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Private Equity: Forces at Play

Private Equity is a resilient industry. This is how
Hugh MacArthur, Chairman of Bain & Co’s private
equity practice, described the industry when he
alluded to its performance over the past two years,
after taking into account the meaningful impact of
rising interest rates. In 2023, aggregate returns for
this industry registered in the low double digits,
undoing the negative markdowns seen the previous
year. At the same time, many of the biggest funds
in the history of the asset class closed in 2023,
some raising over $26 billion. The industry’s size
and relevance has led many key financiers to
express renewed concerns about its possible
adverse effects on public markets, as it allows large
companies to remain private for longer, if not
permanently.

However, under the surface, the private equity
industry has been shaken by a powerful storm. As
the Fed began its tightening cycle in 2022, deal
activity relented significantly. In 2023, as well as the
first quarter of 2024, fund exits were down
substantially, relative to the highs of 2021. This led
to a cash distribution shortage, which impacted
Limited Partners and their plans to commit more
capital to the space. At the same time, this dynamic
pushed investors towards other avenues in search
of liquidity, such as asset sales at undesirable
discounts in the secondary market. The slowdown
in deal activity continues as we approach the third
quarter of 2024 and third year of high interest rates.
However, there may be signs on the horizon that
the deal floodgates could open sooner rather than
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later, and that some of the industry’s tensions could
ease.

In parallel to the distribution shortage, the prospect
of high future return generation, arguably the most
appealing characteristic of private equity, also finds
itself in question. The currently elevated risk-free
rate is casting doubt on the financial impact this
could have on current private equity-owned
companies. This dynamic is being exacerbated by
the currently limited supply of leverage available for
new transactions. Making matters worse, the
industry has for years been in the spotlight of critics
and academics alike, who have alerted to the
possibility of decaying returns, the use of financial
engineering to the detriment of portfolio
companies, and the alpha erosion caused by the
colossal compensation numbers set aside for
General Partners, or “GP's”. So far though,
detractors have not been able to thwart the strong
growth of the private equity industry, or the large
amount of capital committed by investors.

Back to basics

Buyout PE funds have historically relied on a model
that consists of purchasing companies of all sizes
and industries with a combination of equity and
debt, the latter also referred to as leverage. Debt is
a relatively cheaper source of capital, allowing the
free cash flow distributable to shareholders to be
larger than the flows available if a company were to
be purchased strictly with equity. Once a fund is in
control of the target company, it will typically carry
out a series of plans to aggressively grow revenues
and improve financial margins, with the principal
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objective of expanding its free cash flow or EBITDA
(Earnings Before Interest, Depreciation and
Amortization) and selling it within a time frame that
will maximize the returns of the transaction.
Average holding periods typically range between
four and seven years, although some PE funds can
sometimes sell specific companies before year four
or hold them for much longer periods.

As previously mentioned, leverage is an important
part of the private equity business model, and there
is widespread consensus that it can be an
important driver of returns. Pitchbook, an
aggregator of PE data, published a study that
indicated that leverage contributed over 30% of the
value created in some vintages between 2010 &
2016. As a refresher, the “vintage” is the year in
which a private equity fund starts investing or when
a specific portfolio company is purchased.
Understandably, due to the relatively high use of
debt in the PE model, some investors question
whether the industry can continue to outperform
public markets given the current environment of
high interest rates.

What is in store for the future of Private Equity?

Those seeking positive news regarding the
prospects of outperformance of the industry, within
the context of a prolonged environment of
expensive capital, can find solace in a report from
Goldman Sachs. In this, the company concluded

that, based on academic studies, the following
points ring true:

1) Private equity is poised to continue generating
value and having an advantage relative to public
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markets at carrying out “large-scale company
transformation”.

2) Although the drivers of return vary over time, the
most important historical contributor to returns is
revenue growth, not leverage.

3) The impact of leverage on overall performance
has decreased over time. Surprisingly, between
2008 and 2021, leverage had a lower impact on
returns than from the period of 2000-2007.

4) Private equity funds have an array of tools at
their disposal to generate value. More importantly,
not all these tools are implemented at the same
time. Given the current dynamics at play, funds
have the flexibility to implement different tool kits
for different scenarios.

