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We must break the Money Trust or the Money Trust will break us.


—Louis Brandeis, Other People’s Money and How the Bankers Use It

















Introduction


A New Gilded Age


Private equity surrounds you. When you visit a doctor or pay a student loan, buy life insurance or rent an apartment, pump gas or fill a prescription, you may—wittingly or not—be supporting a private equity firm. These firms, with obscure names like Blackstone, Carlyle, and KKR, are actually some of the largest employers in America and hold assets that rival those of small countries. Yet few people understand what these firms are or how they work. This is unfortunate because private equity firms, which buy and sell so many businesses you know, explain innumerable modern economic mysteries. They explain, in part, why your doctor’s bill is so expensive and why your veterinary clinic seems to be in decline. They explain why so many stores are understaffed or closing altogether. They explain why there are ever fewer companies in America and why those that remain are selling ever lower-quality products. In fact, despite their relative anonymity, private equity firms are poised to reshape America in this decade the way in which Big Tech did in the last decade and in which subprime lenders did in the decade before that. And as we will explore, they’re doing it all with the government’s help.


Consider the pillaging of HCR ManorCare, which was once the second-largest nursing home chain in America.1 In 2007, a private equity firm, the Carlyle Group, bought ManorCare for a little over $6 billion, most of which was borrowed money that ManorCare, not Carlyle, would have to pay back. As the nursing home chain’s new owner, Carlyle sold nearly all of ManorCare’s real estate and quickly recovered the money that it put into the purchase. But the move forced ManorCare to pay nearly half a billion dollars a year in rent to occupy buildings it once owned. Moreover, Carlyle extracted over $80 million in transaction and advisory fees that ManorCare paid for the privilege of being bought and owned by Carlyle. These sorts of payments made Carlyle’s founders billionaires many times over.2 But they drained ManorCare of the money it needed to operate and care for its residents.3


As a result of these financial machinations, ManorCare was forced to lay off hundreds of workers and institute various cost-cutting programs.4 Health code violations spiked. And an unknowable number of residents suffered. The daughter of one resident told the Washington Post that “my mom would call us every day crying when she was in there. It was dirty—like a run-down motel. Roaches and ants all over the place.”5 Such cost cutting eviscerated the business, and in 2018, the company filed for bankruptcy with over $7 billion in debt.6 Yet despite the bankruptcy, the deal was almost certainly profitable for Carlyle. It recovered the money it invested through the sale of the real estate and made millions more in various fees.7 That the business itself collapsed was, in a sense, immaterial to Carlyle. (In statements to the Post, ManorCare denied that the quality of its care had declined, while Carlyle claimed that changes in how Medicare paid nursing homes, not its own actions, caused the chain’s bankruptcy.)


Moreover, Carlyle managed to avoid legal liability for the consequences of its actions. For instance, the family of one resident, Annie Salley, sued Carlyle after she died in an understaffed facility.8 Though she struggled to go to the restroom by herself, Salley was nevertheless forced to do so and fell and hit her head on a bathroom fixture. Afterward, nursing home staff reportedly failed to order a head scan and failed to report her to a doctor, even though in the days that followed, Salley showed confusion, vomited, and thrashed around. Salley eventually died of subdural hematoma—bleeding around the brain—and doctors found that blood had pushed her brain fully to one side of her head. Yet when Salley’s family sued for wrongful death, Carlyle managed to get the case against it dismissed. As a private equity firm, Carlyle explained, it did not technically own ManorCare. Rather, Carlyle merely advised a series of investment funds—funds with names like Carlyle Partners V MC, L.P.—that did.9 In essence, Carlyle performed a legal disappearing act, and the court dismissed the Salley family’s case against the firm.10 Carlyle would not be held responsible for Salley’s death, or for the sordid sorry outcomes that resulted from its plunder of ManorCare.


[image: image]


The story of ManorCare and Carlyle is both common and confounding. The leaders of this industry, including Carlyle, but also Blackstone, KKR, Apollo, Warburg Pincus, Bain, and many other smaller firms are, at best, only vaguely known to most Americans. But their companies fill and shape our lives. If you rented an apartment, you may have done so through a company owned by Blackstone. If you visited a doctor or rode in an ambulance, you may have been billed by a company owned by KKR. If you bought insurance, you may have done so through Apollo, or if you paid your student loans, you might have done so through a Platinum Equity company. If you bought contacts, pet food, slacks, or a new dress, you may ultimately have paid KKR, BC Partners, Leonard Green & Partners, or Sycamore Partners.11 In some municipalities, the very water you drink has been provided by private equity. The industry is quite literally right in front of you. The font used in this book is owned and licensed by a private equity portfolio company.12


Today, the industry owns more businesses than all those listed on US stock exchanges combined.13 KKR’s portfolio companies employ over 800,000 people;14 Carlyle’s 650,000;15 and Blackstone’s 550,000.16 Considered together, they would be the third-, fourth-, and fifth-largest employers in America, behind only Walmart and Amazon.17


Yet, few of us have heard of these firms, let alone understand how they work. In a sense, their business is simple. Private equity firms invest a little of their own money, a lot of investors’ money, and a whole lot of borrowed money to buy up companies (typically making them the sole, or private owner, hence the name). They then use various tactics to extract money from those companies, with an eye toward reselling them for a profit a few years later. Some of the companies that private equity firms buy go on to great success. But many others collapse or limp along, gutted of the assets that made them worth buying in the first place.


The basic business model of private equity firms often leads to disasters like that at ManorCare for three fundamental reasons. First, private equity firms typically buy businesses only for the short term. Second, they often load up the companies they buy with debt and extract onerous fees. And third, they insulate themselves from the consequences, both legal and financial, of their actions.18 This leads to a practice of extraction, rather than investment, of destruction, rather than creation. While not every company owned by private equity firms goes bankrupt, the chance of disaster meaningfully increases under their ownership.19


Consider the following: J.Crew. Neiman Marcus. Toys “R” Us. Sears. 24 Hour Fitness. Aeropostale. American Apparel. Brookstone. Charlotte Russe. Claire’s. David’s Bridal. Deadspin. Fairway. Gymboree. Hertz. KB Toys. Linens ’n Things. Mervyn’s. Mattress Firm. Musicland. Nine West. Payless ShoeSource. RadioShack. Shopko. Sports Authority. Rockport. True Religion. Wickes Furniture. The list goes on. All these companies went bankrupt after private equity firms bought them.20 Some were restructured, often by firing workers or abandoning retirees’ pension obligations. Many simply no longer exist. These bankruptcies, as we will see, are the consequence of private equity’s business model. As we will see, though these liquidations and restructurings are usually bad for consumers and workers, counterintuitively, companies’ bankruptcies may be desirable, even profitable, for their private equity owners.


The collapse of so many well-known companies is distressing by itself. But more than the failure of specific businesses, private equity helps to explain how whole industries and ways of life are being transformed. With its reliance on debt and fees and its focus on short-term profits, private equity is part of the reason why the quality of care at your dentist’s office is going down and why your doctor seems perennially overbooked. It’s part of the reason why so many people die in prisons and in nursing homes, why it’s so hard to buy a house, and why so many companies are suing their own customers. These aren’t unhappy accidents: they are fundamental to the industry’s business model.


Moreover, private equity helps to explain our ever-widening economic inequality. These firms take money from productive companies, their employees, and their customers and redistribute it to themselves. Typically, they load up the businesses they buy with debt and often impose fees on their companies for the privilege of being owned by them. The result of this wealth transfer is that the leaders of the largest private equity firms are some of the richest people in America: the cofounders of KKR, Apollo, and Blackstone are worth $7 billion, $9 billion, and $29 billion, respectively.21 Their wealth is more than the gross domestic product of some countries22 and an order of magnitude greater than that of the merely absurdly rich. While the CEO of the investment bank JP Morgan made a little over $80 million in 2021, the CEO of the private equity firm Blackstone made over ten times that: $1 billion.23


As the chapters in this book explain, private equity firms also hasten the “financialization” of the American economy through the increased power of banks and other financial institutions over companies that make and sell useful products and tangible goods. Today, the finance industry gets a quarter of all corporate profits, up from a tenth in the “greed is good” 1980s.24 At the same time, it employs just 5 percent of the country’s workforce and largely fails to deliver a useful product for many Americans: a quarter of households, for instance, don’t have access to a bank account.25 By controlling the operation of companies in the rest of the economy, private equity hastens this trend toward financial control.


