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INTRODUCTION

The private equity industry has persistently experienced exponential growth. In 2019, assets under

management increased to $3.9 trillion registering a 12.2% YoY growth. Additionally, global PE net asset
value has grown over eight-fold since 2000. Its growth has been nearly 3 times faster than that of public
market capitalization, which has grown by roughly 2.8 times since the year 2000.
Owing to this strong momentum, private equity firms are increasingly becoming “hot-spots” for investors
seeking alternative investment allocation options. Fundraising by PE firms surpassed $500 billion for the
fourth consecutive year in 2019. This has prompted these private equity firms to formulate new strategies for
keeping the momentum going and attracting more investors’ allocations to alternative investments.
In the last decade, the fundraising has been quite healthy as interest rates and terms have been favorable
to borrowers for leveraged deals. Additionally, there has been significant increase in private equity sponsors
acting as managers for insurance company assets. They are specifically managing accounts and many other
specialized investment arrangements such as “collateralized fund obligation”.
As the private equity products gain prominence, industry experts believe that sponsors would have to offer
significantly sophisticated set of options to insurers who are exploring less-liquid assets, wanting to trade it
for potentially higher yields proposed by core private equity strategies. Alternatives including private credit,
infrastructure, and real estate are increasingly attracting investors’ attention.
The year 2019 witnessed private equity deals of around $756 billion. The surge has been driven by investors
looking for higher PE returns resulting from factors including low interest rates, rise of index-tracking funds,
and largely lackluster performance of hedge funds over the years. Coming to 2020, the year started on a
positive note and the general expectation, as stated by Jason Thomas, global head of research at Carlyle,
was for the trend to continue on the back of strong optimism about economic and geopolitical outlook.
While 2020 started with a boom, private equity firms this year had the added responsibility to prove that, in
addition to the capital infusion in target companies, they can double up as value-added partners bringing
in their domain expertise and setting a road map for creating secular and sustainable companies. Moreover,
private equity firms may face challenges while exploring and identifying new profitable opportunities and
will have to use innovative strategies to identify investment opportunities. Accordingly, PE firms have taken
strategic decisions including entering new geographies, expanding product lines, altering investor mix, and
establishing separate accounts.
However, the unexpected onset of COVID-19 has turned the year on its head and could potentially push
the global market toward some sort of recession. IMF has forecasted a 3% contraction of the global GDP
due to COVID-19 induced “Great Lockdown”, whereas the contraction during the 2008 recession was 0.1%.
While the IMF has termed the current situation as ‘one of the biggest crises ever’, it also expects the markets
to strongly bounce back with a 5.8% rebound in 2021.
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KEEPING THE INVESTMENT MARKET
GOING IN SPITE OF THE PANDEMIC
The rapid outspread of COVID-19 has resulted in economic, social, and political uncertainties, which have
triggered significant volatility in the public markets worldwide. Given the severity of the pandemic, the
assessment of its complete impact on alternative assets could be challenging.
According to industry experts, the impact of COVID-19 is visibly more significant on the public markets
and is relatively less-noticeable on the alternative assets category as of now. However, as growth equity
and buyouts are highly correlated to the performance of public markets, it is probable that the impact
on alternative assets could get more pronounced in the coming days. Nevertheless, private markets are
expected to fare better than the public markets in continuation with the historical trend.
In the short term, industries and companies that have incorporated recurring revenue models, as opposed
to the traditional revenue models, are likely to be in safer zone. Small companies will find it challenging to
sustain themselves in this time of crisis.
PE firms today have more capital at their disposal than before with increasing participation from new
entrants – including family offices, sovereign wealth funds, and high net worth investors – that are investing
more actively in PE than before. PE funds are currently estimated to hold more than US$1.4 trillion in
immediately deployable funds, and when other asset classes are added – credit, infrastructure, real estate,
growth capital, etc. – the aggregate amount of committed capital PE can readily deploy stands at more than
US$2.6 trillion.

The growth of private capital dry powder
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1,384 PE deals got closed in Q1 2020 for a combined $186.4 billion in the U.S. with YoY growth of 7.3%
and 6.0%, respectively. These figures are based on the deals that had been negotiated before COVID-19’s
effect on the US economy. The current scarcity of announced deals and the ramifications of the pandemic
will start to appear in the deal data for Q2 and Q3. Number of deals, in the negotiation stage have, also
been called off due to the Coronavirus impact.
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PE deal activity
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The transaction volumes are likely to decrease; however, capital would be generated from the on-going
deals in the near future. The quality of operational value-add and capabilities of General Partners’ (GPs)
would be put under scrutiny as the investment decisions made by the GPs’ will play a significant role in the
returns generated by their portfolios.
It is now important that private capital investors analyze their portfolios and strategize ways to create
liquidity. As credit facilities might roll off, we might see an increasing number of capital calls offering many
possibilities. PE firms are additionally now resorting to use capital calls to pay off their subscription lines
and some LPs are unexpectedly seeing a YoY increase in capital calls. LPs may face a liquidity crunch if the
amount of capital calls exceed the amount of distribution.

