
PRIVATE & CONFIDENTIAL

Outlook for 2019

January 2019

Chris Meads
Partner, Head of Investment



This year marks the 10-year anniversary of the Global 
Financial Crisis (“GFC”). While the actions of the world’s 
major Central Banks in the immediate aftermath of 
the crisis averted economic catastrophe, the true costs 
arising from that event have yet to be calculated. The 
long-run effects of global financial imbalances that 
have arisen from Central Bank efforts to stem financial 
uncertainty as well as the emergence of populist 
political sentiment, perhaps best illustrated by the 
election of President Donald Trump in the U.S. and the 
Brexit vote in the UK, have still to be reckoned with.

The themes of our 2019 Outlook focus on these long-
term consequences and how investors in long-term, 
illiquid asset classes should approach them. Given the 
looming Brexit deadline in March and, at the  

time of writing, the highly changeable process that 
will govern the departure of the UK from the EU, we 
focus the bulk of this Outlook on the main scenarios 
for Brexit. We will also cover the growing trade 
disharmony between the U.S. and China. Here the 
implications could be truly global, especially in relation 
to the technology sector, one of the main beneficiaries 
of the bull run in global equity valuations over the 
latter part of the current financial cycle.  Technology 
also forms a big part of the investment focus for 
private equity investors, and particularly those actively 
investing in venture capital.

Introduction

Highlights

1.   Brexit represents a very significant  
near-term challenge

2. ‘No-deal Brexit’ the next best solution  
after ‘No Brexit’ 

3. Increased U.S.-China trade tensions have the 
potential to explode with truly global implications

4. Potential for investors to take advantage of  
market dislocation
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In 2018, the global economy outperformed market 
expectations. Growth was strong and more globally 
synchronized, while inflation remained largely 
quiescent on the back of subdued wage growth. 
As economic recovery continued, unemployment 
declined significantly to post-GFC lows. Several 
economies have now moved close to or are already at 
full capacity. The challenge in sustaining this buoyant 
economic outlook is greater than it was last year. 

It is unusual to have such strong, coordinated 
economic growth so late in the cycle when capacity 
constraints are becoming increasingly evident. The 
recovery since the GFC has been unbalanced with 
excessive reliance on monetary policy. Fiscal stimulus 
has come too late in the U.S. Public debt has risen to 
new peacetime highs in both advanced and emerging 
market economies at a time when global economic 
growth is near a cyclical peak.

We believe policy makers in developed markets should 
be avoiding pro-cyclical fiscal expansion and instead 
use the opportunity of robust economic growth to 
shore up public finances and preserve firepower for 
the inevitable future economic cycle reversal. There 
is a need for greater focus on ensuring broader 
macro-financial stability. Banking systems are better 
capitalized and better able to withstand a range of 
shocks than they were prior to the GFC, but monetary 
policy normalization needs to continue to the greatest 
extent possible in order to provide sufficient runway 
for easing in the event of a future economic growth 
slowdown. Policy makers need to provide a more 
conducive foundation for sustainable productivity-led 
growth. There is an urgent need for more flexibility in 
product and labor markets, reducing the deadweight 
losses imposed by growing market concentration, 
particularly in the technology sector, and safeguarding 
the multilateral trading regime.

Global financial conditions remained stable over 
2018, even as monetary policy moved towards 
normalization. While U.S. Treasury yields increased, 
term premia1 remained historically low and equity 
valuations remained rich. Compressed term premia 
in the U.S. were surprising given tightening monetary 
policy and fiscal expansion.

For most of the year, the U.S. dollar depreciated, 
buoying emerging financial markets – both trends 
appear to have since reversed. Most notable have 
been the stresses in certain exposed emerging 
markets, particularly Argentina and Turkey, and to 
some extent South Africa.

Financial markets are overstretched with a continuous 
rise in global debt percentages, both private as well as 
public. In countries largely spared the effects of the 
GFC, no significant private sector deleveraging has 
occurred, and the signs of financial sector imbalance 
in the form of growing private indebtedness and rising 
property prices are becoming impossible to ignore. In 
some emerging markets, increased foreign currency 
borrowing has increased the uncertainty of these 
markets to an eventual financial market correction.

Heavy issuance of government debt in the U.S. as a 
consequence of a relaxation of fiscal policy could lead 
to stronger monetary policy tightening and a  
stronger U.S. dollar, exacerbating certain vulnerable 
emerging markets.

Complacency, low volatility (at least until quite 
recently) and excessive leverage set the stage for the 
next bout of financial volatility – the only real question 
is the extent of the likely decline in valuations from 
current lofty levels.

1 Term premia is the excess yield that investors require to commit 
to holding a long-term bond instead of a series of shorter-term 
bonds.

Economic  
Backdrop

Inflation &  
Interest Rates
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On 29 March 2019, the United Kingdom is expected to 
leave the European Union. At the time of writing, there 
are grave uncertainties as to how the transition of the 
UK under Article 50 will actually occur or, even if it will 
occur at all. Any number of different scenarios for the 
transition are possible. We highlight below the impact 
of three different possible scenarios for Brexit with 
approximate probabilities of each scenario.

