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The RiIsINng
Value of the CFO

Colin Sanderson
Audit Partner,

Financial Services Practice,
RSM US LLP

RSM

The definition of “operational excellence”
for a private equity firm has taken on a dif-
ferent meaning in recent years. And as that
definition has shifted, so has the role of the
chief financial officer.

A common theme is that the CFO is a much
more valued person than they were perhaps
a couple of years ago—the role has transi-
tioned from a traditional finance function

to one that optimizes performance through
operational excellence.

For example, if an investor is deciding
whether to invest with a private equity
fund, in the past that has been all about
performance. That definition has been
expanding. Now investors want excellence,
they want to know that the firm is man-
aging operational and regulatory risk, that
the operations are efficient, and that they
are doing things in a way that's transparent
for investors.

In essence, today's CFOs are being asked

to do it all: mitigate operational risk by
handling cybersecurity and protecting confi-
dential information, manage regulatory risk,
and develop an efficient back office to be
able to handle heightened investor reporting
demands.

The area of reporting is critical to address

managing regulatory risk and increased in-
vestor demands. This is where a fund man-
ager can truly create an advantage over its
competitors. With increased SEC oversight
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and customized data requests from LPs,
there is a need for faster, more transparent,
and more granular reporting compared to
even five years ago.

The GP-LP relationship has changed. Lack of
transparency and restricted investor rights
are no longer commonplace—now inves-
tors are asking for more and more data on
investments and valuations. Investors are
expecting more information from manag-
ers prior to and during investing, and it is
imperative that managers can accommo-
date these requests to the quality and time
standards set by investors to build relation-
ships and attract capital.

Handling these volumes of data especially
in @ manual, non-integrated (spreadsheet)
environment can be a huge burden on the
CFO and operations staff.

CFOs are looking to technology solutions
and outsourcing to address capacity chal-
lenges. Innovation and optimization will
allow businesses to scale, minimize resource
constraints, and enable CFOs to focus on
strategic priorities.

In the end, private equity firms that reportin a
transparent, timely, and reliable fashion are the
ones that demonstrate operational excellence.
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The Back Office Is Top of Mind

If you're reading this publication, you care about improv-
ing the many functions that reside in what is often called
the private equity “back office.”

Given the centrality of compliance, valuation, reporting,
budgeting, and human capital in today's private equity
business, the term "back office” seems a bit of a pejora-
tive. In reality, the integrity of the back office has moved
near the top of a set of challenges that private equity
firms will need to meet before they can claim to be
first-rate institutional organizations.

While strong net returns remain the number one deliv-
erable for private equity firms, returns minus evidence
of sound firm infrastructure scares investors. What you'll
find in the following pages is a series of articles, inter-
views, and panel discussions about how the industry

is trying to up its game and the kinds of professionals
needed to get there.

The common theme: It takes more money, man-hours,
and attention to run a private equity firm than it did five
to 10 years ago. PE firms have many decisions to make in
terms of compliance programs, back-and middle-

office personnel, IT systems, and even the economic
terms within the general partnership. All this is taking
place in an environment where generating returns is
more challenging than ever.

It's tough work being a GP, but given the potential
rewards, most are investing heavily in improved firm

operations. It's no longer a choice but a necessity.

Enjoy the report,

David Snow
@SnowsNotes
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4 Signs You Need a

Chief Compliance Officer

Sometimes putting
the CCO hat on
the CFO isn't

the best move

hen the first

wave of SEC

registration

requirements
hit the private equity industry,
many fund CFOs and COOs
found themselves blessed with
an additional title: chief com-
pliance officer. But as regula-
tory pressures and alternative
allocations continue to grow,
the ‘double-hatting'—or
outsourcing—approach may
create more headaches than
it's worth. Privcap talked to a
number of experts about when
it might be time to add a
full-time compliance officer to
your back-office team.

When Entering
New Markets or
Raising Big Money

Pursuing an aggressive growth strategy
requires greater compliance resources.
That's generally true when a firm is
adding significant capital for an existing
strategy, and almost always true when
it's going into a new asset class.

“If that traditional buyout firm decides
to move into a more heavily traded
strategy, like launching a hedge fund,
that can require more compliance
resources,” says Luke Wilson of the ACA
Compliance Group.

Likewise, Paul Gibson of the search
firm Heidrick & Struggles explains, “If
they expand into 40 Act lines of busi-
ness, like a mutual fund, they'll need a
specialist or might face consequences
for going without someone who truly
understands the risks unique to these
businesses.”

When Service
Providers Aren’'t

Up to Snuff

The challenge with outsourcing any
core function is good communication
and great attention to detail. And with
something as mission-critical as com-
pliance, having an in-house resource
may be worth the cost.

Also, these “top cops” need to have
more than regulatory expertise and
industry experience—they need to

be leaders in their own right. And it's
tough to lead a team when you're not
sitting with them every day and devel-
oping relationships.

“They have to be able to build consensus
and communicate what is often very
dry, very technical matters in such a way
that partners understand the real risks,”
says Gibson. “Not just that ‘'we have to
do this because the law requires it.”

When Your
LPs Demand It

Many investors have their own prefer-
ences of how compliance programs are
run, and as they ramp up due diligence,
compliance is on their radar. “There are
institutional investors that prefer the
independence of an outsourced compli-
ance service, but some LPs decide a firm's
large enough, complex enough that an
internal CCO is required,” says Guy Tal-
arico of Alaric Compliance Services.

At the end of the day, if enough LPs
demand a more robust compliance
operation, you won't have a choice.

L

The biggest peril of simply adding

compliance to
listis neglect.

