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Capital Dynamics is an independent, global asset manager investing in private equity and
clean energy infrastructure. The firm is client-focused, tailoring solutions to meet investor
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top-tier fund managers provide consistent access to powerful direct deal flow and
high-quality investment opportunities. The firm's co-investment strategy focuses on
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It monitors over 900 active funds, managed by over 450 General Partners in which the
firm or its clients are invested.

¢ Secondary fund investments. Active in the secondary market since the early 1990s,
Capital Dynamics raised one of the first dedicated secondary funds. Today, it has
consistent access to secondary deal flow through a global network of over 1,500
managers. Its fund investments and deep pool of performance data give the firm a
unique advantage when evaluating secondary transactions.

¢ Cleanenergyandinfrastructure. Thefirm'sspecialisedteam of seniorindustry investors
employs a direct investment strategy focused on proven clean energy technologies
that can offer attractive risk-adjusted returns and compelling diversification benefits.

Capital Dynamics’ investment history dates back to 1988. The firm's senior investment
professionals average over 20 years of investing experience across the private equity
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2 Average years of experience held by Capital Dynamics’ 20 most senior investment professionals.

Capital Dynamics China is a legally separate company operating under a strategic cooperation with
Capital Dynamics.

Xiv



New Strategies for Risk Management in Private Equity is a book for investors in private
equity who are eager to better understand the various aspects of risk in the asset class.

There is no doubt that private equity investments can be risky. However, as with every
asset class, proper risk management can mitigate — and even eliminate — many of those
risk factors. Unfortunately, risk management in private equity is often restricted to just the
fund selection process. While certainly important, fund selection is just one constituent of
successful risk management in private equity.

Private equity is very similar to public equity on a fundamental level (both are equity
investments into companies); however, they are quite different when it comes to risk
management. For public equities, risk is often equated to the volatility of returns. While the
volatility of returns can readily be calculated for private equity as well, there are additional
risk factors such as funding risks, which are not presentin public asset classes. Furthermore,
public equities produce a plethora of market data stemming from nearly continuous trading
activity. Many sophisticated models have been built around this readily available wealth of
data. For private equity, the lack of a long history of data, delayed reporting of current
investment values and the absence of an efficient secondary market have all contributed
to the perception of an asset class that defied proper risk management.

New Strategies for Risk Management in Private Equity is the second volume of the successful
PEl book The Definitive Guide to Risk Management in Private Equity, which was also edited
by Capital Dynamics and published in 2010. The aim of this second book is to educate
investors about new strategies and methodologies that can be used for risk management in
private equity. The book is geared toward investors in private equity funds (LPs) but is equally
pertinent for fund managers (GPs) to better understand what their investors are seeking.

The book covers many aspects of risk management in private equity: risk in different
investment strategies such as secondaries or separate accounts; quantitative methods
and models such as value-at-risk or performance attribution; qualitative risks such as
ESG or new regulations; and risk reporting such as GIPS or the EVCA Risk Measurement
Guidelines. The book also provides introductions to risk in related asset classes, such as
private debt and clean energy infrastructure.

New Strategies for Risk Management in Private Equity has been written by practitioners
for practitioners. | would like to thank the authors for contributing such detailed and
informative chapters, despite demanding professional schedules. | would also like to thank
the portfolio and risk management team at Capital Dynamics for their valuable input, as
well as Helen Lewer from PEl, who has been fantastic.

Capital Dynamics
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A risk measurement framework for
private equity co-investments

By Davide Deagostino, BT Pension Scheme Management Ltd

Introduction This chapter has five main objectives:

To define private equity co-investments and their main characteristics.

To provide a summary of how co-investments could be assessed and evaluated.

To discuss the main risks characterising co-investments.

To describe a coherent framework to measure the risk profile of a private equity
allocation, which includes co-investments as well as fund investments, in the context of
a multi-asset class portfolio.

5. To discuss a potential private equity risk model that could be consistent with the
framework described in point four.

Rl

Defining A private equity co-investment is defined as a minority investment made directly into a
co-investments portfolio company alongside the main investor (the general partner or GP) and, usually, its
private equity fund. Co-investments are typically offered to limited partners (LPs) already
participating in the GP's fund and are passive in nature as the GPs maintain full discretion
in managing the investment. The structure of a co-investment is shown in Figure 1.1.