Scenario 1. No Brexit -  
least likely alternative? 
If the UK was to cancel the Brexit process, or to 
reverse it while still in the transition period following 
March 2019, in our view this would cause the least 
amount of immediate economic disruption. The 
significant weakening of Sterling since the referendum 
(leading to higher UK inflation and lower British 
living standards) and the contingency planning and 
investment undertaken by British firms in EU27 
countries in preparation for Brexit could not be 
reversed without cost. However, from the perspective 
of where we sit today in January 2019, most of these 
direct economic effects have already occurred and so 
from this point forward, we believe that further direct 
economic costs would be minimal.

However, the same could not be said for political 
costs, and it is important to consider the process by 
which Brexit might be reversed in order to assess the 
full costs (i.e. including indirect effects) of this scenario 
as well as the chances of it actually occurring. It is 
speculative on our part, but we believe a reversal 
of the Brexit process through a second referendum 
either before 29 March 2019 or during the interregnum 
period during which Theresa May’s transition plan 
was operating would be the most likely catalyst 

for such an outcome. It is possible that the British 
Parliament could reverse the Brexit process without 
calling a second referendum, but we think that highly 
improbable. We believe that the chances of a second 
referendum actually occurring are low at the time of 
writing, and the chance that a second referendum vote 
would reverse the outcome of the first is probably too 
close to call given the results of the first referendum, 
so the prospect of Brexit actually being reversed is 
even lower still. We feel that such a process would 
be extremely damaging for the ruling Conservative 
Party and would most likely see them lose power at 
some point as the fault lines between Tory Brexiteers 
and Remainers tore the party apart. By creating an 
opening for the British Labour Party to come to power 
in a period where its economic policy manifesto has 
moved significantly towards the radical left, such an 
outcome would potentially cause significant damage 
to the UK economy and the financial standing of UK 
investments.

Most important, a reversal of the Brexit process 
through a second referendum would not put the Brexit 
genie back in its bottle, not least of all because such 
a large proportion of the British voting public really 
do want to leave the EU. This issue would continue 
to fester and prevent Conservative politicians in 
particular from moving on and focusing on more 
important policy issues such as figuring out how to 
boost UK productivity, alleviate income inequality and 
cope with climate change. In summary, we believe a 
reversal of Brexit while a very low probability outcome 
would result in widespread political disruption and 
corresponding adverse consequences for the British 
economy and financial markets.

Brexit
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Scenario 2. No-deal Brexit — 
next best alternative  
Short of acquiring a time machine and somehow 
turning back the clock on the first Brexit referendum, 
the next best solution might be a no-deal Brexit. 
Regular readers of my annual commentaries and 
those who have heard me speak at our Annual 
Investor Meetings or on our podcasts might find it 
surprising that I have not included Theresa May’s 
proposed Brexit transition agreement in second place. 
I shall explain my reasoning on that point shortly. First 
though, let’s summarize the no-deal scenario.

Of the three Brexit scenarios considered in this 
Outlook, I think that the no-deal outcome provides the 
greatest potential for short-term economic disruption. 
Various commentators and forecasters both official 
(e.g. the Bank of England, IMF etc.) as well as unofficial 
(e.g. the Economist, the Financial Times etc.) have 
tried to paint a picture of what a no-deal Brexit might 
look like and the subsequent impact on the British 
and EU economies. While some pro-Brexit pundits 
accuse such commentators of writing another chapter 
in “Project Fear”, at least some parts of what these 
groups describe appear very plausible.  
I have tried to rank the impact of various possible 
outcomes from a no-deal Brexit in order of most likely 
outcomes at the top:

1. Tariffs on goods traded between the UK and 
Europe would immediately rise

2. Transportation and logistical log-jams could lead 
to shortages of some goods in the UK

3. In the run-up to a no-deal Brexit scenario, capital 
flight could lead to a significant weakening of 
the British pound. UK stock and bond markets 
could also experience significant volatility

4. Energy connections (i.e. gas and electricity) and 
airline services could possibly be disrupted

5. Re-imposing a hard border with Northern Ireland

Please click the link to read further on these 
possible outcomes:

Not every risk has been covered in this discussion and 
the potential for unforeseen outcomes and volatility 
is greatest in the run-up to and immediate aftermath 
of a no-deal Brexit. The common theme that emerges 
however, is that economic disruption is likely to be 
most acute in the short-term and in most cases can be 
alleviated over time. The UK economy will not implode 
under a no-deal Brexit, not least of all because policy 
makers will not let such an outcome occur.

