
The Founder Advantage: 
Finding Alpha in Middle-
Market Private Equity

KEY TAKEAWAYS
  �Mid-sized private equity investments have generated 

outsized relative revenue and EBITDA growth.
  �Sponsors need a unique strategy and approach to 

succeed in the dynamic middle-market landscape.
  �Focusing on founder-owned or founder-involved 

companies can be a source of repeatable alpha.
  �Founder deals often have a unique and diversified set 

of value creation opportunities.
  �Succeeding with founder investments requires the 

right culture, approach and incentives.

The middle market: Where outsized value creation has flourished1

In the past two decades, private equity (PE) has grown from a relatively niche 
asset class to one that has become increasingly competitive, with a plethora 
of new offerings. Dedicated strategies are now offered for large-cap, mid-
sized, and small-cap companies—and everything in between, with more PE 
managers emerging every year.

In this increasingly crowded asset class, we believe that the middle market can 
be a differentiated source of alpha—especially for companies with founder 
involvement. But we believe that generating alpha in the middle market requires 
a manager with specialized capabilities, a rigorous due diligence approach, and a 
proven playbook for creating value in the sector. Such expertise becomes even 
more crucial when partnering with entrepreneurs and business founders. In this 
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paper, we outline why we see significant 
potential in this approach to the middle 
market, and begin with a review of 
the middle market’s competitive track 
record thus far. 

While PE as an asset class has 
consistently generated strong asset-
level returns, the middle market has 
emerged as a particularly attractive 
place to invest, given the immense 
supply of privately owned targets and 
the greater potential for outsized value 
creation. At the end of 2022, there 
were approximately 660,000 firms 
in the U.S. with 20-1,000 employees, 
representing a fertile hunting ground 
for sponsors focused on the middle 
market (Display 1).

At the same time, Morgan Stanley’s 
proprietary data on market-level PE 
returns indicates that sponsors may 
drive significantly greater relative 
revenue and EBITDA growth in U.S. 
middle-market investments, compared 
with large-cap deals (Display 2).

Why middle-market PE has 
outperformed
What explains the competitive track 
record of PE investments in small 
to mid-sized companies? We have 
identified several structural features 
that we believe enhance the potential 
for sustained alpha generation. 

	� First, by definition, middle-market 
investments usually have a small 
market share, creating significant 
headroom for organic growth 
through new customers, new 
products, new markets, or a 
combination of all three. In contrast, 
mature market leaders typically have 
limited potential for future growth.

	� Second, middle-market companies 
often have significant opportunities 
to expand margins by scaling up to 
reduce vendor costs and driving 
corporate efficiency as the 
business grows. 

	� Finally, middle-market companies 
often operate in fragmented 
industries, and are of a sufficiently 
small scale that add-on acquisitions 
can drive meaningful equity value 
creation. In contrast, M&A in more 
consolidated, mature markets often 
does not move the needle as 
meaningfully.

In our view, these advantages have 
attracted growing interest among 
investors. Since 2010, the annual 
capital raised for middle-market 
investing has increased from $34 billion 
to $179 billion, and the share of total 
PE exits made up by middle-market 
transactions has increased from 82% to 
90% (Display 3).

DISPLAY 1 
Small and mid-sized private companies are a rich target landscape for PE
About 660,000 U.S. firm have between 20 and 1,000 employees.
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DISPLAY 2 
Middle-market PE investments have driven greater revenue and EBITDA 
growth than large cap
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Source: MSIM database of transaction level information, including only U.S. deals and excluding Morgan Stanley 
transactions. Represents a sample of portfolio companies that report on EV, Revenue, EBITDA, Net Debt, Public/
Private Company, with data as of June 30, 2023; MSIM analysis as of September 2023. Given the sample universe 
and size, there is potential for selection bias. Middle market is defined as a transaction value (TEV) of $500M or less. 
Sample includes 166 total transactions—37 large cap and 129 middle market. Analysis excludes outliers.
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With so much attention and capital 
flowing into the middle market, the 
average PE auction process has become 
more competitive and the margin of 
error has compressed.

The appeal of founder-
involved deals
As a result, we believe that sponsors 
are under increasing pressure to 
identify and specialize in sub-segments 
of the market where the equity value 
creation opportunity is greatest. 
Sponsors will need an additional 
edge that can help drive top-quartile 
performance. We believe that edge can 
be found by partnering directly with 
company founders, whose companies 
can be a source of sustainable alpha in 
the middle market. This is illustrated 
in Display 4, which shows how over 
a broad market sample of 129 U.S. 
middle-market PE exits between 
2007 and 2023, founder-involved 
investments drove significantly greater 
relative revenue and EBITDA growth 
compared to non-founder investments. 

