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Negotiating a world of asset price bubbles

The emergence of bubbles in asset classes or investment 
sectors is an inevitable consequence of near-zero real 
interest rates globally, not to mention large doses of 
quantitative easing. In some cases, money printed by 
central banks to stimulate economies is simply flowing back 
into investments that appear to satisfy investors’ demand 
for a chance of earning any sort of positive return, inflating 
prices beyond where fundamentals and prudence dictate.

Those bubbles are a price that policymakers appear willing 
to accept as they attempt to combat near-zero inflation – or 
in some cases deflation – and similarly sluggish economic 
growth with the blunt macroeconomic tools at their disposal. 
This stance is itself a consequence of secular economic 
stagnation – developed economies sliding down a much 
lower growth path – that we outlined in last year’s Outlook 
paper and still remains a significant issue as we enter 2016.

The U.S. has demonstrated that the approach of 
shocking an economy into spending and growth through 
unconventional monetary policy can work by rewarding 
those speculating on financial assets with capital gains that 
they can (hopefully) plough into the real economy through 
spending on new goods and services, such as houses, 
cars and holidays. However, rather like the electric shock 
administered to a person suffering a cardiac arrest to 
restart his or her heart, the patient is still in mortal danger 
without more intensive medical intervention to find and fix 
the underlying cause of the medical emergency. In the 
case of the U.S., this involved cleaning up banks’ balance 
sheets and developing a plan to restructure institutions that 
might subsequently run into trouble.

So, it goes without saying that the strategy is not always 
successful and carries significant risks. Should the asset 
price bubble induced by quantitative easing burst before 
the economy has been set upon a sustainable growth 
path, then the sorry cycle of secular stagnation begins 
again – this time with even greater rounds of quantitative 
easing needed as there is less confidence that the 
additional supply of liquidity can work. This is a risk that 
Europe runs as the European Central Bank extends its 
bond buyback program, even though the continent’s 
banks still harbor €1 trillion of bad assets1, and its 
governments have failed to come up with a credible and 
consensual permanent solution for Europe-wide bank 
restructuring and deposit protection.

The result is an economic environment in which the 
quest to balance protection with return can misprice risk 
in some assets or regions with painful consequences 
for investors in the long run, while also creating the 
perception that little has been learned from the financial 
crisis. 

The flood of capital into high-yield credits has fuelled 
instances of excessive leverage (in sectors like energy 
and commodities as we outline below) and contributed 
to an increase in defaults in companies unable to service 
their debts. Similarly, the broad fall in equities prices in 
the third quarter of 2015, brought on by concerns about 
the impact of slowing growth in China on the rest of the 
world, was an indication that markets have been ignoring 
the real pace of China’s economic development now and 
in the future.

1 Source: European Banking Authority, 2015 EU-wide transparency exercise, November 25, 2015. Non-performing loans accounted for close to 
6% of the €30 trillion of assets held by the 105 banks in the exercise. 
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2 Source: Preqin fundraising data, as of January 4, 2016.
3 Past performance is not necessarily indicative of future results. Future performance is not guaranteed and a loss of principal may occur.

For investors in this low-growth and volatile environment, 
where future returns derived from passive, index-following 
strategies are likely to be low or even possibly negative 
over the long run, alpha is king. Inflows of $555 billion 
into new private equity funds in 2014, followed by $505 
billion in 20152, point to the enduring appeal of the asset 
class, based on its potential to outperform passive listed 
equities3.

However, private equity cannot entirely escape the pull of 
inflated public equities, as that comparative base makes 
new investments more expensive. General partners 
and investors need to exercise much more caution, and 
conduct more rigorous assessment of new investment 
opportunities. Targeting those general partners able to 
increase the value of their investments through operational 
improvements, rather than relying solely on increased 
asset prices, will be the key to future investment success.

The same enhanced analysis should be applied to selling 
assets where operational improvements are largely 
complete, and future changes in value are likely to be 
driven primarily by broader market valuation cycles rather 
than active value creation by fund managers. These are 
the broad strategies that Pantheon follows with the aim 
of delivering alpha and navigating the effect of bubbles. 

We will now explore the issues affecting countries and 
regions around the world, as well the macroeconomic and 
private equity environment in Pantheon’s core markets.