“Sometimes people in double-hatting
roles tend to favor their current respon-

sibilities,” says

Things like audits have fixed deadlines,
and needless to say, the IRS and SEC
would prefer that you don't

miss them. W

When Compliance
Is Becoming an
Afterthought

an executive's task

Wilson.
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Charlie Jolly
Partner,
RSM UK LLP

‘A general partner
that's able to acquire
companies €ross-
border can grow a
large business through
acquisition quite
effectively. And in
certain sectors you
have some tried and
tested management
teams in Europe that
have proved they are
able to execute that
sort of roll-up
strategy.”
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GPs Can
INCrease
Diversity

Expert advice from KKR,
The Carlyle Group, Scale

Venture Partners, and
Broadway Angels

Private equity and venture capital firms are increasingly
re-examining their hiring and retention practices to
ensure that they build diverse teams.

Suzanne Donohoe, member and head of client and
partner group at KKR; Matthew Wells, principal and
global head of learning, diversity, and inclusion at The
Carlyle Group; Kate Mitchell, partner and co-founder
at Scale Venture Partners; and Sonja Perkins, founder of
angel investment group Broadway Angels and former
managing director at Menlo Ventures, spoke to
Privcap about ways to increase diversity in the space.

ANV

/ Human Capital

Find Best Practices
and Copy Them

Carlyle modeled its diversity strategy after portfolio
companies like Nielsen and large financial firms like
Goldman Sachs, says Wells, whom Carlyle hired in

2013 to jump-start its diversity and inclusion effort.

Kate Mitchell, co-chair of the National Venture Capital
Association (NVCA) Diversity Task Force, says her
board recently held an “unconscious bias” training
session with diversity strategy experts Paradigm,
which is also advising Pinterest and numerous other
Silicon Valley firms.

Expand Your Network

“Like hires like—it's easy for people to hire others who
are like them,” says Sonja Perkins of Broadway Angels.
“They need to plan for a diverse workforce.”

Scale Venture Partners committed to a minimum of
20 hours a month to participate in educational
programs for women and minorities.

“Networking is one of the most important skills a
venture capital professional needs to have to find
good deals,” says Mitchell. “"Use it to attract diverse
candidates, as well.”

Focus on Retention

To retain these candidates, "you need to build an
inclusive and supportive culture,” says Carlyle's Wells.

KKR recently extended its maternity leave to 16 weeks
and unveiled a “forward-leaning” childcare travel
policy that allows the parent to bring an infant one
year old or younger, along with the caregiver, on an
expenses-paid business trip.

Help Women Bridge
the Confidence Gap

“Women tend to discount their own abilities,” says
Donohoe. "You've got to lean in and try.”

Perkins adds, "VC is a great job for women who are
naturally good at research and finding solutions. It is
also an apprentice job, so we need to make sure we
attract enough women at the entry level.” [J
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Avoiding
Co-investing’s
‘Third Rail’

Co-investments might woo LPs to
a fund, but crafting a policy that's
flexible enough for large LPs,
while also clear and consistent for
small investors, is no easy task

| Co-investing

ot so long ago, a co-investment might

have begun with a phone call to a few key

LPs when a particular opportunity arose,

often at the same “2 and 20" terms of the

main fund. Now, co-investments are fre-

quently offered without any fee or carry,
giving investors the potential to lower the cost of playing in
the private equity sandbox.

Given growing investor demand for co-investment oppor-
tunities, GPs anxious for that first close or that big check are
using such access to help hit fundraising targets. And even
well-established funds that can raise money at their whim are
providing access to co-investments as a matter of course.

While the maturing of the co-investment market is
largely viewed as a positive, it isn't without its complications.
Managers must tread lightly when crafting co-investment
policies, as they need to juggle complex, and often conflicting,
investor and regulatory demands.

“Some LPs don't want anyone to know they're doing
co-investments,” says Raj Marphatia, a partner at the law
firm Ropes & Gray. “Other LPs want real transparency, but
often they have very rigid confidentiality restrictions regard-
ing their own participation.” Then there are LPs who want
full transparency, even if they never intend to co-invest—
they simply want to ensure that they're being treated fairly.

To complicate matters further, the SEC recently weighed
in with its own view of proper disclosure of co-investment
agreements. Not surprisingly, secrecy isn't on their wish list.

HUNGRY FOR
THE ACCESS

According to a recent report from Preqin,
more than half of LPs are either actively or
opportunistically co-investing, while another
22 percent of LPs that have never co-invested
are considering it. One LP Privcap spoke with
explained that it was an integral part of its
private equity approach, not just because of
cost, but for greater exposure to a geography
or a strategy they already like.

Given that demand, sorting out a co-
investment policy is no small matter, particu-

larly when you want to satisfy your largest
LPs—who are typically in the best position to
make a co-investment—while not antago-
nizing smaller investors, who are essential to
meeting fundraising targets.

Large LPs now expect certain privileges
commensurate with the size of their com-
mitments. "After the financial crisis, you saw
these large institutional investors insist on

4 CONTINUES ON NEXT PAGE
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better terms than were being offered to

the smaller LPs in a fund,” says Tom Bell, a
partner at the law firm Simpson Thacher &
Bartlett LLP. “Now it's standard practice that
rights and benefits are linked to the amount
of capital committed.”

“Consider baking any capital-commitment-
based ‘break points’ into the PPM and the
LP agreement as early as possible, rather
than waiting for a second or third closing
or on some other ad hoc basis in side-letter
agreements,” says Ted Ughetta, a partner
in the private equity and investment funds
group at Nixon Peabody LLP.

Things get more complicated when GPs
go beyond the straightforward commitment-
based model.

“Perhaps there's a carve-out for a stra-
tegic co-investor who might bring the deal
to the GP or have industry experience or re-
lationships that make a difference,” says Erica
Berthou, a partner at Debevoise & Plimpton
LLP. “We also see access to co-investment as
an incentive to commit before the first close.”

