Why an Increasingly
Volatile Market
Environment Can
Favor Middle Market
Co-Investments

A New Macro Era

Aside from a brief shock in the early months of COVID-19, private
markets have generally enjoyed favorable conditions, both for M&A
and company operations, over the past few years. Historically low
interest rates combined with manageable inflation and steady growth
encouraged active dealmaking and significant capital deployment during
this period of time. Companies and sponsors could count on the ample
availability of low-cost debt financing and a backdrop that supported
top-line growth. These macro-dynamics increased valuations for the
largest and highest-quality companies.
However, the macroeconomic outlook has shifted materially since late
2021 from a combination of higher inflation, rising interest rates, and
elevated volatility. During periods of increased economic uncertainty,
we believe private equity investing in the middle market can be
an attractive option for investors looking to create value through
operational and strategic enhancements, as compared to investments
in larger companies that rely more heavily on a stable and expanding
economic environment to drive their performance. By co-investing
in middle market companies alongside high-quality private equity
sponsors, investors can benefit from structural inefficiencies that are
less dependent on macro factors and do so at more efficient economics.

Destabilizing
Factors at Work
Due to the pandemic and
to the policy actions taken
to address its impact,
the marketplace is now
contending with factors
that change the investment
outlook for co-investors in
private markets:
Inflation
Rising interest rates and
higher financing costs
Volatility in asset prices
and in expectations
Potential recessionary
environment

Past performance is not necessarily indicative of future results. No assurance can be given that
any investment will achieve its given objectives or avoid losses. Unless apparent from context, all
statements herein represent GCM Grosvenor’s opinion. Select risks include: macroeconomic risk,
sourcing risk, investment selection, portfolio diversification, management risk, execution of value
creation plan, risks related to reliance on third parties, and risks related to the sale of investments.

2: The Opportunity From Management and Operational Inefficiencies

The Opportunity

Amid the current volatile market conditions, we think the case for co-investing in middle market
companies is even more compelling. The opportunity lies in exploiting inefficiencies both in the private
markets’ sale process and those often found in the operation of middle market businesses. We believe
middle market investing presents more controllable and actionable value creation levers for investors,
as opposed to larger deals where existing operational processes and efficiencies can limit improvement
opportunities. Due to company size, value creation levers implemented in middle market companies can
have a meaningful impact on EBITDA growth, ultimately driving potential returns.
We believe there is opportunity for investors to take advantage of middle market inefficiencies across
several dimensions:

1: The Opportunity From Sourcing and
Diligence Inefficiencies

In North America and Europe there are
approximately 100,000 private companies. Of
those 100,00 companies, approximately 89,000
fall in the middle market, leaving investors with an
abundance of potential investment opportunities
and information to evaluate. Finding attractive
investments relies on quickly and effectively
assessing a sea of potential opportunities to find
the ones that offer the right mix of value and
potential. Sourcing is also less efficient in the middle
market; some companies may not be working with
an M&A advisor, which makes direct sourcing a
more difficult but potentially more valuable activity
in terms of investment returns.

There can be many levers to materially impact the operations or performance of a middle market
company. This phase of maturity can unlock significant value and drive scaled growth, as businesses
transition from the typically less-efficient practices and norms of small operations to the more
standardized, efficient norms of larger organizations. For instance, investing in middle market businesses
can present opportunities to:
Augment or replace the management team. Private equity investors have access to broad
networks of business leaders who can increase the capabilities of middle market companies.
Sponsors can drive value at these businesses by adding seasoned executives with deep industry
experience to the management team or by creating new roles to lead growth initiatives.
Strategic human capital investments can accelerate the growth of middle market companies
and make these organizations more competitive over time.

READY FOR MANAGEMENT TEAM EXPANSION
Pre-Investment

~89k

~12k

Founder & CEO

Post-Investment
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COO

88%

of private companies with
$10mm-$250mm of revenue
Source: S&P CapIQ.
Data as of October 5, 2021; represents North American
and European private companies only.

The diligence process itself is also less uniform than for larger companies. Middle market companies
frequently have information gaps when they begin to look for an institutional partner. Financial and
operational information may be less structured and more difficult to access than with larger companies.
To find solid investments in the middle market, investors must be prepared to evaluate information in
whatever form it’s available.
Finally, the “right” opportunity doesn’t just depend on the target company, but also how it matches with
the resources and expertise of the sponsor, what we call the “sponsor fit” of the deal. A key driver of the
secular value expansion in middle market companies is from the strategic and operational changes they
make in partnership with the sponsor. “Sponsor fit” is consequently a key element of the investment
approach. Ultimately, capturing the opportunity in these inefficiencies can generate outsized returns to
experienced middle market investors, returns that are not tied exclusively to the macro dynamics of the
market environment.
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Upgrade benchmarking data and strategic planning. Middle market companies tend to
focus most of their resources on maximizing day-to-day operations, which is how they
achieved the growth to reach middle market size, but they may be under-invested in terms
of some of the benchmarking and strategic tools that larger companies have accessed for
years. Some lack standardized KPIs or the data infrastructure to track their performance
and profitability across their regions or lines of business, or to assess their strategy against
peers. Sponsors can bring in this kind of toolkit, giving managers more information to run
their businesses. In contrast, companies of scale or that have been through several years of
private equity ownership have likely already captured the sizeable benefits of this kind of
toolkit upgrade.
Create value through M&A. Middle market companies may
not have explored M&A in the past, as smaller companies
rarely have the tools or capital to pursue a proactive acquisition
strategy. In fact, this kind of inorganic growth strategy can be
quite impactful as smaller bolt-on acquisitions can be purchased
at accretive multiples and can generate considerable synergies.
Better access to and utilization of capital. Many companies
in the middle market space are still using local banking
relationships with limited options for sourcing capital. By
partnering with a private equity firm, they gain new access to
larger and more sophisticated capital relationships, enabling
them to tap into debt and equity funding through banks, fund
partners, and capital markets.

