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During the last decade, three market developments can be observed. First, there is
increasing competition fueled by ongoing globalization and technological progress.
Secondly, this coupled with rising volatility, and the associated uncertainty on the credit and
financial markets, have increased awareness and led to a stronger focus on internal
financing among companies.

The third development is that more and more private equity firms are under pressure to
deliver positive returns based on the portfolio of companies they invested in. In addition to
the continued focus on technology improving performance and improving internal funding
through payment term optimization the ESG (Environmental, Social, Governance)
component introduces further complexity for private equity firms.

This report is focusing on the convergence of these three developments fueling the growing
focus on optimizing payment terms to improve internal funding of companies, and thus
achieving positive returns for private equity firms focusing on ESG and sustainability.
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Investment Approach

After record activity in 2019, private
markets fundraising in 2020 declined on an
annual basis across most asset classes
and regions, reflecting the impact of
COVID-19. However, with a global deal
volume of $592 billion and over 3,100
buyout deals worldwide in 2020, the
private equity industry has become a major
player and influence on the corporate
landscape.

The global private equity market has
exploded in size during the last years.
Supportive credit markets, low-interest
rates, and a series of elongated economic
booms across a range of key markets
helped to keep the activities at a high level.

The private equity industry has matured,
but it now faces new challenges with debt
becoming more expensive, and spiraling
buyout costs have made it difficult for firms
to keep their loan-to-value ratios under
control with companies now in need to
explore new levers of value.

Usually, private equity applies a transfor-
mative, value-added, and active
investment approach. Along the maturity
timeline of a company, private equity
investing can be divided into the broad
financing categories of venture capital
(seed financing, start-up financing,
expansion financing, replacement capital)
and buyout transactions.

Typically, a buyout fund targets the
acquisition of a significant portion or
majority control of companies, which
generally involves a change of ownership.

Buyout funds also usually invest in more
mature businesses with proven business
plans to finance expansions, consoli-
dations, turn-arounds and sales, or
spinouts of divisions and subsidiaries.

Private equity funds invest in companies
because they want to increase their overall
value in the long term. The value creation
therefore plays a key role in the private
equity story and should be measured in a
way that is both accurate and meaningful.
This requires looking beyond familiar
headline measures of return such as
internal rate of return (IRR). Generally, the
value of a company can be increased
through three distinct channels:

Operational improvements
including all measures that increase the
cash flow of the portfolio company, namely
sales growth, margin expansion, as well as
reducing capital expenditures and
optimizing working capital.

Multiple arbitrage
increasing the multiple that applies to EBIT
(earnings before interest and taxes).

Leverage & financial engineering
using more bank debt to decrease the
company's capital costs and leverage the
equity invested into the deal more
efficiently.

Within operational improvements working
capital often gets neglected. First, the
department that manages working capital
and cash flow, mainly treasury, tends to be
one stage removed from key operational
decisions. Secondly, there is limited
visibility and few incentives among
operational teams to make working capital a
priority.



Are Private Equity firms
missing an opportunity to create value 

The answer is yes. The more cash you can
release, the less capital you need to
deploy to deliver the return, and the higher
the return on invested capital (ROIC)
created by the deal. Moreover, the more
cash you have in hand, the more debt you
can repay and the more capital you have
to deploy in new investments. And the
reverse is also true. The more capital a
company needs to tie up through excess
working capital demands, the lower the
return.

Market Research confirms that companies
can reduce the cash they need to run the
business by as much as 20%. Addressing
these excess working capital demands
could lift overall ROIC by up to 30bps
across different industries. With acquisition
prices high and target returns difficult to
realize, this significant, but still largely
untapped, value lever could make the
difference.

With the private equity market starting to
focus on working capital it is also
becoming an increasingly important priority
for their portfolio companies. As more
companies start to focus on working
capital, this is also having a knock-on
effect on other players in the peer group,
further increasing the drive to treat it as a
priority.

Today, unlocking working capital and
generating cash flow has moved to the
second most important value creating
strategy after operational costs saving and
profitability. In the first 100 days post close,
revenue and cost being prioritized by
private equity-owned companies while
working capital improvement is typically
targeted between days 100-365.

In addition, requirements and capabilities
for cash and working capital management
have increased the most at the same level
as pricing and profitability analysis among
private equity firms.
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by not focusing enough on working capital?
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Development of Requirements 
for the Finance Team under Private Equity Ownership
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Unlocking Working Capital

The term working capital in the context of
finance and accounting is used as a
technical and collective term for current
balance sheet items represented by
current assets on the assets side and
current liabilities on the liabilities side.

