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Founded on 1 November 2006, the International Trade Union Confederation (ITUC)represents 168 million workers, 40 percent of whom are women, in 153 countriesand territories and has 304 national affiliates.
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This report draws on the experiences of private equity and hedge funds in the entire union family. We wouldespecially like to thank the TUAC, the ETUC and the Global Union Federations for what they have done to highlightthe challenges and problems of these phenomena, as well as to put them on the international agenda.
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Where the house always wins: Private Equity, Hedge Funds and the new Casino Capitalism
 The Issues
 5
 > Don’t believe the hype: private equity and hedge funds are largely overrated asinvestment opportunities. Some funds do have track records of very high returns –just as some mutual funds have – but overall, private equity has underperformedduring the last decades while hedge funds have done so for the last couple of yearsor more.
 > The present surge in leveraged buy-outs by private equity firms is part of aspeculative craze that day by day lowers the standards and raises the prices forwhat is bought up. This is creating a bubble. Like all other speculative bubbles –from housing to stock markets – it will burst at some point.
 > The debt leverage presently undertaken by private equity and hedge fundsrepresents a great risk to the stability of financial markets. Many funds are soheavily loaded with debt that they risk defaulting if market conditions change. Dueto their increasing size, this may start a domino effect with detrimentalconsequences for the major financial markets.
 > Though fund managers will argue the opposite, the increasing dominance ofprivate equity and hedge funds in the corporate world is undermining the long-termviability and competitiveness of individual companies and economies at large.These speculative models are inherently biased against any investment that doesnot pay off within a couple of years.
 > Risks and rewards are extremely unevenly divided in the private equity model.Workers bear the brunt of risks, costs and sacrifices while managers of privateequity firms pocket the gains. This constitutes a basic injustice – the cruellest kindof capitalism – and needs to be subject to rules and regulation so that the risksand the benefits are shared.
 > The main winners of the private equity game are fund managers – not investors,employees, consumers or the public at large. Investing in private equity is indeedlike playing the casino: sometimes you win big, other times you lose all. But thehouse always takes home the biggest bucks.
 > Private equity firms are now milking companies and saddling them with debt to anextent that jeopardises the future of workplaces that employ hundreds ofthousands of people.
 > The management culture of private equity and activist hedge funds is shameless inits effort to cut all possible costs. It generally includes pressure on wages, benefitsand working conditions; refusal to engage in collective bargaining; and outrightharassment of workers who organise in trade unions.
 > Tough regulation is necessary for both private equity and hedge funds. Codes ofconduct and other voluntary arrangements are incapable of providing sufficientself-regulation. Only government action can curb the external impact and theoutright exploitation of these investment activities. New, innovative regulation isseriously needed. This report explains how this can be done.

Page 8
                        


Page 9
                        

Where the house always wins: Private Equity, Hedge Funds and the new Casino Capitalism
 Executive Summary
 7
 The phenomenon
 Within the last couple of years, private equity and hedge funds have emerged assome of the most dominant financial and corporate players. They are no longerconsidered alternative investments but constitute part of the mainstream, one of theassets that pension funds, insurance companies and banks place their money in.They have made a lasting impact on the financial sector and have already made lifeharder for millions of ordinary workers while jeopardising their future pensions, asshown in this report. They are the epitome of the increasing financialisation of oureconomy, and the consequence is that their financial demands dictate the behaviourof ever greater parts of our society.
 The boom in private equity and hedge funds has been triggered by a globalabundance of cheap money, greedy investors and undervalued assets. The constantavailability of credit with low interest rates has been instrumental in a surge in bothleveraged (i.e. debt-financed) buy-outs and the gearing of hedge funds. As a result,the level of such buy-outs has set new yearly records for almost half a decade, whilethe level of assets under management by hedge funds has hit similar new recordsyear after year.
 When companies are taken over by these private funds, they escape stock marketregulations, increase dividends to their new owners, and accumulate incredibly highlevels of debt. Since the private equity firms aim at making quick returns by resellingtheir acquisitions within a couple of years, they introduce their portfolio of companiesto rapid financial and organisational restructuring. Non-core assets are sold off andnon-profitable operations closed. The workers in such companies under siege –typically, mature enterprises with a high cash-flow operating in stable industries – arethe ones who pay the price.
 The problems
 The present wave of private equity-backed leveraged buy-outs, and money flooding intohedge funds, is neither benign, neutral nor insignificant. It has worsened a range ofproblems with regards to financial stability, transparency, corporate governance andeconomic development, while many of the fund managers at the centre of it havebenefited immensely from the companies they have taken over. Concurrently, and asthe bubble-like character of the boom has taken form, it is becoming clearer andclearer that it may come to a very sudden end. Yet as this eggshell economy of privateequity and hedge funds is built increasingly on the money that should finance ordinarypeople’s future pensions, and as ever more workers are employed by the companiesowned by these funds, the fund managers stand to be those least hurt by such a crash. The rising levels of debt leverage used by private equity and hedge funds constitutethe main threats to financial stability. Debt-to-equity and debt-to-earnings ratios are
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The leveraged buy-outboom may come to a verysudden end. Yet as thiseggshell economy ofprivate equity and hedgefunds is built increasinglyon the money that shouldfinance ordinary people’sfuture pensions, and asever more workers areemployed by thecompanies owned by thesefunds, the fund managersstand to be those leasthurt by such a crash.
 8
 higher than anything ever seen in history, with the consequence that the level of riskycredit commitments is disturbingly high. Regulators and supervisory bodies havealready sounded the alarm and warned that financial crises and companybankruptcies are not far away. Individual company or fund problems, mass defaults ofcompany bonds, higher real inflation or rising interest rates could all trigger them.Similarly, the risky fundamentals of private equity and activist hedge funds may alsobe a threat to long-term economic development at both the company and thenational level. At the company level, this is because the short-term priorities of suchowners are in conflict with the long-term investments in research, development andother factors that are necessary for ensuring innovation and competitiveness. At thenational level, it is caused by both the effects of the individual company’s prioritiesand by the financial impact the company and its owners have on the rest of societythrough taxation.
 Pension funds are increasingly investing in private equity and hedge funds. There is apopular perception that they can make a higher return by doing so. But when theperformance of these funds is taken as a whole and evaluated over a long period,their returns turn out be rather average and indeed they often under-perform. Assuch investments involve higher risks and greater fees, may weaken public stockmarkets, and may contribute to an intergenerational conflict between the interests ofyounger and older workers, pension funds need to be much more cautious aboutmaking them.
 In their effort to make a return on their investment in the least possible time, privateequity managers are always finding new ways of extracting more value rapidly fromthe companies they take over. While continuing their ownership of the companies,they frequently take up new loans to pay out dividends to themselves, sometimes thesize of their original investment. And they engage in other dubious acts to cash in ontheir new ownership, like charging the companies they own large consultancy fees, orin other cases lending out money to their companies at interests well above marketrates. At the same time, the buy-out managers often challenge competition laws byconspiring in so-called club deals and undertaking insider trading.
 The effect on workers of private equity is also clear: it is basically a business modelthat is antagonistic to labour. With asset stripping, quick-flips and other ways ofrapidly ensuring high returns as its main strategies, it has no interest in investing inits employees, no need for employer-employee partnerships, and no reason toprovide anything but the minimum when it comes to wages, benefits and conditions.In its highly hazardous games of financial engineering which greatly increases theprobability of bankruptcies, it is workers that bear the main risk. Leveraged buy-outsmoreover change the character of industrial relations for many workers, leading themto face invisible employers that show no interest in dealing with their trade unionrepresentatives or informing them of what is happening to their workplaces. And theyencounter cynical and harsh management practices that exploit them to the fullest aswell as managers that openly admit to being hostile to trade unions.
 But it is not just the workers in the companies that are taken over that suffer underprivate equity – so does society in general. The objects of leveraged buy-outs oftenend up reducing their tax payments substantially, sometimes even eliminating them,through the tax deductibility of the debt that has been used to acquire them. Thisessentially means that ordinary taxpayers cover considerable parts of the cost of thebuy-outs, and even contribute to the riches that some people make on them. Thequality of public services and utilities is furthermore imperilled when they are ownedby private equity firms, because of the fundamental conflict between the long-termpriorities that should guide public service providers and the short-term interests of
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 Political action can andmust regulate thisindustry, halt its excesses,and ensure that it onlyoperates where it benefitsaverage investors, workersand their societies. Privateequity and hedge fundsmust play by the samerules as everybody else.
 9
 the new owners. The private equity firm is spurred to reduce significant parts of thecompany’s cash flow, which directly handicaps the service provider in its mission.
 The levels of debt leverage and the prices paid for companies are rising day by day.Changes in financial or stock markets may cause today’s deals to suddenly appearvery expensive. This would put pressure on the returns of investments and makefunds want to exit their exposed positions as soon as possible. The result would beextremely dangerous for the real economy. It is a sign of the mania that private equitybuy-outs have turned into and of the continuously swelling bubble they are part of. Itis clear that private equity and hedge funds today are risky businesses operating inan eggshell economy.
 The solutions
 Private equity and hedge funds operate in a policy and regulatory vacuum. Both thefunds themselves and the companies they acquire are more-or-less ‘hands off’ forregulators and policy makers. But more direct policy making and regulation is exactlywhat is needed to handle the many problems that are the consequence of theiremergence. Political action can and must regulate this industry, halt its excesses, andensure that it only operates where it benefits average investors, workers and theirsocieties. Private equity and hedge funds must play by the same rules as everybodyelse.
 Such renewed regulation – as detailed in the last part of this report – must addresstransparency, financial stability, taxation, corporate governance and workers’ rights,as well as the protection of public services and utilities. It must discourage quick-flips, uphold reporting requirements, limit the debt and leverage extravaganza, closetax loopholes and ensure that the private equity firms meet their obligations asemployers.
 The trustees and fiduciaries of pension funds must moreover consider investments inprivate equity and hedge funds very carefully. Due consideration should be given tothe real profitability record of such investments, the risks associated with them, themany externalities they generate, and the direct or indirect impact they may have onthe workplaces of the owners of the pension plans of tomorrow.
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I. Financialisation: today’s face of capitalism
 To put it in a nutshell,private equity funds havedeveloped extreme formsof financialisation beyondthe scrutiny of public stockmarkets, while hedgefunds have invented newways of speculating ineverything related to theworld of finance, day byday increasing the pace,volume and leverage ofsuch speculation.
 10
 Since the start of the Industrial Revolution, the development of capitalism has beenmarked by different stages, each with their particular characteristics. Each stage hashad its own predominant understanding of the company and of how to create growthand generate profits. Each stage has also had its set of dominant actors. Today’sstage could be called one of ‘financialisation’, perhaps even ‘late-financialisation’. Itsprotagonists are private equity and hedge funds.
 Financialisation is not a word that appears in most dictionaries. But it is the best termto capture what is happening in our economies and their main private entities,companies. Financialisation denotes the growing dominance of the finance industryin the total sum of economic activity – a situation of financial markets determiningthe state of the overall economy, and of financial demands dictating companybehaviour. It means that developments in interest rates and stock prices increasinglyshape economic cycles and that financial concerns, and those who voice them, areever more influential in setting corporate strategies. In short, it is the predominance offinancial activities over production of goods and services.
 Financialisation has become today’s face of capitalism through changes in variousparts of the economy. At the company level, it is linked to the ‘shareholder value’approach to corporate governance, the model that gained momentum in the US andthe UK from the 1980s on. It encourages financialisation of the company bymaintaining that the purpose of its existence is to maximise the value of its sharesrather than its long-term profits. Inherent to the logic of financialisation is that thecompany should be seen as a bundle of assets that generate different returns oninvestments, and that its purpose is to increase profits in the short-term bymanipulating such assets through mergers, acquisitions and diversification. Financialploys are used to increase the price of company shares. Other strategies particular tothis corporate model are active use of debt, organisational restructuring and sharebuy-backs.
 In relation to investment, financialisation is linked to deregulatory reforms of theinvestment chains, creating so-called dis-intermediation between owners of capitaland the final destination of their investment. While once regulated and organisedaround private banks, insurance companies, cooperatives and public institutions, theinvestment chains of financial markets today function as a myriad of different types ofinstitutions, transactions, services and products. Coupled with market liberalisation,this has allowed financial operators to operate in a vast investment universe, involvinginvestment and trade not only in real assets, such as debt and equity, but also inmarket expectations and risks in the form of a plethora of derivative products such asso-called options, futures and swaps 1.
 While financialisation has been growing for some time, it emerged fully in the 1990s.During the last couple of years though, it has entered a new sub-phase. This stage,which could be called late-financialisation, is driven by the explosion in private equityand hedge funds. To put it in a nutshell, private equity funds have developed extremeforms of financialisation beyond the scrutiny of public stock markets, while hedgefunds have invented new ways of speculating in everything related to the world offinance, day by day increasing the pace, volume and leverage of such speculation.
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If past phenomena ofcapitalism are any guide,financialisation will soonbe making its mark in themajority of emerging anddeveloping countries, if itis not already there.
 11
 Their increasing influence on markets and workplaces – shown by the fact thatprivate equity is presently involved in between a quarter and a half of all majormergers and acquisitions in the US and the UK, while hedge funds account for 30-60percent of daily global turnover in financial markets – has not gone unnoticed: theyhave changed the financial and corporate landscape as well as posing serioussocietal and economic challenges. And both types of investment funds have alreadymade daily life harder for millions of ordinary workers while jeopardising their futurepensions.