We should now consider the upside potential of such a 
no-deal outcome. In summary: 

 �It frees the UK to immediately strike out on its own 
in forging new trading relationships with non-EU 
countries immediately post-Brexit

 �It also gives the UK greater flexibility to change the 
regulatory environment facing British businesses, 
though a close alignment with EU regulations is 
likely to persist for practical reasons owing to the 
desire to facilitate the negotiation of a new trade 
agreement between the UK and the EU after Brexit

 �It satisfies the desire of a significant proportion (if 
not an outright majority) of the British public to 
exercise greater control over immigration into  
the UK

Click here to read more

Brexit (cont'd)
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 �It enhances the negotiating power of the UK in 
negotiating trading arrangements with the EU 
following Brexit. Issues concerning the “divorce 
settlement bill”, rights of citizens living in each 
other’s jurisdiction, regulatory alignment and so on 
are all back on the table as part of the prize for a 
future trade deal rather than being held hostage 
to a fixed timetable imposed by the Brexit deadline 
and the need to introduce a transitional agreement. 
Before the Brexit deadline, all the cards in the Brexit 
negotiations have been held by the EU. After Brexit, 
it’s a more even contest

 �Finally, a no-deal Brexit delivers at least some of the 
promises made by proponents of Brexit allowing 
both sides of the political debate in the UK to move 
forward in other policy areas with the issue of the 
UK’s future relationship with the EU finally settled.

Scenario 3. UK-EU Transitional 
Arrangements - the worst of all worlds  
In our view, the agreement dubbed the UK-EU 
Transitional Arrangements meets this test. In the two 
other Brexit scenarios discussed to date, implicit in 
them but most especially in discussion regarding the 
no-deal scenario, has been a comparison with the 
Transitional Arrangements, already ratified by all EU27 
members and, at the time of writing, awaiting a vote 
in the British parliament. Amongst the many mistakes 
and miscalculations in the whole Brexit fiasco, one 
can only wonder how different it might have been had 
Theresa May i) not formally triggered Article 50 before 
getting some fundamental aspects of the transitional 
arrangements agreed thereby ceding any modicum 
of negotiating power the British government had in 

those discussions to the EU; and ii) not called a snap 
election, thus fatally weakening her parliamentary 
majority and forcing her to rely on the support of the 
Ulster Democratic Unionist Party to remain in power 
thus hampering her ability to make tough political 
decisions regarding Northern Ireland in negotiations 
with the EU regarding Brexit. While one can speculate 
on any number of different agreements regarding 
the transition of the UK from the EU, the fact is there 
is only one option on the table, and it is less than 
satisfactory, to put it mildly.

Stepping back for a minute, was it a good thing to try 
and introduce such a transitional agreement in the first 
place? Actually, I do think it was the right thing to do. 
It would seem preferable for UK negotiators to be able 
to deal with the final trade treaty provisions without 
having to worry about the artificial deadline imposed 
by the act of triggering Article 50. The UK needed to 
trigger Article 50 in order to get the EU to engage on 
the final trade treaty provisions, but the transitional 
arrangements should have been negotiated and 
finalized before triggering Article 50. By doing it the 
wrong way around, British negotiators were forced to 
concede on a significant number of issues to their EU 
counterparts just to get the transitional arrangements 
in place, let alone what else they will now need to 
concede on before the final trade deal can be settled.

Among the bad outcomes of the Transitional 
Arrangements are that the UK has agreed the 
terms of the divorce (in terms of the disclosed £39 
billion in payments to be made to the EU following 
Brexit) before agreeing the terms of the trade deal. 
Furthermore, the UK is prevented from negotiating 

Brexit (cont'd)
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At the time of writing, we still do not know which 
Brexit scenario will occur. In either of the two current 
main scenarios, i.e. no-deal or exit under Theresa 
May’s transitional arrangements, we will likely see 
weakness in the British pound and volatility in UK 
stock and bond markets. While there is significant risk 
and uncertainty in a no deal outcome, we think that 
on balance it provides more upside potential for the 
British economy in the long run than exit under the 
proposed Transitional Arrangements. In the latter, the 
lack of negotiating strength for the UK in negotiation 
of the final trade treaty with the EU will, we believe, 
prove more detrimental in the long run than the short 
sharp shock of a no-deal Brexit. While the transitional 
arrangements will, if enacted, produce less short-term 
volatility than a “no-deal” outcome, they also provide 
fewer buying opportunities than no-deal Brexit and 
lower long-term growth prospects for the  
British economy. 

If Brexit occurs under the transitional arrangements, 
we would need to see the final terms of the UK’s 
withdrawal from the EU customs union before making 
an exact determination, but it would be more likely 
that we would reduce our long-term target exposure 
to the UK economy under this scenario than under a 
no-deal Brexit. In neither case do we expect the UK 
economy to implode. Therefore, any adjustment in our 
recommended target exposure to the UK economy 
would be modest in either scenario.

new trade deals with other countries even after March 
2019 because it remains a full member of the EU 
Customs Union and yet it has no say in the negotiation 
of new trade deals by the EU until the transitional 
arrangements expire. The UK will not be able to 
impose any sovereign control over immigration policy 
while the transitional arrangements are in place. The 
UK continues to pay its share of the EU budget, etc. 
The EU has made very clear from the outset that 
Brexit is a British problem and that the EU will look 
after the interests of the EU27 countries that remain 
after the UK’s departure – that is perfectly reasonable. 
What makes the transitional arrangements so 
egregious from the British perspective though are that 
they cede any degree of influence in any negotiation 
on the final withdrawal of the UK from the EU almost 
entirely to the EU, through the mechanism of the 
backstop provisions regarding Northern Ireland. The 
backstop provisions effectively give the EU a veto over 
the withdrawal of the UK from the customs union.

