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Seeking out star gquality

The region’s mid-market private equity furms are being even more selective at a time
when sector specialisation is key, write Amy Carroll and Madeleine Farman

rivate equity deal volumes
in Europe plummeted by
65 percent in the first six
months of 2023, according
to data from RW Baird. At
the same time, Private Eq-
uity International’s H1 2023 fundraising
report found that — despite a handful
of mega-fund exceptions, including
final closes from Permira and KKR -
fundraising in the first half was down
by around 20 percent from the same
period a year prior. A dealmaking de-
sert has dried up distributions indus-
try-wide, preventing LPs from making
fresh commitments.

Sponsors have responded by be-
coming even more cautious with their
capital deployment as they strive to eke
out their remaining dry powder, further
dampening deal activity. It is clear that
the situation cannot continue; some-
thing needs to break the stalemate.

“Deal junkies like me need to get
back to doing more deals at scale,”
says Andrew Wingfield, a partner at
Proskauer, at PEl’s European mid-mar-
“Ex-
its are down by around 70 percent, and

ket roundtable in November.

this has created a bottleneck in terms
of providing distributions to LPs and
therefore in getting funds raised. In
order to give LPs the liquidity they
require, we need to see more deal
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activity and less extensions in holding
periods. Contrary to expectations, we
are not in a recession. This isn’t like
the GFC.”

Of course, pervasive economic un-
certainty and geopolitical tensions
are adding to this dealmaking inertia.
Pierre-Axel Botuha, a partner and co-
head of the French private equity team
at 3i, summarises the situation: “On
the one hand, there is dry powder out
there. Private equity firms have mon-
ey to deploy. But, on the other, we are
all being very careful in this uncertain
macro environment.”

Vahit Alili, an investment director
in the private equity team at Schrod-
ers Capital, believes that the headline
statistics belie a more nuanced reality.
“We have all read the recent Finan-
cial Times article declaring that 2023
might be the worst year for distribu-
tions in a decade, and I think that may
be true for the large-cap funds that
dominate the European market. But
for the lower mid-market in particu-
lar, I think this will be a decent year
for distributions.

“We have seen several very well-
priced exits in our portfolio over the
past quarter. There are still cash-rich
strategics that are happy to make acqui-
sitions, as well as large-cap funds with
significant dry powder that needs to be
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deployed. That said, there has certainly
been a flight to quality.”

What'’s hot and what'’s not
Selectivity has undoubtedly intensified
in this volatile environment. Only the
very best assets in the most attractive
sectors are changing hands. Health-
care has yet again proved its value amid
these hunting grounds, alongside scala-
ble tech. Anything cyclical, by contrast,
is off the menu.

“Healthcare and tech have been
the most active sectors,” says Alili.
“Tech-enabled companies in other sec-
tors, such as business services, are also
proving popular. By contrast, many
GPs are moving away from more cy-
clical sectors such as consumer and in-
dustrials, although that is opening up
interesting opportunities for those bold
enough to take a different perspective.”

Alex van der Have, managing direc-
tor at MiddleGround Capital and part
of the team that launched the US-based
industrial specialist’s European opera-
tions at the start of 2023, says his firm is
a case in point. In fact, MiddleGround
completed its first European deal with
the acquisition of UK high-perfor-
mance transmissions manufacturer and
supplier Xtrac this summer.

“We
al B2B, manufacturing and speciality

only focus on industri-
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distribution companies,” van der Have
explains. “We look for opportunities
where we have strong conviction that
our operations team will be able to help
build a better business and therefore
create value. Meanwhile, as the land-
scape for industrial companies has be-
come more complex, with supply chain
disruption and the energy crisis, for
example, management teams are more
open to the role we can play in their
future. We are actively engaged in a
number of processes, and we are hope-
ful that we will complete more deals in

Europe over the next six months.”

