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Service Sectors provide many opportunities for Private Equity (PE), 
however, the value of deals can be seriously compromised 
by poor Operational Due Diligence.

PE owned service businesses are frequently 
made up of geographically disparate contracts. 
The ‘tribe’ mentality which can exist between 
contracts can lead to duplicated work, additional 
costs, and delay service provision.  Whether a 
business is operating in a multiple contract or 
single service environment there is usually more 
than one set of KPI’s. Consultancies tend to be 
brought in to tackle these problems when there 
is a profit margin issue or a pressing desire to sell, 
however, they should also play a more proactive 
role.

In our experience, there is rarely enough, if any, 
in-depth Operational Due Diligence
While standard Due Diligence (DD) offers value 
around establishing liabilities in areas such as 
pension funding they tend to be limited. In our 
experience, there is rarely enough, if any, in-depth 
Operational Due Diligence to really understand 
how a contract operates and the true Cost to 
Serve. In Facilities Management in particular this 
is exacerbated when multiple, disparate contracts 
are operating simultaneously. An Operational DD 
review should establish the Cost to Serve and at 
the same time uncover people or process issues. 
In our experience, PE houses do not do enough 

in this area, concentrating on the management 
team they are buying at the expense of studying 
the broader workforce or ‘white space’ between 
contracts or functions. The white space between 
teams and functions inevitably leads to ‘failure 
demand’ – rework created by the business that 
adds no value to the services provided.

Operational costs can be analysed surprisingly 
quickly
Adopting a manufacturing mentality in a service 
environment can establish the  direct and indirect 
costs at Divisional, Regional and Contract level 
and how they should be allocated to each of the 
‘products’ being delivered.  While on the surface 
a detailed Cost to Serve exercise can appear to be 
a daunting task, current data analytics techniques 
make it fast and simple once the cost allocation 
rules are established. Building a Cost to Serve 
model – in Excel or a simple database – can be 
completed in a very short period of time. 
Once established, individual contracts can be 
compared side by side. It also reveals which are 
the margin enhancing, and eroding, services being 
delivered. Together this informs the potential 
value of the target company. 
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Wider Operational issues can, and should, also be 
addressed
An Operational Diagnostic can also review;
• Systems – are they adequate, can they be 

simplified and is further automation possible?  
• Organisation Design – are there too many 

layers, are spans too narrow, is the business 
designed for success?

• Process Efficiency – is the business Lean, is 
there built in non-value adding activity? 

• Terms & Conditions Harmonisation – how 
many different sets of T&C’s persist and what 
is the cash or industrial relations cost of 
eradicating these?

• Supply Chain – is there the potential for 
economies of scale and / or what would be the 
negative impact of central procurement?

• Workflow Optimisation – can demand be 
smoothed, or can supply be more flexible?

All of these interventions are aimed at creating a 
deeper understanding of the current value. They 
also give a detailed view of the potential value 
that could be unlocked post-acquisition. 

Buying contracts, at any price, should be 
challenged
Beyond current contract performance, the 
biggest disconnect in this sector is the lack of 
knowledge transfer from Operations to Business 
Development (BD) teams. There appears to be 
a perpetual need to buy contracts with a never 
ending ‘rose tinted’ view that, irrespective of 
buy price, there will always be the opportunity 
to reduce inherent contact costs. Educating BD 
teams on true Cost to Serve would, in our opinion, 
reduce the acceptance of loss making contracts. 
Fixing ‘broken’ contracts can be done in the 
normal course of business improvement activity. 
Exacerbating this by buying loss making contracts 
simply elongates the turnaround timeline.

To summarise, there are three areas where PE 
houses could go further;
• In addition to the Financial DD, run an 

Operational Due Diligence exercise
• Establish the real Cost to Serve to obtain 

a better view of the current value of the 
business and future improvement potential

• Post-acquisition, use this to educate BD teams 
to break the value reducing habit of buying 
loss making contracts

Operational Due Diligence diagnostics are an 
intense period of activity, the timeline usually 
being determined by the speed at which the deal 
is moving. Commercially, we have carried these 
out on a straight forward day rate, gain share or 
discounted on a guaranteed future delivery terms.

Investing in Operational DD can weed out 
investments that are likely to perform poorly
As is well known, the returns from PE investments 
can be very variable (See Bain & Company’s Global 
Private Equity Annual Report). One of the ways 
to improve the hit rate and therefore average 
returns is to ensure the current performance 
and opportunity for improvement are clearly 
understood up front. An Operational Due Diligence 
exercise can be one the most effective ways of 
achieving this.

“Investing in Operational 
Due Diligence can weed out 
investments that are likely to 
perform poorly”
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