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1. The title  

Kosman’s thesis that private equity will cause the next great credit crisis is hyperbolic, flawed and 
at odds with the main conclusion of the research paper on which he bases his statement.   

 According to U.S. government data, private equity-sponsored companies’ borrowing accounts 
for about two percent -- or $1 trillion -- of the overall U.S. credit market of $52 trillion.  In 
contrast, borrowings by banks and other financial institutions account for $16.5 trillion and 
households for $13.6 trillion.1 In short, even assuming the doomsday scenario suggested by 
Kosman, PE borrowings are far too small to cause any new credit crisis. 

 Private equity-sponsored companies are not deeply interconnected with other financial market 
participants and therefore are not in a position to trigger the kind of cascading losses that 
caused the current credit crisis. Private equity firms invest in companies, not derivatives and 
other exotic financial instruments, and their capital is committed for 10-12 years so they face no 
“run on the bank” threat.  In recent Congressional testimony, Federal Reserve Board Chairman 
Ben Bernanke acknowledged that private equity firms are not a source of systemic financial risk. 

 The Boston Consulting Group study Kosman relies on to make his case actually contradicts the 
central thesis of his book. After a discussion of the potential for defaults by private-equity 
owned portfolio companies, the BCG study concludes:  

“In short, we do not think that the large number of defaults at portfolio companies will 
trigger a real-economy shock wave… Moreover, we are confident that these [portfolio] 
companies—even though they are defaulting—have the same chances of survival as 
companies not owned by private-equity firms.” 2   

 
2. Allowing personal bias to color his analysis 

Kosman is not an unbiased observer. He acknowledges that he holds deeply negative and hostile 
views toward private equity, a fact that has been noted by an early reviewer.   

 

 peHUB – an objective online publication that covers private equity, wrote: 3  

o “Kosman’s case is brutally undercut by his failure to include any balance or 
counterargument.  

o “Kosman…..chooses to either ignore opposing points or dismiss them as PE industry 
propaganda.  
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o Kosman “…spends a bunch of time on PE involvement in the mattress market, where 
Sealy (KKR) and Simmons were leapfrogged by relative upstart Tempur-Pedic. He 
partially blames bad management decisions, but also cites leverage loads that caused 
Sealy and Simmons to cut costs…The irony, of course, is that Tempur-Pedic itself was 
private equity-owned and highly leveraged. Kosman mentions the first part exactly 
once, but never the second part – likely because it would have undercut the message 
about LBOs ultimately leading to ruin.”  

 
 

3. Distorting the facts 

Kosman twists research and distorts facts, often cherry-picking information to support his claims. 
 

 As noted earlier, Kosman ignores the fact that the BCG study he uses to support his claim that 
defaulting private equity-owned companies will cause the next great credit crisis reaches the 
opposite conclusion.   
 

 Kosman references a World Economic Forum study conducted by Harvard Professor Joshua 
Lerner and Chicago University Professor Stephen Davis to support his view of “disturbing trends” 
regarding private equity owned companies and employment.  He ignores, however, the ultimate 
conclusions of the authors that suggest private equity investment has a positive effect on 
employment: 4 

o “[E]mployment falls more rapidly at targets post-transaction, in line with the view that 
private equity groups shrink inefficient, lower value segments of underperforming 
target firms. At the same time, [p]rivate equity targets engage in more green field job 
creation. This result suggests that private equity groups accelerate the expansion of 
target firm activity in new, higher value directions.” 

 
4. Misunderstanding the private equity business model 

Kosman argues that private equity firms make most of their money by shedding assets, cutting 
costs and hobbling the companies they own. But research shows that private equity firms succeed 
mainly by creating value in the companies they own. 