But no matter the strategic assets an LP
brings, or how early they commit to a fund,
GPs should be wary of letting any LP see a
co-investment deal before an investor who
committed more to the main vehicle. One
major institutional LP noted they would take
great offense if a smaller LP saw a co-
investment opportunity before they did.

THE SEC WEIGHS IN

While most investors accept basing
co-investment access on the size of an
investment, GPs don't relish reminding
smaller investors of their lesser status.

Yet if GPs take the SEC at their word,
it's all but required.

Last May, Marc Wyatt, the acting
director of the SEC's Office of Compliance
Inspections and Examination, reiterated the
regulator’s concerns that some LPs were
unaware that other investors had priority
rights to co-investments.

Wyatt noted that certain GPs had responded
by disclosing even less about co-investment
terms to avoid being taken to task for any
promises made. So Wyatt clarified: “I believe
that the best way to avoid this risk is to
have a robust and detailed co-investment
allocation policy, which is shared with all
investors. To be clear, | am not saying that
an advisor must allocate its co-investments
pro rata or in any other particular manner,
but | am suggesting that all investors
deserve to know where they stand in the
co-investment priority stack.”

THERE'S ALWAYS
A GRAY AREA

Of course, things are always open to
interpretation. "GPs should fully disclose
their co-investment allocation policy to each
and every LP before they invest in the fund,”
says Howard Beber, a partner and co-head
of the private investment funds group at
Proskauer Rose LLP.

Others say that funds in high demand
might choose to keep co-investment disclo-
sures vague, SEC scrutiny notwithstanding.

“It varies according to bargaining power,’
says Paul McCoy, a partner at Morgan, Lewis
& Bockius LLP. “So a fund that has performed
well for multiple vintages and is heavily
oversubscribed can be in a position to have
broad, flexible language in how they offer
co-investments, provided they still allocate
the full amount of an investment to the
main vehicle before offering any portion as
co-investment to co-investors.”

But for the average GP who might not be
turning away investors, co-investment terms
need to be hammered out with greater spec-
ificity. Several lawyers mentioned that even
the smaller LPs with no interest in co-
investments still wanted to verify the terms,
to learn how expenses were allocated and
ensure co-investments didn't limit the main
vehicle's exposure on a given transaction.

“I am not saying that

an advisor must allocate
its co-investments

pro rata or in any other
particular manner, but |
am suggesting that all
investors deserve to
know where they stand
in the co-investment
priority stack.”
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THE BALANCING ACT

Even if GPs aim for total transparency,
some LPs actually prefer—or require—the
opposite. “Some LPs don't want anyone to
know they're doing co-investments,” says
Ropes and Gray's Marphatia. "Other LPs
want real transparency, but often they
have very rigid confidentiality restrictions
regarding their own participation.”

And still other LPs want as strict a
guarantee of co-investment exposure as
possible, even if that means sharing more of
a transaction on a pro rata basis with other
LPs. “For some reason some LPs won't take
access to co-investments on faith,” Marpha-
tia says. “They need something in writing to
take back to their committees.”

As a result, some GPs launch stand-alone
co-investment vehicles to avoid such con-
flicts and controversy altogether. But while
the co-investment may offer the same fee
breaks, these vehicles ignore the other key
attraction co-investments offer LPs.

“The downside is that if an LP commits
to a blind pool for co-investments, they give
up the ability to do their own due diligence,”
says McCoy. And the large institutional LPs
able to commit to both the main vehicle and
subsequent co-investments often have the
resources and sophistication to make their
own investment decisions.

“Many LPs want to be more active
investors,” says Jennifer Choi, managing
director, industry affairs at ILPA. “They're
taking a more curated approach to assets,
where they may want to outsource the deal
origination and structuring, but are seeking
to more closely manage their exposure to a
particular geography or strategy.” B



Click to watch this
video at privcap.com

Privcap: Do you have a preference for specialists
over generalists?

Marcia Haydel, Performance Equity: We invest
across the spectrum of managers, in venture, buyout,
distressed, and, to a lesser extent, some other private
credit strategies. We've learned over the years that

a generalist portfolio is fantastic, but we need to fill

it out around the edges with specialist managers.

So what we've done is we have a broad universe of
top-performing generalist managers. Then, we lean in
to certain sectors like healthcare, IT, financial services,
and consumer, where we think the managers need

a certain focus and a certain number of deals under
their belt before they can do it right.

We don't believe you could build a whole portfolio
with just specialists. If you look at the benchmark
numbers, the benchmarks consist of about 20 percent,
by number, of the managers who are what you would
consider specialists. About 10 percent by capital under
management are considered specialists, defined as a
manager who puts more than 70 percent of its capital
into any one sector.

How does your broad focus—from venture to
LBO—result in better opportunities and better
returns for investors?

Haydel: We think there is a distinctive benefit to
investing across the various sub-asset classes, due to
information we receive. It makes us better investors in
certain spaces.

For example, in the late 1990s, when venture
was performing quite well, we saw a lot of buyout
managers develop a tech practice and open offices
in California. Some of them were very successful, but
we were able to look at what we learned from our
venture managers and better evaluate which buyout
managers would be successful in that space.

|/ Firm Strategy

Performance Equity's
Marcia Haydel explains
what's in her portfolio

You've been active in co-investing—what have you
learned about how to do it “right”?

Haydel: The way we build our portfolio is we draw
from our top-quality managers. We select the best
managers, the best partners within that manager
team, and then we dive into the details of the
underlying transaction. We're leveraging off our very
talented GPs, and they do a tremendous amount of
diligence. We take that and we round out the dili-
gence around the edges.

How, specifically, do you “round out”
due diligence?

