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According to a leading strategy consulting firm Bain & Company, (PE) investments 

has been persistently yielding higher internal rated of return (IRRs) than public market 

indexes across all regions (2025, 32). Kaplan-Schoar public market equivalent (KS-PME) 

index denotes performance of PE investments compared to public market. According to 

BVCA, KS-PME index was 1.34 compared to FTSE and 1.41 to MSCI Europe between 

2001 and 2022 (2023, 4).


Yet, the specific drivers of overperformance are debated in academic research (Yves 

Courtois and Tim Jenkinson 2022, 272). However, the key value creation factors are 

categorized as operational and financial improvements, and multiple expansion. According 

to a survey by Kaplan, Gompers, and Mukhalyamov, operational improvements were 

identified as the most significant factor in value creation by 97.2% of the 79 private equity 

investors (2016, 61). The study also considered several factors, including general business 

value growth 100% of responses, leverage 76.1%, industry-level multiple arbitrage 64.8%, 

and refinancing 36.6%. The emphasis on operational improvements indicates that investors 

prioritize fundamental business transformation .
1

Leveraged buyouts (LBOs) as the largest PE substrategy with 38% of total 

fundraising in 2024 (Bain 2025, 25). In an LBO private equity funds acquire major stake in 

undervalued firms using high leverage, conduct business transformation between 5 and 10 

years and sell with a premium. Other PE strategies like growth equity, venture capital or 

distressed may not imply all the same cost cutting methods as LBOs due to different 

ownership structures.


 the surveyed investors considered 90.1% and 73.2% LBO and Growth Equity strategies respectively in another question 1
section. This data distribution may create a representational bias.
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Operational improvements are the most influential in buyout strategies and include 

various managerial policy decisions. But overall, the key goal is to optimize business 

operations and create higher economic value through delivering higher quality products or 

services, investing into profit divisions and cutting expenses. According to the study by 

Kaplan, Gompers, and Mukhalyamov, increase in revenue or improvements in demand 

factors 69.6% and improved invectives 65.1% were the most influential post-investment 

sources of value creation (Table 1). The observed data contain almost only operational 

factors, an exception for high value exit 58.8%, which is rather a product of all value 

drivers in PE deals.


Table 1. Post-investment sources of value creation. Data by an investor survey by Kaplan, 

Gompers, and Mukhalyamov (2016)


Also, despite ambiguity in evidence across studies due to country and sector-specific 

effects, the most frequently cited research demonstrates positive performance changes in 

firms following buyouts:


Source of value % of responces

Increase revenue or improve demand factors 69.5

Improve incentives 65.1

Facilitate a high-value exit 58.8

Improve corporate governance 52.1

Make follow-on acquisitions 48.1

Reduce costs in general 47.4

Change senior management team other than CEO and CFO 47.1

Change CEO or CFO 42.9

Redefine the current business model or strategy 40.1

Improve IT or information systems 33.5

Introduce shares services 21.9

Bring on a strategic investor 13.5
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• A study by Bloom, Sadun and Van Reenen suggests that PE-backed companies are better 

managed that non-PE-backed, owned by dispersed investors or family holdings (2015). 

• A study of 103 restaurant chain buyouts in Florida by Bernstein and Sheen suggests that 

PE improves service safety and quality and generated higher returns as an outcome. This 

effect is achieved through headcount optimization, cheaper menu, better process 

monitoring, staff training and incentives (2013).

• A study of taken-private buyout targets in the US by Cohn, Nestoriak, and Wardlaw 

finds persistent decrease in workplace injuries and fewer violations of safety codes 

(2020). This evidence is associated with better overseeing practices. Better workplace 

safety results in a smaller number of legal cases, reputational misconducts and higher 

employee morale, and overall decreases nonproductive expenses.


Even though the 2016 survey, only 33% of investors said that improvements in IT are 

important (Table 1), the industry is rapidly adapting innovative tools in order to enhance 

productivity. For instance, Bain reports that by 2024 nearly 20% of PE portfolio firms had 

already experienced value creation by introduction of artificial intelligence (2025, 33).


