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A drop in private equity deal flow is hardly surprising in the wake of the Covid-19 crisis. Owners are 
reluctant to sell amid deflated multiples. Buyers have limited access to financing and still lack clarity 
on the range of potential outcomes. Markets are in shock, and it may be that way for a while. 

Yet as funds take steps to assure the long-term health of their portfolios, dealmaking will inevitably 
come back. Funds have money to invest, companies need fresh capital, and as the PE industry learned 
during the global financial crisis, putting money to work during market downturns produces higher 
returns on average than during upcycles (see Figure 1). 

Two factors, however, make this crisis different. 

The first is the sheer speed with which global economic activity ground to a halt, abruptly throwing 
companies across the economic spectrum into turmoil. The second is the potential impact on consumer 
behavior. People and businesses have learned to cope with stay-at-home orders and shortages, and the 
shift in demand for products and services could stick long after the pandemic has passed. 

These factors add a layer of Covid-specific complexity to the normal due-diligence process for distressed 
investing. As funds get back to deploying capital, they will likely have to change the way they evaluate 
opportunities and build models for the future, in light of this truly unique demand shock. 

The near-term questions facing investors, of course, are impossible to answer with much certainty. No 
one knows exactly when normal business activity will resume, making it difficult to assess the full impact 

Figure 1: Investments made during the 2008–09 global financial crisis typically resulted in  
strong returns
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of this demand shock on the global economy, let alone specific target companies. That said, there are 
practical ways to evaluate potential opportunities by separating the Covid-related fallout from a company’s 
longer-term competitive position, demand outlook and financial health. When looking at a specific 
target company in this environment, you need to consider several key questions.

What will happen to industry demand after the crisis?

After a period of artificially suppressed demand for goods and services, many industries are likely to 
bounce back when the immediate crisis passes and the economy can find its footing. But the shape 
of the demand profile will vary from industry to industry and may be different than it was before the 
crisis (see Figure 2). While today’s lockdown scenario is posing a major challenge to any tourism-related 
company, the overall industry will recover eventually and demand is likely to settle into a familiar pattern 
over the long term. But collaborative software products may step up to a new level of long-term demand, 
having demonstrated their utility in an assortment of remote working situations. The same could be 
said for a wide variety of health and safety products as consumers make a new habit of shielding 
themselves from potential threats. 

The question for investors is, what will the new normal look like? Are the substitutes consumers dis-
covered during the crisis in many industries as good as, or better than, what they were using before? Do 
they adequately replace existing solutions, even for a subset of products? Alternatively, will post-Covid 
customers unleash pent-up demand for the original goods or services, resulting in accelerated growth?  

Figure 2: Industries will recover from the Covid-19 crisis in different ways, which will affect their 
long-term attractiveness
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Is it Covid-19 or something else?

Given the severity of the Covid-19 demand shock, companies in almost any industry will feel eco-
nomic pressure, sometimes extreme, that will require infusions of capital. But the sweeping nature 
of the crisis can obscure other, unrelated problems at a target company. 

If revenue for an entire industry has walked off a cliff, it is all the more important to compare the 
company’s historical financial and operating performance against competitors before the crisis. An 
otherwise healthy company that had forged a strong market position will be in a much better position to 
recover and thrive when the crisis abates than a company that already had issues holding it back. Those 
issues may not be a deal breaker. But in an economic environment that may weigh down performance 
for an extended period, you need to assess whether you can fix those internal problems on a reasonable 
timetable with a manageable level of investment.

Is the company poised to thrive in the recovery?

A related question is how well-poised the company is to win as its industry emerges from the crisis. Has 
it positioned itself to thrive in a post-Covid-19 world? From a diligence standpoint, this involves analysis 
at all levels of the business. Have the company’s sales and customer engagement teams done a better job 
than competitors at working with customers through the crisis to deepen relationships and generate 
good will for the future? At an operational level, does the company have the production capacity, supply 
chain strength and cost structure to quickly ramp up and take full advantage of a surge in demand? 