 These protagonists of financialisation have so far had their most significant impact inNorth America and Europe, with most hedge funds operating from London and NewYork and the majority of private equity deals taking place in the US and UK. But thephenomenon is spreading quickly. New private equity and hedge funds are cominginto existence all over the world and the long established players are extending theirreach. Leveraged buy-outs in Denmark, Germany and the Netherlands are among theten largest private equity deals ever in Europe. The Asia-Pacific region, with Australiaas its hub, is seeing a wave of such takeovers. Leveraged buy-outs have taken placein Argentina, Brazil and Poland. Japan and South Korea have had their share ofcontroversial deals, in South Africa major retailers have been bought up by funds, andin India a US$900 million takeover deal was struck in 2006 2. If past phenomena ofcapitalism are any guide, financialisation will soon be making its mark in the majorityof emerging and developing countries, if it is not already there.
 Private equity and hedge funds, as will be illustrated in the following section, haveboth similarities and differences. In this report, they are, first of all, dealt with jointlybecause they epitomise the present phase of financialisation, and because they arepart of an intimate relationship whereby hedge funds directly finance a great part ofthe debt that private equity funds use to acquire companies, most often in the form ofcorporate bonds, and indirectly fuel the buy-outs by putting money into the leveragedloan market in their search for yields. And perhaps most significantly, they arescrutinized jointly in this report because they both pursue the kind of active, short-term strategies that are jeopardising good jobs and sound industrial relations,because they present the same kind of systemic risks to financial stability, becausethey both pose a possible threat to the future pensions of most workers, and becausethey represent the same regulatory concerns from corporate governance to taxation.However, as private equity funds have the largest impact on most of these concerns –particularly the ones related to workers and our societies at large – and as they arethe most active player in the non-financial sphere, private equity is considered ingreatest detail in this report.
 The ABC of private equity and hedge funds
 Private equity and hedge funds are both lightly regulated, private pools of capital. Theymanage money for the same kinds of investors – individuals, banks, insurancecompanies, endowments and pension funds – and have similar cost structures. Bothkinds of funds aim at beating traditional investors, typically mutual funds, by not relyingon normal market returns, but on generating returns independent of or, indeed, evencontrary to the main market developments. And both kinds of funds use debt leverage, or‘gearing’ as it is also called, to invest much more money than they actually have, aimingat taking home profits at a higher rate than the cost of credit, which at the same timeevidently raises the risks of their activities. At the same time however, these funds vary ina range of ways. Investments through private equity funds are very illiquid in nature andinvestors are ‘locked in’ for a defined time, most often the entire term of the fund. Hedgefunds, on the other hand, primarily invest in very liquid assets, with a much shorter timeperspective, and generally permit investors to enter or leave the fund quite easily.
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Private equity funds thatfinalised their fundraisingin 2006 collected morethan US$400 billion. In2007 this figure isexpected to rise to US$500billion. The biggest privateequity firms ownbusinesses that employhundreds of thousands ofpeople and have combinedannual revenues thatwould rank them withinthe first dozen of theFortune 500.
 12
 Private Equity
 Private equity, as such, is a broad term that refers to any type of equity investment inan asset in which the equity is not freely tradable on a public stock market. Passiveinvestors put their money into private equity funds, which in turn are used by privateequity firms for investment in target companies. Private equity investments rangefrom leveraged buy-outs to venture capital for start-ups and other types of seedcapital for more mature and established yet non-listed companies. However, thefunds raised for buy-outs are nowadays by far the greater part, with around twothirds of all money going into private equity being designated for this kind ofinvestment. By contrast, venture capital, which covers the kinds of investments thathave entrepreneurship and job-creation at their core, only account for 5-10 percentof private equity investments at present 3.
 Private equity funds are the pools of capital invested by private equity firms. They aregenerally organised as limited partnerships that are controlled by the private equityfirm, acting as a general partner. The fund gets the money that it invests fromqualified investors such as pension funds, financial institutions and wealthyindividuals. These investors become passive, limited partners in the fund. Allinvestment decisions are made by the general partner, as the manager of the fund’sportfolio of investments. The life of a fund is typically up to ten years, in which thelimited partners have committed their capital and are unable to retrieve it. The fundwill typically make a number of separate investments – generally between 15 and 25– over its lifetime, with none of these investments being much above ten percent ofthe total commitments.
 The general partners of the fund – in effect the private equity firms such as BainCapital, Blackstone, Carlyle, KKR, Permira, Providence Equity and TPG, to name some ofthe largest and best-known – are usually compensated with a management fee and aperformance fee. The management fee is defined as a percentage of the totalinvestments in the fund, typically 2 percent but in some cases up to 4 percent. This feeis paid out to the general partners on a yearly basis. The performance fee, called‘carried interest’, is based on the profits generated by the fund. The present standardrate is 20 percent. The performance fee is often only triggered when profits hit anagreed target rate of return, referred to as a ‘hurdle rate’. This fee structure means thatan investor, the limited partner, would typically pay US$20 to the general partners forinvesting US$100 in a fund with a ten year lifespan. And it means that the generalpartners would be able to retain US$40 after the ten years if the fund had generatedUS$200 on its investment. This would leave US$160 of return to the limited partner, inaddition to recouping US$ 80 of their initial investment (US$ 100 – US$ 20). But it alsomeans that if the fund came out with a loss of 20 percent the limited partner would beleft with US$ 60, not US$ 80, because of the management fee.
 Private equity funds receive a return on their investment in companies through one ofthe following ways: an initial public offering (IPO) on the stock market; a sale of thecompany they control, often to another fund; a merger; or through dividends paid outby recapitalisations. The latter, as will be illustrated later in this report, is most oftennothing but a sophisticated way of milking companies. It happens when compantesborrow money in their own name, but rather than keeping this money in the companyor using it for investments, they pay it out to shareholders. In general, private equityfunds control the management of the companies in which they invest, frequently bybringing in new management teams that are closely linked to and take direct ordersfrom the general partners. Private equity companies generally aim at, indeedpromise, returns of above 20 percent per year. They often fail to meet these aims. Butwhen they do, the lion’s share of the returns can be attributed to the way the original
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13
 capital has been leveraged through debt, as this enables the firms to makeinvestments that are several times larger than the money their investors havecommitted to them.
 Private equity funds that finalised their fund raising in 2006 collected more thanUS$400 billion. In 2007 this figure is expected to rise to US$500 billion, according tothe consultancy Private Equity Intelligence 4. Not even half-way through 2007, privateequity has already been involved in blockbuster deals like the US$45 billion buy-outof TXU and the US$38 billion takeover of Equity Office Properties, the possible andmuch discussed US$22 billion bid for the British supermarket chain Sainsbury, theUS$17 billion put down for the pharmacy Boots, and the US$11 billion bid for QantasAirlines, which in the end did not go through. Household names like Burger King,Dunkin’ Donuts, Hertz and Toys “R” Us are part of private equity portfolios and thebiggest private equity firms keep on growing: Blackstone, for example, has nowcompleted transactions worth US$200 billion. It owns businesses that employ morethan 300,000 employees and have combined annual revenues that would rank itwithin the first dozen of the Fortune 500 5.
 Private equity deals in Australia, the EU, the US and the UK as share of GDP
 Hedge funds
 Just like a private equity fund, a hedge fund is a lightly regulated private investmentfund, which charges a performance fee for its services and which is open to only alimited number of investors. The term is not tightly defined but is used to distinguishsuch funds from retail investment funds, such as mutual funds that are available to thegeneral public. Whereas retail funds tend to be highly regulated, limited to holding aspecific range of financial assets such as bonds, equities or money market instrumentsand have a restricted ability to borrow, leverage or hedge their investments, hedgefunds are limited only by the terms of the contracts governing the particular fund.
 Hedge funds are a complex entity – indeed top regulators and financial watchdogshave often noted that they are perplexed by the reach of their activities – but should,besides their regulatory aspects, be differentiated from other funds by what they do.They most often use an active investment approach to play arbitrage opportunitiesthat arise when mis-pricing of financial instruments emerges. They are also anextensive user of leverage as well as of sophisticated financial products such asderivatives 6. They engage in different strategies relating to their exposure,
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Lawmakers have limitedhedge funds toinstitutional investors andwealthy individuals. In theUS you now have to have anet worth of more thanUS$2.5 million, excludingequity in any homes orbusinesses, to invest inthem. Clearly, it isconsidered that this typeof investment is so riskythat only the super-richshould be allowed togamble with their moneyin this game
 14
 techniques, instruments and what market opportunities they pursue. To put it as plainly as possible, hedge funds are basically investors that try to make aquick buck by speculating in everything possible. They do so without having tocomply with the rules governing public funds, and with the ability to take on any kindof risk they so desire. Similar to private equity funds they are organised as limitedpartnerships and invest on behalf of wealthy individuals and institutions. Because ofthe substantial risks involved in their activities, they are normally only open toprofessional, institutional or otherwise accredited investors. Indeed, in the US hedgefunds had been limited to individuals with a net worth of more than US$1 million,including the value of primary residences, since the 1980s. In 2007, however, thisthreshold was raised to US$2.5 million, excluding equity in any homes or businesses.Clearly, it is considered that this type of investment is so risky that only the super-richshould be allowed to gamble with their money in this game 7.
 Hedge funds have grown quickly over the past 10 years. Globally, they have risenfrom a couple of thousand hedge funds then to almost ten thousand today. At thestart of 2007, estimates suggest that hedge funds have assets of over US$1.4 trillionunder their management. Indeed, some estimates have it closer to US$2 trillion. Withgeneral leverage levels of four to five – i.e. meaning that the funds can borrow moneyto a value of four to five times the value of the actual money they have raised, thismeans that hedge funds are active speculators with US$6 – 10 trillion at theirdisposal. Add to that the rapid and aggressive trading style that they employ, andtheir impact is even higher than the level of assets under their management wouldsuggest. Depending on the financial instrument concerned, data from GreenwichAssociates would suggest that hedge funds account for between 30 and 60 percentof financial market turnover. The bulk of hedge fund activity is in the US, the UK, therest of Europe and Asia-Pacific, although for tax purposes, the majority of hedgefunds – 64 percent in 2004 – are domiciled in offshore tax havens 8.
 Total assets under management in hedge funds in billions
 Leveraged buy-outs: what, how and why?
 Every day, a potential new deal in the present wave of leveraged buy-outs,undertaken by private equity firms and often partly debt-financed by hedge funds,seems to appear in the media. In 2006, the value of buy-outs in the US hit US$410billion. And globally the private equity market completed deals worth a recordUS$730 billon, according to a financial consultancy company, Dealogic 9. Nominally,a new record was set in early 2007, with the US$45 billion deal for the Texas utilitycompany TXU – yet if judged by real value, the infamous 1989 acquisition of the food
 Source: Hedge Fund Research
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 company RJR Nabisco by Kohlberg, Kravis, Roberts and Co. is still the biggest everprivate equity deal. Every time a deal is made, billions flow from one place to anotherand millions are made by those that orchestrate them. And through a couple ofsignatures on dotted lines, hundreds of thousands of workers in effect have a newemployer as well as a more insecure job future. But how and why do these dealshappen? What companies and industries are being taken over? And why is this waveof leveraged buy-outs taking place right now?
 The deals
 The idea behind a buy-out is essentially to acquire a company at a low price, keep itfor some time, and then get rid of it a higher price than was paid for it. In the presentwave of leveraged buy-outs, private equity firms are particularly looking at publiclylisted companies that in their view are either under-priced or under-performing. Theybelieve that they can transform them so that they become more profitable andvaluable, and then subsequently re-float them on the public markets, pass them on ina merger or sell them to another fund. However, the long-term profitability and valueare not the main aim of the buy-out and the firm behind it: that is the returns that canbe generated for the fund during the years that it holds the company. A companymight therefore very well, as will be shown, become less profitable than when it wasacquired, and be sold at a lower price, and still be a good investment for the fund andthe firm behind it.
 When deciding whether to acquire a company or not, private equity firms generally lookat four different aspects: the present and potential capital structure of the company, thepotential for operational change within the company, the existence of managementincentives, and the exit options. The first aspect, capital structure, is the key feature ofleveraged buy-outs. Indeed, the main point of the operation is to transfer risk to lendersand enhance the return on equity for the investors. A company may therefore beacquired by a fund using 20 percent equity, taken from the original investment in thefund by pension funds and the like, and 80 percent debt, delivered by banks and othercredit markets. Depending on the legal jurisdictions where the deal takes place, thedebt used to acquire the company is then either transferred to the company itself orplaced in a holding company. For the acquired company it means that its debt levelsrise sharply, often by more than 100 percent, and that from day one it will have to payoff this new debt.
 The private equity managers – the general partners of the funds – take full control ofthe company once the deal is completed. Usually they quickly sell off non-coreassets, sometimes to other entities that they own, and start a process of stringentcost-cutting. As they have to repay the debt quickly, the urgency of this is high. Thecompany is restructured, very often including reductions in support functions as wellas introduction of cheaper labour arrangements through laying off workers, pay cutsand the removal of benefits.
 To attract or maintain what are considered to be good and efficient managers, so-called equity incentives worth between a half and one percent of the deal size areoften introduced. That is why executives of companies taken over by private equityfirms often receive tens of millions of dollars, euros or pounds as part of a deal. Aswill be shown later, this is far from benign. From the point of view of the new owners,stability is critical and management therefore often agrees not to leave the companybefore the investors have made their exit.
