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PRIVATE EQUITY INVESTMENT

ABOUT ACCI

The Australian Chamber of Commerce and Industry
(ACCI) has been the peak council of Australian business
associations for 104 years and traces its heritage back to
Australia’s first Chamber of Commerce in1820.

ACCl is Australia’s largest and most representative business
association.

Through our membership, ACCI represents over 350,000
businesses nationwide, including:

e Australia’s top 100 companies

*  Over 55,000 medium sized enterprises employing 20 to
100 people

e Over 280,000 smaller enterprises employing less than
20 people

These businesses collectively employ over 4 million

people.

ACCI’s 35 member organisations include the State and
Territory Chambers of Commerce and Australia’s leading
national employer and industry associations. Our members
represent all major sectors of Australian industry including
small employers and sole traders as well as medium and
larger businesses.

A list of ACCI members is attached.

SUMMARY

Private equity is generally the ownership of businesses
directly rather than through stock markets.

It is clear that private equity is increasing in Australia and
around the world. However, private equity remains a small
proportion of transactions and total asset values.

There are many reasons for the growth in private
equity, including lower costs of debt, ability to improve
management, reduced burden of regulations and
disclosure, greater alignment of interests between owners
and managers, faster decision making, and the increased

supply of private equity funds.

Substantial evidence of the benefits of private equity are
contained in other submissions to this inquiry. However,
governments should not regulate private equity investments

depending upon whether they provide good returns to
investors.

Highly leveraged private equity naturally increase borrowing
in target companies, but usually in companies that previously
had low levels of borrowing. Total borrowing for private
equity is less than 3 percent of Australian bank loans, and
banks are well diversified. Business interest payments and
gearing ratios are at historically fairly low levels.

The stock market de-listing of a business due to private
equity means the reduction in stock market liquidity and
the amount of publicly disclosed information. If either
of these are public goods, then the government should
promote listing by all companies, irrespective of whether
or not they were listed in the past. The government should
certainly not prevent companies from “going private”.
Doing so is likely to discourage companies from going
public in the first place. Many firms that go private return
to stock market listing after a few years.

Market processes and existing regulations appear able
to deal with concerns about regulation of private equity
transactions. Regulators are monitoring this issue carefully.
However, they should not introduce new regulations unless
the benefits of regulation outweigh the costs.

Private equity is often partly financed by borrowings. If
these borrowings occur from Australian lenders, then the
effect on Australian tax is likely to be small.

The revenue effect of foreign borrowings may be larger,
but this effect will be constrained by thin capitalisation
rules, interest withholding tax and the Australian imputation
system. In addition, private equity transactions may raise
additional revenue through capital gains tax and stamp duty
on transactions and the higher company tax revenues caused
by longer term improvement in company performance.

To the extent that the growth in private equity is caused by
regulations on listed companies, this should be addressed
by reducing these regulations rather than by increasing
regulations on private equity.

BACKGROUND

The Australian Chamber of Commerce and Industry
welcomes the opportunity to make a submission to the
Senate Economics Committee for its Inquiry into Private
Equity Investment and its Effects on Capital Markets and
the Australian Economy.
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Definitions’

Private equity is generally considered to be equity investment
in businesses where the equity is not traded through the
share market. Instead, the businesses and assets are fully
owned by private equity investors who can directly manage
the businesses, particularly by appointing boards of
directors.

* Note that the private equity vehicles may themselves be
traded on the sharemarket.

Some private equity investors buy into a company that is
listed on the stock market and de-list the company from
the stockmarket. The investor then undertakes significant
restructuring of the business and then re-lists the business
a few years later, presumably making a significant gain on
their original investment in the process.

Private equity investment can have large levels of debt.
Where this investment occurs in an existing company, this
is called a leveraged buyout (LBO).

Private equity that invests in a new business is generally
called venture capital. There is little difference in concept
between private equity investment in new businesses
compared with investment in existing businesses.

* This means that it may be difficult to regulate private
equity for established businesses without adversely
affecting venture capital, which is often important in
the development of new businesses, particulatly in
technology fields.

