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ntroduction

The private equity ('"PE’) landscape is of significant
importance to the UK economy, with PE investmentin the
UK exceeding €27 billion in 2017, nearly double the figure
we saw deployed in 20167,

Consistent feedback from investors, as evidenced by the
successes and failures of recent years s that the strength
of the management team behind a business is key to what
a portfolio company actually achieves.

So how do you attract and motivate a management team
in a private equity portfolio company? \We regularly see
headlines about executive pay in listed companies, and
there is readily accessible information in PLC remuneration
reports, but less information and less disclosure is
available in the context of privately owned and private
equity backed businesses.

In response to this, KPMG have undertaken a survey of
both PE investors and managementteams to ask them
some of the questions we thoughtyou would like to know
about the role of reward in a PE portfolio company. Our
findings and insights coming from them are contained in
this report.

Unsurprisingly, the role of equity to incentivise
management teams is still critical, but it is evident that as
the stakes get higher forboth parties, the different drivers
and expectations of each side can come more sharply into
focus. This can be exaggerated with the focusmovingto a
more ‘patient capital’ approach, compared to the shorter
hold periods which people have long since associated with
private equity in the past.

More complex businesses can also mean thata wider
group of employees need to be incentivised to achieve
results. International expansion can also add further
complexities.

We spoke with over 70 PE investors and management
teams for their views and would like to thank those who
participated and for taking the time to help us in preparing
this report. We hope that you find this report insightful
and would welcome feedback on what we feel is an
important and under—researched subject matter. You can
contact the KPMG team responsible for preparing the
report with the contact details overleaf.

Chris Barnes
Partner, KPMG

Sources:
' Centre for Management B uyout Research, Imperial College B usiness School)
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of Investors thought that
Management were paid
above ‘market-rate’ (taking
into account the value of
equity).

Management's ability to
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is a key factor when
determining the size of
their Investment.

Management are most
motivated by the
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of their equity.
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of Investors use ratchets.
Value Creation
mechanisms are typical.

“ Uk

of Management agreed.

Y

of respondents said they
would negotiate a different
package if the deal was
done today.

0

of equity resets take place
where the business is
outperforming or meeting
forecasts.

Typically
at least %

of share capital is set
aside for ‘sweet equity".
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negotiate base pay at the
time of the deal.

Motivational value
increases where the deal
was more than
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Corporate Finance advisors
are increasingly a part of
Management's advisory
team.
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We ask

What aspects of a reward package really motivates 6-7
Management? And how does this change over time?

How much should a Management team be required to 8-9
invest in equity? And what role does affordability play?

What proportion of the share capital should a company 10
put aside for Sweet Equity?

What are the typical vesting provisions for Sweet Equity? 10
When and why do companies revisit the terms of

Management's investment part way through 11
the lifecycle?

What's the preferred mechanism for extending 12
participation beyond the Management team?

Are Investors willing to consider Management's 13
tax position?

What types of advice are Management seeking? 14

And finally, how can KPMG help you?



What really drives Management'/

Investors seek to ensure that Management are motivated throughout the deal lifecycle. We
were curious to know whether Management were motivated entirely by Equity and if this
ever changed. Are Management less motivated by Equity when their business isn't

performing as well?

And what impact does a longer exit horizon have?

"Where Equity is
given in exchange
for lower salary,
Management
Equity should be
somewhat secure
as it is effectively
deferred
compensation.”

[Management]

"Equity is
extremely risky but
has a huge upside.
We did well and
the market did well,
a great outcome
where we were
able to double our
initial investment”

[Management]

Equityis king when it comes to PE portfolio businesses with 65% of Management
reporting that Equity motivates them most. Management see it as the optimum way
to realise personal wealth. ForInvestorsitis seen as the bestway of aligning the
interests of the Management with their own.

What motivates Management the most?

Equity

Performance bonus

Base pay

Whilst the above is not surprising, we found that the motivating value of Equity
appears higher:

— Immediately afteradeal, reflecting the newly found sense of ownership
and enthusiasm.

— Three years aftera deal, perhaps suggestingthe anticipation of an exit.

The expectation would be that where the businessis under-performing, base pay
would provide more of amotivation than where the businessis doing well.
Interestingly however, we found this not to be the case and Managementremained
most motivated by their Equity. A careful balance between cash and equity needs to
be maintained to avoid Management feeling that they are taking too much risk.

Do bonuses have a role?