The predatory practices of private equity exacerbate inequality and eviscerate our economy by taking money from productive businesses and giving it to largely unproductive ones. But private equity firms have done more, by taking on much of the work in lending to big businesses that was once the domain of investment banks before the financial crisis of 2007. In other words, private equity firms you may not have heard of—Blackstone, Apollo, and so forth—are replacing the investment banks you probably know: Goldman Sachs, JP Morgan, and others. These private equity firms are taking on much of the work of the very institutions that precipitated the Great Recession and are now doing so with vastly less oversight—if such a thing were possible—than the investment banks faced before that crisis.
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That some businesses may be rapacious or even dangerous is concerning yet unsurprising. The new and important point—and the subject of this book—is that the stunning success of private equity is all happening with the support of the government, whose various arms—from courts and Congress to the executive branch, states, and localities—have not only allowed private equity to grow and dominate but have actively encouraged it. This is unsurprising, in part, because the industry has given hundreds of millions of dollars to politicians26 and has welcomed untold senior government officials into its employment after their careers in public service came to an end. These have included




• Timothy Geithner, former treasury secretary under President Obama, now president of Warburg Pincus27


• Jacob Lew, another former Obama treasury secretary, now a managing partner at Lindsay Goldberg28


• Newt Gingrich, former Speaker of the House, now a strategic partner at JAM Capital29


• Paul Ryan, another former Speaker of the House, now a partner at Solamere Capital30


• David Petraeus, former general and CIA director, now chairman of the KKR Global Institute31


• Leon Panetta, former secretary of defense, now an adviser at Cerberus Capital Management32


• Kelly Ayotte and Evan Bayh, former senators and now director of Blackstone and senior adviser to Apollo, respectively33





Other luminaries in the private equity–government complex include former vice president Dan Quayle;34 generals Barry R. McCaffrey and Anthony Zinni;35 former cabinet members James Baker, John F. Kelly, Dan Coats, and John Snow; former FCC chairmen William Kennard, Julius Genachowski, and Ajit Pai; and former SEC chairmen Arthur Levitt and Jay Clayton, among so many others.36


As a cause and effect of this cross-pollination, the government has been extraordinarily solicitous of private equity firms. Whole private equity–owned businesses have been built based on getting government money. Where regulations stood in the way of these companies, they have been removed. As described in future chapters, Fannie Mae helped private equity firms buy up foreclosed homes and flip them into rentals. Local police departments helped private equity–owned companies buy prison phone, food, and health care operations and gut their quality of care. Courts helped private equity firms slough off pension obligations, and federal regulators helped them access 401(k) funds. Cities sold their own water systems to private equity–owned firms, and Congress gave them billions of dollars.


What is perhaps most ironic is that those who have the most to lose from private equity are enabling it. Pension funds—the investments of unions and middle-class workers—are some of private equity’s largest investors. Private equity firms then use the money of these funds to buy companies in which they often cut wages and abandon pension obligations. Extraordinarily, we appear to be creating the tools of our own destruction.
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We can stop the industry’s worst abuses. But we have to act now. Policies by the Federal Reserve before and during the pandemic to lower interest rates made it vastly easier for private equity firms to buy up companies. While many businesses struggled during the pandemic, private equity spent $1.2 trillion in 2021—over $500 billion more than it spent the year before—to buy them up.37 Meanwhile, deregulation by the Trump administration allowed private equity to access potentially trillions more dollars in people’s 401(k) accounts, including, possibly, yours. This will give the industry vastly more money with which to buy up companies.


Yet, despite its size, we can stop the ever-outward movement of the industry. We can do so because we’ve done it before. Today’s private equity industry bears a striking resemblance to the great “money trusts” that Louis Brandeis denounced a century ago in his book Other People’s Money and How the Bankers Use It. Then, as now, financiers captured productive companies with the savings of others.38 Then, as now, they gutted their portfolio companies, extracted fees, and forced partnerships among their various businesses.39 And then, as now, the financiers—often ignorant of the actual operations of the companies they bought—arrested the development of their businesses. As private equity firms buy companies across the disparate industries of health care, construction, retail, and leisure, so it is today.


But then—and perhaps now—people organized to break the great trusts of their time, including the money trusts. The government banned anticompetitive acquisitions and “interlocking directorates” between competing companies. It created the Federal Trade Commission and investigated, and eventually destroyed, monopolies in steel, sugar, tobacco, and elsewhere. We can do so again, and this book endeavors to show us how.


The chapters that follow proceed in three parts.


Part I explains how private equity firms make their money: both their tactics of extraction and their businesses of focus, from mobile homes and nursing facilities to retailers and prisons. A recurring theme of these chapters is that, surprisingly, private equity firms buy businesses that target the very poor, rather than the very rich, because, in a sense, these customers have no recourse when quality falls and prices rise.


Part II explains how the industry has advanced its agenda across virtually every arm of government, from Congress and courts to regulators and localities. As these chapters describe, sometimes private equity firms have lobbied directly to change laws and regulations: for instance, to fight rent control laws or to preserve tax advantages. At other times, the industry has benefited from larger trends over several decades: the reshaping of antitrust law, for instance, or the rise of forced arbitration.


Part III explains how we can stop the industry’s worst excesses. These chapters offer a specific agenda for what we must accomplish and a path for how we might effect change—through litigation, regulation, and state and local legislation—at a time of extraordinary political dysfunction.


To the arguments thus far, and those to come, a world-weary reader may offer three skeptical replies.


First, the skeptic may say, “for better or worse, private equity is just an extreme form of free-market capitalism.” The debt that private equity forces onto companies, and the short deadlines it demands for profits, force sluggish companies to reform and demand the survival of the fittest. Or so the argument goes. As the chapters that follow show, private equity firms do not offer simply an extreme version of capitalism but, rather, something much darker: a twining of big business and big government that finds profits by creating and exploiting legal gaps and obscure government programs. When forced to actually run businesses, private equity firms often show surprising ineptitude. Their executives’ talents often come not from operating the levers of business but from the levers of power: securing financing, identifying regulatory holes, and creating them when they don’t exist. Capitalists and socialists, and everyone in between, should all be united in their concern over this business philosophy.


Second, the skeptic may ask, “Yes, private equity is bad, but is it meaningfully different from other parts of the finance industry?” Yes, it is. Hedge funds might short businesses. Investment banks may create ruinous bubbles. But private equity firms can do both and more. Because their business model—which requires short-term thinking, leverage and extractive fees, and escape from liability—produces uniquely bad outcomes, they are uniquely worthy of your attention.


Third, the skeptic may say, “Yes, private equity is uniquely bad, but it is inevitable, or at least irremediable.” And this is the most important point of the book, namely, that we can stop this from happening. We do indeed live in a second Gilded Age, a time of gaping inequality and aching political dysfunction. But a century ago, we rejected immiserating poverty and politics in favor of populist and progressive reforms: unions, suffrage, antitrust, worker and environmental protections, and graduated taxation. We can do so again. We just need the collective will to act.


And that is the final message of this book, a message of hope. Private equity is part of the larger financialization of our economy, and perhaps its worst exemplar. It was created with the active support of our government, and as the pages that follow show, it has transformed whole industries and upended lives. But if we created private equity, we can also contain it. I am here to tell you that we can write our own future. A better world is possible. The following chapters show us how.
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Part I


How They Make Their Money
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Chapter one


Other People’s Money, and How They Use It


The Tactics of Private Equity


In 2005, Sun Capital bought Shopko for a little over a billion dollars. A regional retailer like Fred Meyer, Gabe’s, or Bi-Mart, Shopko’s operations were focused primarily in the Midwest.1 Its first store opened in Green Bay, Wisconsin, in 1962 and began what a commemorative plaque at the site later called “a new era in retailing.”2 The company’s innovation: putting pharmacies and, later, groceries in their larger stores.3 Over time, the business expanded to other states, like Minnesota, Michigan, and Iowa.4 Eventually, it became a regional institution. “Shopko was at the heart of our community,” said Sarah Godlewski, Wisconsin’s state treasurer.5 “As a kid my mom would ask me if I needed anything for school. I would mention different supplies, and she would say, ‘OK, go put it on your Shopko list.’ It was never a shopping list, it was always a Shopko list.”6


Despite its regional importance, in 2019, Shopko filed for bankruptcy and, shortly thereafter, ceased operations entirely.7 How did this happen? How did a respected institution flail and eventually fail? The short answer was that a private equity firm bought it.8 Over nearly fifteen years of ownership, Sun Capital bankrupted Shopko while making hundreds of millions of dollars for itself. It did so through a variety of tactics that drained Shopko of assets, locked the chain into unfavorable deals, denied employees pay, and transferred money that the retailer needed to modernize and grow. These tactics were surprising—perhaps even shocking—but they were not unusual, for as the pages below explain, they are often the means by which private equity firms succeed, even if the very companies they buy fail.


First, Sun Capital made Shopko sell most of its property. It’s important for a retailer to own its own stores, if it can: it saves the company from having to pay rent in good times and gives the company something to borrow against in bad times. By forcing the chain to give up most of its stores, Sun Capital made Shopko a quick $815 million.9 But it also saddled Shopko with paying rent on the very stores it once owned, an expensive and unending obligation. To compound the problem, Sun Capital locked Shopko into fifteen- and twenty-year leases,10 which made it hard for Shopko’s management to move stores.


Then Sun Capital began extracting fees. It forced Shopko to borrow nearly $180 million to pay Sun Capital “dividends”: financial rewards to owners usually given only in good times.11 It also required Shopko to pay a quarterly $1 million “consulting” fee, and a 1 percent fee on certain large transactions. The latter fee applied to Shopko’s dividend payments, so that Shopko actually had to pay Sun Capital a fee just for paying Sun Capital.12 And while Sun Capital was extracting this money, under its watch, Shopko skirted its tax obligations: in 2019, the Wisconsin Department of Revenue alleged that the company failed to pay over $13 million in sales taxes and penalties.13 (The Department ultimately withdrew its claim after reaching an undisclosed settlement with the holding corporation for Shopko’s bankrupted assets.)14


Then Sun Capital began layoffs. In December 2018, Shopko announced that it would close thirty-nine stores.15 In January the next year, Sun Capital pushed Shopko into bankruptcy and closed an additional thirty-eight. And in March, unable to find a new buyer, Shopko announced that it was liquidating entirely and closing its remaining 360 or so locations. At the time, Shopko had fourteen thousand employees:16 most all of them would lose their jobs.