Terms of Reference
The terms of reference for the inquiry are as follows:

That the Senate, noting that private equity may often
include investment by funds holding the superannuation
savings or investment monies of millions of Australians,
and because of the actual and potential scale of private
equity market activity, refers the following matters to the
Economics Committee for inquiry:

e an assessment of domestic and international trends
concerning private equity and its effects on capital

markets;

* an assessment of whether private equity could become

1 This section is drawn from a number of sources, including the ABS
and AVCAL submissions to this inquiry.

a matter of concern to the Australian economy if
ownership, debt/equity and risk profiles of Australian
business are significantly altered,;

* an assessment of long-term government revenue
effects, arising from consequences to income tax and
capital gains tax, or from any other effects;

* an assessment of whether appropriate regulation or
laws already apply to private equity acquisitions when
the national economic or strategic interest is at stake
and, if not, what those should be; and

* anassessmentof the appropriate regulatory or legislative
response required to this market phenomenon, if any.

Trends in Private Equity

Private equity is a growing phenomenon in Australia. The
Reserve Bank of Australia (RBA) has analysed the private
equity in a number of publications, including:

* The RBA’s Financial Stability Review (FSR) for March
2007 had a special section on private equity (attached).

* Recent Statements of Monetary Policy from the RBA
focussed on leveraged buyouts (LBO), which are a
particular type of private equity involving high debt
levels.

This report showed a very large growth in private equity
investment in 2000, as shown in Figure 1 (it is not clear
whether the RBA included Qantas in the 2006 data):

Some interesting facts from the RBA’s analysis:

e The private equity investment in 2006 amounted to only
2 percent of the total value of the corporate sector. The
RBA noted that this is the same as in the United States.

- The AIST submission to this inquiry argues that
private equity was only 0.3 percent of the “investable
capital markets” in 2005 (page 4).

* The surge in private equity occurred in 2006 in Australia
but occurred earlier in other countries and appears to be
occurring in most of the developed world and Asia.

e The increase in LBO activity in Australia was due to an
increase in the size of the average deal, rather than an
increase in the number of deals. There were 28 deals in
2006 compared to 29 in 2005.

Australian Chamber of Commerce and Industry



PRIVATE EQUITY INVESTMENT

Figure 1

Private Equity Investments in Australian Companies
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and equity funding of deals completed and pending; excludes existing

debt of bought-out company.

Sources: Australian Venture Capital, Thomson Financial.

Reasons for Growth in Private Equity

The reasons for an increase in private equity include:?

High rates of world economic growth, along with strong
profit growth and low market volatility.

Leveraged private equity has increased particularly
because of the low cost of debt, particularly relative to
equity, as shown in Figure 2 from the RBA (the light
colour is bond yields, the dark colour is equity yields):

- The low cost of debt combined with the low
borrowing ratios of some Australian companies has
made these companies attractive for LBOs which
increase borrowing substantially.

The potential for private equity to improve management,
for example:

- Higher debt levels in leveraged private equity means
that free cash flow is reduced, which may limit the
ability for management to make poor investments
and may increase the incentives for cost cutting.

- Management may find it easier to take decisions
that reduce short term value but improve long term
value (these strategies may not be favoured by some
market analysts and day traders).

This section is significantly based upon the RBA’s Financial Stability
Review (FSR) for March 2007 and the AVCAL submission with
ACCI comments.

- Continuous disclosute to the market is not required
for companies that are not listed. The announcement
of some decisions to the market may benefit
competitors.

The greater regulation of public companies compared
to private companies. In the US, complaints have
particularly been raised about the prescriptive Sarbanes-
Oxley regulations. While a better regulatory system
operates in Australia, it still can be quite onerous.

- Anexample of anareawhere regulation has increased
significantly (and unnecessarily) in Australia is the
Financial Services Reform Act.

- The AICD submission to this inquiry argues that
the increased regulation of public companies has
increasingly meant that boards of directors spend
more time on compliance rather than strategy.

Private equity can offer a greater alignment of interests
between owners and managers (and a reduction in
agency problems). In public companies management
can become quite distant from owners.