Haydel: We have managers who invest in a variety of
spaces. So, over the years, we have various contacts in
these spaces. It would be very unusual if a deal would
be in our shop where we haven't, in some way, dealt
with another manager or consultant that has expertise
in these areas. We explore industries, and that gives us
some insight into how a company may be positioned
within the industry and the future prospects. B
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Ways to
Predict a
‘Loser’ Fund

Research from Pantheon finds that
a fund's early performance and
clearing a carry hurdle are great
indicators of success

Private equity has always suffered from
Lake Wobegon syndrome—ask any
manager about their fund’s performance and
you'll find that every fund is “above average.”

While investors know that can't be true, it
doesn’'t make picking winners any easier. But
based on research from Pantheon, it does
appear that after an investment, it's possible
to make a good guess about a fund's per-
formance based on its early success (or lack
thereof) and the speed with which it clears a
carry hurdle (if it does at all).

Pantheon's findings take on particular signif-
icance given the maturation of the second-
aries market, which makes pruning a portfolio
of underperforming funds more efficient
than ever. And the quicker you can identify a
long-term loser, the quicker you can identify
another investor to take it off your hands.
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Here are the five key findings from the
report, which Pantheon based on historical
performance data from 700 PE buyout and
venture capital funds:

For funds between seven and 10 years old,

the median incremental IRR of those that had
cleared the carry threshold was statistically
higher than those that had not. Specifically,
those in carry at year nine generated at least an
extra 3 percent of incremental IRR.

A fund'’s vintage has little bearing on the
outcome—when separated by vintage cohorts,
“in-carry” funds still statistically outperform.

By year five, buyout funds in the top quartile
have less than a 13 percent probability of final
performance below that of the median fund.

By year five, a top-quartile fund has a 60 percent
probability of remaining top-quartile by the
time it crystallizes all—or a majority of—its
aggregate returns. Even at year four, which is
still within most funds’ investment periods, the
probability is 50 percent.

By its third anniversary, a buyout fund in the
bottom quartile has less than a 27 percent
probability of performing above the median.

Incremental IRR

From residual portfolio
NAV, over time, subject to

carry status of the fund
Key
mm  Median
== Median for funds “likely to be in-carry”

Median for funds “likely not to be in-carry”
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/ Tax Law

Click to watch this
video at privcap.com

Why Every
PE Partnership

Needs to Be

Rewritten

Privcap: Partnership tax law has undergone
significant changes. What's the background?

Don Susswein, RSM: Partnerships and LLCs,
or what we call pass-through entities, have
really gone through incredible transfor-
mation over the last 30 years. Back in the
early 1980s, they were a backwater. The only
people who were set up as partnerships were
either professional service corporations—
lawyers, accountants, because they had to
be—or tax shelters.

And a very cumbersome set of audit
rules existed primarily to attack tax shelters.
However, the types of tax shelters these au-
dit rules were aimed at were virtually elim-
inated in 1986. So for the last 20 or 30 years,
we were left with this vast, very complicated

infrastructure of rules that actually made it

very difficult for the IRS to audit partner-

ships or LLCs. Part of the problem is that

partnerships have not only proliferated, but

they have become multitiered entities.

It was almost impossible for the IRS to

audit them—and those are words that Con-

gress doesn’t like to hear. Everybody knew

they had to do something. This was the year.

What is the biggest change, and when does it
take effect?

Changes to U.S. tax law
likely mean more audits
of private equity and real
estate partnerships. Don
Susswein, principal in the
Washington National Tax
office of RSM US LLP, talks
about the consequences.

Susswein: Beginning with the 2018 tax
year, the cost and burden to the IRS of
initiating an audit of a partnership has
dropped precipitously.

Until the new law takes effect, the
hurdles for the IRS to successfully and
efficiently audit a partnership remain
formidable. In theory, the partnership has
always been subject to one set of tax rules
and there was only one right answer. But
in practice, every partner could take a
different position or could hire their own
attorney or accountant to negotiate on
their behalf.

Beginning with audits of the 2018
tax year, that is no longer the case. The
partnership must speak with one voice.
It must be represented by one party, and
any settlements made with the IRS by
that representative bind the partnership
and every one of its partners.

The law will require simple technical
changes to existing partnership agree-
ments. But are there more fundamental
changes that members of partnerships,
particularly investors, should consider?

Susswein: There’s a whole new set of busi-
ness issues that are presented, because
not only do you have a single represent-
ative of the partnership, but that repre-

4 CONTINUES ON NEXT PAGE
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Partnership Tax
Law Changes

On Nov. 2, 2015, the Tax Equity
and Fiscal Responsibility Act
partnership rule was repealed as
part of the Bipartisan Budget Act
of 2015.

The repeals affect the ease in
which the IRS can audit part-
nerships and LLCs, as well as the
special rules for electing large
partnerships.

The new rules will govern IRS
audits of partnerships after 2017.

The first audits under the new
rules will likely start no earlier
than 2019 or 2020.

An affected partnership or entity
can elect out of the new rules
under certain conditions.

The IRS will only have to deal
with a single partnership
representative for any audits or
related judicial proceedings.

A new rule will theoretically
impose an entity-level tax at
the top individual rate on any
understatements of partnership
income.

f [ 'n some respects,

this legislation is a
tremendous win for
the private equity
community, for the
investment-manage-
ment community.”

Don Susswein, RSM

sentative may have different interests
than you do as an investor.

Let’s say you leave the partnership
after a couple of years. [Looking at] the
interest of current investors and the
interest of former investors, it may be
the former investors who are going to be
hit with a tax bill, if the partnership is
audited today, because you're audited for
past tax years.

So if there’s an audit in 2020, they’re
looking at whether the 2018 tax return
was done. You may no longer be a partner
at that point, and yet somebody is there
making decisions, cutting deals with the
IRS as to what your ultimate tax liability
is going to be.