As Shopko’s employees were fired and the company’s assets liquidated—even the plaque commemorating the company’s first location was sold—Sun Capital asked some employees to stay on through the bankruptcy process. But after they did so, Sun Capital reneged on its promise to pay them severance. “We risked losing potential job opportunities by sticking around,” one former employee told the Green Bay Press-Gazette.17 “Then the day we officially found out about not getting the severance was the last day we were open. It felt like a false promise.”18 Ultimately, a bankruptcy judge approved $3 million in pay for nearly four thousand workers, but only after labor organizers filed a class action lawsuit. And even then, the agreement excluded thousands of employees who were among the last to work at the company.


The effects of Shopko’s collapse lived on in the company’s former workers. At a memorial event a year after the bankruptcy, Trina McInerney, tearing up, explained to the Washington Examiner that “Sun Capital left me jobless, with nothing.… The devastation was real, the heartbreak was real, having no income, losing your work family, losing your work dignity—all real.”19 Linda Parker, who managed several Payless ShoeSource stores housed within Shopkos, said that she had to take on three part-time jobs that together didn’t make as much as her old one.20 “Holding Wall Street and private equity and hedge fund billionaires accountable is crucial,” she said. “It’s just going to get worse. They feel no empathy for us, they feel no guilt over what they’re doing.… It’s time to take action and do something to stop these horrible business practices.”21


But who are these private equity billionaires? Sun Capital is run by two Wharton classmates, Rodger Krouse and Marc Leder. Both men are worth hundreds of millions of dollars, though Leder is the public face of the company and by far the brasher of the two. The New York Post described him as the “Hugh Hefner of the Hamptons”22 and alleged that he threw parties in which “guests cavorted nude in the pool and performed sex acts, scantily dressed Russians danced on platforms and men twirled lit torches to a booming techno beat.”23 Said one acquaintance, “So many girls think they’re dating him. There are [at] least three that I know of.”24


Despite his lavish lifestyle, Leder supports the politics of austerity. Recall when Mitt Romney declared that “47 percent of the people” would vote for President Obama “no matter what” because they “believe the government has a responsibility to care for them, who believe that they are entitled to health care, to food, to housing, to you-name-it.”25 Romney made that statement at a private fundraiser that Leder hosted in his Boca Raton home.26 Leder has also given money to David Perdue,27 Marco Rubio,28 Jason Chaffetz,29 Clay Shaw,30 and Mitch McConnell,31 who have all attempted to cut various cables of the social safety net on which so many of Leder’s former employees now rely.32


It is important to understand that Shopko is not some fluke, a rare failure in Sun Capital’s otherwise brilliant investments. In 2005, the firm bought Garden Fresh Restaurant Corporation, but pushed it into bankruptcy in 2016.33 In 2006, it bought Marsh Supermarkets, which filed for bankruptcy in 2017. In 2007, Sun Capital bought a majority stake in Limited Stores, which filed for bankruptcy a decade later. And in 2008, it bought Gordmans, which went bankrupt in 2017, but not before Sun Capital forced the company to borrow $45 million to pay in dividends. And yet despite these failures, Sun Capital continued to prosper, making over $1.4 billion in the most recent year for which it published data.34


The point is that Sun Capital’s—and private equity’s—success does not always depend on the success of the companies they own. Through a range of tactics described below, they can extract money from the businesses they buy, whether or not those businesses thrive or die. In this way, the whole industry of private equity is unnervingly similar to the “money trusts” of the early twentieth century, when financiers like George F. Baker and J. P. Morgan oversaw disparate empires of railroads, banks, steel mills, shipping, and insurance companies.35 In 1914, Louis Brandeis observed that the men of the money trust “start usually with ignorance of the particular business which they are supposed to direct.”36 When the Steel Trust was signed into existence, one of the lawyers present declared that, “[t]hat signature is the last one necessary to put the Steel industry, on a large scale, into the hands of men who do not know anything about it.”37 So it is today, as a firm like Sun Capital invests in businesses as diverse as an industrial manufacturer,38 a dermatology network,39 a chain of barbecue restaurants,40 and a high-end women’s clothing retailer.41 Like the money trusts of the Gilded Age, Sun Capital, as with private equity firms, lacks the institutional skills necessary to manage the operations of such a diverse set of companies. But it isn’t just that private equity firms lack the knowledge to improve their companies’ operations; often, they lack the interest. As shortly explained, their skill frequently comes not in making companies better but in extracting more money from them.


Today’s private equity firms bear another similarity to the money trusts of a century ago, namely, that their power is obtained not, as Brandeis wrote, through “the possession of extraordinary ability” but through “the savings and quick capital of others.”42 Which is to say that private equity titans are rarely themselves masters of running companies but rather geniuses at getting and spending other people’s money. The difference now is simply a matter of scale. When the Gilded Age financier George F. Baker, reportedly twice as rich as J. P. Morgan, died in 1931, he was worth an estimated $1.4 billion in today’s money.43 Now, Stephen Schwarzman of Blackstone is worth nearly twenty times that.44


What accounts for this increase in these men’s wealth is not the quality of people running private equity firms but the availability of money, which is largely the decision of the government. In 1979, Congress reduced the capital gains rate—the tax on money made from investments—and in 1981 did so again.45 Along the way, the Labor Department permitted pension funds to make riskier investments, clarifying that while such funds must exercise the caution of a “prudent man” as a whole, individual speculative purchases “may be entirely proper” under the standard.46 These two changes allowed a flood of investment in venture capital and the emerging business of leveraged buyouts. One of the first was Gibson Greetings. In 1981, a consortium of investors led by former Nixon treasury secretary William E. Simon bought the company—a manufacturer of greeting cards—for $80 million.47 Simon and his investors put up just $1 million of their own money (Simon himself contributed about a third of that) and borrowed the remaining $79 million. Sixteen months later, they turned the company public at a valuation of $290 million. In a little over a year, Simon had made himself $66 million on a $330,000 investment. His astounding success inspired others. “I didn’t know what a leveraged buyout was,” said David Rubenstein, the founder of the behemoth Carlyle Group, “but it sounded more attractive than practicing law.”48


Between 1979 and 1989, there were some two thousand leveraged buyouts worth $250 million or more,49 capped at the end of the decade by Kohlberg Kravis Roberts & Co.’s (later called KKR) $24 billion takeover of RJR Nabisco.50 During this time, the story of leveraged buyouts was told in tandem with that of junk bonds: speculative investments that promised high yields but also high risks of failure. These bonds financed leveraged buyouts and made the whole industry possible. But by the end of the 1980s, the market collapsed: as foreshadowed by its very name, a number of junk bond–financed buyouts prominently failed. Drexel Burnham Lambert, the investment firm that powered much of the junk bond industry, imploded, and several of its most prominent bankers were criminally prosecuted.51 Meanwhile, hundreds of savings and loan associations (S&Ls), which had been primary purchasers of junk bonds, were closed, with the subsequent bailout costing taxpayers over $100 billion.52


But leveraged buyouts didn’t die after this first frenzy; they were simply rebranded as “private equity.” After a fallow period in the early 1990s, firms in this renamed business bought big companies like Snapple,53 Burger King,54 Houghton Mifflin,55 Harrah’s Entertainment,56 MGM,57 and Toys “R” Us.58 The industry found new sources of money: in 2006, KKR was the first firm to take itself public, followed by Blackstone, Apollo, and Carlyle. Countries like Russia and Saudi Arabia created “sovereign wealth funds” to invest their oil fortunes in private equity. And a secondary market developed, so that institutions that invested with private equity companies could in turn sell those investments to others. Shorn of its rougher public associations with junk bonds, S&Ls, and Drexel Burnham Lambert, this “superior form of capitalism,”59 as the former leader of Yale’s endowment once described it, entered a new golden age.


The Great Recession briefly depressed private equity, and the 2012 presidential campaign scoured some of the gilding off the industry, such that its leading firms no longer even describe themselves primarily in terms of private equity. Blackstone generically calls itself “a leading global investment business,”60 while Apollo claims simply to be an “alternative asset management business.”61 But whatever its reputation, after each crisis, private equity emerged more powerful than before. In fact, while the COVID-19 pandemic was a disaster for most Americans, it was a boon to private equity. Private equity firms need borrowed money to buy companies, the interest rates for which are determined in large part by the Federal Reserve. At the outset of the pandemic, the Fed’s chairman, Jerome Powell (himself a private equity alum), helped drive interest rates to nearly zero. As a result, and coupled with the pandemic struggles of many ordinary businesses, private equity spent an astounding $1.2 trillion on acquisitions in 2021,62 or about one-twentieth of gross domestic product of the entire country.63 KKR’s “assets under management”—the money it controls to invest—grew 87 percent that year, to $471 billion.64 Blackstone’s rose to nearly twice that: $881 billion.65 These are stores of wealth bigger than the economies of many countries. And they are big enough to change the world.
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The chapters that follow describe how private equity spends its money, how it transforms industries, and how the arms of the government helped at every step. But before examining the details, it is important to understand the larger matter of just how private equity works, for while the term private equity is frequently used, its meaning is rarely understood.


Private equity firms are different from investment banks, which originally centered on helping other businesses buy one another or issue stock. They are also different from hedge funds, which tend to buy and sell public securities, such as stocks and bonds. Rather than buying individual securities, private equity firms buy whole companies. And rather than doing so on behalf of other businesses, they do so for themselves. The line between different kinds of financial institutions is porous: firms that call themselves hedge funds sometimes engage in private equity, and as a future chapter explains, private equity firms are increasingly taking on the business of investment banks. Nevertheless, the general division is that while banks and hedge funds tend to invest in companies, private equity firms tend to buy them.