Figure 1.1: Private equity co-investment structure

Limited partner Co-investment
& co-investor

Other limited partner

Private equity fund General partner Portfolio
as (private equity company
manager)

Other limited partner

(limited partnership)

Other limited partner

Source: Davide Deagostino, BT Pension Scheme Management Ltd.
\ J
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Interest in co-investment opportunities has increased materially in the last few years.
Institutional investors are increasingly seeking co-investment rights when investing in
private equity funds for a number of reasons related to cash-flow management, portfolio
construction, better transparency at portfolio-company level and lower fees.

When comparedto fund investments, co-investments are typically characterised by ashorter
weighted average life (duration) and a shorter j-curve as well as better predictability and
transparency on the timing of cash-flow draw downs and, often, cash-flow distributions.

Furthermore, co-investments generally offer a good level of visibility at underlying asset
and portfolio-company level, including better disclosure of financials, business plan and
valuation drivers. Typically, investors use co-investments to complement portfolios of fund
investments and to improve the risk-reward profile of their private equity allocation. From
a portfolio construction perspective, co-investments can have a key role in managing and
improving the diversification, volatility and return profile of a private equity allocation; in
this context co-investments can be used for managing key portfolio characteristics such as
sector, geography, factor, vintage concentrations and cash-flow profile.

Finally, the cost of co-investing is generally lower when compared to the cost of investing in
private equity funds as management fees and performance fees, typically, are not charged
by the GP.

When assessing co-investment opportunities, LPs need to take into account and analyse
their risk and return characteristics on a standalone basis but also in the context of their
existing portfolio of private equity investments and future investment plans.

Notwithstanding that the characteristics and risks of co-investments can vary materially
depending on sector, geography, size of the portfolio company as well as business model
and business plan, there are a number of common factors which are usually considered in
the assessment process. These factors fall into the following three categories:

1. Valuation drivers. The analysis of valuation drivers, including current earnings, future
earnings potential, earnings multiples and capital structure should be at the basis of
every co-investment assessment. These metrics are usually estimated considering
the portfolio company's financials, business plan and growth potentials (see point 2
below) and taking into account general market conditions, metrics published by similar
companies (for example, same sector, same geography and comparable size) which
trade in the public equity markets (generally known as public comparables) and similar
private equity transactions in the recent past.

2. Business plan and company growth potential. In addition to an analysis on valuation
drivers, an assessment of the business plan and growth potential of the portfolio
company is typically undertaken to form a judgment on the investment purchasing
price as well as future investment value. For co-investments, this type of assessment
can vary depending on the characteristics of the proposed investment but generally



involves an analysis of the information provided by the GP, ongoing interaction with
accounting and technical advisors and, in some cases, liaising directly with the target
portfolio company and its management. Areas of general focus are operational risks
such as achievability of short-term, mid-term and long-term business and profitability
targets, market environment, supply and demand dynamics, analysis of competitors,
expansion strategy, quality of the management, and quality of financial information and
environmental, social and governance (ESG) assessment.

3. Portfolio analysis. This is an analysis of how the co-investment could impact the
characteristics of the existing private equity portfolio and, in an increasing number of
cases, the multi-asset class portfolio managed by the investor. Typical areas of focus
are the impact on portfolio sector, regional and currency concentrations as well as the
impact on the portfolio’s liquidity profile, cash-flow profile, risk profile and return profile
over time.

The identification, analysis, measurement and mitigation of risks impacting co-investments
are a key component of the co-investment assessment process described in the previous
paragraph.

In line with the classification provided in the European Venture Capital and Private Equity
Association (EVCA) Risk Measurement Guidelines’, published in January 2013, risks in co-
investments can be categorised as follows:

1. Funding risk.

2. Liquidity risk.

3. Market risk.

4. Capital risk.

5. Foreign Exchange risk.

The rest of this section provides a brief description of each risk category.

Funding risk is defined as the risk of not being able to meet future capital calls and usually
applies to private equity funds although, in some instances, it could be associated to co-
investments in the context of post-initial investment cash injections. Typically, these cash
injections have the objectives of financing expansion programmes (for example, buy and
built strategies) or preserving the credit quality or, in more extreme case, the solvency and
ongoing survival of the underlying portfolio company.

