Hop aboard the US growth engine

MID-MARKET PRIVATE COMPANIES HAVE THE POTENTIAL TO EXPAND RAPIDLY WHILE AVOIDING HIGH
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Nitin Gupta
Partner
Caspian Private Equity

Benoit Jacquin
Partner
Caspian Private Equity

“Those in awe of
the power and
resilience of the
US economy are,
in reality, admirers
of the “mid-
market” private
sector.”

re investors being too defeatist?
AFrom investment conferences to

pension scheme boardrooms, the
prevailing opinion is that meeting
investment objectives is becoming
more and more elusive. Even after the
equity market downturn in Q3 2015,
few investors see clear value in public
markets. And with bond markets still
historically expensive, many investors
feel they have nowhere left to turn.

This is to ignore alternatives, which
can tap sources of return not available
from public markets. Growing
numbers of institutional investors
allocate to alternatives, albeit in small
proportions compared with their
allocations to traditional equities and
bonds. Old habits die hard, it seems.

Alternative funds can employ
esoteric assets such as timber and art,
while others have developed
sophisticated strategies which use
powerful computers to profit from
discrepancies in the prices of assets
traded on public markets. However,

alternative strategies don’t have to be
esoteric or complicated. Some can be
found right under our noses and are
straightforward to understand. Take
US private companies. There are some
6 million private companies in the US
— many employ just a few people, and
some are vast (think Dell, Cargill and
PwC). A great swathe in the middle,
however, are not one or the other —
and these companies are the engine of
corporate US, driving the economy
and providing the lion’s share of jobs.
Those in awe of the power and
resilience of the US economy are, in
reality, admirers of the “mid-market”
private sector.

Grabbing on to the coattails of the
fast-growing, ambitious companies
that comprise this sector has long been
a strong source of return for investors.

Accessing the mid-market

The trouble is, many mid-market
companies are not listed on public
markets, sometimes because they are
too small to gain a listing, sometimes
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because they operate in niche markets
not well understood by equity
investors or simply because of
regulatory burdens. And those that
have listed have been well prepared
for IPO and may have already
maximised growth and minimised
costs, leaving less value for stock
market investors. Exposure to high-
growth mid-market companies is
possible however, through private
equity investments.

The mid-market is commonly
defined as companies worth between
$500 million and $1 billion. The lower
mid-market — companies worth
$50 million-$500 million — can also be
attractive, with growth rates often
higher and funding needs lower. In
addition, because smaller companies
operate in (and preferably dominate)
niche markets, they are potentially less
susceptible to economic and market
volatility. For all these reasons,
Caspian’s current co-investment fund
has chosen to primarily focus in the
lower mid-market private equity
space.
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Investors vote with their capital

The US middle market is proving
increasingly attractive to investors
from all corners of the globe. An
influential survey' this year revealed
that institutional investors worldwide
ranked mid-market buyouts as their
top private equity investment target.
Asian respondents to the survey —
many of whom prefer to invest in
domestic assets — ranked the US mid-
market third out of 26 private equity
sub-sectors. Investors in the survey
signalled that they prefer the mid-
market because they believe too much
money is heading for the large buyout
space.

As a result of the mid-market’s
popularity, middle market funds are
growing rapidly. The average mid-
market buyout fund size grew from
$697 million in 2013 to $797 million
in 2014.* Fundraising is particularly
strong in the lower-to-core mid-
markets — 32% of mid-market funds
closed in the $100 million-
$250 million range.

Why co-investments?

Sourcing and executing lower mid-
market deals takes time, expertise and
resources. There is often little
publicly-available information on
target companies and management
data can be less comprehensive than at
larger companies. Value is primarily
derived from unearthing and then
developing the intrinsic qualities of
the target companies, rather than from
leverage and refinancing. The private
equity house needs to get very close to
the company, carry out intense due
diligence and remain close to the
company throughout its time in the
portfolio.

As well as gaining deep, fundamental
knowledge of companies, it is
important for the mid-market investor
to build a diversified portfolio in order
to mitigate risk. For this reason, we, at
Caspian Private Equity, usually co-
invest alongside a lead sponsor. This
enables us to spread a fund of, say,
$200 million-$300 million across 20-
plus investments and achieve
meaningful sectoral diversification.
This compares with portfolios of
usually six to eight companies among
some lead lower mid-market sponsors.

The due diligence process in the
lower mid-market sector is helped by
the fact that the sector is less crowded
than the large buyout space, and that
there are fewer co-investors. Being the
sole co-investor, or one of a small
number, can offer more frequent access
to the target company’s management.
This is often not possible in deals with
a large number of co-investors.

