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INSIGHTS:  
PRIVATE EQUITY
SEPTEMBER 2017

Most readers of the financial press will have noticed a steady drip 

of commentary “sounding the alarm” about private equity over the 

past year. These commentators’ concerns center around the 

amount of dry powder held by PE firms - buyout funds have over 

$540 billion in capital to deploy, the highest on record.1  Including 

other private asset types such as real estate, venture capital and 

mezzanine debt brings the sum to nearly $1.5 trillion, as shown in 

Figure 1.

These levels of dry powder should certainly give investors pause. 

However, it would be overly simplistic in our view to consider 

headline dry powder numbers in isolation and conclude that private 

equity as an asset class should be avoided. The most glaring 

weakness of this approach is the fact that “private equity” 

encompasses a wide range of investment strategies focused on 

very different asset types and parts of the corporate capital 

structure. There are indeed areas that we would consider relatively 

less attractive today in light of secular industry trends, valuations, 

dry powder amounts, and the actual fund opportunities coming to 

market over the next 12 months. For instance, late stage venture 

capital, certain segments of the private real estate market, 

generalist secondary private equity, and large buyout are currently 

dealing with a confluence of factors, including meaningful capital 

overhang, that may challenge returns. 

In contrast, we would single out specialty finance, opportunistic, 

deep value special situations, and small to middle market sector-

focused buyout as examples of attractive private strategies in 

today’s environment. Asset based and structured lending offers an 

appealing combination of current income derived from floating 

rate, short duration assets and downside protection via 

collateralization and self-amortizing structures. (As discussed 

further below, the key with this, and indeed all, private capital 

strategies is manager selection – within specialty finance we would 

advocate seeking experienced credit managers with low realized 

loss ratios through cycles, and a predominantly senior secured risk 

profile). With respect to special situations strategies, the high yield 

market today is almost double the size it was eight years ago ($2.2 

trillion compared to approximately $1.1 trillion in 2009).2  As a result, 

the opportunity set has effectively doubled, regardless of whether 

the default rate increases (from $22 billion to $44 billion annually, 

assuming a constant 2% default rate). Finally, the advantages 

enjoyed by smaller and more specialized buyout managers in 

spotting pockets of opportunity where they might realistically 

generate alpha even in hypercompetitive markets make this 

segment very interesting in today’s environment. These managers 

may be able to add differentiated operating value by virtue of 

industry expertise and more robust, relevant networks that enable 

them to better identify and execute on investment themes, 

IS THERE TOO MUCH DRY POWDER IN PRIVATE EQUITY?
By Caroline Rasmussen, Vice President, iCapital Network  

397 

2003 

184 176 254 374 433 477 478 423 387 358 431 447 473 534Buyout ($B) 

As of Year-End

04 05 06 07 08 09 10 11 12 13 14 15 16 

401 

552 

995 
1,067 1,056 

1,006 

1,241 

1,384 

1,239

1,466 6% 

-4% 

-7% 

-15% 

26% 

12% 

4% 

13% 

10% 
-10% 

Other 

CAGR
(15-16) 

Mezzanine 
Direct Lending 

Distressed PE 

Infrastructure

Venture Capital

Real Estate

Buyout

Growth 

987 952 

791 

$1,500B 

1,000 

500 

0 

FIGURE 1

GLOBAL PE DRY POWDER



iCapital Network                  441 Lexington Avenue  New York, NY  10017                  212 994 7400                  www.icapitalnetwork.com    

potential assets and high-quality management teams. Smarter 

sourcing that not only covers a broader set of companies but also 

informs deal theses and imparts due diligence insights is more 

critical than ever, and provides a real edge in a market where the 

typical firm only sees 18% of intermediated deals that might be 

relevant to them.3 We were not surprised to see that 58% of 

institutional investors surveyed by Preqin earlier this year pointed 

to small and midmarket buyout as the most attractive private 

equity strategy over the next 12 months.4 

In surveying the diverse landscape of “private equity”, it is also 

worth noting that recent fundraising numbers have been driven by 

large buyout vehicles, with the biggest buyout fund ever closing 

this summer at $24.6 billion.5  Investment activity has been driven 

by large deals as well; the first quarter of 2017 saw 23 megadeals 

(transactions valued at $1 billion or more), which accounted for 71% 

of total private equity acquisitions.6  As shown in Figure 2, while the 

value of PE deals has remained about steady since 2014, the 

number of deals has been trending lower, indicating that volume 

has been supported by larger funds while the broader private 

equity industry has been moderating its investment pace. 

