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It is not surprising to learn that unplanned CEO changes in portfolio

companies increased in frequency after the collapse of Lehman Brothers

in September 2008 and during the subsequent global recession.

Private equity investors have always believed that
having the right CEO in a portfolio company is
critically important to achieve the highest returns
on their investment. In many cases, private equity
firms reacted swiftly to a very different scenario
than the one they prepared for at the time of their
investment decision. Indeed, as soon as early 2010
a number of further CEO changes were made as
companies that had completed their restructuring
and stabilisation were in need of an injection of
different leadership skills to develop and execute
growth plans.

Private equity firms have become bolder in taking
action and have reacted more promptly than many

public company boards, demonstrating their “activ-

ist investor” capabilities rather well. Nonetheless,

the decision to replace a CEO is never taken lightly.

Sometimes, private equity investors reflect that
they can be accomplices to the problem because
they work so closely with the business. The firm’s
reputation and ability to attract outstanding execu-
tives may also be at risk.
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Yet our research into 155 changes of CEOs in
European-based portfolio companies during the
eight-year period from 2004 to 2011 highlights
another concern for private equity firms (see Fig. 2,
overleaf).

Figure 1: Sample of CEO changes following Lehman’s collapse in
September 2008 for deals completed prior to this date
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FIGURE 2: Timing and number of CEO changes made after the date of transaction (changes made between 2004 and July 2011)
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The overall picture is that in 50 per cent of cases,
private equity firms actively planned to change the
CEO. Of these, half were changed in the first six
months of the deal and the large majority hap-
pened within 18 months. Firms identified the key
components of their plan for the business at the
time of the transaction or shortly after, assessed
whether the incumbent CEO was the best person
to shape it and carry it out, and put in place a new
CEO if not. Planned changes occurring later in
the life of the deal included replacement of the
incumbent CEO (often the business founder) after
an earn-out period, succession for planned retire-
ments and, in several cases, preparation for an IPO.

Much more concerning is that 50 per cent of CEO
changes were unplanned at the time of transac-
tion. These included a few cases in which the
investors saw warning signs but consciously de-
ferred the decision on the CEO while they focused
on other priorities: to close the deal, complete the
financing and drive the first critical steps in the
new business plan. Nonetheless, our analysis sug-
gests that around 10 per cent of these unplanned
changes were carried out within the first year of
the deal and were mainly a speedy response to the
wrong initial decision on the incumbent.

By contrast, nearly 9o per cent of the unplanned
changes were made as late as two, three or even
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four years into the deal. What caused these chang-
es? Had significant value been destroyed en route
or had plans for creating value not been delivered?

We examined this part of the data in detail (see
Fig. 3). Our research shows that half of the CEOs
changed in years two to four were underperform-
ing, and a further 10 per cent were unable to reach
agreement on strategy or were unable to continue
the relationship with the private equity firm. A
further 10 per cent stepped down to take up a new
post elsewhere, often because their equity was
underwater and they were free to make the move.
Better news is that 30 per cent of CEO changes
were made swiftly in response to changing
external circumstances. A number of covenant
breaches and subsequent re-financings during the
recession led to the requirement for new skills at
the top to drive restructuring and, in many other
cases, to refresh strategies for growth.

Figure 3: Reasons for unplanned CEO changes made 1 to 4 years
after the transaction date
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The greatest concern must be the number of
underperforming CEOs still in place two to four
years after the deal. Can private equity firms do
much more at the time of transaction to reduce
the risk of finding themselves in this situation?
We certainly believe so.

Does the picture change if we remove the impact
of the collapse of Lehman Brothers and the subse-
quent global recession? Looking at data in the be-
nign economic years of 2004 to 2007, the shape
of the graph is actually very similar. What’s more,
for acquisitions completed since September 2008
the signs are that the same pattern may be emerg-
ing again, although the data is skewed since at the
time of writing we are only three years or less into
the period of ownership. We shall certainly con-
tinue to monitor events closely. However, it seems
the evidence is clear enough to take action now,
starting with a review of management due dili-
gence processes.