“We are facing a

VAHIT ALILI
Schroders Capital
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As part of its investment strate-
gy, MiddleGround has identified three
investment theses to target. First is in-
dustrial automation, where it will be
investing in themes that make manufac-
turing more efficient, such as robotics
and 3D printing. Second is infrastruc-
ture, which tackles the Western world’s
ageing infrastructure and the energy
transition. Lastly, MiddleGround is ac-
tive in the mobility sector, focusing on
companies that are facilitating the tran-
sition to the “car of the future”.

“A lot of investors wouldn’t touch
automotive right and

now,

slowdown, but I also
believe this is a bealthy
correction. Some bad
habits developed over
the past few years”
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there are good arguments for that,”
says van der Have. “But our firm has
been built by automotive operators —
two out of three of our founding part-
ners began their careers at Toyota.

“Out of the more than 100 peo-
ple in our firm, between 30 and 40 are
operators, and more than 50 percent
of those operators have automotive
experience. That means we can identi-
fy which assets are well positioned for
the transition to electric vehicles, for
example, and [we] have extensive expe-
rience on our team that enables us to
jump into operational improvements
immediately. This is a space we really
believe in.”

Sector selectors

3i, meanwhile, has not shunned the
consumer sector, despite its associa-
tions with cyclicality, says Botuha. “We
are a listed investment vehicle investing
from our own balance sheet, so we have
to be disciplined in focusing on sectors
and subsectors where we have strong
conviction and where we think we can
create value, while taking reasonable
risk. We do that through deep sector
expertise.

“With the benefit of that deep sec-
tor expertise, consumer remains an
area where we think it is possible to
find opportunities with a compelling
risk/reward dynamic, specifically in the
discount retail space. We have some
discretionary consumer in our portfo-
lio that continues to perform well, but
we are focusing less on this segment
currently.”

David Samuelson, managing di-
rector at Nordic Capital Evolution,
Nordic Capital’s mid-market arm that
raised more than €1.2 billion with its
debut fund in 2021, is also a big believ-
er in sector specialisation. In fact, the
franchise has been honing its sector fo-
cus over the years.

“As a firm that has been investing
for more than three decades, we be-
lieve it is vital to be able to buy and sell
through the cycles, so Nordic Capi-
tal took a conscious decision to move



away from industries with cyclical ex-
posure some time ago,” Samuelson
explains. “We revamped our approach,
and now focus exclusively on health-
care, technology and financial servic-
es, and selectively on industrial and
business services. Within those broad
sectors, you then need to take a more
dynamic approach to selecting subsec-
tors. The focus within financial ser-
vices used to be on consumer finance,
for example. Presently, we are focused
on... price comparison in different seg-
ments, which caters to the price-sensi-
tive consumer, as well as commercial
insurance.”

Samuelson adds that Nordic Cap-
ital is also seeing great opportunities
to achieve multiple arbitrage through
buy-and-build platforms where there is
a clear industrial logic.

Alili counters that there has, in fact,
been a flight towards organic growth,
because buy-and-build plays are pun-
ished due to the high leverage that is
needed in an elevated interest rate en-
vironment. However, Samuelson says
that while it may be necessary to start
smaller, by identifying a founder or en-
trepreneur rather than a ready-made
platform, the opportunity remains
huge: “Nordic Capital has completed
four deals this year from the Evolu-
tion mid-cap fund. Three of those are
M&A roll-ups. You can buy those add-
ons at attractive valuations and then
build real industrial value over time.”

Mid vs mega

As investors narrow their focus on the
highest-quality opportunities in the
most resilient sectors, competition for
those assets is inevitably intensifying.
So too, of course, is competition for
commitments.

“Competition for deals and for
LP money is fierce,” says Wingfield.
“Right now, in the marketplace there
are about 14,000 GPs searching for
$3.2 trillion of capital. That equates to
roughly $1 of LP supply for every $3 of
GP demand.”

As LPs continue to consolidate

“We are never

forced buyers or

sellers... We are

also not under the

same p?f' essure 1o

deploy capital if the

timing isn’t right”

PIERRE-AXEL BOTUHA

3i

relationships, mega-firms can often
seem like the obvious winners in that
war. However, according to Wingfield,
it is not the size of the dog in the fight
that counts, but the size of the fight in
the dog. “There are plenty of mid-mar-
ket and lower-market firms that are
holding their own despite a scarcity of
capital, based on their vision and strat-
egy, including sector specialisation, as
well as a clever use of people, process
and technology.”