In contrast to private equity funds, it is noted that, following the initial investment, typically
there is no contractual or legal obligation to fulfil further capital calls for co-investments.

1 EVCA Risk Measurement Guidelines, January 2013:
www.evca.eu/uploadedfiles/EVCA_Risk_Measurement_Guidelines_January_2013.pdf.
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In the context of a co-investments liquidation process, liquidity risk is defined as the risk of
incurring a significant loss due to limited market size and limited market capacity.

It can be argued that, with some exceptions, co-investments are generally more illiquid
than private equity fund investments as their secondary market is very small and inefficient
and could be impacted by legal and contractual constraints imposed by GPs. As such,
co-investments are usually classified as ‘buy-and-hold’ exposures in a multi-asset class
portfolio.

Current best practice is to value co-investments using a fair value market approach. Fair
values of co-investments and, more generally, private equity investments are generally
driven by a number of market factors and by their volatility.

Market risk is relevant both for unrealised value (that is, when investments are held in
the investor’s balance sheet) and realised value (that is, cash inflow in case of exit) of co-
investments.

For example, one of the most common fair valuation techniques for private equity
investments is driven by earnings multiple, portfolio-company earnings, liquidity and
portfolio company capital structure. As illustrated in Figure 1.2, despite the fact that
companies’ earnings, earnings multiples and liquidity can be also driven by idiosyncratic
factors, market factors play a key role in determining the value of co-investments and their
volatility.

Figure 1.2: Typical valuation drivers of co-investment fair value

Source: Davide Deagostino, BT Pension Scheme Management Ltd.

Market risk is generally more directly reflected in the volatility of earnings multiples which,
in turn, are usually derived as a function of public market comparables and recent similar
transactions in the private equity space.

It is noted that earnings multiples, historically, have fluctuated in line with public market
trends and reached their peak in the pre-credit crunch years of 2006 and 2007 and, more
recently (atleastinthe US)in 2013.Thisisillustrated Figure 1.3, which provides the historical
average values of EV/EBITDA multiples for all US buyouts transactions since 2001.
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Figure 1.3: Volatility of earnings multiples reflects market risk

(EV/EBITDA for all US buyouts)

EV/EBITDA
o

4
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Source: Hermes GPE.

The EVCA Risk Measurement Guidelines define capital risk as “the risk of losing invested
capital as a result of idiosyncratic factors impacting single co-investments”. These
idiosyncratic factors can be divided into two main categories:

1. Financial factors. Strength of the balance sheet and stability of cash flows are
very important elements in the assessment of the capital risk of co-investments.
Aggressively levered capital structures combined with weak cash flow could lead to
debt covenant breaches and, in a worst case scenario, to the default and write-off of the
co-investment.

2. Operational risks. Operational risks are defined as idiosyncratic factors, which impact
the ongoing operation and management of co-investments. These risks vary across
sectors, geographies and the size of portfolio companies but typically include:

e Quality of a portfolio company’s management.

e Credibility and quality of management and board information and accounts.

e Credibility and achievability of budget and business plan, including revenue growth,
margin improvements and future cash-flow generation.

e Investors' level of influence in board and management decisions.

e Supply risk, including reliance on specific suppliers, commodities and markets.

e Demand risk, including reliance on specific clients, distribution channels and
markets.

e Compliance and regulatory risks.

e Legal and contractual risks.

e Environmental, social and governance risks.

e Quality of relationship and alignment with GPs.
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FX risk of co-investments should be considered and assessed from two perspectives:

1. Impact of co-investments on the FX exposure of the investor's private equity allocation
and investor’s total portfolio.

2. FX exposures at portfolio company operational level, which includes analysis on the
company'’s turnover and costs by currency as well as an assessment of currency risk in
its balance sheet, income and cash-flow statements.

Potential FX hedging decisions are usually implemented either at single investment,
portfolio or total allocation levels.

