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Deals down under: why private
equity investors should look to

the Australian mid-market

With institutional investors reliant on private equity allocations to drive
returns through a sustained low-yield environment, private equity markets
are deploying record levels of dry powder at a record pace.

by Adrian Kerley
March, 2022

With strong competition and high prices in
their home markets, many investors have been

‘ But not all regions are created equal for
" private equity investors who look for areas
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combined with environments supportive of
technology development and innovation.
Arguably the chief market condition is a
strong economy. As countries come out of the
COVID-19 public health crisis, governments’
abilities to keep their countries open for
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searching the world for investment opportunities.
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business have also been under close scrutiny
(see Economic Insight on page 2).

To find these favourable conditions, private
capital investors are increasingly looking
southwards to the land down under. In addition
to ticking all these boxes, private capital
investments in Australia have historically
delivered robust returns at lower risk.

Offshore investors now represent around
50% of Australian private capital funds (see
Figure 1), suggesting an increasing recognition
that investments in Australian businesses

SINCE 2000, THERE HAS BEEN A GROWING PROPORTION OF INTERNATIONAL INVESTORS
IN AUSTRALIA-BASED PRIVATE CAPITAL FUNDS
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ECONOMIC INSIGHT
Australia’s recovery from COVID-19

As we entered 2021, Australia’s economic recovery from
the pandemic was among the best in the world. This was
characterised by a smaller direct economic impact of the
pandemic, as public health restrictions were enforced

in 2020, than observed in other countries (and despite
Australia’s material economic exposure to international
services trade). And Australia had a more pronounced
rebound once restrictions were lifted. As at the June
quarter 2021, the economy was around 1% larger than it
was heading into the pandemic.

Also a distinct positive was the rebound in the labour
market, with the participation rate rebounding strongly
while the unemployment rate declined materially. This
demonstrated that aggressive monetary and fiscal policy
action to support the economy was effective. The recovery
was supported by relatively low COVID-19 case numbers
- a situation that was to deteriorate markedly with the
onset of the Delta variant of COVID-19, with outbreaks
in NSW and Victoria (Australia’s economic powerhouses,
representing two-thirds of the economy) forcing another
prolonged period of public health restrictions.
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While the Omicron variant has created a relatively high

caseload on a per capita basis, mortality rates throughout
the pandemic have been extremely low compared with like
countries. And while Australia was a slow starter in terms
of the vaccine rollout, it has gained rapid momentum and
now has some of the highest vaccination rates in the world.
This facilitated the lifting of the majority of public
health restrictions through the December quarter that
will give rise to a rebound in economic activity after
an enforced contraction in the September quarter.
Economic growth will continue to recover well, driven
by strong household spending (underpinned by a large
accumulation of cash on household balance sheets) and
the resumption of population movements and inflows
- based on the assumption that the public health crisis
continues to recede. The outlook will also be supported
by a central bank committed to keeping interest rates
low for an extended period of time and only a moderate
unwind of fiscal stimulus over coming years that will
facilitate household tax cuts in 2024.
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Past performance does not guarantee future results.
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can contribute to a global portfolio. However,
despite growing attention, Australia represents
a far less competitive market for investors,
especially in the lower-middle market, which
offers the largest opportunity set.

Robust returns with lower risk
Investments in the Australian buy-out market
between 2000 and 2019 outperformed other
global private equity markets, including the
US, United Kingdom, Western Europe and
Asia, on a local currency, time-weighted return
basis. Australian private equity out-performed
the small cap listed market in the US as
tracked by the Russell 2000 Total Return Index
(See Figure 2).

Lower investment risk driven
by lower valuations and
company debt

Analysis of investment valuations and leverage
as a proxy for risk shows that in addition to
Australian private equity delivering higher
returns historically, it's also done so with
relatively lower risk.

The median entry price for Australian private
equity investments has been largely consistent
over the past fifteen years, with EBITDA
multiples almost always below those of both US
and European markets - except for the period




of the Global Financial Crisis (see Figure 3). This
lower pricing contributes to lower debt, a factor
helping to reduce investment risk.

While the Australian Investment Council
stopped compiling data in 2018, we believe
that, although median debt levels would have
grown since a low in 2017, they would still be
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FIGURE 5 AUSTRALIAN PRIVATE EQUITY HAS OUTPERFORMED OTHER REGIONS
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Past performance does not guarantee future results

FIGURE 6 AUSTRALIAN PRIVATE EQUITY MARKET IS SIZEABLE WITH 80+
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below those in the US and Europe (see Figure 4).
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Lower pricing and lower debt are factors
that have supported Australian private equity
performance and contributed to Australian
private capital asset classes outperforming
other regions. An analysis of returns and
risks (as measured by standard deviations)
across a range of regions between 2010 and
2017 indicates that Australia has historically
delivered higher returns at lower risk compare
with other regions globally (see Figure 5).