A longer-term issue is whether the company faces new competitive threats due to changes in customer 
behavior and whether it can adjust quickly enough to take advantage of the changes. The crisis has 
forced customers to break out of old habits and try new solutions in both B2C and B2B environments. 
E-commerce offerings are exploding as consumers order everything from groceries to equipment for a 
new home office. Remote communications tools like Zoom or BlueJeans are finding uses their devel-
opers never anticipated. These changes may have ripple effects for businesses across the economy.  
Restaurant chains will most certainly benefit when their customers are released from home confinement, 
but the restaurant companies that have developed or refined their home-delivery channel are more 
likely to thrive than those that have not. 

Businesses that use this period of remote engagement to redefine how they interact with employees 
and customers may likewise find ways to better connect with both constituencies, making their people 
more efficient and offering customers a better way to work together. The best companies will be 
thinking about these issues now, not later. The key is to emerge from the crisis aligned with any 
structural changes in customer behaviors. 

What are the risks from near-term disruption?

Any investment during this highly turbulent and uncertain period must account for scenarios that 
assess disruption risk and the company’s ability to withstand it. Due diligence should assume the 
worst and identify specific, practical action plans. What will happen to customer demand if the crisis 
drags on into the summer? Supply chain inputs might be steady now, but what about two months 
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from now? Does the company’s cost structure give it the flexibility to scale down temporarily and 
scale back up rapidly?

With demand potentially in free fall, you have to determine whether the target has the staying power to 
withstand the shock. What are the short-term cash flow issues? How much capital investment will the 
company need (factoring in potential government aid) and what kind of balance sheet can it support? 
The duration and intensity of this crisis are impossible to measure right now. Given that uncertainty, 
do you really understand the risk, in view of the ongoing investment requirements?

Do we have the right experience and capabilities?

This is really a two-part question. The first part refers to the firm’s sweet spot. Does this investment 
line up with the firm’s differentiated capabilities and repeatable value-creation model? A distressed 
investment may look like a bargain. But are you really confident your firm knows how to mitigate the 
risk by pulling the right levers to retool the company? 

The second part of the question involves distressed-investing capabilities. Given that many targets in 
the current environment are struggling, firms have to get comfortable with several key elements.

• A stronger likelihood of default or bankruptcy. Firms skilled at distressed investing know how 
to track bankruptcy risk and what to do (and do quickly) if things head south. They know how to  
triage, how to build a detailed action plan, and where to find the capabilities to manage the process—
legal expertise, alternative financing, and so on. 

• Faster decisions with less data. Distressed investing often involves moving more quickly than 
the investment committee is used to. Firms have to make decisions based on alternative sources 
of data. If there is no “book” laying out historical financial and historical information, the firm 
may need to lean on customer and supplier interviews or scrape web data to find answers. It may 
need to tap outside expertise to quickly analyze industry conditions or competitive positioning 
from the outside in. 

• Scenario-based turnaround plans. Given the severity of the Covid-19 demand shock, firms need 
to create both short-term firefighting scenarios to reduce liquidity risk and multiple long-term 
turnaround scenarios before investing. They also have to be prepared to execute on Day 1, shifting 
personnel, making operational changes, and doing it all at speed. Turnaround plans often involve 
drastic measures like layoffs and asset dispositions to get a company back on the right footing. So 
firms have to understand how to limit the damage, especially during a national emergency. And 
they must be prepared to manage any blowback associated with tough measures.

PE firms will inevitably play an important role in providing liquidity to a global market in shock and will 
help companies across the economy find their way through the storm. But investing during a period 
of massive turbulence and deep uncertainty will call for new skills and approaches to due diligence. 
Success will require a well-reasoned understanding of short-term impacts and longer-term structural 
changes to companies and industries. More than ever, it will also require a clear-eyed understanding 
of how your firm can both add value and mitigate risk as unique investment opportunities emerge.
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