The risk and return profile of a co-investment is typically evaluated and measured on a
standalone basis through in-depth due diligence and risk analysis but increasingly often?
also quantified in the context of multi-asset class portfolios. On this premise, this section
discusses the characteristics of a potential framework for measuring the risks of private
equity co-investments within a private equity allocation composed by funds and co-
investments and, more generally, in the context of diversified portfolios including liquid
investment instruments such as, for example, quoted equity and corporate bonds.

The framework for measuring risks of portfolios composed by various investment
instruments and multiple asset classes is typically characterised by the definition, estimation
and ongoing monitoring of the following four risk metrics:

1. Value at Risk (VaR), which is defined as the minimum amount of potential total loss®
that a portfolio (single investment or sub-portfolio) could suffer in a defined timeframe,
given a level of probability (or confidence bound).

2. Sensitivity and correlation of the portfolio (or allocation or single investment) to specific
macro (or systemic) risk factors such as interest rate, inflation and equity risk.

3. Liquidity of the portfolio (or allocation or single investment) as well as future cash-flow
profile.

4. Concentrations by sector, geography, maturity and other systemic factors.

In this framework, the risk of each investment instrument in the portfolio, including private
equity co-investments and private equity funds, should be measured in a consistent way.
Consistency can be achieved when the following five conditions are met.

1. Beside single investment and asset-class specific idiosyncratic factors and pricing
parameters, a common set of systemic factors are used to derive and simulate current
and future investments’ values and, in turn, current and projected risk of the portfolio.

2. Each systemic factor should be observable in the market and have enough historical
time series to allow meaningful statistical analysis.

2 Particularly for large institutional investors such as Defined Benefits pension funds and insurance
companies but also for sophisticated family offices.

3 Total loss is defined as the sum of realised and unrealised loss.
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The correlations across factors should be measured through a single correlation matrix.
A coherent set of assumptions should be used when computing the volatilities of total
returns for the various investment instruments composing the portfolio.

Coherent risk aggregation should be possible at allocation, sub-portfolio and total
portfolio level.

Figure 1.4 summarises the calculation framework of a potential multi-asset class risk model,
consistent with the criteria listed above. In this example, systemic factors are combined with
idiosyncratic factors to determine values and risk metrics for different financial instruments
and the risk profiles of single investments and allocations can be coherently quantified and
combined. Furthermore, the framework allows the computation of sensitivities and Value
at Risk to single systemic factors or group of factors at total portfolio, allocation and single
investment level.
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Figure 1.4: Example of a framework for measuring the risk of co-investments

in the context of a multi-asset class portfolio
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Total portfolio

A private equity risk model consistent with a multi-asset class risk measurement architecture
should be based on a framework that takes into account systemic factors and that can also
capture the idiosyncrasies of private equity as an asset class as well as the characteristics of
specific portfolio companies, including their expected future cash flow and liquidity profile.

Systemic risk factors. As mentioned above (see ‘Market risk’ on page 6), systemic
(or market) factors that generally have impacts on the valuation of private equity co-
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investments include the general performance of public equity markets, the level of market
earnings multiples (for example, Enterprise Value/EBITDA), market earnings growth, the
general availability and cost of debt as well the systemic levels of market liquidity.

¢ Idiosyncraticrisk factors. This includes financial drivers such as capital structure, debt
level and stability of cash flows as well as operational drivers such as company strategy,
business plan, budget and financial projections. Furthermore, other more qualitative,
variables such asthe quality of a company’s management, quality of financial information
and transparency could be considered and included in the modelling framework
through, for example, the use of scorecards.

There are different layers of sophistication in private equity risk modelling, starting from
a top-down approach, mainly suitable for portfolios of investments, and ending with a
bottom-up approach, with bespoke idiosyncratic drivers defined at portfolio-company
and single-investment level.

Due to the relative lack of flexibility and difficulties in capturing idiosyncratic factors at
portfolio-company level, a top-down risk measurement framework is generally more
suitable to assessing and quantifying the risk of portfolios of co-investments rather than
exposures to single investments or portfolio companies on a standalone basis. This
approach is also used for funds, portfolios of funds and portfolios of direct investments.

The implementation of a top-down modelling framework entails the following four steps:

1. Assessment of the private equity portfolio’s exposures and correlations to specific
systemic factors, such as total returns of quoted equity indices. These indices should
mirror some of the high-level characteristics of the evaluated portfolio (for example,
geographic footprint, sector, size and currency).