Despite all the risks of a “no-deal” Brexit at least it 
has some potential for upside in the form of quicker 
negotiation of new trade deals, more balanced 
negotiating power between the UK and EU sides on 
the final post-Brexit trade deal, reassertion of full 
British sovereignty over immigration policy, removal of 
the power of European Courts of Justice to influence 
British law, etc. Given the inadequacies of the 
transitional arrangements, it may be better for the UK 
to leave the EU with no deal in place. It seems Theresa 
May forgot her own advice that “no deal is better than 
a bad deal”.

Brexit 
(cont'd)

Implications of Brexit for 
Private Equity

Given the inadequacies of the 
transitional arrangements, it may  
be better for the UK to leave the  

EU with no deal in place 
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Implications of Brexit for 
Private Equity 
(cont'd)

The experience of British policy makers (chief among 
them being the Bank of England) since the Global 
Financial Crisis in dealing with economic shocks at 
least as great as that likely to occur under Brexit means 
they have sufficient firepower and the knowledge to 
counteract the worst economic impact of a no-deal 
Brexit. These policy makers would no doubt prefer 
Brexit to occur under the transitional arrangements, 
because it would make their immediate task in dealing 
with Brexit easier, but from the stand point of a  
long-term investor in the UK economy, the better 
outcome would be offered by a weaker currency, 

lower asset prices and enhanced long-term economic 
prospects that would likely arise from a no-deal 
outcome. Opportunistic investors with a long-run 
horizon and the stomach to capitalize on volatile 
markets should favor a no-deal outcome.

Pantheon’s Approach  
to Brexit 
From a private equity perspective, the UK continues 
to be a relatively attractive jurisdiction to invest on a 
long-term basis. In particular, the UK benefits from 
high rates of new business incorporation and an 
entrepreneurial culture providing a rich source of deal 
flow. Pantheon, like its managers, is taking a careful 
approach to deployment in the UK but has maintained 
a weighting in line with the UK’s overall share of 
European private equity activity. The UK private equity 

sector is limited in its exposure to the sectors most 
directly impacted by Brexit and it is reported that 
business leaders, in private at least, fear the collapse of 
the current government and the election of the Labour 
opposition under Jeremy Corbyn as the bigger threat. 
Nationalization, higher taxes and a less business-
friendly environment would certainly cause investors 
to reassess the attractiveness of the UK market. In the 
meantime we continue to invest cautiously.

Opportunistic investors with a  
long-run horizon and the stomach  

to capitalize on volatile markets  
should favor a no-deal outcome
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Whereas Brexit is mainly a regional problem, with 
a concentration of economic challenges largely 
confined to the British and Irish economies, and to a 
lesser degree other EU markets, increased U.S.-China 
trade tensions have the potential to explode with truly 
global implications. This is why, we believe, global 
financial markets are experiencing significant volatility 
in the face of each new twist and turn in the growing 
trade dispute between the U.S. and China, which has 
developed over the past year largely at U.S. President 
Donald Trump’s instigation.

The so-called truce agreed between President Trump 
and President Xi during a dinner held at the end of the 
G20 summit in Buenos Aires in December is welcome 
as it provides the opportunity for further talks between 
the two sides and hopefully will allow some room for 
de-escalation. Less welcome has been the December 
news of the arrest of Meng Wanzhou, chief financial 
officer of Huawei, the Chinese telecoms group, during 
a layover in Canada following an extradition request 
by U.S. authorities for an alleged breach of Iranian 
sanctions. While the arrest of a top Huawei official 
amid the simmering U.S.-China trade conflict appears 
to be a most unfortunate coincidence of timing, the 
obvious parallels that can be drawn between Huawei 
and the broader argument the U.S. has with China in 
terms of strategic rivalry in the technology sector are 
hard to ignore. 

The offer by the Chinese side as part of the truce to 
buy a “very substantial” amount of agricultural energy 
and industrial goods from the U.S., revealed by the U.S. 
side as equivalent to US$1.2 trillion of U.S. products, 
is relatively costless for China. In recent months the 
Chinese have largely stopped buying U.S. soybeans, 
crude oil and sorghum, so restarting those purchases 
is an easy way to satisfy the spirit of the truce without 
actually significantly changing much of genuine 
economic substance.

The other area where the Chinese side has indicated 
a willingness to engage in discussions with the 
U.S. encompass the much more important issues 

surrounding how the Chinese government intends 
to manage its country’s relationship with Western 
businesses operating in their market, especially those 
operating in key industries that Chinese policy makers 
want to develop a leading market position. China’s 
prior history of forcing technology transfers by U.S. 
companies operating in China to their Chinese JV 
counterparts, of failing to enforce intellectual property 
protection rights, actively encouraging or turning 
a blind eye to extensive cyber-penetration of both 
public and private computer networks in the West and 
restricting market access, often through extensive and 
deliberate use of non-tariff barriers against Western 
businesses, all feature in U.S. grievances with China. 
Importantly, this is not just a U.S. problem; other 
developed countries share these same concerns, but it 
is the U.S., particularly since President Trump came to 
office, that is most ready to express them publicly.