U.S. economy improves  

The U.S. economy has continued to make commendable 
progress. Economic growth appeared to have broken free 
from low levels by the middle of the year, achieving 3.9% 
annualized growth by the end of June 2015. This level of 
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Figure 1. Global private equity fundraising

1. Genuine alpha will be in high demand as asset price bubbles and market volatility continue
2. The U.S. market will continue to outperform and present comparatively strong investment opportunities
3. China’s economy will continue to slow, while Europe will struggle to enact economic reforms
4. Healthcare and technology remain two of our top investment themes for 2016
5. We anticipate that, based on current prices, making profitable new investments will prove harder than realizing 

profits from existing mature investments
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growth had slowed to 2.0% by the end of October, though 
not as sharp a decline as the 1.5% initially forecast4. The 
World Bank is expecting real GDP growth of 2.7% for 2015, 
close to its forecast for global growth of 2.8% for the year5.
 
While hardly stellar, U.S. economic growth is both higher 
and has been recovering for longer than most other 
developed economies. When combined with improving 
employment data and rising house prices, this puts the 
U.S. in the lead among developed economies on the path 
to full economic recovery.

The quarter of a per cent increase in policy interest rates 
finally announced in December by the U.S. Federal 
Reserve, was largely priced into market expectations and 
would likely have caused far more volatility, particularly 
in the equities market, had it not occurred as expected. 
This first step towards normalizing U.S. financial market 
conditions after more than seven years of unprecedented 
monetary policy experimentation should be welcomed. The 
current chair of the U.S. Fed, Janet Yellen, has dropped 
broad hints that she wants to implement further increases 
in interest rates gradually from now on.

“Higher U.S. interest rate rises could adversely affect U.S. 
exports in the short run by providing support for a higher 
dollar, but we believe U.S. consumer demand is currently 
strong enough to absorb any short-term adverse impact 
on overall U.S. economic growth,” Pantheon’s Head of 
Investment, Chris Meads said. Consumer spending, which 
accounts for some two-thirds of U.S. economic activity, 
was subdued in October, but new jobs are being created 
in the U.S. economy at fairly fast clip, and average wages 
are gradually starting to increase , while personal savings 
reserves could buoy spending where needed7.

However, there are some risks that inflation could 
overshoot the 2% target by the middle of next year as 

wage increases pick up, in turn spurring a more rapid 
increase in interest rates towards analysts’ longer-term 
expectation of 3.5% by the end of 20178. While we do 
not believe there is a strong case for such an outcome, 
it is not clear that U.S. consumers or businesses could 
easily endure a corresponding more rapid tightening of 
U.S. monetary policy should it occur.

U.S. company profits had fallen by 4.7% at the end of 
September 2015 compared with a year earlier9, the 
greatest annual decline since 2009. Weak profits could 
curtail new investment and make already high stock prices 
look even more expensive. The possibility of declining 
U.S. profit margins was forecast in Pantheon’s Infocus on 
U.S. Corporate Profit Margins, published in August 2014.

Asset price bubbles have also clearly emerged in some 
sectors. Technology start-ups have benefited from 
significant investor interest, with increasingly large later 
private funding rounds coming directly from hedge funds, 
investment banks and investment managers directly. 
Companies like home rental service AirBnB and taxi 
booking group Uber have raised capital at multi-billion 
valuations. The number of so-called “unicorns” – start-
ups achieving valuations in excess of $1 billion – has hit 
145 with an aggregate valuation of $524 billion10.

Much more worrying and potentially damaging to the 
financial system are the current volatility and concerns 
about systemic illiquidity in the high yield market. Relative 
to the start of 2015, higher yields from low-quality or non-
investment grade credits, up almost three percentage 
points from May lows to 8.8% at the end of December11,  
have drawn some investors into the segment. But risks 
are also increasing, with the U.S. default rate expected 
to rise 4.5% in 2016, well above the trailing 12-month 
rate of 3.3% during December 201512, with energy and 
commodity companies among the hardest hit. The 