Private equity firms’ basic business model is simple. In a typical case, a private equity firm—or, more accurately, a legally separate fund that the firm controls—buys a company.66 The separate fund helps to insulate the firm from liability, as we saw with ManorCare, and is generally the sole, or private, owner of the company, hence the “private” in private equity. Through a series of operational and financial changes, the private equity firm works to make the company more valuable and, after a few years, tries to sell it or take it public at a profit.


To make its business model work, the private equity firm needs money, which it gets from three sources. The firm itself contributes a small percentage of the funds needed to buy the company, while the firm’s investors—pension funds, sovereign wealth funds, wealthy individuals, and the like—provide some of the rest necessary for the acquisition. The firm then leverages all those assets (hence the “leveraged” in leveraged buyout) to borrow most of the money it needs from banks and other lenders. Crucially, the responsibility for paying back the money the firm borrows sits not with the firm itself but with the company it buys. Thus, if the company fails, the private equity firm loses only its small initial investment. But why would the company agree to take on this debt? And why would banks and other investors lend this money in the first place? Executives at the acquired company may agree to borrow money because they stand to make a great deal from the sale to a private equity firm. With the prospect of a windfall, they may authorize borrowing that, ordinarily, they might not. As for the banks and lenders, when interest rates are low, they are often willing to make riskier loans in an effort to make more than inflation. Furthermore, lenders are often able to “syndicate” their loans to others, meaning that those who make loans often are not responsible for getting that money back.


But while private equity firms stand to lose only a little if their investments fail, they stand to make enormous sums if they succeed. As mentioned above, firms make their purchases through legally separate funds, each of which has money, provided by investors, with which to buy companies. Private equity firms are typically entitled to 2 percent of that money every year, no matter how well or poorly their funds do. This means, for instance, that a firm with a billion-dollar fund is guaranteed to make $20 million—2 percent—every year, even if its investments fail.67 On top of this, a firm usually takes 20 percent of the fund’s profits once it clears a certain hurdle, often an 8 percent rate of return.


As private equity experts Eileen Appelbaum and Rosemary Batt have explained, there are three fundamental problems with the business model just described.68 First, because private equity firms own the companies they buy for just a few years, they must extract money from them exceedingly fast; there’s simply not much reason for them to consider the long-term health of the companies they buy. Second, because private equity firms invest little of their own money but receive an outsized share of potential profits, they are encouraged to take huge risks. In practice, this means loading companies up with debt and extracting onerous fees. And third, partly because legally separate funds technically own the companies, private equity firms are rarely held responsible for the debts and actions of the companies they run. These facts of short-term, high-risk, and low-consequence ownership explain why private equity firms’ efforts to make companies profitable so often prove disastrous for everyone except the private equity firms themselves.


But how exactly does a private equity firm make money? In theory, it should make a company’s operations more efficient by bringing in new management and modern business practices. This may be so for the small and midsized companies that private equity firms acquire, which are often run by families or first-time entrepreneurs. But it is rarely so for big companies, whose professional managers are schooled in best practices and experienced in running large organizations; in other words, there is only so much need for outside assistance. Instead of offering better management, firms often use a range of tactics described below—leasebacks, dividend recaps, strategic bankruptcies, rollups, forced partnerships, tax avoidance, and layoffs—to extract money from businesses. These tactics are endemic to the industry and fundamental to the way it operates.


Leasebacks


After Sun Capital bought Shopko in 2005, it forced the company to sell most of its stores and lease in perpetuity the property that it once owned. This leaseback tactic is a great source of revenue for private equity because it allows the firm to post a quick profit and often take a transaction fee along the way. But it is often devastating for the underlying company, which is permanently shorn of assets. And it is particularly hard for businesses in cyclical industries. As mentioned, owning property saves companies from having to pay rent and gives them something to borrow against in bad times.69 Without assets, and burdened with an ongoing expense, companies that merely survive when demand waxes may die when it wanes.


There is a darker purpose to leasebacks too. A few decades ago, private equity firms began buying nursing homes, and today they own between 5 and 11 percent of all facilities in America.70 To save money, these firms often gut homes’ quality of care. Studies have found that after private equity firms buy nursing homes, average nursing and staff hours fall while violations of industry protocols increase.71 Hospital readmission rates—the pace at which residents are sent back to hospitals within thirty days of discharge—also rise, a sign of declining care.72 As a result, more than twenty thousand people are estimated to have died due to private equity firms’ ownership of such homes.73


And this is where leasebacks come in. After buying nursing homes, private equity firms often sell their underlying assets and separately incorporate each facility in a nursing home chain.74 This means that if there is negligence in one facility—if a resident dies needlessly—that resident’s family often can only recover assets from that facility. And because that facility no longer owns its own property, there often aren’t many assets to recover. The result is that nursing home residents are needlessly dying and families are failing to get damages, and because of sale-leasebacks, there is little legal incentive for private equity firms to ever change their ways.


Dividend Recaps


Private equity firms use dividend recapitalizations, or recaps, to take companies’ borrowed money and give it to themselves. Ordinarily, a company’s shareholders will take an occasional cut of its profits, called a dividend, as a reward for the risks of ownership. They usually do so when times are good and the company can afford to shed the money. Private equity firms are different. They often force the companies they own to borrow money, in good times or in bad, to pay themselves. It’s like using someone else’s credit card to pay yourself. And like using someone else’s credit card, the practice often damages the company’s credit rating.75


Consider the case of Hertz. When the rental car company filed for bankruptcy in 2020, Axios described it as “a Frankenstein of financial engineering.”76 Fifteen years earlier, the private equity firm Clayton, Dubilier & Rice (CD&R) had led a consortium of investors to buy the company from Ford for $14.8 billion, nearly half of which was debt. Clayton quickly forced Hertz to borrow an additional $1 billion to pay it a dividend. By loading Hertz up with debt, Clayton and its coinvestors managed to make much of their initial money back while substantially retaining control of the company.77 But in the opinion of observers, after Hertz disastrously overpaid for its acquisition of rivals Thrifty and Dollar under CD&R’s watch, the private equity firm sold its remaining stake in the company in 2013.78 Hertz limped along for a number of years, but burdened in part by the debt that CD&R had forced upon it, the company filed for bankruptcy. When it did, Hertz owed over $24 billion, with barely $1 billion in cash on hand.79


Stories like Hertz’s are not uncommon. But if private equity firms own the companies they force to borrow money, don’t they ultimately have to pay the loans back, one way or another? Not necessarily. Recall that private equity firms buy companies with heaps of other people’s money. In other words, these firms control companies while making only modest investments themselves. Dividend recaps are a way for private equity firms to make back their investments—eliminating all risk—while still controlling the companies they buy. That’s what Sycamore Partners did when it forced Staples to give it a $1 billion dividend recap.80 The office supply store then had to pay $130 million a year on interest payments alone.81 That fact was almost immaterial to Sycamore, however, given that it made back through the recap most of what it paid to buy the company.


Dividend recaps can be devastating. The retailer Payless ShoeSource, lab testing company Trident USA, and urinalysis firm Millennium Health, for instance, all went bankrupt after being forced to make recaps.82 After the hospital chain Prospect Medical Holdings was forced to pay its private equity owner $457 million in 2018, it closed five facilities and fired over one thousand employees. And after the Environmental Protection Agency alleged that the medical device sterilization company Sterigenics was potentially emitting toxic carcinogens around its suburban Illinois production facility, a flood of lawsuits followed.83 According to plaintiffs, however, Sterigenics had shoveled over $1 billion in dividend recapitalizations to its private equity owners in the years before so that the company would have less money to pay to its victims.84 Hundreds of cases against the company remain ongoing.


Unfortunately, the federal government’s actions to stave off the worst economic effects of the pandemic may have made recaps easier. By driving interest rates down at the outset of the COVID-19 pandemic, the Federal Reserve made it cheaper for private equity–owned companies to borrow money. The effect was that in the second half of 2020, in the midst of a global recession, private equity firms forced the companies they owned to borrow an astonishing $27 billion to pay for dividend recaps or debt restructurings.85 Reflecting later on this trend, Davide Scigliuzzo of Bloomberg wrote that “[i]t looks likely billionaires and private equity firms will keep loading up companies with debt to turn them into dividend-paying ATMs.”86 Jim Baker of the Private Equity Stakeholder Project, which researches and publicizes abuses in the industry, added that these recaps “do nothing to help private equity–owned companies and only put those companies at greater risk.”87


Strategic Bankruptcies


Private equity firms sometimes push the companies they own into bankruptcy to avoid paying debts to their employees, retirees, and creditors. Such seemed to be the case with Sun Capital and Marsh Supermarkets, which Sun Capital bought in 2006. Marsh, a regional institution in Indiana, was the kind of place where generations of employees could spend decades working. It was also something of an innovator: in the 1970s, it was the first grocery store in the world to use a barcode scanner (the first purchase was a pack of gum).88


As reported by Peter Whoriskey of the Washington Post, when Sun Capital bought Marsh, it did not bring any particular expertise in the grocery industry to the purchase. Amy Gerken, a former assistant manager at a Marsh Supermarket, told the Post that Sun Capital “didn’t really know how grocery stores work. We’d joke about them being on a yacht without even knowing what a UPC code is.”89 But Sun Capital did execute some of its now-familiar tactics. For instance, it forced Marsh to sell many of its stores for $260 million and then had the grocer lease back the stores it once owned. It also collected transaction fees from Marsh for selling various assets, on top of a $1 million annual management fee for the privilege of being owned by the firm.


