iCapital

An Introduction to Growth Equity

July 2023




Growth equity is often described as the private investment
strategy occupying the middle ground between venture
capital and traditional leveraged buyout strategies. While
this may be true, growth equity has evolved into more than
just an intermediate private investing approach. With its
unique risk-return profile, driven by a focus on accelerated
operational improvements and revenue growth, low
leverage, and downside protection, growth equity is an
appealing addition to a well-diversified portfolio.

Growth Equity Investment Targets

Growth equity managers pursue companies that are at a
development stage between venture capital fund targets
(early-stage businesses with limited historical financials)
and leveraged buyouts (LBOs), mature companies with
established track records of cash generation. Growth
equity funds seek to invest in well-run leaders in an industry
or subsector, with proven business models bolstered
by established products, growing customer bases, and
very often, technology. These funds also have a history
of identifying portfolio companies with significant and
rapid revenue growth, usually in excess of a 10% run-rate,

Exhibit 1: U.S. growth equity activity

By deal value and deal count

and frequently beyond 20%, which minimizes the earlier
stage business risks often associated with venture capital
investing. Unlike venture capital deals, which can be based
on fairly speculative assumptions about the addressable
market for a product and future funding requirements,
growth equity investments are typically underwritten
based on a clear business plan with some visibility on the
next level of growth, defined profitability milestones, and
quantifiable funding needs.

There are several key distinctions between growth
equity and LBO funds. While typical growth equity stage
companies are either already cash flow positive or are
expected to reach profitability in the near term, they are
often looking to accelerate growth beyond what their
current cash flow can finance. In addition, the history
of cash flow generation for these companies is often
insufficient to support significant debt. This distinguishes
these companies from those in later-stage LBOs, which
tend to have a longer history of positive cash flows.
While they exhibit less growth, these later stage players
can support significant leverage, with debt expected to
materially contribute to returns.
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Growth equity managers focus on private markets, where
the universe of attractive targets is substantially larger than
those on public stock exchanges. It is estimated that there
are approximately 200,000 middle market businesses
in the United States, with annual revenues between $10
million and $1 billion." About 91% of these companies are
privately owned,? and a significant subset fit the definition
of growth equity investments.® By contrast, there are
far fewer publicly listed companies, and the size of this
market has contracted meaningfully over the last 25 years.
As illustrated in Exhibit 2, the number of publicly listed
companies in the United States has fallen by almost 50%
since 1996, dropping from approximately 8,090 to 4,266
in 2019.4 This shrinking universe has also grown older with
less growth. In the technology sector, one study found that
the average age of a newly listed company rose from five
years old in 2000 to 15 years old in 2022. °

The two major drivers of this decline are mergers and
acquisitions and a significant drop off in public listings
of small-cap businesses, which have relied far more
on private capital over the past two decades to fuel
their growth. The abundance of private capital and the

Exhibit 2: Declining number of listed companies in the U.S.
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increased regulatory burdens of public markets have
propelled this trend.¢ While the number of large- and mid-
cap initial public offerings (IPOs) has gradually declined,
the number of small-cap IPOs (defined as offerings with
gross proceeds totaling less than $50 million) has fallen
precipitously since the early 2000s (see Exhibit 3).” Those
companies that do go public tend to be larger and much
older than in the 1980s and 1990s.®

Naturally, smaller companies tend to exhibit stronger
growth profiles than larger, more mature businesses;
hence, the decline in small-cap IPOs has made it more
difficult to find growth in the public markets, making
exposure to private businesses crucial for growth investors.

