Bridgepoint.

Because of Europe’s new level of competi-
tion, many firms are seeking ways to differen-
tiate themselves. Similar to the U.S., that has
meant that a number of groups are develop-
ing a sector focus and are shifting away from
their generalist beginnings. It also leaves open
an opportunity for U, firms to enter the mar-
ketplace and stand out from the crowd.

“Specialization would be a positive attrib-
ute to bring,” says lan Leaman, a director and
founder of M&A advisor Buckingham
Corporate Finance. “Otherwise [UL.S. firms| are

a quiet voice in a large crowd.”

APBridge Into Europe

There are a number of recent develop-
ments that continue to blur the lines
between North America and Europe.
Perhaps most notably, Kohlberg Kravis
Roberts & Co. and Ripplewood Holdings have

tapped into the European public markets to
raise capital. Given the success of KKR's $5
billion IPO earlier this month in Amsterdam,
there will likely be more LS. firms eyeing
similar floatations, and already Apolle
Management is reported to preparing such a
move,

Further, Warburg Pincus saw fit when it
raised its most recent fund to do away with
the idea that it required separate funds for the
US. and Europe. The firm instead raised a
lone $3 billion global fund.

In another homogenizing development,
the European Union is on the verge of imple-
menting a takeover directive, which will har-
monize M&A law across many countries. This
will mostly effect publicly traded companies,
but in general it is a sign of a cultural shifi—
a new receptivity to Americanized corporate
ownership practices. This is particularly
notable when one considers that just 13
months ago Germany's then-head of the rul-
ing Social Democratic Party likened private
equity to a plague of locusts.

Despite all the good cheer, potholes do
remain. Simon Wildig, with London-based
Close Brothers Private Equity. says that he has
seen a few sizeable US. firms set up Buropean
outposts in the last several years that have still
not made any traction in the market.

“Western Europe might operate under a
single currency, but it is..still quite a distinct
group of markets,” he says. "I think there has
been a view that..an investment in the UK. or
France would be an entry into the European
market in general. [t's not that easy.”

Part of it is cultural. Common complaints
regarding U.S. firms is that they aren’t mak-
ing enough local contacts, their language
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skills are lacking and they don’t keep up with
local politics. Also, many US. firms come off
as less than delicate when dealing with
Europe’s labor unions, which can quickly hair
up deals if they are ignored or undermined.
Employee protections, particularly strong in
countries like Germany, Holland and France,
can cool a company's ability to both hire and
fire employees—an indispensable practice for
LBO shops.

There are other differences as well. Connd
Jonsson, managing partner at Stockholm's
private equity giant BQT, said in both deal
sourcing and portfolio management there are
major differences between the US. and
Europe.

As it relates to finding deals, Jonsson says
that success relies heavily on reputation given
Europe’s less transparent marketplace. And
once the deal is made, U.S. firms may run into
a wall when it comes to motivating manage-
ment. Jonsson cites, “[US. firms| think the
only thing that counts is money. Lots of gold
at the end of the trail isn't good enough.”

Despite these reservations, Europe is
indeed becoming more friendly to LS.
investors and in many ways resembles the
opportunity found on home soil
Buckingham'’s Leaman says, “1 think US.
investors should be seeing Europe as a reflec-
tion of their own market: a very large, contin-
uous, active and growing economy.”

But Carl Nauckheff, an associate director
at MVision, offers a careful reminder:
"Riskkapital, capital de riesgo, capital de
risque, Beteiligungskapital and capitale di
rischio all mean private equity in Europe.
But different cultures mean different ways to
execute iL” <
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