At the same time, Sun Capital was unable or unwilling to make the investments necessary for Marsh to succeed. Perhaps this is because Marsh’s property was reportedly worth more than the cash Sun Capital paid for the company,90 making the survival of the business a pleasant but ultimately unnecessary proposition. Instead, Sun Capital pushed the company into bankruptcy. When Marsh filed for bankruptcy, it owed $62 million in pension fund obligations to its warehouse workers, plus millions more to its store employees.91 (A separate pension for Marsh’s most senior executives remained fully funded.) Through bankruptcy, Sun Capital was able to heave Marsh’s unfunded pension obligations onto a government agency, the Pension Benefit Guaranty Corporation, or PBGC, which pays a portion of promised benefits for retirees when pension funds become insolvent. In Marsh’s case, the PBGC was able to pay nearly the entirety of the store employees’ pension obligations but not the warehouse workers’, whose benefits were cut by a quarter.92 “They did everyone dirty,” Kilby Baker, a retired warehouse worker, told the Post. “We all gave up wage increases so we could have a better pension. Then they just took it away from us.”93 Said another worker who had been with the company since 1967: “If I lose my pension, what am I going to do? Who’s going to hire a 75-year-old man?”94


Marsh was not an isolated incident. In 2005, Sun Capital bought Indalex, an aluminum parts manufacturer. After taking a multimillion-dollar dividend for itself, the firm forced Indalex into bankruptcy and pushed the pensions of thousands of employees onto the PBGC and taxpayers.95 Similarly, in 2006, Sun Capital bought Powermate, a manufacturer of electric generators. Two years later, it pushed Powermate into bankruptcy too, and the PBGC was forced to pay the underfunded pensions of some six hundred employees. Sun Capital did the same with Fluid Routing Systems and the restaurant chain Friendly’s, and both times it improbably managed to keep running the companies after bankruptcy. The whole thing is “pension laundering,” Joshua Gotbaum, the former director of the PBGC, claimed to the Post. “What we’ve seen is that financial firms essentially take the money and run, leaving their employees and the PBGC holding the bag.”96 All of which is to say that Sun Capital and others used the bankruptcy system to slough off the obligations to employees that they did not want to pay, while continuing to extract money for themselves.97


Forced Partnerships


Private equity firms can also extract money by forcing the companies they buy into arranged marriages with other businesses in their portfolio. For instance, in 2012, Sycamore Partners bought the midmarket women’s clothier Talbots.98 At the time of its acquisition, Talbots had sold smart, preppy women’s clothes for over sixty years, having developed its initial specialty selling to women moving to the suburbs after World War II.99 For women “looking for classic styles at affordable prices,”100 as the New York Times put it, Talbots was an institution. After Sycamore bought the company, however, it executed some now-familiar tactics. It cut the company’s staff and narrowed its product selection.101 It gutted Talbot’s assets by selling the company’s credit card receivables: that is, its promise of future payments. It made over half a billion dollars for itself.102 (Sycamore’s managing director declined to comment to the Wall Street Journal on his firm’s tactics.)


As relevant here, Sycamore also forced Talbots to work with MGF Sourcing Holdings, a supply agent it owned.103 In the clothing industry, supply agents broker transactions between factories and retailers. By forcing Talbots to use MGF Sourcing, Sycamore ensured that it would make money on the clothes that Talbots bought, whether or not it was ultimately able to sell them. The arrangement created a perverse incentive for Sycamore to push Talbots to buy clothes it didn’t need, and by 2021, the company had a junk rating of CCC–, indicating a high risk of default.104


Sycamore was accused of using this tactic to push another retailer into bankruptcy. In 2013, it took a minority stake in the teen retailer Aeropostale and offered the company a substantial loan in exchange for, among other things, using MGF as its supply agent.105 But after negotiating the deal, Sycamore imposed harsh new payment terms through MGF. As subsequently alleged by Aeropostale, Sycamore’s true purpose was to push the company into bankruptcy, which Sycamore could then purchase at a discount. And Sycamore’s tactics—for instance, demanding full payment on the delivery of goods, an unusual practice in the clothing industry—successfully disrupted the company’s supply chain and cost Aeropostale an alleged $25 million per year.


Sycamore denied the allegation, and ultimately, a judge rejected Aeropostale’s argument that Sycamore purposefully pushed the company into bankruptcy to buy it at a discount.106 But whether Sycamore intentionally tried to sabotage the company or not, the effect was the same: Aeropostale filed for bankruptcy in March 2016, about a month after MGF began making its demands,107 and ultimately, the company was forced to close over one hundred stores.108


Tax Avoidance


Private equity firms, their investors, and their executives also use a number of tactics to avoid paying taxes. Many of these tactics are legal, but some are not. Most famously, there is the carried interest loophole. 


Most private equity firms are paid on the 2-and-20 model: a 2 percent annual fixed fee on all the money it invests and 20 percent of all profits above a certain threshold. The United States taxes money made from investments—so-called capital gains—at a lower level than money made through ordinary labor, whether at a factory or in an office. The distinction is ambiguous and unfair, but even more so, private equity firms have convinced the IRS that their 20 percent income should be taxed at the lower capital gains rate than at the higher ordinary income rate.109 This means that many private equity executives often pay a lower effective tax rate than the retail employees, secretaries, and factory workers they employ. But the industry as a whole has fought hard, and successfully, to defend this imbalance.


Private equity firms use so-called management fee waivers to give more of their income this preferential treatment. Here, private equity firms waive some or all of their 2 percent management fee (which is taxed at a higher rate) in exchange for a priority claim on the profits earned (which is taxed at a lower rate). Through a variety of tactics, however, the firms virtually guarantee that they will make this money back.110 Some of the biggest firms—KKR, Apollo, and TPG Capital—used these fee-waiver provisions.111 Many of these schemes might violate the spirit, if not the letter, of the law. The IRS investigated fee waivers during the Obama administration but very little came of it. An audit of Thoma Bravo for use of the tactic, for instance, took four years and resulted in no actual adjustments to the company’s tax returns. In 2015, the Obama administration proposed regulations to bar the most aggressive forms of fee waivers. But nothing came of that either: the regulations were never finalized. Ultimately, both of President Obama’s treasury secretaries—Tim Geithner and Jack Lew—left the government to work for private equity firms.


More daringly, private equity firms use offshoring tactics to reduce the tax obligations on themselves and their investors. For instance, most public corporations must, in theory, pay the federal corporate tax rate on their income. There is an exception, however, for companies that make most of their money through dividends, interest, or capital gains. Private equity firms are active businesses, but they try to get this preferential treatment by establishing blocker corporations in offshore tax havens.112 The income due to the private equity firm instead goes to the blocker corporation, which pays the low local corporate tax rate. The blocker corporation then pays the money to the private equity firm as dividends or interest, on which the private equity firm pays a lower rate in the United States than it otherwise would. While this tax arbitrage lowers the effective rate paid by the private equity firm, it does nothing to improve the operational efficiency of the companies it owns and gives tax revenues to haven nations that would ordinarily go to the United States.


Finally, at least some private equity executives engage in ordinary tax evasion. For instance, Robert Smith, the cofounder of Vista Equity Partners, is worth an estimated $8 billion113 and was number 125 on the Forbes 2020 list of wealthiest Americans.114 That same year, however, Smith admitted to evading more than $200 million in income taxes over fifteen years.115 As part of his agreement with the government, Smith disclosed that he funneled money into hidden or undeclared bank accounts in Belize, Nevis, Switzerland, and the British Virgin Islands.116 He also revealed that he paid a Houston lawyer $800,000 to maintain a false paper trail for these accounts (the lawyer died by suicide the day before his own trial was to begin).117 Smith negotiated a plea deal to avoid prison time—an astonishing feat given that he evaded paying $200 million in taxes—but his business partner was not so fortunate. The United States charged Vista Equity cofounder Robert Brockman with hiding an extraordinary $2 billion in income from the IRS. (Brockman, who had been ill for several years, died before trial.)


Rollups


Private equity firms also make money by rolling up small companies in given industries to merge or otherwise control them. For instance, as described in later chapters, firms have bought up local medical practices, with a focus on specialties like dermatology, anesthesiology, and obstetrics and gynecology, all of which offer opportunities for specialty services and large out-of-pocket payments. With such market power, private equity firms may be able to raise prices and cut care for patients. Doctors in private equity–owned dermatology practices, for instance, complained that they were pressured to meet quotas for procedures, sell acne creams and antiaging goods, and make expensive referrals.118 Others complained that they were forced to have unsupervised physician assistants deliver services that doctors ordinarily would provide.


Outside of physicians’ offices, private equity firms are rolling up dentist practices, drug treatment centers, hospitals, board game companies, portable toilet providers, mobile home parks, and veterinary clinics, among many others. By buying up these companies, private equity firms can achieve some operational efficiencies by using common suppliers or services to reduce costs. But they can also use their increased market power to charge more and give less.


