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Important information
This material has been prepared solely for purposes of illustration and
discussion. Under no circumstances should the information contained
herein be used or considered as an offer to sell, or solicitation of an offer
to buy any security. The information contained herein is proprietary and
may not be reproduced or circulated in whole or in part.

in the summary information. Partners Group expressly disclaims
any obligation or undertaking to update or revise any projections,
forecasts or estimates contained in this material to reflect any change
in events, conditions, assumptions or circumstances on which any such
statements are based unless so required by applicable law.

All information, including performance information, has been prepared
in good faith; however, Partners Group makes no representation or
warranty express or implied, as to the accuracy or completeness of
the information, and nothing herein shall be relied upon as a promise
or representation as to past or future performance. This material may
include information that is based, in part or in full, on hypothetical
assumptions, models and/or other analysis of Partners Group or any
of its affiliates (which may not necessarily be described herein), no
representation or warranty is made as to the reasonableness of any
such assumptions, models or analysis. The information set forth herein
was gathered from various sources which Partners Group believes, but
does not guarantee, to be reliable. Unless stated otherwise, any opinions
expressed herein are current as of the date hereof and are subject to
change at any time. All sources which have not been otherwise credited
have derived from Partners Group.

Private market investments are speculative and involve a substantial
degree of risk. Private market investments are highly illiquid and are
not required to provide periodic pricing or valuation information to
investors with respect to individual investments. There is no secondary
market for the investors’ interest and none is expected to develop. In
addition, there may be certain restrictions on transferring interests.
Past results are not indicative of future performance, and performance
may be volatile.

The projections, forecasts and estimates of Partners Group contained
herein are for illustrative purposes only and are based on Partners
Group’s current views and assumptions, which are subject to change
at any time. Such projections, forecasts and estimates involve known
and unknown risks and uncertainties that may cause actual results,
performance or events to differ materially from those anticipated

All Partners Group investments mentioned herein were made on behalf
of the firm’s clients, not on behalf of Partners Group Holding AG or any
of its affiliates.
Material notes to readers based in the United States of America. This
is a publication of Partners Group AG and is for informational purposes
only. It is not an offer to sell or solicitation of an offer to buy any security.
Products or funds mentioned in this publication are not available to U.S.
based investors.
For use with institutional investors only. Not for use with retail
investors.
All images are for illustrative purposes only.

PRIVATE MARKETS NAVIGATOR

Welcome to Partners Group’s Private Markets Navigator for
H2 2017. Published twice a year, the Private Markets Navigator
shares Partners Group’s mid-term outlook and investment
preferences for all private markets asset classes.
We continue to believe in a base case macroeconomic
projection of sustained low but steady growth. However, after
nearly a decade of rising markets and with a shift away from
extremely loose monetary policy, there is the risk of a deviation
from our base case. Identifying anchor assets with platformbuilding potential in above-average growth segments and
testing their resilience to adverse economic scenarios is key to
outperformance in this environment.
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Private markets outlook
The importance of scenario thinking.

After a long stretch of extremely loose monetary conditions, creating high valuations and elevated
leverage levels in many sectors and countries, we attach greater importance to scenario thinking in
our underwriting analysis and place even more emphasis on our ability to create value.

Buoyed by continued accommodative monetary conditions
across the world, capital markets saw another period of robust
returns and low volatility despite periods of heightened political
risk and rich valuations. Asset prices were supported by yieldseeking investors and modestly improving macroeconomic
conditions that slightly lifted earnings and earnings growth
expectations.

Also, with frothy asset prices across a broad spectrum of asset
classes, return expectations are facing headwinds from the
prospect of a valuation mean reversion. As a result, we place
even more emphasis on our ability to create value at an asset
level, regardless of economic and capital market outcomes,
and attach greater importance to scenario thinking in our
underwriting analysis.

Multiple expansion key driver of S&P 500 rally

Partners Group’s economic and market scenarios

200

We have defined a base case and three potential test scenarios
that can be used to assess the robustness of an asset, sector or
portfolio of assets to different economic and market outcomes.1
The Portfolio Perspectives chapter on pages 34-37 of this
Private Markets Navigator illustrates in more detail the impact
this has on return expectations by asset class.
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Note: S&P 500 index, indexed to January 2012.
Source: Partners Group calculations; Bloomberg, July 2017.

Our base case projection for the economic outlook continues to
center around low yet robust economic growth combined with
gradual monetary tightening in the US – albeit at a somewhat
faster pace than is currently priced in by markets. However,
nearly a decade into the recovery and with the end of extremely
loose monetary policies approaching against the backdrop of
elevated leverage levels in many sectors and countries, we are
fully aware of the risk of a deviation from this base case.
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In our base case scenario of low but steady growth, real
economic growth maintains its modest upward trajectory over
the next five years. Rising US wages and inflation result in Fed
rate hikes at a slightly faster pace than the one currently priced
in by markets, yet leave real rates at historically low levels. If
history proves to be a guide to capital markets, under this type
of scenario, total returns in the broader equity market might
remain neutral to positive, but multiples would tend to retract
somewhat.
1 The aim of this approach is to test assets on a standalone basis against a variety of potential
outcomes rather than stress-testing risk at a portfolio level, which is instead carried out on a
client-by-client basis. As such, the scenarios do not include a Global Financial Crisis scenario.
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Market reaction during previous rate hike cycles: equity prices go up but multiples tend to come down
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S&P 500 return
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Note: the current cycle reflects market developments until 30 June 2017.
Source: Partners Group calculations; Bloomberg, July 2017.

In a more positive scenario, highly accommodative monetary
policy combined with outsized expectations on growth would
lead to higher valuations and a lengthy ‘bull’ market (stock
market rally), while the economic and rates scenario would play
out as per our base case of low but steady growth.
Alternatively, rising wage pressures in the US and/or rising
longer-dated yields could pressurize the Fed into a faster rate
hike cycle. A Fed balance sheet reduction and the possible end
of European Central Bank asset purchases could further strain
financial conditions. Real rates would move higher and return
to historical averages of 2-3%. Valuations would correct more
notably.2
A mild recession or an external shock (a US policy misstep, a
more adverse Brexit outcome, the bursting of a tech bubble, a
geopolitical shock) would result in an economic slowdown and
leave Fed rates at current levels in five years’ time. After a more
adverse downward move, valuations would slightly recover.

Economic and market scenarios: main parameters
Base case

Test scenarios

Low but
steady growth

Stock
market rally

Faster rate
hike cycle

Mild
recession

Global GDP growth
(5-year average)

2-3%

2-3%

3-4%

1-2%

Inflation (US)
(5-year average)

~2%

1-2%

2-3%

~1%

Change in Fed
Funds Rate
(in 5 years’ time)

+200250bps

+200250 bps

+300500 bps

unchanged

Market valuations
(in 5 years’ time)

10-15%
lower

20-30%
higher

20-30%
lower

10-15%
lower

Note: market valuations refer to price-to-earnings ratio for public equities, enterprise
value to earnings before interest, tax, depreciation and amortization for private equity,
capitalization rates for private real estate and underwriting internal rate of return for
private infrastructure. For illustrative purposes only.
Source: Partners Group.

2 The H1 2017 Private Markets Navigator explains in more detail the implications of rising rates
and faster than anticipated rate increases (real rates) by asset class. A copy of the H1 2017
edition can be provided upon request.

Focus on stability and value-add
While different assets and sub-sectors (cyclicals, defensives,
real assets) react differently under our various scenarios, we
are seeking assets that not only work well in our base case, but
that would also be able to successfully withstand downside
scenarios – and outperform the broader industry – in terms of
both operational performance and valuation robustness. In this
context, our investment focus lies in identifying assets operating
in sub-sectors that benefit from transformative trends, such as
sector rotation (outsourcing and digitalization in the US) and
changing customer habits (from bricks-and-mortar retail to
e-commerce, especially in Europe), or structural drivers, such
as demographics and wealth evolution (new financial services
business models in Asia and emerging markets), that make these
assets more resilient to economic downturns. Infrastructure
and real estate assets in particular are vetted for interest rate
sensitivity, especially in the US but also in Europe, given that
longer-dated rates are unlikely to decouple. Debt investments
are scrutinized against default and refinancing risk. For private
equity directs and debt, we focus on stable assets with visible
cash flows (subscription-based, highly recurring revenues) and
limited interest rate sensitivity. One clear return differentiator
under any scenario and for any asset class is the ability to
create value, thereby strengthening an asset’s revenue, margin
and valuation resilience. Examples of value creation initiatives
may include operational improvements such as cost savings or
capex, platform growth, or a more proactive asset management
approach in the infrastructure and real estate universe.

US: focus on higher growth sub-sectors
In line with our base case assumption, we believe the US
economy is most likely in the advanced stages of the economic
cycle, with the labor market at or near full employment, a
closing output gap and core inflation hovering around the Fed’s
2% target. Fiscal policy is supportive of growth. While the
infrastructure spending boost and tax cuts promised during
the election campaign may be smaller than envisaged, GDP
growth could potentially be lifted from the current moderate
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Gonzalo Fernández Castro Private Equity Americas | Hal Avidano Co-Head Private Equity Integrated Investments Americas

level once any changes are enacted. Against this backdrop, we
expect the Fed to increase the Fed Funds Rate by 200-250bps
over the next five years, most likely accompanied by a gradual
balance sheet reduction. There is more room for monetary
policy error given the unprecedented nature of the current
conditions in terms of rates (globally), a bloated Fed balance
sheet, excess reserves held at the Fed, uncertainty about the
Fed chairmanship, as well as the prospect of a fiscal stimulus at
this late stage in the cycle. We maintain our modestly positive
outlook on the US economy. However, while we do not forecast
an imminent recession, we attach greater importance to the mild
recession scenario and prudently assume a certain degree of
valuation contraction in our investments, even in our base case.
We focus on non-cyclical and defensive businesses in segments
of the economy that benefit from transformative trends driving
higher growth rates.
On the investment side, one area of interest is the build-out
of digital infrastructure and associated services. The US has
ambitious goals for broadband evolution and wireless networks
which will enable the build-out of new and existing applications
such as e-commerce, logistics automation, cleaner industrial
processes, e-learning and financial digitalization, to name just a
few. In turn, this is influencing the way businesses operate and
grow. To adjust to these changes, companies need to be flexible
and invest in the necessary infrastructure. Often, in-house
capabilities and know-how are limited, driving the need for
ancillary specialized service providers in the digital space. The
prospect of rising rates and regulatory limits on leverage levels
emphasizes the relative attractiveness of the US floating-rate
corporate debt segment over other regions.
Another illustrative area of strong growth is the US midstream
infrastructure space. The export growth of natural gas liquids
and increased production in the petrochemicals sector raises
demand for pipeline infrastructure and processing facilities. The
development of shale gas in the US has resulted in an abundance
of low-cost ethane, giving the US a production cost advantage.
This has led to a petrochemical expansion, especially in ethylene
and polyethylene processing, further supported by the stable
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regulatory framework and the benefits of take-or-pay contracts
for the operator, which raise cash flow visibility and isolate
revenues from economic and commodity-price swings, thus
providing attractive opportunities.
In real estate, we look for assets within more affordable second
tier cities characterized by high employment and population
growth that can be positioned to benefit from transformative
trends in these markets. We aim to capitalize on upgrading and
repositioning existing properties in key locations in the office as
well as residential space.

We prudently assume a certain
degree of valuation contraction in our
investments, even in our base case
macroeconomic scenario.
Europe: capitalizing on strong fundamentals
Growth across the European continent appears stable and
robust at modest levels, having successfully weathered the
political uncertainty that characterized the run-up to the
Austrian and French elections. Unemployment in the Eurozone
has dropped to an eight-year low,3 fiscal spending has turned
supportive of growth and the deflationary threat has somewhat
abated. Still, high fiscal deficits and an aging population are
hampering trend growth and populism threatens to delay
reform implementation. Brexit outcomes may weigh on
investments and confidence. We therefore expect Europe to lag
the US in terms of GDP growth. The positive contribution from
private consumption may also weaken somewhat as inflation
starts to erode real incomes. Mediocre growth should keep
rates suppressed at the front-end of the curve, while higher US
rates may affect European sovereigns and corporates.
3 Eurostat, May 2017.

PRIVATE MARKETS OUTLOOK

In the current low growth environment and with limited scope
for rapid reform implementation, we focus on segments of the
economy that are supported by fundamental growth and look
for well-positioned businesses operating in niche markets.
Similar to the US, we avoid cyclical assets. One overweight is
represented by products and services catering to the aging
population, not only in the area of healthcare, where demand
for services such as early screenings is rising among healthconscious younger and middle-aged members of the public,
but also in services that address changing lifestyles and the
needs of the elderly, such as financial solutions for individuals
approaching retirement.
Another dominant theme across the continent is the rising
demand for renewable energy. This is supported by official
renewable energy targets and the increasing self-sufficiency of
renewable technologies, which makes them cost-competitive
compared to traditional energy sources and less reliant on
government support. As we have witnessed heightened
competition for ‘traditional’ renewable projects, an attractive
theme has evolved around the support infrastructure for
renewable assets, such as transmission lines to conduct energy
from offshore wind farms to the mainland.
Within real estate, we are looking for opportunities in secondary
urban locations where capital values are still in recovery mode
after the Eurozone debt crisis. Rising employment is lifting
demand for office space while former office stock has often
been converted into residential space. We focus on value-add
office properties and affordable housing – for rent and sale –
in urban areas supported by attractive economic and supply
fundamentals.