Australia’s burgeoning private
equity market

The Australian private equity market is sizeable,
with more than 80 deals completed per year
between 2014 and 2020 (see Figure 6).

Several mega deals between 2015 and
2020 impacted the dataset. These include
the $8b deal for GE Consumer Finance in
2015;the Sirtex and iMed healthcare deals
and MYOB public-to-private transaction in
2018;and four deals (Healthscope, Arnotts,
Navitas and Ticketek) which comprised over
half of the 2019 deal value (ie $10b out of
$16Db). The mega deals led to public-to-private
transactions representing more than 50% of
private equity investmentin 2019.

Even excluding these eight mega deals from
the mix to create a more normalised data
set, the average deal size (enterprise value)
between 2015 and 2020 was ~$140m, and
deals of this size have been largely consistent
over that period.

The data also indicate the sectors that
are driving the most deals (see Figure 7).
Transaction numbers in the information
technology and business services sectors,
for example, have been growing steadily over
the last few years, while deals for consumer
sector businesses have reduced by almost
50% since 2017. Healthcare has been the
most consistent sector in the last three years
- regularly representing 30% to 45% of overall
deal value.

The lower-middle market
opportunity set

Putting the few larger mega deals to one
side, the consistent deal volumes are largely
attributable to the Australian market being
predominantly a lower-middle market.

This market segment includes enterprises
with annual revenue of between A$10m to
A$250m per annum.

There are more than 20,000 companies
in Australia with this revenue profile." By
comparison,only 1,366 businesses in Australia

have revenue over AU$250m, of which »




many are publicly listed and others are local
subsidiaries of multi-national corporations (see
Figure 8). The number of lower-middle market
companies continues to grow, and this market
segment has increased by 5.3% pa between
June 2013 and 2019 (compared with 3.8%
pa increase in the number of companies with
revenue over $250M).

This is the weightiest market segment
in Australia, with opportunities spanning
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family-owned business, corporate carve outs,
secondary sales and public to private.

Despite this significant opportunity set,
the lower mid-market also attracts less
competition than other segments. The number
of deals completed over the last three years
by the 50 PE firms active in Australia (see
Figure 9) were, on average more than four
deals per active investor in the lower mid-
market, compared to 2.3 deals per investor
in the upper mid-market and 1.5 deals per
investor in the large caps market. We see
good opportunities for large scale private
investments but these may be better unlocked
with a different approach than typical high
leverage, mega-buyouts.

Opportunities amid disruption

The COVID-19 public health crisis and its flow

on effects for domestic economies has had

unprecedented impacts on businesses and their

resilience has been tested like never before.
But the pandemic has also driven positive

changes for mid-market companies, which

we believe will lead to strong investment

opportunities over the near term.The kinds of

trends emerging across the Australian mid-

market include:

= capital-light, technology-based businesses
taking share from more asset-intensive
traditional businesses

® increasing importance of company agility in
order to respond to continuing spontaneous
threats and opportunities that arise due to
the evolving covid pandemic

= therisk of high debt levels (generally associated
with larger, slower growing businesses) has
been exposed and is increasing in light of
potential interest rate rises.

As the business landscape continues to
evolve, many company founders could now
be motivated to find equity partners that can
help them leverage growth opportunities and
provide risk management expertise. Other
opportunities could also emerge from a wide
variety of corporates looking to divest non-
core assets as they pursue updated strategies
or repair balance sheets. Regardless of the
motivation, Australian businesses that are
now coming to market are typically those
that have performed reasonably well through
COVID - and in some cases very well. The
emerging market opportunities serve to
further bolster the appeal of Australia’s
mid-market, which we believe represents

an area that may have flown under the radar
for global private equity investors.