In addition, that partner representative
most likely is going to also have duties to
the current partners. Let’s say the IRS
says, “We think you did this wrong.” The
lawyers and accountants say, “No, we

think it was right, but it’s going to cost you

$500,000 to contest the issue, and it may
cost more if we want to go into court.”
Well, who’s going to pay for that? If it’s
done by the current partnership, it’s either
going to come out of the current partners’
capital accounts or perhaps the managers
will dig into their pockets, but maybe not.
Is this all bad news?
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Susswein: In some respects, this legisla-
tion is a tremendous win for the private
equity community, for the investment-
management community.

This could have been much worse. The
original bill imposed an entity-level tax
on the partnership. So even if all the peo-
ple whose tax liability was an issue were
no longer in the partnership, and we were
only dealing with current partners who
never got any benefit from the position
that’s challenged by the IRS, the current
partners would still have to bear the cost.

In addition, the early legislation said,
“What if the partnership has distributed
everything, so the current partnership
can’t pay?” It had a provision that if the
partnership didn’t have the money, the
IRS could go after any of current and
former partners individually. And making
matters worse, the IRS didn’t have to go
after each individual for their allocable
share. If they wanted to, they could go
after one partner for everybody’s share
and then leave it up to the individual
partner to seek indemnification or contri-
bution from other members.

If that provision had been put in
effect, there’s a very good chance that
the investment markets could have been
frozen. Fortunately, it was killed.

How do you expect GPs to respond to this
new reality?

Susswein: With a partnership, it was

an immensely complicated matter to
have a tax controversy, particularly in the
private equity, real estate, and investment-
management field with very large part-
nerships that were mainly focused on
making money. The management simply
did not want to have any kind of a problem.

In fact, the Government Accountability
Office did a study, and they found that
when the IRS did finally conduct an audit
of similarly sized entities, they actually
found far fewer errors or mistakes than
they found in corporations.

It sounds counterintuitive, but now
that the IRS is going to be much more
aggressively auditing, some partnerships
may decide to take more aggressive posi-
tions than they had before, so they have
some bargaining chips during any
subsequent investigation. B



/ Human Capital

The Three PE
Hiring Trends
You Need to Know

Two Tiers of Hiring

Activity is driven by fundraising trends. Not only do firms
continue to raise larger investment vehicles, but that has
been coupled with spinouts raising first-time funds.

Once you get below the partner or managing director
level, the best candidates demonstrate skills that used to
be required only of their superiors, particularly the ability to
consistently source and close deals, Goldstein says.

PE hiring has taken off.
Here are the trends
driving the market.

Team Diversification Is Popular

Another trend that has gained significant steam is the push
to diversify firm management and investment teams.

“I have received more requests
in the last 12 months to help
increase diversity than | have
received at any time during

the previous 16 years.”

Jonathan Goldstein, Heidrick & Struggles

The market for private equity investment professionals
is red hot.

“Demand for investment professionals has taken off
like a hockey stick in the past 18 months to two years,”
says Jonathan Goldstein, a partner at executive search
firm Heidrick & Struggles, who heads the business’
private equity practice in the Americas. “The need

is extraordinary.”

Yet the robust market doesn't apply to everyone, with
demand concentrated in three key areas: senior-level
managers, midlevel staffers with advanced skills, and
minority candidates.

“I have received more requests in the last 12 months to help
increase diversity than | have received at any time during
the previous 16 years,” Goldstein says.

He cites two reasons for the increased focus on diversity.
Management teams recognize that a team of varied back-
grounds, experiences, and perspectives helps to both source
and execute deals. Another is that limited partners are
exerting increasing pressure on general partners to diversify.
After all, institutional capital often comes from a diverse
pool of employees, and, as investors, they would like the
team putting their capital to work to reflect their interests.

Goldstein says that, for their part, candidates are increas-
ingly focused on upward mobility. As the industry matures
and, in some cases, firms struggle, the path to advancement
is less clear. Couple that with the desire of most firms to
have new hires, particularly at the senior level, stay on for a
full 10-year fund cycle, and successfully finding the “right” fit
takes on even greater importance. ®
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/ COO Profile

A conversation with Ridgemont Equity Partners’ Ed Balogh

Ed Balogh
Ridgemont Equity Partners

Privcap: How did you end up launching Ridgemont
out of Bank of America?

Balogh: Our firm’s genesis within Bank of America
and its predecessors, NCNB and NationsBank, dates
to 1993. 1 was a CPA at PriceWaterhouse before join-
ing NationsBank in 1995 to support the firm'’s pri-
vate equity business. I quickly became the controller
for several corporate finance and investment bank-
ing lines of business, but I really gravitated to the
private equity business, Banc of America Capital
Investors. I joined BACI in 1998 and later became
the CFO. After Bank of America acquired Merrill
Lynch, the BACI platform merged with the Merrill
Lynch Clobal Private Equity business. During this
time I became the COO of the combined BAML
Capital Partners. That experience served me well,
as the former BACI partnership spun out of BAC to
form Ridgemont Equity Partners in 2010.

What did that spinout require from you?

Balogh: As the CFO of BACI, my responsibilities
were similar to my counterparts at independent
private equity firms. As Ridgemont was formed, we
felt good about our finance functions, but systems
still needed to be implemented. While I managed
operational elements during the integration with
Merrill Lynch, after the spinout I became a COO in
every sense. While I certainly had ideas of my own,
I sought advice from our attorneys and my peers at
other private equity firms of a similar size. My team
and I went about putting into place Ridgemont’s
middle and back office. This included the HR depart-
ment, with a payroll system, a health insurance
benefit program, and 401(k) plans. We also imple-
mented online treasury management, travel and
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entertainment expense reporting, and
financial reporting systems.