Sourcing deals

Co-investments are growing. Since
2009, a fifth of all private equity
buyouts have involved co-investments.
With 895 middle market private
transactions in the first half of 2015
alone (according to Pitchbook, a
private equity research firm), worth a



total of $159 billion, there are a great
many co-investment opportunities.

The key to finding the best deals is to
keep many different channels open.
For Caspian, this means making fund
investments as a limited partner, as
well as co-investing. This keeps us in
regular contact with general partners
and can gain us access to co-
investments later on. In addition, all
our principals have strong professional
networks.

Although demand is growing for
lower mid-market deals, it is still low
compared to the large buyout universe.
And while appetite has increased for
co-investments, there are few
dedicated vehicles. So we often find
we are able to pick and choose the best
deals in the market.

Where is the action?

Deal activity has been broad across
our two funds to date. Exits from our
portfolios include Dynacast (a
provider of small part die casting),
Essent (a provider of private mortgage
insurance), Sterling Background
services (a provider of pre-
employment background screening
services).

Of course, without a viable exit, no
private equity investment can return
money to investors. One of the benefits
of lower mid-market investing is the
breadth of exit opportunities. Whereas
for large buyout deals the main exit
option is the IPO, in the lower mid-
market, trade sales and secondary
deals are equally possible. Their
smaller size makes them attractive
acquisitions for many parties. For this
reason, Caspian’s holding period is
usually shorter than the average for the
private equity industry, and so
investors are able to recycle their
returns more rapidly.

Return expectations

As co-investors, we have pari-passu
rights as the lead investors in the deal.
Unlike the lead investor, we have no
board control over the portfolio
companies, but the other terms of the
deal — including price and our legal
protection — are generally similar to
the lead sponsors. In addition, the fees
charged by the Caspian funds are
generally lower than a comparable
lower middle market fund. So overall,
Caspian’s investors get the exposure
with greater overall diversification and
reduced fees.

Currently, the net return expectations
for our co-investment funds, expressed
in net IRR, are 15%-20%. This reflects
the ROI levels at which the deals are
underwritten by the funds, and the
expected holding periods. Of course,
these expectations may vary with
market conditions. Expected holding
periods are around five years —
although many of our exits are faster
than this — and lock-up periods are
generally 10 years, in line with the
broader private equity sector.

Alpha for all

So what kind of investor does mid-
market private equity co-investment
suit? With Caspian’s deals typically in
the $5 million-$35 million EBITDA
range, ticket sizes are small compared
to most private equity funds. This
should suit all institutional investors
looking for access to US lower mid-
market alpha.

1. "Private Equity Institutional Investor Trends for 2015" —
Probitas Partners

2. "2015 Annual US Middle Market Report” - PitchBook

October 2015

LAPF Investments

33



This communication is for information only and is dated as of October 2015. This material may not be redistributed, published,
or reproduced, in whole or in part. Reprinted with permission from LAPF Investments.

The analyses and opinions referenced herein represent the subjective views of the author as referenced, are as of October
2015 and are subject to change. There can be no assurance that developments will transpire as forecasted and actual results
will vary. There is no assurance that envelopments will transpire as forecasted and actual results will vary. This information is
subject to change at any time without notice.

Caspian Private Equity is a joint venture between Natixis Global Asset Management, L.P., Natixis, and Caspian Management
Holdings, LLC.

Other authors referenced in the communication, aside from Benoit Jacquin and Nitin Gupta of Caspian Private Equity, are not
affiliated with Natixis Global Asset Management, are independently responsible for the information provided and for their
expressed views and opinions on all topics.

This material should not be considered a solicitation to buy or an offer to sell any product or service to any person in any
jurisdiction where such activity would be unlawful.

This communication is for information only and is intended for Investment Professionals, investment service providers or other
Professional Clients. This material may not be distributed, published, or reproduced, in whole or in part. Although Natixis
Global Asset Management believes the information provided in this material to be reliable, it does not guarantee the accuracy,
adequacy or completeness of such information.

In the EU (ex UK): This material is provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is
incorporated under Luxembourg laws and registered under n. B 115843. Registered office of NGAM S.A.: 2, rue Jean Monnet,
L-2180 Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office:
21 quai d'Austerlitz, 75013 Paris. Italy: NGAM S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management
Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: NGAM S.A., Zweigniederlassung
Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt
am Main 60322, Germany. Netherlands: NGAM, Nederlands filiaal (Registration number 50774670). Registered office: World
Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: NGAM,
Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48
5tr, Stockholm 111 35, Sweden. Spain: NGAM, Sucursal en Espafia. Registered office: Torre Colon Il - Plaza Colon, 2 - 28046
Madrid, Spain.

In Switzerland: Provided to Qualified Investors by NGAM, Switzerland Sarl. Registered office: Rue du Vieux College 10,
1204 Geneva, Switzerland.