4 Source: U.S. Department of Commerce, Bureau of Economic Analysis, Gross Domestic Product Q3 2015 (Third Estimate), December 22, 2015.
5 Source: The World Bank, Global Economic Prospects, Forecast Table, June 2015.
6 Source: Bureau of Labor Statistics, U.S. Department of Labor, News Release, The Employment Situation – November 2015, released December 4, 2015. 
Nonfarm payroll jobs increased by 211,000 in November, with average hourly earnings up 4 cents to $25.25, following a gain of 9 cents in October. 
7 Source: U.S. Department of Commerce, Bureau of Economic Analysis, Personal Incomes and Outlays, November 2015, released December 23, 2015. 
Personal saving was $747.6 billion in November, equating to 5.5% of disposable personal income.
8 Source: U.S. Economic Outlook Q4 2015, Higher inflation is coming, Capital Economics, December 8, 2015.
9 Source: U.S. Department of Commerce, Bureau of Economic Analysis, Corporate Profits, Q3 2015 (Revised Estimate), December 22, 2015. Corporate Profits 
decreased by $33 billion in the third quarter. 
10 Source: CB Insights, the Unicorn List: Current Private Companies Valued At $1B And Above, January 4, 2015.
11 Source: Bank of America Merrill Lynch US High Yield Master II Effective Yield, republished by Federal Reserve Bank of St. Louis. Yield given as of December 
31, 2015. 
12 Source: Fitch Ratings, News Release, 2016 US HY Default Rate Forecast at 4.5%, Energy at 11%, December 9, 2015.  
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weakening corporate profit scenario combined with rising 
interest rates has some predicting a painful correction in 
which high-yield bond funds would be unable to satisfy 
investors’ redemption requests13.

Navigating the market where obvious risks remain will 
require resolve, caution, and a forensic analysis of 
target companies and their sectors when assessing new 
investment opportunities. Nevertheless, we believe that 
the U.S. will remain among our strongest investment 
markets in 2016.

China’s economic slowdown is worse than 
market expectations suggest

A surprise currency devaluation in mid-August drew 
new attention to China’s economy and stoked concerns 
among global investors that all may not be as rosy as 
previously assumed. Shares in the Shanghai Composite 
Index slumped 8.5% on August 2414, leading to one of 
the weakest quarters for shares globally in four years – 
effectively deflating another stock price bubble built on 
over-optimistic expectations. This was followed by further 

13 Source: Icahn: No liquidity for high-yield bonds, market a ‘keg of dynamite’, Jacob Pramuk, CNBC, December 14, 2015. 
14 Source: China Shares Wipe Out All Gains This Year, Chao Deng and Anjani Trivedi, Wall Street Journal, August 24, 2015. 

“Since 2014 we have introduced a proactive policy of managing 
liquidity in our portfolios....significantly increasing the rate of 
distributions, with a focus on assets where upside is limited or driven 
by market valuation movements.”

Chris Meads, Pantheon Annual Investor Meeting, June 17, 2015
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steep declines when the markets opened in January with 
the Shanghai Composite Index down 6.9%, its biggest 
decline on record for the first trading day of the year15.
 
The fact that China’s growth is slowing and is likely to 
continue to slow is not news. Yet investors globally had 
clearly failed to adjust to what is ultimately the new reality. 
In the end, official statistics showed that China’s year-
on-year GDP growth slowed to 6.9% in the third quarter 
of 2015, not as bad as the 6.8% feared, but below the 
7% projected for the quarter and indeed for the year16. 
However, China’s official numbers need to be treated with 
a large dose of scepticism. 

Physical measures such as electricity production and 
manufacturing output suggest real growth is much lower 
than 7% p.a. while exports are visibly contracting – down 
for the fifth month in a row in November and 6.8% lower 
year-on-year17. Public spending is also being curtailed by 
one of the biggest significant crackdowns on corruption 
and waste in the Chinese public sector in living memory. 
The result is that private consumption, which accounts 
for around one-third of the economy, would have to be 
growing at double-digit rates to compensate for weakness 
in the other parts of the economy.

15 Source: Marketwatch – China stock trading halted after steep drop, January 4, 2016.
16 Source: Market Insights − China: The worst is over, but don’t get too excited, Ben Luk and Global Market Insights Strategy Team, JP Morgan Asset 
Management, October 19, 2015.
17 Source: China exports slump again by imports hint at recovery, Huileng Tan, CNBC, December 7, 2015.
18 Source: China data: Making the numbers add up, Gabriel Wildau, Financial Times, September 28, 2015.
19 Source: China’s Population Destiny: The Looming Crisis, Feng Wang, Brookings Institute, September 2010. Even if fertility increases to the so-called 
replacement level within 10 years of China achieving its peak population, its population could shrink by over 200 million or more over the following half 
century.

