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Private equity: Five lessons from the GFC

Here's how the takeaways

from the crisis inform PE practitioners

facing a formidable debt wall and stubbornly high interest rates

UP USTIL the 2008 credit crumch, the comeen-
tional recipe for success in private equity (FE)
was stratghtforward: Just pour i detit and stir. A
generous dose of keverage typically spiced up
the financing of a ransaction.

But the global financial crisis (GFC) tumed
thés money pie into mush. Government-backed
purchases of toxic assets - Funded by central
bank purchases of government bonds - eventu-
ally enginecred a comprehensive baibout of dis-
tressed borrowers and other heavy debs users,
With loose monetary policies throughaut 1the
20105, leverage returned with & vengeance.

What to expect from a downtarn

S il & recesdlon comes, how can the lessons of
thee GIC inilf PL pracriti lacing a it
abde debt wall and smubbomly high interest
rates? Here's what towatch for

1 A s ghaboeosit: Post-GFC, one ik four buyout
firms mever ratsed another fund, according to
Bain & Company's Global Private Equily Report
2020, Winhout the central banks’ rescue package
of zero interest rates and quasi-unbimited credit,
the damage would have turnssd nto carmage.

Soamee firms were forced into liquidation, in-
clwding top-10 European buyout shop Candover
Irvestrments, Others were sold owt in distressed
transactions or simply spun off, including the
proprietary PE units of iroubled banks Lehman
Brothers and Bank of America Merrill Lynch. A
capétal drought forced many more 1o work deal
by dieal.

The fumd managers that survived the GRC
ki thiy hiad a hecky escape. To avold kaving
their fate in the hands of regulaters and maorse:
tary authorities, the larger operators have
morphed into fnancial supermarkets over the
last I5 years., That transition had less to de with
fostering economic growth than protecting and
diversifying lee income.

Clobal consalidation i< to be expeced amnd L5
PE groaps will once again bead the charge. In
2011, Carlyle bowght the Duich fund of funds
mansger Alpinvest. Five years Liter, Harbourvess
acquired the UK fiom 5WG, & cormersione investor
Im Permira.

Mare recently, general partner (GPFstakes in
viestors, such as Blue Owl. specialised in the ac-
quisition of large sharcholdings 10 provide |
quidity to PE fund managers. Blue Owl's former
incarmation - Dyal Capétal - ook a stake in Lon-

Bocause most credit deals in recent years appied fiaating rtes, showd the cost of crodit remain high,
zomike scenanios, Chapher 11 Sings. and hostile takbegwers by lenders could spike. meomor aFe

don-headquantensd Bridgepaint inAugust 2018,
for instance, Blackstone has besn one of the
maost active acquiners of stakes in fellow PE
firmis, and anncunced in April 2020 - amid pan-
demic-related uncertainty - that it had US54 bdl
Hen in cash avadlabde for such purchases. To-
day’s tight monetary policies offer similar op-
portunitjes,

2 Paortfolio According bt the LE-
based Centre for Management Buyeut Rescarch
(CMBORD, 56 per cent of PE poniolio exits in -
rope in the first half of 2008 were distresved
partfalio realisations such as recelverships amd
banknaptcbes. By comrast, at the peak of the
credliy bubble im the first half of 2005, this cohon
accounbed far only L6 per cent of exits.

Iis thee Uinited Staves, the mumber of PE-bat ked
companies filing for Chapter 11 was three tinses
greater in 2009 than two years earlier, Likewise,
in 2020, nationwide lockdowns caused almagt
twice as many bankmuptcies among PE porfolio
companies than in the prior year desplic com
prehensive government bailout initiatives.

nancial sponsors wary of injecting maore equity
Into portffolio companies with stretched capital
sinuctures may emulate KKR's decision last year
ter bet Envision Healthcare fold and fall inbo the
handds of creditors.

3. Flight to lze: Although PE powerhouses came
under pressure in the wake of the GFC, with
some critics gleefully predicting their demise,
capital commitments thould keep on Mowing as
long as fumd managers contral the nasrative
arvund superior invesiment retms,

The risk for prospective investors is confus-
ing Fund size or brand recognition with quality.
The Pepsi Challenge proved years ago that, ina
blird taste, consumers preferned Pepsd to Coca
Cola, yet they comtimued 10 buy 1he latter panly
because they wrongly associsted sdvertising
spend with superior laste,

There |5 no blind taste test in private markets,
w0 don’t expect a flight o quality bat instesd a
orwwl to salery, Limited parcners (LPs) will avaid
the risk of switching to bess well-known Fund
rs, irrespective of performance.,

Because mosy credil deals in recent years ap-
plied Noating raves. should the cost of credin re-
main high, zombie scenarios, Chapter 1 filings,
and hostile takeovers by lenders coubd spike. Fi-

4. Reshaping capital deploymant: |f a poteniial
recession is not ooupled with a financial crisis,
the: private markets carrection aught to be mod-
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erafe, Fundraising, nevertheless, is already be-
coming a drawn-oul process. Insiutional inves-
nors, ar LPs, are III'.]II'II‘I'H““‘],E Iess capinal and will
do 50 less frequenily. Firms will raise vintages
every six bo eight years as in 2008 to 2004 rather
tham every thres 1o four years as during the mon-
ey-printng bubble of 2005 o 2021, In anticipa-
tion. several fund managers have established
permanent capital poods 10 reduce their depen:
demoe an LPs.

T address distressed situations, fumd de-
ployment will foous on portfolic baslouts, as:
suming some value remains in the equity. PE
fured managers will pursue risk-averse srateghes
siech as comtinuation fends and bary-and-buikd
plazformes, backing existing assets rather than
cloging new deals.