Consider the case of cheerleading competitions. Varsity Brands is the country’s leading organizer of these events. As alleged in a class action complaint, between 2015 and 2018, Varsity bought its three largest rivals, all of which are now owned by Varsity, which in turn is owned by Bain Capital.119 By controlling 90 percent of the cheerleading competition market, Varsity gained control over the sport’s governing body and now decides which events entitle winners to participate in the country’s premier competitions. Varsity also allegedly increased participation fees and made money by, for instance, forcing competitors to wear only Varsity-approved uniforms and equipment and stay only in Varsity-approved hotels. “Cheerleading uniform prices have gone through the roof,” one local gym owner complained to the Federal Trade Commission. “Competition costs are so high that many athletes have to quit the sport.”120 Varsity and Bain largely deny the allegations of the class action complaint, and the lawsuit remains ongoing.121


Or consider the example of veterinary clinics. Today, just six private equity firms own over five thousand practices or over 10 percent of the whole industry.122 The result: lower job satisfaction and lower quality of care. Back in 2005, over three-quarters of surveyed veterinarians would recommend the profession. Ten years later, that percentage fell to less than half.123 After PetSmart, which both sold pets and cared for them, was acquired by a private equity firm, an employee said that he “left this company in early 2015 after being bought by BC Partners. The whole company focus shifted from pets and its employees to making money.”124 Another veterinarian said, “It’s pet-icide… the systematic destruction of pets by corporations for profit.”125 In other words, by buying up companies, combining them, and reducing competition, private equity firms are able to raise prices, lower wages, and increase profits for themselves. Whether such rollups specifically violate the antitrust laws, the effects, as described, are apparent in all these and many other industries.


Operational Efficiencies: Layoffs, Price Hikes, and Quality Cuts


The fundamental promise of private equity is that, through professional management and superior insight, firms can bring operational efficiencies to underperforming companies. But what are those operational efficiencies?


In practice, they are often layoffs. After KKR, Bain, and Vornado Realty Trust bought Toys “R” Us in 2005, the company fired thousands of workers.126 This isn’t to say that the actual work of the company shrank: employees said that the company just required those who remained to take on the tasks of their former coworkers.127 “The amount of work was—you couldn’t do it,” one former employee told Retail Dive.128 “In the end, I lost my career, my retirement, and my financial stability that took me 29 years to build up. At the age of 60 I’m still not able to find a full-time job 18 months after my store closed.”129 Ultimately, Toys “R” Us’s private equity owners liquidated the entire company and fired thirty-three thousand employees.


Toys “R” Us is far from exceptional. Over the past decade, nearly six hundred thousand people working for retail companies owned by private equity firms have been laid off, at a time when the industry added over one million jobs.130 In large companies, 10 percent of employees tend to lose their jobs within two years of a private equity firm’s acquisition.131


At the same time, private equity firms often cut the quality of the products their companies sell. For instance, Eileen Appelbaum and Rosemary Batt explain that after Catterton Partners bought the company in 2005, it shut down the company’s plant in Oakland. The move cost 230 employees their jobs and increased the amount of time between when cookies were baked and when they reached retailers.132 Suppliers complained that their packages were no longer properly sealed: “One of my last loads, I got a pallet of Taffy cookies and they were all open. Unsealed,” a former driver for the company told the New York Times.133 And the company reportedly changed its recipes and started using cheaper ingredients. “Our cookies turned to crap,” said a former employee. “They were nowhere near as good as they used to be.”134


With products like cookies, consumers can choose what and whether to buy. But consider the case of a literally captive audience. As described in Chapter 7, private equity–owned companies make over $40 billion in revenue a year providing services to prisons, where customers—inmates—have little choice but to accept the services they’re offered.135 The three largest prison phone companies, for instance, are all private equity owned and have charged as much as $25 for a fifteen-minute call.136 Two of the largest prison medical care providers are owned by private equity firms and together have been sued about 1,500 times over just five years for allegedly inadequate patient care.137 And several prison cafeteria companies are private equity owned too. One in particular has been accused of serving meals with maggots, potatoes with “crunchy dirt,” and moldy apple crisp and pancakes.138


More generally, from retail to snacks to prison services, the idea of “operational efficiencies” belies a certain arrogance in the private equity industry, the idea that in three to seven years, well-educated dilettantes can run a company better than those who’ve often spent a lifetime doing so. “What they thought was that people who live here are stupid, and that’s the way they treated us,” a former employee of Payless ShoeSource told the New York Times, after the shoe seller was bought by Alden Global Capital.139 “It didn’t matter how great you were in your field or what other stuff you had done, it was, ‘You live in Kansas, so you’re an idiot.’”140 This arrogance—forged in business schools, sharpened by industry conferences and its own propaganda—allows private equity to convince the world, and perhaps itself, that it really is a “superior form of capitalism” and to disguise the ways it really makes its money.
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Leasebacks. Dividend recaps. Bankruptcies. Forced partnerships. Tax avoidance. Rollups. Layoffs. These are the tools by which private equity makes its money. Dangerous in any hands, they are especially so for an industry that, by its very design, is encouraged to think short term and take huge risks, while sharing little financial responsibility if those risks fail to pay off.


Given this, you may wonder: Are all companies that private equity firms buy doomed to failure? Certainly not. Some companies acquired by private equity grow and prosper, and the industry’s advocates point to these successes as evidence of private equity’s virtues. But while private equity doesn’t doom a company to failure, the chance of failure dramatically increases. Roughly one in five large companies acquired through leveraged buyouts go bankrupt in a decade.141 This is vastly more than the roughly 2 percent of comparable companies not acquired by private equity firms that do. And even among the many companies that survive, private equity often changes their cultures, from ones focused on the long term to the short, from investment to extraction, and from responsibility to recklessness and, at times, lawlessness.


When private equity firms are appropriately restrained—that is, when they do not act like private equity firms—they can actually do real good. Recall the three fundamental flaws in the industry: firms invest for the short term, they load companies up with debt and extract fees, and they insulate themselves from the financial and legal consequences of their actions. When private equity firms do good, when they improve the performance of the companies they acquire and not just reap financial benefits for themselves, it is usually the result of fixing one or more of these flaws.


Look at Blue Wolf Capital and the Caddo River mill. Blue Wolf is a smaller private equity firm that acquires middle-market businesses in a handful of industries. Unlike most of its competitors, it welcomes engagement with labor, declaring on its website that “forging a constructive relationship between employees and management isn’t just good for business—it’s the right thing to do.”142 In 2017, Blue Wolf and a consortium of investors bought the abandoned Caddo River lumber mill in Glenwood, Arkansas. The mill had closed in 2010—a victim of the Great Recession and collapsing housing prices143—and its failure meant that in a town of just 2,500 people, hundreds lost their jobs.144 In 2017, Blue Wolf’s consortium helped to revive the mill, paying to restore its infrastructure.145 They reportedly spent millions of dollars on new equipment and, in reopening, hired over one hundred workers who were paid, on average, over sixteen dollars an hour. Retirees from the plant’s earlier iteration were rehired: one former employee, who had worked at the mill for a quarter century before it first closed, told the Arkansas Democrat-Gazette that getting the call to return was “one of the best days of my life.”146 “You could feel the excitement in town,” another former worker said. “With it closed for so long, people just didn’t think it would be cranked back up again.”147


The reopening had ripple effects. City Cafe, which had been closed for years, briefly reopened, where the proprietor hoped that a $7.99 buffet would attract returning millworkers.148 And the leaders of Blue Wolf showed personal, even emotional investment. Charles Miller, a partner at the firm, said that “I’ve told anyone who wants to hear it that other than meeting my wife and having my children, this is my greatest accomplishment.”149


In short, what made Blue Wolf different was that it eschewed most of the fundamental problems of private equity. It bought the company entirely with its own and investors’ money rather than, as is so often the case, by loading the mill up with debt.150 This meant that the business could afford to invest in its own operations, rather than service its loans. After reviving the plant, the firm sold its stake to Conifex Timber for $258 million.151 But again, unlike so many private equity firms, it remained invested in the project. Though it sold its ownership stake, it remained Conifex’s largest minority shareholder and took two seats on the company’s board. This meant that it had an incentive to think beyond its short period of official ownership and was invested in the business’s long-term future. Success was not guaranteed—during an economic downturn, the mill had to cut down to a single shift152—but the business is now owned by a new timber company,153 which employs over 150 people at the mill.154


These differences changed the perspective of Blue Wolf and, in turn, changed the Caddo River timber mill. All of which is to say that investment—risking money to help businesses grow and prosper—is necessary and helpful. Problems occur when private equity turns from investment to extraction.


The leading private equity firms—Blackstone, Apollo, KKR, and the Carlyle Group and hundreds of other, smaller players such as TPG, Vista Equity, Thoma Bravo, Sun Capital, and Platinum Equity—are all different. Some are more extractive, others less so. Some invest for a quick payout; others are more patient. An indictment against one is not necessarily an indictment against all. But they are all bound, to a greater or lesser degree, by a common business model that is fundamentally dangerous. And each has tens of billions of dollars, often more, to effect its agenda.


Perhaps the tactics and the successes and failures of these companies would be less frightening—eddies in the great river of capitalism—were it not for the populations that private equity firms make their money from. These firms focus much of their labor on extracting money from industries that target the most vulnerable people: single-family rental properties, nursing homes, and prison services, among others. It is to these industries, and the lessons they teach us about private equity’s tactics, that we now turn.
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Chapter two


Ending Homeownership as We Know It


Private Equity in Housing


Stephen Schwarzman’s seventieth birthday party was, in a word, spectacular. The CEO of the private equity firm Blackstone had spent a year and a reported $10 million to plan the affair, with help from the same company that did events for Calvin Klein, Madonna, and the billionaire David Koch’s own seventieth celebration.