Often, management believes that working
capital is only a financial topic, when, in
reality it is also an operational issue driven
by multiple interconnected processes. This
is why technology should not be separated
from financing when talking about working
capital. Working capital management, as
an operational measure to create
additional liquidity, has gained in
importance in recent years. Additional
liquidity not only increases the operational
flexibility of a company but also enables
additional debt reduction or additional
fundings for further investments.

Research suggests that most companies
continue to have enormous opportunities
to improve in many areas of working
capital. A high-level comparative analysis
indicates that the leading 1,500 US-based
and European companies - many backed
by private equity have over $2.5 trillion in
excess working capital, over and above the
level they require to operate their business
model efficiently and meet all their
operating requirements. This figure is
equivalent to nearly 10% of their combined
sales. In other words, for every $1 billion in
sales, the opportunity for working capital
improvement is, on average, $100m.
(Source: EY)

Working Capital Components 

There are several levers to optimize a
company’s working capital position:

Cash Culture. Surprisingly for some
companies the importance of a cash

culture within an organization become a
lever of its own. Management buy-in and
communication of organization objectives

result in an unprecedented top-down shift
in the prioritization of cash improvement.

By leveraging advanced strategies in each
area, the time horizon to recognize working
capital benefits become shorter and will
continue to do so as the market evolves in
the competitive landscape.
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Account Receivables reflect the
total of all invoices that are still

outstanding for payment by customers. In
this context, the volume of trade
receivables outstanding can also be
regarded as frozen liquidity, which is
temporarily not available to the company
for further business operations.
The reduction of the level of accounts
receivable through faster payments
decreases the amount of working capital
tied-up in the company and releases
additional liquidity.

Reducing the time of payments from
customers is one of the sources to unlock
working capital, which depends on the
volume of sales and the payment behavior
of debtors. Supporting such strategies may
also include accelerating the billing cycle,
optimizing or outsourcing of the collection
process, and dispute management, or the
sale of a portfolio of receivables without
recourse and monetizing illiquid assets.

Inventory levels are traditionally
the most difficult working capital

lever to pull from a time and cost
perspective. Three main types, namely raw
materials, work-in-progress and finished
goods can be grouped as inventory. The
respective level of the inventory positions
depends on the business models
prevailing in a company's industry as well
as the market cycles and value chains
that characterize them.

Proper management of inventory involves
determining adequate inventory levels for
a company in terms of maximizing
associated revenues while minimizing the
actual costs and opportunity costs of
holding inventory.

Accounts Payables - When a firm
buys goods or services from a

supplier, the company generally will not
pay immediately. Thus; the purchasing
company lists this current liability under the
label of accounts payable in their balance
sheet until the payment is executed to the
respective supplier. Therefore, accounts
payable is the amount of cash a company
must pay to its suppliers somewhere in the
future.

The credit terms provided by suppliers
depends on several variables and often
differ significantly across industries
and countries. Nevertheless, the amount
of accounts payable owed by a company
is not only determined by the credit terms
it gets offered by its suppliers, but also by
the payment practices of the company
itself.

Matching payment terms and Days
Payables Outstanding (DPO) to industry-
acceptable vendor payment terms, are
paramount. Accounts payable represents
the most significant source of short-term
self-funding and additional liquidity for
businesses by optimizing payment terms
with their suppliers.

In addition, financing solutions such as
Supply Chain Finance, also known as
Reverse Factoring can be implemented
allowing the suppliers to get paid earlier
while optimizing the payment terms for the
buying organization by injecting liquidity
via third-party financiers.
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What prevents companies 
from optimizing more working capital?
There are a number of common drivers
why companies are not able to optimize
more working capital. Often there is not the
level of transparency on the real
opportunity available simply because the
data is not available. Organizations do not
know how they perform in comparison to
their peers and competitors in terms of
industry, commodity, or country.

Importantly companies need to challenge
their perceptions of the prevailing wisdom.
For example, often it is a misconception
that working capital opportunities come at
the cost of EBITDA. In reality, this is not
the case. At the same time, management
often believes that working capital is a
financial issue but in reality, it is an
operational issue driven by many functions
and many detailed and interconnected
processes.

Thus, when focusing on improving
accounts payables and optimizing terms
with suppliers it is key that top
management, treasury, and procurement
are collaborating and have access to
information to make such changes.