 Once the right opportunity emerges, generally after three to four years but sometimeswithin just one year of the acquisition, the company will be passed on to new owners.
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Any company that seemsto be under-performingand able to carry twice asmuch debt as it presentlydoes can end up as theobject of a private equityraid.
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 This is often through an initial public offering (IPO) on the stock market. But unlikealready listed companies, privately held companies can easily be re-listed in anothercountry, where taxes may be lower, regulations fewer and the capital markets larger.
 Leveraged buy-outs can dwarf ordinary returns on investments. Carlyle made areturn of 128 per cent on their Hertz deal in less than one year; KKR earned morethan 250 per cent on their investment in MTU Aero Engines in two years; Blackstonemade 368 per cent in just seven months on a quick-flip of Celanese, a Germanchemical company; and Bain Capital has earned more than four times their initialinvestment in Burger King while still retaining a share of the now re-listed company10.
 Money is made in several ways on deals like this – though of course, the generalpartner has taken its first share, by means of the management fees paid by theprivate equity fund, even before the deal is made. As long as the profits of thecompany are higher than the money it has to use for servicing its debts, there will bea yearly profit which can be taken out as a return on the original equity invested. Andif the company is resold at a higher price than it was bought for, then the wholepremium can be pocketed by the private equity fund. Hence, by leveraging theirequity these funds can, if all goes well, generate rates of return of several hundredpercent in just a few years (though as shown in the next chapter, such high returnsare the exception rather than the rule). Furthermore, the private equity companieshave invented ways to pay themselves special management consultancy fees thatoften also run into the hundreds of millions. And as also shown later, they havebecome notorious for paying themselves huge, debt-financed dividends. This all addsup and means that successful private equity deals can dwarf ordinary returns oninvestments. The figures speak for themselves – companies have sometimes madeprofits of several hundred percent in a year or two.
 The companies and industries
 Private equity usually seeks out opportunities in mature industries with steady cashflows. In the most active markets this has primarily been consumer products such asbeverages and foods as well as retail companies that also benefit from stablespending. The already mentioned buy-out of RJR Nabisco in 1989 and the present-day Boots and Sainsbury deals provide examples of this. Health care is also a popularsector for buy-outs as the US$32 billion buy-out of HCA, the largest private hospitalchain in the US, in July 2006 illustrates. Public utilities have some of the samecharacteristics that guarantee income yet leave potential for expansion. Indeed, asmentioned above, in current dollars the largest buy-out as of mid 2007 was a utilitycompany. Moreover, industries with monopolistic or oligopolistic markets – think carrental and especially Hertz – are also on the radar of the buy-out managers. In South-East Asia financial companies and banks have been popular, as well as the semi-conductor industry.
 When it comes to the individual company, private equity firms generally go for targetsthat have under-geared balance sheets and space for taking on debt, so that thecompany can hold the leverage needed to finance both the takeover andrecapitalisations for dividend pay-outs. Fund managers moreover look for poorly-performing companies that are cheaper than their peers, that seem easy to improve,or where there are possible synergy effects to be gained by matching them withcompanies already in the fund’s portfolio. At the end of the day, any company thatseems to be under-performing and able to carry twice as much debt as it presentlydoes can end up as the object of a private equity raid.
 Private equity has recently set its sights on state-owned companies, as they have
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 many of the features of greatest interest to private equity managers. Generally, theyare well-established enterprises with strong competitive positions, often in near-monopoly situations. Their debt levels are often low. And in the eyes of private equity,they are under-motivated entities with managers that are too soft and non-strategic.They are seen as sleeping giants with the potential for great cost-cutting and massivelay-offs, just waiting for a reinvigorating dose of management principles andcorporate strategies. If governments and municipalities are ready to sell their publicservice providers, private equity firms are certainly among those most ready to invest.
 Global private equity acquisitions of state-owned companies
 The drivers
 The present wave of leveraged buy-outs is driven by a number of factors, primarilycheap debt. This has opened up a massive opportunity for companies and investorsto buy higher-yielding assets. Hedge funds base their existence on this and do soacross a variety of assets. Private equity is taking up the same opportunity to useleverage to buy corporate assets on the stock markets, just to take the companiesprivate. The availability of cheap debt stems from excess liquidity and savings in theglobal economy. With the increased significance of hedge funds and derivatives, andbecause the financial system today is as globally integrated as it gets, liquidity andfinancing is not a matter of national monetary policies. This means that thoughinterest rates may be rising in some parts of the world, as they have in Europe andthe US within the last year, the global price of credit can still be low. Indeed, financialexperts assert that as long as the interest rates in Japan are close to zero and theexchange rate of the Chinese RMB is fixed, money will be more or less freelyavailable to the main players of global finance markets.
 While the fact that debt is cheap might be the main driver in leveraged buy-outs, it isnot the only one. Corporate balance sheets and profits are also very strong at present– with the latter close to all-time highs in most of the OECD countries in the lastcouple of years – and hence attractive in the search for cash yields. Furthermore,fund managers and corporate executives are increasingly eager to take companiesfrom public to private because by doing so they escape the growing number ofreporting requirements and corporate governance regulations that followed in thewake of the Enron and WorldCom scandals. Hence, going private really meansincreasing the privacy of your business.
 The advocates of the private market moreover argue that not being publicly listedenables executives to focus on the core business of their companies, because theyno longer have to put out public reports, deal with shareholders, brokers and analystsnor worry about meeting margins on a quarterly basis. Besides regulation, leveraged
 Year Number of deals Value in US$
 2000 17 1,5152001 20 2,2192002 14 1,9762003 27 3,0782004 30 10,2692005 40 3,9282006 46 14,324
 Total 194 37,309
 Source: Thomson Financial
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buy-outs also enable big business to escape another of their most loathed duties:paying taxes. As will be shown in the next chapter of this report, private equity backedleveraged buy-outs significantly reduce the corporate income taxes paid bycompanies – indeed to the extent that some countries have already taken steps todiscourage excess leverage. Finally, the fact that the so-called alternative investmentclass of private equity and hedge funds has become mainstream and surrounded bytalk of above-average returns has increased investor interest in these funds andhence the capital available to them.
 Bursting bubble, revamping regulation
 The private equity and hedge fund-led phase of financialisation has already createdenormous riches among a few – primarily the people managing these funds and theexecutives heading the companies they have taken over – and has made its mark oneverything from corporate strategies and employment relations to public services andgovernment revenues. Yet, though this leverage boom presently appearsunstoppable, it may come to an end much earlier than expected. Its apparentstrength and attraction may, indeed, ultimately become its weakness.
 The flip side of all the deals, as will be shown in the next chapter, is that the funds arepushing the boundaries of what they do. Leverage levels and the prices that privateequity firms are ready to pay for companies are rising day by day. The industry as awhole has too much money that it needs to put to work. In consequence, it is alreadymaking deals that it would not otherwise have made, taking on more debt thanadvisable, and raising the stakes for the assets it sets its eyes on. If stock marketskeep on rising, their acquisition targets will naturally become more expensive and theattractively priced goodies will be fewer. The result will be lower returns to investors,bringing closer the day that the big buy-outs implode. Indeed, if global credit marketsshould change that day will come even quicker. And if the global economy at thesame time weakens more than expected, it might all get very messy very quickly.Buy-outs would lose momentum and 2007 prices would seem exorbitantly high.
 But before the bubble bursts by itself, it might also be popped by regulators. In whatnow appears as the early days of the leveraged buy-out boom, private equity and hedgefunds were compared to a swarm of locusts. More recently, it has been remarked bysome that is an insult to the locusts: the protagonists of financialisation are more liketermites. They leave nothing behind to yield new crops but destroy everything on theirway. Whether termites or locusts, such comparisons are a clear call for revampingregulation. That call will be echoed in the last chapter of this report. Before that though,the following chapter shows how private equity and hedge funds already raise a long listof concerns, how they entail a range of serious problems and how they challenge oursocieties and our workplaces.
 18
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II. Risky business: problems and challenges of private equityand hedge funds
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 The growing influence of private equity and hedge funds has not gone unnoticed.With good reason, concerns have been raised by a range of different actors – fromfinancial regulators and governments to investors, community groups, workers andtheir unions. The concerns can be divided into two groups: one regarding thesomewhat unintended externalities caused by these protagonists of financialisation;the other concerning the extent to which the model of leveraged buy-outs, inparticular, is based on outright exploitation.
 This report will argue that a very large number of problems and challenges arise fromfinancialisation. It will focus on the most pressing challenges and problems in thischapter, out of the many that could have been included. Before turning to theperspectives of troubled tax collectors and worried workers, the chapter begins byassessing private equity and hedge funds by their own standards: their rates ofreturn. Indeed, often when a problem is raised in relation to these funds and theiractivities, it is suggested that maybe it should be tolerated because of the highreturns that they are able to generate. But do they actually deliver superior returns toinvestors?
 Emperors without clothes
 In the previous chapter it was noted that leveraged buy-outs sometimes deliverexorbitant returns to the private equity firms undertaking these operations – asshown, rates of return of several hundred percent have sometimes been realised injust a few years. But taken as a whole, the buy-out industry is much less profitable.Indeed, it seems to be no more than average. And interestingly, independentacademic research has shown that the industry benchmarks that are often quotedwhen private equity managers boast about their performance seriously overstate thereturns delivered by the funds. The industry counts the successful funds but omitsthe ones that failed to deliver returns or went broke before their completion. Hence,the buy-out kings might just be emperors without clothes.
 A much-quoted study by academics from the University of Chicago and theMassachusetts Institute of Technology, which looked at the performance of privateequity funds between 1980 and 2001, found that average fund returns, over andabove fees, approximately equal the development of the ‘Standard & Poor’s 500’, anindex of large listed companies of which most are American. It concluded that theperformance of fund managers varies considerably, and that while returns fromventure capital may have slightly exceeded public market benchmarks, those of buy-out funds have slightly underperformed with regard to comparable public marketindices. As the authors put it: “on average leveraged buy-out funds returns net of feesare lower than those of the S&P 500.”11
 In a similar study by the University of Amsterdam and the business school HEC in
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“The large majority of buy-out funds fail to add sufficient value toovercome a grosslyunreasonable feestructure.”DAVID SWENSEN, FUNDMANAGER, THE YALEENDOWMENT FUND,REGARDED AS ONE OF THEMOST SUCCESSFULPRIVATE EQUITY INVESTORS
 Pension funds todaydeliver around a quarter ofall capital for privateequity funds and are alsoraising their stakes inhedge funds. But many ofthem will look in vain forthe returns they havedreamed of.
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 Paris, 1328 mature private equity funds were analysed. This study concluded that“performance estimates found in previous research and used as industrybenchmarks are overstated.”12 Once again, spectacular private equity returnsseemed to be more myth than reality. Indeed, the authors found that “accountingvalues reported by mature funds for non-exiting investments are substantial” and thatthere is a “bias towards better performing funds in these data. After correcting forsample bias and overstated accounting values, average fund performance changesfrom a slight over-performance to a substantial underperformance of 3% per yearwith respect to the S&P 500”13.
 Other studies confirm that when the particular risks of private equity – not least thehigh degree of leverage in buy-outs – are considered together with its othercharacteristics, private equity investments actually substantially under-perform themarket on average14. Or as one of the most successful investors in private equity,David Swensen of the Yale Endowment Fund, has put it: “The large majority of buy-out funds fail to add sufficient value to overcome a grossly unreasonable feestructure.”15
 Compared to public equity and bond funds, it seems that there is a wide dispersion inreturns across private equity funds, with a huge difference between the top and thebottom performers. This is also what the consulting firm Watson Wyatt concludedafter studying the performance of private equity funds over the past 25 years: inshort, the best private equity managers may well be able to generate well-above-average returns but there is no evidence that the asset class as a whole outperformspublicly-quoted shares.16
 For those who have been in the investment and corporate restructuring business fora long time, there is really no magic about the buy-outs and the funds that performthem. Thus, a study by Citigroup argues that private equity is less about valuecreation and more about classic financial engineering. This argument is echoed byJeffrey R. Immelt, Chairman and CEO of General Electric, in a comment on buy-outdeals: “The vast majority only add value through financial rather than operationalimprovements.”17 The Citigroup study further shows that if pension funds andinsurance firms had borrowed money themselves and invested it in a basket ofcompanies in which private equity groups invested, they would have made higherreturns than even the best-performing private equity firms18.
 Furthermore, and as warnings in relation to the current buy-out boom getincreasingly prominent, it seems that the growth in fund size translates into adeterioration in investment returns. In other words the less money handled, thehigher the profits; in private equity, a new book argues, size is the enemy of returns19.One has to wonder, therefore, what the returns on the mega buy-outs that we haveseen of late will be.
 For hedge funds the picture is much the same. When public equity markets are in adownturn, these funds tend to outperform them. This is because their strategy isbased on making so-called ‘alpha’ returns that are not based on average marketperformance. But when the public markets are rising, hedge funds find it much moredifficult to stand out. Hence, in the last four years investors would have been betteroff investing in the equity market in long-term positions than investing in hedgefunds. Indeed, many hedge funds acknowledge themselves that they haveunderperformed.