2. Quantification of the sensitivities of future portfolio value to the systemic factors
identified in point one above through statistical analysis. Where deemed appropriate,
a more qualitative and judgemental approach could be used beside a pure statistical
analysis and adjustment to the indices and the sensitivities could be made to reflect
idiosyncratic characteristics of the portfolio such as, for example, liquidity profile and
average leverage. Another important point to consider when performing statistical
analysis is the consistency of private equity valuations, which are typically performed
on a quarterly and semi-annual basis and published with a one to three months' time
lag, and of private equity total returns with public equity total returns, which are usually
available on a daily frequency.

3. Modelling the future private equity portfolio value distributions based on the volatility
and correlations of the risk drivers identified and the sensitivity of the portfolio to those
drivers.

4. Quantification of value at risk across different time horizons (for example, from one
year to five years) based on future portfolio value distributions and, potentially, future
portfolio expected cash flow.

From a data requirement perspective, the information that is usually reported by every
GP for funds and co-investments (for example, Net Asset Value, sector, regional and
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currency distribution) is seen as sufficient for the implementation of a basic top-down risk
measurement approach. It is noted that data at portfolio-company level is not required.

A bottom-up approach entails the identification, detailed analysis and risk modelling of
the main systemic and idiosyncratic factors impacting the valuation drivers of each private
equity investment. A bottom-up risk model can be used for assessing single co-investments
and direct investments as well as single exposures to specific portfolio companies within
private equity funds.

The bottom-up analysis performed for quantifying risk for single private equity co-
investments can be used as an integral part of the co-investment approval process as well
as its ongoing monitoring, also in the context of a multi-asset class portfolio.

As an example, the bottom-up risk modelling of a typical buyout co-investment fair
valued using an earnings multiple methodology entails the identification, analysis and
risk modelling of the systemic and idiosyncratic risk drivers impacting earnings, earnings
multiples and liquidity and, in turn, the assessment of the volatility of the enterprise value
and the equity value of the investment. The correlations across risk drivers should be also
analysed and taken into account in the modelling framework. Furthermore, the probability
of selling the investments should be incorporated in the quantification of the liquidity
discount. Figure 1.5 below, provides a graphical representation of the calculation flow.

Figure 1.5: Bottom-up risk measurement framework for private equity investment

valued on an earnings multiple basis
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Source: Davide Deagostino, BT Pension Scheme Management Ltd.

Bottom-up private equity risk modelling requires a lot more information and data compared
to the top-down approach. Typical elements to be considered in a bottom-up modelling
framework for co-investments and direct investments include the earnings growth
potentials, valuation multiples, capital structure as well as other qualitative information (such
as quality of a portfolio company’s management, credibility and quality of management
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and board information and accounts, credibility and achievability of budget and business
plan) that could impact specific portfolio companies valuations in the future.

Applying a complete bottom-up approach for a private equity allocation, including fund
investments, is currently seen as challenging due to the general poor disclosure of data for
funds’ underlying portfolio companies. As such, a hybrid approach can be used in which
funds’ investments are modelled using a top-down methodology and co-investments and
direct investments are modelled using a bottom-up approach.

The features and merits of the three risk modelling approaches discussed here are
summarised in Table 1.1.

s B
Table 1.1: Summary of risk modelling approaches for private equity investments

Top down-approach Hybrid approach Bottom-up approach
e Low * Medium * High

Suitability ¢ Funds, portfolios of e For funds or portfolios  ® Underlying investments
funds, portfolios of of funds. (portfolio companies)
co-investments and ¢ Single co-investments for funds.
portfolios of direct and single direct e Single co-investments
investments. investments. and single direct

investments.

Methodology e Sensitivity to macro risk ¢ Same as top-down * Risk modelling of the
factors with qualitative/ approach for fund main systemic and
idiosyncratic add on. investments and same idiosyncratic factors

as bottom-up approach  impacting the valuation
for co-investments. drivers of each portfolio
company.

SV Aclle clias e Mainly sector/ e Sector/geography/size ¢ Earnings growth and
geography/size equity equity indices for funds earnings multiples and,
indices. « Sector/geography/ pqtentially, other macro

e Potential sensitivity to size earnings growth drivers.
other macro drivers and earnings multiples
(e.g. inflation and (for co-investments
interest rate). and direct investments
only).