Asia/emerging markets: selectivity is key
With Russia and Brazil leaving recessionary territory and
China proving surprisingly resilient, emerging market growth is
slightly improving across regions. In China, near-term growth
should remain relatively stable as policy makers are prioritizing
robust growth over reform implementation for the time being.
We project continued pressure on the Renminbi and lowertrending growth over the coming years. China faces significant
mid-term headwinds, including corporate leverage and an aging
population. Overall, we remain optimistic on emerging markets
and focus our investment efforts on countries with improving
fundamentals, comparably limited political risk and strong
institutions; underwriting assumptions have to compensate
for country and currency risk. Within private equity and real
estate, we build on the growth of the middle class and the trend
towards urbanization. This is materializing in increased spending
on entertainment and improving lifestyles. For instance, casual
dining is filling the gap between more traditional outlets and fine
dining, offering a modern dining experience at moderate prices.
Rapid urbanization, rising purchasing power and increasing
health awareness buoy the demand for healthcare services,

including health insurance providers and private hospitals
and clinics. At the other end of the spectrum, rising costs are
lifting demand for outsourced pharmaceutical services, such as
research, clinical trials and the associated technology.

In emerging markets, we focus
on countries with improving
fundamentals, comparably limited
political risk and strong institutions.
Alongside rising demand for healthcare, urbanization and the
young and growing workforce create the need for affordable
urban living. One investment opportunity lies in converting
properties in well-connected locations to co-living use, catering
to young professionals and their modern lifestyles.
Meanwhile, in private equity and real estate our investment
focus in developed Asia is similar to that adopted in Europe and
the US: we mostly see opportunities in the same sectors as in
the rest of the advanced world.
Within infrastructure, several governments in Asia have adopted
specific targets for the deployment of renewables, like solar and
wind, and have introduced policy support for the development
of renewable energy that is still uncompetitive with fossil fuels,
such as feed-in tariffs, capital subsidies, public investments
and tax relief. We focus on regions with strong regulatory
frameworks where we can access opportunities as a result of
our global reach and local networks.

Outlook
Given the advanced stage of the economic cycle in the US, a shift
away from extremely loose monetary policy conditions, elevated
valuations, high global indebtedness and heightened geopolitical
risk, scenario thinking is of vital importance. Identifying assets
with value creation potential in above-average growth segments
and ensuring these assets’ resilience to adverse economic and
capital market developments separates the wheat from the chaff
and can result in material outperformance over industry peers
while protecting investor capital.
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Private equity
Developing category leaders.

The prospect of different potential macroeconomic outcomes paired with high valuations makes
for a challenging investment environment. To continue to generate sustainable returns, we focus on
platform investments through which we can develop resilient market leaders at a reasonable price.

Market overview
H1 2017 was defined by an intensifying race for quality assets.
The outperformance of private equity relative to public markets
over the past two decades has brought many new investors into
private equity and led many existing investors to increase their
allocation to the asset class. Global dry powder for private equity
managers stood at a record USD 535 billion as of May 2017,
which represents over three years of deployment based on 2016
figures.1 Managers are facing increased pressure to deploy this
capital, but concurrently remain cautious about pursuing assets
perceived as cyclical on account of the eight-year market rally.
This market dynamic has not been lost on intermediaries, who
work hard with existing owners of assets to craft narratives
around the quality and resilience of an intermediated company’s
earnings. Moreover, intermediaries have shortened sales
processes and are encouraging early bids to foster a sense of
scarcity, and thereby quality. An accelerated process has the
effect of limiting the opportunities for managers to fully diligence
the narrative of the quality and resilience of assets and sometimes
leads managers that know the least to bid the most.
Debt markets have also buoyed the race for quality assets with
average new issue debt spreads moving back to 370bps after
widening in the first half of last year.2 Further multiple expansion
has led managers to increase their equity contributions as bank
financing levels are tied to turns of EBITDA due to regulator1 Preqin, May 2017.
2 S&P Global Market Intelligence, LCD, H1 2017.
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imposed lending restrictions. In practice, this means the ‘new
normal’ for debt participation has been kept at around 50% in
Europe and around 60% in the US.3

Average Purchase Price Multiple of pro forma trailing
EBITDA for LBOs
11.0x
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Source: S&P LCD Global Leveraged Loan Review, H1 2017.

Given this backdrop, it is not surprising to see managers accepting
a base case of 13-15% gross IRR in order to win sales processes
for certain high-quality assets. When purchasing assets at a
high multiple, experienced managers are assuming in their base
case that much of the expected return on account of EBITDA
growth will likely be eroded by future multiple compression. Only
managers able to source opportunities to either buy or develop
resilient assets in sub-sectors experiencing above-average growth
should outperform in this environment.
3 S&P Global Market Intelligence, LCD, H1 2017.
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Green Tea Restaurant, a leading Chinese casual dining restaurant chain.

Opportunities in the current market
The prospect of different potential macroeconomic outcomes
paired with high valuations makes for a challenging investment
environment. There are a number of potentially destabilizing
geopolitical risks that the market has, so far, shrugged off. Brexit
uncertainty, terror attacks, instability in the Middle East, North
Korea, Fed rate hikes and an unpredictable Trump administration
all seem to have been largely ignored by the market so far. The
sanguine environment we are experiencing is likely the result
of improving corporate profits and employment levels ticking
up globally. Looking ahead, we anticipate that moderate growth
will likely persist for the near- to mid-term, but that valuations
will contract as the market re-rates its discounting of tail risks,
especially as rates may rise more quickly than anticipated.
At the early stage of the cycle, we focused on acquiring highquality companies, well positioned to maintain their cash
flow profile even in the event of future periods of volatility.
Increasingly, the broader market has followed suit and valuations
for such quality assets have crept up significantly. Accordingly,
over the last few years, we have shifted our focus to platform
investments through which we can build a resilient market leader
at a reasonable price. We have often looked at sectors where
we see consolidation trends transforming pricing dynamics.
Fragmented sectors are often vulnerable to steep declines
during a challenging market environment, as the fragmentation
creates a lack of pricing discipline and a race to the bottom in a
cycle. As a sector consolidates, pricing integrity improves and
sector vulnerability in a market slowdown decreases. Acquiring
a company with a well-established acquisition strategy and then
working with it to continue to acquire add-on companies, diversify
its revenue base and realize operational efficiencies is the best
way to leverage this strategy. Such assets can often command
an improved multiple at exit, since being the scale player in a
consolidating sector commands a premium valuation. That is
why platform-building has become our predominant investment
strategy in the current environment.

Next to platform investments, we continue to have two further
major investment strategies: we focus on finding ‘category
winners’ that are leaders in terms of market share or growth
potential in sub-sectors benefiting from trend-based tailwinds
and seek out ‘niche leaders’ with both value creation potential
and strong defensive capabilities (see box text on page 12). In all
of our investment efforts, while identifying sectors positioned for
relative outperformance is important, our key conviction remains
that hands-on operational value creation is the only way to solidly
outperform in private markets.

North America: digitalization trend continues to create
opportunities
In North America, sub-segments where we see compelling
consolidation and/or growth potential include digital
infrastructure and services, industrial automation and business
process outsourcing (BPO). Within digital infrastructure, we
see strong relative value in both servicers and developers of
digital infrastructure, while within the BPO segment we look
for companies which offer tailored solutions covering multiple
business functions and processes, such as HR, accounting
and procurement. In industrial automation, we currently see
attractive opportunities within the upstream logistics supply
chain, in particular in the warehouse automation segment where
we look at both providers and servicers of automation equipment.
The sub-segment where we see the greatest opportunity for both
growth and consolidation is digital infrastructure and services. As
economic and social activity increasingly migrates from physical
structures to online channels, digital infrastructure and services
has emerged as a compelling growth sector. Global IP traffic is
expected to increase nearly threefold over the next five years
equating to a CAGR of 24% from 2016 to 2021;4 medium-tolarge enterprises feel the pressure to modernize their operations
and better utilize the digital universe to understand and interact
with their customers. One of our portfolio companies catering
to this trend is Systems Maintenance Services (SMS), a global
provider of outsourced information technology systems support
4 Cisco, “The Zettabyte Era: Trends and Analysis”, June 2017.
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services. SMS provides maintenance services and remote
equipment monitoring for enterprise data centers throughout
the world. Data centers are an essential part of the world’s digital
infrastructure and, increasingly, investors targeting a mid-single
digit yield own such facilities. These ‘asset-only’ owners rely on
‘end-to-end’ outsourced services for all maintenance and upkeep.
One of the biggest threats they face are infrastructure outages
and the associated risk of customer loss. Accordingly, owners of
digital infrastructure seek to avoid such outages at almost any
cost. Recognizing this strong demand for end-to-end coverage,
this past January we embarked on a platform strategy with
SMS and guided the company in its transformative acquisition
of Curvature, a global provider of pre-owned, ‘refurbished’
hardware and third-party maintenance services related to
networking infrastructure. Curvature is a highly complementary
business as it enables SMS to offer cost-efficient replacement
parts for networking infrastructure in the course of its service
contracts. Being able to offer a one-stop solution to digital
infrastructure owners has created a distinct advantage in bidding
for service contracts. Following the acquisition, the merged entity
is known solely as Curvature.

In the US, we see compelling growth
potential in digital infrastructure and
services, industrial automation and
business process outsourcing.
In the industrial sector, we see strong growth in the logistics
automation sub-sector. The outsized growth in e-commerce
has put pressure on companies to find faster, cheaper and more
reliable solutions for the transport of goods. Media coverage

largely focuses on the automation of both the long-haul and lastmile legs of the logistics supply chain, as the public is fascinated by
driverless vehicles and drones. Where we see better value is in the
capital goods providers and servicers for warehouse automation
equipment. The upstream leg of the supply chain automation
theme has the same compelling growth characteristics, but a
much more proven adoption with many more mature companies
in the space. In April 2017, we participated in a consortium to
acquire Material Handling Services (MHS), a US provider of
material handling equipment and facility services. MHS procures,
installs and services both conventional and automated warehouse
transportation equipment. MHS stands to benefit from the
migration towards automated guidance vehicles in warehouses.
This type of higher-tech machinery will be both mission critical
to warehouse facilities and too technologically complex to be
serviced without specific expertise. This should lead to MHS
capturing higher margins and ‘stickier’ customer relationships.

Europe: structural changes drive demand for
healthcare and financial services
In Europe, sub-segments where we see compelling consolidation
and/or growth opportunities include healthcare services, financial
services and enterprise software solution providers. Within the
healthcare sector, we see strong relative value in companies
focused on cost-effective diagnostic and healthcare technology,
while in the financial services sector we believe non-bank financial
service providers offer attractive investment opportunities. In
the enterprise software niche, similar to the US, companies are
looking for tailored software solutions that cover multiple areas
of their business. As a result, we are looking at opportunities to
acquire niche leaders with well-established sector expertise and
comprehensive product portfolios.
With respect to healthcare services, we have seen pricing
pressures drive sector consolidation with larger operators, who
benefit from economies of scale, pushing many smaller players

Sector highlight: transformative trends in IT
Global mega trends create different market opportunities in different regions
Global mega trend
Increased penetration of digital infrastructure

North America

Europe

Asia & emerging markets

YieldCo* entrance into digital
infrastructure asset class

Digitalization of commerce
and business

Growth of the
outsourcing economy

Select relative value focus areas

Select relative value focus areas

Select relative value focus areas

End-to-end digital
infrastructure servicers

Financials-focused software
as a service (SaaS)

Western language education

Fiber-line developers

Omni-channel retailers

Business services outsourcing

Smart metering

Consumer data analytics

E-commerce

Source: Partners Group.
*Investment vehicles formed to own operating assets with stabilized cash flows. YieldCos are typically asset-only companies and outsource all operational functions to third parties.
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out of the market. Most EU member nations are under pressure
to reduce their operating deficit and achieve more for less with
their healthcare spending. Healthcare equipment services that
reduce the overall cost of healthcare by providing diagnostic
and treatment protocols in a more cost efficient manner than
incumbent services and equipment have taken market share in
the more fiscally constrained European market. In May 2017,
Partners Group acquired Cerba HealthCare (Cerba), a leading
operator of clinical pathology laboratories, with a number one
position in France and strong market positions in Belgium and
Luxembourg. Cerba conducts both routine diagnostic lab tests
and more complex medical diagnoses and testing services for
clinical trials. Lab-based diagnostics serve an integral role in
lowering the overall cost of healthcare. The early and accurate
detection of disease is the most effective way to optimize
outcomes for patients and payers alike. Cerba benefits from
significant economies of scale and has proven to be a category
winner and leading sector consolidator in the fragmented French
clinical laboratory services market.
Another sub-sector of growth is represented by the increasing
need for financial services targeted at Europe’s aging population.

The need for these services stems from the same macroeconomic
pressures that have catalyzed the focus on curbing healthcare
spending in Europe. The region’s ‘new normal’ of structurally low
growth is requiring governments to become increasingly cost
conscious and pare back many of the benefits and services offered
to their constituents. National banks have supported these
budget rebalancing efforts through accommodative monetary
policies. As a result, a large portion of the region’s population is
entering retirement with fewer benefits and less income from
the savings accumulated during their work years. This means
they increasingly need to draw upon new sources of income
and retirement and financial services focused on catering to
this need are likely to outperform. In line with this trend, in April
2017 we agreed to acquire UK-based Key Retirement Group
(KRG), a leading UK provider of independent specialist advice and
financial products for individuals approaching or in retirement.
KRG specializes in the origination and distribution of lifetime
mortgages (LTMs), which enable customers to release equity from
their homes to fund their retirement. This is particularly relevant
in the UK where housing wealth has become an increasingly
significant component of total pensioner wealth.

