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Recent years have shown an increasing interest among private equity
firms in carving out non-core business units from their parent
companies - a strategy that presents a unique opportunity to achieve
superior risk-adjusted returns. The current pandemic may catalyze a
heightened adoption of this strategy over the next years.

A corporate carve-out occurs when a parent company divests a business unit. The parent company typically disposes
of a non-core business to create value by using the proceeds to a) invest in core capabilities that enhance its
competitive edge, b) reduce debt, or c) improve earnings per share by reducing capital through dividends and share
buy-backs.
In theory, corporate carve-outs are simple: a private equity firm invests in an undervalued, mismanaged asset that
has growth potential, implements value-creation strategies to promote growth, and exits at a higher valuation.
However, considerable risks and level of complexity are associated with its execution. It is of paramount importance
for a private equity investor to be certain that value can be created from a carve-out once it is separated from its
parent organization.
A parent company opting to divest a business unit would generally be in the maturity stage of its business life cycle
with limited options to sustain growth and generate incremental value. The following illustration shows the various
phases of company growth and at which phase carve-outs become a viable option.
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Typical Business Life Cycle

For a private equity investor, a carve-out often represents an attractive opportunity to improve the stand-alone value
of a non-core asset by focusing the business strategy on optimizing operations, or identifying needed financing to
exit the investment profitably through its sale to a strategic investor, an IPO, etc. A private equity investor in carveouts may undo negative synergies from its previous consolidation with the parent company. The key is to identify
carve-outs where value can be added without the parent company, and to shed any assets that are incompatible with
the value addition. The table below describes potential carve-out candidates, incompatible assets that should be
sold, and strategies for value addition.

What to
Carve Out

What to
Leave Behind

What Can Be
Implemented

Unique brands and products

Overvalued segments

Digital strategy

Intellectual property

Incompatible business lines

Cost-cutting initiatives

Key management

Fixed costs related to parent

New key performance indicators

Supply chain and customer
relationships

Redundant activities
(i.e. procurement, operating
expenses)

New distribution channels
(e.g. e-commerce, retailers)
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Since 2010, carve-outs have maintained pace with the robust surge in private equity deal transactions. As economies
recover from the pandemic, Pitchbook forecasts that activity levels will hit record numbers. From the supply side,
some large companies would offload non-core assets to shore-up their balance sheets from the financial strain of the
pandemic and high volumes of corporate leverage. On the demand side, a lofty $1 trillion in private equity dry
powder and carve-outs may lead to large transactions that could boost deployment. The following chart shows carveout activity levels over the past decade.

US Private Equity Carve-out Activity
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In the aftermath of the COVID-19 pandemic, more companies might be compelled to sell non-core subsidiaries for
their liquidity needs, which could present interesting opportunities for carve-outs in the near future. Amidst high
economic uncertainty and potential for slowdowns, carve-out execution has become more and more complex,
especially in cross-border settings where the pandemic has made on-site due diligence difficult to implement. The
success of carve-out investment opportunities would greatly depend on the choice of partners with proven track
record, experience and talent pool to execute the activity adeptly.
In Europe, record dry powder held by private equity funds is forecasted to boost carve-out activity in 2021, after a
slump in 2020 which resulted in the lowest carve-out activity in the continent since 20131. Moreover, the excess
liquidity provided by government stimulus is not expected to sustain companies throughout 2021, which may force
some to ease liquidity through divestitures. The persistent anti-trust pressure from European regulators could also
lead to an increase in carve-out activity. Across the Atlantic, the US faces a similar backdrop albeit with higher debt
burdens, which can put more pressure on companies to sell non-core assets.

In the last three years, Petiole has invested in partnership with KKR in many corporate carve-outs, including
Upfield, Hitachi Koki, Calsonic (now Marelli) and Hensoldt. In the most recent partnership with KKR in November
2020, Petiole invested in the acquisition of Wella from Coty Inc. Wella, a company headquartered in Darmstadt,
Germany, is the second largest global professional hair player behind L’Oréal and has been part of Coty Inc.
(NYSE:COTY) since its purchase from Procter & Gamble in 2015.
Strategic buyers could realize clear synergies in acquiring these companies after executing the value-adding
activities. The opportune timing offers a unique way to invest in carve-outs before markets fully recover from the
negative consequences of the pandemic.
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Pitchbook European PE Breakdown 2020
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This article was issued by Petiole Asset Management AG (“PAM”) on January 26, 2021 and is provided to you for informational and marketing
purposes only, and contains proprietary information that may not be reproduced, distributed to, or used by, any third parties without PAM’s
prior written consent. Although all information and opinions expressed in this article were obtained from sources believed to be reliable and in
good faith, no representation or warranty, express or implied, is made as to their accuracy or completeness.
The information contained herein is not a substitute for a thorough due diligence investigation. Past performance is not indicative of and does
not guarantee future performance. Exit timelines, prices and related projections are estimates only, and exits could happen sooner or later than
expected, or at a higher or lower valuation than expected, and are conditional, among other things, on certain assumptions and future
performance relating to the financial and operational health of each business and macroeconomic conditions.
PAM makes no representation or warranty, express or implied, with respect to any statistics or historical or current financial data, whether
created by PAM through its own research or quoted from other sources. With respect to any such statistics or data delivered or made available
by or on behalf of PAM, it is acknowledged that (a) the investor takes full responsibility for making its own evaluation of the materiality of the
information and the integrity of the quoted source and (b) the investor has no claim against PAM.
To the extent this article contains any forecasts, projections, goals, plans and other forward-looking statements, such forward-looking
statements are inherently subject to various parameters, most of which are difficult to predict and many of which are beyond PAM’s control
and may cause actual performance, financial results and other projections in the future to differ materially from any projections of future
performance, results or achievements expressed or implied by such forward-looking statements. Investors should not place undue reliance on
these forward-looking statements. PAM undertakes no obligation to update any forward-looking statements to conform to actual results or
changes in PAM’s expectations, unless required by applicable law.
All rights reserved. Copyright © 2021 Petiole Asset Management AG
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