Major decisions can be made more swiftly as owners are
often in day-to-day contact with management.

Management spends less time “selling” the company to
investors.

There has been a very large increase in money flowing in
to private equity funds, which has enabled these funds

Australian Chamber of Commerce and Industry
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Figure 2
Return on Equity and Cost of Debt
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to increase investments substantially. In Australia, about
half of the money flow into private equity has come
from superannuation funds.

The RBA argues that the evidence on whether private
equity delivers higher returns is mixed. However, other
submissions to this Inquiry provide evidence that private
equity does provide significant benefits — for example the
Allens Arthur Robinson, AIST and particularly the AVCAL
submissions.

However, the role of Government should not be to
promote or restrict a particular type of investment based
upon whether it provides good return to the owners. The
Government should not prevent investors from making
poor investment decisions; it should only regulate if
by doing so they can improve the performance of the
market.

We also note that private equity substantially increases the
competitiveness of the “market for control” of companies.
This provides additional incentives for productivity and
performance of existing companies.

ISSUES WITH PRIVATE EQUITY

Debt Levels and Private Equity

The RBA notes:’

Recent LBOs have substantially increased gearing ratios

in target companies, but not as much as the previous
LBO boom in the United States.

RBA (2007) Financial Stability Review for March 2007.

In Australia, debt has traditionally provided about 70
percent of the funding for LBOs. The interest rate on
LBO debt is 2 percent higher than the swap rate for
senior debt and 4-4.5 percent higher for subordinated
debt.

* Total lending for private equity represents less than 3
percent of Australian bank loans. The RBA argues that
bank exposure is fairly well diversified.

- With more recent Australian private equity deals, the
lending from Australian banks has fallen and lending
from foreign banks has increased. This has reduced
the debt concerns but may have increase the tax

concerns — see below.

The RBA noted that corporate gearing (debt to equity) and
interest to profit ratios have increased recently, but are low
by historical standards, see Figure 3.

This increase in gearing is largely because of an increase
in gearing of companies with low levels of gearing, while
companies with high levels of gearing have reduced their
gearing, see Figure 4.

The RBA argues that the current situation is “relatively
benign” and it is hard to see the current exposures
of Australian banks to private equity causing “setious
difficulties” for the Australian banking system.

* However, the RBA raises a concern that lenders may
not be sufficiently compensated for the risks they are
facing;

Australian Chamber of Commerce and Industry
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Figure 3
Business Sector Finances
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Figure 4
Changes in Gearing Ratios*
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e The RBA has indicated that it will continue to monitor
developments closely in case this situation changes.

It should also be noted that banks have very strong
incentives to make sure their loans to investors are repaid.
There ate no indications that loan defaults are at risky or

high levels.

Based on this data, ACCI considers that there is little cause
for concern at the moment and the foreseeable future.

There is no indication that private equity is substantially
altering the riskiness of the Australian economy.

Effect on Stock Markets and Public Information

Concerns have been raised that private equity has an
adverse effect on stock markets by reducing liquidity and
information disclosure. This may also reduce the quality
of public information, because listed companies have to
publicly release accounts whereas private firms may not.

Australian Chamber of Commerce and Industry
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If there are concerns that delisting imposes significant costs
on the community, then this means stock markets provide
a public benefit — and Government regulation appears
contrary to this argument. There are many regulations
that impose significant costs on stock market listing, for
example continuous disclosute requirements and reporting
requirements. Regulators actually act as if stock market
listing needs to be restricted.

If stock market listing is good, then listing by any company
should be promoted, particularly those that have never
been listed. There are no treasons to restrict companies
from leaving the stock market if there are no incentives for
companies to list in the first place.

Therefore, if regulation is diverting investment away from
the share market, the appropriate response is to reduce the
regulation on the share market, not increase regulation on
alternatives.

We also note that private equity investments often re-list
their investments after a few years, so any effect on stock
markets would only be temporary.

Corporate Conduct

Private equity transactions are largely subject to the same
regulation as other transactions.