A timely case in point: In 2021, the IPO market experienced
a record year with some 1,035 companies going public amid
a robust stock market and increased appetite for growth.
The average company was 11 years old at the time of its IPO
and was valued at $4.3 billion, versus an average age of six
years old and an average valuation of only $700 million in
2000.? Most of these companies were already well past their
hyper growth phase and were slowing down, and many were
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still losing money. Yet, in the frothy market of 2021, these
companies attracted extremely high valuations by public
investors chasing growth at all costs. Today, 43% or 446 of
those stocks, many of which are in the technology sector, have
fallen since their public debut; moreover, 26% or 265 of those
companies are now down by more than 50%."°

Not surprisingly, this spike in IPOs occurred during
a corresponding surge in the valuations of growth
companies, particularly in the tech sector. Exhibit 4 shows
the tremendous run-up of software as a service (SaaS)
revenue multiples during this period and the steep decline
that followed. Many investors who rushed into these high-
flying companies in the hopes of capturing growth instead
have suffered significant losses, reinforcing the notion that
finding sustainable growth at reasonable valuations in
the public markets has become increasingly challenging.
The logic here is simple yet often understated: Top-line
growth does not always translate to a profitable business,
and a company without a clear path toward positive cash
flow may struggle to sustain long-term growth. The other
lesson is that growth is usually more expensive in the
public markets than in the private markets.

Exhibit 3: The shrinking market of small-cap IPOs
IPOs, by size
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Growth equity managers typically use a combination
of thematic investing and/or cold calling to identify
prospective targets and generally wait until the
competitive landscape is fairly developed in order to
identify the market leaders. An attractive target company
will often grow faster than both its industry competition
and the broader economy. In contrast, with traditional
LBOs the emphasis is often on improving operational
efficiencies and utilizing debt to generate returns. Thus,
growth equity managers tend to focus on industries that
exhibit rapid expansion, such as technology, health care,
business services, and financials. This focus, combined
with growth equity’s comparatively lower risk than venture
capital, makes this asset class an attractive addition to a
well-diversified portfolio.

Companies considering offers from growth equity
managers are often still owned by their founders or early
management teams and have not yet taken any institutional
capital. Because these companies are already stable and
able to determine their own future, they typically do not
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need to raise outside capital and must be convinced of the
fund manager’s value proposition. This value comes in two
(not mutually exclusive) forms:

i. Providing capital and resources to accelerate growth
through greater investment in technology and new
product development, enhanced sales and marketing,
add-on acquisitions, and/or geographic expansion.

ii. Allowing founders to monetize a portion of their
stake and create more value in their remaining equity
going forward. In many cases, these businesses may
be beginning to think about succession planning
and prefer to remain private. Growth equity
managers are therefore well-positioned to provide
the required capital and resources to fuel the next
stage of growth.

Given these factors, growth equity managers must be
especially proactive in deal sourcing. In many cases,
this means that team members will spend months
or even years building a relationship with a target
company’s management team or founders to gain a
better understanding of the business and to become

Exhibit 4: Software multiples correcting
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the buyer of choice if, and when, that company seeks
private capital.

In addition, many growth equity firms have developed
in-house value-enhancement resources to position
themselves competitively in today’s market. This may
include internal operating partners or consultants, capital
markets teams, talent and recruiting personnel, and/or
board-level strategic guidance, all of which serve to help
portfolio companies better manage growth and improve
operations. Given the level of resources required to canvass
a market that may include thousands of businesses, leading
growth equity managers who have developed meaningful
scale often have a sourcing advantage over smaller firms
that are unable to replicate their proactive origination
efforts and value-add propositions.

Downside Protection

Growth equity investments in a portfolio company can
be minority or majority in nature and typically use little
to no debt. The lack of financial leverage allows these
businesses to be more flexible in the face of cyclical
headwinds and mitigates risk for the fund manager. It
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Exhibit 5: Types of private equity funds
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is important to keep this in mind when comparing the
internal rates of return (IRR) across funds with various
degrees of leverage. Generally speaking, if two funds
have the same IRR but different levels of leverage, the
fund with less debt has generated more private equity
alpha with perhaps less risk.

Growth equity managers will almost always take preferred
equity or structure their stake senior to the management
team’s ownership, and they may also benefit from a
set of additional protective provisions and redemption
rights. While these rights will vary from deal to deal, they
generally include the right to approve material changes
in business plans, make new acquisitions or divestitures,
initiate capital issuance, hire or fire key employees, and
weigh in on other operational matters.

