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|nvestments by private equity funds into compa-
nies hold great benefits besides the provision of
capital. Private equity investments have consider-
able impact in terms of productivity, skills develop-
ment, job creation, and social impact, as it includes
the transfer and exchange of know-how, access to
a broader network, and not merely the flow of
capital. Private equity fund managers play an
active role in managing their investments in com-
panies, with the aim of adding maximum value as
they and their investors derive a return from the
increased value of their investments.

In South Africa, the private equity industry repre-
sents a significant sector within the overall financial
services industry, and is an attractive asset class
within the broader capital markets. As seen across
a range of indicators, the profile of the local private
equity industry is that of a productive contributor to
the development of the South African economy. In
addition, private equity facilitates BEE, addresses
economic imbalances of the past, promotes
entrepreneurial initiatives and positions, South
Africa to compete successfully on the global stage.

Private equity is also an important source of
Foreign Direct Investment (FDI), both indirectly via
the raising of offshore money by local fund manag-
ers and also by direct co-investment by foreign

investors (which is an investment alongside the
private equity fund manager).

What is Private Equity?

Private equity refers to the investment of capital
into private companies, as opposed to investing in
companies that are listed on a stock exchange.

Private equity consists of companies that manage
private equity funds, called fund managers, who
raise capital from investors and invests these funds
into private companies. Traditionally, these inves-
tors are institutional investors such as pension
funds, endowment funds, development corpora-
tions, insurance and, other financial institutions
who are looking for a long-term investment.

Each private equity fund has a specified invest-
ment mandate which details the geographies,
industries, and type of private companies the funds
will be invested in. A company may seek private
equity financing for a variety of reasons such as
increasing its working capital to support business
expansion, developing new technologies and
products to grow and remain competitive, making
acquisitions of other businesses or buying out
certain shareholders and to restructure the owner-
ship and management of the business. Another
vital application of private equity in South Africa is



facilitating the introduction of BEE investment.

Characteristics of private equity
The characteristics of private equity, in comparison
to listed equity, is as follows:

e Private equity is a long-term equity invest-
ment that supports long term planning;

e Private equity provides access to a variety of
sectors, which may be under-represented in
listed markets, and access to high-growth
developing markets that do not have stock
exchanges;

* Private equity investments can either be a
significant minority or majority stake, with
ongoing and active involvement by the fund
manager in unlocking value;

e There is full alignment between the fund
manager, the investors and the management
team the private equity fund invests in; and

e Private equity has historically outperformed
the listed markets.

“Private equity investments have
considerable impact in terms of
productivity, skills development,
job creation, and social impact, as
it includes the transfer and
exchange of know-how, access to a
broader network, and not merely

the flow of capital.”

Private Equity Funds and Types of Firms

Private equity firms, commonly referred to as fund
managers or General Partners (GPs), typically raise
money from institutional investors such as pension
funds, insurance companies, and institutional
investors. This money is put into a fund structured
as a Limited Partnership or Trust and which is
managed by the fund manager and the capital is
used to invest in companies, either for a minority or
majority equity stake. Fund managers also invest
their own money into the funds they manage. This
is to ensure they have ‘skin in the game’, i.e. their
interests are aligned with that of their Investors.
Private equity funds typically have a fixed life-span
of 10 years. The fund manager usually invests for
the first five years of the fund, and will then sell
investments and return capital to the investors
during the next five years. Fund managers will
return the investors’ original capital, plus any
additional returns made over the life of the fund.

It is the institutional investors in the funds — known
as Limited Partners — who first receive any returns
generated by a fund. It is only when these returns
pass a certain point, known as the ‘hurdle rate’,
that the fund managers start to participate in
returns.

Investment stages

Private equity is any type of equity investment in a
private business across sectors and stages of
growth and development.

Private equity can be broadly classified into the
following sub-classes, namely:

¢ Venture capital — investment into a company
in the form of seed capital, start-up capital or
early-stage capital to assist with product
development and initial marketing.

¢ Development capital — funding for growth
and expansion of a company which is
breaking even or trading profitably.

* Buy-out funding — acquires a controlling
interest in established businesses from other
shareholders, whether individuals, other
venture-backers or the public. Unlike
venture and development capital, the
proceeds of buy-out funding or replacement
capital are generally paid to the previous
owners of the business.

Private equity in South Africa

Beyond being defined as a range of investment
categories applicable to non-listed companies,
private equity is also a distinct asset class within
the broader capital market and is supported by a
well-defined industry made up of various players
and stakeholders.

In South Africa, the private equity industry
benefited from the global trend towards recognis-
ing the asset class as an attractive investment
vehicle for investors, combined with its growing
reputation as an effective means of economic
development for Governments and development
agencies. It may be argued that South Africa has
one of the most sophisticated private equity
industries among emerging and developed mar-
kets, with different funds investing in companies at
all stages of business development, from start-up
venture capital funds through to late-stage and
buy-out funds.

The South African orivate eauitv market differs



from the rest of the African continent due to a
number of factors including:

e The depth and sophistication of our capital
markets;

e Multiple options for fund managers to sell
investments such as financial buyers,
strategic/trade buyers and listing on a stock
exchange;

e Strong regulatory and governance structures
including protection of minority shareholders
and rule of law; and

¢ Highly skilled and experienced management
teams.

The South African private equity industry has
grown considerably over the last 20 years, not only
in the amount of funds being managed by fund
managers, but also the increase in the number of
investments made, the value of the returns to
investors and the number of investment profes-
sionals employed by the industry.

Private equity value and returns

The most widely used measure to determine the
performance of the private equity industry is to
calculate the annualised internal rate of return
(IRR). This measures the return of a private equity
fund based on all cash flows in and out of the fund,
as well as the remaining net asset value of the
fund. The IRR is calculated after taking into
account all relevant fees and therefore closely
reflects the return an investor would achieve if they
invested at the start of the fund. Traditionally
private equity returns have outperformed the listed
markets over the long-term.

In order for fund managers to be able to success-
fully raise funds from investors, they need to be
able to demonstrate a track record of delivering
good returns from their previous funds. Private
equity in South Africa has made and continues to
make, a positive contribution to the economy. It
doesn’t only facilitate a more efficient allocation of
capital, but it also contributes to employment
creation and ensures business sustainability.

The basis for private equity is to create value and
to have a positive impact. Feedback received from
companies that have benefited from private equity
investments indicate that as a result of private
equity they were able to:

¢ [ntroduce new products and services;
e Grow faster;

¢ Implement good corporate governance;
e Create employment opportunities; and

e Have a positive impact on their social envi-
ronment.

This is not only due to the inflow of capital injected
into these companies, but also as a result of active
management by the private equity fund during the

lifespan of the investment.

The South African economy, through the private
equity industry, can realise meaningful benefits
from additional capital allocation to the industry by
South African pension funds in terms of Regulation
28. South African private equity has become a
mature and highly respected industry that is
recognised as a significant force for good with high
growth potential.

“The South African private equity
industry has grown considerably
over the last 20 years, not only in
the amount of funds being man-
aged by fund managers, but also
the increase in the number o
investments made, the value of the
returns to investors and the
number of investment profession-

als employed by the industry.”
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