I wore a general counsel hat as
well. While I'm not a lawyer, I am
in the weeds with these documents,
coordinating with outside counsel.
During fundraising, while keeping
our senior partners apprised of the
negotiations with our LPs, I negoti-
ated all the partnership agreements
and side letters. I'm also one of four
senior-level members on our valu-
ation committee, which approves
all the valuations for our portfolio
companies in a certain fund on a
quarterly basis.

When we were required to register
with the SEC in 2012, I also became
our firm’s chief compliance officer. In
terms of IT, we use an outsourced ser-
vice provider that charges by the hour,
which by the end of the year adds up
to the compensation for a seasoned,
if not senior, tech executive. This also
eliminates the risk of an in-house
CTO not staying abreast of technology
changes or leaving the firm.

You don't outsource your fund
administration. How did you build
your in-house team?

Balogh: I don’t feel comfortable

with a third-party administrator,
given the complexity of some of our
vehicles. I am also concerned that

an outside administrator may have
turnover in their staff, which may
lead to inconsistent levels of service.
We have a great team, and we use

an industry-leading financial-
reporting-technology platform. Our
controller joined us from Bank of
America’s tax department when we
formed Ridgemont. We later added
an assistant controller out of a public
accounting firm before we closed our
first independent fund in 2012.

In 2013, we continued to institu-
tionalize Ridgemont by hiring a vice
president of investor relations. She
came to us having had experience
at two middle-market firms, and
she was instrumental in helping us
raise our second fund that we closed
at $995M in 2015, up from our debut
fund of $735M. &
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How to Build a

Cybersecurity

‘Threat Model
for PE
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By performing a
fund-level threat
assessment, a
private equity firm
can get a little
closer to knowing
the unknown
enemy behind a
potential breach,
says RSM'’s
Daimon Geopfert

4 CONTINUES ON NEXT PAGE



| Cybersecurity

Cyberthreats aimed at a private equity firm are
Daimon Geopfert coming from two directions, and each requires

National Leader of _ different due diligence.
Security and Privacy Services,

RSM US LLP

A cyberattack can hit the PE fund itself, explains
Daimon Geopfert, national leader of security and
privacy services at RSM US LLP, compromising the
information of investors and portfolio companies.
Attacks can also target a portfolio company
directly, impacting day-to-day business and
customer data. “If it's breached at the portfolio
company level, it can lose a ton of value,” he
says. He terms the portfolio company "intellec-
tual property. Private equity is an industry, but
also a conglomeration of other industries.”

PE firms are experiencing increased pressure to
increase cybersecurity preparedness efforts. The
Securities and Exchange Commission recently
issued regulations intended for private equity
firms, following in the footsteps of the payment
card industry, says Geopfert. “You're going to
the see the SEC move away from guidance that
is very generic and starting to move towards

full security monitoring and effective incident
response systems.”

The challenge is that each cyberthreat or
attack requires different strategies depending
on the firm or portfolio company, and no two
situations are alike.

4 CONTINUES ON NEXT PAGE
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| Cybersecurity

“You have to sit down with someone
who hacks and have them tell you,

If ' was going to hack you, here's

how | would do it." If you can force the

attacker to get out of their comfort
zone, if you can defeat their first two to
three attempts, they will move on.”

Daimon Geopfert, RSM US LLP

Get Out in Front of a Threat

* One of the most important things a PE firm and its
portfolio companies can do is a fund-level threat
assessment. Geopfert says it's important to delve into
how someone would attack a fund, how someone
would go through a portfolio company to attack a

fund, or how someone could reduce the value of a
company through a cybercrime.

“You have to sit down with someone who hacks and
have them tell you, ‘If I was going to hack you, here's
how I would do it." If you can force the attacker to get
out of their comfort zone, if you can defeat their first
two to three attempts, they will move on.”

Monitor Your Portfolio Companies

O “The biggest thing with portfolio companies is to
make sure they're compliant,” he says. “We deal
with a lot that aren’'t compliant with the basics of
their industry.” In many cases, Geopfert says, when
a portfolio company is breached, it's through simple
ways: via an email or phone call asking for financial
information, or a fake executive or vendor asking for
an employee to wire them money. It may be a breach
of a small company where they get to its bank account
and do wire transfers. “They're more concerned about
protecting customer data,” he says, referring to the
companies. “The most common issue is these low-
tech hacks.”

For these kinds of low-tech hacks, actively monitor
the company'’s financials so you can act quickly should

a suspicious money transfer occur, Geopfert says. “If
you can move fast enough, you can get the money
back. They try to move the money, and the second it
hits, they have someone waiting to withdraw it. It's a
race between you and the attacker.”

A firm can make sure its portfolio company is taking
steps such as frequently changing passwords and set-
ting up two-factor authorization. "Anything to make
the attacker work for it,” says Geopfert. For larger
hacks that access customer data, and that involve
law enforcement being contacted, he notes that a
firm should be prepared to be told that they can't
help because it's out of their jurisdiction. Other steps
involve calling the insurance agency, if there's a cyber
insurance policy, and having someone on retainer to
manage the response for the firm.

Get the Right People

and the Right Tools

Cybersecurity threat assessment can be bolted onto a
firm or portfolio company’s existing risk management
policies and actions, but security expertise that goes
beyond the basic knowledge is required. Specifically, a
firm needs professionals who understand the technical
dimensions of threat planning, detection, and response.

“How do you control third parties? How do you do
vendor management? When you share data, how
do you protect it?” asks Geopfert. He notes that PE
groups often complain that the cybersecurity people
they do find often have a very narrow focus and are
only interested in selling tools and software rather
than helping proactively prevent a breach, or miti-
gating fallout when one occurs. “They often say, 'Stop
trying to sell me a thing, and tell me how to actually
control security over time.' The pool of people to do
that is very shallow.”

