
UK listed Private Equity index (ex 3i) discount change over timePrivate equity

It wasn’t too long ago that private 
equity investments were the nadir 
of the investment universe. Many 
funds entered the Global Financial 
Crisis (GFC), now 10 years ago, over-
leveraged and over-committed. When 
the rug was pulled beneath their feet 
as banks withdrew essential funding 
lines, many funds imploded as they 
found themselves exposed on two 
fronts.

Many had taken on large short-term 
borrowings to fund acquisitions. Their 
model, in numerous cases, was to 
borrow a lot of money cheaply at  
c. 5%, buy a company which typically 
had a low double digit earnings growth 
and then to sell the new “improved 
company” at a higher multiple of 
earnings for which they bought it. 
Private equity investments tended 
to have a 5-year lifecycle, that is 
from acquisition to exit. This typically 
coincided with the issue of two 
5-year bonds which helped fund the 
acquisition and for the exit.

Secondly, in many cases the newly 
acquired company needed additional 
capital from its investors to help 
expansion into a new market, for 
example. To ensure the newly acquired 
company had sufficient resources, 
the new shareholders had to agree to 
commit capital to the new company 
as and when it was required. In reality 
the resources weren’t always fully 
drawn and it was hard for the investor 
to forecast the timing for the next 
cash-call. Many private equity funds 
therefore promised to invest in lots of 
companies not expecting all of their 
investee companies to require their 
capital at once. Their backstop, they 

wrongly believed, was that they would 
be able to fund these commitments 
through more borrowing…..until the 
debt markets dried up.

As a result company valuations 
declined and private equity backed 
investment companies suffered, in 
particular as no one believed the 
published valuations and few investors 
wanted to be locked into an illiquid 
asset. The fear was so great that the 
discount (the difference between a 
company’s audited net asset value 
and its share price) reached 60%. 
This in summary meant that an 
investor could effectively buy £1 of 
investments for 40p.

I therefore read with great interest 
a report in the Economist of 12 May 
about Masayoshi Son, a Japanese 
entrepreneur of Korean descent 
who runs Softbank, a Japanese 
conglomerate which recently made 
the papers in the UK for purchasing 
ARM Holdings. He has successfully 

managed to raise $100 billion of 
commitments for his new SoftBank 
Vision Fund. This is a colossal amount 
of money as it not only dwarfs the 
previous record set by the Apollo 
Fund Investment IX ($24.6bn) but it 
is larger than the four next largest 
private equity funds combined. Mr 
Son does have a proven track record, 
as he turned a $20m investment in 
an unknown Chinese internet start-
up into a stake now worth $140bn 
in Alibaba, one of the four Chinese 
technology titans competing on 
the global stage. Overall Mr Son’s 
investment track record is quite 
impressive as he has achieved a 44% 
per annum internal rate of return on 
his investments.

The new Vision fund aside, global 
investors are generally buying back 
into private equity, most likely as they 
are drawn to the historical returns. It 
is an asset class which has achieved 
superior long term returns compared 
to its listed peers.

Source: Morningstar
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Date of Final Close

The amount of dry powder, that 
is the amount of money which is 
available for investment deployment, 
as monitored by Preqin is now at 
$1.1tn, higher than the $680bn peak 
monitored in 2008. This is both 
because funds have been selling 
investments, raising cash, and there 
is now a significant appetite for new 
funds. In 2013, 15% of fund raises 
took 6 months or less, that figure 

Over the last 20 years, European 
private equity buyout funds have 
returned 15% pa compared to 5% 
pa for the MSCI Europe index. The 
differential can be seen over many 
different geographies and time 
periods. Historically, as mentioned 
above, many of these higher profits 
were as a result of private equity 
backed companies using cheap debt 
to fuel higher returns. Post the GFC 
this strategy has struggled to work as 
debt has been harder to obtain. The 
companies which survived and which 
are now flourishing are those which 
have taken a long term approach to 
create operational efficiencies to 
create value. 