The mid-market’s track record of
outperformance is well documented.
According to Cambridge Associates,
small and mid-cap deals achieved an
average multiple on invested capital
of 2.8x last year, compared with 2.4x
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for larger transactions. The caveat, of
course, is that the dispersion of returns
within the mid-market bracket is wider,
so manager selection is key.

“I think it is quite clear that the low-
er mid-market and mid-market have
outperformed the large-cap segment
over the past 20 to 25 years,” says Alili.
“In my opinion, the gap will get even
larger, as high interest rates mean the
returns generated from leverage will be
smaller than in the past.

“If you look more closely, you
will see that the bottom quartile in
the mid-market is actually underper-
forming the large-cap market. The
medium two quartiles are in line,
and then it is the top quartile that is

Private Equity International 29



Analysis

dramatically outperforming, so se-
lecting the right funds is paramount.
If you end up backing an average per-
former, then the extra risk and volatil-
ity are not worth it.”

Standing out

For mid-market managers, positioning
themselves as best in class is, there-
fore, critical. That starts with origina-
tion capabilities. “It has become more
proprietary
dealflow,” says Alili. “Sellers more of-

challenging to source
ten hire advisers to run a professional
process, even in the smaller end of the
market. With a record number of GPs
chasing opportunities... more special-
ist GPs will be able to maintain the lev-
el of success seen in the past. GPs will
have to remain disciplined in the face
of that competition.”

For Botuha, this is where 3i’s per-
manent capital model really comes
into its own. “It means we are never
forced buyers or sellers. We can invest
in mid-market businesses and then
keep investing untl they are multi-
billion-euro enterprises. We are not
giving away that future upside due to
structural constraints. We can continue
to create value. We are also not under
the same pressure to deploy capital if
the timing isn’t right.”

In a more competitive environment,
value creation also inevitably comes
to the fore. LPs are looking for trans-
formational growth, says Alili. “When
partnering with GPs and making fund
commitments, we analyse what pro-
portion of EBITDA growth has come
from transformational growth and
what proportion from financial engi-
neering. At least 80 percent needs to
have come from the former.”

3i, for example, has an approach to
value creation that it calls the ‘active
partnership’ process. “We have devel-
oped sophisticated playbooks around
talent management, internationalisa-
tion, buy and build, digitalisation and
sustainability,” says Botuha.

“Private equity is not just about
finding companies,” adds Samuelson.
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“Private equity

is not just about

finding companies. As

competition has beated

up, the ability to add

real value has become

critical. The way

we have approached

this is through sector

specialisation”

DAVID SAMUELSON
Nordic Capital Evolution

“As competition has heated up, the
ability to add real value has become
critical. The way we have approached
this is through sector specialisation,
which allows you to develop deep ex-
pertise in your deal teams, but also in
your wider network, including execu-
tives and chairpeople.

“We have also developed func-
tional expertise across areas such as
data analytics and ESG. T think that
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combination of industry and functional
knowledge is key.”

MiddleGround has also priori-
tised functional expertise, says van der
Have. “It is a competitive market. It is
therefore up to every firm to remain
relevant and focused in their approach.
It also means making sure you have the
right people, such as operational ex-
perts, as well as functional experts. We
have built an ESG team [and] a data
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Facing new regulation

What will the new SEC rules mean for private equity in Europe?

The new regulation of the private markets that

was announced by the US Securities and Exchange
Commission in August includes sweeping changes to
disclosure requirements.

These rules, which would undoubtedly add an oner-
ous compliance burden for those firms that fall under its
purview, are now the subject of a legal challenge as market
participants fight back against what they see as regulatory

overreach.

“Investor protection is extremely important, of
course,” says David Samuelson of Nordic Capital
Evolution. “But I think the SEC is overshooting a bit
with private equity, because ultimately private equity
investors are extremely sophisticated institutions. It

rather seems like the regulators are trying to take a
square peg and fit it into a round hole.”