Sector highlight: transformative trends in healthcare
Global mega trends create different market opportunities in different regions
Global mega trend
Cost-efficient healthcare delivery

North America

Europe

Asia & emerging markets

Cost structure rationalization
of healthcare companies

Government pressure to reduce
the overall cost of healthcare

Middle-class demand for
quality healthcare services

Select relative value focus areas

Select relative value focus areas

Select relative value focus areas

Outsourced pharmaceutical
manufacturing

Case management software
as a service (SaaS)

Increased health
insurance adoption

Temporary staffing (locum tenens)

Lab-diagnostics service providers

Self-pay healthcare

Contract research organizations

Generic pharmaceuticals

Medical devices

Source: Partners Group.
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It is estimated that over GBP 1 trillion of property equity is owned
by the over-65s,5 which can be used to bridge gaps in retirement
income. In 2016 alone, KRG advised around 9,000 customers,
providing around GBP 530 million in LTMs. As both population
demographics and structural changes stoke the demand for
alternative funding sources for retirement, we believe KRG is a
niche leader well positioned to capture growth in the market.

Asia/emerging markets: business services and
consumer sectors stand out
While in developed Asia we tend to focus on the same sectors as
in Europe and the US, a macroeconomic trend driving growth in
the emerging markets that we have highlighted in the past is the
growth of the middle class and the attendant growth in demand
for services, goods, and financial and business services. In line
with this trend, business services and the consumer sector are
where we see the most compelling relative value. Within the
consumer space, we believe companies focused on leisure and
consumer discretionary products are attractive, whereas in
the business services sector we look for specialist providers of
outsourcing services or financial services aimed at underserved
portions of the market.
Improvements in global communications infrastructure continue
to drive and facilitate the outsourcing trend in emerging markets
and elsewhere. Companies located in emerging markets can now
easily connect and offer their services to the rest of the world
via high-speed fiber networks. Accordingly, outsourced business
services companies located in these regions with well-established
track records of providing high-quality offerings are expected to
grow rapidly in the years to come. In May 2017, Partners Group
agreed to acquire SPi Global, the leading global provider of
outsourced services to education, science, technical and medical
research publishers worldwide. SPi Global is headquartered
in Manila in the Philippines and provides a comprehensive set
of specialized services and technology solutions related to the
creation, enrichment and transformation of published content.
These services span a publisher’s entire value chain, from
author support and content development, through copy editing
and typesetting, to digitalization, database management and
data analytics. SPi Global serves its clients in 14 languages and
employs more than 12,500 people.

Improvements in communications
infrastructure continue to drive and
facilitate the outsourcing trend in
emerging markets.

5 Key Retirement Group, Pensioner Property Index, August 2016.
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In Asia, most notably in China, the ongoing rise of the middle class
consumer continues to drive outsized growth in the consumer
segment. Clothing, electronics and dining-related consumption
are focal points for China’s emerging middle class consumer,
largely mirroring the spending patterns of developed Western
economies. While Western consumer brands initially captured
much of the early growth in the Chinese consumer market,
domestic players have increasingly built recognized brands and
captured market share. We believe that this trend will continue
with those domestic brands able to integrate both modern and
traditional elements into their offering growing the fastest.
In May 2017, Partners Group acquired a substantial minority
stake in Green Tea Restaurant, a leading Chinese casual dining
restaurant chain. Green Tea Restaurant is one of the best-known
casual dining brands in China. The company has built a chain
of 78 wholly-owned restaurants across 19 cities. Green Tea,
the company’s main brand, serves Chinese fusion cuisine in a
traditional dining environment. The chain employs over 4,500
people and serves around 15 million customers annually. Green
Tea Restaurant is an example of a strong emerging domestic
brand that we believe stands to capture disproportionate market
share as the overall casual dining segment grows in China.

How we realize relative value
potential in private equity
Build out platform companies
We acquire platform companies with a strong management
team and infrastructure, and then purchase add-on
companies to further grow the platform. This allows us
to bring small or lower mid-market businesses into the
platform and benefit from the lower acquisition multiples
of these segments compared with upper mid-market and
large-cap companies.

Capture category winners
We actively screen sub-segments of specific industries
benefiting from trend-based tailwinds and focus on finding
‘category winners’ that are leaders in the sub-segment in
terms of market share or growth potential. Our Industry
Value Creation team then works with the companies’
management teams to further develop growth and increase
profitability via effective value chain improvements.

Seek out defensive leaders
We search for ‘niche leaders’, not only with value creation
potential, but also with strong defensive capabilities, high
cash flow generation and the ability to quickly de-leverage
in an uncertain economic context.

PRIVATE EQUITY

Relative value analysis
For direct investments, we are focused on identifying subcategory leaders with strong management teams capable of
growing a company into adjacent markets and regions. Building
rather than buying high-quality assets currently has the highest
relative value. Known category winners with diverse revenue
bases are fetching record multiples and those managers capable
of building mid-sized companies into category leaders are well
compensated at exit. At the current point in the market cycle, we
continue to find most such opportunities within the extended
middle market.
In terms of industries, sub-sectors within the healthcare,
consumer and business and financial services sectors are where
we currently see the most attractive opportunities to build
category leaders.
Prices in the secondary market have remained at highly elevated
levels. We continue to see the best relative value in inflection
assets in which the value creation process has just begun. We
believe many of the new market entrants into private markets
will waiver in their commitment to the asset class in the event of
a near-term market pullback. Any pressure on asset valuations
should bring increased seller volume to the secondary market
and open the door for experienced secondary investors to take
advantage of market dynamics turning back in favor of buyers.

Relative value matrix
NORTH AMERICA

Large

Mid

EUROPE

Small

Growth

Large

Mid

ASIA/EMERGING MARKETS

Small

Growth

Large

Mid

Small

Growth

Buyout

Media / telecommunication

Consumer

Media / telecommunication

Consumer

Media / telecommunication

Consumer

Information technology

Healthcare

Information technology

Healthcare

Information technology

Healthcare

Financials / services

Industrials

Financials / services

Industrials

Financials / services

Industrials

Inflection assets

Mature assets

Inflection assets

Mature assets

Inflection assets

Mature assets

Buyout

Inflection assets

Mature assets

Inflection assets

Mature assets

Inflection assets

Mature assets

Venture/
growth

Directs
Sectors

Secondaries

Large

Mid

Small

Large

Mid

Small

Large

Mid

Small

Buyout

Primaries
Venture

Growth

Venture

Growth

Venture

Growth

Venture/
growth

How to interpret the table: the relative value matrix divides the private equity market into various private equity segments, defined
by regions (North America, Europe and Asia / emerging markets) and transaction type (directs, secondaries and primaries). For direct
and primary investments, we classify the investment by size (small cap up to USD 250m; mid cap from USD 250m to USD 2bn; and
large cap over USD 2bn enterprise value) and also include a growth segment (for firms with positive cash flows and exceptional growth
potential in need of additional capital to finance further expansion). For secondary investments, we classify by financing stage (buyout
and venture / growth) and we distinguish between inflection assets (early stage) and mature assets according to asset/portfolio age.
Green and light green highlight a segment with high relative attractiveness given Partners Group’s specific capabilities and deal flow.
White highlights a neutral segment. Yellow and light yellow mean that Partners Group underweights the segment and requires an even
more dedicated bottom-up selection and due diligence effort.
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The industry view
Q&A with an industry expert.

With over 30 years of experience in IT, John Straw is referred to by some as a ‘digital old man’. Now
a Senior Advisor to McKinsey & Company, he recently joined forces with Partners Group as an
Industry Advisor to our investment in SPi Global. Here, he shares his views on digital transformation.

What is ‘digital transformation’?
My experience has led me to form two specific opinions about
digital transformation. The first is that it describes a culture
where data forms the basis of business decision-making and
innovation. That’s pretty dramatic for most organizations where
decisions are made by learned and experienced individuals, but
remain subjective by nature. Data takes the subjectivity out of
decision-making and as a direct result organizations become a
lot crisper and more informed.
The second is that it entails removing the word ‘failure’ from the
company lexicon and replacing it with the question, ‘what have
we learned?’ A classic example would be Google Glass. Four or
five years ago, Google introduced Google Glass, then, about
two years ago, they withdrew it and everybody assumed it had
failed. However, Google simply treated it as an experiment to
learn from. This July, they re-launched an enterprise version
of Google Glass with lots of applications for specific industries
such as the petroleum industry, retail, healthcare, etc. Unlike
most corporates which regard failure as being a catastrophic
event, Google actually regarded it as a learning exercise.

Which industries have been most impacted by
digitalization and which are likely to be next?
Finding a business that is not being impacted by digitalization
is actually quite hard, but I think the industry that has been
most dramatically affected by digitalization is advertising and
publishing. The whole business is being transformed by the
fact that what was before a very imprecise art has now become
a precise art driven by major technology companies such as
Google and Facebook.
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In your experience, how many companies are really
prepared for digital transformation?
If a company is asking now whether or not it is prepared for
digital transformation, it is about eight years too late and
the game is close to over. The simple fact is that it is already
happening. There is in fact massive appetite for digital
transformation from the corporate world but that appetite
needs to be focused. There are two steps to this. The first is
realizing your company can save considerable amounts of
money thanks to digitalization. Companies then need to put an
entrepreneurial hat on and say, ‘where can I make money out of
digital transformation?’ That’s where the creative work is: digital
opportunity.

Which well-known companies do you think have
handled digital transformation the best?
Without inside knowledge of an organization, the way to tell a
company that is digitally transformed is to look at it from the
outside in. I have two examples, one in the B2C space and one
in the B2B space. The B2C example is Mattel, the big US toy
company, which I think has got its head around digitalization. For
instance, they just launched a home 3D printer, a virtual reality
product range and a Barbie which connects to IBM Watson’s AI
[artificial intelligence] computer. The B2B example is a business
called Kern which makes weighing scales so precise they can
weigh tiny differences in the earth’s gravity. Kern gamified its
business and turned it into a sensational success [search ‘Kern:
The Gnome Experiment’ on YouTube for the video].

THE INDUSTRY VIEW

John Straw is a digital veteran with 33 years in IT
and marketing. In the past 22 years, he has started
and sold three martech businesses, led the digital
transformation at British travel company Thomas
Cook and written a book on disruptive technology,
iDisrupted.
His current roles include acting as Senior Advisor
to McKinsey & Company and IBM Watson
Internet of Things, as well as managing his own
portfolio of investments. In 2017, he became
a Non-Executive Director for the FTSE100
company Provident Financial plc. He is a blogger on
disruptive technology (DisruptionHub.com) and a
recent contributor to The Economist on Artificial
Intelligence.
John Straw, Senior Advisor to McKinsey & Company

Given the rapid pace of technological development,
how should management teams go about discerning
between available technologies?
Ten years ago, companies were often forced to choose between
different suppliers with lots of proprietary technology. This
completely changed with the advent of open source technology.
Google, for instance, puts significant amounts of the software it
develops into open source. You can use it free of charge as long
as you make a development contribution to it rather than a cash
contribution. Companies like Microsoft, Facebook and IBM are
doing the same. This means the proprietary nature of software
is fading in all except legacy IT situations.

If a company is asking now whether
or not it is prepared for digital
transformation, it is about eight years
too late and the game is close to over.
Why are technology businesses giving away their
software like this?
The answer is twofold. The first reason is that when you turn
your software over to the open source community, you add a
significant multiplier to the number of developers working on
that software. It’s like Wikipedia in concept.

The second reason technology businesses are giving away their
software is that they recognize the value is not in software
anymore, it’s in data. Open source software allows us to use
the data we hold in a more effective manner. Most of the
organizations I come into contact with don’t even know what
data they have. One of the first things all companies should be
doing from an operational perspective is a data audit: find out
what data you have, find out what data is available from third
parties and then see what you can do with it using open source
AI to create new products.

Is open source technology relevant for every sector?
Yes, especially around data analytics, layered data and AI. If the
software is open source that means a healthcare company, for
example, can pull AI software out of the open source community,
modify it to their needs and then plug in their data.
Going a step further, the real game changer companies should
be looking at is something called API [Application Programming
Interface]. API is a layer of technology that allows disparate
computer systems to talk to other disparate computer systems,
allowing all different sorts of opportunities, including costsavings.

One of the big debates about digital transformation
is the potential net cost to human jobs. How real a
concern should this be?
A rule of thumb here is that if you have a very tight job
description, your job is threatened. If your job description
is creative, you are much less threatened, even though AI is
becoming increasingly creative. However, this is not like falling
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off a cliff – to start with, we are taking about job augmentation
for humans, not replacement. Workers in the trucking business
are not going to be replaced [by self-driving technology]
tomorrow, although it will eventually happen. The job
replacement by AI is likely to be stealthy.
In terms of what this means for us humans, I think we’re heading
into an age where entertainment and enjoyment will become a
much more fundamental part of our lives. The difficulty with all
this of course is the economics that are attached to it – when
you have that many unemployed, who pays for them?

All companies should be doing a data
audit: find out what data you have,
what is available from third parties,
and then see what you can do with it.
Is digital transformation a leveler of the playing
field – for e.g. between companies in developed and
developing countries – or does it further exacerbate
gaps in development?
US and European startups, probably up to a D investment
round, will concentrate on their own local markets instead
of attempting to enter emerging markets. This gives local
businesses and startups in other parts of the world an enormous
opportunity to copy US and European startups and be the first
in their marketplace with a successful new technology. But there
are going to be winners and there are going to be losers. I can
normally see the winners as soon as I walk through the door.
That’s what happened at SPi Global: I immediately saw a winner.