Capital contributions and distributions for global buyout funds
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ISSUES THAT THE PE FIRMS MAY
ENCOUNTER

Leading investment bankers have voiced their concerns regarding rapidly changing company valuations and
have urged investors to be careful with their investments. “There is a massive dislocation now underway”,
said Eamon Brabazon, Co-Head of EMEA M&A at Bank of America. Similarly, Simona Maellare, Global CoHead of alternative capital at UBS stated that “the accelerated rate of change of the equity valuations is
unprecedented at this moment.” Hence, extra caution, while deciding to provide new money, should be
taken by even the smartest investors.
Although the company valuations might decline steeply in the short run, they are expected to stabilize soon
in sync with the public markets as per historical trend.
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Nevertheless, the virus has had some major impact on the financial market, to which the private equity
industry is no exception. Some of the negative effects of the coronavirus on PE industry are:
1. Decline in cash-flow profiles: Factors including downward pressure on the revenue of industries such
as travel, leisure, and retail among others, international supply chain disruptions, and decline in the oil
demand due to the covid-19 are having negative impact on the global corporate earnings expectations.
As the revenues drop, there will very likely be a decline in the cash flow profiles as well.
2. Drop in exits: There could potentially be a decline in the exit rate. Holding period for some assets is likely
to extend as sellers wait for the markets to recover. GPs will likely hold on to their investments, rather than
sell them at deep discounts or unfavorable prices. They might also resort to GP-led restructurings to keep
portfolio companies under their ownership, even if it is near the fund’s life. Hopefully, there won’t be a
steep fall in the activity as it was in 2008 and 2009.
As seen below, PE-backed distressed exits declined sharply by up to 40% in the U.S in 2017.
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3. Decline in secondary transactions: Secondary transactions mostly have lending facilities supporting the
acquisition of the PE interest while also providing liquidity to the seller. The acquirer typically uses lines of
credit that are collateralized by the assets purchased with a loan-to-value protection. A financing of 1,000,
for example, is collateralized by a NAV of 2,000. As the NAV suffers from devaluation, lenders might
request additional collateral to ensure repayment. Diversified portfolios help little to lessen the impact as
portfolios absorb more cash than they produce, thus increasing the risk of defaults.
4. 
Demand for additional capital from businesses: Cash-flow declines can be mitigated with cost
reductions, but some businesses might seek more capital in order to cover negative cash flow. Numerous
public companies and private equity firms have requested their portfolio companies to follow these steps.
5. Slump in fund-raising activities: Fundraising has mellowed down and is expected to remain that way for
another two quarters due to LPs current due diligence limitations.
The decline is further exacerbated by the second order effects in LP portfolios. Multi asset portfolios come
with boundaries. With the public equities down by more than 20%, it would make the relative weighing
to PE exceed its limits and LPs suddenly would find themselves over-allocated to illiquid assets. However,
having learnt their lessons during the great financial crisis, ‘The Denominator effect’, as it is widely known, to
the degree that it comes into play, will likely cause LPs to pause new commitments rather than exit existing
funds.
While multibillion-dollar funds would remain sufficiently immune, new managers, spinouts, and new
strategies might take the largest hit. However, the good news is that PE mega funds ($5bn+ pooled capital)
accounted for more than half of the total fund-raising last year, and hence the overall fund-raising numbers
will be better than if the crisis had hit a few years ago.
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6. Skyrocketing high-yield bonds spreads: As investors seek to sell risk assets at an accelerated rate, the
spreads on the high-yield bonds has shot up. Enormous selling in the bond market sent spread to levels
of 400bps, something that was not seen since 2016. Additionally, the volatility in the energy sector,
which accounts for more than 11% of high-yield debt, could produce a contagion effect in case banks
experience a sharp rise in defaults given the current situation in the energy market.
The leverage loan volume also witnessed a decline over the last month. The beginning of March witnessed
around $860 million in leveraged loans coming to the market, reflecting a decline of almost 99% since
January.
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However,
with challenges come opportunities
Dry powder becomes more precious:
The GPs were not keen to put their committed capital to work -due to the scarcity or the too expensive
nature of deals. This is a source of competitive advantage as cash on hand during times of crisis has its
benefits and is a reasonable predictor of attractive returns.

There is more alpha to extract:
Tackled properly by using innovative strategies and risk transfer tools, investors can manage the risk-premium
variability of their investments.