 It seems fair to suggest that a great many investors will look in vain for the returns theydreamed of when they first approached a so-called alternative investment fund. As long
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Pension funds that believein independence betweenmanagers and ownerstherefore should not investin private equity andactivist hedge funds.
 Private equity and hedgefunds pose a risk to thefinancial stability of oureconomies and to long-term growth andproductivity. That is badnews for most of us butworst for those worriedabout ensuring that theirpensions make ends meetin 20, 30 and 50 years’time.
 “Institutions and theiradvisers are choosing tomove into a form ofinvestment that provideslittle real diversificationfrom equities over time;comes with higher risksbecause of leverage; hasfar less transparency than aportfolio of listed stocks –for which the institution hasto pay premium fees.”MICHAEL GORDON, CHIEFINVESTMENT OFFICER,FIDELITY INVESTMENT
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 as these investors were the super-rich and corporations with booming profits that wasless of a problem. But when they are the pension funds that are supposed to ensurethat ordinary workers can live in their old age, it becomes critical. And that isincreasingly the case. Pension funds on average deliver around a quarter of all capitalfor private equity funds and they are also raising their stakes in hedge funds. Yet, thelack of above-average returns is not the only thing that should worry pension funds.
 Investor’s gambles
 The first consideration for evaluating the attractiveness of an investment service –which basically is what institutional investors buy when they put their money intoprivate equity and hedge funds – is whether it is worth its price. The points abovewould suggest that private equity and hedge funds’ performance is far from that. Butthere is more to it. These funds are not just delivering average performance, they alsocharge huge fees for doing so. This has already prompted one of the biggest pensionfunds in the world, the California Public Employees’ Retirement System (CalPERS), tocriticise hedge fund fees for becoming too steep. According to CalPERS, its US$4.3billion hedge fund investments generated a return of 13.4 percent in 2006. That wasslightly ahead of the average US hedge fund return of 13 percent but just below the13.6 percent return of the S&P 500 that year20. Paying more for lower returns whileat the same time taking on more risk makes sense for no one. The inherent problem,which will be touched upon again later, seems to be that at the moment the feestructures of private equity and hedge funds tend to favour themselves rather thantheir clients.
 Investing in hedge funds and private equity may furthermore be against the interestsand principles of pension funds because it can get them involved in setting individualcompany policies, hence taking them out of the sphere of making neutralinvestments. This is obviously the case for leveraged buy-outs but is also the realitywhen hedge funds take activist shareholder positions, which increasingly is the case.Pension funds that believe in independence between managers and owners thereforeshould not invest in private equity and activist hedge funds. Even without suchprinciples, the strategies of making short-term returns at the expense of workersshould cause pension funds to stay away from the agents of financialisation. To nosurprise, this is exactly what the largest Dutch trade union, the FNV, has told its manytrustees in a manual on pension investments21.
 Betting on private equity, in particular, may further be against the long-term interest ofinvestors for a range of reasons. First of all, it shrinks the market that they usually dealin – that of publicly listed companies. In the first half of 2006 private equity firms in theUK raised £ 11.2 billion (US$22.4 billion) while ordinary corporations on the LondonStock Exchange raised £ 10.4 billion (US$20.5 billion). Indeed, the private equitypressure is so strong that the Stock Exchange shrank by £ 46.9 billion (US$92 billion)over this period, despite a rise in average stock prices. This prompted the UK’s FinancialServices Authority (FSA) to warn that “the quality, size and depth of public markets maybe damaged by the expansion of private equity. An increasing proportion of companieswith growth potential are being taken private and fewer private companies are goingpublic”22. The view is the same on the other side of the Atlantic. Here the losers of thisdevelopment are furthermore identified: “Any shrinkage of the public equity market willleave the average investor in increasingly less liquid and more expensive markets thanthose enjoyed by institutions and the wealthy”, said a report by a high-profile committeeof experts backed by Treasury Secretary, Henry Paulson23.
 As indicated already, private equity and hedge funds are generally associated withhigher levels of risks than most investments. These risks do not arise only from the
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“The default of a largeprivate equity backedcompany or a cluster ofsmaller private equitybacked companies seemsinevitable.”FINANCIAL SERVICESAUTHORITY, UK
 “The increasingly similarpositioning of individualhedge funds within broadhedge fund investmentstrategies is another majorrisk for financial stabilitywhich warrants closemonitoring despite theessential lack of anypossible remedies.”EUROPEAN CENTRAL BANK
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 activities of the fund managers; they are also linked to the general secrecy and non-transparency surrounding the industry. It suffers from a chronic lack of accountability,and that has serious implications for all stakeholders – not least investors. How, forexample, can you make performance comparisons when you have no realisticindications of the performance of the industry? Moreover, the present private equityboom seems to be based on a leverage mania that has already created a bubble.That is a fact that investors ignore at their peril. Finally, and as will be furtherillustrated in this report, private equity and hedge funds also pose a risk to thefinancial stability of our economies and hence to long-term growth and productivity.That is bad news for most of us, and worst for those worried about ensuring that theirpensions make ends meet in 20, 30 and 50 years’ time.
 This prolonged ‘silly season’ of insurance companies, pension funds and others rushingto put money in leveraged buy-outs has been summed up very precisely by the ChiefInvestment Officer of the US-based financial services company Fidelity Investment,Michael Gordon: ‘institutions and their advisers are choosing to move into a form ofinvestment that provides little real diversification from equities over time; comes withhigher risks because of leverage; has far less transparency than a portfolio of listedstocks – for which the institution has to pay premium fees’. Silly, indeed, it seems.
 ‘Crash, boom, bang’ on the horizon
 The continuously rising wave of leveraged buy-outs and speculative activities byhedge funds may come to a dramatic end sooner rather than later. As stated already,both phenomena are now so inflated that they appear to be bubbles. Lately, privateequity firms have been able to increase their leverage from levels of five to six timestheir actual equity to as much as eight or nine times, greatly increasing the stakesand the returns needed to pay off the debt. Indeed, it seems that the smartest guys inthe business have seen the writing on the wall – and, with Blackstone’s possibleentry on the public market in mind, have started to get out before the party ends.While the private equity managers might be tight-fisted when cutting deals, they havebeen generous in sharing their warnings: William Conway, the founder of Carlyle,recently emphasised the “very risky credit decisions” being made at the moment inorder to finance buy-out deals, warning that “the longer it lasts, the worse it will bewhen it ends.”25 And already a year ago, Stephen Schwarzman of Blackstone pointedout that “when it ends, it always ends badly. One of the signs is when the dummiescan get money and that’s where we are now”26.
 As money is cheap and private equity investment is in demand, general partners arebold and buy-outs are undertaken less and less cautiously. This raises the price of thecompanies that are taken over. Indeed, the FSA has calculated that the price-earnings ratio of UK deals to which banks committed capital rose from 11 times in2005 to 14 times in 2006 27. With higher prices for access to companies, privateequity must either believe that they have the prospects of doing more managerialalchemy or that they can turn up their financial engineering a notch. In particular, thelatter seems to be the choice in these days of vast amounts of low-priced capital. Theconsequence is not just that equity compared to debt takes up a smaller part of thedeals, from 30-40 percent a couple of years ago to 10-20 percent today, but alsothat the difference between debt and the earnings needed to repay this debt isbecoming bigger. Hence from 2001 to 2007, the average debt to earnings ratio ofcompanies taken over rose from six to more than eight, according to Standard &Poor’s. And the indebtedness is often even more extreme. The broadcasting companyUnivision, for example, was taken private with a debt burden of more than 12 timesits earnings 28.
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History has shown thatwhen leverage plays a rolein strong marketdevelopments it often endsbadly. And history mayvery well once again provethat it repeats itself.
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 It seems that the current private equity wave is driving up company valuations and sothe amount of leverage required to finance the deals. In itself this increases the riskof individual defaults and bankruptcies. But it also creates more volatility in marketsand poses widespread systemic risks and concerns. Excess liquidity might just bemoving from market to market, first affecting real estate – where major correctionshave already taken place, in the US for example – and then companies (or ‘equities’,as they are generally called in investment jargon). The cost of borrowing capital willeventually adjust upwards. When this happens asset prices will have to move downand most leveraged private equity players will be in trouble. Addressing both leverageand prices, the consulting firm Watson Wyatt has noted with some distress that“some prices have become totally disconnected from fundamental valuations (…)Private equity companies are taking on record levels of debt and easy credit has ledto leverage structures that are incomprehensible. Any significant hiccup in theeconomy is likely to cause major problems for a few privately financed and over-leveraged companies. In the short term, returns will probably suffer a correction.”29
 The International Monetary Fund (IMF) has similarly noted that “the increased use ofleverage, which is readily available from debt markets today, may increase defaultsamong private equity/LBO transactions, with economic and macroprudentialimplications.”30 The FSA has further warned that the present use of leverage meansthat “the default of a large private equity backed company or a cluster of smallerprivate equity backed companies seems inevitable.”31 That again may lead tosystemic trouble and complicated bail-outs by central banks.
 Hedge funds pose their own set of risks both to their investors and to financialstability more generally. That became very evident when the American fund Long-Term Capital Management (LTCM) crashed in 1998. Its investors and creditors wereonly rescued by a bail-out from the US Federal Reserve. In 2006, the hedge fundAmaranth similarly went into liquidation. A pension fund of employees in San Diegoreportedly lost US$105 million on this 32. Since the LTCM crash, hedge funds havebeen under increased scrutiny. In 2006, the European Central Bank (ECB) issued astark warning on their threats: “... the increasingly similar positioning of individualhedge funds within broad hedge fund investment strategies is another major risk forfinancial stability which warrants close monitoring despite the essential lack of anypossible remedies. This risk is further magnified by evidence that broad hedge fundinvestment strategies have also become increasingly correlated, thereby furtherincreasing the potential adverse effects of disorderly exits from crowded trades.”33
 In its Global Financial Stability Report released in April 2007, the IMF noted that“hedge funds may also contribute to increased or even extreme volatility in someinstances” and highlighted “the potential impact that the failure of a hedge fund (or agroup of funds) may have on major banks and brokers”. The IMF further pointed outthat “systemic risks regarding hedge fund activities primarily concern their potentiallynegative effects on systemically important regulated counterparties. Hedge fundsmay also act as transmitters or amplifiers of shocks initiated elsewhere.” Finally, theFund noted that “suggestions to require hedge funds to periodically disclose positioninformation (e.g., to the public, investors, counterparties, and/or supervisors) havebeen met with strong resistance from the funds” but that “from a financial stabilityperspective, efforts to develop standardized leverage and liquidity measures forhedge fund disclosure (to investors and counterparties) could be useful.”34
 But hedge funds merit attention not only because of their investing strategies andtheir facilitation of other types of market behaviour. Like the private equity industry,they have also become significant users of debt leverage. And they are set toleverage their operations even more in the near future. Broking estimates suggestthat for every 1 percent hedge funds pay out to their final investors, they need to

Page 26
                        

If the current leveragedbuy-out boom continues,the world will see fewerinnovative companies, ableto start technologicalrevolutions and enhanceproductivity as well asdrive forward economiesand create thousands ofjobs.
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 generate almost 2 percent internal returns, because their investment strategies arebased on making a very high level of transactions that all cost them varying fees andexecution charges. So in order to make double digit returns to investors – whogenerally expect this as a minimum due to the high costs and risks involved in theundertakings – hedge funds will have to achieve internal rates of return at more than20 percent. As many hedge funds invest in so-called spreads with relatively lowreturns, substantial leverage is needed to reach their targets. Furthermore, investorsalso expect hedge funds to out-perform the markets - if they did not do so, therewould be no reason to invest in these funds. But for the last four years, as alreadynoted, it is hedge funds that have been out-performed by the equity markets. So thepressure is on hedge funds to deliver. Owing to the nature of hedge fund activity, thismeans that they will probably leverage their investments even more than they arealready doing. This will create systemic risks such as higher levels of defaults withlosses to pension funds and other investors as a consequence. And, as with theleveraged buy-outs, it can create domino effects that spill over into other markets andinfluence employment prospects.
 That private equity and hedge funds are taking advantage of the cheapness of credit intoday’s debt markets is evident. And that they are doing so at great risk is becomingclearer day by day. Indeed, the risk ratings that are attached to debt – to some extentexpressing the expected likelihood of this debt being repaid – tell their own story. In2006, more than 50 percent of the loans tied to highly leveraged transactions involvedcompanies whose bonds or loan financing received a CCC rating, the lowest and mostrisky given to new financings, according to Edward Altman, professor at New YorkUniversity. He warns that a third of CCC-rated bonds default within three years ofissuance and that about 50 percent do so within five years. In his own words, “investorshave been accepting spreads far too low for the risk involved.”35
 The real bottom line of the present leverage mania of private equity and hedge fundsis the risk this poses to financial stability on one hand and to the sustainability of thereal economy on the other. Financial crashes and company bankruptcies are not faraway. They could be triggered by individual company or fund problems, mass defaultsof company bonds, inflation or rising interest rates. Indeed, history has already shownthat when leverage plays a role in strong market developments it often ends badly. Iffinancial regulators fail to act on the risks, if strong credit assessments are notperformed all around, and if companies fall short in stress-testing their leverage,history will once again prove that it repeats itself.
 In it for the long run?