Coming as it did shortly after the 2016 election, the party was something of a refuge for a subset of the American elite. “The world is an uncertain place, a lot of people are unhappy with a lot of other people, there are a lot of things that people are upset about,” Howard Marks, the cochairman of Oaktree Capital Management, told Bloomberg. “So it’s nice to have an evening where everybody’s happy, harmonious, and upbeat.”1


Harmonious indeed. The six hundred guests included leaders of business, fashion, and art, three cabinet secretaries, and literal and figurative royalty: Princess Firyal of Jordan came, as did the president’s daughter and son-in-law, Ivanka Trump and Jared Kushner.2 President Trump himself, a close friend of Schwarzman’s and a neighbor—his Mar-a-Lago estate was less than two miles from Schwarzman’s in Palm Beach—was unable to attend, though the men were already in frequent contact.


Schwarzman’s invitations promised what a reporter called “an exotic journey,” which in practice meant a goulash of different cultural homages.3 Schwarzman hired actors—some to wear traditional Japanese dress, others Mongolian, along with real camels—to greet guests as they arrived at his fifteen-thousand-square-foot mansion. A balcony of trapeze artists performed as friends and colleagues crossed over what were ordinarily the estate’s tennis courts.4 Dinner itself was hosted in a specially constructed Chinese temple, where Schwarzman’s birthday cake, sculpted to resemble the temple, was served.


After dinner, guests were led to yet another temple, where Gwen Stefani and the cast of Jersey Boys performed.5 Stefani sang “Happy Birthday” and danced (presumably a little awkwardly) with Schwarzman himself.6 The evening ended with a fireworks display that etched across the skies of the Intracoastal Waterway. As one guest put it, “it really was the party of the century.”7


How did Schwarzman afford to fete himself in this way, welcoming celebrities to his home and building literal temples to celebrate himself? In part, the answer lies in housing. Over the past fifteen years, private equity firms like Schwarzman’s have helped to lead what one commentator called “the biggest land grab since the Manifest Destiny.”8 In 2011, no landlord in America owned more than a thousand single-family home rental properties.9 By 2013, Schwarzman’s firm, Blackstone, bought more than that in a single day, at a cost of over $100 million. One of Blackstone’s companies, Invitation Homes, became the largest renter of single-family homes in America.10 More generally, in just two years, private equity firms and hedge funds bought about 350,000 bank-owned homes11 and, with the industry’s help, between 2006 and 2017, 5.4 million single-family homes transitioned from owner occupied to rentals.12 Now, nearly a third of all rentals in the United States are single-family homes.13 These statistics help to explain how Schwarzman was able to celebrate himself as he did. And they help to explain how the very nature of homeownership in America is changing, and how private equity has helped to lead the way.
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It all began in 2007, when the housing market collapsed. Over the previous years, low-interest loans and the rise of a “shadow” banking system that issued, bundled, and sold risky mortgages led to huge increases in housing purchases and prices. Like all manias, the system depended upon there always being another buyer, one willing to pay more for a house than the last. And eventually, the music stopped.


In a matter of months, communities like Bakersfield, California; Reno, Nevada; and Cape Coral, Florida, were transformed.14 In Las Vegas, one in twenty homes went into foreclosure. In Tampa, a single judge might have three thousand foreclosure cases on her docket at any given time.15 And in Stockton, California, white notices on empty houses bore the messages, “This is a bank-owned property” and “Bank-owned: no trespassing.”16 “Whenever you see a brown lawn, it’s a foreclosure,” a local activist told the Guardian as he drove down suburban streets. “Look, three in a row.”17


As the housing crisis metastasized into a broader banking crisis, the economy was fundamentally shaken. Nearly nine million people lost their jobs.18 Roughly as many lost their homes.19 And those who stayed in their houses often did so with mortgages demanding more than their properties were worth.


In the face of this calamity, one institution, more than practically any other, was actually positioned to address it: Fannie Mae. Unlike most centers of power in Washington, Fannie Mae’s headquarters at the time sat far from downtown, in an enormous colonial revival building whose brick façade was more reminiscent of a college campus than an ordinary office building. And unlike most centers of power in Washington, Fannie Mae was not technically a government agency but rather an independent government-sponsored entity that operated with the implicit financial backing of the United States. Chartered by Congress during the Great Depression, Fannie’s purpose then and now was to stabilize the housing market, by buying up individual mortgages from banks, bundling (or “securitizing”) them, and selling them to investors. In buying mortgages, Fannie gave money to banks to issue more loans, which in turn gave more people the chance to buy homes. Over eight decades, under various configurations with the government, Fannie and its sidekick agency Freddie Mac (which was created to spur competition within the mortgage securitization industry) grew enormously, and by 2008, the two owned or guaranteed about half of America’s $12 trillion mortgage market.20


Fannie and Freddie, almost alone among American institutions, actually had the power to keep people in their homes, by reducing the principal on the millions of mortgages they owned or guaranteed. Doing so would have cut homeowners’ monthly bills and, for those whose mortgages were larger than their homes were worth, made it rational for them to stay. Doing so would have also reduced the ripple effect of foreclosures, in which the value of whole neighborhoods fell when a few homes in it were dispossessed.


In fact, the Obama administration did propose a modest version of this idea. Under its Principal Reduction Alternative program, the federal government offered financial incentives to investors to reduce the total amount owed on the mortgages they held.21 And the Treasury Department offered to extend the program to Fannie and Freddie.22 But stunningly, Edward DeMarco, the acting director of the agency overseeing both, refused. DeMarco looked like the man he was—a career civil servant—and at congressional hearings, the sharp gaze of his blue, bird-like eyes pierced his rimless glasses. Over and over, DeMarco refused to accept the Principal Reduction Alternative program for the Federal Housing Finance Agency, or FHFA, which oversaw Fannie and Freddie, arguing that to do otherwise would constitute a grave “moral hazard.”23 This was a confusion of the term. Helping homeowners would create a moral hazard only if people knew that buying a home was a risky investment (historically, it had not been) and if they expected a government bailout when their investment soured (there was no reason for them to expect this). But it was clear from DeMarco’s public statements that he had a deeper, almost emotional reaction against principal reduction. “Fundamentally, principal forgiveness rewrites a contract,” he told the Senate. And rewriting a contract, he said, “risks creating a longer-term view by investors that the mortgage contract is less secure than ever before.”24


Treasury Secretary Timothy Geithner publicly implored DeMarco to act, estimating that principal reduction during the housing crisis could help up to five hundred thousand homeowners and save taxpayers up to $1 billion.25 A petition on Change.org called him the “single largest obstacle to meaningful economic recovery.”26 Paul Krugman demanded his resignation. But it was to no avail. Through the entirety of the Great Recession, DeMarco and the FHFA refused to implement the principal reduction program, saying that its “anticipated benefits do not outweigh the costs and risks.”27


DeMarco went even further, not only refusing to implement principal reduction in his institution but working hard to force others from doing the same in theirs. In particular, local governments in some of the communities hit hardest by the recession considered a radical step: seizing underwater home loans through eminent domain and then helping homeowners refinance those loans at lower prices.28 DeMarco and his agency acted quickly and took the extraordinary step of using the Federal Register—the official public record of the federal government—to threaten the municipalities. The FHFA said that it had “significant concerns” about the use of eminent domain to reduce mortgage principals and that “action may be necessary” to “avoid a risk to safe and sound operations at its regulated entities and to avoid taxpayer expense.”29 The FHFA invited public criticism of the cities’ proposals, which organizations like the Americans for Prosperity Foundation (created by Charles and David Koch) were happy to provide. DeMarco and his allies ultimately prevailed. Just one city—Richmond, California—got close to using eminent domain, and even there the progressive mayor was ultimately stymied. No municipality ever reduced homeowners’ principals through eminent domain.


There’s little point in speculating about DeMarco’s motivations during this time. Like all of us, he was perhaps moved by a mixture of genuine belief and personal interest: after leaving the FHFA, DeMarco became president of the Housing Policy Council, a lobbying organization for America’s mortgage lenders and servicers.30 His precise motivation is irrelevant because the outcome was the same: tens of thousands of people likely lost their homes because the FHFA failed to act boldly, when boldness was needed most.


But while DeMarco and the FHFA were hostile to reducing homeowners’ principals, there was one group to whom they showed tremendous solicitude: large investors and, in particular, private equity firms. With the collapse of the housing market, millions of Americans lost their homes, and Fannie and Freddie found themselves owning many of them. Rather than reselling these homes to families, potentially at a loss, the FHFA31 and Federal Reserve32 hoped that these houses could be flipped into rental properties, properties that investors, not individuals, could buy. In explaining this position, Ben Bernanke, the chairman of the Federal Reserve, surmised that creditors could potentially make more money by renting rather than selling properties. Bernanke suggested that “involuntary renters” could benefit by buying the homes they rented, though offered little sense as to how, exactly, that would happen.33


And this is where private equity enters the story. Historically, single-family homes had not been a part of private equity firms’ portfolios: they were too disparate and too small to make much money. But bought in bulk, homes presented an opportunity. Private equity firms could convert the houses into rental properties and then derive a steady cash flow with which to pay the debt used to purchase them. Moreover, homeowners, turned into home renters, were something of a captive audience. While a person might leave a studio or one-bedroom apartment with relative ease, a family could move from a home only with great difficulty. The financial crisis—and the solicitous attitude of Fannie Mae and its regulator—were thus an enormous opportunity for private equity firms. And they acted accordingly.


