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Perspectives

Given the significant amount of volatility in the public markets 
and uncertainty surrounding the economic outlook as a result 
of the COVID-19 pandemic, this newsletter provides an update 
and outlook for private market investors. This newsletter covers 
the valuation process used by private equity and debt funds, the 
expected impact on first quarter valuations for private market 
funds, how portfolios are positioned to handle the economic 
slowdown, what GPs are doing in this environment to protect 
and position their portfolio companies for the slowdown, and 
Marquette Associates’ outlook for the remainder of the year.

VALUATION PROCESS
General Partners (“GPs”) typically follow the same valuation process each quarter to 
provide fund investors an update on the performance and progress of their funds. 
Underlying portfolio companies are commonly valued using a blend of a few common 
valuation techniques:

1. Public company comps: Portfolio company is valued based on current market 
valuations of a group of similar publicly traded peers/competitors. This metric 
most closely tracks the public market, is most commonly used for middle-market 
and larger private valuations, and will have the most meaningful downward 
pressure on a portfolio company’s value given the public market performance 
during the first quarter. 

2. Recent transactions: Portfolio company is valued based on recent sales/
acquisitions of both public and private market peers/competitors. This 
metric reflects both private and public company transactions and since it only 
incorporates transactions, the multiple used to value the company tends to be 
fairly stable quarter-to-quarter. To the extent the underlying portfolio company’s 
fundamental performance declines (i.e., reduced sales and profits), the value of 
the company will be affected, but the valuation multiple used does not change 
unless there is a new transaction for a similar company. 
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3. Discounted cash flow: Portfolio company’s cash flows are forecasted out over time and discounted back at 
a rate that reflects the underlying company risk. This metric can fluctuate based on the fundamentals of the 
company, is most commonly used for small and lower-middle market valuations, and will be most impacted 
by the company and surrounding market dynamics. The discount rate may increase when markets fall but 
this tends to be more stable as GPs have considerable discretion determining the assumptions with this 
approach.    

The current economic slowdown is likely to fundamentally affect many underlying portfolio companies which 
will be reflected in first and second quarter values as sales and profits fall. However, the valuation multiples 
GPs use to value their portfolio companies tend to be less volatile than is reflected in the public markets. As a 
result, we expect broad write-downs in value across the industry, but these are likely to be less severe and more 
reflective of the underlying fundamentals than what investors experience in the public markets.  

PORTFOLIO POSITIONING
It is difficult to make broad generalizations about an asset class as large as private equity, but we have highlighted 
a few general observations we think are worth keeping in mind when clients consider how their private market 
portfolios are positioned relative to public markets below:

Pros
 � Private equity allocations are lower to some of the worst performing public market sectors thus far in 2020 

including Energy and Financials.

 � The industry has significant allocations to the Technology, Healthcare, Industrial, and Consumer 
Discretionary sectors, which appear poised to hold up relatively well in the current environment. 
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Exhibit 1:  Sector Weights

 � Most private equity companies have borrowed from banks or private non-bank lenders, not the syndicated/
public markets. Having a more concentrated borrower group should allow GPs more flexibility to work 
with lenders to address short-term liquidity issues caused by the COVID-19 related slowdown.  

 � Many private equity companies have been financed with covenant lite loans. This should allow for more 
flexibility for sponsors to support and work with a business to avoid defaults.

 � The private equity industry is well-capitalized due to recent strong fundraising years. Record levels of 
dry powder, in the form of contractually obligated commitments from LPs, provide private equity funds 
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additional capital that can be used to support existing business or make opportunistic acquisitions. 
Founder-owned businesses and public companies often do not have as easy access to additional capital 
during periods of illiquidity.

Cons

 � Private market companies are usually smaller than their public company peers, which puts them at 
modestly greater risk; sponsor-backed companies often have higher customer concentrations and less 
geographic diversification given their smaller sizes.

 � Sponsor-backed companies tend to be more aggressively leveraged than their public company peers.  
This has historically led to higher default risk during economic downturns.  

 � Currently, sponsor-backed companies are generally not eligible for government assistance programs, 
though this may change in the future.  

WHAT ACTIONS ARE GPS TAKING TO PRESERVE VALUE?
Significant economic slowdowns are when good GPs can add critical value through tight management of their 
portfolio companies and operational improvements. GPs are working closely with management teams and have 
been quick to react to this slowdown by preparing companies for a recession. This is where having a control 
position (owning more than 50% of the equity) is extremely important for ensuring swift action is taken:  

 � GPs have been working through their portfolios to provide LPs updates on their underlying portfolio 
companies and ranking their exposures and risks associated with the COVID-19 related economic 
slowdown.

 � GPs are working closely with management teams to evaluate daily key performance indicators (KPIs), 
developing 13- and 26-week cash flow forecasts and assessing each company’s ability to maintain core 
business operations. 

 � Portfolio companies have been aggressive about increasing liquidity by drawing down letters of credit 
and optimizing cost structures by deferring rent where appropriate.

 � Though business decisions are difficult, many companies that have experienced severe impacts to revenue 
have furloughed employees and management. Additionally, senior executives at portfolio companies 
have elected to take partial or full reductions to salary. 

OUTLOOK
Many GPs have seen a material slowdown across their portfolios, broadly consistent with the slowdown in the 
U.S. economy. 

 � Similar to 2008, we expect fundraising, distributions, and capital call activity all to slow over the coming 
quarters. While the market has typically seen a slowdown in transaction activity for 1–2 years after a 
downturn, we may have a more significant reduction in volume in 2020 given how early in the year the 
crisis occurred as well as travel impediments that have made in-person meetings and due diligence more 
challenging. (See Exhibit 2 on the following page.)

 � We expect write-downs of existing portfolio companies mostly spread out over the first and second 
quarters of 2020, with significant dispersion across GPs on when and how that is reflected.  

 � Some of the best performing vintage years have historically occurred during and immediately after an 
economic downturn. While the length of this recession remains unclear, there will undoubtedly be an 
opportunity as the economy bottoms.  
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Exhibit 2:  Slowdown in Transaction Volume Expected

The uncertainty brought on by the COVID-19 related economic slowdown will undoubtedly cause challenges 
for the industry. Industry returns over the next few quarters are likely to reflect the slowdown in the overall 
economy and some compression in valuation multiples. However, GPs have entered this environment with 
a record amount of dry powder, the industry has less exposure to the hardest hit sectors of the economy, 
and intensive operational engagement should help most underlying portfolio companies weather the storm.  
Longer-term, private equity is expected to remain an accretive allocation to investor portfolios.
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has not independently 

verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates, projections and comments on 

financial market trends constitute our judgment and are subject to change without notice. References to specific securities are 

for illustrative purposes only and do not constitute recommendations. Past performance does not guarantee future results. 

Marquette is an independent investment adviser registered under the Investment Advisers Act of 1940, as amended. 

Registration does not imply a certain level of skill or training. More information about Marquette including our investment 

strategies, fees and objectives can be found in our ADV Part 2, which is available upon request.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs with a 

focused client service approach and careful research. Marquette has served a single mission since 1986 – enable institutions 

to become more effective investment stewards. Marquette is a completely independent and 100% employee-owned 

consultancy founded with the sole purpose of advising institutions. 

For more information, please visit www.marquetteassociates.com.