It goes without saying that varied needs, strategies, and capabilities of each business may push PE firms
to encounter diverse workforce issues. Portfolio companies tend to turn toward their PE sponsors in the
times of crisis as they lack HR expertise and infrastructure to tackle the situation effectively. The PE sponsors
guide them to competently address workforce issues. In situations of crisis like this, PE firms would have to
leverage their resources and provide necessary guidance to their portfolio companies at scale.
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EQUITY PORTION IN PE DEALS
EXPECTED TO INCREASE
If past downturns are any guide, the percentage of equity in deal financings might see a spike. The same
happened during the last crisis, when the median equity contribution was 42.9%, but increased to 60.1% in
the following year.
Nonetheless, the emergence of the robust private debt industry, sitting at $241.1bn in dry powder as of Q2
2019, could prove to be a saving grace for firms looking to finance their buyouts. As such, debt financing for
LBOs is not expected to dry up the way it did during the global financial crisis.
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LP-GP RELATIONS WILL BE MORE
IMPORTANT THAN EVER BEFORE
In light of the economic downturn, several LPs might find themselves short of cash to meet the Capital call
demands from GPs. Most of the agreements have several penalties in place to deter defaults. A GP, in such
a scenario, has the following options:
1. Allow late payments, with interest and related expensed charged to LPs
2. Require LP to sell of its stake at discount to other LPs
3. Redeem the LP interest with no payment or promissory note of nominal value payable
4. Redistribute the LP stake to other LPs, thereby diluting the LPs fund interest
5. Sue for damages
On the flip side, the pressure situation could also allow GPs to establish themselves as preferred partners for
the LPs by modifying their capital call strategies. This would give LPs time to better respond to the situation
and allow other assets in their portfolio to surge in the meantime, thereby, reducing the loss potential for the
LPs. More importantly, maintaining constant communication becomes even more vital and is a major remedy
in this tough pandemic period.

FUNDS CLOSED IN 2018 AND 2019 MIGHT
OUTPERFORM IN 2020
Political leaders across the world have had to resort to nationwide lockdowns in order to slow down the
spread of COVID-19 and eventually flatten the curve. This pandemic has resulted in large-scale economic
disruption. As mentioned previously, several portfolio companies of PE firms have been impacted by the
pandemic-induced curbs and lockdowns. While some companies have so far just had to bear with drops
in their revenues, for others the impact has been rather severe. Private equity investors are, accordingly,
analyzing the effect of coronavirus on their fund portfolios.
Funds such as pension funds are expected to continue to pay-out regardless of low revenue. Moreover, a
research by Preqin suggests that the recent vintages could have a significant positive impact due to the
downturn. Around 62% of buyout dry powder, is currently held in funds of 2018-2019 vintages. On the other
hand, around 76% of buyout unrealized value, which is valued at $1.22 trillion, is held in funds of 2012-2017
vintages. The GPs who are managing funds of earlier vintages are likely to find it difficult to exit these funds
while the market conditions are challenging.
Additionally, the effect of the dearth of exits will also be less pronounced in these recent vintage funds as
they hold and potentially reinvest in their companies. Middle aged funds (2014-16 vintages) will face the
brunt down the road as many funds in this stage start thinking about their next fund. Such funds typically
liquidate some of their best holdings and winners to show a healthy DPI and IRR figures to the LPs to make
them commit, but now these GPs would be forced to hold. And funds with the earliest vintage (2013 and
earlier) will be the hardest hit as they have less options around holding assets any longer and might be
approaching the end of their contractual fund life, thereby forcing the GPs to provide liquidity, despite their
desire to hold. This might lead to an increase in the number of GP led secondary transactions, which gives
LPs a liquidity option while gives the GPs an opportunity to hold the company even longer.
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COVID-19 CAN HELP PRIVATE EQUITY
EMERGE AS A WINNER: TOO BIG TO FAIL
As the stock market plunges due to the outspread of coronavirus, influential investors with huge amount of
cash need not panic. Firstly, PE funds hold a record of more than $2.5 trillion in uncalled capital, of which
buyouts hold approximately $800 billion. Secondly, as compared to the financial crisis of 2008, private
equity funds now encompass more than three times the assets under management. It is a possibility that
they might provide financing for new deals.
The depression in the public markets and incapability of the potential corporate buyers to let go off their
cash puts PE funds in a great position to be the buyer for any asset that shows up for sale.

