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Q1.

How has private equity coped
during the pandemic?

We take a closer look at private equity this quarter as Dana Haimoff,
Portfolio Manager, Private Equity Group, answers questions from
Michael Bell, Global Market Strategist.

The private equity market essentially shut down in March 2020. But as the first lockdowns
lifted over the summer, the pent-up demand fuelled robust deal activity by September.
In fact, US private equity deals in 2020 surpassed 2017 volumes, and almost reached
levels seen in 2019.
The market was split not just by timing but also by industry. Sectors such as leisure,
restaurants and bricks-and-mortar retailers were severely impacted by the shutdown.
However, we were able to take a value approach to select opportunities that were trading
well below their pre-Covid multiples and were based on conservative business recovery
assumptions. At the same time, the huge spike in digitalisation and online shopping
created new opportunities and we made a number of investments to take advantage of
the rapidly increasing growth.

Q2.

What is the outlook for
private equity, especially
in light of valuations
and the sense that there
is a lot of money chasing
few opportunities?

We have been looking critically at valuations since about 2014, so this is not a new
consideration. While it is more challenging to find attractively priced opportunities
today, investors are benefiting from the current exit environment driven by similar
market dynamics.
It’s also important to consider why prices are higher than historical levels. Debt is
cheap and readily available so companies can access more leverage, which raises
the equity portion of their overall value as well. The mix of investments has also
shifted to include more technology and health care companies, which may have
greater resiliency, more recurring revenue and cash flow, and may offer more
resilient performance.
Cumulative dry powder is about USD 2.5 trillion—a significant increase over USD 1
trillion in 2012 and much of it raised only in the past couple of years. The issue is less
about the cumulative dollar amount, but the clock ticking, as a significant amount of
that capital has to be deployed over the next three to four years. This timing is putting
pressure on private equity fund managers and we are watching carefully for signs
of firms paying too high a price for investments or raising more capital without the
resources to properly manage it.

Q3.

Which areas of the
market look most
attractive?

We’re somewhat agnostic to sector and geography as we take a bottom-up approach
to investing. We’re really looking everywhere to underwrite and generate at least a 2x
return and 20% internal rate of return (IRR) and we’re mindful of factors like cyclicality,
volatility and disruption.
We like to be local and approximately 70% to 75% of investments are based in the
US, although we have also been investing in Europe and Asia for decades. Currently,
depending on the sector, we see that average prices are not as high in Europe as they
are in the US. In Europe we are seeing growth around tech-enabled business services
and software at the moment, particularly in northern Europe. We also see a lot of
growth in Asia and are starting to look more closely at buyout opportunities in the
region.
We have always liked and invested in the small- to mid-size end of the market – which
accounts for 90% of businesses in the US. We see a lot of good businesses and
management teams in fragmented industries, meaning there is opportunity to grow
and create value. These businesses are often cheaper than their public-market or larger
peers and are less leveraged.
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Q4.

How should investors
think about measuring
performance, when it
comes to IRRs,
benchmarks and fees?

Some institutional investors are focused on IRR, in part because their compensation
may be tied to it. Others care more about the multiple on invested capital. We look
at both. We underwrite to net-net 20% IRR and a 2x multiple on invested capital,
which is our clients’ experience net of all underlying fees and expenses. That’s the
hurdle that we consider when we’re looking to make a new investment. We are highly
focused on fees, as are our clients, which is why we always look at everything on a
net-net basis. Fees are naturally starting to creep up in some areas, but by looking at
opportunities net of fees, we can make a more informed decision about whether a deal
really makes sense.
We do believe benchmarking to public equity indices is important and that investors
should choose one appropriate to their region and private equity portfolio construction.
When using private equity benchmarks, they should contain enough comparisons from
each vintage year to make it a meaningful sample size.

Q5.

What do special purpose
acquisition vehicles
(SPACs) mean for
private equity – are they
here to stay or a
bubble?

A tremendous amount of capital has flowed to SPACs and so far, while limited, our
investments have benefited from SPACs as an attractive exit route for select existing
investments. However, all that dry powder must now be deployed in roughly a twoyear time frame and we believe the longer-term performance will determine the
staying power of SPACs. For investors, it’s important to consider whether firms are
raising SPACs inside of a fund or outside, where it may be detracting from resources
and investments expected to be devoted to the management of other private equity
investments.

For more insights on trends in alternatives – from ESG to the impact of inflation – please view the replay of our 2Q
2021 Guide to Alternatives webcast here.
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