In the UK: Approved for use by NGAM UK Limited, authorized and regulated by the Financial Conduct Authority (register no.
190258). Registered Office: NGAM UK Limited, One Carter Lane, London, EC4V 5ER.

In the DIFC: Distributed in and from the DIFC financial district to Professional Clients only by NGAM Middle East, a branch of
NGAM UK Limited, which is regulated by the DFSA. Related financial products or services are only available to persons who
have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as
Professional Clients as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box
118257, DIFC, Dubai, United Arab Emirates.

In Singapore: Provided by NGAM Singapore (name registration no. 5310272FD), a division of Natixis Asset Management
Asia Limited, formerly known as Absolute Asia Asset Management Limited, to Institutional Investors and Accredited Investors
for information only. Natixis Asset Management Asia Limited is authorized by the Monetary Authority of Singapore (Company
registration No0.199801044D) and holds a Capital Markets Services License to provide investment management services in
Singapore. Address of NGAM Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre. Singapore 049315.

In Taiwan: This material is provided by NGAM Securities Investment Consulting Co., Ltd., a Securities Investment Consulting
Enterprise regulated by the Financial Supervisory Commission of the R.O.C and a business development unit of Natixis Global
Asset Management. Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106
(Ruentex Financial Building I), R.O.C., license number 2012 FSC SICE No. 039, Tel. +886 2 2784 5777.

In Japan: Provided by Natixis Asset Management Japan Co., Registration No.: Director-General of the Kanto Local Financial
Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and
investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 2-2-3
Uchisaiwaicho, Chiyoda-ku, Tokyo.

In Hong Kong: This document is issued by NGAM Hong Kong Limited and is provided solely for general information only and
does not constitute a solicitation to buy or an offer to sell any financial products or services. Certain information included in this



material is based on information obtained from other sources considered reliable. However, NGAM Hong Kong Limited does
not guarantee the accuracy of such information.

Please note that the content of the above website has not been reviewed or approved by the HK SFC. It may contain
information about funds that are not authorized by the SFC.

In Australia: This document is issued by NGAM Australia Limited (“NGAM AUST”) (ABN 60 088 786 289) (AFSL No. 246830)
and is intended for the general information of financial advisers and wholesale clients only and does not constitute any offer or
solicitation to buy or sell securities and no investment advice or recommendation. Investment involves risks. This document
may not be reproduced, distributed or published, in whole or in part, without the prior approval of NGAM AUST. Information
herein is based on sources NGAM AUST believe to be accurate and reliable as at the date it was made. NGAM AUST reserve
the right to revise any information herein at any time without notice.

In Latin America: This material is provided by NGAM S.A.

In Mexico: This material is provided by NGAM Mexico, S. de R.L. de C.V., which is not a regulated financial entity or an investment
advisor and is not regulated by the Comision Nacional Bancaria y de Valores or any other Mexican authority. This material should not
be considered an offer of securities or investment advice of any type and does not represent the performance of any regulated financial
activities. Any products, services or investments referred to herein are rendered or offered in a jurisdiction other than Mexico. In order to
request the products or services mentioned in these materials it will be necessary to contact Natixis Global Asset Management outside
Mexican territory.

In Uruguay: This material is provided by NGAM Uruguay S.A. NGAM Uruguay S.A. is a duly registered investment advisor, authorised
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11300.
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de Colombia for the exclusive marketing and promotion of certain products and services. This should not be considered an offer of
securities or investment advice of any type except as permitted under Decree 2555 of 2010 and other Colombian requirements. Any
products, services or investments referred to herein are rendered exclusively outside of Colombia. In order to request the products or
services mentioned in these materials it will be necessary to contact Natixis Global Asset Management outside Colombia.

The above referenced entities are business development units of Natixis Global Asset Management S.A., the holding company of a
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In the United States & Canada: This document may contain references to third party copyrights, indexes, and trademarks, each of
which is the property of its respective owner. Such owner is not affiliated with Natixis Global Asset Management or any of its related or
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computing or creating index information, disclaims all warranties (including, without limitation, any warranties of originality, accuracy,
completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to such information.

In Canada: NGAM Distribution, L.P. (“NGAM Distribution”), with its principal office located in Boston, MA, is not registered in Canada
and any dealings with prospective clients or clients in Canada are in reliance upon an exemption from the dealer registration
requirement in National Instrument 31 — 103 Registration Requirements, Exemptions and Ongoing Registrant Obligations. There may
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In the United States: Furnished by NGAM Distribution L.P. 399 Boylston St. Boston, MA 02116. Natixis Global Asset Management
consists of Natixis Global Asset Management, S.A., NGAM Distribution, L.P., NGAM Advisors, L.P., NGAM S.A., and NGAM S.A.’s
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