In a PE context, bonus schemes are often considereda drain on cash and can also be
a source of friction between Managementand Investors. The problem is that
Management will always welcome a bonus, whereas Investors are more focused on
the long term return. Whilst the majority of Managementrespondents receive an
annual bonus with the terms set at the time of the deal, feedback suggested that they
were less important than base pay which covers the cost of Management's ‘cost of
living"and equity which could potentially deliver significant financial returns.
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Jedl time: Wno negotiates what

Negotiations between Management teams and Investors play a key role in how remuneration
packages are put together and is often one of the first major tests of the relationship.

But what do we mean by remuneration in this context - is equity effectively deferred
remuneration or is it an investment (or both)? And how does Management’s perception drive

negotiations?

At the time of the deal, the majority of Management negotiate the terms of their
equity and justunder 50% negotiate base pay. Managementare much less likely to be
satisfied by the Investor’s proposals in respect of equity allocation.

What isnegotiated at the time of the deal?

Base pay Bonus Equity

o I J

B No, did notnegotiate because no flexibility permitted
B No, did notnegotiate because of acceptable proposal

B Yes, negotiated at the time of the deal

Hindsight is a wonderful thing

Whilst more experienced Management teams come into negotiations prepared, on a
primary deal Managementare more likely to experience buyers' remorse with 72 %
wishing they had negotiated adifferent package. This compares to only 30% of
Management going through a secondary deal who would like to renegotiate.

Many of those who wouldrenegotiate Equity would look foralarger share
(unsurprisingly). Ratchets for over-performance were also top of Management’s wish
list, so there does appearto be an acknowledgement that any request for more should
be linked to higherlevels of performance.

In the heat of the moment, the more traditional elements of remuneration are
sometimes overlooked. With all of the focus being on maximising the enterprise value
and negotiating potentially significant financial returns, little attention is given to
employee benefits. This can lead to frustration further down the track. Where
benefits can be implemented tax efficiently, this can be a ‘win/win’.

“A basis for annual
salary increases
should be agreed
at the time of the
deal. Regular
benchmarking
should also be
agreed.”

[Management]

“Fringe benefits
like car, pension
and health
coverage shouldn't
be disregarded.
They're not high
enough and not
aligned to the
market.”

[Management]
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[0 Invest?

We're often asked how much Management should be required to co-invest. Like most things
in life, the answerisn't straight-forward but the key factor is the deal type. For newer
Management teams, the prospect of investing meaningful amounts can be a daunting
prospect. Whilst for more seasoned Management teams on a secondary deal, the question
is more likely to be ‘how much can we invest'.

We were keen to find out in broad terms, how much of their base pay Management typically
invested in a primary deal (sometimes referred to as the ‘Investor Strip’). And how much is
rolled-over on a secondary deal?

How much of base payisinvestedin the Investor Strip?

“Affordability of On & tvoical o doal Unknown
o n a typical primary deal, More than

eqUItY impacted the Managementare required to invest up 100% ’

meaningfulness of to 50% of theirbase pay in Equity.

my stake. Any Thisis lower than we've seen

upside will be from historically and perhaps an
. " acknowledgement thatthiscanbe a
future investment.

risky investment. Many PE houses will 50% to ‘
welcome investmentin excess of 100%

their ‘core’ level of investment.

Up t0 50%

[Management]

More senior members of the
Managementteam will generally be
askedto investa higher percentage
of base pay.

y _ How much of netroll-over proceeds are re-invested in the Investor Strip?
There was limited

ability to negotiate, On a typical secondary deal,

I'd push harder for Management are required to Over60%
o re-investbetween 30% and 49%
another 1%. of theirnetproceeds. 50% to 60%
[Management] Management's reinvestment . Up t030%

is typically a combination of
ordinary shares, loan notes
and/or preference shares.

30% t049%
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Andhowmuch togive up?

Whilst Management may be thinking about how much they need to co-invest, Investors
are thinking about how much they are willing to give up. A PE portfolio business without a
motivated Management team is unlikely to deliver the investment case, but is that the only

focus for Investors?

What is the mostimportant factor when deciding the size of Management's
investment?

- " - - _—/¥ —0m o

Size of overall Strength of the Investor's Competition Size of
investment management required return for deal Management
team roll over

Surprisingly, when determining how much should be set aside for Management,
Investors did notrank their expected return as the mostimportant factor.