For example, procurement and sourcing
people should know of the supplier's
financial strength to determine the impact
that longer terms may have. The leverage
and materiality of the suppliers as well as
other important data points such as DSO
of suppliers and average payment terms
within the suppliers peer-groups should be
available to have the arguments to
negotiate better terms.

ESG and Sustainability

Customers, suppliers, investors and more
tellingly consumers are demanding more
sustainable, social conscious corporate
behavior. There is a growing need for
private equity firms to embrace these
concerns for environmental and social
governance as well as diversity, equity,
and inclusion issues. Private equity
companies that can deliver are reaping the
awards.

As younger generations enter the
workforce, there is a push towards
corporate social responsibility. Companies
are recognizing the need to remove unjust
barriers to participation in the global
economy. There is a greater focus on the
idea that businesses must do better with
respect to changing the behavior within
their supply chain.

40% of private equity firms reported in a
recent survey by S&P (source: Source:
S&P Global Market Intelligence, 2021) that
they are planning to work on improving
ESG standards within their current
portfolio companies. ESG was already
gaining in momentum but the pandemic
and the focus on sustainable supply chain
amplified and accelerated the focus. The
number of firms just starting to introduce
ESG in their strategy increased from 18%
to 24% in 2021. The results show a clear
shift indicating that many firms that had
not tackled ESG last year will be working
on it this year.
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Optimizing and negotiating better payment
terms with suppliers can achieve three key
results helping private equity firms achieve
more value from their portfolio with an
impact on ESG and sustainability.

• Improving and negotiating payment
terms with medium and large-sized
suppliers allows to unlock liquidity, be
more competitive and increase the
overall value of the company. Especially
when considering the overall market,
when applying better payment terms
than the competition, companies can
gain a competitive advantage, using the
enhanced liquidity position to invest in
growth, research and development or
offering their product and services at
lower pricing to their customers.

In addition, companies with the right
working capital structure are better
prepared for an economic downturn
where liquidity is scarce and expensive.

• Supporting suppliers with better terms,
connected to sustainability metrics can
incentivize better behavior. By offering
better payment terms to minority-owned
suppliers, or companies with other ESG
characteristics (e.g. carbon-neutral,
child labor policies) corporate buyers
can create financial incentives for their
suppliers to commit to a sustainability
policy. Private-equity-owned companies
with a lot of resources can assist
smaller companies with better payment
terms and liquidity who would like to do
something but face a challenge with the
cost of implementing an ESG program.

• Other focus can be on SMEs (Small and
Medium-Sized Enterprises), newly
established, or companies that have a
weak overall credit score with little
access to external financing. Finding
ways to support supplier resilience is
essential to maintain a healthy supply
chain ecosystem and increase the
capacity of all companies involved. All
of which ultimately leads to better ROI,
expansion, and growth.

Focusing on Payment Terms
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Calculum is data as a service (DaaS)
company helping companies to compare
themselves with their peers, analyze,
optimize and negotiate better terms with
their trading partners.

Headquartered in Miami, the company
empowers treasury organizations as well
as credit and procurement teams,
unlocking working capital, reducing risk of
supply chain disruptions for corporates,
and their trading partners.

Payment terms form an integral part of any
business-to-business (B2B) relationship
affecting cash flow, profitability, sales
growth, credit, and supply risk with an
impact on a company’s shareholder value.

Calculum is on a mission, allowing
companies such as private-equity-owned
businesses to unlock millions of dollars in
free cash flow, improving their margins,
selecting the right trading partners, and
reducing the risk of supply chain
disruptions. Tasks that took companies
and experienced analysts months to
achieve on a small number of trading
partners, can be done by Calculum in
seconds.
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How can Calculum help 
private equity firms to create value out of working capital?

We support private equity firms in three
ways. During the due diligence process we
help identify any risk or any opportunity in
upside for the business case. Post deal we
can help set the right level of ambition for
future working capital levels and put in
place the action plans to achieve those.
Thirdly, and probably most importantly, we
then help management realize that cash
quickly through hands-on operational
implementation of improvements, to
actively drive change and imbed structural
improvements that help management to
achieve superior payment terms.

Contact us
We are ready to provide you with insights
on payment terms that will help you
improve your working capital structure and
performance that helps address your
specific needs.

Please contact us: contact@calculum.ai

We are always available to discuss, clarify
and demo our solution.
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This material has been prepared for general informational purposes only 
and is not intended to be relied upon as professional advice. Please refer 
to your advisors for specific advice.