For example, the AIST submission notes that Australian
super funds have been successfully investing in private
equity for over a decade, without any major concerns being
raised by regulators.

Another issue is conflicts of interest between different
parties to private equity deals (particularly between the
buyers and the current management and board). These
need to be managed carefully and regulators are monitoring
this issue.

However, it has not been shown that market mechanisms
and current regulations cannot deal with these concerns.

In order to prove more regulation is needed in this area,
clear evidence is required to show that the benefits of
regulation outweigh the costs. This has not occurred.

We therefore support the conclusion of the AICD
submission that “there is sufficient statute and common
law to properly oversight director’s, officer’s and senior
manager’s involvement in private equity investment
transactions” (page 2).

Taxation and Private Equity

The effect of leveraged private equity (or LBOs) on tax
revenues is not likely to be large.

The main concern raised is that LBOs have high levels of
debt and therefore can claim significant interest deductions,
reducing the tax paid by the business that is being bought

out.

To the extent a LBO is funded by Australian borrowings,
interest payments will be taxable in the hands of the lenders.
This is likely to offset the value of interest deductions in
the target business. Thus the effect on revenue is likely to
be small.

To the extent a LBO is funded by foreign borrowings,
the effect on Australian revenue may be larger. However,
offshore borrowings can be subject to thin capitalisation
rules, restricting the ability for unlimited use of deductions
in Australia. In addition, interest payments to foreigners are
mostly subject to interest withholding tax and the Australian
imputation system actually can create an incentive for
companies to increase taxable income in Australia.

It is therefore very unlikely that the hypothetical cases
raised in the Speed & Stracey submission will actually occur
in practice.

e As noted above, the lending from Australian banks
for private equity has recently fallen and lending from
foreign banks has increased. While this has increased
the tax concerns, it has reduced the concerns about
systemic risk to the Australian economy. In other words,
a higher tax risk from offshore borrowing reduces the
extent of the systemic risk from domestic borrowing.

In addition, ACCI notes:

* private equity transactions themselves can generate
substantial revenue through Capital Gains Tax (CGT)
because most private equity deals are at a substantial
premium to the market price. The transactions may also
generate substantial stamp duty revenue.

- The sale of assets by non-residents is largely exempt
from CGT under 2006 changes; however there were
many exemptions in double tax agreements before
2006.

¢ anyimprovementin performance of companies because
of private equity will add to tax revenue.

Australian Chamber of Commerce and Industry
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Concerns have been raised about the tax treatment of
success fees from private equity sales (specifically, whether
these fees are normal income or capital gains). ACCI does
not wish to comment on these concerns.

Note that this analysis is a partial analysis. It does not
consider the effect of foreign lending to Australia on the
exchange rate or domestic interest rates, which could offset
other effects.

CONCLUSION

Private equity plays an important role in improving the
efficiency of companies and the capital market. There is no
evidence that private equity is having adverse effects at the
moment or is likely to do so in the foreseeable future.

Increased regulation of private equity could affect all
privately held companies, which would be a severe
overreaction.

If anything, the growth in private equity is usefully
highlighting the adverse effects of excessive regulation of
public companies. Instead, governments around Australia
would be better advised to examine the current level of
regulation of public companies and limit this regulation to
ensure that private equity is not being driven by excessive
regulation other forms of investment.

Australian Chamber of Commerce and Industry
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ACCI MEMBERS

CHAMBERS OF COMMERCE & INDUSTRY

ACT and Region Chamber of Commerce &
Industry

12A Thesiger Court

DEAKIN ACT 2600

Telephone: 02 6283 5200

Facsimile: 02 6282 5045

Email: chamber@actchambet.com.au

Website: www.actchamber.com.au

Business SA

Enterprise House

136 Greenhill Road

UNLEY SA 5061

Telephone: 08 8300 0000
Facsimile: 08 8300 0001

Email: enquities@business-sa.com
Website: www.business-sa.com

Chamber of Commerce & Industry Western
Australia (Inc)