China’s strategic aspirations to leapfrog its technology 
base were first made public in the ‘Made in China 
2025’ strategic plan announced by Premier Li Keqiang 
in 2015 and formerly adopted by the Chinese State 
Council later that same year. The plan focused on 
ten key sectors: robotics, IT, aviation and aerospace, 
maritime equipment, railway transport, new energy 
and energy saving vehicles, energy infrastructure, 
agriculture equipment, materials science, bio-pharma 
and medical devices. Nearly all of these industries 
either have direct national security and defense 
applications (e.g. aviation and maritime equipment) or, 
with the possible exception of agricultural equipment, 
are strategically important dual-use technologies. In 
all of these industries, Western businesses are current 
market leaders. The process by which the Chinese 
government intends to promote its own businesses 
and in particular the means by which it will acquire the 
technology to leapfrog Western competitors are of 
chief concern to President Trump and other Western 
leaders. As a statement of strategic intent, the ‘Made 
in China 2025’ plan was hard to miss - indeed some 
commentators have stated their opinion2  that China 
made a strategic error in so publicly declaring its intent 

U.S.-China Trade war
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to confront Western, and most especially American 
strategic dominance of hi-tech industry. Whatever the 
reason for the new public assertiveness in Chinese 
foreign policy, it’s out there now and in President 
Trump, China has encountered an interlocutor eager 
to push back.

Why is the current outbreak of trade tensions 
between the U.S. and China so important? After all, 
in the past the U.S. has confronted other countries’ 
growing influence in trade without precipitating 
such violent swings in financial markets, e.g. U.S.-
Japan trade disputes, the U.S. threatening to 
withdraw from NAFTA, etc. First, the U.S.’s national 
security framework is fundamentally built on its 
hi-tech advantage. China’s stated desire to fight for 
dominance in so many hi-tech industries is a direct 
strategic challenge to U.S. national security. Next, the 
hi-tech sector has been at the heart of driving higher 
equity valuations in U.S. financial markets since the 
end of the GFC. These industries rely on a free and 
open market for ideas, access to foreign consumers 
and businesses and a benign regulatory environment 
to support their core business platforms. Anything 
that disrupts those basic assumptions is likely to cause 
some dissonance in the minds of investors in their 
assessment of future prospects for these businesses, 
not least of all given the lofty valuations enjoyed by 
these businesses at present. Finally, maybe equity 
valuations are just too high in general, and financial 
market participants are looking for an excuse to 
reverse the narrative. No doubt some version of all 
these observations applies.

We hope that this particular dispute between the 
U.S. and China can be contained. President Trump’s 
prior form in such cases offers some hope, e.g. in the 
NAFTA trade dispute with Mexico and Canada, he 
started by making some very provocative statements 
and threats, he then asked for a lot from the 

counterparties in negotiation, and apparently settled 
for much less before moving on quickly3. Nevertheless, 
a U.S.-China trade war has the potential to act as a 
catalyst for a much broader decline in global financial 
markets than has currently occurred.

Balanced against the downside scenario posed by 
the potential for a damaging trade war between the 
U.S. and China is the observation that, at least as far 
as U.S. companies are concerned, they are generally 
enjoying a period of robust earnings growth supported 
by a still-strong U.S. economy. Furthermore, the tax 
changes signed into law by President Trump have 
encouraged the repatriation of profits previously 
held overseas in the past by U.S. corporates to avoid 
taxes, and at least in U.S. public markets, have helped 
finance a share buyback boom. Up to August 2018, 
U.S. share buyback authorizations reached US$754bn, 
comfortably exceeding previous record highs 
recorded since 2000, and were on track to close in 
on US$1tn by year end, representing a 46% increase 
on the prior year  and would lift the total since 2010 
to over US$5tn, bigger than the Fed’s entire US$4tn 
quantitative easing program. Given this wall of money 
supplied by the companies themselves to acquire their 
own shares together with US$3tn of dividends since 
2010, it is perhaps surprising that the U.S. stock market 
is not even higher. The stimulatory effects of the 
easier U.S. fiscal policy will decline going into 2019, and 
while robust U.S. corporate earnings growth and share 
buybacks will likely continue for some time, we believe 
that on balance these trends seem largely priced into 
current stock prices.

U.S.-China Trade war
(Cont'd)

2 For example "China’s Great Leap Backward", James Fallows and 
“The Lessons of Henry Kissinger”, Jeffrey Goldberg, both from The 
Atlantic, December 2016 issue.
3 “Canada joins North America’s revised trade deal”, The 
Economist, October 4, 2018.
4 “US boards to authorize $1tn in stock buybacks in 2018 – 
Goldman”, Financial Times, August 6, 2018.
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Remaining  
nimble
What should long-term investors such as those 
interested in private equity and infrastructure do 
about these issues? First and foremost, they need 
to be aware of and understand why the potential for 
an all-out trade war between the U.S. and China is 
vitally important, and means that it ranks higher than 
the various other disagreements regarding trade 
fomented under President Trump’s leadership. There 
are cross border tech businesses with exposure to 
U.S. and Chinese markets that could end up being in 
the firing line of ground zero in this dispute. While we 
can’t do much about the exposure in our portfolios for 
these types of businesses if they represent immature 

businesses yet to create full value, we intend to 
err on the side of caution by not adding significant 
new exposure in these areas. Finally, as discussed 
in prior annual commentaries, investors need to 
remain nimble and prepared for a substantial market 
correction both in terms of ensuring current portfolios 
of illiquid investments are not bloated with mature, 
past-their-prime investments, avoiding excessive 
business or financial leverage, and being ready to act  
aggressively to secure bargains in the event  
of a substantial correction.