*Average of July & August readings.
Sources: Thomson Datastream, Capital Economics.

2
4
6
8
10
12
14
16

2
4
6
8

10
12
14
16

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Official GDP (latest = Q3) CE China Activity Proxy (latest = Q3*)

SARS

Figure 2. China Official GDP & Capital Economics China Activity Proxy (Both % y/y)

“ It just doesn’t make sense that the Chinese 
economy is growing as quickly as the official 
figures suggest. It would require much more 
robust private consumption, not only in the 
largest cities, but also in more rural areas, 
to compensate for what we observe in hard 
measures of activity versus stated GDP 
growth.” Chris Meads.

Our belief is that China GDP growth is in fact growing 
at a much more modest 4-6% range18. Moreover that 
figure is likely to moderate further to 2-4% over the longer 
term. “This is what mature economies with a focus on 
service-led growth typically achieve over the long run, 
and it is hard to see why China should be any different,” 
commented Meads. Even that comparatively modest 
level of growth will require continuing productivity growth 
in high single digits to counteract the inevitable effects of 
population shrinkage that will gradually take hold in China 
over the next few decades19.

And clearly not all China’s woes are purely economic. Air 
and water pollution across China’s major cities are having a 
marked impact on lives and livelihoods of Chinese citizens. 
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Environmental problems also create a heavy economic 
toll on the overall economy – the cost of pollution and 
resource degradation is currently estimated to be 9% of 
Chinese GDP20. In response, China is shutting its coal-
fired power plants and has reduced coal imports in a bid 
to improve air standards, with adverse effects for nearby 
commodity exporters like Australia and Indonesia21.

The quest to clean-up China physically also extends to 
the political realm. The Chinese government is making a 
determined effort to root out corruption at all levels and 
across all regions. The purge has resulted in a number of 
arrests and convictions across a broad spectrum of both 
low and very high-ranking Communist Party officials, 
including perhaps most notably the imprisonment of the 
country’s former security chief, Zhou Yongkang. More 
recently, there are signs that the purge is extending 
beyond Communist party official ranks with a number 
of high-profile Chinese business and financial notables 
targeted for “questioning”.
 
The clampdown on corruption has also resulted in a 
slump in local authority land sales22, which have been 
a principal source of local government funding and 
were notoriously susceptible to the influence of bribery 
and close connections. Combined with a move to bring 
the issuance of new Chinese provincial bonds under 
more centralized political control, and the effect has 
been a dramatic slowdown in the pace of public sector 
investment. While the pace of regional reform may 
slow as a result, the central government is seemingly 
committed to persevering with its current anti-corruption 
drive. 

China still has the ability to surprise. While the economy 
appears consigned to a lower growth trajectory, President 
Xi Jinping appears to have gathered very significant 
personal political power in a remarkably short period 
of time, making him arguably one of the most important 

Chinese political leaders in recent history; alongside 
Deng and Mao. The question remains as to what purpose 
he will devote this newfound political capital? Already 
we see evidence of a more confrontational approach 
to border disagreements with Asian neighbours and a 
greater willingness to confront America’s influence in 
Asian affairs. The emergence of China as an economic 
powerhouse is now apparently matched by its ambition 
to compete with existing world powers politically, 
strategically, and, potentially, in the military arena.

Outside of its domestic market, the impact of China’s 
slowdown has been most acutely felt in commodity 
exporting emerging markets, chief among them being 
Brazil. The Brazilian economy is expected to have shrunk 
by 3% in 2015, following a 4.5% year-on-year decline in 
the third quarter, the greatest fall since records began 
in 199623. Furthermore, the country’s debt continues to 
spiral upwards and interest payments now make up over 
21% of government revenues. Meanwhile, Brazil’s own 
anti-corruption drive has created greater uncertainty 
about local business conditions as attention has spread 
from oil giant Petrobras to investment bank BTG Pactual. 
Prospects look weak without a rigorous program of 
austerity and reforms that President Dilma Rousseff 
currently appears unable to deliver.

Geopolitics distract Europe from necessary 
financial reform

Throughout the course of 2015, Europe has had to 
contend with issues that have put pure economic 
concerns on the back burner. Protecting the continent’s 
citizens is at the forefront of politicians’ minds following 
the terror attacks in Paris in November. Those concerns 
are putting pressure on some of Europe’s core political 
principles, not least of all the free movement of individuals 
and the viability of Europe’s Schengen Area – the border-
free zone comprising 26 European countries.

