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2020 and Beyond: Private
Equity Outlook for 2021

Dechert LLP

l. Introduction

2019 was another active year for the global private equity (PE)
industry. Transaction volumes and values continued at levels
only slightly lower than those of 2018, despite some anticipation
of a global economic slowdown in the near term. Deal multiples
remained historically high in the US and Europe, driven by the
same intense competition for assets that has characterised the
marketin recent years, itself caused by the presence of significant
levels of dry powder and a relative scarcity of targets on which to
deploy it. Holding periods slightly decreased in 2019, as spon-
sors sought to avail themselves of more favourable exit condi-
tions before the expected onset of recession. Take-private trans-
actions remained a significant component of market activity,
especially in the technology and healthcare industries. Much of
this buoyancy continued into Q1 of 2020. However, for most
of the globe, the abrupt arrival of the COVID-19 pandemic
was accompanied by a sharp recession, which included the end
of long bull markets in US and European equities and sharp
falls across a number of Asian markets. COVID-19 has been a
defining influence in the trends affecting the PE market in 2020
and will also affect the outlook for the next year.

Il. Trends in the PE Market

Deal terms to bridge the valuation gap

Ongoing uncertainty caused by the turbulent economic outlook
and alack of “business as usual” trading information from targets
has damaged the confidence levels of both buyers and sellers.
To bridge the difference in valuation expectations caused by this
uncertainty, we expect to see a return of deal terms more usually
seen in recessionary environments, such as deferred considera-
tion mechanisms that have been more rarely used in the period
of growth between the 2008-2009 global financial crisis and
the start of the COVID-19 outbreak. We are also seeing the
emergence of various COVID-specific financial measures, e.g.
“EBITDAC” — where the “C” stands for coronavirus.

Minority investment

The recent trend of deploying capital in minority and
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non-controlling positions further down the capital structure is
also likely to continue and potentially accelerate, as PE sponsors
are driven by challenging market conditions to seek innovative
investment structures that allow the deployment of capital at
attractive valuations while permitting a greater degree of down-
side protection (such as preferred equity or convertible debt)
than is afforded by more typical control investment transactions.

Deal termination and disputes

One trend that emerged quickly in the weeks following the
outbreak of the COVID-19 pandemic was that of buyers
attempting to terminate or renegotiate transactions entered
into prior to the pandemic but that had yet to close. Initially,
buyers focused on arguments that material adverse change
clauses contained in their purchase agreements had been trig-
gered. This was followed by a number of claims being brought
by buyers who argued that actions taken by targets in response
to the pandemic (e.g. the furloughing of staff or drawing down
on loans to support capital needs) constituted a breach of the
common interim operating covenant that requires the seller to
operate the target in the ordinary course of business consistent
with past practice or for the seller not to incur additional indebt-
edness. Even where such a breach would not give rise to a termi-
nation right exercisable by the buyer, litigation in respect of an
alleged breach has been used as a strategy to renegotiate deal
terms and defer closing of the transaction to gain more time for
the buyer to assess unfolding events. We expect this to be a rela-
tively short-term phenomenon, which only affects transactions
that had signed but not closed at the time the pandemic started,
as newly signed transactions tend to reflect COVID-19-related
business risks.

COVID-19 diligence issues

COVID-19 has required increased attention to be given to
certain legal due diligence topics. In particular, due diligence
has focused on those terms of a target’s commercial contracts
that may impact revenue certainty, the impact of any imple-
mented or available governmental measures on the target’s busi-
ness (e.g. in respect of furloughing staff or providing emergency
state funding) and the target’s access to additional funding under

ICLG.com

© Published and reproduced with kind permission by Global Legal Group Ltd, London




2020 and Beyond: Private Equity Outlook for 2021

its existing financing arrangements and any potential breaches
of borrower debt covenants that may have arisen as a result of
COVID-19. Buyers are behaving cautiously in assessing targets
that have been (or are likely to be) negatively affected by the
pandemic and we are seeing investment and credit commit-
tees increasing the duration and depth of their review of buyout
transactions accordingly.

Buy-out finance

Credit markets tightened in response to COVID-19 and
obtaining high degrees of leverage for buyout transactions may
become increasingly challenging. This may result in buyers
contributing more equity to fund transactions or accepting less
favourable debt terms than have been common in recent years.