 Just as the boom in private equity and hedge funds poses systemic risks to financialstability, the fundamental nature of private equity and activist hedge funds may also be athreat to long-term economic development at both the company and the national level. Atthe company level, this is linked to company-specific actions by management, newowners and activist minority shareholders. At the aggregate level of a nation or aneconomy, it is caused by both the effects of internal company priorities and by thefinancial impact the company and its owners have on the rest of society through taxation.Somewhat ironically, private equity firms argue that they should be considered long-term investors and moreover that by delisting the companies they take over, theyactually free them from the short-term reporting requirements that public listingsentail. Indeed, proponents of the private equity model tend to contend that it is moreefficient than the publicly listed model precisely because it can change the focusfrom quarterly returns to three, four or five year returns. Any case of private equitybeing short-term is therefore met with the response that it is significantly more long-term than the mainstream of big business.
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To eradicate poverty andto create the jobs neededfor an increasing globallabour force, the world isdependent on investmentsin education, research,technology and production.Yet, the overall rate of realinvestment in the world isfalling – from 23.8 percentof GDP in the 1980s to 21percent in the first fouryears of the newmillennium. With theincreasing dominance ofprivate equity firmslooking for quick returnsand leveraged buy-outswith huge debtcommitments, realinvestment might just fallbehind even further.
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 However, while the present obligation of publicly listed companies to report quarterlyearnings may be a burden and certainly often distracts them from ensuring theoverall sustainability of their enterprise, there is good reason to think that privateequity-owned companies and hedge funds that pursue an activist shareholder roleindeed become biased towards short-term priorities. There are two broad reasons.First, the fact that the companies have to be turned around within a couple of years,and that the sole reason for their existence has been reduced to delivering returns totheir owners, means that these factors will determine their strategies and actions. Asthe owners will be looking for a quick exit, managers will be under short-termoperational pressure. And the practice of private equity-owned companies paying outdividends at much higher levels than other companies, often even exceedingearnings, means that these companies will have fewer resources to invest in thefuture. Secondly, the often doubled, tripled or further multiplied debt burden thatcompanies end up with after leveraged buy-outs, means that all resources have to bemobilised to pay off this debt. It frequently means that they have to sell off otherwiseproductive assets or that they are simply left with trouble generating the revenuesthat are needed to repay this debt. Again, that can force them to ditch long-termstrategic imperatives in order to serve their creditors.
 As the current leveraged buy-out wave is still rising, and most companies have not yetbeen resold, the final verdict on whether they have continued to invest in their long-term future in the form of research, development and so on is still awaited. But themost plausible likelihood is that they have fallen far short. Since the fruits of R&D areoften not reaped until up to ten years after their seeds have been sown, and given thatoutsiders will always be poorly positioned to judge the long-term innovation potentialof an enterprise, there is not much reason for private equity-owned companies tokeep high levels of expenditures on R&D, let alone expand them. This means that theyundeniably will be less likely to invest in such activities. By not doing so, however,these companies may very well be less productive and competitive in the long-term –to the detriment of their employees, the local communities they are part of and theeconomies they contribute to. Nokia, for example, was originally a company thatproduced rubber boots and tyres. It also had a technology division, which later madethe company the leading producer of mobile phones and the centrepiece of the turn-around of the Finnish economy that has for years put Finland on top of severalrankings of countries’ competitiveness. But for almost two decades, this technologydivision only made losses. That division would probably have ceased to exist if thecompany had been owned by a private equity firm. It is just as obvious that if thecurrent leveraged buy-out boom continues, the world will see fewer innovativecompanies such as Nokia, able to start technological revolutions and enhanceproductivity as well as drive forward economies and create thousands of jobs.
 Furthermore, the short-term behaviour of private equity-backed firms also createsspill-over effects among other companies. Companies that should be valued by theirlong-term performance are distracted from attending to the fundamentals of theirbusinesses by the rationales that predominate among business and investors thesedays. “It is not easy to show vision and leadership with the overhanging threat ofcompetition from, or takeovers by, private equity groups”, an American CEO wasquoted in the Financial Times as saying 36.
 The lack of innovative R&D in the future will not only stem from shortcomings incompany investment and risk-taking. It will happen just as much becausegovernments will get lower corporate tax receipts and so have fewer resources toinvest in the factors that enable such companies to emerge: education, research,technological development and state-of-the-art infrastructure. Indeed, judged by theeffect private equity has already had on governments’ tax revenues – sharply
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When Warner Music waslosing money on a dailybasis, its new privateequity owners made it takeout a US$700 million loanout of which US$681million was used to paydividends to theshareholders and buy backa part of their stocks.
 The value of dividendrecapitalisations – themost direct form of valueextraction – has increasedmore than tenfold in thetime that the leveragedbuy-out wave has risen. Ina recent survey of largeprivate equity firms, 97percent of the respondentssaid that they expected tomake dividend recaps intheir portfolio companiesin 2007, and 75 percent ofthem planned to augmenttheir application of thisform of value extraction.
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 reducing the corporate income tax paid by the companies bought up and minimisingthe tax bills paid by the general partners of the funds – public investment will have tobe much lower in an era of financialisation and leveraged buy-outs. Unless, of course,someone else picks up the tab.
 The fundamental issue about whether financialisation gives priority to short-term orlong-term considerations is that both companies and nations increasingly depend oninvestments to stay competitive. The world as a whole is equally dependent oninvestments in education, research, technology and production to ensuredevelopment wherever it is lacking, to create the jobs that an increasing labour forcewill seek and to eradicate poverty. Yet, the overall rate of real investment in the worldis falling – from 23.8 percent of GDP in the 1980s to 21 percent in the first four yearsof the new millennium 37. With the increasing dominance of private equity firmslooking for quick returns and leveraged buy-outs with huge debt commitments, realinvestment might just fall behind even further.
 Milking, milking and milking
 Investments by private equity firms are about achieving as high returns as possible asfast as possible. The exit of a company – its resale, merger or public re-listing – isviewed as the main way of doing so. But private equity managers are becoming moreand more sophisticated and cynical in their ways of extracting values from thecompanies they take over. They increasingly find means to pay out dividends the sizeof their original investment while still owning the company. And they are ever moreoften seen engaging in other dubious acts to cash in on their new ownership, likecharging the companies they own large consultancy fees and lending theircompanies money at well above market rates.
 So-called dividend recapitalisations or ‘recaps’ are still the favoured way of milkingcompanies. They are performed by having the acquired company take on new debt,which is then used to pay out special dividends to the owners. This means that thedividend, in contrast to typical practice, comes from debt instead of earnings. And itmeans that the debt is used for rewards to the owners rather than investment –again, in stark contrast to sound corporate behaviour and grossly exploiting thefavoured tax treatment that corporate debt receives, precisely because it is meant tobe used to enhance investments.
 The list of cases where private equity firms have cashed in on their investments veryearly through dividend recaps is long. And the numbers are staggering. In late 2004,when Warner Music was losing money on a daily basis, its new private equity ownersmade it take out a US$700 million loan out of which US$681 million was used to paydividends to the shareholders and buy back a part of their stocks 38. And Intelsat,once a government-owned company facilitating TV images through satellites, took onnew debt in 2005 to pay out US$548.8 million in special dividends to the consortiumof private equity firms that had acquired it with the use of US$515 million of their ownmoney a couple of years earlier 39.
 Very often such dividend recaps cripple the companies with debt to an extent thatforces them to fire many of their workers or simply makes them go broke. In 2000,for example, Bain Capital purchased the American company KB Toys in a US$300million deal through an equity investment of only US$18.1 million. Less than a yearand a half later, a dividend recap was used to pay the owners and several KB Toysexecutives US$120 million. Not long after that, the company filed for bankruptcyprotection and nearly a third of its employees lost their jobs 40. One would think thatsuch value extraction and asset stripping of companies that then go bankrupt wouldbe illegal. But in most countries it is apparently fully legal.
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“How will private-equityfirms continue to makemoney by just flipping andflipping and flipping? They’llmake it on fees, fees, fees.”WARREN BUFFET,FOUNDER, BERKSHIREHATHAWAY
 27
 The value of such dividend recapitalisations has increased more than tenfold in thetime that the leveraged buy-out wave has risen. In 2002, their volume was US$3.9billion, according to Standard and Poor’s. In 2005, it was US$40.5 billion. For the firsthalf of 2006, the use of such recaps was reportedly up another 23 percent comparedto the same period in 2005. And in a recent survey of large private equity firms, 97percent of the respondents said that they expected to make dividend recaps in theirportfolio companies in 2007 while 75 percent planned to augment their application ofthis form of value extraction 41.
 Other milking techniques, as mentioned above, include management andconsultancy fees as well as shareholder loans. As the private equity firms that takeover the companies not only often appoint new management but also often have theirown employees work on the restructuring and financial engineering of thesecompanies, they have found it natural to charge the companies large sums for suchwork. Hence, after Blackstone had acquired Celanese, a German chemical company,they charged it US$64 million in 2004 for their advisory services, followed by US $ 45million in 2005 42. With regard to shareholder loans, an investigation by the Danishtax authorities found that Danish companies that had been taken over by foreignprivate equity firms took up loans from their new owners at rates that were twice ashigh as normal bank loans 43. They furthermore discovered that the large sums thatwere paid out in dividends to the private equity firms were often returned to thecompanies as loans. The latter trick is attractive because of the tax deductibility of theinterests paid on such debt. In the end, it too adds to filling the pockets of the fat catsof private equity – this time at the expense of ordinary taxpayers.
 Club-deals, insider trading, management disloyalty and other moralhazards
 While the milking of companies outlined above might not fall under criminal law in mostcountries, it is certainly close to that. And there is good reason to be concerned about theway that the buy-out groups are able to exploit debt markets, and the companies theywin ownership over, to reward themselves. So while these practices are often legal, they,and a range of other aspects of private equity that will be covered in the followingsections, do indeed relate to corporate governance and prudential rules as well as otherhard and soft regulations for running businesses and operating in financial markets.
 A range of the largest American private equity firms – including Carlyle and KKR –are under investigation by the US Justice Department for their participation in ‘clubdeals’. Such deals arise when firms come together to make joint bids and buy-outs.As deals have been getting bigger, the practice of making club deals has becomemore frequent. Most private equity firms, in spite of the growing size of the funds theymanage, are still unable to perform the largest deals alone. Out of the ten largestdeals in the US in recent years, eight have been club deals involving several players.The value of these deals reportedly totalled more than US$270 billion and covered630,000 employees 44. Club deals, however, have not come under scrutiny becauseof their size or the number of jobs that they put at risk. Rather, it is because they areseen as reducing the competition for a company and hence the price paid for it.Indeed, the Justice Department investigation into these companies concerns whetherthey have formed their bidding groups in order not to compete against each otherand so hold auction prices down 45.
 Another serious issue related to private equity firms is whether their deal-makingcreates abuse of information. Such abuse, otherwise known as insider trading, canbe performed by both the firms pondering whether or not to bid as well as by othermarket actors investing in shares and other products. The UK’s Financial Services
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 Authority ranked market abuse as the highest, most significant and widespread riskassociated with private equity in its 2006 assessment of this subject. It noted that“the significant flow of price sensitive information in relation to private equitytransactions creates considerable potential for market abuse. This flow is increasingas the complexity of the transactions grows and more parties become involved. Theinvolvement of participants in both public and private markets and the developmentof related products traded in different markets, e.g. CDS (Credit Default Swaps) onleveraged loans, increases the potential for abuse. (…) we have identified the biggestrisk as the potential for the leakage of information. This risk exists because of thelarge number of individuals involved in private equity deals and because not allparticipants will be successful in their proposed participation.”46
 Similarly, and intimately linked to the question of who holds what information, theissue of management loyalty has been raised in several private equity deals. Theissue arises because the executives, who are supposed to serve the present ownersof the companies they work for, often have personal interests in a takeover or aleveraged buy-out. Such problems of loyalty occur when the management is offered ahuge personal bonus to be paid once the deal is closed or, as is also seen, when theyare included in the group of investors buying the company. It does not seemfarfetched to speculate that this is done to neutralise any possible opposition to atakeover from the target company’s top executives. Indeed, some governments havealready highlighted this possible conflict of interest between executives and theshareholders whose interests they are obliged to look after, and proposed ways ofovercoming it – for example by banning agreements on stay-on bonuses betweenexecutives and bidders before any deal is closed 47.
 More generally, it seems that the boards of directors of companies becomeincreasingly irrelevant when they are taken over by private equity firms. This goesagainst all traditional assumptions of good corporate governance, which are based onthe premise of an active and independent board. The division of roles betweenshareholders and management – the owners of capital and its employers – isfurthermore fictional when owners are private equity firms. Such firms are in aposition to gain considerable influence over company management, but withouthaving to face the requirements of accountability that are in place for public listedcompanies.
 Within private equity funds themselves – and hence between general partners andlimited partners, i.e. the managers of the money invested and the investors – anotherset of conflicts and moral hazards also exist. These regard the fee structure and theallocation of risk, which both fundamentally favour the general partners. As shown inthe first chapter of this report, a fund manager loses nothing from a failing fund andwill often have an interest in taking a loss in a position as quickly as possible if itappears to be non-profitable. Or as Warren Buffet, the founder of Berkshire Hathawayand probably the most successful investor ever, has said: “How will private-equityfirms continue to make money by just flipping and flipping and flipping? They’ll makeit on fees, fees, fees.”48
 Bearing the brunt of risks and cuts – workers under private equity
 One of the most contested aspects of private equity is its impact on jobs. Wheneverworkers and their unions tell of how companies taken over by private equity firms cutjobs, put pressure on wages, remove benefits and impair working conditions, theprivate equity lobby is quick in responding that overall its members createemployment and do so at a faster rate than other firms. But even if that were true,aggregate employment creation says nothing about the quality of jobs and
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 employment relations or about developments in remuneration and workingconditions.