In 2012, the FHFA launched a series of auctions of foreclosed homes, with the intention that the purchased houses be converted into rental properties.34 Investors developed new software that estimated the best purchases based on a neighborhood’s schools, crime, and nearness to transit, as well as possible maintenance costs. Such software allowed investors to participate in thousands of auctions and identify those properties likely to make the most money.35


Additionally, by selling the properties in bundles, the FHFA precluded individual homeowners and likely all but the largest and most sophisticated institutional investors from participating.36 And that is precisely what happened. In the FHFA’s first round of auctions, Colony Capital, a private equity firm run by Tom Barrack (a close friend of Donald Trump’s who chaired his inaugural committee), bought 970 properties in California, Arizona, and Nevada.37 Barrack later called his investment strategy “the greatest thing I’ve ever done in my professional life.”38


Barrack had reason to be jubilant. Buyers for Barrack’s Colony and Stephen Schwarzman’s Invitation Homes,39 along with their peers, fanned across America to purchase dozens and hundreds of houses at a time. At times, the fevered activity felt like it was from another century. At the Gwinnett County courthouse in Georgia, for instance, buyers paid for foreclosed homes on the spot, and Colony’s employees brought an actual box full of cashier’s checks—$3 million in total—to the courthouse steps.40 “Game on,” said Colony’s bidder as the auction began.41


Fannie’s solicitous support for the single-family home rental industry didn’t stop with its pilot project. In 2012, Fannie entered into a joint partnership with Barrack’s Colony to operate, lease, and manage a portfolio of over a thousand homes, primarily in Arizona, California, and Nevada.42 Colony agreed to pay Fannie $35 million, and in exchange, Fannie agreed to give Colony 20 percent or more of the cash flow generated from the properties.43 Colony said that it expected to make a million dollars a month from the deal.


Fannie Mae was especially kind to Stephen Schwarzman’s firm Blackstone and its portfolio company, Invitation Homes. In 2017, Fannie agreed to “secure” a $1 billion loan for Invitation. Under the deal, Invitation borrowed the enormous sum from Wells Fargo, and Fannie in turn agreed to pay Wells Fargo if Invitation ever defaulted.44 There was little obvious reason for Fannie—which operates with the implicit financial backing of the government—to enter into the deal, and a consortium of 136 nonprofits opposed it.45 But it proceeded, nevertheless, allowing Invitation to borrow money at a lower rate and thus acquire more houses to rent. In other words, having refused to do all it could to help people keep their homes, Fannie was now using all its powers to help private equity firms buy those homes up.


Ultimately, the magnitude of these companies’ acquisitions was astounding. As mentioned above, in just two years, private equity firms and hedge funds bought about 350,000 bank-owned homes, and by 2015, the number of single-family home rentals had grown by nearly three million.46 “We recognized the unique opportunity created by the housing crisis,” an executive from Barrack’s company triumphantly declared, “and acted upon it in a bold way.”47
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What was it like to live in one of the hundreds of thousands of homes converted into rental properties by Invitation Homes, Colony, and other private equity–owned firms?48 In a word: hard.


For one thing, living in a single-family home rental tended to get more expensive each year, given that such homes were often excluded from local rent control laws. In Los Angeles, more than three-quarters of surveyed residents of rental homes reported rent increases, which averaged over $2,000 annually, or roughly 9 percent more than the year before.49 In large cities—often those that had been hardest hit by the Great Recession—the increases were even larger: 9.3 percent in Las Vegas, 10.6 percent in Tucson, 12.2 percent in Phoenix.50 To the working-class families that lived in these homes, these were devastating increases: “For me to work 12–14 hour days and barely have enough to pay increasing rents to a multi-billion dollar Wall Street giant, it’s like sharecropping all over again,” said a tenant of one of Colony’s subsidiaries.51


Moreover, rent captured only part of the cost of living in these homes. Companies like Invitation and Colony loaded up tenants with fees to extract more money from them. Invitation, for instance, charged utility expenses back to renters, as well as a $9.95 conveyance fee for each bill.52 It added landscaping fees, pool fees, pet fees, and “smart lock” fees.


Many of these were legal, but some may not have been: class action lawsuits in Texas and California alleged that Blackstone’s Invitation charged illegal, excessive late fees to its residents.53 As of December 2022, the Texas case remains ongoing, but the court in California declined to certify the class of plaintiffs and dismissed the action. It did so in part because the lead plaintiff had signed his lease with Invitation’s predecessor companies, which Invitation absorbed through various acquisitions.54 In other words, the companies’ various mergers with one another had the incidental effect of insulating them from liability for their alleged past wrongdoing.


Despite all these expenses, tenants weren’t getting much in return. Private equity landlords often placed the burden of maintaining their properties on their residents, either in ordinary lease agreements or in dodgy rent-to-own programs.55 In such programs, tenants were given the option to buy the properties they rented. But in return, the tenants, not the landlords, were required to make major repairs. It’s hard to track the scope of these efforts, but anecdotally, the New York Times reports that “few rent-to-own agreements end in actual purchases,” and in fact, rent-to-own arrangements are illegal in some states.56


When tenants fell behind on their expenses, they faced firms’ aggressive and slapdash tactics for collecting money, which ranged from degrading to devastating. Among other things, tenants complained that debt collectors placed menacing phone calls and ruined their credit. After one tenant fell behind on rent, Invitation Homes wrapped caution tape around their house, presumably to shame the tenant into payment.57 Another found herself bouncing between Waypoint (owned by Blackstone and Colony at various times) and its debt collector over a previously unknown—and potentially erroneous—$8,000 charge.58 Neither would take responsibility for correcting the debt, and as a result, “[n]obody would rent to me,” the tenant said.59 “I had to find a co-signer to help me buy a house because they ruined my credit from that $8,000 charge.”60


And when collections didn’t work, there were evictions. Lots of them. A study by the Federal Reserve Bank of Atlanta found that, in a single year, Colony sent eviction notices to nearly one-third of its tenants around the city, far more than any other company.61 Corporate landlords—those that owned fifteen or more homes in Fulton County—were 68 percent more likely than smaller property owners to file eviction notices, even controlling for property, tenant, and neighborhood characteristics.62 In some zip codes, over 40 percent of all rental households got an eviction notice, and over 15 percent received a judgment or were forcibly removed. African Americans and women were especially likely to be evicted.


Yet such evictions may have been preferable for some residents of private equity–owned homes, for many of those who stayed faced threats to their health. There was, for instance, the problem of lead, which, when exposed to children, can cause cognitive deficiencies, developmental delays, reduced academic performance, seizures, coma, and death. Researchers in Detroit found that children living in homes owned by large investors (those with fifty or more properties) were significantly more likely to have elevated concentrations of lead in their blood than were other children.63 There was also the problem of mold, which, indoors, can induce asthma attacks.64 Thirteen percent of surveyed residents in Los Angeles, for instance, complained of mold in their building.65


Here, the story of Monica Lisboa is instructive because it illustrates both the health problems in these buildings and how private equity–owned companies responded.66 In 2013, Lisboa rented an apartment in Florida operated by the private equity–owned Colony American Homes. As alleged in her subsequent lawsuit, when Lisboa and her family moved in, she noted a “musty odor” that she assumed would fade with time. It did not, however, and over the months and years that followed the smell grew more intense. Lisboa and her son began to experience rashes, nausea, itchy eyes, headaches, vomiting, and trouble breathing.


Eventually, Lisboa found significant patches of black mold in the property, which she reported to Colony, but which she alleged Colony ignored.67 Lisboa then paid for her own do-it-yourself mold test, which revealed toxic levels of black mold spores. This finally prompted Colony to hire its own testing company, but when Lisboa sought the results, the testing company said that Colony had instructed it not to release them. Instead, Colony itself allegedly told her that the test results showed that there was no mold on the property. If Lisboa’s complaint is accurate, either the testing company had grievously erred, or Colony was lying to Lisboa.


Not trusting Colony, Lisboa reported she paid for yet another test—this one by a professional—who confirmed that there were, indeed, toxic levels of mold on the property.68 As all this was happening, Lisboa’s son had a seizure and had to be hospitalized. There, the doctor said that her son’s health issues were caused by toxic mold exposure. But incredibly, while Lisboa and her son were at the hospital, she said she received a phone call: it was Colony, inquiring about her rent payment.


Eventually, according to her complaint, Lisboa and her children had to flee the property to protect themselves.69 Yet even after they left, and even after Colony was put on notice of the dangerous mold levels in the house, Colony filed an eviction against Lisboa. Colony largely denied Lisboa’s allegations, but the ultimate truth of the matter was never resolved: the company settled the case out of court without any admission of wrongdoing.


Lisboa’s story is illustrative because it shows how apparent corporate neglect can lead to crises and how distant companies can ignore those crises to their tenants’ detriment. Neglect was endemic to the private equity business model, whose focus on short-term profits necessitated abandoning the long-term care of its properties and residents. Or as one resident of another private equity–owned home put it, “Living in a Waypoint property has been an actual nightmare. No family should have to pay to live like this.”70
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Looking more broadly, it’s worth asking whether private equity firms are actually worse than other landlords. Most of us remember when a building super never returned our calls or refused to repair a sink. These mom-and-pop landlords are not saints; quite the opposite. But private equity firms have something that smaller landlords do not: billions of dollars. And they have put that money to use lobbying against broader tenant protections.71
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