Idiosyncratic e Potential adjustment of e Same as top-down e Capital structure,

drivers equity indices based approach for fund financials (actuals and
on liquidity, average investments and same projected) and other,
portfolio leverage and as bottom-up approach ~ more qualitative,
currency distribution. for co-investments. drivers where

appropriate.

BT @ Not considered ® Same as top-down ® Demanding, as it
onerous. Minimal approach for fund does entail detailed
requirements are basic investments but more information at portfolio
information such as demanding for co- company level.

NAV, sector, geography  investments and direct
and currency. investments.

Source: Davide Deagostino, BT Pension Scheme Management Ltd.
_ J
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This chapter provides a summary of the main risks characterising private equity co-
investments and describes a framework for assessing and risk measuring private equity co-
investments and, more generally, private equity investments in the context of a multi-asset
class portfolio. The key takeaway points for the reader can be summarised as follows.

The assessment and risk analysis of private equity co-investments should be performed
on a standalone basis but also in the context of the investor's private equity allocation
and exposure to other asset classes.

The risks of private equity co-investments and, more generally, private equity investments
can be classified according to five main categories: funding, liquidity, market, capital
and foreign exchange risks. Each risk can be assessed and measured on the basis of
investment specific (idiosyncratic) and systemic risk drivers.

A private equity risk measurement approach consistent with a multi-asset class portfolio
should be based on a framework that takes into account systemic factors across the
entire multi-asset class portfolio and that can also capture the idiosyncrasies of private
equity as an asset class and single private equity investments.

There are different layers of sophistication in private equity risk modelling, starting
from the top-down approach, mainly suitable for portfolios of investments, and ending
with a bottom-up approach, with bespoke idiosyncratic drivers defined at portfolio-
company and single-investment level. The bottom-up approach is clearly more
demanding from a data and assessment perspective. A hybrid approach (for example,
a mixture of a bottom-up approach for co-investments and a top-down approach for
fund investments) is also described.

Disclaimer

All views expressed and information presented in this chapter represent the personal views of the
author and should not be taken to represent the opinions, policy, practices or views of BT Pension Scheme
Management Limited (BTPSM), or any of its employees or personnel.

13






By Crispin Payne, Coller Capital

For the institutional investor considering making a commitment to secondary private
equity, whether as an investor in a pooled fund or through a managed account, it is critical
to understand the balance of risk and return likely to be available through this commitment
and whether this fits with an overall portfolio strategy.

This chapter considers the place of secondary private equity in an investment strategy, the various
strategies used by different secondary managers to access different portions of that market and
the mechanisms employed to implement those strategies on a tactical level. It also examines the
resources required to implement the various strategies in order to inform institutional investors
about the requirements for manager incentives based on choice of strategy.

As can be seen from Figure 2.1, secondary private equity funds have historically occupied
an extremely attractive position on the risk/return curve compared to other forms of private

equity and, in fact, the wider financial investment market generally.

Figure 2.1: Risk and return profile of private equity strategies
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Risk is a broad subject when considering an investment in the private equity market. Many
of these risks are common between the primary and secondary markets and are dealt with
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in greater detail elsewhere in this book. This includes risks such as general partner (GP)
specific risks, legal and tax risks, emerging market risk and regulatory risk. The focus of this
chapter is on those areas of risk that are either specific to the secondary market (relative to
the primary private equity market) or must be approached in a different manner to that of
an investor in primary funds.

There are essentially two broad classes of asset typically accessed by the secondary market
investor:

1. LP positions.
2. Direct portfolios.

The definitions of these classes are covered in the following section. Most participants in
the secondary market define their strategy by determining which asset classes they will
address and, in the case of direct portfolios, the method by which they will address them.
Each class has a different risk/return profile, giving institutional investors options when
making commitment decisions.

While proper tactical implementation is vital in ensuring success, the choice of strategy
is critical in defining the potential boundaries of that success. This can be seen in Figure
2.2, which shows that while secondary private equity funds have historically performed
very strongly with very few negative performances, there is still real variation between the
results achieved by different managers, even in the same vintage.