 At the national and international level, the facts regarding private equity’s quantitativeeffect on jobs are so far limited. Most studies on the issue, furthermore, havemethodological problems and are far from independent. When the studies arecommissioned by the private equity lobby itself, the results seem predisposed to findresults that reflect well on private equity. As they often fail to distinguish betweenventure capital for start-ups and money that goes into buy-outs, or they mix ‘organic’,real employment growth with that of mergers and acquisitions, their numbers do notrespond to what the issue is all about: whether private equity-backed buy-outs createnew jobs or reduce them. One detailed analysis of 1,350 buy-outs in the UK between1999 and 2004 found that the answer could be both ‘yes’ and ‘no’. On average, allthe companies cut jobs in the first year after the takeover. In the longer run, however,around two thirds of them added jobs throughout the time that they were privatelyheld, while around one third of them cut jobs in that period. The job cuts were themost severe – reducing the workforce by 18 percent over the six year period – incompanies where the new owners brought new management with them. Incompanies where the management stayed the same, the workforce grew by 36percent between 1999 and 2004 49.
 In their effort to extract value from companies and ensure that they can get a higherprice for them than they paid, private equity managers can basically do one of twothings: sell off non-core assets and reduce activities, which would mean cutting staff,or increase cash-flow by expanding activities, and consequently taking on newemployees. So the fact that some private equity owned companies can showemployment growth should come as no surprise. Neither should the statisticspresented by the industry groups. First, such statistics include all capital held byprivate equity firms, including venture capital. Secondly, private equity firms – diligentin analysing the perspectives for profit-making as one would expect – naturally onlyinvest in companies they believe they can make more valuable.
 However, private equity-backed companies generally embark on tight cost-cuttingstrategies once they have been taken over. The impact is felt by the workers whohave to do more for less. As the buy-out groups target companies they believe theycan make leaner and fitter – where they see a potential for cost-cutting, optimisingand organisational restructuring – reducing employment costs in such companies isa predictable outcome. The fact that the companies have to pay off debt quickly onlyadds to the urgency of squeezing the workers who remain on the payroll. Indeed, thestudy of 1,350 buy-outs referenced above found that the wages of the workers inthese companies grew at a slower rate than wages in other companies. On average,a worker in one of these companies had a relative loss of £ 83.70 (US$167) a yearcompared to similar firms with traditional ownership. Where the new owners installednew management, the relative loss per worker was £ 231.35 (US$460) a year. Thestudy also found that the bigger the firm taken over by private equity, the greater thedownward pressure on wages 50. Individual workers and their unions can tell of yetmore stringent job and wage cuts.
 Downward pressure on wages, conditions, pensions and other benefits
 > Soon after the UK’s Automobile Association was taken over by CVC and Permira in2004, the company reduced its workforce from more than 10,000 to 7,000. Today,the AA is severely under-staffed and workers are forced to take on extra shifts aswell as forfeit or postpone their annual leave 51.
 > Eircom, the largest Irish telecommunications provider which was taken private in a
 Private equity backedcompanies generallyembark on tight cost-cutting strategies oncethey have been taken over.The impact is felt by theworkers who have to domore for less.
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 club deal in 2005, is reported to have slashed all investment in training after thetakeover.
 > In Germany, the bathroom and kitchen producer, Grohe, was re-sold to new privateequity owners in 2004. Soon afterwards, it announced that half of its jobs inGermany would be cut. At the end of the restructuring, and after the local union hadput forward serious alternatives, the cuts were less severe yet still totalled 770 52.
 > After Intelsat had been acquired by a consortium of private equity firms in 2001,labour costs were quickly slashed. Between June 2004 and September 2005alone, the workforce was reduced by 18 percent. The company moreover refusedto honour retiree medical benefits, claiming that they were not obligated to fulfilpromises made by the previous owners. The company was subsequently taken tocourt and is presently giving major concessions in a settlement with the retirees 53.
 > Gate Gourmet, which was taken over by TPG, has seen its workforce decline from26,000 to 22,000. Its permanent staff works under the threat of being maderedundant and temporary workers are frequently engaged. Workers on sick leaveand holiday have often been sacked by letter only 54.
 > Less than an hour after acquiring Airwave, the company that provides the digitalradio network for UK emergency services, in a £ 2 billion (US$4 billion) deal, thenew private equity owners announced that they were scrapping the existing,guaranteed benefits pension scheme 55.
 The cost-cutting of private equity firms is not limited to the companies it takes placein. It spills over into publicly listed companies and hence creates waves of layoffs andwage-pressure outside the private realm. Hence, these days it is not uncommon tosee companies eliminating jobs as well as taking on additional debt, just to hold offprivate equity bids. Often though, the buy-out groups still catch them and then morecost-cutting, including layoffs, is on the agenda.
 Whether an individual company that has been taken over in a buy-out creates or cutsemployment, whether it allows normal wage developments or squeezes them,whether it invests in its workforce or exploits it as much as it can, private equity isfundamentally a worker-hostile business model. With asset stripping, quick-flips andother ways of rapidly ensuring high returns as its main strategies, it has no interest ininvesting in its employees, no need for employer-employee partnerships, and noreason to provide anything but the minimum with regards to wages, benefits andconditions. In its highly hazardous games of financial engineering, which greatlyincrease the probability of bankruptcies, it is workers that bear the main risk. Whenprivate equity-backed companies crash, their owners will almost always haverecouped at least their initial investments by having taken what they could of thecompanies’ revenues before the collapse. Workers, on the other hand, stand to losetheir job, their income and any pension and healthcare plan that may have come withit. Paul Myners, a former chairman of Marks and Spencer, captured the risk-and-reward relations of the private equity model very well when he said: “The one partythat is not rewarded is the employees, who, generally speaking, suffer an erosion ofjob security and a loss of benefits.”56
 Invisible employers, lack of information, no consultation – industrialrelations under private equity
 Today, almost 20 percent of those working in the UK’s private sector are estimated tobe indirectly employed by private equity firms. In France, it is around 9 percent and inDenmark 4 percent. In effect, the largest private equity funds have emerged as the defacto employers of hundreds of thousands of workers, placing them among theworld’s largest employers but without them acknowledging any employer
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responsibilities. Bain Capital owns companies that employ 662,000 people, KKR’sportfolio companies have 540,000 people on the payroll, for Blackstone the figure is350,000, for TPG it is 300,000 and for Carlyle it is 200,000 57. Private equity isindeed changing the face of industrial relations for many workers – unfortunately inways that cause a deterioration in traditions of social dialogue that it has takendecades to establish. On the one hand, workers face invisible employers that show nointerest in dealing with them or informing them of what is happening to theirworkplaces. On the other, they encounter increasingly cynical and harshmanagement practices that exploit them to the fullest as well as managers thatopenly admit to being hostile to trade unions.
 When companies are taken over by private equity firms, their workers are generallysidelined without any information or influence on the deal. Their new employers areinvisible to them and though the deal may change their working life, they are left inuncertainty about their future. This is basically against the principles behind the rulesthat govern transfers of ownership in most countries. In the EU, for example, theAcquired Rights Directive 58 is intended to ensure continuity of employment terms andconditions in the event of a takeover. The Directive and national regulation, such as theUK’s 2006 Transfer of Undertakings (Protection of Employment) Regulations (also knowas TUPE), require prior disclosure of relevant information to employee representatives,prior consultation with employee representatives, and protection of the individualemployees affected. But such rules do not apply in the event of a wholesale transfer ofshare ownership. This means that private equity buy-outs are not treated as a changein ownership affecting industrial relations. And it means that private equity firms canevade any employer responsibility in a collective bargaining process. As pointed out bythe International Union of Food Workers (IUF), a global union federation, some of theworld’s largest de facto employers “now inhabit a parallel universe where many of thekey aspects of industrial legislation do not apply.” 59
 Furthermore, workers and their representatives are often met with corporate bullyingand grand-scale union-busting after being taken over by private equity firms. Theworking environment and the relations between employees and managers havedeteriorated in many companies following buy-outs. Sometimes, particularly whenthe new owners have demanded substantial layoffs, managers are reported to haveengaged in harassing the most vulnerable workers in their workplaces. TheAutomobile Association is, according to the UK’s GMB trade union, a case in point.While the experiences from individual cases are grim, academic research shows thatsuch experiences are not isolated but rooted in general management approaches tounions. Hence, a study of buy-outs in the Netherlands and the UK found that thenumber of companies recognising unions fell after such takeovers. It moreovershowed that only 6 percent of Dutch managers and 10 percent of UK managers inthe sample of private equity-backed companies had a positive attitude towardsunions, and that 40 percent of the managers in the private equity-backed companiesin the UK had a negative stance on unions 60. The Work Foundation, an independentLondon-based think tank, takes these findings to “imply that derecognition [of unions]was at the very least one motive for going down the private equity route.”61
 Aggressive tax planning at the heart of the model
 As has been shown in previous parts of this report, the transition of private equity froman alternative to the more mainstream investment class has been triggered by lowinterest rates and excessive use of debt leverage. Intimately linked to this is the taxtreatment of debt and the fact that many companies that have undergone leveragedbuy-outs have reduced their tax payments substantially. This means that a great part ofthe extra costs of taking on additional debt is covered by such tax deductions.
 31
 “The one party that is notrewarded is the employees,who, generally speaking,suffer an erosion of jobsecurity and a loss ofbenefits.”PAUL MYNERS, FORMERCHAIRMAN OF MARKS ANDSPENCER
 When companies are takenover by private equityfirms, their workers aregenerally sidelined withoutany information orinfluence on the deal.Their new employers areinvisible to them andthough the deal maychange their working life,they are left in uncertaintyabout their future.
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Scrutinizing the records ofseven large companiesthat had been taken overby private equity firms, theDanish Ministry of Taxationfound that they reducedtheir tax payments bymore than 85 percent afterthe takeovers. It estimatedthat it is presently losingaround DKK 2 billion ayear in public revenuebecause of the aggressivetax planning of privateequity firms, and that if itrefrains from acting, theselosses will rise to DKK 15billion a year – equal to 25percent of the total incomefrom corporate taxation –in a couple of years.
 “It is not hard to create jobsand create growth, if thecompany taken over by anequity fund doesn’t pay tax,while its competitors do. Thatdoesn’t impress me.”KRISTIAN JENSEN, MINISTEROF TAXATION, DENMARK
 32
 Interests paid on debt are tax deductible in most jurisdictions because they are seenas a business expense that allows the enterprise in question to operate, hire peopleand invest in the future. In leveraged buy-outs, however, debt is used for the solepurpose of acquiring a company – that is, the transfer of ownership and not thecreation of any economic value, production or employment. This is possible becausein most countries it is possible to establish joint taxation or tax consolidation betweena holding company and the company it acquires in a buy-out. The consequence isthat a company can in effect be bought with its own money, that company taxation isseverely reduced (particularly in cases where the debt financing comes from abroadand the new owners are based outside the acquired company’s country of residence)and that countries’ tax bases are eroded.
 While there is much anecdotal evidence of the aggressive tax planning of companiesthat have been taken over by private equity firms, there is so far a lack of studiesdocumenting the macroeconomic effects. However, an ongoing investigation by theDanish Ministry of Taxation shows the alarming effect that leveraged buy-outs canhave on public finances. Scrutinizing the records of seven large companies that hadbeen taken over by private equity firms, the ministry found that they reduced their taxpayments by more than 85 percent after the takeovers. In the year of the buy-outthey collectively paid DKK 2.4 billion (US$420 million) in corporate income tax. In thefirst year after the buy-out, this was reduced to DKK 400 million (US$70 million). Itfurther found that at least one of the companies would have a tax refund because ofthe increased debt interests that it was now servicing 62.