20 Source: The East is grey, The Economist, August 10, 2013, citing World Bank data.  
21 Source: Beijing promises coal-free power by 2017 to fight pollution, Kathy Chen and David Stanway, Reuters, May 22, 2015.
22 Source: China Stimulus Is Tough to Take Off in Land of Challenges, Bloomberg News, August 18, 2105. Local government revenue from land sales fell by 
RMB954 billion in the first seven months of the year, compared with a year earlier.
23 Source: Instituto Brasileiro de Geografia e Estatistica, News Release, GDP falls -1.7% from second quarter of 2015 in Q3 2015, December 1, 2015. The 
statistics show a 4.5% fall in GDP from the third quarter of 2015.  
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The mass migration from Syria is clearly a humanitarian 
crisis. It is also potentially a source of political anxiety 
for Europe, and one that has broader economic impact 
across the region.  The slow and uncoordinated response 
to the refugee crisis illustrates how Europe’s policymakers 
struggle to make decisions in real time. It also detracts 
from the work still needed to repair Europe’s economy. 

While no longer at imminent risk of a sundering of its 
common currency, Europe is far from fully recovered. The 
European Central Bank’s €1.1 trillion quantitative easing 
program has not provided the boost needed to increase 
inflation. In fact, it may not have even helped stave off the 
threat of deflation. ECB president Mario Draghi extended 
the central bank’s bond buying program in December until 
at least March 2017, and cut the key deposit rate deeper 
into negative territory. In contrast to the welcome accorded 
by global financial markets to the Fed’s interest rate rise, 
many European market commentators were disappointed 
about the small increase in the ECB’s stimulus program, 
given its lack of success so far24.  

The lack of reform in Europe’s banks is another key 
concern. The fact that the ECB failed 25 out of 130 large 
European banks tested for asset quality in late 2014 is 
clearly a worry. However, the fact that an economy as 
large as Italy, in which nine banks failed stress tests, is 
still considering whether to implement a bad bank for toxic 
assets – estimated by the IMF to run to €350 billion – 
seven years after the collapse of Lehman Brothers is a 
symptom of profound political paralysis25.

“We are cautious on Europe. There is always 
the opportunity to pick out the odd good 
investment here and there, but do I think 
the European economy will recover strongly 
and roar away? No, the political and social 
challenges in Europe are enormous.”Chris Meads.

There are bright spots, most notably in Spain, which 
has demonstrated resolve in tackling its high public debt 
through tough austerity and fiscal measures, as well as 
the introduction of significant labor market reforms. The 
economy is predicted to expand by 3.1% in 2015. Spain’s 
stubbornly high unemployment is also forecast to have 
fallen to 22% from 26%, with wages also registering 
growth26. However, there is still potential for the economic 
recovery to be undone by political uncertainty following 
the latest Spanish elections. 

Inflating private equity asset prices demand 
caution

High asset prices remain the principal issue for private 
equity firms globally. Part of the problem is of general 
partners own making as those firms that have raised 
substantial funds compete fiercely for companies in auction 
processes. Debt markets are favorable, often with loose 
covenants being offered on loans that are reminiscent 
of the period before the Global Financial Crisis. Another 
issue is the renewed appetite of strategic buyers, not to 
mention public markets, both prepared to pay a premium 
for good companies. Both factors compound an already 
heated equities market in which the prospect for strong 
future returns is diminishing. Cyclically adjusted price 
earnings (CAPE) analysis (see graph on page 9) places 
U.S. share prices in the top decile for company valuations, 
suggesting that real equity returns over the next ten years 
are on average likely to be close to zero.

Smaller companies that are not yet on the radar of 
corporates, or not yet suited to public markets, can 
benefit from lower valuations, as demonstrated by the 
wide disparity in multiples between healthcare companies 
valued at more than $500m vs. less than $500m (see 
below for further detail). While the benign fundraising 
environment is fuelling competition, good general 
partners should continue to be able to find attractively 

24 Source: ECB pledges to extend easing to March 2017 “or beyond”, Claire Jones, Elaine Moore, Robin Wigglesworth, Financial Times, December 3, 2015.
25 Source: Italy in Final Talks with EU on Bad Bank Plan, Padoan Says, by Sonia Sirletti and Flavia Rotondi, Bloomberg, September 6, 2015. 
26 Source: European Commission, Spain; Growth to ease but job creation remains robust, Autumn 2015 Forecasts.
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priced opportunities – both in the U.S. and Europe, as 
well as selectively in certain emerging markets – that can 
benefit from hands-on management.