Multiple Value
Creation
Opportunities
Optimization of cost
structure
Acceleration of
revenue growth
Industry consolidation
and tuck-in M&A
Identification of
undervalued assets

3: The Opportunity from Exit Options

When a middle market firm goes through its first era of private equity ownership, it may be moving from
a small entrepreneurial organization to a significantly larger, more sophisticated platform. This phase
of growth often commands a “re-rating” of their valuation multiple, which reflects the scaling of the
business. The same re-rating boost does not usually apply for companies that are going from large to
larger.
At the end of the investment holding period, middle market companies are also greeted with a range
of potential exit options. They can pursue a sale to a strategic buyer, a financial buyer, or in some
cases an IPO. The value-creation process can make a small company more marketable in general, yet
the company is still at an investable size for a significant pool of buyers. In contrast, mega caps are
feasible investments to a more limited universe of potential buyers. Most importantly, these mid-sized
companies are not as dependent on the IPO window and broader public market activity in order to be
sold and generate liquidity.

4: The Opportunity to Outperform

The Infrastructure Needed to Access Middle
Market Potential

With a more volatile backdrop for operations and capital markets, there’s a case for focusing on
investments that have more structural inefficiencies and controllable operational levers to create value.
Middle market companies can be at an appealing point in their growth trajectory, ready to upgrade
operations, expand management teams, and/or pursue accretive acquisitions.
However, this market is only accessible to those with the right infrastructure in place. That includes a
large network of sponsor relationships with whom to co-invest as well as the resources and experience
to help investors assess opportunities in a market with less visibility. We believe the ability to
successfully capitalize on middle market co-investments is especially powerful for navigating the current
market environment.
Learn more about GCM Grosvenor’s Private Equity Platform, including our co-investing capabilities here.

Investing in middle market buyouts provides the opportunity to generate higher returns than investing
in the larger end of the market. Furthermore, partnering in deals alongside the top performing
managers can lead to increased outperformance. A meaningful performance gap exists between upper
quartile buyout funds focused on middle market companies and those focused on large buyouts. As
seen below, upper quartile middle market buyout funds generated a 22.1% net IRR compared to 19.0%
for upper quartile large buyout funds. That’s 310bps of incremental net IRR for top-performing middle
market funds. Ultimately, this gap suggests that investing in middle market companies can lead to
outperformance versus larger companies, and that incremental performance significantly increases
when you partner with the right managers.

About GCM Grosvenor

GCM Grosvenor (Nasdaq: GCMG) is a global alternative asset management solutions provider with
approximately $71 billion in assetsunder management across private equity, infrastructure, real estate,
credit, and absolute return investment strategies. The firm has specialized in alternatives for more than
50 years and is dedicated to delivering value for clients by leveraging its cross-asset class and flexible
investment platform. GCM Grosvenor’s experienced team of approximately 520 professionals serves a
global client base of institutional and high net worth investors.
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For more information: inquiries@gcmlp.com | gcmgrosvenor.com
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Investments in alternatives are speculative and involve substantial risk, including: information risk, management
risk, risks related to reliance on third parties, and risks related to the sale of investments, and may result in the
possible loss of your entire investment. Past performance is not necessarily indicative of future results. The
views expressed are for informational purposes only and are not intended to serve as a forecast, a guarantee of
future results, investment recommendations or an offer to buy or sell securities by GCM Grosvenor. All expressions
of opinion are subject to change without notice in reaction to shifting market, economic, or political conditions.
The investment strategies mentioned are not personalized to your financial circumstances or investment
objectives, and differences in account size, the timing of transactions and market conditions prevailing at the time
of investment may lead to different results. Certain information included herein may have been provided parties
not affiliated with GCM Grosvenor. GCM Grosvenor has not independently verified such information and makes no
representation or warranty as to its accuracy or completeness.
Data sources:
Certain information, including benchmarks, is obtained from The Burgiss Group (“Burgiss”), an independent
subscription-based data provider, which calculates and publishes quarterly performance information from
cash flows and valuations collected from of a sample of private equity firms worldwide. When applicable, the
performance of GCM Grosvenor’s private equity, real estate, and infrastructure underlying investments are
compared to that of its peers by asset type, geography and vintage year as of the applicable valuation date. GCM
Grosvenor’s Asset Class and Geography definitions may differ from those used by Burgiss. GCM Grosvenor has
used its best efforts to match its Asset Class, Geography, and strategy definitions with the appropriate Burgiss
data but material differences may exist. Benchmarks for certain investment types may not be available. GCM
Grosvenor uploads data into its system one-time each quarter; however, the data service may continue to update
its information thereafter. Therefore, information in GCM Grosvenor’s system may not always agree with the most
current information available from the data service. Additional information is available upon request.
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