Evaluation of environmental, societal, and governance factors (ESG) has been 

increasingly rising as a part of investment analysis over the last decade (Deborah S. Kidd, 

Young Lee, and Johan Vanderlugt 2021). Governance, as a key component of ESG, 

represents the quality of relationship management between corporate stakeholders, 

including shareholders, management, debtholders, employees, clients, suppliers, 

government and other risk-bearing agents. Also, governance was highly studies under 

institutional economics in agency and firm theories, which describe central in investments 

ownership structures (Jensen and Meckling 1976).


CFA Curriculum divides company ownership structures into dispersed and 

concentrated. Dispersed ownership implies that the number of shareholders is too high to 

allow any of them possess enough power over the whole corporation. This type can be 

attributed to public corporations, where the largest investors are financial institutions, and 

the rest are private, or individual. In contrast, in concentrated firms have majority 
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shareholders that enforce enough influence to choose the board of directors (Deborah S. 

Kidd, Young Lee, and Johan Vanderlugt 2022, 98-100). It is attributed to a major in PE 

direct investment method, were “strong” investors control “weak” managers by possessing 

both industry expertise and legal authority. In addition to shareholders, other stakeholders 

include “creditors, managers (executives), employees, directors, customers, suppliers, 

governments, and regulators” (Deborah S. Kidd, Young Lee, and Johan Vanderlugt 2022, 

98). All the listed agents use their own interests that can substantially differ from those of 

owners. Investors typically want to increase shareholder’s equity trough increasing the 

inherent firm value. In contrast, due to different incentive systems managers may rather 

focus on growing market capitalization, while debtholders on financial sustainability.


Michael Jensen wrote in his influential 1989 Harvard Business Review article 

“Eclipse of the Public Corporation” that a then-unusual for US activist investing was 

gradually replacing governance with weak shareholders (1989). Buyout portfolio firms have 

few majority shareholders, all of which are institutions with high competency in 

management. Unlike public, investment funds have not just enough resources and to hire 

professional consultants to advice about strategy, but also direct influence to implement this 

advice without resistance amid executives, created by possible conflict of interests (Yves 

Courtois and Tim Jenkinson 2022, 272).


In theory, executives of public corporations are to be controlled by three major 

forces: product markets, internal control systems overseen by the board of directors, and 

capital markets. But in practice, only the capital markets were influencing managerial 

decisions. Next Jensen’s arguments can be summarized in three main points. Firstly, active 

ownership had become powerless in regulatory acts ex-post the Great Depression. 

Institutional investors could utmost sell their stock or vote on proxy, since almost never 

being represented on the boards. In contrast, in PE shareholders can influence management 

decisions. Secondly, Wall Street had gradually become more involved in managing 

companies in the late 1980s. Wall Street institutional investors were implementing 

controlling and overseeing mechanisms to ensure economic value creation, while managers 
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in public companies were more focused on increasing their empires with higher market cap. 

Thirdly, the compensation mechanism in leveraged buyouts incentivizes managers to use 

free cash flows on debt paydown, rather than to ineffectively keep it as cash on balance 

sheet. According to Jensen, managers were approximately 20 times more incentivized on 

value creation in LBOs rather than in public companies (1989). In addition, GPs are heavily 

incentivized to generate cash flows and cut unprofitable streams in distressed firms. Unlike 

for public companies, hard internal controls make managers more able to execute tough 

operational decisions like divesting from large cash-losing departments (Cendrowski 2012, 

170). 


One important feature of a non-listed enterprise is that managers are not depended on 

market sentiment. Public investors are incentivized on payout, but not on reinvestment rate. 

On one hand, market pressure makes stock price move as the management takes good or 

bad decisions. On the other hand, some cases suggest that managers of public companies 

may sacrifice long-term shareholder value in order to uplift the current stock price. While in 

public firms management fees are linked largely to stock price, in public firms they are 

rather linked to yearly financials and multiple expansion, in case with buyout strategies 

(Cendrowski 2012, 167-170).  