This observation highlights an important point: most private equity 

funds actually invest their committed capital over a five-year 

period, or three to four years in the case of private debt strategies. 

The fact that PE fund investments are not made in one lump sum 

but rather distributed over several years gives managers significant 

timing flexibility and makes it impossible, short of clairvoyance, to 

predict the predominant investment environment for a given fund. 

To put it another way, if one commits to a buyout fund today, 

unless the manager were to immediately deploy the majority of 

their dry powder (which would be highly unusual and certainly not 

what we would expect of a historically top quartile firm in this 

environment), one is effectively buying exposure to the next 

several years rather than to current market conditions. 

Looking at the outlook for the next five years, it seems more likely 

than not that the long bull run we find ourselves in will finally turn 

the corner. In this context, it’s worth pointing out that private equity 

has historically outperformed in downturns, as shown in Figure 3. A 

recent Cliffwater report examining private equity investment 

programs at state pension plans over the 15-year period ending 

June 30, 2016 (a period which encompassed two bear markets and 

two bull markets) found not only that PE outperformed public 

equities by 4.4% per year on average for all pension plans studied, 

but that the return premium increased in times of low or negative 

growth in public markets.7  This is partially attributable simply to 

the illiquid nature of private equity, which precludes investors from 

selling on emotion and forces them to rely on the judgment of a 

professional manager in timing the exit, an often underappreciated 

benefit of the asset class.

Notably, the Cliffwater study also found significant variability in the 

performance of pensions’ PE programs; while all state pensions 

that operated private equity portfolios over the entire period 

outperformed public stocks, individual private equity returns 

ranged from 7.9% to 13.8%.8  As the study authors noted, this 

finding signals the “importance of implementation”, i.e. manager 
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selection. Rather than jumping in and out of the asset class, what 

most effective investors in private equity have found is that the 

best strategy is to focus one’s efforts on singling out experienced 

managers who can take advantage of favorable investment 

conditions if they do occur (effectively, buying low, selling higher 

and taking advantage of secular growth along the way), but who 

also have the networks, discipline and industry expertise to (i) 

avoid overpaying in frothy markets, (ii) develop and execute clear 

value creation plans, and (iii) identify the most accretive selling 

opportunities in any given market environment. 

Fundamentally, manager selection and not vintage selection is 

what tends to drive PE returns. While this is clearly a truism for all 

asset classes, it is particularly the case in private equity, where the 

spread between mediocre and top quartile funds can exceed 1,000 

basis points, as shown below.9

Taking a step back, the most basic counterpoint to “dry powder 

frenzy” and concern around PE valuations is that simple multiples 

do not necessarily have predictive power in terms of short (or 

long) term returns. Certain segments that we have seen trade at 

premiums are often expensive for good reason, while assets that 

are cheap are not always good bargains. Multiples on public-to-

private tech deals, for example, have been high relative to those for 

nontech deals over the past two years, but tech-focused companies 

tend to generate stronger revenue growth that is often more 

recurring, recession-resistant and actually cash generative in nature 

than their peers in other industries.10  It’s also important to note that 

overall private equity investment activity in terms of both deal 

number and deal value is only at about half the levels we saw in 

2006 and 2007.11

It is interesting to speculate about what those preoccupied with 

crowding and valuations in the private markets must think about 

conditions in the public markets, where we now have more than 

$350 billion invested in the top two S&P 500 Index funds and over 

$7.8 trillion dollars benchmarked to the index.12  And while the 

universe of public companies in the US is shrinking, with delistings 

from stock exchanges outpacing IPOs and the number of public 

companies roughly half what it was in 1996, the private company 

universe continues to grow.13  As of the beginning of this year, there 

were only about 5,700 US-listed companies, compared to over 6 

million private firms.14 
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U.S. Private Equity returns as per Cambridge Associates. Data based on a three-year 
rolling comparison of annual returns from 1989-2015. Source: Cambridge Associates, 
Bloomberg, KKR Global Macro & Asset Allocation analysis.