That said, a high-price environment is generally a clear 
invitation to sell mature assets. Many of our general 
partners have taken advantage of attractive valuations to 
sell assets, making 2015 a strong year for distributions.  
On top of this organic liquidity provided by underlying fund 
managers, Pantheon has taken advantage of strong pricing 
in the secondary markets to generate liquidity for our 
clients as part of our focus on active portfolio management. 
The volumes are considerable – this year we have either 
closed or agreed sales across five portfolios covering over 
100 discreet fund positions and approximately $1 billion 
of NAV at the relevant reference dates. These sales 
have allowed us to accelerate the liquidation of some of 
our earliest funds-of-funds programs, as well as to lock-in 
our clients’ returns and reduce their exposure to mature 
private equity investments where additional value creation 
potential is limited.

Despite high asset prices, there are investment strategies 
that we believe are capable of delivering superior returns 
for private equity in the years to come. These are not sector 
selections per se, but rather investment themes that benefit 
from attractive underlying trends regionally or globally.

Targeting healthcare outcomes and efficiency 
through the application of technology

We first highlighted healthcare as a target sector at our 
Annual Investor Meeting in Washington in 2010 and the 
simple demographic drivers that we highlighted back 
then are still as relevant today, with total healthcare 
spending expected to grow by 5% a year in the five years 
to 2018 to $9.3 trillion27, outstripping expected global 
GDP growth. However, a more nuanced approach is 
needed to unearth underlying trends and opportunities 
in order to maintain strong investment performance from 
healthcare investments in light of higher prices across 
the sector generally, and our strategy has had to evolve 
accordingly.

Closer examination of the sector reveals that there are 
overarching themes within healthcare that we believe 
will present great opportunities for agile and focused 
private equity firms. The confluence of healthcare and 
technology is one such trend. The majority of global 
healthcare systems remain paper-based, but are slowly 
embracing digitization. Other catalysts for change include 
the rise of big data and analytics. A further important 
theme is the currently stretched and often-unsustainable 
state of many countries’ healthcare systems. For more 
information, please read our recent healthcare Infocus28.

27 Source: World industry outlook: healthcare and pharmaceuticals, The Economist Intelligence Unit, May 2014.
28 Source: Pantheon Infocus: Healthcare in the digital age, November 2015.
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While asset prices have soared for larger healthcare 
businesses that can appeal to strategic buyers, we believe 
a focus on smaller businesses and corporate carve-outs 
may deliver outperformance for private equity in this 
sector. In addition, some venture capital start-ups will be 
able to apply disruptive technology to healthcare to great 
effect. When scaled up, we expect those businesses to 
appeal to acquisitive corporates at higher valuations, or to 
benefit from demand from larger private equity firms and 
open public markets.

of big data – something we have already highlighted in 
the field of healthcare. The rapidly evolving application 
of sophisticated data analytics to large, and in some 
cases immense datasets, is a long way from becoming 
a mature industry. For example, only 2% of companies 
in the U.S. had invested in a big data project by the 
end of 2013, while only 12% had deployed cloud-based 
computing solutions29. Cybersecurity is also an issue 
that requires more attention as issues over data security 
and protection of sensitive customer information become 
more prevalent.

We believe that there are opportunities for nimble IT 
businesses, backed by private equity investors, to 
challenge the market leaders and carve new niches by 
targeting their offerings at underserved consumers. 
Those IT firms that are able to adapt a software-as-a-
service (SaaS) business model and help their clients 
transition to a cloud-based system will be able to help 
their clients achieve far greater customer reach and lower 
infrastructure costs. 

Technology investments are an area that requires 
substantial expertise both to identify the best trends and 
opportunities, and to execute the right growth strategies. 
There are a growing number of fund managers focused on 
mature technology investments and catering for specific 
customer requirements. As a result, we believe technology 
is a theme that can deliver outperformance right across 
the private equity spectrum from venture capital through 
to growth and traditional buyouts. For more information, 
please read our recent technology Infocus29.

