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Introduction

In the ever-evolving landscape of finance, the relationship between macroeconomic
indicators and specific investment sectors is profoundly interconnected. The FED’s decisions
on interest rates have far-reaching implications, not only for traditional asset classes like
stocks and bonds but also for private equity (PE).

PE frequently depends on borrowing fund for its investment transactions. A significant
portion of the typical buyout fund'’s performance stems from the use of leverage. In the last
two years, however, rising costs associated with borrowing, coupled with a tighter
availability of debt, have hindered these funds’ capacity to pursue investment opportunities
that align with their required return on investment. As a result, the pace of deal-making in
the PE sector has noticeably slowed down.

With inflation currently aligned with target levels, the FED is prioritizing economic stability
and labor market conditions following sequence of interest rate increases. Concurrently, the
FED, alongside other leading central banks, has recently implemented reductions in interest
rates, which is contributing to a favorable easing in market conditions.

Recently FED’s interest rate reached its highest level in the past decade
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Impact of rates on PE

1. Higher Costs of credit

PE frequently utilizes leverage to finance acquisitions, with a significant portion of buyout
fund performance derived from this strategy. Recent increases in costs and tighter access to
debt over the past two years have constrained funds' capacity to pursue deals aligned with
their cost of capital, leading to a noticeable slowdown in deal activity.

Syndicated LBO loan issuance ($B)
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The anticipated decrease in interest rates is poised to make leveraged buyouts (LBOs) more
financially viable and enticing. This development enhances the allure of LBOs, enabling
firms to secure financing for significant acquisitions, which is likely to stimulate an increase
in acquisition activity.

2. Lower Company Valuations

Elevated interest rates generally result in an increased discount rate applied in discounted
cash flow (DCF) analyses, which in turn diminishes the present value of anticipated future
cash flows. This reduction in present value translates to lower company valuations, thereby
creating an advantageous environment for PE firms to pursue acquisitions at more
attractive valuations. However, rising interest rates frequently indicate underlying economic
challenges, including inflationary pressures and concerns regarding overall economic
stability. This environment of uncertainty compels PE firms to adopt a more cautious
investment approach.

EVALUESERVE 3



The Impact of Interest Rates on Private
Equity Dynamics

Impact of rates on PE

3. PortCo Exits

Elevated interest rates present significant challenges for PE firms in executing their exit
strategies from portfolio companies. The primary constraint arises from diminished
valuations, which are largely driven by the increased cost of capital. As buyer financing
becomes more expensive, the appetite for acquisitions may wane, leading to a more
competitive marketplace where achieving favorable exit multiples becomes increasingly
complex. Consequently, PE firms may experience extended holding periods and reduced
opportunities for profitable exits, necessitating a reassessment of their strategic approach
to both portfolio management and eventual divestitures.

PE-backed exits by type, 2021-2024 ($B)
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Conclusion

The interplay between macroeconomic indicators, particularly interest rates, and the
dynamics of the PE sector is pivotal to understanding current investment landscapes. As
borrowing costs rise and access to credit tightens, PE firms face significant challenges in
executing acquisitions and achieving favorable exits, ultimately slowing down deal-making
activities. However, with the potential for interest rate decreases on the horizon, the PE
landscape might soon experience a resurgence in leveraged buyouts and improved
valuation prospects. This evolving environment necessitates that PE practitioners remain
agile, recalibrating their strategies to navigate the changing economic conditions while
seeking to capitalize on emerging opportunities
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