Anticipated changes in 2020:
Global M&A and capital raising volume
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RICH IN TERMS OF CASH
Private equity buyers seem to have surplus cash at hand to put to work and are already looking for companies
that are most likely to survive the pandemic. While, currently cash appears to be the most valuable resource
aptly justifying the ‘cash is king’ adage, private equity buyers can, however, turn out to be the drivers of
the future scenarios if the government and central banks succeed in keeping the societies and economies
together and protecting the financial system.
More importantly, never has private equity been so cash rich and assets so cheap, a fact also highlighted
by Pier Luigi Colizzi of Barclays “What we are seeing right now is that these large private pools of capital...
are now presenting themselves to companies as potential providers of investment right across the capital
structure.”
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WHAT ARE THE EFFECTS ON THE DEAL
FLOW?
Deal announcements is a trailing indicator of economic activity. Hence the true effects of restricted travel,
increasing volatility and lesser number of meetings will be realized only when the Q2 numbers are released.
Although, PE and VC dry powders are sitting at record levels on an absolute basis, deal activity is expected
to be subdued for some time. This capital will gradually be deployed in the market, albeit more prudently
than it was before. GPs are keen to pursue PIPE deals, minority acquisitions, and add on investments.
These call for lower check sizes and are easier to execute, whereas the wide bid-ask spread is preventing
buyers and sellers from agreeing on pricing of larger deals. Add-ons have already ticked upward and set a
record for the proportion of deal count at 72.5% in the first quarter of this year
This period might also see the growth of special-purpose continuation vehicles. For instance, TA Associates
is currently raising a vehicle with the sole intention of taking minority stakes in existing portfolio companies
to enable them to extend the holding period.
Deal flows will be mostly in the form of carve outs and divestitures from conglomerates that were too
acquisitive in the past and are now willing to part with non-core operations in exchange for cash, while
on the buy side some funds will resort to opportunistic buying, including investing in public equities and
distressed opportunities.
Distressed businesses, particularly, are likely to play an important role in boosting the investment activity
in the coming days as investors could buy them at prices that make sense under even the direst scenarios
relating to the macro picture.

WHAT CHANGES FOR PE FIRMS?
Covid-19 will invariably have an impact on the PE industry and how portfolios are invested int and managed.
More specifically,
Sector expertise will become more important: Identifying the right sectoral opportunity and subsequently
an apt investment will be of paramount importance, going forward. Deep sector expertise and experience
will be in demand
Due diligence will further gain a stronghold: Due to the need to invest in winners, due diligence will
be stricter, highlighting a range of scenario outcomes. Factoring in such unpredictable but foreseeable
disruptions will garner importance
Critical changes in how investments are managed: Every global pandemic is the birth of an everlasting
change in how processes are managed. It will be important to understand what worked and what didn’t
during the crisis to initiate a change in processes to be better prepared for any further occurrences

DO WE HAVE A PLAN B?
In the absence of a widely accepted vaccine, it is difficult to predict the duration of the pandemic and the
extent of the economic damage. This makes it mandatory for PEs to develop a contingency plan. PEs are
focusing on the business continuity of their existing portfolios and relying on private investments in public
equity in the near term. Growth capital investments and structured credit deals are likely to be the flavor of
the upcoming season.
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ASSESSING AND ACCELERATING THE
INVESTMENT PIPELINE
At times in crisis situations such as these, the focus tends to shift to graver concerns. Flashbacks from the last
recession have already started to haunt investors but, it is crucial to recognize the difference in the situation
now. The PE industry has come a long way since 2008.
1. Present financial system is more resilient: Rigorous structural reforms after the 2008 recession have
resulted in an increased oversight and reserves. The reforms have been designed in such a way that it
strengthens the systems’ ability to withstand sudden shocks.
2. Low consumer debt levels: The U.S. household debt levels relative to the GDP are at their lowest in the
last 10 years.
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3. US economy is stronger than ever: With unemployment at an all-time low and corporate debt most
likely to be repaid, the economy has been in good shape.
4. Contained damage: While numerous industries, such as travel and hospitality, and the global economy
are expected to face the wrath of the Coronavirus, they are likely to soon recover from it (IMF).
Whilst the sudden onset of COVID-19 has brought on extremely tragic consequences, the pandemic and
the subsequent challenges arising from the “Great Lockdown” might also present opportunities to various
industries to become more efficient and work towards a sustainable future. As for the private equity firms,
strong deal making through many consecutive years has helped PE firms amass huge amounts of “dry
powder”, which can be utilized to formulate purpose-driven strategies and pull the businesses out from this
crisis. PE firms have an opportunity to deploy this capital in a way that reflects the environmental and social
expectations of the larger market, something that they were not very aggressive with during the last 2008
recession.
Furthermore, during the 2008 recession PE-backed companies came out in better shape than non-PE
companies as highlighted by Peter Witte, global lead PE analyst, “There were concerns at the time. But we
saw that PE-backed companies ultimately suffered fewer defaults and invested more [in their businesses]
than companies not backed by PE.“
More importantly, funds with 2009 vintage returned a median 13.9% as compared to median 8.1% return for
funds with 2006 vintage. It will be interesting to see if PE firms are able to (1) identify and aggressively invest
in distressed assets or businesses and (2) muster similarly high levels or more of returns from funds of 2020
or 2021 vintage as they did from the 2009 vintage funds.
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