 Before releasing these results, the Danish Government had already estimated that itwas losing crucial tax revenue due to the tax avoidance of foreign private equity firms.Hence, in the early part of 2007 it said that its analyses showed that “a range ofprivate equity funds are carrying out tax planning with an aggression beyond what hasso far been experienced, and in reality do not pay Danish company income tax.” 63
 And it stated that it would have none of it. The Government estimated that it waspresently losing around DKK 2 billion (US$350 million) a year in public revenue andthat if it refrained from acting, these losses would rise to DKK 15 billion (US$2.6billion) a year – equal to 25 percent of the total income from corporate taxation – in acouple of years. In January 2007, the Government – one that is made up ofconservative and liberal parties, and in general is considered to be very businessfriendly – therefore proposed legislation to curb private equity’s abuse of Danish taxrules. And in April 2007, it announced that it had reached agreement with its coalitionpartner about amendments to the existing legislation in this area 64. The newlegislation may be adopted already in the summer of 2007. It will mean that the debtdeductibility of interests is limited to companies of a given size – in practice only the1,000 largest companies in the country – in a way that hurts only the mostaggressive tax planning companies. The Government believes that with thislegislation it will hit the buy-out groups in the heart of their operations and that theywill therefore look to other countries in the future. Addressing a group of national andinternational private equity funds who argued that they were creating jobs in thecountry, the Minster for Taxation, Kristian Jensen, replied sharply: “It is not hard tocreate jobs and create growth, if the company taken over by an equity fund doesn’tpay tax, while its competitors do. That doesn’t impress me”. He went on to say that“the more aggressive tax planning pushes our legal boundaries, the greater thepressure will be on politicians to act and to stop it through ever more detailedlegislation.”65
 The German Government has also noted the problem of diminishing corporate taxrevenues and has started the preparation of similar legislation to tighten the lawregarding deductibility of debt. The proposal underway in this country is said to be
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 even stricter than the Danish one, capping the interests that can be subtracted fromearnings at a much lower level. In the UK, the authorities are looking into this area.Hence, in March 2007, the Economic Secretary to the Treasury, Ed Balls, said that thepresent taxation of private equity firms was “giving these arrangements a taxadvantage that is inconsistent with the principle that interest is a business expense”,and announced “that the Government will review the current rules that apply to theuse of shareholder debt where it replaces the equity element in highly leverageddeals in the light of market developments, to ensure that existing rules are working asintended.”66 Similar investigations and reviews have been announced in othercountries where private equity has been on a shopping spree, including Australia.67
 Similar to the issue of corporate taxation of private equity owned companies is the taxtreatment of managers of private equity and hedge funds. As mentioned in the firstchapter of this report, these managers have a major part of their earnings – thestandard 20 percent ‘carried interest’ they charge on returns above certainthresholds – taxed at the low capital gains rate, not the higher income rate. In the US,this means that they get away with paying 15 percent tax instead of 35 percent. Inthe UK it has been reported that managers get away with paying just four to fivepercent tax on income that runs into millions.68
 Legal experts are increasingly concerned by the inequities and anomalies of thissituation. Victor Fleischer, associate professor at the University of Colorado LawSchool, notes that “private equity fund managers are managing the fund and puttingup only small amounts of capital themselves and yet the returns from their labourincome are treated as capital gains. So that’s an anomaly in the tax system. Whenyou perform services you normally get taxed at ordinary income rates, and so wehave some of the very richest laborers in our country being taxed at a low tax rate.”69
 Regulators have also started looking into this subject. Hence, the US AssistantTreasury Secretary for Tax Policy, Eric Solomon, has confirmed that both the Treasuryand the IRS are looking into the tax treatment of hedge funds, and US Congressionaltax committees are doing the same with regards to private equity managers.70
 Public services and utilities at peril
 In the first chapter of this report it was pointed out that private equity firms haveincreasingly set their sights on state-owned companies and other providers of publicservices and utilities. During the last ten to twenty years, large numbers of suchcompanies have been fully or partly privatised. They often still operate in somewhatmonopolised markets that require regulation to keep monopoly power in check and toensure that service commitments are maintained. However, the transfer of ownership ofsuch companies to private equity firms, whether this happens as a first privatisation oris a second or third sale after privatisation, creates a series of conflicts and possibleproblems for the societies these companies are meant to serve.
 First of all, there is a clash between the stated long-term priorities of the serviceproviders and the short-term interests of the new owners. The private equity firm, asin the case of other types of companies it takes over, will be motivated to take outsignificant parts of the company’s revenues in order to reward its investors and to payoff the debt that it has used to acquire it. Under other circumstances such revenuescould have been used to finance re-investments, to lower prices or to improve thequality of the services delivered. As the company is also likely to take on further debt,in the future it will generate fewer funds for further investment and so receive a lowercredit rating, making any loans it needs for expanding operations more expensive. Inconsequence, and as the logic of the new owners would also dictate, increases inprices paid by consumers are likely to occur.
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In their report ‘Hedge Funds and Private Equity – A Critical Analysis’, the Party ofEuropean Socialists (PES) has further shown that the short-term concerns of buy-outgroups and the long-term development focus of infrastructure operators collide inother areas too. These include research and development, training and investment instaff and pricing strategies 71. Several of these conflicts are the same as in othertypes of companies taken over by private equity firms. However, when it comes toother types of companies, it is primarily the workers within the company that lose outfrom the prevalence of short-term profit-making. With regard to providers of publicservices, utilities and infrastructure, in addition to the workers it is all the people whodepend on these in their daily lives. The inherent contradiction between the purposeof public service providers and the interests of private equity firms means that theyare a fundamentally incompatible couple. But as they can be extremely lucrative toinvestors, fund managers increasingly put their weight behind such forced marriages.
 The risky walk on eggshells
 The private equity and hedge fund wave is still rising. 2007 will see more leveragedbuy-outs than 2006, which itself was a record year. Hedge funds are similarly leavingthe alternative investment domain to become mainstream asset classes of appeal toall kinds of institutional investors. That the wave will come down at some point seemsinevitable. After all, it is not the first time history has witnessed leveraged buy-outs.And history shows that this phenomenon indeed is highly cyclical. The question is not‘if’ it will come down but ‘when’ and ‘how’. Will it be when the investment communityrealises that most funds, whether in private equity or in hedge funds, are asdelusional as the emperor with no clothes? When the damage to workers andsocieties has become so detrimental that politicians and regulators have to act? Orsimply when the bubble bursts? As has been shown in this chapter, that might wellhappen sooner rather than later. And it might be with a crash rather than a softlanding.
 Ironically, it might very well be the perceived success of private equity and hedgefunds that brings them down. Currently, their investments are extremely demand-driven. Money is pouring into the funds and their main difficulty seems to be findingopportunities to invest this new capital. Because of their fee structures, fundmanagers themselves will not cut back their deal-making. For every deal that ismade, whether profitable or not, their income goes up. This is pushing up prices forcompanies and means that deals in the future will be less valuable. Indeed, thereseems already to be an increasing phenomenon of private equity firms targetingcompanies in industries such as airlines and automobiles that appear highly unlikelyto deliver the kind of returns these investors are looking for. Combine this acquisitionmania, the higher prices that are being paid and the lower profitability of the dealswith the levels of leverage presently being undertaken and the crashes cannot be faraway. And the longer the crashes are kept at bay, the greater will be the pressure onlabour, supply chains and the environment. All parts of the businesses will have to gofurther in their cost-cutting. All workers will have to deliver more for less.
 No one is waiting or hoping for a crash. But if private equity and hedge funds are notregulated adequately it will become a reality. Policies must address the externalitiesas well as the deliberate exploitation by these protagonists of today’s financialisationbefore such a crash takes place. Regulation must roll back the systemic risks theypose to financial stability, the way they undermine long-term economic development,and the social injustices they are responsible for in our economies and societies. Thenext chapter of this report sets out how this can be done.
 34
 Regulation must roll backthe systemic risks theypose to financial stability,the way they underminelong-term economicdevelopment, and thesocial injustices they areresponsible for in oureconomies and societies.
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Policies and Regulation
 In spite of the recent explosion in private equity and hedge funds, the assetsand amount of money they control and the people they ultimately employ aswell as the growing influence they have on our economies and societies,these funds still operate in a policy and regulatory vacuum. Indeed, theirincreasing popularity over the last decades has owed a lot to this situation,as it has meant that the funds and the companies they acquire have beenmore or less ‘hands off’ for regulators and policy makers. Yet more directlyfocused, tougher policies and regulation are needed to handle the manyrisks, problems and challenges related to private equity and hedge fundsthat have been outlined in the previous chapters of this report. A paradigmshift in policy and in legislation, which ensures that the so-called alternativeinvestment industry is no longer unregulated, is needed. Private equity andhedge funds must play by the same rules as everybody else.
 Hard regulation is necessary – for hedge funds, for private equityarrangements and for other actors that replicate their activities. The funds,their investors and their owners will never succeed in regulating themselvesadequately through voluntary codes of conducts and the like, although theseare now emerging in both Europe and the US, for example on disclosure andtransparency. While both the US Treasury and the Council of financeministers of the European Union have welcomed such initiatives, they arewrong to argue that a soft, self-regulatory approach is sufficient, for hedgefunds at least 72. Only government regulation will be able to curb theexternalities of these investment activities. The industries themselves willnever address the prevailing pressure for destructive and unsustainable ratesof return. And they will not find ways to channel financial resources intoproductive, long-term investment which can benefit society as a whole. Theywill never do what is needed: propose new, innovative regulation thatincludes measures to discourage quick-flips, ensures greater transparencyand public reporting requirements, puts limits on the current debt andleverage extravaganza, ensures that tax rules are fair, and makes the fundsmeet their obligations as employers of thousands of people. Onlygovernments and their regulatory bodies can do what is necessary andneeded. And that is long overdue. 73
 Transparency
 The transparency of private equity and hedge funds is an overarchingpriority which is fundamental to all the following issues requiring newpolicies and regulation. Without markedly more transparent workings of theso-called alternative investment industry, regulatory concerns regarding
 35
 III. Changing course:recommendations for asounder, more equitableeconomy
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There must be a levelplaying field betweenprivate equity and hedgefunds and other, moretraditional collectiveinvestment schemes withregard to reporting onperformance, investmentstrategies, riskmanagement models, debtlayering, fee structuresand the incentivemechanisms of theirmanagement.
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 financial stability, taxation, corporate governance and workers’ rights will not be met.Such transparency and disclosure must include both the funds themselves and thecompanies they remove from public stock listings. Private equity and hedge fundshave benefited from operating in the shadows but in view of their growing influenceon our economies and societies, there needs to be a limit to their secrecy.
 There must, first of all, be a level playing field between private equity and hedgefunds and other, more traditional collective investment schemes with regard toreporting on performance, investment strategies, risk management models, debtlayering, fee structures and the incentive mechanisms of their management.Minimum reporting standards are required to ensure both accountability and a higherdegree of consumer protection. Investors – not least pension funds – should be ableto assess and compare financial returns and risks of the different types of funds.Hence, disclosure does not just concern supervisors and regulators but also thegeneral public.
 > Private equity funds in particular should report on the assets that they are holding,making it clear what these are and disclosing key economic, financial andemployment data about them. This would mean that both the funds and theirassets are removed from the opacity they currently operate in.
 > In economies where hedge funds are still operating under different jurisdictions –such as in the EU – a unitary category for onshore funds should be established,including a common minimum investment threshold, thus ensuring a harmonisedframework for these funds. In the US, Congress should restore full ERISA 74
 coverage of hedge funds and give the Securities and Exchange Commission (SEC)clear power to regulate hedge funds as it regulates other forms of moneymanagement. Similar rules and regulations are needed elsewhere as well.
 > Companies that have undergone private equity buy-outs and hence have beentaken off public stock listings should not, past a certain size, be exempt fromreasonable reporting requirements. Hence, governments and other regulatorsshould extend the disclosure obligations of listed companies to all large privatecompanies, which in practice should be determined by turnover and employmentlevels. As certain reporting requirements for listed companies – such as theobligation to produce quarterly reports – may themselves encourage detrimentalshort-term perspectives, regulators should consider reviewing such requirementsto make them more consistent with their intended objectives.
 Financial stability and systemic risks
 The growth of private equity and hedge funds, and particularly their level of leveragethrough debt, means that they no longer only pose risks to individual investors butthat their activities contain systemic risks that stand to have severe effects onfinancial markets. As pointed out in previous parts of this report, there is a risk thatthe current buy-out boom will drive equity valuations and debt leverage up to levelsthat will create volatility in markets. Many leveraged players whose exposure hasgrown substantially are already at risk. Their losses could be vast and would haveserious consequences for investors, employees and many more.
 Today, these asset classes represent a potent threat to the stability of the widerfinancial system. This is another reason why it is unacceptable that these funds areallowed immunity from proper public oversight. Financial regulators have alreadywarned that both private equity and hedge funds pose systemic risks to financialstability, yet so far they have not proposed effective solutions to counter this risk. The
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Regulators and policymakers should not onlyconsider reportingrequirements on the use ofdebt, but should alsodevelop ways to put limitson the permitted level ofleverage in deals andoperations.
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 investment policies of private equity and hedge funds should generally be regulatedaccording to prudential rules aimed at both financial market stability and long-termasset value creation. This means that disclosure requirements should be designedaccordingly and that there should be limits to the leverage that funds can take on.
 > First, due to the vast and reckless use of debt to fund their activities, it is necessaryto increase the regulatory oversight applying to the private equity firms. Centralbanks – such as the Federal Reserve in the US and the European Central Bank –should regularly report on the overall exposure of the banks within theirjurisdictions to leveraged investment activities of private equity and hedge funds.Private equity funds should report on the consequences that different economicand financial developments could have on the operational sustainability andemployment obligations of the companies they own.
 > As a general way of countering the systemic risks to financial market stability thatare exacerbated by the opacity in which private equity and hedge funds operate,governments and Central Banks should establish a ‘Basel III’75 agreement coveringthe non-banking sector. By limiting the levels of leverage such funds can take on,this would lower the likelihood of them defaulting and hence going bankrupt.
 > With respect to hedge funds, it is crucial to monitor their extensive use ofderivatives. As a rather restricted number of prime brokers – about ten majorinvestment banks – provide leverage for hedge funds, this can be done byrequiring such brokers to periodically provide full disclosure of their exposure todifferent categories of financial risks.
 > In relation to leverage, regulators and policy makers should not only consider reportingrequirements but should also develop ways to put limits on the permitted level ofleverage in deals and operations. Directly, this could be done by simple rules requiringthat a specific part of a takeover bid or investment consist of equity. Indirectly, as will beshown in the next part of this chapter, it could be done by tax rules.