Energy and infrastructure lead in the 
opportunity for real assets expansion

Energy remains a very strong investment theme for 
Pantheon, though the focus continues to evolve to new 
opportunities in light of low commodity prices.

29 Pantheon Infocus: Technology – Opportunities from a buyout perspective, September 2015.
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Figure 4. Healthcare sector valuations

IT megatrends create opportunities in 
software, services and big data

Large consumer-focused tech start-ups that have 
achieved multi-billion dollar valuations may have grabbed 
headlines, but they form only a small part of the technology 
investment opportunity. Less risky and more sustainable 
potential returns are available to private equity and growth 
capital investors through investments in fast-growing 
and already profitable enterprises that are changing the 
methods that other companies conduct their businesses 
through the application of innovative IT solutions.

One particular area that we believe has significant 
potential and spans the traditional IT sector definitions of 
software, services, and hardware, is the capture and use 



11

The price of Brent Crude has nearly halved during 2015 
and is testing new lows below $40 a barrel30. Similarly, 
the price of WTI, the principle U.S. benchmark, has 
declined precipitously. The slide is due to a deliberate 
move by OPEC countries – led mainly by Saudi Arabia – 
to keep flooding the market with oil in an attempt to retain 
market share and stifle non-OPEC competition – the 
U.S. representing the most notable component of supply 
growth experienced over the last five years. Further 
pricing pressure is anticipated as a result of continuing 
efficiencies in shale oil extraction technologies, OPEC’s 
ongoing competitive position, and demand-side 
weakness (e.g., China). Regardless, exploration and 
development of new production capacity is likely to slow 
dramatically in the face of continuing low oil prices, which 
will ultimately help to balance the supply and demand 
equation.

Meanwhile, heavy debt burdens, particularly among 
publicly-listed energy and commodity-focused companies 
that financed their operations heavily though the high-yield 
market, are pushing larger numbers of these businesses 
into distress.

While some investors have suffered losses buying energy 
junk bonds as the oil price has continued to fall, we 
believe the current situation presents a great opportunity 
for patient, long-term equity owners of commodity and 
energy-focused businesses to acquire blue-chip assets 
at attractive prices. Executing such a contrarian strategy 
requires highly experienced energy and commodity 
investors to deliberately select the best assets caught in 
the broader market sell-off, and then have the courage, 
financing ability and patience to pull off what we believe 
could ultimately be a profitable value-oriented trade. 
Furthermore, value creation-oriented investors focused 
on growth stage, exploration and production-heavy 
properties can continue to capitalize on this market 
characterized by declines in exploration costs.

More broadly, both energy and commodity investments 
need to prosper over the entire valuation cycle, and still 
be capable of delivering returns in troughs as well as 
peaks. Judicious use of debt to support conservatively-
underwritten expansion projects that allow the exploitation 
of high-quality energy and commodity resources at low 
operating costs is the key to success in this sector – not 

30 Source: Nasdaq Commodities Market, Crude Oil Brent. Price for Brent was $36.89 a barrel on January 4, 2016.

Figure 5. Oil price decline

Source: U.S. Energy Information Administration, as of January 11, 2016.

$0

$20

$40

$60

$80

$100

$120

$140

$160

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

(D
ol

lar
s p

er
 B

ar
re

l)

WTI Spot Price Brent Spot Price 



Outlook for 2016  |  January 2016

12

embarking on a debt-fuelled M&A frenzy near the peak 
of the commodity cycle. Additionally, high-quality, low-
cost assets continue to underpin best-of-breed energy 
businesses. Finally, investors in the energy sector need 
to pay particular attention to the growing influence of an 
increasingly diverse range of activists advocating investors 
withdraw their financial support from owners of proven but 
as-yet-undeveloped gas, oil and coal resources.

Despite challenges created by commodity price volatility, 
we are reminded that the oil and gas sector is predictably 
unpredictable, and historically characterized by boom 
and bust cycles. Furthermore, structural changes to 
the market, created by the tremendous growth of U.S. 
supply, provides for ongoing opportunities for investment 
including exploration & production and midstream 
development. Private equity continues to play a key role 
in financing this sector. 