Goldman Sachs’ report coincides with a 2024 study
by Hamilton Lane, which showed that there is no
clear correlation between deal returns, measured
by gross Investment Rates of Return, and leverage,
measured by Debt to EBITDA. Deals that employed
a leverage ratio of 3x EBITDA were able to generate
equivalent returns to those with leverage ratios
north of 5x. The study also showed that the median
Debt to Enterprise Value ratio has declined over the
last 15 years, while the median Debt to EBITDA ratio
has oscillated between 4x and 5.5x. What this
means is that although private companies have
become more expensive, this incremental value has
not been financed by additional debt, but rather,
other sources of capital.

However, Hamilton Lane’s study does indicate that
environments of high interest rates do impact both
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public and private equity returns, where private
equity funds that are seven or more years into their
lives are affected the most. This makes sense, as
older funds tend to be fully invested and most likely
have deployed a substantial portion of their
portfolios during low interest rate environments.
Vintage year clearly matters. Deals that closed
before 2021 had better access to lower-priced debt
and were subject to valuation corrections, whereas
deals closed after the second quarter of 2022 were
consummated at the current cost-of-capital, and
associated pricing consistent with such levels.

Higher debt costs lead to less activity

The impact of the increase in the cost of capital has
been twofold: interest expense has increased, while
less debt is available to finance buyout deals,
resulting in a lower capital stock available within the
private equity ecosystem. These two forces, in
unison, are the main culprits of an impacted deal
flow. Understandably, valuations on the buy-side
have been adjusted downwards, as the Weighted
Average Cost of Capital, or WACC, has increased
while there is less debt-derived capital available for
new acquisitions. On the sell-side; however, PE
funds have held up firmly to their target valuations,
unwilling to sell mature portfolio companies at
undesirable discounts. This dynamic has led to
average holding periods that are hitting historic
peaks. As much as the private equity industry may
affirm that valuations are precise, there is a degree
of dissonance between what Bain Consulting calls
the “Bid-Ask Spread” and current valuations. This is
particularly true after a year like 2023, in which
aggregate fund marks resulted in positive returns
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close to 10%. This argues in favor of the idea that
private equity funds are protective of valuations
regardless of market conditions.

However, there are forces at play in the industry
that could cause this situation to abate sooner
rather than later. For starters, cash needs to be
returned to investors, so that these may consider
new commitments into the same capital-hungry
partnerships. At the same time General Partners
need to deploy the vast supply of callable capital, or
“dry powder”, before investment periods expire,
which typically have a life span of five years.
Additionally, the debt facility landscape appears to
be changing. Even though the risk-free rate has
stubbornly remained above 5%, the reappearance
of banks as M&A lenders, after two years of almost
complete absence, coupled with intense
competition within the direct lending sector, has
compressed spreads in the core and upper middle
market between 100 bps and 150 bps, or 1to 1.50%.
This dynamic has allowed less cash to be directed
towards debt servicing, creating tailwinds for equity
valuations and deal generation.

It is important that investors looking to commit to
the private equity space keep in mind that not all
private equity is created equal. As a result, funds
that focus on smaller companies, such as those
that operate in the lower middle market segments
of the industry, are not as reliant on debt and
therefore not impacted as much by high interest
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rates. Additionally, potential sellers in these
segments are not as sensitive to valuations. Growth
equity transactions, where minority stakes of cash
flow-positive businesses are acquired in exchange
for some degree of control, are typically not as
reliant on debt, and have proven capable of
generating top quartile returns. Also, the
opportunity to participate in private equity
secondaries remains attractive, as large institutional
investors continue selling tranches of their private
equity portfolios at deep discounts. This allows
investors the opportunity to buy into mature private
equity interests at attractive valuations.

Considering the changing currents present in the
private equity industry, proper manager selection
matters now more than ever. If constrained access
to capital is a concern, investors could focus on
sectors or segments that have been able to deliver
Alpha without depending on leverage. After all, it
turns out that the impact of leverage on returns
might not be as determinant as expected.
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