How is digital transformation likely to impact
SPi Global and how, in your view, is the company
positioned to take advantage of that?
Initially, my role in the acquisition was to verify the management
team was aware of new technology and had plans to use it.
However, as soon as I walked through the door and met the IT
director and CEO, I knew they were in the right place. I very
quickly had a conversation with the IT director about using
machine learning and data parsing to increase the efficiency
of their business. That meant my role changed into looking for
opportunities for expansion. I believe SPi Global can enter new
markets and use its emerging digital technology to turn those
marketplaces into very profitable businesses.
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For example, a fundamental part of SPi Global’s business is
the re-purposing of content for different platforms, which is
a very good business. In the future, they could be using AI to
perform intelligent data parsing, whereby content and data
that is incompatible with other systems is made compatible via
machine learning, automating a number of processes.

What emerging technologies you are most excited
about?
I’m an entrepreneur; every time I get out of bed in the morning
I see exciting opportunities around disruption! There are
two technologies that I am extremely positive about. Firstly,
Chatbots, an online technology that takes over conversations
you might ordinarily have with a call center worker. As AI
becomes more powerful, the human operator will appear later
and later in the conversation – and this will happen by stealth. In
the end, this will make a company’s net promoter score higher
because consumers will speak with one computer entity instead
of a call center worker with a script. This is the future interface
to the web.
Secondly, material science, which has fundamental opportunities
to change every object that we lay our hands on to make those
objects much more efficient, changing industries in the process.
An example of this is provided by Boeing, which about six
months ago launched a new metal called microlattice. This is ten
times as strong as stainless steel and almost as light as air – and
it’s 3D-printable. In the future, they plan to make aircraft out of
it. I would say that’s pretty ground-breaking and has enormous
implications for the transport business.

PRIVATE REAL ESTATE

Private real estate
Looking for value creation
opportunities.
An uncertain market environment has prompted us to take a more measured investment approach.
We seek properties and locations benefiting from social, demographic and technological trends and
remain focused on identifying assets with value creation potential.

Market overview
While global demand for real estate has softened since early
2016 due to an unpredictable political landscape, investor
appetite for the asset class, on the other hand, remains solid
among developed countries as yield spreads continue to be
attractive for office, logistics and retail in most prime markets.
The ongoing investor appetite for real estate is also reflected
in global transaction activity, which has maintained positive
momentum and is expected to increase back to 2015 levels, as
highlighted below for the global office market.

Investment volume in USD bn

Transaction activity in 96 global office markets
750
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+5%
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600
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500
450
400
2010-2014
annual average

2015

2016

2017
forecast

Source: JLL, April 2017.

In addition to growing transaction activity, we see two other
developments in the market. First, while we expect global
supply levels to rise in 2017, resulting in a peak in the current
development cycle, we believe they will remain under control
given that vacancy rates are generally in decline. Second,
although there is a lot of liquidity in the market, banks remain
very disciplined, with loan-to-value (LTV) levels trending down in
all regions to around 50%. Meanwhile, the market faces the

challenge of record levels of dry powder, especially in North
America, which puts managers under pressure to source
attractive opportunities and deploy more capital.
We continue to believe that a number of ongoing transformative
trends are driving real estate demand on a global scale:
demographic shifts are impacting residential and office occupier
requirements; new urbanization is influencing property design
so that it caters to ‘live-work-play’ lifestyles; and shifting global
consumer demands and the resulting growth in e-commerce are
changing retail and logistics demand.
From a relative value perspective, we believe the current
environment offers a reasonable variety of investment
opportunities, particularly in properties and locations benefiting
from these social, demographic and technology trends: we
focus on value-added office properties in major tier 1 cities
and promising locations in tier 2 cities; on developing Class
A apartments and upgrading Class B apartments in markets
supported by strong population and employment growth; and on
functional warehouse space in markets where infill property is
in high demand. We continue to apply our three key investment
strategies to these relative value themes (see box text on
page 21). Our overarching strategy is to provide solutions to
operators and developers on the one hand, by investing globally
in value-added opportunities and offering asset management
services, as well as to third-party investors on the other hand, by
providing liquidity or absorbing entire portfolios.
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Opportunities in the current market

a mark-to-market occupancy rate of over 90% at exit. Next to
increasing occupancy, our business plan includes a capex plan to
improve vacant space and common areas, such as a corporate
restaurant, café and entrance hall.

Europe: focus on value creation in locations with a
structural undersupply
In Europe, one of our key focus areas is acquiring apartment
and office properties in affordable urban locations where we
can address supply shortages. Demographic shifts and new
urbanization are influencing office occupier demands across
the region and creating opportunities to buy office properties
below replacement cost and upgrade their design to cater to
the changing ways in which people live and work. We target
individual cities and secondary locations within those cities,
where pricing does not yet reflect attractive fundamentals.
Examples of such cities include Paris, Amsterdam, Berlin and
Stockholm, among others.
In the Paris office market, for instance, the La Défense district
is the largest office hub in Europe with 3.5 million square
meters of office space across 72 towers with approximately
180,000 employees populating the space.1 The tenant base
in the area is highly diversified with around 3,600 different
companies, including the headquarters of several French blue
chip companies such as Société Générale and Engie.2 In addition,
La Défense features over 230,000 square meters of leisure and
retail space and a well-developed transport network with five
tube and train lines connecting it to Central Paris in less than ten
minutes. The area is currently experiencing a strong recovery,
with vacancy rates decreasing from 11.4% in 2014 to 8.2% as of
Q4 2016, and cap rates that offer a significant premium to Paris’
Central Business District (CBD). Vacancy rates are expected to
fall further to 6-7% by year-end 2017.3

The La Défense market is recovering
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Source: BNP Paribas Real Estate; April 2017.

To capitalize on these dynamics, we recently acquired CB16
Tower, a 30,000 square meter office tower in La Défense, below
replacement cost. The building was renovated in 2003, has
gained an environmental certification and offers multiple on-site
services. At 70%, the property’s occupancy rate is currently
below the market average. By implementing lease-up initiatives
and restructuring existing leases to improve the income profile
of the property’s tenants, we see potential to increase this to
1 Cushman & Wakefield, April 2017.
2 PwC, H1 2017.
3 BNP Paribas Real Estate, April 2017.
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In addition to having strong value creation potential, we believe
the property and La Défense area are well positioned to benefit
from the new urbanization trend as well as from the recovering
French economy. Indeed, the improved outlook for the French
economy is starting to translate into growing take-up in office
space.4

In Europe, one of our key focus areas
is apartment and office properties in
affordable urban locations where we
can address supply shortages.
Similar to the office market, both demographic shifts and new
urbanization are also shaping the European residential segment.
Here, we see a trend towards affordable and convenient
living, especially in cities like Frankfurt, Berlin, Stockholm and
Copenhagen. These cities are experiencing high migration
streams from inside and outside their national borders. To
address rising population densities combined with higher
rents and land prices, one of the concepts they are discovering
is micro housing, a way of living that Japan and other Asian
countries embraced a long time ago. Micro housing diverges
greatly from traditional European housing. 71% of European
micro houses have a floor space of less than 60 square meters,5
yet are fully fitted with a sleeping area, cooking area, living room
and even a terrace area, making them very efficient living spaces.
This type of housing is primarily aimed at a generation of flexible
and mostly young, mobile people who are constantly ‘on the go’.
Most of their time is spent outside of their living quarters, with
the city itself acting as their ‘home’. In light of this development,
we are currently evaluating potential investments in the micro
housing sector in Northern Europe’s larger cities.
This transformative demographic trend not only affects the
desire for affordable housing, but also the consumption habits
of the mobile generation. Western Europe is experiencing an
ongoing growth in e-commerce, with the UK leading the way
(online retail accounted for 17% of retail trade in 2016 and
this share is expected to grow to 40% by 20256). This shift
in consumer demand and the impact it is having on the retail
and logistics segments make us more cautious on traditional
bricks-and-mortar retail. Nevertheless, we continue to look for
4 Bloomberg, April 2017.
5 Catella, February 2016.
6 Eurostat, February 2017.
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CB16 Tower, a 30,000 square meter office tower in La Défense, Paris.

This investment offers us the potential to implement a ‘buy, fix
and sell’ strategy and upgrade outdated facilities to attract new
tenants and improve the institutional appeal of the property.
Finally, the Seidnitz Center is dominant in its region, being the
principal shopping destination for its immediate local area with
more than 245,000 residents.7 Driven by positive demographic
and economic development, Dresden’s retail market is
performing strongly and is in line with our niche focus on high
density and affluent markets where retail performance is likely
to remain strong.

opportunities in the sector that have a particular edge, such
as food-anchored schemes with a strong leisure component
located in dense urban areas, especially in Germany and the
Nordics. Indeed, we see two separate streams within the
retail segment: e-commerce retail and ‘experience’ retail. The
latter is characterized by physical retail spaces that offer their
customers much more than a traditional retail experience.
Customers typically spend significant portions of their leisure
time in these spaces, enjoying facilities such as food courts,
restaurants, health and fitness centers, medical centers,
hairdressers and beauty salons. Such food- and leisureanchored centers have proven to be highly resilient real estate
assets throughout economic cycles and are typically less prone
to pressure from internet retail.

US: continued focus on acquiring office space
benefiting from urbanization

Our focus on ‘experience retail’ led us to acquire the Seidnitz
Center, a leading shopping center in Dresden, Germany, which
fits squarely within this trend. The Seidnitz Center comprises
over 33,200 square meters of lettable space with medical, office
and storage accommodation, as well as 1,000 parking spaces.

In the US, in line with the demographic and new urbanization
trends that are shaping real estate, our sourcing efforts are
concentrated on affordable housing and office properties which
capitalize on strong underlying key drivers such as population
growth, employment growth and industry trends (high tech
growth, for instance).
7 DG Hyp Report, October 2016.

Sector highlight: transformative trends in office real estate
Global mega trends create different market opportunities in different regions
Global mega trend
New urbanization influencing property design:
office users favor highly ammenitized locations
that combine life, work and play

North America
Focus on select secondary markets
with strong job and population growth

Select target cities
Austin, Texas

Atlanta, Georgia

Nashville, Tennessee

Highest net absorption of total
office inventory in the US,
ahead of Silicon Valley*

Historical average exit office
cap rate of 6.6% compared
to US average of 8.2%**

Favorable supply / demand
dynamics with all time low
office vacancy rates of 5%***

Source: Partners Group.
*JLL, December 2016.
**CoStar, March 2017.
***CBRE, January 2017.
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Similar to Europe, office occupiers in the US continue to favor
highly ammenitized urban locations that appeal to their busy
lifestyles, meaning locations that combine life, work and play
in one area. As primary markets are highly valued with cap
rates of less than 6%,8 we focus on secondary CBD markets
that offer opportunities to drive net operating income growth.
Examples include cities like Nashville, Austin and Atlanta, which
are benefiting from corporate relocations, job growth and
associated infrastructure improvements.
Atlanta, for instance, is the ninth largest Metropolitan Statistical
Area by population and the eighth largest economy in the
US.9 Downtown Atlanta, like many CBDs across the US, has
benefited from demographic trends: over the past ten years, the
downtown submarket has seen a 10% increase in population,10
above the US average, with many new tenants seeking
affordable urban housing. In addition, Atlanta’s office market is
experiencing favorable supply and demand dynamics.

Cities like Nashville, Austin and
Atlanta are benefiting from corporate
relocations, job growth and associated
infrastructure improvements.
To benefit from this dynamic and in light of the new urbanization
taking place in the area, we recently acquired a 1969-vintage,
33-story and over 622,000 square foot Class A office tower
in Atlanta. The property is currently 71% occupied with
a weighted average unexpired lease term of 5.75 years. It
benefits from strong regional and national tenants spanning
many different industries. Our value creation initiatives
include a capex plan to improve the available tenant space
8 CoStar, December 2016.
9 US Census Bureau, April 2017.
10 US Census Bureau, April 2017.
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and proactively increase lease renewals as the current rental
rates are approximately 26% below comparable buildings. The
property is located in the center of metropolitan Atlanta, close
to the worldwide headquarters of companies such as Coca-Cola,
Delta Airlines, AT&T and UPS, which are all benefiting from the
migration trend in the area.
If we focus on the residential segment, US apartment properties
have also been positively affected by the demographic and
social trends outlined earlier in this chapter. Declining home
ownership rates are leading to stronger demand for rentals,
especially among millennials. This group accounts for 43%
of renters in multifamily properties. Given that cap rates
remain at historic lows, we overweight multifamily residence
developments in defensive urban markets with solid demand
drivers. We focus on upgrading Class B assets in markets
supported by strong population and employment growth, such
as Denver, Austin and Raleigh. This is due to the facts that Class
B multifamily rents are projected to outpace Class A rents
and that occupancy rates among Class B buildings are strong
whereas new supply is only moderate.