Technological preventive measures still include old
standbys like firewalls and anti-virus products, but
PE firms are being pushed hard to move to newer
solutions such as network-level malware detection,
egress controls, and security monitoring solutions
that flag abnormal behaviors. “For attacks targeting
employees, make sure you are constantly updating
security awareness training, spam filtering, and
controls around how corporate bank accounts

can be accessed,” says Geopfert.
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Click to watch this
video at privcap.com

Why

Needs
Data
Standards

Karin Lagerlund
CFO,
HarbourVest Partners

Privcap: What are the current operational
challenges in private equity?

Karin Lagerlund, HarbourVest Partners:
For a lot of the events during the last year
[2015], the articles and the headlines in
the press about fees—and do we know
what all the fees are?—really brought
light to different fees and costs associated
with doing private equity. I think it’s

| Data Reporting

The CFO of
HarbourVest
Partners
outlines the
progress toward
standardized
reporting—and
why it matters

important for our investors to be able to
know the total cost of their private
equity investments.

Just reducing the overall cost of
gathering that data is a topic for firms
like HarbourVest as well as the other
general partners. To be able to gather the
right amount of data and report it to your
limited partners, we need to improve the
way we transmit the data—not just what
we’re collecting. Some of the fees that
people want to collect aren’t things that
automatically flow through our current
systems. So these things require system
changes and report changes, and all of
that takes a lot of time and effort to get
to the point where we’re able to easily
transmit the right information to our
investors and clients.

What will an improvement in data
standards allow the industry to do?

Lagerlund: If the industry really wants
to grow up and be an institutional asset
class and attract additional investor classes,
maybe the 401(k) plans are individuals to
alarger degree. We're going to need to
have good data, and to have good data,
you need to have data standards so that
we all agree on what the data points are.
There’s one set of definitions, and we’re
all using those same standards. I also
think it needs to be transmitted in an
easy format to transmit. So, consistency
and then ability to transmit that data
amongst ourselves needs improvement.
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How important is it to
streamline reporting and
transmission of data?

Lagerlund: It’s important for
us to be able to know what the
complete cost of an invest-
ment is, as you would look at
your mutual-fund statement
when you're doing your 401(k)
allocations. Some people

like to pick an indexed fund
because it’s the lowest cost.
Some people like a higher re-
turn, are willing to pay a little
more, and will pick a fund that
has a higher expense ratio.
But I think we need consistent
expense ratios so that we can
compare them. Other coun-
tries have regulated this. It’s
important as an industry that
we maybe try to get ahead

of that, being required to do
something and self-regulate
and be able to give a good,
comparable expense ratio for
each one of the funds that
people are investing in.

What's needed to get GPs
to adopt new standards?

Lagerlund: We’ve been making
a little bit of progress with
some of the efforts out there.
You’ve got ILPA, or the Insti-
tutional Limited Partnership
Association, coming up with
templates and adding to those
templates and revising them.
They’ve had a recent fee-
transparency initiative where
they’ve expanded their current
template to include more of
those fees we’re talking about.
We need to get to a spot
where we’re able to actually
implement and the industry
as a whole picks it up and
adopts it. That requires maybe
a little more head-to-head
negotiation with the GPs and
the LPs than we’ve had to date.
Where we need to get to
as an industry is something
that’s adoptable by GPs so
that we can have one standard.
I think there are a lot of GPs
that would love to have
one standard. B
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/ Succession Planning

Hamilton Lane,
Trilantic Talk Succession
Planning Strategies

Private equity succession planning and
execution can be make-or-break—just ask
the handful of well-known funds who have
shut down or struggled to raise funds after
bungling the process.

Having a clear plan in place early on will also help motivate
those junior-level staffers. Kallen also says that when the time
for transition does come, make it quick—a process that takes
between 12 months and 24 months is simply too long and risks

It doesn't have to be that way, says Christian
Kallen, a managing director on the fund invest-
ment team at Hamilton Lane. The key to a

successful transition, Kallen says, is settin frustrating those junior staffers. Senior management should
the wheels ST far earlier than many j . also aim for an exit strategy that does not include a long-term
managers think. 4. role reduction for senior leadership.

“Saying you want to retire in three years
is probably five years too late,” he says.

In fact, the changeover process should begin
in earnest by the third fundraise, Kallen says.
By a third fund, the fund and its track record
is established enough for investors to start
thinking about longer-term management.

“The best-in-class private equity firms
provide clarity on succession planning early
as a matter of good business practices,” he
says. “This helps to strengthen the team and
culture of the firm."

For Charlie Ayres, the 56-year-old manag-
ing partner and chairman of Trilantic North
America, the planning has started years
before he anticipates giving up the reins.

He says senior-level leaders are in the early Defining a plan early also assuages investor concerns. Ayres
stages of designing a smooth transition to estimates that 80 percent of investors are very concerned
a group of more junior executives. The next about the composition and stability of a firm's investment team.
generation of Trilantic leadership will include As such, Trilantic spends a significant amount of time with its
multiple executives, he says, each of whom LPs discussing organizational charts, contingency plans, and the
has strengths that bring out the best in depth of its talent pool.
the group.