PO Box 6209

EAST PERTH WA 6892

Telephone: 08 9365 7555

Facsimile: 08 9365 7550

Email: info@cciwa.com

Website: www.cciwa.com

Chamber of Commerce Northern Territory
Confederation House

1/2 Shepherd Street

DARWIN NT 0800

Telephone: 08 8936 3100

Facsimile: 08 8981 1405

Email: darwin@chambernt.com.au

Website: www.chambernt.com.au

Commerce Queensland
Industry House

375 Wickham Terrace

BRISBANE QLD 4000
Telephone: 07 3842 2244

Facsimile: 07 3832 3195

Email: info@commerceqld.com.au
Website: www.commercegld.com.au

Employers First™

PO Box A233

SYDNEY SOUTH NSW 1235
Telephone: 02 9264 2000

Facsimile: 02 9261 1968

Email: empfirst@employersfirst.org.au
Website: www.employersfirst.org.au

NSW Business Chamber

Level 15

140 Arthur Street

NORTH SYDNEY NSW 2060
Telephone: 13 26 96

Facsimile: 1300 655 277

Email: navigation@nswbc.com.au

Website: www.nswbusinesschamber.com.au

Tasmanian Chamber of Commerce and
Industry Ltd

GPO Box 793

HOBART TAS 7001

Telephone: 03 6236 3600

Facsimile: 03 6231 1278

Email: admin@tcci.com.au

Website: www.tcci.com.au

Victorian Employers’ Chamber of Commerce &
Industry

GPO Box 4352QQ

MELBOURNE VIC 3001

Telephone: 03 8662 5333

Facsimile: 03 8662 5367

Email: vecci@vecci.org.au

Website: www.vecci.org.au

NATIONAL INDUSTRY ASSOCIATIONS

ACCORD

Dalgety Square

Suite C7, 99 Jones Street
ULTIMO NSW 2007
Telephone: 02 9281 2322
Facsimile: 02 9281 0366

Email: beapanna@acspa.asn.au
Website: www.acspa.asn.au
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Agribusiness Employers’ Federation
GPO Box 2883

ADELAIDE SA 5001

Telephone: 08 8212 0585

Facsimile: 08 8212 0311

Email: acf@acf.net.au

Website: www.aef.net.au

Air Conditioning and Mechanical Contractors’
Association

30 Cromwell Street

BURWOOD VIC 3125

Telephone: 03 9888 8266

Facsimile: 03 9888 8459

Email: deynon@amca.com.au

Website: www.amca.com.au/vic

Association of Consulting Engineers Australia
(The)