Important Disclosures

The following disclosure applies to this material and any information
provided regarding the information contained in this material. By
accepting this material, you agree to be bound by the following terms
and conditions. The material does not constitute an offer, invitation,
solicitation, or recommendation in relation to the subscription, purchase,
or sale of securities in any jurisdiction and neither this material nor
anything in it will form the basis of any contract or commitment. IFM
Investors (defined as IFM Investors Pty Ltd and its affiliates) will have no
liability, contingent or otherwise, to any user of this material or to third-
parties, or any responsibility whatsoever, for the correctness, quality,
accuracy, timeliness, pricing, reliability, performance or completeness
of the information in this material. In no event will IFM Investors be
liable for any special, indirect, incidental, or consequential damages
which may be incurred or experienced on account of a reader using or
relying on the information in this material even if it has been advised
of the possibility of such damages. Certain statements in this material
may constitute “forward looking statements” or “forecasts” Words such
as “expects,” “anticipates,” “plans,” “believes,” “scheduled,” “estimates”
and variations of these words and similar expressions are intended to
identify forward-looking statements, which include but are not limited to
projections of earnings, performance, and cash flows. These statements
involve subjective judgement and analysis and reflect IFM Investors’
expectations and are subject to significant uncertainties, risks, and
contingencies outside the control of IFM Investors which may cause
actual results to vary materially from those expressed or implied by these
forward-looking statements. All forward-looking statements speak only
as of the date of this material or, in the case of any document incorporated
by reference, the date of that document. All subsequent written and oral
forward-looking statements attributable to IFM Investors or any person
acting on its behalf are qualified by the cautionary statements in this
section. Readers are cautioned not to rely on such forward-looking
statements. The achievement of any or all goals of any investment that
may be described in this material is not guaranteed. Past performance
does not guarantee future results. The value of investments and the
income derived from investments will fluctuate and can go down as
well as up. A loss of principal may occur. This material may contain
information provided by third parties for general reference or interest.
While such third-party sources are believed to be reliable, IFM Investors
does not assume any responsibility for the accuracy or completeness of
such information. This material does not constitute investment, legal,
accounting, regulatory, taxation or other advice and it does not consider
your investment objectives or legal, accounting, regulatory, taxation or
financial situation or particular needs. You are solely responsible for
forming your own opinions and conclusions on such matters and for
making your own independent assessment of the information in this
material. Tax treatment depends on your individual circumstances and
may be subject to change in the future. This material is confidential and
should not be distributed or provided to any other person without the
written consent of IFM Investors.

This material is provided for informational purposes only. This material
does not constitute an offer, invitation, solicitation or recommendation
in relation to the subscription, purchase of sale of securities in any
jurisdiction and neither this material nor anything in it will form the basis
of any contract or commitment. Past performance does not guarantee
future results. The value of investments and the income derived from
investments will fluctuate and can go down as well as up. A loss of
principal may occur. This material is confidential and should not be
distributed or provided to any other person without the written consent
of IFM Investors.
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Australia Disclosure

This material is provided to you on the basis that you warrant that you
are a “wholesale client” or a “sophisticated investor” or a “professional
investor” (each as defined in the Corporations Act 2001 (Cth)) to whom a
product disclosure statement is not required to be given under Chapter
6D or Part 7.9 of the Corporations Act 2001 (Cth). IFM Investors Pty Ltd,
ABN 67 107 247 727, AFS Licence No. 284404, CRD No. 162754, SEC File
No.801-78649.

Netherlands Disclosure

This material is provided to you on the basis that you warrant that you
are a Professional Investor (professionele belegger) within the meaning of
Section 1:1 of the Dutch Financial Supervision Act (Wet op het financieel
toezicht). This material is not intended for and should not be relied on by
any other person. IFM Investors (Netherlands) B.V. shall have no liability,
contingent or otherwise, to any user of this material or to third parties,
or any responsibility whatsoever, for the correctness, quality, accuracy,
timeliness, pricing, reliability, performance, or completeness of this
material.

United Kingdom Disclosure

This material is provided to you on the basis that you warrant that you
fall within one or more of the exemptions in the Financial Services and
Markets Act 2000 (“FSMA?) [(Financial Promotion) Order 2005] [(Promotion
of Collective Investment Schemes)(Exemptions) Order 2001, or are a
Professional Client for the purposes of FCA rules] and as a consequence
the restrictions on communication of “financial promotions” under FSMA
and FCArules do not apply to acommunication made to you. IFM Investors
(UK) Ltd shall have no liability, contingent or otherwise, to any user of this
material or to third parties, or any 16 responsibility whatsoever, for the
correctness, quality, accuracy, timeliness, pricing, reliability, performance,
or completeness of the information in this material.

Switzerland Disclosure

This Information is provided to you on the basis that you warrant you are
(i) a professional client or an institutional client pursuant to the Swiss
Federal Financial Services Act of 15June 2018 (“FinSA”) and (ii) a qualified
investor pursuantthe Swiss Federal Act on Collective Investment Schemes
of 23 June 2006 (“CISA"), for each of (i) and (ii) excluding high-net-worth
individuals or private investment structures established for such high-
net worth individuals (without professional treasury operations) that have
opted out of customer protection under the FinSA and that have elected
to be treated as professional clients and qualified investors under the
FinSA and the CISA, respectively.
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