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Diversify or Die
Another week, another cut in the interest rates. The Federal Reserve Bank cut the overnight lending rate another 50 basis points on top of the recent emergency 75-point emergency cut. All of this comes in light of government reports stating the U.S. economy grew at a much slower rate last quarter than it did one year prior while at the same time inflation has increased. Stagflation abounds. Perhaps it is the precursor to the dark cloud of recession that is gathering over Wall Street.

In the words of my grandmother: Oy, vey! 

With so much talk about recession, what is a private equity firm to do? While most will say they are going to stick to their knitting and not change course, that may not be the wisest of choices. The deciding factor, of course, has more to do with what sector the firm focuses on. If your firm is focused on real estate-dependent sectors, times could get pretty tough.
 
“A recession will adversely impact private equity firms that are not diversified into recession-proof industries,” says Teri McMahon, co-chair of law firm Alston & Bird’s private equity practice. “For those focused on businesses dependent on home building, for example, economists continue to predict a slowdown, which means that sales are not going to bounce back soon.”

With the U.S. economy bounding up and crashing down so violently in the last few weeks, private equity firms will need to be flexible enough in their strategies to roll with the times. Diversifying by being open to a variety of sectors could be a safe bet for firms during a dangerous time. 

“The generalist private equity funds, however, will continue to opportunistically pursue an asset allocation across several sectors,” explains Keith Brittain, a director at KPMG Corporate Finance. “What will likely change for the generalist funds is the industries in which they evaluate and actively pursue opportunities.”

Real estate is not the only sector firms may want to stay away from. Emerging companies and in particular biotechnology could be problem spots as well. As recently as just six months ago, private equity firms were having to fish downstream in the realm of venture capital in order to catch a deal. That was due to the overcrowded middle and upper markets. That is about to change.

“As we enter into an economic slowdown, there is skittishness among investors and funds about the viability of emerging companies and the effect is that private equity funds are slowly retreating to their historic perch of investing in the middle to later stage markets, leaving the emerging companies to the venture capital funds,” says Mark Mirkin, a partner with law firm Williams Mullen. 

Early stage companies, especially biotechs, are often capital intensive in order to get off the ground. That could be problematic as private equity firms exit the that part of the market, leaving the financing job to venture capitalists who typically do not have as much money to invest. 

“Sadly for the Triangle, with its abundance of biotech investment opportunities, biotech companies may find it harder to raise capital in light of their long roads to commercialization,” laments Mullen, whose office is located in North Carolina.

Assuming a recession is on its way, if it is not already here as some speculate, there is sure to be a sifting out of the strong from the weak. Private equity firms that should never have been around in the first place may find themselves out of business this time next year. That, in turn, will be good news for the rest of the asset class as competition for deals will be lighter and companies will be ripe for the picking. 

“If a recession is indeed on the way and credit markets continue to tighten, private equity funds with weaker track records as well as ‘fundless funds’ will be taken out of the running for deals,” says Frank Devine, a principal at Philadelphia-based valuation business Murray Devine & Co. “Stronger private equity funds with continued access to capital should be able to take advantage of lower acquisition prices and therefore greater ultimate profits.”

To be sure, not everyone is convinced private equity firms will need to consider changing strategies in order to survive a recession. 

“I doubt that much beyond prices paid will change,” says Maura O’Hara, executive director for industry trade group Illinois Venture Capital Association. “These firms have strategies that are built to withstand economic cycles.”

The times in private equity are certainly a-changin’. Predicting who will be alive and well in a year from now is hard to say, but it does seem obvious the landscape will look a lot different at the start of 2009. The New Year has started out a bit rocky and it will probably get a lot worse before it gets better. 