Recent trends in the 
Private Equity Market
Global fundraising for private equity has continued to 
surge in 2018 and seems likely to surpass the previous 
record of $US453bn set in 20175. As with past peaks in 
the fund raising cycle, the current boom has been led 
by large and mega buyout funds. Although coming off 
a much lower base, venture capital and growth equity 
have also recorded strong growth. More modest has 
been growth in fundraising for mid-sized and small 
buyouts, traditionally the focus of Pantheon’s private 
equity  activities. The scale and composition of recent 
private equity fund raising growth are consistent with 

prior episodes of peak market valuations (notably 
around the immediate pre-GFC period of 2007-8). 

Dry powder within the private equity industry 
(approximately US$1.3tn6) is equivalent to nearly three 
years of current record fund raising and approximately 
two years of investment deployment. If the current 
downturn in equity market valuations continues into 
2019, the fact that the industry has so much spare 
firepower is encouraging as it would allow this large 
pool of capital to be deployed in a better valuation 
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environment than existed at the start of 2018, but it 
does indicate that the investment periods for recent 
funds would likely extend longer if a slowdown in deal 
volumes also occurred in line with a decline in  
deal valuations.

Supporting the wave of fund raising has been further 
significant growth in debt issuance, with record 
volumes of private equity-backed loans and high yield 
issuance in both U.S. and Europe (combined nearly 
$US1.3tn in 2017). It is not surprising therefore that 
valuations for U.S. and European buyouts reached 
record highs in 2017 (10.7x and 11.1x respectively), 
reflecting the abundance of both debt and equity 
financing for private equity deals as well as the rich 
valuation of deals in the broader M&A markets. The 
experience of the global PE industry both before, 
during and after the GFC should remind us that that 
private equity valuations are pro-cyclical, and we 
would expect that current high PE valuations could 
only be sustained if the downturn in stock prices 
observed in public equity markets at the end of the 
year proves to be only temporary.

Strong institutional support for private equity 
fundraising of late is likely at least in part a recognition 
of the historical performance premium enjoyed 
by private equity relative to other asset classes, 
most notably public equities. Top quartile private 
equity funds have historically generated returns 
that consistently outperformed public markets. 
Unfortunately for the bulk of capital that has recently 
been raised in what we think is at or close to a peak 
in the current fund-raising cycle, by definition only 
25% of funds raised can be top quartile, and the 
performance of the average private equity fund is 

more mixed (i.e. not always outperforming public 
markets), and the bottom quartile of PE funds have 
generally underperformed. We believe that this 
same historical experience will be repeated when the 
broader public equity market eventually experiences 
a sustained downturn. Such a downturn would, if it 
reflected the experience of prior market corrections, 
likely see a fall in the interim valuations of recently 
invested deals and a slowdown in deal activity as 
price expectations from company vendors took time 
to adjust to lower levels. Also, after an initial fall in 
secondary market deal volumes, we would expect 
to see a gradual rise in secondary deals focused on 
recent vintage funds, both because their underlying 
portfolio companies continued to generate improved 
operating performance improvements in the face of 
declining market valuations, and also because some 
investors in the asset class could be under pressure to 
trim their exposure to the asset class in the face of the 
so-called denominator effect7.

5 Source: Preqin Global Private Equity Report 2018.
6 Source: Preqin Global Private Equity Report 2018.
7 The denominator effect is so called because the actual weighting  

of PE investments in an investor’s portfolio often increases in the 
wake of a broader decline in market valuations because public 
equity market valuations typically fall faster than PE valuations. 
If the denominator effect is strong enough, it can even raise PE’s 
weight in an investor’s portfolio above the upper range for PE 
target weights, thus causing the target-focused investor to trim 
their holdings of PE in the face of a downturn in other asset  
class valuations.

Recent trends in the 
Private Equity Market 
(Cont'd)



2018 has been a good year for global economic 
growth. However, financial markets showed signs 
of weakness as we approached the end of the year. 
In past bouts of market volatility, investors have 
been well rewarded by “buying the dip” and enjoying 
the rising tide of higher valuations that has so far 
always followed a market wobble since the GFC. 
Those halcyon times appear to be under threat as we 
move into 2019. Brexit represents a very significant 
near-term challenge that will dominate British policy 
makers’ thinking as the New Year gets underway. This 
is unfortunate as there are many other issues that 
the British government needs to address. Whilst we 
do not support Brexit, having looked into the detail 
of the Transitional Arrangements governing Britain’s 

departure from the UK, we believe that a ‘No deal” 
Brexit represents a better outcome. If one has to take 
on substantial risk in either scenario for leaving the 
EU, Britain may as well opt for the policy that provides 
the best grounds for long-term gain.