Conclusion

The unique characteristics of growth equity, shown
in Exhibit 5, drive a distinct risk-reward profile that
offers fund managers potentially attractive return
prospects with a modest loss. Strong growth equity
managers tend to use minimal leverage and avoid
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Revenue growth, profitability,
and strategic value

Earnings growth and debt
repayment

the earlier stage business risks often associated with
venture capital, while they enjoy the security of proven
revenues, existing cash flow or visibility to positive
cash flow, comprehensive shareholder rights, reduced
cyclicality, and higher average secular growth rates.
This combination of factors can be compelling in any
environment, and even more so in the latter stages of
the market cycle.
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IMPORTANT INFORMATION

The material herein has been provided to you for informational purposes only by
Institutional Capital Network, Inc. (“iCapital Network”) or one of its affiliates (iCapital
Network together with its affiliates, “iCapital”). This material is the property of
iCapital and may not be shared without the written permission of iCapital. No part of
this material may be reproduced in any form, or referred to in any other publication,
without express written permission of iCapital.

This material is provided for informational purposes only and is not intended
as, and may not be relied on in any manner as, legal, tax or investment advice, a
recommendation, or as an offer or solicitation to buy or sell any security, financial
product or instrument, or otherwise to participate in any particular trading strategy.
This material does notintend to address the financial objectives, situation, or specific
needs of any individual investor. You should consult your personal accounting, tax
and legal advisors to understand the implications of any investment specific to your
personal financial situation.

ALTERNATIVE INVESTMENTS ARE CONSIDERED COMPLEX PRODUCTS AND MAY
NOT BE SUITABLE FOR ALL INVESTORS. Prospective investors should be aware that
an investment in an alternative investment is speculative and involves a high degree
of risk. Alternative Investments often engage in leveraging and other speculative
investment practices that may increase the risk of investment loss; can be highly
illiquid; may not be required to provide periodic pricing or valuation information
to investors; may involve complex tax structures and delays in distributing important
tax information; are not subject to the same regulatory requirements as mutual
funds; and often charge high fees. There is no guarantee that an alternative
investment will implement its investment strategy and/or achieve its objectives,
generate profits, or avoid loss. An investment should only be considered by
sophisticated investors who can afford to lose all or a substantial amount of
their investment.
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iCapital Markets LLC operates a platform that makes available financial products
to financial professionals. In operating this platform, iCapital Markets LLC generally
earns revenue based on the volume of transactions that take place in these products
and would benefit by an increase in sales for these products.

The information contained herein is an opinion only, as of the date indicated,
and should not be relied upon as the only important information available. Any
prediction, projection or forecast on the economy, stock market, bond market or the
economic trends of the markets is not necessarily indicative of the future or likely
performance. The information contained herein is subject to change, incomplete,
and may include information and/or data obtained from third party sources that
iCapital believes, but does not guarantee, to be accurate. iCapital considers this
third-party data reliable, but does not represent that it is accurate, complete and/or
up to date, and it should not be relied on as such. iCapital makes no representation
as to the accuracy or completeness of this material and accepts no liability for losses
arising from the use of the material presented. No representation or warranty is
made by iCapital as to the reasonableness or completeness of such forward-looking
statements or to any other financial information contained herein.

Securities products and services are offered by iCapital Markets, an SEC-registered
broker-dealer, member FINRA and SIPC, and an affiliate of iCapital, Inc. and
Institutional Capital Network, Inc. These registrations and memberships in no way
imply that the SEC, FINRA, or SIPC have endorsed any of the entities, products, or
services discussed herein. Annuities and insurance services are provided by iCapital
Annuities and Insurance Services LLC, an affiliate of iCapital, Inc. “iCapital” and
"iCapital Network” are registered trademarks of Institutional Capital Network, Inc.
Additional information is available upon request.
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