We see a number of benefits to 
founder-involved investments that are 
more pronounced than in a standard 
middle-market PE investment. 

Partnering with founders often goes 
hand-in-hand with providing the first 
institutional capital to a family-owned 
business. Thus, important groundwork 
begins pre-investment—founder 
recapitalizations often entail bilateral 
negotiations or limited sale processes. 
This means competition for each asset can 
be lower, and sponsors often have more 
time to assess the business and develop 
strong relationships with management. 

After closing, founder-involved 
transactions present greater 
opportunities to execute quick wins and 
professionalize the business, in our view. 
Unlike companies that have been owned 
by institutional investors for multiple 
chapters, founder-owned businesses 

often have a greater opportunity to 
grow revenue, expand margins, and build 
teams in the early days of an investment.

Finally, we believe that founders 
usually feel a very strong sense of 
loyalty to their companies and are 

typically highly motivated to solidify 
their legacy and reputation. Founder 
enthusiasm and support are assets 
that can help drive growth in many 
ways, both tangible and intangible. 
These include building strong customer 

DISPLAY 3 
Since 2010, middle-market capital raised has increased from $34 billion to 
$179 billion.
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DISPLAY 4 
Middle market deals with founders involved have outperformed those 
without founders.
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Sample includes 129 middle market transactions—62 with founder involvement and 67 with no or unknown 
founder involvement. Analysis excludes outliers.
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relationships, identifying and nurturing 
add-on acquisition targets, and serving 
as an ambassador for future investors.

A specialized approach 
and toolkit
To fully unlock the alpha embedded 
in many founder-owned businesses, 
we believe that sponsors need 
a specialized skill set relative to 
a standard PE transaction and a 
collaborative working style—one that 
can maximize results and mitigate risks. 

To start, we believe that sponsors must 
be prepared to deliver comprehensive 
support. Because many founder-
involved transactions are not marketed 
broadly by sophisticated intermediaries, 
sponsors may need to manage the full 
end-to-end diligence process internally 
and work with a flexible timeline that 
many founders require. 

In the early days of a new founder-
involved investment, sponsors may 
need to dedicate real time and effort 
to developing genuine relationships 
with management. Such relationships, 
in our view, are crucial to help drive 
the significant change that frequently 
comes with a PE investment, given 
the outsized influence founders often 
have on the operations and culture 
of their business. To facilitate this 
cooperation, we believe that incentives 
need to be aligned to keep the founder 
fully engaged. A good incentive model 
balances the founders’ requirements 
for near-term liquidity while 
maintaining sufficient financial “skin in 
the game” for them to stay engaged for 
the next chapter of the investment.

As the investment moves into the value 
creation planning and execution stage, it 
is critical for the sponsor to appraise—
and complement—the founder’s 
management strengths. For example, 
the archetypal founder-owned business 
has a strong product, value proposition 
and customer relationships. 

But often, the founder has not 
sought out external perspectives and 
best practices from their industry 
or others. At this crucial stage, we 
believe that effective sponsors will 
have an established toolkit to provide 
tangible support. Whether through 
strategies and tactics that can drive 
organic growth, price optimization, cost 
reduction, system/process centralization 
or team building, we believe that this is 
where the sponsor/founder partnership 
can take the business to the next 
level—both in financial performance 
and ultimately equity value creation.

The role of founder-owned PE 
investments going forward
We believe middle-market PE will 
continue to be a dynamic investment 
landscape as sponsor competition 
and new fundraising remain robust, 
transaction volumes continue to 
normalize after the 2022-2023 
disruption, and the macroeconomic 
environment continues to have pockets 
of uncertainty and volatility. In our 
view, to generate sustainable alpha, PE 
sponsors need a differentiated strategy 
and hands-on operational toolkit. 

We believe that founder-owned 
and involved businesses create an 
opportunity for sponsors to drive 
sustainable outperformance. The supply 
of founder-owned companies that will 
be potential PE acquisition targets is 
expected to keep growing, as the U.S. 
Baby Boom generation continues to 
move into retirement age. By 2030, 73 
million Americans are projected to be 
65 years of age or older, and many of 
these founders and family owners will 
be looking for a business transition and 
a personal liquidity event (Display 5). 

We believe that founder-owned assets 
create differentiated opportunities for 
value creation and serve as an effective 
complement to standard middle-market 
transactions within a PE portfolio. In our 
view, they offer distinct benefits that 
come from partnering and aligning with 
owners to drive the next chapter of their 
business. We believe that succeeding 
with founder-owned companies requires 
a specialized strategy and approach that 
focus on building genuine relationships, 
aligning incentives, and deploying a 
tested operational toolkit to drive 
on-the-ground business building and 
value creation.

DISPLAY 5 
A wave of founder and family exits is expected as Baby Boomers retire.
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