The secondary private equity market began in earnest in the early 1990s and was almost
entirely focused on LP positions, which is the trade in commitments to pre-existing primary
private equity funds including the trade in portfolios of such commitments and also the trade
in commitments to funds of funds, which are primarily invested in private equity funds.

In the mid-1990s, the market began an expansion into direct portfolios, which is the trade
in portfolios of equity investments in private companies, normally with the establishment
of a new fund vehicle to contain the assets and often simultaneous with the establishment
of a new independent portfolio manager to manage the new fund. This also includes the
restructuring of existing primary fund vehicles. While the end result of such a transaction is
typically a vehicle that looks just like a fully invested primary fund, there are often far fewer
investors involved (regularly just one or two). In addition, the legal complexities of the
multiple transfers involved in these transactions typically require a specialised skill set from
the purchasing investor. The valuation skill set will be broadly similar to those required
for LP positions, although will often require a greater depth of due diligence due to the
greater concentrations of capital in single companies and managers.

In addition, there is a broader market opportunity, typically seen as a subset of direct
portfolios, which includes all other opportunities to purchase cash flows that have a broadly
similar nature to a private equity portfolio. Examples that fall into this category include,
among others, opportunities such as:
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e The purchase of securities in publicly quoted funds of funds.
e Equity instruments in CLOs.

e Life settlement portfolios.

e Pharmaceutical royalties.

e Hedge fund interests.

This investment strategy requires specialised skill sets, not only in valuation, given the
significant potential for variation away from the ‘vanilla’ LP position market, but also in
execution, given the structural and transactional complexity that typifies such investments.

Figure 2.2: Performance of the 12 largest secondaries fund managers (1998 to 2010)
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There are essentially four strategies in secondary private equity and most secondary
players will define themselves by the extent to which they focus on each of the strategies.

1. Index model. This is the simplest model and focuses purely on LP positions.

2. Leveraged model. Second to the index model in terms of simplicity, with this model
secondary funds acquire LP positions using sometimes significant levels of leverage.

3. Direct model. This is for those secondary players that acquire direct portfolios

exclusively and will typically provide portfolio management as well as capital as
opposed to backing a new independent fund manager.
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4. Dynamic model. This is for secondary funds that both acquire LP positions and also
approach the direct portfolios market as purely a capital provider, employing a third-
party asset manager to provide portfolio management on a contractual basis. A subset
of these funds will also be more likely to approach the non-traditional end of the direct
portfolios market as detailed previously.

Typically, followers of the index or leveraged models are scale players that must approach
the market on a continuous basis to ensure the continuous deployment of capital and
therefore justify their fee base. They build a large diversified portfolio by buying steadily
acrossthe economiccycle, often acquiring a steady marketshare on an annual basis. Returns
will therefore be driven by two key elements — the timing and pricing of their purchasing.
As can be seen in Figure 2.3, this can lead to an economic cycle-driven volatility in returns
outcome facilitated by valuation lag.

Figure 2.3: An illustration of the NAV lag effect
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As the economic climate improves, so too will public market valuations, which drive
the comparable company metrics typically used by private equity funds in their book
valuations. However, most private equity funds report on a quarterly basis, typically
30 to 60 days after the end of the quarter. In addition, to avoid unnecessary volatility,
many often use comparable metrics based on averages over a preceding period of time
as opposed to metrics on a single day. So even a fresh set of quarterly accounts will
be based on public market valuations that are two to three months out of date. As the
pricing of secondary transactions will not always occur on the day of the release of a
fresh set of accounts, this delay can increase in some cases to six months or more — a
meaningful valuation lag in today’s volatile markets. Ultimately, the positive effects seen
by all asset purchases of purchasing in a rising market are magnified by this valuation
lag as are the negative effects of purchasing in a falling market, generating increased
volatility of returns.
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For the institutional investor in such a fund, the result is that cash inflows and outflows
are unlikely to be lumpy, but will ebb and flow with the economic cycle. So while returns
over multiple index model funds are likely to average to the attractive market norm for
secondary funds, individual funds are likely to exhibit greater volatility in returns driven by
the point in the economic cycle at which they happen to invest their capital. This is an effect
created by the chosen strategy and cannot be mitigated through risk management as fund
investment periods are likely to be shorter than full economic cycles. The leveraged model
will take this volatility and magnify it. A follower of these strategies might attempt to reduce
this volatility by stepping out of the market when the cycle looks to be against them, but
this can cause friction with institutional investors that will then be paying fees on committed
capital for long periods without investment activity.