Secondary buyouts (SBOs) will siill represent
the main source of deal Mo, even If, ina high:
interest-rate environment, these often-debt-rid-
den businesses may struggle.

COrporale CAME-DU LS My b anather source
of deals, In the wake of the GFC, many compa
nies had 16 dispose of non-core activities o pro-
tect marging or repakr their balance theets. Five
al the 10 largest leveraged buyouts (LEOs) an
nounoed in 2009 were carve-outs, This trend
conild re-emernge amid a higher inperest rate <li-
rrane inwhich a growing number of carporatians
quadlify as zomvhies, with carndngs nof covering
mterest payments. The Rank of England predic:
ted that half of nan-linancial companies would
have experienced debl-servicing stress by the
end of 2023,

5 A credit The immediate fallout of
higher credit costs is falling debt multiples and a
mare complex syndication process. In the midst
of the GFC, some practitionssrs criticised the per-
nicious business model sdopred during the
credin bubbbe.

In a 2008 boak, French PE firm Siparex re-
marked: “Siparex . did not apply sxcessive bev-
erage on mega-buyouts that today prevents the
symdication of bank loans ... We have nathing in
commaon with KER or Carlyle. When one hears
Henry Krinvis . declare thak a company is a com-
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miodity, It makes one's hair stand on end,”

Without quanitative easing () throughout
the 20105, syndication headaches and partfalio
distress would have remained the norm. This
time arcund, the central banks seem maore intent
on reining in inflation than on keeping overin
diebted businesses aflaat. That could reduce de-
mand for credit over a long perind.

This time i [a lttle) different

The cusment infkatsonary comtext bed 1o higher in-
terest rabes, whereas the CFC inspired 2ero-in-
terest-rate polickes. High credit costs are curbing
deal activity and will Tmistrate the relinancing of
portiolio companies, reinfarcing the nation that
PE iz intminsically cyclical,

Thee linancial markets are mof kely 1o face a
oredit cranch on the scale of the GFC, Meverthe-
less. on the back of more than IS0 erillion of
Covid-19 stimulus in 2020 alone, the main cen
tral Banks” balance sheels are  extremely
sireiched. Quantitative tightening rather than
OF is de rigueur, The slowdown reconded in the
first quarnter of 2023 - with deal activity down 30
peer cenml year aver year — could therelore acceler-
ate, The value of PE exits in the third quaner of
2023 was the lowest of any quarter since 2008,
As a reminder, according o Bain & Company™s
Lol Privicile ity Repeit 2011, betwieen 2006
and 2009 global buyous deal values fell S per
LNk,

Simoe 2022, bank lending has been dghtening.
AS & canitlonary tale, between T and 2009,
leveraged loan vodumes shrank by 85 per cent.
For now, private debt fund managers are picking
up the sleck and decpening the commatmems
they made as banking regulation dghtensd over
the last decade. These shadow lenders scemed
o be offering leoser terms than conventional
leveraged bankers, but given the lack of reliable
Irfarmaricon in private markets, this is a danger-
s generalisation.

A pew Breed of lenders

The slopgpy lending practices that first appeared
during the credit boom of the eardy 20005 gradu-
ally re-emerged in the OF bubble of the 20005,

Macksione's recent
AEIETPA 1O nesCouD
loan losses from
Bary Capial on &
el foee Sour
shows that privire
capital firms with
ket power

can afford b

by MOre e EsE
PraOTo e UTERS

Mbindrum bl Bevels that influence abender's re-
quired participation; “Yank the Bank™ provisions
by which a borrower can unilaterally pay off a
dissending bender; “Snocze and Lose” clauses
that force lenders to elther respond 10 amend-
ments on a tight desdline or gram implied con-
senl: and covenant mulligans — which requine a
fimancial covenant breach in two consecutive
quarters before a lender can call defauls - all re-
enbered Hhe mainstream in the lead-up o 1he Co-
w9 panclemmic.

Frivate debt fund managers may put mone
pressure on FE-backed companies, especially if
they realise that the leoser terms granted in re-
cent years could cost them a sizeable slice of
their capital in distress scenanios. Unlike com-
mercial banks, private lenders do not serve indi-
vidual depasitors and prefer to preserve their in-
vestors' capital than develop long-term relation-
ships with distressed bomowers, That the pri-
wale credit segment s concentrated among
several major instinwibons, giving them signifi-
cant bargaining power, will anly compound this
sitsation. The 1op 10 credit funds a<ount for
about half of glebal annual capitsl commit
RS,

This should ot be overstated, however,
While private debt Mims might pot fodas &5
mmwich on relationship banking as wraditional in-
stitwtbons, they will still want tobehave commer
cially bo remain active in buyout financing.

PE fund managers are repeal dealmakers.
Shodild a private lender ever theal theim oo
harshdy, they could shop ¢lsewhere,

Blackstonegs recent attempt boe recoup loan
kosses from Baln Capial on a deal gone sour
shows, mevertheless, that private capital finms
with market power can afford to be more aggres-
sive.

A wougher stanoe from non-bank lenders
wonld make refinancings more costly and affect
performance.

Anecdotal evidence suggests that buyout
deal-doers are comending with sericter financ:
ing and restrucuring temms, and equity cutes
could be making a comeback. The equity portion
of LED structures already exceeds 50 per oent.
That will ESpact [FVESITEETN Fetlarms.

As deal procesds and debt multiples suffered
during the credit crunch, 2005 10 2006 FLvintag:
e reconded intermnal rates of return in the single
digits compared bo mid-dowble dights for 2002 1o
2003 vintage funds.

Predictably, after reaching high double-digit
territories during the pandemic, investment re-
turns came crashing down at the back end of
2022, That's the main takeavay From the GFC: as
monetary policies tighten up, PE performance
penerally backslides.
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