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HEARD ON THE STREET MARCH 22, 2010

Private Equity Is Suffering From a Lasting
Hangover

By LIAM  DENNING

Money is cheap and markets are merry. But for private equity, this is still the morning after the night
before, namely the boom of 2006-08. And the hair of the dog being served up by the U.S. government
offers only partial relief.

U.S. leveraged-buyout volume dropped from almost $200 billion in the second quarter of 2007 to just
$5 billion two years later, according to Dealogic. On the flip side, opportunities to realize profits, chiefly
by a sale of a company, have fallen dramatically.

Buyout funds called up an annual average of $119 billion from investors from 2004 to 2007, but paid
back $131 billion a year from earlier investments, according to Preqin, a London-based research firm.
In 2008 and 2009, call-ups fell slightly to $112 billion a year, but distributions collapsed to $44 billion.

This makes tapping investors for future funds awkward. Cash locked up in existing investments reduces
the scope to entrust more money to buyout funds—especially as the latter are sitting on half a trillion
dollars of uncalled capital commitments, according to Preqin.

Washington's reflation efforts have helped to some degree. U.S. buyouts hit $17 billion in the fourth
quarter of 2009, more than triple the level of a year before. Disposals have picked up, and the initial-
public-offering market has reopened a tad. Mooted increases in the tax that private-equity partners pay
on their profits might spur a desire to exit investments now.

Even the leveraged recapitalization has made a comeback. Some $7.7 billion of loans and high-yield
bonds have been issued by private-equity-owned companies to back dividend payouts so far this year,
according to Standard & Poor's Leveraged Commentary and Data. Annualized, that is the fastest pace of
dividend recaps since 2007 and offers one way of lifting those flagging distributions to investors.

Tumbling interest rates helped pull the U.S. out of its last recession and set the stage for healthy profits
from 2002- and 2003-vintage private-equity funds, as well as the rapid growth of the entire industry.

This time, lax monetary policy is seen by many for what it is: an emergency measure for a dangerously
overleveraged economy. Clearly, this has propelled risk assets upward. But evidence that this is
sustainable, rather than a steroid-induced high, remains sparse.

The rapid bounce-back has raised prices of buyout targets. And unlike the period just after 2002, there
is a lot more competition out there. The industry has much to prove in persuading investors that
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is a lot more competition out there. The industry has much to prove in persuading investors that
another year of vintage returns is upon us.

—Liam Denning
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