Investor sentiment has now changed 
post GFC and investors are beginning 
to flock (again) to private equity, as 
highlighted in the two charts on the 
right.  A recent independent Preqin 
survey found that 95% of investors 
felt their private equity investments 
met or exceeded their expectations 
in 2017, and 53% of respondents 
planned to increase their allocation to 
private equity over the longer term, 
a record proportion. Blackstone, the 
largest private equity fund manager 
with $367bn under management, 
recently launched a $5bn fund which 
has tied in investors for 20 years. 
This is a far cry from the market 
sentiment in 2008 when investors 
sold, sometimes at any price, their 
illiquid assets.

has now risen to 46%. Worryingly 
this is typically a bearish sign for the 
industry as it suggests that there is a 
surplus of capital. The result is often 
that transactions are priced at elevated 
levels as funds compete with each 
other to make new investments. History 
indicates that purchasing investments 
at elevated levels significantly 
decreases their profitability and 
internal rate of return (IRR).

Historical comparison of returns between private and public equities

Private equity dry powder by fund type, 2007 – 2018

Time spent in market by private equity funds closed in 2013 – Q1 2018
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■  Other Private  
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■  Asia-Pacific buyout 
and growth funds
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Should we be running for
the door?

Whilst we, like other investors, have 
concerns that there is “froth in the 
market” we are maintaining our 
exposure to this asset class for three 
main reasons.

The first is based on empirical 
evidence which shows that even if 
one invests in the worst vintages, 
the overall return is better than if 
one misses out investing in the best 
vintages. This is similar to regular 
equity investing where there is an 
asymmetric payoff as investors 
are rewarded for being invested 
rather than divested. Whilst it is 
often disappointing and painful to 
be invested when a market falls, 
returns are typically greater than if 
one tries to time the market. Warren 
Buffett often quotes "it is time in 
the market rather than timing the 
market which leads to investment 
success". The chart on the right from 
HarbourVest’s Global  
(a manager of private equity funds) 
suggests that market timing is 
almost irrelevant, partly as a result 
of how private equity operates 
from purchase, drawdown and sale 
processes.

In their data set the average gains 
of 1.83 times the initial investment 
increases by 5% to 1.92x if the three 
worst vintages (1998, 1999 and 
2000) are excluded. If, however, the 
best three vintages (1993, 1994 and 

1996) were excluded then the return 
decreases 10% to 1.66x.

Secondly, we have been selective 
with the investments to which we 
are exposed, as we target relatively 
mature companies. As mentioned 
earlier, there is usually a liquidity 
event after year 5 via a sale or a 
listing, unlike immature companies 
which are typically in investment 
mode. When a company is sold 
the price achieved is often above 
the carry value as the private 
equity auditors are required to 
use conservative metrics when 
valuing unlisted investments. This 
often results in sudden jumps in a 
company’s net asset value.  

In conclusion the reason we 
still retain exposure is more 
stock specific. Many companies 
prefer to remain private for a 
plethora of reasons which include 
allowing companies to operate off 
many people’s radars, enabling 
management to focus on longer term 
projects as they are not consumed 
by the public market's constant 
requirement for information and 
short term results. Now that there 
is no requirement for many private 
companies to seek capital in a public 
domain, as there is plenty available 
privately, we believe many of the 
best companies will remain in private 
hands. Therefore if we want to have 
exposure to fast growing successful 
companies then we will need to 
maintain exposure.

Source: HarbourVest 
Global Private Equity Ltd

Impact of market timing**
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Summary 

  Global equity markets ended April 
in positive territory

  Protectionist rhetoric appeared to 
soften

 
   Expectations of an imminent UK 

rate hike receded
 

  Emerging markets lost ground
 

  US Treasury yields resumed an 
upwards path

 
   Oil price rallied

News and views

April proved to be a mixed month 
for equities as tit-for-tat trade tariffs 
between the US and China that began 
in March continued into the first week 
of April. The market did, however, 
reverse sharply to recover lost 
ground, as signs of compromise from 
both sides on trade disputes spurred 
a recovery.

UK 
Expectations of a rate increase in the 
UK receded after Consumer Price 
Index (CPI) inflation fell to 2.5% and 
retail sales dropped by 1.2% in March. 
In addition, GDP growth figures 
pointed to an expansion of only 0.1% 
in Q1, weighed by weakness in the 
construction sector. The softer than 
expected data resulted in a sharp 
decline in sterling towards the end 
of the month, as it raised doubt over 
the likelihood of an interest rate rise 
at the Bank of England’s Monetary 
Policy Committee meeting in May. 
The drop in sterling did however 
provide a positive backdrop for UK 
equity markets, bolstering the returns 
of the market’s many international 
constituents. Merger and acquisition 
(M&A) activity was also encouraging 
for stocks and continues to be an 
important theme in the market. We 
think M&A activity is likely to remain 
elevated and be a major supportive 
factor in UK equity returns this year. 

