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Private Equity: Hero or Villain? 

 The straight answer to the question that has been 

put to us is, “Yes”. For private equity is both. 

 First -- the heroic part. Modern capitalism is 

characterised by large corporations owned by widely 

dispersed shareholders. These owners are 

represented by managers, who run the companies. 

This separation of ownership and control creates a 

problem that A.A. Berle and Gardiner Means noticed 

decades ago1 -- what economists call the principal-

agent problem. The agents -- the managers who 

represent the dispersed owners -- can operate the 

businesses in their interests, rather than in the 

interests of the owner-shareholders. That can result in 

excessive executive compensation and perks, and 

other short-term decisions aimed at maximising 

bonuses rather than an efficient allocation of 

resources in pursuit of long-term profit. 

 Such potential for abuse is, of course, not 

unlimited in this day of institutional shareholders, 
                                                
1 xxxxx 
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some few of whom have lately snapped out of their 

historic lethargy. But it nevertheless is substantial. 

The important limit on the ability of managers to 

ignore the interests of shareholders should be the 

boards of directors, elected by the shareholders to 

supervise these managers. 

 Which brings up the next problem: until very 

recent legislative reforms, boards of directors were in 

fact very often selected by managers from their lists of 

friends and golfing companions. Now, we certainly 

don’t want a situation in which board members are 

selected because they are likely to have an 

adversarial relation with managers. That, however, 

occurred only when some Carl Ichan dynamites his 

way onto a board by buying shares, or making 

credible threats to unseat the managers. 

 More typically, board members have a rather 

benign attitude towards the doings of the executives 

that run these publicly held companies. The result can 

be sloppy management by over-compensate 
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executives who pay little attention to the interests of 

owners of the enterprises. 

 The solution to this problem -- in addition to 

legislative reforms such as Sarbanes-Oxley xx and 

activist institutional shareholders -- is the threat of 

takeover. Some of you may recall the howls of 

outrage from the managerial class when Mike Milken 

made it possible for groups that previously had no 

access to credit to get their hands on capital by selling 

what were derisively called “junk bonds”. 

 Today, private equity performs some of that 

cleansing function. Companies that are not being well 

managed, that have sub-optimal capital structures, 

get bought up by groups that must -- must -- make 

those companies more efficient if they are to carry the 

new debt burden resulting from the financing of the 

takeover. If the private equity entrepreneur gets it 

right, he and his colleagues return that company to 

the public market leaner and meaner, capable of 

expanding and creating more jobs as well as profits. 
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 That’s the heroic part. So how can these heroes 

also be villains? Because they engage in two 

activities that threaten to turn large numbers of people 

against the capitalist system. 

 First, they seek to enhance the profits due them 

by virtue of their great contribution to the capitalist 

process of creative destruction by submitting the tax 

code to interpretations that can’t pass what my friend, 

congressman John Dingell, calls the “smile test”. It 

simply is not credible to argue that the steady flow of 

income from the 20% cut private equity gets should 

be taxed at a lower rate than the incomes of the 

women who clean their offices. 

 Understand: this is not an attack on the incomes 

of private equity entrepreneurs. The market is due to 

adjust any excesses, as Guy Hands, one of the 

industry’s leaders pointed out recently (FT, Sept. 24, 

2008). He reckons that in the future it will take longer 

to raise money, and the holding period for acquisitions 

will lengthen. No surprise: Kohlberg Kravis Roberts, 
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one of the world’s largest private equity groups, lost 

$1.1 billion in the first half of this year. 

 Second, the conspicuous consumption in which 

some private equity operators engage is unseemly. 

Now I say that with some trepidation, since I dislike 

interfering in private expenditure decisions. But these 

have become more than that -- rallying cries for 

members of the middle class who have not done as 

well by the recent prosperity as in the past.    