Competition forthe deal isn'tas importantasitonce was. In the midst of the Private
Equity boom it was common for multiple Investors to be competing in adeal. Whilst
this may still hold good today, its lesserimpact on Management's investment may
suggest more conformity across the market. \We are also seeing more ‘competition’
from secondary deals, at which point Management's focus is often different,
Managementare more likely to be focused on realising a cash paymentat the point of
the deal rather than necessarily solely focusing on a future exit potential. In this
regard, it is increasingly common to see Management being asked to rolla minimum
amountbutbeing given the opportunity to roll more.

The strength of the Managementteam was one of the most important factors for
Investors, really showing that in the context of PE investments the relative power of
each party shapesthe deal.

The softer side

Our survey revealed a paternalistic side to Investors which is not often seen when it
comes to the topic of Management’s personal financial position and theirinvestment
ina deal.

Management's ‘personal balance-sheet’ and their ability to invest was identified as a
key consideration with anumber of Investors commenting that they will consider the
financial position of each member of the Management team separately.

‘Taking care’ of Managementisin the Investor'sinterests, a deal is typically at least
three yearslongandit's in everyone’sinterests forthe Managementteam to be
stable throughout. By showing some understanding of the worries that may face
Managementwhen co-investing, it's more likely Management will stick around for the
longerterm and feel more willing to take decisions for the benefit of all shareholders
rather than adopting alower risk growth strategy.

“Management
need to invest a
substantial amount
of their wealth.”

[Investor]

“The net wealth
of the individual
manager is key
especially where
they have ‘rolled
over'. Their
investment needs
to matter but not
be so great they
can't sleep at
night.”

[Investor]




sweetening the ded

The Investor Strip is generally regarded as Management's investment, rather than a
motivational tool. So what drives Management to out-perform? The answer to that is a pot of
Sweet Equity. We asked how big this pot usually is and whether special terms apply.

“Ratchets should
apply for over-
performance both
to Sweet Equity
and bonus
payments.”

[Investor]

“An early cash-out
by investors Kills
the value of
Management's
Sweet Equity.
There should be
some provision
to recompense
Management for
lost opportunity
value.”

[Management]

Investor'sreported that they typically setaside at least 10% of their portfolio
company's share capital for Sweet Equity, with a third allocating more than 15%. Our
experience indicates that the larger the deal, the smaller the Sweet Equity allocation.

Return of the ratchet

Fora number of years, ratchets were unpopularand only featured in a minority of
deals. Where used, ratchets were generally ‘investorled’, with terms being setand
controlled by the Investor.

Our research suggests aresurgence in the use of ratchets, with two thirds of
Investors confirming thatthey appearin deals. Notably, ratchets are now often put
forward by Managementin their own ‘term sheet’, a common feature of many deals
where Managementare advised.

Where ratchets are included, 'value creation' measures are typical. Investors prefer:
— 'Money multiple’;

— IRR; and

— EBITDA.

What vesting provisions apply to Sweet Equity?

If Managementleave the company before a certain date, they will normally forfeit
their Sweet Equity. Good and Bad Leaver provisions are typical, with preferential
terms applying to individuals who leave fora ‘good’ reason. Generally this includes
employees who leave due toillness, death, disability and retirement.

So what is a typical vesting period? Fourorfive years, or otherwise on exitare by far
the most common periods.

On an exit None Up to3 Up to 4 Up tob
event years years years

Typically we would expect to see full vesting on an exit, such thatif an exitevent
takes place earlier than anticipated then everyone benefits, although this wasn'ta
guestion respondents were asked.

Alignmentof Managementand Investors on the timing of an exitis crucial. Where
Investors seek to exit early, there is often little value in Management's sweet equity
which can damage an otherwise good relationship. Management are increasingly
looking to secure certainty regardingexit timing —but what can be done where an exit
takes place out of this time frame? One option is that Management are compensated
for the lost ‘opportunity’, but thisis unlikely to be favored by Investors.
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RESELtng: When, why and now’?

PE portfolio companies will often revisit the terms of Management’s investment part way
through the life of a deal where performance is not as anticipated or where the expected deal
lifecycle has changed.

A revision (or ‘reset’) can be critical to Management's continued motivation, and can be a
valuable opportunity to re-establish how much and when both Management and Investors
can expect to realise on a future deal.

We're often asked to help a company revisitits debt/equity position, particularly where Management's equity is
underwater, perhaps because of a market event orextended investment period rather than under-performance of the
business (or Managementthemselves).