US
US economic data remained robust 
with Q1 GDP growth confirmed at 
2.3%, slower than previous quarters 
but better than the 2% forecast. 
Headline inflation at 2.4% was 
slightly higher and with the Personal 
Consumption Index, which the 
Federal Reserve (Fed) uses to gauge 
price increases now just shy of its 
2% target, some commentators are 
speculating over the pace of Fed 
rate hikes this year. US equities did 
manage to eke out a small advance 
but underperformed most developed 
markets. The energy sector did 
however, perform particularly well, 
with a number of stocks posting 
double-digit returns over the month. 
Consumer discretionary stocks were 
also higher after robust results from 
major online consumer firms, Netflix 
and Amazon.

Eurozone
Eurozone economic data came in below 
market expectations, with the March 
Manufacturing Purchasing Managers' 
Index (PMI) reading hitting the lowest 
point since early last year and the 
German Ifo Institute for Economic 
Research  business climate index falling 
to 102.1 in April from 103.3 in March, 
demonstrating weaker sentiment 
among businesses. The European 
Central Bank's (ECB) President Mario 
Draghi even acknowledged the slowing 
growth in his accompanying statement 

to the ECB’s decision to keep rates 
on hold, but at same time continued 
to note the “solid and broad-based 
expansion of the euro-area economy”. 
Fortunately, some good corporate 
earnings data was on hand to deliver 
some much needed cheer, enabling 
stocks to move higher, with the index 
posting its best monthly returns so far 
in 2018.

Japan
After some initial weakness, the 
Japanese equity market rose steadily, 
with the Nikkei 225 closing the 
month 4.7% higher. A reduction in 
geopolitical risk in Korea and easing 
concerns over US-China trade wars, 
prompted some yen weakness which in 
turn, encouraged foreigners to return 
as net buyers of Japanese equities. 
The Bank of Japan left monetary 
policy unchanged at the April 
monetary policy committee meeting, 
with a surprise coming from the 
removal of its timetable for achieving 
its 2% inflation target, leaving the 
door open for 10-year yields to stay at 
zero for longer than first thought.
 
Emerging markets 
Emerging equity markets marginally 
lost ground during April as the 
asset class faced headwinds, 
including a stronger US dollar and 
rising US Treasury yields. Russia 
underperformed as asset markets 
were negatively impacted by the 

Indices
Value as at 

30/04/2018
% Change 
on month

% Change 
year to date

% Change on 
12 months

FTSE 100 Share 7509.30 6.42% -2.32% 4.24%

FTSE All Share 4127.68 6.00% -2.23% 4.17%

S&P 500 2648.05 0.27% -0.96% 11.07%

Dow Jones 24163.15 0.25% -2.25% 15.39%

Euro Stoxx 50 EUR 3536.52 5.21% 0.93% -0.65%

Nikkei 225 22467.87 4.72% -1.30% 17.04%

MSCI Emerging Markets 1164.43 -0.55% 0.52% 19.07%

UK Treasury 4.25% 2027 125.34 -0.71% -2.53% -4.77%

Sterling/US$ 1.38 -1.92% 1.78% 6.29%

Sterling/Euro 1.14 -0.09% 1.12% -4.23%

Source: Bloomberg
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announcement of new US sanctions 
against a number of oligarchs and 
their companies. Korea on the other 
hand finished ahead of the index, 
as North and South Korean leaders 
pledged to agree a formal end to 
the war on the peninsula. Substance 
was light but symbolism high with 
President Kim being the first leader 
from the North to set foot in the 
South since hostilities stopped in 
1953.

Oil 
Crude touched $75 per barrel, a 
price not seen since November 2014. 

Production cuts by OPEC, record high 
levels of demand and question marks 
over future supply from Iran offset 
the high US dollar and record US 
shale production. 

Fixed Income 
US Treasuries yields embarked on a 
steady climb over the month amid a 
continued hawkish tone from the Fed, 
with the 10-year peaking at 3.03%, 
the highest in more than 4 years, 
before ending the month at 2.95%. 
Yield moves were less significant 
elsewhere. UK gilts rose initially, but 
reversed course mid-month ahead 

of GDP data. Investment grade 
corporate bond total returns were 
broadly flat as income helped to 
offset price falls. The high yield bond 
markets delivered the best returns 
as increased appetite for risk and 
the inherent higher level of income 
helped deliver positive returns.


