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If you own, operate or provide counsel to a successful business, you will most likely be presented 

with an opportunity to do a “private equity recapitalization.” So, what is a private equity recap and 

when does it make sense? Simply put, a private equity recap is a control equity investment by a 

private equity buyer that allows the seller or business owner to obtain significant and immediate 

liquidity on their ownership, while continuing to operate the business and maintaining a 

meaningful ownership position to receive additional proceeds, hopefully at a higher valuation, 

when the business is sold again.  

 

Private equity recaps are a “win/win” for the parties in most cases. Before telling you why, here is 

a typical fact pattern, along with a chart or two, so we can “run the numbers.” 

 

Meet Samantha, an entrepreneur who started a medical supply business 10 years ago. What began 

as an idea and an opportunity to work for herself has grown into a very profitable business. So 

much so that private equity firms have begun reaching out to Samantha to partner with her and 

recap the business. A conversation began and, because hers is a debt-free business, the parties 

agreed that $20 million was a fair enterprise value for Samantha’s business.  

 

The conversation continued and Samantha communicated her three goals: (i) cash out now on 70% 

of her ownership; (ii) maintain her current job title as CEO and job responsibilities, which include 

day-to-day operational control of the business; and (iii) have the ability to retire after two or three 

years and still maintain her 30% ownership until the company is sold again.   

 

Total Enterprise Value of Company                 $20,000,000 

Less: debt on recapitalization               ($12,000,000) 

Net Equity Value of Company                  $8,000,000 

  

Total Enterprise Value of Company                 $20,000,000 

Less: buy-in for $30% of equity value                  ($2,400,000) 

Pre-Tax Proceeds to Samantha                 $17,600,000 

 

As you can see, Samantha would receive $17.6 million pre-tax dollars upon closing of the 

recapitalization and 30% of the post-recapitalization equity (often referred to as “rollover equity”) 

in exchange for her $2.4 million reinvestment ($2.4 million = 30% of $8 million net equity value). 

Samantha would also be relieved of any personal guarantee obligations that she might have had 

prior to the recapitalization and, if a “Black Swan” event were to happen causing the business to 

suffer, Samantha would have already mitigated the risk by cashing out on 70%.  

 

It is also important to point out that the private equity buyer applied “leverage” to the transaction 

by borrowing $12 million of the $20 million required to complete the acquisition in an effort to 

enhance its return on equity when the company is sold. Also, from the private equity buyer’s 

perspective, having Samantha continue to own or “roll” a portion of her equity allows the private 



equity firm (i) to spend less upfront capital to acquire the business and, more importantly, (ii) to 

keep Samantha engaged in the business (through her meaningful 30% ownership) in ways that a 

salary and employment agreement would unlikely be able to do for a newly minted millionaire.  

 

Deal structure details 

 

For the transactional lawyers in the room, it is worth pausing for a moment to discuss the likely 

deal structure. In most cases, the private equity buyer would form a holding company to acquire 

the target company (in this case Samantha’s business). The deal could be structured as an asset or 

equity purchase—with most buyers preferring an asset purchase to shield from any legacy 

liabilities of the target company unless other factors (such as license transfers or contract 

assignments) weigh in favor of an equity purchase. And regardless of whether the transaction is 

structured as an asset or equity purchase, the acquired business would be held in a wholly owned 

subsidiary of the holding company—providing additional shielding from liabilities and a platform 

to acquire or “bolt on” future target companies of the holding company/overall business. The initial 

acquisition (Samantha’s company) is often referred to as the “platform acquisition” with 

capitalization (the 70/30 split) occurring at the holding company. This further allows for an 

enterprise-level equity incentive plan for management and a ready-made structure for bolt on 

acquisitions as wholly owned subsidiaries.  

 

So, the private equity buyer and Samantha came to an agreement and executed a letter of intent, 

subject to the buyer’s satisfactory due diligence, that outlined the terms under which the private 

equity buyer would recapitalize the business. The private equity firm’s due diligence went well, 

and the parties entered into definitive agreements, including an asset purchase agreement. 

Samantha was asked to provide certain representations and warranties regarding the business and 

agreed to an 18-month escrow and indemnity period for any claims of breach. To minimize the 

escrow amount and likelihood of any indemnity obligations of Samantha as the seller, the parties 

agreed to purchase a reps and warranties liability insurance policy and split the premium.  

 

After the recapitalization, the indemnity period ran without incident and the company made three 

successful bolt-on acquisitions. The time was ripe to sell, so let us look at the numbers for a likely 

transaction (the “second sale” or “second bite at the apple”):  

 

Second sale of business (assuming that EV triples)                 $60,000,000 

Less debt outstanding on sale (estimate)                ($10,000,000) 

Equity value of the Company                 $50,000,000 

Samantha’s 30% equity value on second sale                 $15,000,000 

 

So, under the terms of the hypothetical second sale, Samantha would receive $15 million on top 

of the $17.6 million she already received ($32.6 million pre-tax total). The private equity buyer 

would receive $35 million for its 70% or a 4.375 times the pre-tax return on its original $8 million 

equity investment. 

 

By all accounts, the recapitalization and subsequent sale were a success. Samantha was able to 

achieve her three stated goals and receive $12.6 million pre-tax dollars more than she would have 

received in a sale of the entire company at the then $20 million enterprise valuation.  



 

Here are five key takeaways from a private equity recap: 

 

1. Significant and immediate liquidity for the seller (60%-80% liquidity is common) 

2. Reduced indemnity risk through reps and warranties liability insurance 

3. Seller continues to run daily operations of the business 

4. Opportunity to grow the business and earnings before interest, taxes, depreciation, and 

amortization (EBITDA) through M&A 

5. Significant upside opportunity for seller upon the second sale 

 

With this in mind, however, it is important to point out that a private equity recap may not be the 

best choice for everybody. In particular, a recap is likely not the best choice if Samantha wants to 

(i) retire immediately, (ii) pass the business on to her children or other family members, or (iii) is 

simply concerned that the private equity buyer will not be able to successfully grow the business 

through acquisition. 

 

Private equity transactions in general, and private equity recaps in particular, require experienced 

counsel with considerable experience with M&A, tax and private securities law. All too often, 

“generalists” are hired and it can delay or even derail a transaction.  

 

 

 

 

 
This article should not be construed as legal advice or legal opinion on any specific facts or 
circumstances. The contents are intended for general informational purposes only, and you are urged to 
consult your own lawyer on any specific legal questions you may have concerning your situation. 

 

 

 

 