Asia-Pacific: target ‘buy, fix, and sell’ logistics and
affordable urban residential real estate
In the Asia-Pacific region, our investment approach focuses
on key properties and locations that stand to benefit from the
transformative trends shaping the global economy, in particular
the need for affordable, urban living space and the continuous
growth in logistics demand. The global trend towards dense city
living is particularly pronounced in the Asia-Pacific region. In
cities like Hong Kong and Shanghai, for instance, the house price
to income ratio is known to be among the highest in the world.
Our investment focus in these key Asian gateway cities thus lies
in converting residential properties in well-connected locations
to co-living use, upgrading the properties to cater to tenants’
modern, urban lifestyles. With regard to logistics demand, this
has become especially prominent in Australia and in tier 1 cities
in China. In these regions, as well as globally, logistics demand is
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driven by the growth in online retail. In China, for instance,
e-commerce sales are expected to be twice those of traditional
retail between 2017 and 2020.11
In Australia, meanwhile, a strategy we have highlighted in the
past is to ‘buy, fix and sell’ warehouse properties to cater to
the growth in online retail and attendant need for logistics
space. Occupier demand for such space continues to expand
due to customers’ growing reliance on convenience and speedy
deliveries, while logistics supply remains limited. In 2016, online
retail trade alone contributed 32.5% of revenues to Australia’s
logistics sector.12
To capitalize on these positive market dynamics, we focus on
seeking in-fill locations for last-mile deliveries and target the
Eastern seaboard cities of Sydney, Melbourne and Brisbane.
Specifically, we target secondary grade assets within these cities
given that average yield spreads of 140bps between primary
and secondary assets remain attractive. One opportunity we
are currently evaluating is the potential development of a
portfolio of logistics properties across the Eastern seaboard.
The portfolio is comprised of under-utilized, income-generating
assets that offer the potential to create value through re-leasing,
refurbishment initiatives and build-to-suit developments.
The development will pursue a two-pronged strategy: an
aggregation strategy focused on creating a portfolio of smaller
assets that face less competition from institutional buyers, and
a strategy focused on larger, complex transactions that require
significant hands-on value creation work.
At the same time, a new trend is reshaping the apartment
market in Australia. The country’s banking regulator has
increased capital reserve requirements and introduced an LTV
cap of 50% on construction lending for banks, forcing them to
withdraw from residential projects. The withdrawal of the big
four banks that had previously dominated the lending market is
providing attractive opportunities for credit solutions, especially
for residential projects with significant pre-sales. A recent
example of our ability to capitalize on this theme is our financing
of a senior bridge loan for the development of the residential
component of the tallest building in Brisbane. The building
rises 89 floors and includes over 1,000 units divided into five
residential zones, each with separate communal facilities and
shared services. The loan will be repaid from the settlement
proceeds of the different zones; 92% of the units and value of
the zones has already been pre-sold. The Brisbane apartment
market benefits from positive tailwinds: population growth
stood at 1.6% for 2016 while GDP has grown at an annualized
rate of 4% for the last ten years.13
11 National Bureau of Statistics of China, April 2017.
12 Deloitte Access Economics, December 2016.
13 Australian Bureau of Statistics, January 2017.

How we realize relative value
potential in private real estate
Buy below replacement cost
We target assets with low valuations located in rebounding
markets that can be repositioned and then leased-up by
under-cutting market rents. These opportunities typically
arise as a result of ineffective management, inadequate
leasing or physical deficiencies – often these issues can be
addressed in our value creation approach.

Buy, fix, and sell
This approach typically targets older buildings in great
locations that are in need of owner-oriented asset
management initiatives including capital expenditure,
repositioning, lease-up and the implementation of building
efficiencies to capture rental and pricing differentials.

Develop core
In markets with strong long-term fundamentals and trends
that support additional absorption, we will selectively
develop properties through ground-up construction. We
focus on developments with end-user visibility that caters
to core investor appetite.

Relative value analysis
From a regional perspective, the US real estate market has
remained remarkably resilient to external shocks and market
volatility due to the balancing effect of positive economic
indicators such as low unemployment rates, higher consumer
spending and enough liquidity in the markets. Similarly, the
European real estate market remains stable and properties
are attractively priced as investors are exercising more caution
amid political events. As such, we overweight the markets of
France, Germany, the Nordics and select locations in Southern
Europe where we believe we can still achieve attractive
returns in good secondary markets. In the Asia-Pacific region,
we tend to overweight Australia and key gateway cities with
historically high transaction volumes and positive population and
employment growth rates that offer transparency and strong
local fundamentals.
Globally, among property types, office is a relative overweight due
to a continuous decrease in vacancy rates and an increase in net
absorption. However, in most regions, many opportunities exist
to acquire other types of properties in urbanized locations that
benefit from ongoing demographic shifts and outsized population
and job growth. For example, the apartment sector has proved to
be resilient throughout the cycle and opportunities exist to
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acquire properties in fundamentally strong locations that benefit
from urban renewal and demographic trends. However, we are
cautious on high-end residential, especially in key gateway cities in
Asia. Logistics benefits from the ongoing increase in e-commerce
across all regions, which is creating demand for last-mile delivery
facilities close to urban centers. On the other hand, retail remains
challenging and is an underweight in most regions, except for
market niches with a particular edge.
Finally, we have a strategic overweight on mature secondary
assets which could benefit from more time and capital. We seek
opportunities that allow us to provide liquidity to operators,
developers and third-party investors or structure fund
recapitalizations due to an upcoming fund or debt maturity.

Relative value matrix
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How to interpret the table: the relative value matrix divides the private real estate market into various segments, defined by regions
(Americas, Europe and Asia-Pacific) and investment type (directs, secondaries and primaries). Direct investments are divided into senior
debt, mezzanine, preferred equity and equity. For secondaries, we distinguish between inflection assets (early stage) and mature assets
according to asset/portfolio age. Primary investments are classified by investment type (debt, core, value-added and opportunistic).
For locations, we classify either by geographical region or by individual countries. Green and light green highlight a segment with high
relative attractiveness given Partners Group’s specific capabilities and deal flow. White highlights a neutral segment. Yellow and light
yellow mean Partners Group underweights the segment and requires an even more dedicated bottom-up selection effort.
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Private debt
Realizing the potential of privately
originated loans.
While many market participants have been willing to pursue more aggressive structures with even
lower pricing, we favor more conservatively structured and risk-adjusted investment opportunities
which we source and negotiate outside of traditional syndicated loan markets.

Partners Group views the private debt market in three distinct
categories: liquid loans, i.e. senior loans broadly syndicated
by banks which typically offer the lowest returns and are
sometimes used as a cash management or bond replacement
tool by fixed income investors; direct loans, which are also senior
in the capital structure but privately originated by a single lender
or small group of institutions and banks and thus generally
relatively illiquid; and junior debt, which is typically more
subordinated in the capital structure and includes second lien,
mezzanine, and holdco debt tranches, which tend to have very
limited liquidity, but offer the highest return potential.

US market overview
Liquid loans in the US large-cap syndicated debt market have
experienced increasing levels of demand-driven liquidity,
resulting in observable margin compression and upward
pressure on leverage levels. The major driver of this liquidity has
been a greater volume of Collateralized Loan Obligation (CLO)
issuance, which in the first four months of 2017 increased to
USD 27.6 billion compared to USD 14.1 billion in the prior year.
The borrower-friendly backdrop has resulted in a high level of
opportunistic transactions (re-pricings and refinancings) as well
as new issuance LBOs. While re-pricings in the first lien market
were plentiful in early 2017, this trend appears to be running its
course as we move into the second half of the year. Additionally,
modestly rising LIBOR has helped to offset decreases in spreads
for floating rate loans as this key rate has now moved above the
1.00% level, where floors have traditionally been set, for the first
time in several years.

Weighted average new issue spreads for senior loans
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Source: S&P LCD Global Leveraged Load Review, H1 2017.

Direct loans have broadly followed the syndicated markets,
experiencing price compression as a result of increased
investor demand stemming from a growing list of providers
and competition from syndicated solutions. Nevertheless,
loans in this area continue to offer a price premium relative
to liquid loans of approximately 100-200bps, reflecting their
more bespoke nature. Borrowers often favor these club-style
transactions over syndicated transactions because institutional
lenders tend to have large hold sizes, reducing the risk of a
transaction not closing due to insufficient financing being
arranged and providing for additional structural flexibility.
Junior debt has been increasingly provided through syndicated
channels, as underwriting banks have begun to cautiously
re-enter the second lien market, albeit with restrictions on
maximum leverage as a result of the regulatory environment
(which favors non-bank institutional lenders that are subject
to lower levels of regulatory scrutiny). Second lien institutional
issuance rose significantly in the first four months to USD 7.1
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Checkers, a quick service restaurant chain in the US with 850 restaurants and diverse menu offerings.

billion compared to USD 0.6 billion in the prior year. As far as
pricing is concerned, we have observed two different directions
in the market. On the one hand, there is pricing pressure on new
issue loans due to the increased syndication of second lien loans.
On the other hand, acquisition activities in existing financed
assets have often come with structurally provided assurance
that the original pricing and terms remain intact.
We believe the market may have reached an inflection point
and we expect a steadier leverage environment going forward.
The US political environment remains uncertain, as the new
administration’s ability to execute on specific policy proposals
continues to be tested. Tax reform and healthcare proposals
are at the forefront of sectoral investment risk considerations.
There is additional ambiguity surrounding Fed rate hikes for the
remainder of 2017, where increasing interest rates may offer
advantages to banks due to improved net interest margins and
thereby encourage their leverage lending activities.1

Private lenders tend to have large
hold sizes, reducing the risk of
a transaction not closing due to
insufficient financing being arranged.
Europe market overview
Liquid loans in the European syndicated debt market similarly
reflect the borrower-friendly environment, with supply and
demand dynamics currently favorable for issuers. Liquidity has
been supported by robust CLO volumes, with Q1 2017 issuance
of EUR 2.8 billion ahead of the prior year. We expect full-year
2017 issuance to be in line with, or to exceed, 2016 levels. Loan
1 All figures in the ‘Market overview’ section are sourced from S&P Global Market Intelligence,
LCD, May 2017.
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supply dynamics were further affected by robust issuance in the
competing high yield market, with Q1 2017 LBO high yield bond
issuance volume of EUR 23.8 billion compared to EUR 10.2
billion in Q4 2016. As seen in the US, as a result of these supply
and demand dynamics and the current stable macroeconomic
environment, larger syndicated deals have seen margin
compression over the last twelve months and an increasing
prevalence of covenant-lite documentation. Additionally, issuers
have been taking advantage of the favorable environment
in order to pursue opportunistic re-pricing and refinancing
activity. These types of transactions accounted for around 60%
of total issuance in Q1 2017. While syndicated market pricing
has compressed, it appears to be hitting a ‘floor’, with yields
bottoming out and a pushback from lenders seen on several
recent transactions. The risk environment remains relatively
benign: leverage levels are steady overall at around 5x, with a
slight uptick in Q1 2017. Equity cushions remain robust (on
average more than 45%) driven, however, by continued high
acquisition multiples.
Direct loans and junior debt, particularly loans not involving
underwriting banks, can be very attractive in the current market
environment. While some market players are chasing more
aggressive broadly syndicated structures and assuming outsized
credit and macroeconomic risks as a result of pressure to deploy
capital and meet high IRR targets, club transactions, in contrast,
are typically characterized by lower competitive dynamics and in
our opinion offer attractive relative value with regard to risk and
return dynamics.
The impact of Brexit has been relatively muted so far, however,
we see some risk of volatility as the two-year negotiation period
continues. The outcome of the UK snap general election adds
another layer of uncertainty to the Brexit negotiations and
political landscape. In wider Europe, the French election results
have been favorable for a less volatile landscape.

PRIVATE DEBT

Opportunities in the current market
US: sponsors look for alternative financing sources
New CLO issuance and liability refinancings (vintage 20132014) have been notable drivers of new capacity for broadly
syndicated senior credits with comparably lower returns.
Given their highly liquid nature, these types of senior credits
with lower returns are ideal as a cash management or bond
replacement tool within highly diversified portfolios.
On the other hand, for investors that are not seeking high
levels of liquidity, we believe direct loans continue to offer the
most attractive return potential. Accordingly, while we have
selectively invested in the liquid loans market, our focus has
been on directly originated transactions, especially where
we see opportunities to provide add-on acquisition financing.
We have found interesting lending opportunities in the quick
service restaurant (QSR) space, software as a service segment
and stable sub-sectors of the healthcare industry. There is
continued opportunity for institutional capital to invest directly
alongside sponsors in businesses through bespoke solutions
(delayed draw facilities, for example). Our recent investment in a
specialist provider of software solutions is an example of a direct
loan featuring a small club of lenders and an illiquidity premium
in the first lien pricing of LIBOR+5.00% (1.00% floor).

For investors that are not seeking
high levels of liquidity, we believe
direct loans continue to offer the
most attractive return potential.
We also continue to see value in privately placed or early-look
first and second lien transactions, which are often found in the
extended middle market, as well as select deals where we can
leverage a relationship with a bank or a sponsor with a special
angle on a transaction. Although banks have shown increased
willingness to underwrite second liens, a trend has recently
emerged in which sponsors sign transactions up using bank
commitments and carve out the option to independently place
the second lien debt prior to a transaction closing. Our April
2017 investment in Checkers is one such example, where the
sponsor saw value in a private buy-and-hold investor over
bank syndication. Checkers is a QSR chain in the US with
850 restaurants and diverse menu offerings. At a value price
point often less than five dollars, the chain is targeted towards
‘fast-foodies’ who typically consume a fast food meal several
times a week. The sector’s end markets have historically been
stable, with QSR sales growing at around 4% p.a.2 Within the

market, the company has found an attractive niche and has
seen consistent same-store-sales growth year on year. Partners
Group has significant experience investing in the restaurant
industry on a global basis, which we were able to leverage
throughout our due diligence process. Due to our ability to
respond promptly and our credibility with the sponsor, we were
able to provide an early commitment in the second lien tranche
of the capital structure, precluding bank syndication.
Finally, we have observed an increasing number of transactions
that have included more aggressive preferred equity tranches or
holdco Payment-In-Kind (PIK) loans. These types of instruments
are used to reduce the size of sponsor equity contributions
required to meet higher purchase multiples, with leverage
typically ranging from 6x to more than 9x EBITDA.3 We have
evaluated several of these opportunities, but elected to pursue
more senior portions of the capital structure, where we have
found better relative value.