However, not everyone believes that the changes would
be a bad thing. “We welcome the new regulation,” says
Vahit Alili of Schroders Capital. “The focus is primarily
on transparency, and we believe the whole industry will
benefit from that because it will make private equity more
accessible to new groups of investors, which represent a
sizeable amount of money and are now actively looking to
gain exposure to private equity for the first time.

“Transparency will help the industry demonstrate
that it is a tool for long-term growth and economic
prosperity, and so we should not fear it. In the end,
everyone will benefit.”

science team, and an automation team
that works exclusively to make port-
folio companies more efficient using
process automation.”

The tech edge

"Technology now has a critical role to
play throughout the private equity in-
vestment life cycle. MiddleGround
has a team working towards using data
analytics to support deal sourcing and
evaluation. “Developing a more ef-
ficient and insightful way to harness
all the data out there to inform better
decision-making will prove extremely
valuable,” van der Have says.

The advent of artificial intelligence,
meanwhile, is poised to supercharge
this journey. “We think about the
potential of Al in three different are-
as,” says Samuelson. “How can Al be
used to improve the daily tasks, to im-
prove the decision-making, and to im-
prove the portfolio companies?

“The area that has seen the greatest
impact so far is driving efficiencies in
portfolio companies. We are still only
scratching the surface when it comes
to the use of Al to support the invest-
ment process.”

Botuha agrees that Al can be a ga-
mechanger for portfolio companies.
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“It is a competitive
market. It is therefore up
to every firm to remain
relevant and focused in

their approach”

ALEX VAN DER HAVE
MiddleGround Capital
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He cites the example of 3i portfo-
lio company Evernex, a provider of
third-party maintenance services to
data centres, for which big data can
facilitate predictive maintenance and
create cost savings and ESG benefits.
Wingfield, meanwhile, sits on the
global AI committee at Proskauer.
“We have been exploring various

proofs of concept in order to see

equity industry

ANDREW WINGFIELD
Proskauer

“Io get the private

how we can improve the efficien-
cy of drafting documents, and to
ensure we use the fundraising and
transactional data we hold as a firm
intelligently. For us, what is impor-
tant when it comes to Al is securi-
ty, collaboration, connectivity, and
communication — both internally as
a law firm and externally with our
clients.”

functioning, we need

to get capital flowing
in larger quantities
back to LPs so that they
feel confident about

investing in funds”
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A reset opportunity

While 2023 undoubtedly represents a
low point for European private equi-
ty in terms of deal activity, there is no
doubt that the European PE industry
remains resolutely focused on an excit-
ing and prosperous future.

Alili views the current hiatus as an
opportunity for the asset class to reset.
“Yes, we are facing a slowdown, but I
also believe this is a healthy correction.
Some bad habits developed over the past
few years before the correction — for ex-
ample, funds being deployed within two
years. I don’t view that as good practice.
However, if you look at the big picture,
there is still significant room for growth
in European private equity, where allo-
cators are still underallocated compared
to their US counterparts.

“In  Germany, many pension
schemes still have a sub-10 percent
allocation, while in the UK, defined
contribution pension schemes are still
often at zero. That is now starting to
change, which is great for pensioners
and great for economies.”

While new pockets of capital open-
ing up will undoubtedly help reener-
gise a lacklustre market, for Wingfield
there is no substitute for simply start-
ing to buy — and, perhaps more impor-
tantly, sell — assets once again. “To get
the private equity industry function-
ing, we need to get capital flowing in
larger quantities back to LPs so that
they feel confident about investing in
funds. There’s a large backlog of port-
folio companies that need to exit, and
LPs need that liquidity.

“While many market participants
are utilising the secondaries market,
continuation funds, strip sales and
NAV lines to get cash back into the
pocket of LPs, we really need to get
back to doing full exits, and at scale. In
the absence of a black swan event, or an
escalation of war, I don’t see anything
fundamentally broken here. The pri-
vate equity industry has flourished in
comparable interest rate environments.
It just really needs to get back to the
business of doing deals.”