Data as of 3Q2016. Data for alternative investments on the average Since-Inception-IRR for vintage years 2000-2010 from Cambridge Associates. Data for traditional asset classes 
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Cambridge Associates, eVestment.
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Most investors have been disappointed at least once trying to time 

the public markets. Take recent history - if you didn’t act in real 

time during the Brexit vote, you missed the opportunity, while after 

the 2016 US election, the entry point that many anticipated never 

materialized. Timing the private markets, especially without 

accounting for the diversity of investment strategies available, is 

not any simpler. The last cycle peaked with KKR’s 2007 buyout of 

Texas energy group TXU for $45 billion, which went bankrupt in 

2014. But even accounting for these big blowups, private equity 

has provided investors with better returns than public markets 

over the past decade, and is expected to continue to outperform.15  

This is the basic reason why, despite the fact that dry powder levels 

may impact returns, 95% of institutional investors in Preqin’s H2 

2017 survey plan to maintain or increase their private equity 

allocations over the long term. Regardless of where we are in the 

cycle or the general investing environment, there are always niche 

relative value opportunities to be found. 
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These materials are for informational purposes only and are not intended as, 

and may not be relied on in any manner as legal, tax or investment advice, a 

recommendation, or as an offer to sell, a solicitation of an offer to purchase or 

a recommendation of any interest in any fund or security described herein. Any 

such offer or solicitation shall be made only pursuant to the fund’s confidential 

offering documents which will contain information about each fund’s investment 

objectives and terms and conditions of an investment and may also describe 

certain risks and tax information related to an investment therein. 

Past performance is not indicative of future results. Products offered by iCapital 

are typically private placements that are sold only to qualified clients of iCapital 

through transactions that are exempt from registration under the Securities 

Act of 1933 pursuant to Rule 506(b) of Regulation D promulgated thereunder 

(“Private Placements”). An investment in any product issued pursuant to a 

Private Placement, such as the funds described, entails a high degree of risk and 

no assurance can be given that any alternative investment fund’s investment 

objectives will be achieved or that investors will receive a return of their capital. 

Further, such investments are not subject to the same levels of regulatory 

scrutiny as publicly listed investments, and as a result, investors may have access 

to significantly less information than they can access with respect to publicly 

listed investments. Prospective investors should also note that investments in 

the products described involve long lock-ups and do not provide investors with 

liquidity. 

Private placements, particularly private equity funds, have important differences 

from public markets, are speculative and include a high degree of risk. Certain of 

these risks may include but are not limited to: 

• Loss of all or a substantial portion of the investment due to leveraging, 

short-selling, or other speculative practices; 

• Lack of liquidity in that there may be no secondary market for a fund;

• Volatility of returns;

• Restrictions on transferring interests in a fund; 

• Potential lack of diversification and resulting higher risk due to 

concentration of trading authority when a single advisor is utilized; 

• Absence of information regarding valuations and pricing;

• Complex tax structures and delays in tax reporting;

• Less regulation and higher fees than mutual funds; and 

• Risks associated with the operations, personnel, and processes of any 

fund’s manager

The information contained herein is subject to change and is also incomplete. 

This industry information and its importance is an opinion only and should 

not be relied upon as the only important information available. Information 

contained herein has been obtained from sources believed to be reliable, but 

not guaranteed, and iCapital Network assumes no liability for the information 

provided. This information is the property of iCapital Network. No part of this 

material may be reproduced in any form, or referred to in any other publication, 

without express written permission. 

Securities may be offered through iCapital Securities, LLC, a registered broker 

dealer, member of FINRA and SIPC and subsidiary of Institutional Capital 

Network, Inc. (d/b/a iCapital Network). These registrations and memberships in 

no way imply that the SEC, FINRA or SIPC have endorsed the entities, products 

or services discussed herein.  iCapital is a registered trademark of Institutional 

Capital Network, Inc. Additional information is available upon request. 

© 2017, Institutional Capital Network, Inc. All rights reserved. 
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