We wondered whether our expectation of resets taking place mostly where the business was underperforming
against original expectations would be borne out by the results.

Resets: Business performance Resets: Time since the deal
Meeting

1-3 years
. ago

Below 5 or more
years ago
Above 3-5years
ago
We asked, where resets took place, how was the Changesin the expected deal lifecycle also play a key
business performing compared to forecasts made at rolein when a reset takes place.

the time of the deal. The majority of equity resets take place where the deal

Interestingly, we found that there are as many resets was more than five years ago.
where the businessis outperforming and meeting
forecasts as where the businessis underperforming.

Who has the upperhand at the time of a reset? This will depend very much on a range of factorsincluding

Management’'s commitment to the business, economic conditions and the extent to which Investor's return has
beenachieved.
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SNarng the SUCCess

Investors are bought into the idea of using
equity as a motivational tool for the most
senior members of Management. But what
about the next Management tier, often
regarded as vitally important to the every-
day running of the business?

Equity participation can take the form of
share options, exercisable on a certain
event, or a direct acquisition of shares,
typically subject to restrictions including
vesting provisions. We asked Investors
which they prefer to use for extending
equity participation to this Management tier.

Preferred mechanism

Share options
exercisable at the
end of a fixed term

Share options
exercisable only
on an exit

Acquisition
of shares

Cash
bonus

Unsurprisingly, share options exercisable only on an exit
were the preferred mechanism.Whilst this can help
control the number of minority shareholders, because of
the mannerin which PE Investors hold their
investments, it can mean the loss of valuable taxreliefs
associated with direct equity ownershipand a
significantemployer’s NIC cost. As an alternative,
nominee arrangements can be used to effectively
aggregate the holdings.

The true cost of cash

Just overa quarter of Investors expressed a preference for cash bonuses asa means of extending participation.
Whilst cash is arguably the simplest mechanism forrewarding employees, the impact of paying bonuses on the
EBITDA and hence the value of the business can be significant.

Unallocated equity: unexpected consequences

It is common for PE portfolio businesses to retain an unallocated pot of equity for new recruits and promotions. Whilst
this may be simple in theory, there may be unintended consequences particularly where the Equity has grown in
value. This can often lead to equity being allocated immediately before exit, often without consideration of the tax
impacts. The timing of post-deal shares acquisitions by Management should be carefully considered.
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lax LS complicated

With such a difference between capital and
income tax rates, there is no wonder that
tax canoccupy a prominent position when it
comes to structuring Management's
investment. The increasing complexity and
ever changing nature of tax legislation
means that a boilerplate approach won't be

“Tax Is a moving
target, and varies
widely across
jurisdictions. We try
to cut our deals on
a gross basis,

helping with ) .
structuring as acceptable to either side.

ractical.” . At the outset, Management will be keen to
[Investor] understand their tax position and the impact

of paying insufficient attention to structuring
Management's investment will be magnified
on an exit. But how willing are Investors to
accommodate Management's tax position?

- Are Investors willing to consider Management’s tax
position?

Actively willingto
alter structure

Not willing [
to consider Willing to consider

A very small minority of Investors are not willing to
consider Management's tax position atall and consider
Management's tax position as their personal concern.

The above is also reflective of Management’'s anxiety around their tax position with over 65% of Management
respondents saying tax was ‘very important’ to them.

Entrepreneurs’relief

HMRC's rules on entrepreneurs’ relief provides an effective tax rate on qualifying disposals of 10%. Management
teams are naturally very keen to ensure that thisreliefis available where appropriateand Investors recognise the
importance of this.

Allocations of equity, loan notes and otherinstruments throughout the deal lifecycle can have unexpected
consequences on the availability of this relief. It's often not until an exithowever thatany problems with the
structuring of Management's investment come to light.

Global tax considerations

The structure of Management's investment and the associated tax position often go hand in hand with
Management's location. Whilst the commercial desire may be forall Managementto invest on the same terms, the
tax implications where Management are located overseas may prove a hurdle to achieving parity.

Timing, valuation and rates vary dramatically in different jurisdictions and understanding the consequences of any
Equity allocation is critical.
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Advice when'you need

LITIOS

There is clearly a lot to consider from both
Management's and the Investor's perspective when
starting deal discussions. But where to start?
Advisors can help guide the way.