Our analysis of the U.S.-China trade dispute leads 
us to conclude that in this topic we have the 
necessary catalyst for a sustained financial market 
correction. That’s not to say that it is definitely going 
to precipitate a correction, but rather that it has the 
strongest potential to do so. We urge long-term 
investors to adopt a cautious approach to investing 
in this environment, but to be prepared for taking 
advantage of market dislocation that may arise as  
we move into 2019.

Conclusions

Chris 
Meads
Partner, Head of Investment
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First and foremost, tariffs on goods traded 
between the UK and Europe would immediately 
rise (exceptionally high probability, bordering on 
being a near certainty). Under WTO rules that would 
govern UK trading relationships with the EU post 
March 2019 in a no-deal scenario, neither the EU nor 
the UK would have any choice (with the significant 
exception of Northern Ireland that I cover below) but 
to immediately impose tariffs on each other’s goods 
exports given they would otherwise breach their 
“most favored nation” (MFN) undertakings to other 
WTO members. There are two possible out-clauses 
that make this outcome slightly less than a complete 
certainty. Higher tariffs wouldn’t be required if the UK 
and EU agreed a comprehensive trade agreement 
before March 2019. Given such an agreement would 
have to be negotiated and ratified in a matter of 
months without any transitional arrangements, this 
scenario seems fanciful. The second possibility would 
be if the UK and the EU were to unilaterally eliminate 
all tariffs on all imports from every one of their WTO 
trading partners, including each other. While this 
seems highly unlikely for the UK and a complete 
fantasy for the EU, we can’t rule it out completely.

Estimates vary, but a reasonable assumption would 
be that tariffs on EU-UK trade would increase on 
average between 4-5% (depending on the direction 
of trade). There might also be some impact on British 
exports to third countries covered by existing EU 
trade treaties – while the UK would no doubt argue 
that it should continue to benefit from those treaty 
provisions even after it left the EU, it is not clear that 
other trading partners would always agree. As the 
UK has a trade deficit with the rest of the EU, higher 
tariffs might be more problematic for EU exporters in 
the short run, but it need not cause much permanent 

damage in either the UK or EU. In the EU, purchases of 
some goods previously imported from the UK might 
switch to other countries with trade treaties already 
in place with the EU (and therefore lower tariffs). 
Eventually the same would happen in the UK, as new 
trade agreements were negotiated by the UK with 
third countries, and eventually the EU. In summary, 
while the increase in tariffs would be immediate and 
visible especially to British consumers, the scale of 
tariff increases is on average fairly modest, and it 
doesn’t seem likely to provoke significant permanent 
economic damage.

Next, transportation and logistical log-jams 
could lead to shortages of some goods in the UK 
(high probability, declining over time). UK logistical 
linkages with the EU are pervasive and finely tuned. 
Independent research suggests even a modest 
two-minute delay in clearance of lorries from Dover 
and the Channel Tunnel translates to a 47km traffic 
jam. Vacationers might want to avoid the Dover-
Kent highway this Easter. Britain’s large supermarket 
chains hold as little as 1½ days fresh food in their 
supply chain, and say they have no capacity to hold 
more. Britain has low surplus warehousing capacity 
even before considering the requirements of further 
goods being stockpiled in anticipation of a no-deal 
Brexit. Shortages of certain imported fresh fruit and 
vegetables and possibly for some medicines (although 
pre-Brexit stockpiling should alleviate vital medical 
shortages) might cause short-term disruption in the 
UK. Health checks on food, plants and animal products 
could disrupt British trade with Ireland and France and 
would likely affect the UK fishing industry in particular 
given the majority of fish caught in British waters end 
up in EU markets.
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While these problems exist today, between now 
and March 2019 it is almost certain that the British 
government would accelerate contingency planning 
to help mitigate these logistical hurdles if a no-deal 
Brexit seems likely. Eventually, logistical bottlenecks 
would be solved by business reorganization, revised 
customs clearance procedures and greater investment 
in warehousing. This all carries greater cost, which 
will undeniably lead to a permanent reduction in the 
efficiency of UK retail and commercial distribution 
channels. Nevertheless, there is likely to be widespread 
political will both within Europe and the UK to resolve 
logistical bottlenecks in the event of a no-deal Brexit, 
albeit the process won’t happen overnight. In sum, we 
think that logistical challenges, while they create the 
potential for substantial publicity about the ill effects 
of a no-deal Brexit, are unlikely to cause significant 
long-term economic damage.