Europe: mid-market opportunity set continues to offer
good relative value
Similar to the US, robust CLO issuance combined with limited
primary supply has driven down margins in the European
broadly syndicated loan market. Consequently, we currently
view the larger liquid syndicated loan market as less attractive,
although these liquid loans can drive down portfolio volatility
and, as mentioned earlier in this chapter, may be used as a cash
or bond replacement tool within diversified portfolios.
For investors that do not require such high levels of liquidity,
we instead favor more conservatively structured investment
opportunities, such as those that can be found in mid-market
club financings. We continue to focus on leading businesses
operating in attractive niches, for instance within sub-sectors
of the healthcare and financial and business services sectors.
Mid-market businesses cannot typically access the syndicated
loan market due to size restrictions. As a result, they tend to
favor club transactions, whereby institutional lenders can
provide financing alongside a traditional banking group, lending
directly to a company. In order to source such opportunities, it is
important to have a strong origination network in place beyond
banking intermediaries. We typically source such transactions
directly from our institution-wide sponsor network and
relationships with entrepreneurs.
In May 2017, for instance, we were the largest investor and
only non-bank lender in a senior term loan club financing to
Claranet, a non-sponsor owned company which was sourced
through our entrepreneur network. We were viewed as an
attractive partner given our ability to offer multiple financing
options, in addition to having capacity to provide follow-on
financing in the coming years. Founded in 1996, Claranet is
one of the leading independent information technology service
3 S&P Global Market Intelligence, LCD, May 2017.

2 The NPD Group, CREST, Q1 2017.
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providers in Europe, offering a range of integrated hosting,
network and communications managed services to small- and
medium-sized enterprises. Claranet provides mission-critical IT
outsourcing services with a contracted revenue base and has
a diversified customer and geographic footprint, serving over
6,500 customers in eight countries across Europe and Latin
America. Claranet operates in an attractive, growing niche and
has a strong acquisition track record, with revenues increasing
fourfold over the last five years.
In the junior debt market, sponsors often seek bespoke financing
solutions tailored to their growth strategy for an asset. They
often rely on pre-placing junior debt with private lenders in
order to avoid distribution risk. We expect this trend to continue
going forward, reflecting recently announced ECB guidelines
stating that banks must ensure stringent risk management is in
place for syndication transactions where total debt is in excess
of 6x EBITDA.
Partners Group recently provided a bespoke preferred
equity investment in support of the acquisition of Morpho by
Oberthur. Morpho, headquartered in Paris, is one of the world’s
global leaders in the identification and security market, with
a strong position in biometric applications. The company has
a broad client base including governments, public agencies,
financial institutions, telecommunications operators and
industrial clients. Its credit profile benefits from the company’s
market-leading position, strong R&D capabilities and recurring
revenues driven by multi-year contracts. Morpho recently
joined forces with Oberthur, a global leader in digital security,
predominantly serving the banking and telecommunications
markets. Oberthur has leading R&D capabilities and its business
is highly complementary to Morpho’s. The combined business is
the leading player across the identification and security markets
globally and is well-diversified in terms of geographies and
market segments.
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Asia-Pacific: differentiated debt structures emerging
In Asia-Pacific, financing activity has increased to support
larger pools of equity and investment capital across the region.
Recent significant transactions have been announced, such
as the privatizations of Belle International (USD 6.8 billion)
supported by traditional bank underwriters; and Nord Anglia
(USD 4.3 billion), which was financed by a combination of banks
and institutional lenders. While credit liquidity in the region
continues to be abundant and driven by banks, institutional
lenders are growing in their ability to support sponsor activity
by differentiating their offering. This could take place in the form
of junior debt transactions to support sponsors in transactions
with high valuations but sufficient operational resilience, or
in stretched senior debt where Asian banks do not typically
participate.
Partners Group, for instance, provided an AUD 160 million
second lien financing to support Baring Private Equity Asia
in its acquisition of financial services company SAI Global at
the end of last year. Headquartered in Sydney, Australia, SAI
Global is a global provider of risk management products and
services and a local provider of property services. The company
has a diversified customer base of more than 100,000 with
a high degree of recurring and visible revenues, driven by
services which are required for legal or regulatory reasons,
or recommended under industry guidelines. The transaction
involved the privatization of the company from the Australian
Stock Exchange and was the largest private equity transaction
in Australia last year. Partners Group offered a differentiated
solution by providing a large local-currency denominated
junior facility in a private equity LBO that was structured and
documented as a US-style debt instrument. Partners Group’s
structure allowed the borrower to fund the currency mix of its
operations while allowing it to pursue a flexible growth strategy.

PRIVATE DEBT

Relative value analysis
How we realize relative value
potential in private debt
We provide financing solutions that fill gaps in traditional
debt market coverage and are often more attractive
and flexible than those offered by the broader capital or
syndicated loan markets, providing excess yields to our
investors. We focus on three key strategies:

Offer creative structures
We offer flexible and tailor-made capital structures that
support companies’ specific cash flow profiles and working
capital needs.

Target niche industries
We target niche industries where we have the depth
of experience and confidence in underlying growth
fundamentals. We actively seek to invest into loan
structures in these spaces in resilient companies growing
both organically and via acquisitions.

Support buy-and-build strategies
We support successful sponsors and management teams
in their buy-and-build strategies by providing add-on
acquisition financing in a timely manner, particularly under
strict time constraints.

For H2 2017, we overweight mid-cap first lien debt investments
in both Europe and the US and mid-cap second lien investments
in the US. Despite tightening spreads, the US market continues
to offer an attractive risk/reward opportunity set, with
regulators imposing discipline on the markets by restraining
leverage levels. In Europe, club-style loan executions in the first
lien mid-cap space that offer a club deal premium continue to
be attractive. In the second lien space in Europe, we remain
highly selective given the limited issuance activity and more
competitive environment.
Within our key investment strategies, we focus on companies
with three defining characteristics: recession resilience,
stable recurring cash flows, and high cash conversion levels.
We also focus on specific sub-sectors within healthcare,
such as medical devices and clinical trial management, and
within the financial and business services sectors, such as
payment processing, which continue to offer good investment
opportunities. The information technology sector, particularly
the software as a service segment, has emerged as an attractive
area of investment more recently with a number of software
transactions aligned with the characteristics identified above.

Relative value matrix
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ASIA/EMERGING MARKETS

Mezzanine

Large / liquid
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Large / liquid

Mid(/small) / direct

Large / liquid
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Large / liquid
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Large / liquid

Mid(/small) / direct

First lien

Large / liquid

Mid(/small) / direct

Large / liquid

Mid(/small) / direct

Large / liquid

Mid(/small) / direct
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Large / liquid

Mid(/small) / direct

Large / liquid

Mid(/small) / direct

Large / liquid

Mid(/small) / direct

Healthcare
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Industrials

GLOBAL

Industry sector
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How to interpret the table: the relative value matrix divides the private debt market into various private debt segments, defined
by regions (North America, Europe and Asia / emerging markets) and debt strategy (mezzanine, second lien, first lien and senior
secondaries). In each segment, we classify the investments by size and type (small / mid and large cap; liquid and direct). Green and light
green highlight a segment with high relative attractiveness given Partners Group’s specific capabilities and deal flow. White highlights
a neutral segment. Yellow and light yellow mean that Partners Group underweights the segment and requires an even more dedicated
bottom-up selection effort.
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Private infrastructure
Scaling up anchor assets.

As infrastructure asset valuations continue on their steady upward trajectory, especially in the
core space, our investment focus remains firmly on assets that offer value creation potential. In the
current environment, one of our preferred value creation strategies is to build out platform assets.

Infrastructure asset valuations have been on a fairly steady
upward trajectory since 2009. Even though (US) interest rates
have begun to inch up, we expect that pricing will remain at
elevated levels for some time to come and we will continue to
see fully priced core transactions like the recent sale of the Port
of Melbourne at 25x EV/EBITDA.1
One reason for this is that buyers with low return expectations
and/or a high willingness to underwrite relatively aggressive
business assumptions continue to transact in the market.
This not only drives up prices; it also further accentuates the
fundamental disconnect between asset valuations and the
business, regulatory, or macroeconomic risks inherent in an
infrastructure asset. A decomposition of infrastructure public
market returns over the last five years shows that in developed
markets, multiple expansion makes up between 40-60% of total
returns achieved over the period, whereas growth (measured
in terms of earnings per share, or EPS) and income (measured
in terms of dividend yield) contributed between 16-40% and
between 20-30%, respectively.2
1 InfraDeals, Q4 2016.
2 Bloomberg, May 2017; Partners Group research, May 2017.
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Total return by region vs. earnings per share growth in
listed infrastructure shares
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As mentioned in the introductory chapter of this publication,
while we do not believe a recession is imminent, our view is that
another prolonged period of continuous growth in underwriting
assumptions cannot be taken for granted. As such, we have
defined a base case economic and market outlook and three
additional test scenarios, which can be used to assess the
valuation resilience of a specific asset, sector or portfolio of
assets (see Private Markets Outlook chapter on pages 4-7). We
maintain our view that, more often than not, current valuations
do not factor in the general mean reversion of real rates, nor do
they provide any buffer against adverse regulatory changes or
other risks specific to a certain infrastructure business. This is
particularly true for core assets, where an investor’s scope for
active management or smart structuring is limited. In contrast,
our investment focus remains firmly on infrastructure assets
that offer potential for value creation and we continue to use
three distinct strategies to crystallize value, as outlined in the
following section.
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Visualization of Sapphire Wind Farm, a 270MW onshore wind project in the state of New South Wales in Australia.

Opportunities in the current market
Platform expansion: scaling up infrastructure
In the current environment, our preferred strategy to create
value in infrastructure is to build platforms. Investing in themes
that we know and like, either through add-on acquisitions or by
building out a project pipeline, is a highly accretive way for us
to deploy capital, and not least an opportunity to create large,
stabilized assets that represent attractive acquisition targets for
potential future buyers.
For the months ahead, we continue to see platform expansion as
an attractive strategy in most infrastructure sectors and regions,
and particularly in sectors that offer potential for consolidation
or are undergoing transformative growth. Two such sectors
are communications and distributed energy infrastructure, i.e.
small-scale, energy-generating assets designed to deliver heat
and power to residential and industrial complexes. Distributed
energy is attractive in Europe, where regulatory pressure
to reduce the CO2 footprint and the resulting need for grid
balancing capacity due to more renewables generation are
creating sector tailwinds. Demand for distributed energy
solutions is growing, along with demand for energy efficiency
and battery storage projects in the residential, industrial and
commercial sectors. The market, especially in the residential
sector, is characterized by small-scale assets and projects, and
this fragmentation creates opportunities for consolidation and
buy-and-build strategies.
In communications infrastructure, the continued global growth
of data usage and increase in fiber penetration is creating a need
– and investment opportunity – for communications support
infrastructure such as data infrastructure centers, fiber-to-thetower links, or coverage for the internet of things (internetconnected devices like smart meters). Data infrastructure
centers in particular are exhibiting attractive growth trends
with capacity needs growing at around 15-16% CAGR in Asia
and the US.3 While our focus in the US is on wholesale data
infrastructure centers with contracted capacity in top tier
3 Frost and Sullivan, H1 2017; DLR/CBRE, December 2016.

markets, the highly fragmented Asian market – the top 12
incumbents account for 40% of the market4 – offers scope
for a pan-Asian data infrastructure center platform strategy.
A key success factor in this area is to create deep customer
relationships with both regional telecommunications companies
and global internet content providers, as global enterprises in
particular often prefer to use one colocation provider to serve
various regions.

Our platform investment approach
in recent years
We consider platform strategies in all sectors of the
infrastructure market and currently see the most
attractive opportunities for platform expansion within
the communications and energy infrastructure spaces. In
addition, platform build-out can be considered for many
renewable infrastructure assets that have completed
construction and turned operational.
Almost one third of all our direct infrastructure
investments in the last three years was made in platform
investments. In the same timeframe, we have matched the
initial amount invested in these assets in subsequent addon acquisitions.
A benefit of the platform expansion strategy is that smaller
add-ons to existing ‘anchor assets’ can often be acquired
at modest valuations, thus bringing down the overall
investment cost of a platform as we build it out. Our private
infrastructure team is currently actively monitoring more
than 50 potential add-on targets for our platform assets.

Meanwhile, we continue to see attractive opportunities to build
out terrestrial fiber networks in Europe, where penetration is
still low but government support is high. In France, for example,
4 Frost and Sullivan, H1 2017; DBS, H2 2016.
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the ‘Très Haut Débit’ program provides public grants and seeks
to mobilize private financing totaling over EUR 20 billion to build
fiber infrastructure in low density rural areas.5 We are capturing
this growth by adding smaller assets to Covage, the European
arm of our existing fiber platform Axia. For example, we recently
closed the acquisition of Tutor Group, a fiber network owner
and operator based in France. Following the acquisition of Tutor
Group, Covage is now one of the largest independent rural
fiber operators in France. Covage also recently secured the
opportunity to acquire and build the Hauts-de-Seine’s network
in Western Paris.