A number of private equity studies carried out over
the last decade have confirmed the critical impact
of the management team in the best performing
deals (see Sources on p4). A common view is that

the right CEO with the right 8 to 12 key team
members is what makes the difference, and it is
evident that private equity investors have contin-
ued to develop their strengths in dealing with
management issues. As the probability of a CEO
change during the life of the deal has increased,
firms have refined their skills in managing
CEO transition. Some are also investing time
and resource in taking a much closer look at the
management team at the outset and adopting a
new approach to the assessment of the individuals’
capabilities and the team dynamic.

Now, as private equity firms are moving at pace into
deal mode once more, new investments will bring
in businesses that need to be managed in a com-
mercial environment that is still volatile and fragile,
yet where operational change will be the critical
driver of value. Management performance is more
crucial than ever. For private equity firms, this
always starts with having the right CEO in place.

RESEARCH METHODOLOGY

We studied 155 cases of CEO changes in portfolio
companies owned by private equity firms across
Europe from 2004 to 2011. Our data covers a large
percentage of all portfolio company CEO changes
in businesses based in Europe with revenues
above €150m. The sample covers a broad range of
industry sectors and includes businesses owned
by a wide number of mid-market and mega funds.
Spencer Stuart holds a leading share of portfolio
company CEO search mandates and in the cases
managed by other executive search firms, we have
had access to relevant individuals involved. This
information is confidential and no individual
cases will be disclosed.
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SPENCER STUART'S EXECUTIVE
ASSESSMENT FOR PRIVATE EQUITY

Spencer Stuart’s European Private Equity Practice
first researched the reasons for CEO changes in
portfolio companies in 2007, during the economi-
cally benign years prior to the global recession.
The surprising results showed a similar picture to
what we are reporting here after a full eight-year
analysis — namely, that a large number of CEO
changes were made two to four years after the
transaction date which had not been planned for
at the time of the deal and were, in the main, due
to underperformance.

Our hypothesis was that significant value may
have been lost in that period. We talked to private
equity clients to ask whether they were doing
everything possible at the deal stage to ensure
they had the right management team in place, the
right support structures and, importantly, actions
to develop top individuals in order to ensure

they would be successful in the new ownership
environment and with the new business plan.

We introduced our Executive Assessment experts
who worked closely with a number of firms to
review their management due diligence processes;
as a result, we have evolved methodologies specifi-
cally for private equity, further tailoring them

for each individual firm’s approach. For example,
we are able to assess whether individuals have

the capability to work constructively with private
equity investors and whether they can continue

to do this if the business environment changes
during the lifetime of the investment.

Recognising that it is often not possible to assess
people before a deal has been completed, we also
shaped the assessment process so that it could be
institutionalised as part of the post transaction
100 day plan. Are CEOs daunted by this? Actually
it is rarely an issue. They have quickly seen the
benefit of setting out with clear support in an
exciting role, with a detailed picture of their team
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and transparency about what they need around
them in order to deliver.

With a few years’ evidence now to draw upon, we
have good news to share regarding the impact

of this process for private equity investors. Our
clients, who have more than just anecdotal
evidence, are telling us that their best performing
deals have turned out to be those in which the
Executive Assessment showed the management
team to be the strongest.

ABOUT SPENCER STUART

Spencer Stuart is one of the world’s leading
executive search and assessment consulting firms.
Privately held since 1956, Spencer Stuart applies its
extensive knowledge of industries, functions and
talent to advise corporate and private equity clients
— ranging from major multinationals to emerging
companies — and address their leadership require-
ments. Through 51 offices in 277 countries and a
broad range of practice groups, Spencer Stuart
consultants focus on senior-level executive search,
board director appointments, succession planning
and in-depth senior executive management assess-
ments. For more information on Spencer Stuart,
please visit www.spencerstuart.com.
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