Investors will often encourage Management teams
to use experienced advisors in order to ensure the
deal remains on track and give Management
comfort that they have been properly advised.

What type of advice are Management seeking?

The overwhelming majority of Management respondents stated
that theyreceived legal and/or tax advice at the time of the deal.
Whilstlegal advice has always been critical, taxadvice is
becoming more commonplace underlining a greater focus by
Managementon their tax position.

We are also increasingly noticing the appointment of separate
corporate finance advisors by Management teams, particularly on
secondary and tertiary deals. This could point towards greater
confidence on the part of Managementin securing the best
possible deal, or perhaps reflects the growing complexity of deal
structures.

But, why is advice soimportant?

The waterfall on a deal can be complexand can become more so
as a result of acquisitions, complex working capital positions and
longerthan expected life cycles.

When questioned 80% of Management reported they are ‘very
clear’ on when their Equity will become valuable. The remaining
20% are unclear, suggesting Management have lost sight of
what needs to be delivered to Investors.

Worryingly, 5% of Management have 'no understanding’ of the
return required by the Investorin order for their Equity to become
valuable. Where Managementdon'tunderstandthe terms of
theirequity investment, it will provide little if any motivational
value and it is unlikely Management will be focused on achieving
the necessary business outcomes. Itisin both Management's
and the Investor'sinterests to ensure that the terms of
Management’s Equity investment are well understood. Receiving
the correctadvice can be invaluable in the context of the success
of a deal.

The value of advice
Independent objective advice at the time of the deal:

— Increasesalignment of the Investorand Management
interests;

— Allows forthefocus of both sides to be onforwardlooking
business performance ratherthan ‘deal distraction’ issues;

— Reducestherisk of Managementregrets following
completion of the deal.
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“An advisor who
specialises in
equity structures is
a necessity. The
deal structure was
really complicated
and it wasn't clear
how much our
equity was actually
worth.”

[Management]

(PG A

KPMG's Reward practice isa d
operating from five main location
team combines detailed technical
extensive practical global experienc
‘know-how'.

One of our key areas of expertise is aro
Equity working both with Managementa
exits, reinvestment and new reward arran
inthe UK and overseas.

Reward matters frequently overlap with
issues at the time of a transaction and will
international dimension. We regularly advise o
executive remuneration matters and taxation covering
structuring, incentive design, remuneration structure,
benchmarking and benefits provision.

We have a multi-disciplinary team, able to advise on the
tax, legal, regulatory, accounting, design, market i
practice and corporate governance aspects of UKand -~
global incentive plans.

Short-term incentives

— Benchmarking — Annual cash bonus
— Design/banding — Incentive schemes 1
— Jobfamilies ‘
— Levelling 2
— LTIP design — Medical
— Equity schemes — Insurance
— RSU/Phantom — Car/cash allowance

scheme

— Elected benefits

KPMG can assist with all aspects of a
transaction assisting both Investors and
Management with the entire deal
process and providing ongoing advice
and support throughout the transaction
lifecycle.
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andrew.johnson@kpmg.co.uk

kpmg.com/uk/PE-survey

The information contained herein is of a general nature and is not intended to address the circumstances of any particular
individual or entity. Although we endeavor to provide accurate and timely information, there can be no guarantee that such
information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should acton
such information without appropriate professional advice after a thorough examination of the particular situation.

© 2018 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms
affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.

The KPMG name and logo are registered trademarks or trademarks of KPMG International.

Corin McGinley
01212323160
corin.mcginley@kpmg.co.uk

Designed by CREATE. | CRT089155T| September 2018


mailto: chris.barnes@kpmg.co.uk
mailto: joanne.brien@kpmg.co.uk
mailto: richard.burston@kpmg.co.uk
mailto: lorna.jordan@kpmg.co.uk
mailto: edward.norrie@kpmg.co.uk
mailto: andrew.johnson@kpmg.co.uk
mailto: corin.mcginley@kpmg.co.uk
https://home.kpmg.com/uk/PE-survey.html

	Remuneration �in Private Equity portfolio companies
	Slide Number 2
	Introduction
	Highlights�
	Contents
	What really drives Management?
	Deal time: Who negotiates what?
	Let’s get down to business … how much to invest?
	And how much to give up?
	Sweetening the deal
	Resetting: When, why and how?
	Sharing the success
	Tax: It’s complicated
	Advice when you need it most
	KPMG can help
	Contact us