However, during the last 35 years the corporate governance landscape has drastically 

shifted. A more recent 2018 study by Doidge, et al. suggests that after Jensen’s 1989 paper 

stock exchanges has been remaining as one of dominant fundraising sources for both small 

and large corporations (2018). However, the authors add that there is difference for firms 

with mostly tangible and intangible assets. Companies with high share of intellectual 

property like IT and biotechnology find it difficult to convey individuals in intrinsic firm 

value. In contrast, PE or institutional investors with deep industry expertise are more aware 

to project cash flows considering specific risks. The process of finding the required rate of 

return for specific firms highly depends on unsystematic risk, subjectively perceived by 

each investor. Therefore, is it apparent that firms with little understanding among 

stakeholders have unfair cost of capital and then add or subtract extra financial costs.
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Moreover, institutional investors became more represented on director boards and 

therefore more actively engage in corporate managing. Secondly, the rise of ESG standards 

increased shareholder monitoring. Thirdly, the popularity of dual-share common stock 

system in tech corporations made it easier to separate founders and other shareholder 

influence. Overall, Jensen’s arguments ensure that dispersed ownership structure can suffer 

due to low management controls. Furthermore, this may not imply for venture capital and 

growth equity funds. Because those strategies are rarely involved as majority investors, they 

do not possess such shareholder influence as buyouts. But, considering it is still unlisted 

private equity, it is possible to advice portfolio companies. 


Another advantage of privately owned companies is that investors have greater 

control over the selection of board members. In contrast, in public firms, managers often 

influence the appointment of independent directors, who are intended to oversee their work. 

As a result, executives may select sympathetic to them individuals such as friends or close 

colleagues, thereby compromising the board’s independence. Moreover, independent 

directors often lack both the financial stake and access to information necessary to 

challenge managerial decisions. This implies a conflict of interests, where the in depended 

on directors cannot be objective in their decisions. Since the purpose of the board is to 

select independent people with external to its company backgrounds that will inquire 

decisions of the CEO and act fairly, the agency-principal problem occurs in firms without 

strong ownership controls. Private equity owned firms, in contrast, often appoint own fund 

managers to portfolio firm boards as executives (Cendrowski 2012, 171-172). This direct 

influence allows eliminate possible conflict of interest between a CEO, focused on short 

term compensation and shareholders, focused on long-term value creation. Moreover, 

according to the same investor survey, the highest desired numbers in the board of directors 

are 4 in 32.8% and 7 in 46.9% of responses. In addition, inside directors share 1.6, PE 

directors 2.8 and outside directors 1.7 seats mean (Kaplan, Gompers, and Mukharlyamov 

2016, 57), which confirms the widespread use of active investing in private equity.
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A few recent cases of poor governance in large corporations show harmful effects for 

both enterprises and investors:

• Enron (2001): Insufficient oversight among investors, analysts and government 

regulators had not recognized accounting fraud with over $20 billion of off-balance 

sheet debt resulted in the largest in US history bankruptcy (Wendy Zellner and Stephanie 

Anderson Forest 2001).

• WeWork (2019): Inadequate corporate governance and unchecked executive autonomy 

under CEO Adam Neumann contributed to a failed initial public offering (IPO) and a 

significant decline in valuation (The Economist 2019).

• FTX (2022): Cheap money, weak oversight and regulation unintentionally permitted 

expansion of a fraudulent business scheme, similar to Enron (Emily Nicolle and Katie 

Greifeld 2022).


Despite of different industries and corporate structures, all of those cases share the 

same issue with weak shareholder monitoring systems. However, even though PE fund 

firms can eliminate the conflict of interest, they still can not ensure complete efficiency of 

controllable management decisions. 


In conclusion, private equity investments show to overperform the public market. 

The sources of value creation in private equity consist of operational and financial 

improvements, and multiple expansion. Moreover, the impact is concentrated in operational 

changes like increase in revenues, divestments from unprofitable divisions, improving 

incentives and reviewing business model. The quality of governance that enables PE funds 

to conduct operational improvements depends on ownership structure. However, activism 

investing is not solely attributed privately held companies with concentrated ownership but 

is also widespread in modern public firms with institutional investors that create strong 

monitoring and incentive systems. Beside operational changes, other value creation factors 

from financial improvements or leverage in private equity remain subjects for further 

research.
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