Building core: constructing infrastructure
As stated at the start of this chapter, we believe that buying
built core infrastructure is – in most cases – not an attractive
value proposition in the current market. Instead, one of our key
strategies to generate returns for our clients is to proactively
build core infrastructure, thus creating value through the
successful delivery of a construction project.
Building core also continues to be our preferred investment
strategy for renewable power generation assets, particularly
in Europe and the Asia-Pacific region. In Europe, we continue
to see attractive risk/return profiles in offshore wind, based on
high growth and capital demand, although the opportunity is
diminishing as the industry matures.
Among others, critical aspects when it comes to such projects
include ensuring that counterparty interests are fully aligned
and that the arrangements in the contract packages offer
optimal protection to us as an equity investor. An example is
our 2016 investment in Merkur Offshore, an offshore wind
farm in Germany, where we spent several months negotiating
the two main supplier agreements and achieved a 10% overall
cost reduction for our clients as well as a fully wrapped
5 France Très Haut Débit website, August 2017.

security package of liquidated damages that cover potential
cost overruns from delays. The offshore wind industry is also
creating new opportunities to invest in adjacent industries such
as support vessels or long-distance electricity transmission lines.
In Asia-Pacific, local pension fund and insurance company
interest in commissioned capacity has driven down returns for
operating renewables assets. However, the region’s ambitious
renewable energy policy targets (almost 200GW of renewable
power capacity is to be built by 2030 In Taiwan, Korea, Japan
and Vietnam alone6) continue to drive deal flow for newbuild projects. Our focus is on working with local developers
to construct assets that can eventually be expanded into
platforms. Similarly, our focus in Australia is on finding the ‘right’
opportunities, including those that offer potential for platform
expansion after construction is completed.
One example is our recent investment in Sapphire Wind Farm
(Sapphire), a 270MW onshore wind project in the state of New
South Wales in Australia. The investment was an exclusive
transaction between Partners Group and CWP, the developer,
with whom we had an existing relationship and who chose to
team up with Partners Group based on our strong track record
in Australian wind projects and our ability to provide 100% of
the required equity funding. The investment is attractive based
on its long-term contracted revenues: approximately 40% of
capacity is already contracted to the AAA-rated Australian
Capital Territory Government for a 20-year term. Another one
of the key attractions of this investment for us was the potential
for platform build-out. CWP has around 1GW of wind projects
in development besides Sapphire, which may require up to AUD
1 billion in equity investments. In addition, we are currently
exploring the possibility of creating an integrated renewables
generation platform by using Sapphire’s interconnection
infrastructure to add a solar farm at the site.
6 Bureau of Energy of Taiwan; Japan Ministry of Economy, Trade and Industry; Japan Wind
Power Association; Bloomberg New Energy Finance, May 2017.

Sector highlight: transformative trends in renewable energy
Global mega trends create different market opportunities in different regions
Global mega trend
Continued global growth of renewable energy

North America

Europe

Asia & emerging markets

Renewables are fastest-growing
power generation sector; current
regulatory regime is favorable

Maturing market with growing
competition owing to decrease
in perceived risk

Energy mix shifting from
thermal to renewables
creating high demand

Select relative value focus areas

Select relative value focus areas

Select relative value focus areas

Balancing/peaking capacity

Offshore wind support
infrastructure

Onshore and offshore
wind platforms

Onshore wind platforms

Offshore wind with unique angle

Behind-the-meter/energy storage

Solar PV platforms

Energy storage

Solar PV platforms

Source: Partners Group.
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Over the last 18 months, we have made five ‘building core’
investments on four different continents and in three different
sectors – a reflection of the strong relative value we see
globally in these types of projects. For the months to come,
we also continue to see attractive opportunities in new-build
midstream infrastructure in the US, where the significant
expansion of the petrochemical industry is creating demand
for new core infrastructure downstream. Deal flow is relatively
strong, but our focus is on assets in favorable locations and on
robust contractual structures with limited price exposure. An
example is Raven, a project to build a state-of-the-art ethylene
processing facility in Baytown, Texas, which we acquired in
December 2016. Raven will sell 100% of its capacity under
tolling agreements with largely investment-grade customers.
We believe there is expansion potential for Raven, as the facility
is situated within close proximity of several large potential
future customers and suppliers.

Operational value creation: improving infrastructure
To create value in operating infrastructure we aim to improve
an asset’s efficiency and profitability by organically growing the
top line of the business, increasing the capacity utilization, or
reducing costs where possible. An example is our investment
in Billy Bishop Toronto City Airport (Billy Bishop) in Canada,
which we jointly acquired in 2015 with the aim of implementing
a number of value creation initiatives during our holding
period. One of these was to allow travelers flying to the US to
go through customs pre-clearance at Billy Bishop. This would
create the potential to add new regional US destinations that
do not have customs facilities (such as New York’s LaGuardia
Airport), while also providing added convenience for passengers.
Pre-clearance is being implemented at Billy Bishop as a part
of a larger terminal upgrade project, which will enlarge the
passenger lounges, expand food & beverage and retail offerings,
and add an additional gate. US pre-clearance and the terminal
upgrade are expected to be completed in 2018 and will enable
continued growth in passengers and the potential for growth in
takeoff and landing slot capacity.

Generally, we pursue operational value creation strategies for
all our established infrastructure investments, but are selective
in terms of underwriting new assets in this strategy, as we
currently see better relative value in platform expansion and
building core investments. One area where select opportunities
are available is the thermal power sector in North America,
where low natural gas prices and environmental restrictions
have driven a reconfiguration of the US generation mix with
older thermal plants (coal, oil, gas-steam) being replaced by
gas-fired generation and renewables. Although the bulk of
the deal flow is in new-build projects, M&A opportunities
with operational value creation as the investment thesis are
available and our focus is primarily on assets that offer principal
protection from existing contracts.

How we realize relative value
potential in private infrastructure
Capitalize on platform expansion opportunities
We look for investments that offer us the opportunity to
build scale, for example through investing in fragmented
markets that have the potential for consolidation and
platform-building.

Proactively build core
We seek out opportunities where strong long-term
fundamentals in a particular market support the demand
for building a select type of infrastructure, for example
due to evolving infrastructure needs or changing market
fundamentals.

Focus on operational value creation
We focus on investment opportunities that offer us the
potential to enhance operational value through growth
and efficiency improvements. A key source of these
opportunities is the ongoing trend for corporate owners of
infrastructure to sell assets as part of a restructuring.
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Relative value analysis

as data centers, fiber-to-the-tower links, and coverage for the
internet of things. Support infrastructure for communications,
particularly data infrastructure centers, is also increasingly
attractive in other regions.

Non-core renewable power and communications infrastructure
continue to be focus areas around the globe, along with energy
infrastructure, which is attractive in North America and Europe.

Traditional water and waste management are relatively
unattractive sectors currently due to the limited availability
of opportunities with an attractive risk/reward profile. Water
assets are often tightly held and government-owned, with
privatizations usually being highly priced and competitive,
whereas traditional waste management assets are sought
after by strategic investors with different valuation drivers and
risk appetite compared to Partners Group. Within the waste
management sector we are thus focusing our attention on more
specialized assets such as energy-from-waste companies that
benefit from diverse revenue streams and long-term contracts
for their waste supply.

Operating renewable power assets in Europe and North
America have become relatively less attractive compared
to those in Asia/emerging markets: in Europe, returns for
renewables have compressed due to growing competition and
a further decrease in perceived risk, especially for offshore
wind assets. However, value can be found in building core
and value creation assets via carve out situations. In North
America, renewables continue to be the fastest growing power
generation sector. Due to their increasing cost competitiveness
compared to conventional power generation assets, this growth
should continue even as the current federal tax credits step
down over the next few years. Despite this growth, competition
has made the sector challenging from a returns perspective,
making platform opportunities more attractive due to the
benefits of acquiring smaller add-ons at attractive valuations, as
highlighted at the start of this chapter. Policy changes under the
Trump administration need to be monitored for the impact they
may have on the sector, including a corporate tax reform and its
potential impact on the tax equity market.

For secondaries, we remain neutral on all regions as the
assessment expressed in previous Private Markets Navigators
continues to hold true: while North America offers better
fundamentals compared to other regions, this advantage is often
offset by tax leakage. Meanwhile, valuations in Europe remain
high, resulting in compressed returns, while the Asia/emerging
markets region is a small market which only occasionally
generates deal flow. In terms of stage, we see better relative
value in traditional secondaries containing inflection assets and
assets with value creation potential, although these pieces are
usually heavily competed and therefore aggressively priced. We
only pursue situations in which we can offer a unique angle.

Communications infrastructure is most attractive in Europe
relative to other regions, owing to the still relatively low fiber
network infrastructure penetration across the continent,
coupled with high demand and strong policy support. Europe
also offers increasing potential for support infrastructure such

Relative value matrix
NORTH AMERICA

EUROPE

ASIA/EMERGING MARKETS

Transportation

Power
conventional

Energy
infrastructure

Social
infrastructure

Transportation

Power
conventional

Energy
infrastructure

Social
infrastructure

Transportation

Power
conventional

Energy
infrastructure

Social
infrastructure

Communication

Renewable
energy

Water

Waste
management

Communication

Renewable
energy

Water

Waste
management

Communication

Renewable
energy

Water

Waste
management

Building core

Platform
expansion

Operational
value creation

Core

Building core

Platform
expansion

Operational
value creation

Core

Building core

Platform
expansion

Operational
value creation

Core

Sector

Strategy

Directs

Equity

Junior debt

Equity

Junior debt

Equity

Junior debt

Secondaries

Inflection assets

Mature assets

Inflection assets

Mature assets

Inflection assets

Mature assets

How to interpret the table: the relative value matrix divides the private infrastructure market into various regions (North America,
Europe and Asia/emerging markets) and segments, which are then divided into sectors (transportation, communication, power
conventional, renewable energy, energy infrastructure, water, waste management, and social), strategy and investment types (directs
or secondaries). For directs, we distinguish between equity and debt. For secondary investments, we distinguish between inflection
assets (early stage) and mature assets according to asset/portfolio age. Green and light green highlight a segment with high relative
attractiveness given Partners Group’s specific capabilities and deal flow. White highlights a neutral segment. Yellow and light yellow
mean that Partners Group underweights the segment and requires an even more dedicated bottom-up selection effort.
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Liquid private markets
Outperformance trend continues.
Market overview
Listed infrastructure1 has comfortably outpaced broader
market indices so far this year. European and emerging markets
infrastructure players have performed particularly well on
the back of easing political pressures and gradual economic
recovery in Europe, as well as a rebound in emerging market
equities. Although valuation levels have increased, we remain
optimistic about the performance of European infrastructure
given a recovering economy, comparably lower valuations, and
the continued prospect of low interest rates.
Listed private equity2 once again performed well year-to-date
and outperformed the broader equity market measured by the
MSCI World TR EUR by 8%, accompanied by further discount
contraction. The average discount for UK LPE companies
stands at 10%, below its long-term median of 16%.3 All regions
contributed positively with Continental Europe being the best
performing region, followed by North America and the UK.
Holding companies (e.g. Schouw & Co.) and alternative asset
managers (e.g. Apollo Global) performed best.

Opportunities in the current market
In listed infrastructure, we remain positive on GDP-sensitive
sectors, such as European and emerging markets transport,
but acknowledge that valuations have increased. European toll
1 Measured by Partners Group Listed Investments SICAV – Listed Infrastructure EUR I-T.
2 Measured by Partners Group Listed Investment SICAV – Listed Private Equity EUR I-T.
3 Thomson Datastream, February 2017.

roads continue to trade at attractive free cash flow yields, while
a recovery in container volumes makes us more positive on ports
for the first time in several years. We also believe that Chinese
toll roads are well-placed for share price gains. Following the US
election and concerns about the Chinese economy, toll roads
in the country suffered disproportionately despite high traffic
growth. Passenger traffic has grown at above 10% CAGR since
20094 and a recovery in export/import activities should further
boost growth. A rise in passenger traffic should also provide
stability to the earnings mix. Finally, provincial governments
typically own 50%+ stakes in these companies and are thus
supportive of earnings growth. We expect that attractive
valuations, high growth and government support should provide
favorable returns in the sector over the next 24 months.
Meanwhile, after the strong rally in listed private equity and
continued discount contraction, we have turned more cautious
on the asset class. We continue to favor US alternative asset
managers. The sector has benefited from a rebound in carry and
significantly increased economic net income. We see further
upside driven by higher carry potential as a result of solid
returns across managed asset classes, pushing up carry-eligible
assets under management. In addition, the sector benefits
from a potential political catalyst: a conversion from Limited
Partner structures into C corporations as a result of changing
tax legislation would broaden the investor base and potentially
reduce the valuation gap between traditional asset managers
and alternative asset managers.
4 China Automotive Association, Ministry of Public Security, December 2016.

Relative value matrix
NORTH AMERICA
Listed private
equity

Public
partnerships

Listed private
infrastructure

Transport

BDCs

Utilities

Communication

EUROPE

Managers

Public
partnerships

Social /
diversified

Transport

Fund of funds

Utilities

Communication

ASIA/EMERGING MARKETS

Managers

Public
partnerships

Social /
diversified

Transport

Fund of funds

Utilities

Communication

Managers
Social /
diversified

How to interpret the table: the relative value matrix divides the listed infrastructure and listed private equity markets into regions
(North America, Europe and Asia / emerging markets) and types of investment available. Green and light green highlight a segment with
high relative attractiveness given Partners Group’s specific capabilities. White highlights a neutral segment. Yellow and light yellow
mean that Partners Group underweights the segment and requires an even more dedicated bottom-up selection effort.
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Portfolio perspectives
Benefits of a multi-asset private
markets portfolio.
As elaborated on in the Private Markets Outlook chapter on
pages 4-7, the more advanced stage of the economic cycle in
the US, stretched valuations and a wider range of possible rate
outcomes warrant a more detailed sensitivity analysis to assess
an asset’s resilience to a variety of potential future economic
growth and capital market outcomes. This section analyzes the
return sensitivities of the broader private markets industry, as
well as of public markets, to the base case and three different
test scenarios defined in the Private Markets Outlook chapter,
using Partners Group’s Expected Return Framework.