Britain has a current account deficit equivalent to 
4% of GDP, largely financed by short-term capital 
flows. In the run-up to a no-deal Brexit scenario, 
capital flight could lead to a significant weakening 
of the British pound. UK stock and bond markets 
could also experience significant volatility (high 
probability). Combined with the effect of higher tariffs, 
a weaker currency would likely cause higher inflation 
in the UK. Were it to persist, higher inflation would 
eventually invite a reaction from the Bank of England 
to eventually tighten monetary policy. However, in the 
short run we think that under a no-deal scenario, the 
Bank of England would focus on ensuring the orderly 
functioning of British financial markets and acting 
to stem market volatility. Therefore, they are more 
likely to have a bias to looser monetary policy in the 
short run and their actions to boost liquidity in UK 
financial markets ahead of March 2019 deadline would 

likely exacerbate currency weakness in the short 
run. Currency fluctuations are notoriously difficult to 
predict in advance, so these comments should be 
taken with caution, but if the British currency was 
likely to weaken ahead of March 2019 as a no-deal 
Brexit became more certain, it doesn’t necessarily 
imply that Sterling would continue sliding thereafter. 
In a scenario where the UK economy was entirely free 
to negotiate its own trade agreements immediately 
following March 2019, there is a possibility that the 
shock of Brexit to UK financial markets while likely to 
be significant in the short run may not be permanent. 

The WTO’s rules governing trade in services (covering 
31% of the UK’s trade with the EU and 35% of its trade 
with the rest of the world) are particularly spartan, as 
they typically require regulatory harmonization across 
all WTO members, which is virtually impossible in all 
but the simplest of cases given the number of different 
constituencies involved. Lack of relevant WTO rules 
would make it easier for other countries to block 
significant British service exports to their countries if 
they so choose. Banks and financial services firms 
operating out of London are a concern (probable, 
though likely already mitigated in practical terms). 
Most, if not all affected financial firms are taking 
steps to ensure their operations in EU27 branches 
allow them to continue servicing EU clients without 
significant short-term disruption. Dublin, Luxembourg, 
Frankfurt and Paris have already seen some 
enhancement of financial service industry investment 
as a consequence of these pre-Brexit preparations, 
and while the additional cost has probably been 
irksome for most UK-domiciled financial service firms, 
it has arguably been fairly marginal to date.

Back to main pages
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There are some types of financial services, e.g. 
exchanges and clearing houses, where for historical 
reasons related to market practice, underlying legal 
contracts etc., it is not as easy to relocate this type 
of financial services out of the UK and into the EU27. 
The European Commission has promised to treat 
UK exchanges and clearing houses as equivalent to 
those in the EU on a “temporary and conditional” 
basis, but it seems unlikely that this arrangement 
would survive a no-deal Brexit in the long run, 
especially as EU27 countries’ own clearing houses and 
exchanges lobbied their governments for competitive 
advantage. Furthermore, in a febrile political 
environment following a no-deal Brexit, there are no 
guarantees that the requirements for “passporting” 
of financial services by UK firms to the EU, as well 
as the regulatory requirements for investment by 
British firms in their EU operations would not be 
tightened considerably. In due course however, we 
expect sensible transition to arrangements allowing 
UK financial service firms to continue servicing EU-
domiciled clients, albeit with greater cost than  
before Brexit.

Energy connections (i.e. gas and electricity) and 
airline services could possibly be disrupted in a 
no-deal scenario (low probability).  Stop-gap access 
rules would almost certainly be put in place ahead 
of March 2019 in the event of a no-deal Brexit. In the 
longer run, the UK not being part of the EU’s more 
integrated energy markets could lead to higher energy 
costs in the UK and make it more difficult for the UK 
to meet its carbon reduction plans under the Paris 
Climate accord, given the latter relies on a significant 
(four-fold) increase in current interconnection capacity. 
Overall, these effects look manageable in the long run.

The greatest issue in negotiations leading up to 

Theresa May’s transitional agreement arose over 
the status of Northern Ireland’s relations with the 
Republic of Ireland following Brexit. Re-imposing a 
hard border with Northern Ireland (virtually zero 
probability in the short run, increasing as time goes 
on unless a trade deal is signed between the UK and 
the EU) is touted as the only way to resolve the EU’s 
need to control and enforce tariffs on imports from 
the UK into Ireland without a transitional arrangement 
being in place. Such arrangements would fly in the 
face of the Good Friday Peace accords. However, the 
one thing that nearly all protagonists in this discussion 
can agree on is that a hard border should not be 
reinstated. In the negotiation leading up to Theresa 
May’s transitional deal, it has been in Ireland’s and the 
EU’s interest to hold this issue up as the cause célèbre 
that justifies the various backstop arrangements that 
essentially give the EU a veto on the UK formally 
leaving the EU customs union post March 2019. The 
incentives change in the event of a no-deal Brexit. At 
that point all parties want to avoid imposing a border, 
and the mechanism for them applying a national 
security exemption to WTO rules seems well suited 
to this situation. Admittedly such a band-aid solution 
could not be regarded as permanent, but it would 
allow business as usual until a formal trade agreement 
could be signed between the EU and the UK. There 
would likely be greater scrutiny of trade flows across 
the Irish border until such an agreement was in place, 
and a need for self-restraint on both sides of the 
border perhaps causing some incremental cost and 
inconvenience for those concerned, but the need for 
a fixed border seems a myth designed to enhance the 
EU’s negotiating power in crafting the draft transitional 
arrangements. In practice, it would be an act of 
political suicide for either the Irish or UK governments 
to insist on a hard border being re-imposed. 
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