75 Miller Street

NORTH SYDNEY NSW 2060

Telephone: 02 9922 4711

Facsimile: 02 9957 2484

Email: acea@acea.com.au

Website: www.acea.com.au

Australian Beverages Council Ltd
Suite 4, Level 1

6-8 Crewe Place

ROSEBERRY NSW 2018

Telephone: 02 9662 2844

Facsimile: 02 9662 2899

Email: info@australianbeverages.org
Website: www. australianbeverages.org

Australian Hotels Association
Level 1, Commerce House

24 Brisbane Avenue

BARTON ACT 2600

Telephone: 02 6273 4007

Facsimile: 02 6273 4011

Email: aha@aha.orgau

Website: www.aha.org.au

Australian International Airlines Operations
Group

c/- QANTAS Airways

QANTAS Centre

QCA4, 203 Coward Street

MASCOT NSW 2020

Telephone: 02 9691 3636

Australian Made Campaign Limited
486 Albert Street

EAST MELBOURNE VIC 3002
Telephone: 03 8662 5390

Facsimile: 03 8662 5201

Email: ausmade@australianmade.com.au
Website: www.australianmade.com.au

Australian Mines and Metals Association
Level 10

607 Bourke Street

MELBOURNE VIC 3000

Telephone: 03 9614 4777

Facsimile: 03 9614 3970

Email: vicamma@amma.org.au

Website: www.amma.org.au

Australian Paint Manufacturers’ Federation Inc
Suite 1201, Level 12

275 Alfred Street

NORTH SYDNEY NSW 2060

Telephone: 02 9922 3955

Facsimile: 02 9929 9743

Email: office@apmf.asn.au

Website: www.apmf.asn.au

Australian Retailers’ Association
Level 2

104 Franklin Street

MELBOURNE VIC 3000

Telephone: 03 9321 5000

Facsimile: 03 9321 5001

Email: vivienne.atkinson@vic.ara.com.au
Website: www.ara.com.au

Insurance Council of Australia
Level 3

56 Pitt Street

SYDNEY NSW 2000

Telephone: 02 9253 5100

Facsimile: 02 9253 5111

Email: ica@ica.com.au

Website: www.ica.com.au

Live Performance Australia
Level 1, 15-17 Queen Street
MELBOURNE VIC 3000
Telephone: 03 9614 1111

Facsimile: 03 9614 1166

Email: info@liverperformance.com.au
Website: www.liveperformance.com.au
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Master Builders Australia Inc.

16 Bentham Street

YARRALUMLA ACT 2600
Telephone: 02 6202 8888

Facsimile: 02 6202 8877

Email: enquities@masterbuilders.com.au
Website: www.masterbuilders.com.au

Master Plumbers’ and Mechanical Services
Association Australia (The)

525 King Street

WEST MELBOURNE VIC 3003

Telephone: 03 9329 9622

Facsimile: 03 9329 5060

Email: info@mpmsaa.org.au

Website: www.plumber.com.au

National Electrical and Communications
Association

Level 4

30 Atchison Street

ST LEONARDS NSW 2065

Telephone: 02 9439 8523

Facsimile: 02 9439 8525

Email: necanat@neca.asn.au

Website: www.neca.asn.au

National Fire Industry Association
PO Box 6825

ST KILDA RD CENTRAL VIC 3000
Telephone: 03 9865 8611

Facsimile: 03 9865 8615

Email: info@nfia.com.au

Website: www.nfia.com.au

National Retail Association Ltd

PO Box 91

FORTITUDE VALLEY QLD 4006
Telephone: 07 3251 3000

Facsimile: 07 3251 3030

Email: info@nationalretailassociation.com.au
Website: www.nationalretailassociation.com.au

NSW Farmers Industrial Association
Level 10

255 Elizabeth Street

SYDNEY NSW 2000

Telephone: 02 8251 1700

Facsimile: 02 8251 1750

Email: industrial @nswfarmers.org.au
Website: www.iressentials.com

Oil Industry Industrial Association
c/- Shell Australia

GPO Box 872K

MELBOURNE VIC 3001

Telephone: 03 9666 5444

Facsimile: 03 9666 5008

Pharmacy Guild of Australia
PO Box 7036

CANBERRA BC ACT 2610
Telephone: 02 6270 1888
Facsimile: 02 6270 1800

Email: guild.nat@guild.org.au
Website: www.guild.org.au

Plastics and Chemicals Industries Association

Inc

Level 2, 263 Mary Strect
RICHMOND VIC 3121
Telephone: 03 9429 0670
Facsimile: 03 9429 0690
Email: info@pacia.org.au
Website: www.pacia.org.au

Printing Industries Association of Australia
25 South Parade

AUBURN NSW 2144

Telephone: 02 8789 7300

Facsimile: 02 8789 7387

Email: info@printnet.com.au

Website: www.printnet.com.au

Restaurant & Catering Australia
Suite 32

401 Pacific Highway

ARTARMON NSW 2604
Telephone: 02 9966 0055

Facsimile: 02 9966 9915

Email: restncat@testaurantcater.asn.au
Website: www.restaurantcater.asn.au

Standards Australia Limited
286 Sussex Street

SYDNEY NSW 2000
Telephone: 1300 65 46 46
Facsimile: 1300 65 49 49

Email: mail@standards.org.au
Website: www.standards.org.au

Australian Chamber of Commerce and Industry
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Victorian Automobile Chamber of Commerce
7th Floor

464 St Kilda Road

MELBOURNE VIC 3000

Telephone: 03 9829 1111

Facsimile: 03 9820 3401

Email: vacc@vacc.asn.au

Website: www.vacc.motot.net.au
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