Followers of the direct model typically have a much less consistent purchasing pattern
driven by the inherent difficulties with scalability in the strategy. For an index model
manager, the significant part of its annual workload is focused on the acquisition of
portfolios — the post-investment monitoring of an LP position portfolio is a relatively light
piece of work. For a direct model manager, the acquisition of a direct portfolio is a very
significant transactional exercise (typically far more than the work involved in purchasing
a similarly valued portfolio of LP positions) and the post-investment management will
always be a very time-consuming exercise. So, without adding significant numbers of
team members, such a manager cannot acquire a new direct portfolio before selling a
significant number of companies from the previous portfolio, restricting the ability to scale
or act opportunistically.

Adding team members on a short-term or contract basis is one way to manage the ebb
and flow of portfolio management requirements, but not ideal for the institutional investor
looking for continuity and longevity in a fund manager relationship. In addition, the
management of the portfolio post-acquisition is likely to have a more significant impact on
returns than is achievable by other secondary managers who will also achieve a portfolio
of greater diversity. Fundamentally, for an institutional investor there is little difference
between a primary fund manager and a direct manager on a risk management basis, other
than an increased risk that portfolio pricing may occur at the ‘wrong’ stage in the cycle,
hopefully mitigated by the returns benefit of purchasing a mature portfolio with inbuilt
‘portfolio discount’.

As indicated in Figure 2.4, followers of the dynamic model will purchase LP positions when
pricing is attractive, but switch to direct portfolios when pricing is tight, being careful to
purchase these purely as an investor, ensuring that scalability and opportunistic purchasing
always remain an option. For the institutional investor, they do offer an attractive investment
option, but care must be taken in due diligence to ensure that they are capable of
judging the timing of switching between strategies and have the valuation and execution
capabilities for both strategies.

However, there will be times in the cycle when both LP portfolios and standard direct
portfolios are unattractive in pricing terms — at this point the more flexible followers of the
dynamic model can access the non-traditional side of direct portfolios rather than face
the choice of depressed returns or reduced investment activity. This gives an institutional
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Figure 2.4: An illustration of market timing in the pricing cycle
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investor the option of a fund manager that can invest effectively across the economic cycle,
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index of private equity funds and therefore asset choice becomes more critical —
alogous to selecting a more active public equity fund manager.

ere are two key implications of strategic risk for institutional investors.

Necessity to make investment choices based on the chosen strategy of secondary
fund managers, together with their ability to execute that strategy. This is not to
say that there is a single choice to be made of a ‘better’ strategy — individual institutional
investors may choose a single strategy that fits with their investment goals, but more
often allocate capital between strategies to achieve a more balanced portfolio
approach.

Incentivisation of the secondary manager, in particularthrough the fee component.
It is clear from the above descriptions of the various strategies that the teams required
for the index model are smaller (on a volume of asset per person) than those required
for the dynamic model. Therefore, fee levels can be reduced for the index approach,
improving net returns and compensating to some extent for the volatility generated by
the strategy.



In sections two and three of this book, other authors have considered the various specific risks
that apply to private equity funds. For an institutional investor considering a commitment to
a secondary fund, a key issue is understanding how the secondary fund manager analyses,
manages and mitigates these risks on a tactical basis, both on an investment-by-investment
basis, but also on a secondary fund-level basis. This risk management is key to understanding
how well the secondary fund manager will implement their choice of secondary strategy and
take advantage of the attractive returns available in the market.

Given the very clear similarities between a direct portfolio and a fully invested primary private
equity fund from a portfolio-level risk management perspective, this section of the chapter
focuses very much on risk management in the acquisition of portfolios of LP positions.
Accessing the non-traditional end of the direct portfolio market requires an extremely tailored
risk management approach, which in and of itself could be the basis of a further chapter in this
book. Institutional investors should ascertain that risk management functions in their chosen
secondary managers are sufficiently flexible and adaptive to cope w