 Private equity-owned companies outperform comparable publicly traded companies in sales 
growth, cash flow, profitability and productivity. 5  

 Two-thirds of the earnings growth (before taxes, interest and capital expense) at private equity 
owned companies results from business expansion, with organic revenue growth being the most 
significant element. 6  

 Private equity-owned companies are better managed than companies with other ownership 
structures and are particularly strong at operational management practices. 7  

 
5. Substituting anecdotes for analysis 

Kosman ignores a growing body of independent research indicating that PE investment over time 
is positive for employment and employees. 
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 Private equity-owned companies exited in 2007 increased employment by five percent during 
private equity ownership, compared to two percent for comparable public companies. 8  

 Before they were acquired, private equity-owned companies on average were losing jobs at 
existing facilities faster than their competitors. But by the fourth year of private equity 
ownership, employment levels at those companies had increased to above the industry 
average.9  

 The benefits of improved performance are passed on to employees of PE-owned companies in 
the form of higher wages, competitive benefits and greater job security and stability. 10  
 

Kosman substitutes anecdotes for years of research data that disprove his claim that private 
equity owners and short-term investors. 

 Of all the companies acquired by PE firms between 1980 and 2007, 69 percent were still PE-
owned by November 2007. During the period from 1970 to 2007, nearly 60 percent of 21,400 
companies acquired by private equity investors remained under PE ownership for five or more 
years. 11  

 The average holding period for PE investors is 5.3 years. Only 16 percent of all PE exits take 
place in less than 24 months. After five years, buyout investors continue to be involved as 
majority shareholders in more than 45 percent of their investments. 12  
 

6. Relying on bombast and hyperbole to make points unsupported by facts 

Kosman claims that private equity owners “raid rather than reinvest” and “plunder and profit” by 
squeezing companies for dividend payouts. He ignores real evidence that suggests private equity 
owners increase R&D, capital expenditures and strategic acquisitions.  

 Private equity ownership spurs greater advances in innovation. Patents filed by PE-owned firms 
were far more likely to be cited in other patent applications than those filed by firms not owned 
by private equity investors, the most commonly accepted measure of the economic impact of 
innovation used and accepted by researchers. 13   

 Eighty-five percent of private equity firms included in a recent study increased capital 
expenditures in the three years after the private equity investment. 14  

 
7. Ignoring contradictory evidence 

Kosman asserts that private equity-owned companies will default at a higher rate on their debt 
obligations than other types of companies, despite well documented research that suggests the 
opposite.  

 The Bank for International Settlements in a June 2008 paper concluded that, “historical 
experience has shown that despite the higher leverage,” private equity-sponsored firms’ 
“default rates have not been consistently higher than those of similar publicly traded firms.” 

 Moody’s Investors Service released a report in September 2009 that high-yield defaults will fall 
back to 4.3 percent by August of 2010 from the current peak of 12 percent. 
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 Companies owned by private equity firms over a 20-year period defaulted at a rate substantially 
lower than that of all U.S. companies that issued bonds – and much lower than companies that 
issued high-yield debt. 15  
 

Kosman states that PE firms do not generate good returns for their investors and the pensioners 
that many of those investors support.  Historical data suggests otherwise:   

 By 2008, the total net profits distributed to investors worldwide by private equity funds raised 
through 2007 were $1.12 trillion. 16  

 An October 2009 study looked at a dataset of 241 PE transactions from 1989-2006. The average 
gross internal rate of return on the sample transactions was 48.3 percent over an average 
holding period of 3.5 years.  The average equity contribution at acquisition was 37 percent and 
the portfolio company’s leverage declined by 53 percent during the period of private equity 
ownership. 17  

 According to the study, two-thirds of the contributions to private equity returns comes from 
sales growth (25 percent), multiple expansion (17 percent), using free cash flows to pay down 
debt (15 percent) and other improvements. 18  

 Despite declines relative to historical returns, all private equity performance through the third 
quarter of 2008 surpassed the performance of public market indices across all time horizons. 
Five-year private equity returns came in highest at an annualized rate of 12.2 percent. 19  

 Kosman claims “Several Academic studies show that PE firms generate net returns that are on 
par or worse than the Standard & Poor’s 500 Stock Market Index,”  however, data has shown 
that between 1980 and 2005, top-quartile private equity firms delivered 39 percent on average, 
annualized net returns, significantly beating the S&P 500 and other public market indices. Those 
superior returns helped strengthen major public, union and private pension funds, charitable 
foundations and university endowments. 20  
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