With financial market volatility and the prospect of low 
future investment returns representing the prevailing 
medium-term outlook for most mature asset classes, 
investor demand for real assets has continued to grow31. 
Core to real assets private investment, outside energy, 
is infrastructure. Demand is growing for infrastructure 
investments because – aside from just plain strong 
investment returns – the long duration and relatively high 
yield of these assets, combined with a partial inflation 
hedge, provides a compelling proposition in a world 
of economic uncertainty, volatility and generally high 
valuations. 

As an ever wider group of financial investors have started 
to recognize the attractive features of infrastructure 

investing, inevitably prices for infrastructure assets have 
risen, particularly for those trophy assets of significant 
scale that provide the best prospects for long-term 
yield (at least on paper). However, we believe that 
there are still opportunities for nimble and experienced 
managers to make solid investment returns in this field 
without overpaying for the privilege. We anticipate more 
opportunities in infrastructure secondaries and co-
investments as more institutions enter and build their 
presence in the sector.

The burgeoning “asset-backed” strategy potentially 
provides another compelling real assets opportunity, 
although it is early in its development as an area for 
investment. This type of strategy pursues the acquisition of 
capital-intensive assets and subsequently capitalizes on 
the assets by leasing, renting, or providing commensurate 
services to end-users. The most developed component 
of the strategy is related to tanker/cargo ships, while 
we have also seen aircraft-oriented strategies as well. 
Asset-backed strategies continue to play on the broader 
deleveraging theme we have highlighted over the past 
several years on a more microeconomic level.

Timber and agriculture are less developed alternatives 
within real assets, but again growing in maturity. The shift 
from more traditional state, public, or family ownership 
models to more interventionist, aligned and efficient 
models, including those modelled along the lines of 
private equity, is driving development. We see increasing 
numbers of funds targeted at these opportunities, and 
are witnessing the emergence of potential secondary 
and co-investment transactions within these market 
segments as well.

31 Pantheon defines real assets as tangible assets that have value due to substance or properties. Investments in real assets derive value from a contractual 
claim on an underlying asset, which may be real or intangible. Primary real assets sectors include energy, infrastructure, metals and mining, timber, 
agriculture, and the burgeoning “asset-backed” sector (e.g., aircraft and cargo ship ownership models). While real estate also satisfies the definition, we 
consider this area to be a distinct and mature asset class well-served in its own right.
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Conclusion32

The continuation of comparatively low global economic growth, combined with asset price bubbles and volatility in 
major financial asset classes is in many ways the new normal. Central banks and policymakers will have to wrestle 
with ways of stimulating economic growth, while contending with still significant public debts for many years to 
come. Furthermore, policymakers are no longer able to rely on Chinese growth to bail them out. More quantitative 
easing from the ECB will only add more fuel to European asset prices, albeit likely at the cost of a lower Euro. 
The liquidity may achieve little in terms of long-term economic growth without more decisive efforts to implement 
genuine bank restructuring and comprehensive deposit protection across the entire Eurozone, while at the same 
time implementing broad-based labour and competition policy reforms. 

We remain pessimistic on the prospects of these events coming to pass without a radical and positive change in the 
economic and political landscape of Europe. In contrast, countries that have taken strong and early action to enact 
tough economic reforms – and have stuck with them – have shown that it is possible for developed economies 
to return to a path of sustained economic growth, even if the implementation of such policies has not been as 
complete as purists would like. For us, the U.S. is the poster child of getting the most important things done quickly.

Low global economic growth and volatility should lower the return expectations of passive equity investors over 
the medium term. However, those investors that continue to generate alpha – that uncorrelated financial reward 
derived from improving performance in assets and businesses owned by knowledgeable, activist and well-aligned 
managers – will, in our opinion, continue to thrive. 

We see secular trends in healthcare and technology driving potential for outperformance in those industries. 
We also believe that careful and disciplined investment in energy and commodity-based investments will yield 
substantial returns for patient long run investors unburdened by debt. Careful selection of investments and fund 
managers will be all the more important as capital continues to move into private equity, infrastructure and real 
assets over the coming year.

As we enter 2016, following the move by the U.S. Fed to lift interest rates for the first time in almost a decade, we 
expect that the coming year will still be relatively more attractive for exits and realizations than for new investments 
spread broadly across the board. To quote Ned Stark, “Winter is coming”. Best we are well prepared.

32 We attempt to write this review in real time, taking account of the latest global economic and market events. However, recent global market volatility 
suggests that the adjustment we anticipated following eventual recognition of slower growth in China may already be underway.
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