 Taxation
 Tax rules and regulations have been central for the emergence, growth and activitiesof private equity and hedge funds. Such rules and regulation presently favour the useof debt compared to equity in financing company takeovers and activities, andprovide very generous terms for the managers and general partners of such funds. Inconsequence, the explosion of private equity but also hedge funds risks underminingmany national tax systems and the government revenues that these generate.Indeed, as shown above, some governments have calculated that they will lose up toone quarter of the proceeds from company income taxes if private equity funds areallowed to continue to grow and operate as they presently do. Tax rules can be usedto constrain the loss of public revenue due to private equity and hedge funds as wellas to limit some of the negative aspects of leveraged buyouts discussed in theprevious section.
 When designing tax regulation in relation to financialisation it is important todistinguish between the taxation of the funds themselves, the fund managers and thecompanies owned by these funds. Generally, tax regulation should be reconfigured tocover hedge funds and private equity regimes in a way that ensures that tax systemsare not biased toward short-term investor behaviour and so that the emergence ofthese funds does not jeopardise government revenues from corporate taxes.
 > With regards to the companies that are taken over, tighter regimes should be
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With regards to workers,mechanisms are requiredfor representation,information andconsultation of tradeunions.
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 established to ensure that private equity ventures are unable to continue to reducecorporate taxation in the way they have been doing so far. This should be done byintroducing rules that limit the deductions for expenditure on interest in the targetcompany, its holding companies and its subsidiary companies once the targetcompany has been taken over. The limitation could take the form of a prohibition ofdeductions for interest expenditure by the holding company that has beenestablished to carry out the takeover. The limitation could also take the form of aremoval of the deduction for interest expenditure by the target company in respectof interests on the debt incurred in order to pay an extraordinary dividend after thetransfer of ownership. Regulation should, thereby, only be changed in such a waythat borrowing for productive investment in real capital is not penalised.
 > Concerning the fund managers, the problem is the tax treatment of carried interest,which is generally taxed at the much lower capital gains rate rather than at thenormal income tax rate – for example at 15 percent rather than 35 percent in theUS. This too urgently needs to change, and can rather easily. As it is obvious thatsuch revenues are paid as a fee for a specific task or function, they should betaxed as income. All it would take to do this is for tax authorities to amend the rulesand to enforce them quickly.
 > With regards to the funds it becomes more complicated, since most hedge funds andprivate equity funds are incorporated in offshore tax havens and hence have their taxliabilities there. Two avenues should be pursued in order to minimise the negative taxeffects. First, more should be done to restrain the use of such offshore centres, amongother things through the work done by the OECD on harmful tax practices. Secondly,what might be even more efficient would be to change tax rules so that the location ofthe manager determines the tax position of the fund.
 > In relation to the short-term behaviour of private equity and hedge funds anothertax aspect worth considering is whether progressive capital gains tax rates can beapplied in a way so that they are relatively higher for short-term arbitrage deals,and hence discourage the short-term buying and selling of firms on the market.
 Corporate governance
 Current national frameworks for corporate governance focus on publicly tradedcompanies and have far weaker requirements for unlisted companies. As shown inprevious parts of this report, this lack of corporate governance regulations withregard to unlisted companies entails a range of problems. These regard theindependence of the board of directors, the division of roles between managementand owners, and the inclusion of workers’ representatives in governance structures.Another serious problem is the fact that there are no clear regulations on directors'involvement with possible buyout funds before and after a deal might be struck. Thisraises issues of loyalty, misuse of information and possible manipulation ofshareholders. Furthermore, the asset stripping and recapitalisations undertaken inorder to pay out dividends that often jeopardise the existence of otherwise healthycompanies are clearly contrary to any notion of good corporate governance.
 > Overall, the responsibility and powers of the boards of directors to preserve long-term interests of companies under private equity regimes, or whose ownershipstructure includes hedge funds, needs to be reconsidered so as to improveresponsible business conduct and prevent conflicts of interests. New codes ofconduct for boards and senior executives in case of a private equity takeover, toensure that the interests of shareholders and employees are properly safeguarded,should be introduced.
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Regulatory action mustensure that leveragedcompanies do not take ondebt in order to pay outdividends.
 Workers’ trade unionrepresentatives must havesufficient information onthe strategy and thebusiness plan that theprivate equity firm intendsto impose on themanagement of thecompany.
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 > To ensure that long-term investors have the strongest influence on companies, thelatter type of investors could be rewarded by permitting weighting of voting rightsaccording to the duration of shareholding and by means of differentiated taxationof income from shareholders. In order to prevent value extraction, limitations on thewithdrawal of liquid assets from the target company should be introduced.
 > Another avenue worth exploring is whether capital maintenance provisions thatprescribe limits to the transfer of debts to companies that are the object of buyoutscould be introduced. This could be done through the restriction of credit financingand would help ensure that companies are not overloaded with the very debt thathas been used to acquire them.
 > The emergence of private equity and activist hedge funds shows that there may bea need to give a new push to the so-called ‘Rhineland model’ of public companies.This model guarantees the engagement of all parties with a stake in the companyincluding unions, communities, investors and others. If regulators were determinedto promote this model, fund managers would have less leverage to continuedisregarding stakeholders as they presently do. With regards to workers, this wouldmean that due consideration would be given to trade union representation,information and consultation mechanisms, as happens in many countries.
 > With regard to hedge funds, reporting requirements should not only includeassessment of risks and returns but should also look at the social impact ofinvestments, particularly with regard to employment.
 Finally, there is a need to look into the question of dividend payouts throughrecapitalisations. They are a way of extracting value from corporations that onlybenefits the private equity funds that own them and acts to the detriment of both thecompanies themselves and anyone involved in them. Surprisingly, they are at presentfully legal – even if the company they take place in goes broke because of suchdividend recapitalisations. Regulatory action must ensure that leveraged companiesdo not take on debt in order to pay out dividends.
 Workers’ rights
 Private equity and hedge funds have a track record showing scant respect forworkers’ rights. Again and again, workers have been neglected or directlyundermined by these actors. Indeed, as shown in previous parts of this report, theprivate equity business model and the management practices generally applied bythe companies they own are in stark contrast with sound industrial relations, socialpartnership and investing in the workforce. In the short term, regulation may not beable to change either the business model of private equity or the managementpractices that private equity companies employ. But what regulation can and shoulddo, starting right away, is to ensure that trade unions have enough information andthat they are consulted on the future of their workplaces.
 > In general, workers’ rights to collective bargaining, information, consultation andrepresentation within their workplaces should be regarded as key mechanisms bywhich the long-term interests of private equity-backed companies can be securedand promoted. In particular, workers’ trade union representatives must havesufficient information on the strategy and the business plan that the private equityfirm intends to impose on the management of the company. Trade unionrepresentatives of firms involved in buy-out deals should be informed about wherethe money comes from and who the ultimate investors are.
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 > Governments should therefore look into how to introduce additional protections forworkers affected by private equity takeovers. The most important step is to upholdthe employer responsibility of private equity firms. This can be done in differentways in different countries and jurisdictions. In the EU in general, it would be byamending the Acquired Rights Directive. In the UK in particular, it would be bychanging the Transfer of Undertakings (Protection of Employment) Regulations of2006 (TUPE). Such regulations ensure continuity of employment terms andconditions during regular takeovers but they do not apply when ownership istransferred in deals that include all the shares of a company. That must change.
 > The private equity industry should reach agreements with unions on rights toinformation and consultation during takeovers. Such agreements should not justcover employment relations in companies already owned by private equity firmsbut also ensure the respect of terms and conditions of workers in companies priorto takeovers and in future sell-offs. Hence, they should guarantee that workers willface no changes in their terms and conditions without prior collective agreements.Furthermore, they must guarantee that the workers’ right to organise in tradeunions will be preserved or respected where such rights do not already exist.Finally, they should ensure that the terms and conditions of employment as well astrade union rights continue to exist when a company is sold from one private equityfirm to another, re-listed on the public stock markets or in any other way sold off.
 Protection of public services and utilities
 As private equity increasingly invests in public services and utilities, policy makersand regulators should consider seriously how to ring fence these from the risks,abuses and conflicts of interests that are inherent to such takeovers.
 They must, first of all, ensure sufficient transparency with respect to all transactionsaffecting the implementation of existing public service responsibilities, includinginvestment and expenditure, as well as the periodic reporting of indicators of publicservice performance, and powers to act if the public service objectives of governmentpolicy are not met.
 Governments may wish to consider whether they should retain a ‘golden share’ ofequity in all public utilities, including a seat on the board. This would ensure that thegovernment is informed of the utility’s plans and major decisions, and reserves thepower to veto decisions they believe are contrary to the public interest.
 Furthermore, governments should consider whether they need to strengthenindustry-specific regulation with regard to infrastructure to make it sufficientlyeffective, establishing specific powers to regulate the financial as well as theoperational activities of infrastructure providers. Indeed, for all their major financingactivities, infrastructure operators could be required to obtain advance approval fromthe regulator regarding whether these are in the public interest.
 An international regulatory task force and other work in the internationalrealm
 As private equity and hedge funds operate globally, it is necessary to look into whatforms of international regulation should be enacted to ensure that these types ofinvestment funds act in the general interest of our societies.
 > To explore this issue, an international regulatory task force on private equity and
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The loss of a job today, apay cut tomorrow or amore insecure work-life ingeneral will not be offsetby a marginally higherpension in the distantfuture – should ittranspire.
 Pension funds and theirtrustees should beparticularly aware ofhedge funds that choosean activist shareholderstatus, with the intentionof influencingmanagement to deliverhigh short term returns.
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 hedge funds including the OECD, the IMF, the Financial Stability Forum, relevant UNagencies and the ILO should be established.
 > In the meantime, organisations like the OECD and IMF that already assess thestability of financial markets should look more closely at the risks of highlyleveraged market actors such as private equity and hedge funds, as well aspropose ways to limit such risks.
 > The OECD should address the issues that have been highlighted in this report withregard to corporate governance in its work on this subject, and take up theconcerns regarding workers’ rights where appropriate.
 > The ILO should look further into how workers’ rights are undermined duringleveraged buy-outs and how the business model of private equity and activisthedge funds risks impairing long-established traditions of industrial relations.
 Pension funds
 Pension fund managers, trustees and fiduciaries should consider investments inprivate equity and hedge funds very carefully. As pointed out in previous parts of thisreport, due consideration should be given to both the profitability of such investmentsand the direct or indirect impact they may have on the workplaces of the owners ofthe pension plans. Trustees have a special responsibility in ensuring that investmentsare socially responsible and undertaken with a long-term perspective. They mustmake sure that those who manage the pension funds on a daily basis understandand respect the priorities of the funds.
 Private equity
 If pension funds consider investing in private equity funds, they and their trusteesshould first of all not be fooled by the hype currently surrounding private equity. Thealleged high returns that are often associated in the mainstream media with this typeof investment have so far proven to be fund-specific and not general for the industry.On average, investments in private equity have not been more profitable than theircounterparts in public equity on listed markets.
 Furthermore, they and their trustees should be aware of and consider carefully theconsequences of the non-liquid nature of these investments, of the difficultiesregarding benchmarking and valuation, of the inefficient nature of private equitymarkets, of the high fees associated with these funds, of the irregular cash flowcharacteristics that such investments have, of the fact that it is a type of ‘blind poolinvesting’ whereby the investor does not know what particular investmentopportunities the investment manager will pursue, and that they risk not just gettinglow returns but also losing the principal of their investment.
 Finally, they and their trustees should take into account whether the strategies of thefunds they are considering investing in are in line with the long-term obligations theyhave as pension funds. Related to this, they should in particular pay due attention tothe fact that even a profitable private equity investment might not be in the interest ofthe members of the pension fund, due both to the economic model that private equityrepresents and to the employment relationships that private equity is notorious forpromoting. The loss of a job today, a pay cut tomorrow or a more insecure work-life ingeneral will not be offset by a marginally higher pension in the distant future – shouldit transpire, which as noted above is far from guaranteed.
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Hedge funds
 If pension funds consider investing in hedge funds, they and their trustees should beaware of the fact that for the last four years, hedge funds have not delivered betterresults than other types of investment schemes such as mutual funds. The maincharacteristic of hedge funds as an asset class is that they rely more on ‘alpha’ than‘beta’ returns, and hence have a chance of making money when markets in generalare declining or contracting. With this in mind, they should compare the averagereturns that hedge funds in general generate with the much higher risks and oftenexorbitant fee structures that are a part of investing in hedge funds.
 Pension funds and their trustees should be particularly aware of hedge funds thatchoose an activist shareholder status, which means that they buy a considerableminority stake in a given company with the intention of influencing management todeliver high short term returns – often by splitting up companies, promising specialbonuses to management, and ultimately replacing existing management with theirown appointees. In relation to this, pension funds and their trustees should pay dueattention to the social policy of the hedge fund(s) under consideration. And theyshould, not least in their own interest, be aware of the publicity exposure of investingin hedge funds that aim at short-term returns through an activist shareholder’s role,as these often come at the expense of less activist, long-term shareholders or theemployees of the company under siege.
 If pension funds do invest in hedge funds, they should take their shareholderresponsibilities seriously by attending shareholder meetings, making their voiceheard and ensuring that the fund acts in accordance with the principles of thepension fund in all its dealings with companies. In general, pension funds and theirtrustees must make high demands on the socially responsible investment policy ofexternal asset managers, as these increasingly invest in hedge funds.
 42
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