W&I market

Due to the decline in transaction volume, the W&I insurance
market became very competitive in the weeks following the
COVID-19 outbreak, especially as to premium rates. After an
initial period during which insurers applied broad COVID-19
exclusions to policy coverage, many insurers are now taking a
more nuanced view and are moving away from broad COVID-19
exclusions to more tailored exclusions that focus on the aspects
of the target’s business that may be particularly affected by the
pandemic, such as supply chain issues, material contracts and
employee issues. Several of the W&I brokers we deal with are
expecting the competitive W&I market to continue for the
remainder of the year.

Secondaries transactions

2019 was another highly active year for transactions in the
secondaries market. In the context of the worsening macroe-
conomic climate, we expect to see growth in the secondaries
market continue, as distressed investors look for liquidity, and
LPs seck to rebalance their portfolios and free up capital to meet
revised investment theses. PE sponsors are likely to continue
to set up continuation or specific asset funds to allow them to
continue to hold particularly successful investments that were
originally acquired by funds that are approaching their liquida-
tion period. We expect this trend to continue throughout 2020,
especially if less seller-favourable exit conditions become more
common.

The increase in Foreign Direct Investment (FDI) controls

A number of jurisdictions have introduced FDI controls for
the first time in 2020, and several more, including the US,
have enhanced those FDI regimes that were already in place.
These investment controls are not limited to national defence
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infrastructure (as was typically the case historically), but in
many cases extend to finance, healthcare, infrastructure, trans-
port, media, agriculture and technology industries, too. The
increasing number and strength of these regimes will necessarily
become a feature of analysing whether a transaction is feasible
and will certainly feature in transaction documentation as condi-
tions to closing where mandatory governmental approvals apply.
This represents a step back from globalisation and a resurgence
of the importance of national borders that has also been particu-
larly apparent in governmental responses to the immediate chal-
lenges posed by COVID-19 to national healthcare infrastruc-
ture, the supply of medical equipment and the right to obtain
vaccines, when available.

Opportunity for those with sector expertise

Our closing comment in last year’s edition of this chapter, that
global events may also provide significant opportunities for
investors to acquire distressed assets at advantageous valuations,
has proved true in ways few of us predicted. Deal teams with
the deep sector expertise required to understand the effects of
the pandemic on their target industry, and the ability to execute
transactions in distressed environments, will be best placed to
take advantage of the opportunities presented by corporates
divesting non-core businesses to bolster their own balance
sheets in response to revenues damaged by lockdown. This is
particularly true in the life sciences and healthcare industries,
where those with the expertise to navigate the complex interplay
of factors that are relevant to targets in these industries (which
have, in many cases, been at the forefront of the response to
COVID-19) will be able to compete most effectively for those
high-quality assets that become available.

lll. Outlook

After a promising start to 2020, the outbreak of the COVID-19
pandemic caused a significant pause in deal-making and a sharp
decline in transaction volumes in Europe and the US, as many
deals went on hold. Although there are signs that market activity
is picking up again, we expect the PE industry’s return to deal-
making to be cautious, as the effects of the pandemic continue
to ripple through a global economy that was already poised to
enter a period of contraction. We have seen most resilience in
those industries least affected by the pandemic, such as tech-
nology, financial services and e-commerce. Fundraising in the
first half of 2020 marginally outstripped the equivalent period in
2019, and levels of dry powder remain very high. The challenge
for the PE industry in 2020 will be how to deploy this capital
effectively in an uncertain market.
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Robert Darwin has a broad international practice focused on private equity and M&A. He executes the most strategic and critical private
transactions for global corporates, funds and other private investors. Mr. Darwin advises clients across a wide range of industries including
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Dechert is a global law firm focused on sectors with the greatest complex-
ities and highest regulatory demands. We deliver practical commercial
insight and judgment to our clients’ most important matters. Nothing
stands in the way of giving clients the best of the firm's entrepreneurial
energy and seamless collaboration in a way that is distinctively Dechert.
Dechert has been an active advisor to the private equity industry for more
than 30 years — long before it was called “private equity”. As a result of our
longstanding roots and diverse client base, we have a deep understanding
of the latest market terms and trends and provide creative solutions to the
most complex issues in evaluating, structuring and negotiating PE transac-
tions. Ranked among the top law firms for PE by prominent league tables
and legal directories, Dechert's global team has been recognised for its
commercial judgment and client focus.
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