Assessing the sensitivity of expected returns to
different economic scenarios
Our base case economic scenario assumes low but steady
growth and slightly faster Fed rate increases than the ones
currently priced in by the market, partly as a result of higher
inflation but also in real terms. Applying these parameters to
our Expected Return Framework and using public and private
equity as an example, amid low top-line growth, we assume
about 3% public equity earnings growth p.a. and base the
additional private equity-specific operational value creation
return contribution (top-down and bottom-up) on past research,
taking into account the impact of leverage reduction. In line with
our seven-year mean reversion assumptions, valuations retract
by 10-15% over a five-year horizon (time horizon of our rates
scenario), which is then extended pro-rata to the framework’s
seven-year calculation. Applying the same approach to the
other asset classes results in historically low expected returns
across the spectrum of public as well as private markets asset
classes. However, private markets continue to show a material
expected outperformance over their public peers, exceeding
outperformance potential even in a normal market environment.
The table at the top of page 35 illustrates the H2 2017
annualized expected broad industry returns by asset class over a
seven-year horizon, with net returns shown in parenthesis.
Applying our stock market rally scenario of slight earnings
growth improvement and further valuation expansion results
in a material positive return contribution in particular for public
market equities (valuation change) and private equity (valuation
change and return from finance as margins allow for accelerated
debt repayment). For private real estate and infrastructure,
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market momentum offsets the impact of higher real rates. The
market also places greater value on de-risking and operational
improvements, thus lifting return expectations. Debt returns
remain broadly unchanged compared to our base case.

Partners Group’s Expected Return
Framework
Our Framework calculates expected asset class returns for
private and public markets based on fundamental drivers
(income, growth and valuation change) over a seven-year
horizon. The Framework complements our qualitative
relative value investment approach by adding a quantitative
component, reflecting broad industry returns.
Return from income: annual cash flows from the
investment and other income-like components of an asset’s
return, like buyback-adjusted dividend yield on equities or
interest received on a bond.
Return from growth: the rate at which the value of an
investment increases due to fundamental drivers. For fixed
income instruments, return from growth is usually zero.
For equities, this is earnings growth. In the case of private
markets, in addition to the beta-related earnings growth
that can also be observed in public markets, return from
growth is generated through value creation strategies, such
as platform growth or operational improvements.
Valuation change: the change in the price the market
pays for a cash flow stream consisting of both income and
growth. For public market equities, this is the change in the
price to earnings ratio, for private equity it is enterprise
value (EV) to earnings before interest, tax, depreciation and
amortization (EBITDA) changes. For private infrastructure
and private real estate it is the asset’s sensitivity to a
change in underwriting internal rate of return (IRR) and cap
rate, respectively. Given the floating rate nature of private
debt, valuation change is usually close to zero while fixedincome, public market bonds are impacted by duration. The
underlying assumption is that valuations revert to longterm averages over the seven-year horizon.
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Expected broad industry returns by asset class according to our base case
(annualized over a seven-year horizon, net returns in parenthesis)
Instrument/
Asset class
Equity

Junior debt

Senior debt

Private equity

Private real estate

Private infrastructure

Public markets*

Income

Growth

Valuation

Income

Growth

Valuation

Income

Growth

Valuation

Income

Growth

Valuation

0.0%

15.6%

-1.7%

3.6%

9.7%

-2.4%

8.8%

3.9%

-2.0%

2.8%

3.2%

-2.0%

13.9% (9.5%)
9.8%

0.0%

10.9% (8.0%)
0.0%

8.0%

9.8% (8.0%)
5.1%

0.0%
5.1% (4.0%)

0.0%

10.6% (7.7%)
0.0%

8.0%

0.0%

8.0% (6.0%)
0.0%

3.6%

0.0%

4.0% (3.8%)
0.0%

4.8%

0.0%

8.0% (6.0%)
0.0%

3.6%

0.0%

3.6% (2.8%)

-1.0%

3.8% (3.3%)
0.0%

3.4%

0.0%

3.6% (2.8%)

-0.5%

2.9% (2.7%)

*High-yield and investment grade credit taken as public markets proxy for junior debt and senior debt.
For academic purposes only. As of H2 2017. All of the above data is derived from Partners Group calculations and assumptions and should not be construed as representative of Partners Group
investments. Partners Group utilizes historical market data and academic research to generate the above calculations, a full list of which can be provided on demand. Please note all value creation
inputs are based solely on Partners Group’s internal research. Expected returns are based on Partners Group estimates. There is no guarantee that expected returns will be realized or achieved
or that an investment program will be successful. Public asset classes are assumed to be invested passively, with a flat management fee of 0.20% p.a. for equities, 0.25% p.a. for investment grade
bonds and 0.50% p.a. for high yield. The fee structure assumed for private equity includes a management fee of 2.0% p.a. and a performance fee of 20% subject to an 8% hurdle. Real estate
and infrastructure fees on equity investments include a management fee of 1.5% p.a. and a performance fee of 20% subject to an 8% hurdle for real estate and 15% subject to a 6% hurdle for
infrastructure. Private equity junior debt fees include a management fee of 1.5% p.a. and a performance fee of 15% subject to an 8% hurdle. For real estate and infrastructure junior debt, fees
include a management fee of 1.25% p.a. and a performance fee of 10% subject to a 5% hurdle. Senior loan fees for all asset classes include a management fee of 0.75% p.a. and a performance fee of
7.5% subject to a 4% hurdle. Hypothetical or simulated performance results have certain limitations. Unlike the results shown in an actual performance record, these results do not represent actual
trading. Past performance is not a reliable indicator of future performance. Source: Partners Group, Expected Return Framework, H2 2017.

Changing a minimal number of parameters under our
different economic scenarios illustrates the sensitivity of asset
class expected returns to economic and rate conditions, as
summarized in the following chart. With the exception of public
equities in the stock market rally scenario, private markets
show a material relative outperformance over public markets
asset classes in all of the scenarios, as we have elaborated
on in the past. Our experience has shown that key drivers of
this outperformance include factors such as better access
to information on the part of private markets investment
managers, improved governance as a result of private markets

Expected broad industry returns under the different
scenarios (annualized over a seven-year horizon)
15

Stock market rally
14.0

14.0
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0
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Faster rate hike cycle
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The mild recession scenario (unchanged Fed rates, lower
inflation, lower earnings growth) reduces return expectations
across the board on the back of lower growth, rising default
rates and muted investor sentiment. Defensive asset classes
fare somewhat better, benefiting from lower real rates (real
estate and infrastructure) and limited asset beta sensitivity
(infrastructure equity). Higher spreads offset the adverse
impact of rising default rates on floating-rate debt.

ownership, an operational, long-term outlook focused on handson value creation, and greater ability to time exits.
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In the faster rate hike cycle scenario, we assume a 400bps
rate increase (vs. 200bps in the base case), alongside a slight
uptick in earnings growth and inflation expectations. For public
equities, the adverse impact on valuations is partially offset by
the higher return contribution from growth, in line with past
experience during periods of rising rates. For private equity,
additional financing costs are somewhat offset by higher
nominal earnings growth, while valuations retract. For real
estate and infrastructure, the relatively higher sensitivity to real
rate increases leads to somewhat lower returns. Floating-rate
instruments (junior and senior debt) benefit in a rising rates
environment, despite slightly higher default rates. For fixed-rate
debt (high yield and investment grade), the positive impact of
higher reinvestment income is largely offset by the negative
valuation impact.
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Source: Partners Group, Expected Return Framework, H2 2017.
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Applying relative value and scenario thinking to
private markets portfolios
As in previous issues of the Private Markets Navigator, we are
once again providing two stylized private markets portfolios – a
return- and a yield-focused portfolio – to illustrate the portfolio
implementation of our relative value weights and themes. Both
portfolios maintain an overall diversified approach and take
into account technical factors such as deal flow, the breadth of
asset classes and incremental risk/return factors. The ‘return’
portfolio combines investment themes and segments of private
markets catered towards capital appreciation, while the ‘yield’
portfolio focuses on income-oriented opportunities. Comparing
portfolio allocations in light of the different scenarios highlights
the benefits of both a multi-asset portfolio and wide allocation
bandwidths that facilitate the generation of high returns
throughout market cycles by enabling investors to focus on the
most attractive investment opportunities within private markets
at any given time.

Return-focused portfolio allocation in our base case
Private equity
45%
[20-60%]

Private infrastructure
20%
[10-40%]
Private real estate
20%
[10-40%]

Target
allocation

Private debt
15%
[0-25%]
Note: the smaller inner pie represents current target allocations. The larger outer pie
represents long-term, strategic asset allocations. Numbers in parenthesis represent target
bandwidths. Private equity consists of allocations to equity, growth capital and private equity
secondaries. Private real estate consists of allocations to value-add (equity directs),
opportunistic (equity directs) and real estate secondaries. Private infrastructure consists of
allocations to core asset buildup (equity directs), platform expansion (equity directs) and
private infrastructure secondaries.
Source: Partners Group, for illustrative purposes only.

through additional value-accretive asset management
initiatives. For any asset class, in the current environment, peak
valuations and rising headwinds in capital markets lead us to
focus on stable assets with a track record of strong financial
performance during previous economic downturns.

A multi-asset portfolio and wide
allocation bandwidths facilitate the
generation of high returns throughout
market cycles.
Applying these weights to the portfolio and using broader
industry expected returns (i.e. not Partners Group’s target
returns) results in an annualized expected return of 8.6% and
generates a strong outperformance of 5.4 percentage points
over a 60/40 public markets portfolio (60% equities, 20%
government bonds, 20% investment grade bonds). The table
below illustrates the expected returns under the four different
scenarios, using the same asset allocation.

Economic scenarios applied to return-focused portfolio
12%
10%

11.3%
∆2.0%
8.6%

8%
6%

7.0%

6.8%

∆5.4%
∆4.6%

4%

∆5.7%

2%
0%

In the return-focused portfolio, given our base case assumption
of slowly rising real yields, we allocate a larger share of the
portfolio to private equity directs and private (corporate) debt
at the expense of real estate and private infrastructure. The
private equity directs allocation is built on defensive mid-cap
buyouts with value creation potential in sectors that benefit
from transformative growth, while we underweight private
equity secondaries given pricing pressure, the speed at which
transactions close and the fact that we want to avoid gaining
public markets exposure (for more mature portfolios) at
current prices. The private debt allocation relates to corporate
second lien and mezzanine as the asset class continues to
display attractive risk/return characteristics. Real estate and
infrastructure are slight underweights but improve the portfolio
diversification and add an inflation protection feature. We
overweight real estate secondaries as tail-end liquidity solutions
are less competed over and we can still build up valuations
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Base case
scenario

Stock market
rally

Return-focused private markets portfolio

Faster rate
hike cycle

Mild
recession

60/40 public markets portfolio

Source: Partners Group, Expected Return Framework, H2 2017. Past performance is not
indicative of future results. For illustrative purposes only.

Under a more positive capital markets outcome (stock market
rally scenario), the outperformance over public markets
narrows materially as public equities should perform strongly.
The outperformance potential also narrows under the faster
rate hike cycle scenario given the more material impact on
rate-sensitive real assets, somewhat offset by higher-yielding,
floating-rate corporate debt. Under the mild recession
scenario, the robust value-add component of private markets
returns, coupled with the more defensive characteristics of
infrastructure and wider spreads in the corporate debt space
would somewhat cushion the impact on expected returns,
further widening private markets’ outperformance potential
over public markets.
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Yield-focused portfolio allocation in our base case
Private infrastructure equity
15%
[0-30%]
Real asset debt
5%
[0-30%]

Corporate first lien
45%
[30-60%]

Economic scenarios applied to yield-focused portfolio
8%
6%

Target
allocation

4%

6.8%

6.3%

6.1%

∆1.5%
∆3.4%

4.8%
∆4.8%
∆3.1%

Corporate second lien
& mezzanine
35%
[10-50%]
Note: the smaller inner pie represents current target allocations. The larger outer pie
represents long-term, strategic asset allocations. Numbers in parenthesis represent target
bandwidths. Real asset debt consists of real estate and infrastructure debt (junior and senior).
Private infrastructure equity consists of allocations to operational value creation and core.
Source: Partners Group, for illustrative purposes only.

In line with the base case scenario of slowly rising rates and
the attractive return prospects in the current environment, the
yield-focused portfolio places a high emphasis on floating-rate
corporate debt (senior and junior) at the cost of real asset debt,
which is typically fixed-rate – a view that is also supported by
very tight spreads in the real asset debt space. The annualized
expected return for such an allocation under the base case
scenario is 6.1%, 3.4 percentage points higher than a public
markets portfolio consisting of 20% equities, 40% government
bonds, 30% investment grade bonds and 10% high yield bonds.

2%
0%
Base case
scenario

Stock market
rally

Yield-focused private markets portfolio

Faster rate
hike cycle

Mild
recession

20/80 public markets portfolio

Source: Partners Group, Expected Return Framework, H2 2017. Past performance is not
indicative of future results. For illustrative purposes only.

We acknowledge that our scenarios are only a small selection of
potential outcomes. This is why Partners Group clients are also
able to access this type of information on our proprietary ‘My
Partners Group’ app, where they can add additional scenarios
and adjust the return components for each asset class to
incorporate their own assumptions.

Screenshots from the My Partners Group app

Rising headwinds in capital markets
lead us to focus on stable assets with
a track record of attractive financial
performance in previous downturns.
Similar to the return-focused portfolio, a more positive capital
markets environment would result in a narrowing of private
markets’ outperformance potential as capital-appreciative
equity would perform strongly while debt investments would
benefit under-proportionately. The faster rate hike cycle
scenario highlights the attractiveness of floating-rate corporate
debt instruments (junior and senior), as reflected in the very
strong outperformance over public markets. Under the mild
recession scenario, expected returns retract for public and
private markets alike, leaving the outperformance potential
roughly unchanged.
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