“We go out of our way to make sure LPs get a great sense for
“We are setting up the firm to have a the talent we have below,” Ayres says. “The firm definitely does
legacy,” Ayres says. “We are structured not go down with one person. LPs take a great deal of comfort
to have longevity.” in knowing that.” ®
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/ Data

By the Numbers:
Private Equity Fund Activity

A snapshot of
GP fundraising
activity by
fund type

Source:

2015 2016

2015 ' 2016
Buyout Fund Type No. of Funds in Market Aggregate Capital Targeted ($B)
PE Fund-of-funds Buyout 313 221.2
Growth Fund-of-funds 136 68.3
Other PE Growth 288 80.2
PE Secondaries Other 119 36.9

Secondaries 40 222

Venture Capital

Venture Capital 821 87.3




Source new investors for funds
Identify new investment opportunities
Conduct competitor and market analysis
Find potential deal opportunities

Develop new business

Register for demo access to find out how Preqin’s Private Equity Online can help
your business:

www.preqin.com/privateequity @ preqin

alternative assets. intelligent data.
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| Fund Management Fees

How the IRS

Fee \Walver
Crackadown Affects PE

David Peck
Partner, Tax,
Vinson & Elkins LLP

Last year the IRS issued a proposed rule change
meant to stifle supposed abuses of how private equity
fund management fees are claimed for taxes

about a proposed rule from the Internal

Revenue Service that would target manage-
ment fees being claimed as capital gains rather
than as ordinary income.

B uzz started building in private equity firms

This proposed rule change from the IRS is almost
all that David Peck, a tax partner at Vinson &
Elkins LLP, had been talking about with private
equity clients in the latter part of the sumimer.
And the management fee waiver—i.e., the practice
of turning the normal 2 percent management fee
into carried interest, contingent on the profitability
of the fund—dates back at least 15 years, he says.

No one is certain exactly why the IRS suddenly took
an interest in the management fee waiver, as the
agency has been aware of it for as long as it’s been
in play. The Obama administration has made no
secret of not being a fan of private equity getting
favorable tax breaks, and Peck says that starting in
the middle of 2013, he started hearing IRS personnel
informally making statements about the manage-
ment fee waivers and PE using tax rules to convert
management fees into capital gains.

After the Treasury Department wrote the proposed
rule change for the management fee waiver, there
was a period for comments that closed towards the
end of October 2015, with a hearing held in February
2016. At that hearing, comments were heard from
professionals, including a representative of the
Connecticut Bar Association Tax Section and a
principal at RSM US LLP. Government officials said
that the final rules should be issued by midyear.

Peck says the possible outcome of the proposed

rule change includes “a huge range of things,”
including the IRS incorporating acceptable
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comments and issuing final regu-
lations in short order; taking some
time and issuing an amended pro-
posal reflecting comments; or else
never implementing the rule at all.

“The thing about this that is a little
tricky is, the rules don’t say you can’t
convert the management fees into
capital gains,” says Peck. “The conver-
sion just needs to be done in the right
way.” The proposed rules require that
the recovery of waived fees be condi-
tioned on the profitability of the fund,
with the definition of profitability
being relatively narrow, he adds.

“What’s going to happen is, the PE
world is going to have to decide ‘Do
I take the risk?” Peck says. “Do I put
my management fee on the table
and roll the dice, hoping my fund is
profitable—in which case I can get
the conversion to capital gain, but risk
losing the fees altogether if I don’t
achieve profitability—or do I take the
lower risk, lower reward position and
pay the ordinary income [rate] on my
management fee?’ In the past, people
were trying to have it both ways.”

Peck says there likely won’t be a lot

of immediate action from PE players
and that firms are going to digest how
the rule change could impact them,
particularly with the threat of carried
interest legislation looming. “The
carried interest is what makes million-
aires into billionaires,” he says. B
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Valuation is an art and a science—and GPs who
fudge the math could be history. The SEC is looking
hard at valuations, as are limited partners and audit
firms, and GPs who are tainted with any implication
of fraud or misdirection might soon be looking for
a new career. This is why valuation policies must be
robust and transparent.

“For us, the more robust, the better; the more trans-
parent, the better,” says Kevin Vannucci, a partner at
RSM US LLP. “And we're seeing that limited partners
want that kind of valuation policy as well. If they're
going to invest in your firm, they're going to ask to see
that valuation policy, because limited partners are out
in the forefront of trying to understand how you're
marking to market. Obviously they have their money
to allocate, and they look at asset allocations. So that's
why fair value is so important to limited partners—
because of that asset allocation.”

And although a rigorous valuation policy may be more
work up front for GPs, it pays in the long run. “It does

a couple of things,” says Richard Brekka, a managing
partner at Second Alpha Partners. “It saves us a lot of
time later on, when we're doing the audit. And it saves
us money at the end of the day, because the less time we
have to spend with our auditors, the less they get to charge.”

An important factor at play in the valuation
space these days is the increasing amount of
negative information that's available. A tough
valuation policy provides GPs with an effective
means of defending their decisions against
second-guessing by armchair quarterbacks.

“There are a lot of outside forces pushing on
a valuation that historically weren't there,”
says Max Wolff, a managing partner at Man-
hattan Venture Partners. “There are news-
paper articles; there is a lot of active trading
in the secondary market. It floods you with
data points, many of which are bad. We
need to have a robust strategy, because we
need to defend why we're not necessarily
pushing toward the latest news story or the
most recently quoted—or not publicly
quoted—prices in the secondary trade.”

A buzzword that comes up now in a lot of conversations
about valuation is “calibration.” It's not a new term, but
many in the PE industry still are not familiar with it.

Brekka explains it this way. “If you buy a company at
eight times EBITDA at acquisition, at that time you
should identify the comparable public companies and
look at their unadjusted multiple—say it's 10x. Therefore,
you have an 8-to-10 ratio or 80 percent calibration
ratio.” It's also important to look at the gross size of risk
of those public companies versus the private company,
he says, adding that, all things being equal, on the next
measurement date the exact same thing would be done.

Calibration is useful in many ways. It takes uncertainty
out of the picture. It benchmarks a company at date of
acquisition and provides benchmarks going forward. It
assures an audit firm and investors that a GP is looking
at the true, fair value and specific market participants. It
mitigates the concept of discounts for lack of market-
ability if a GP holds a minority interest versus a
controlling position. “It takes away another level of
subjectivity,” Brekka says.

But calibration can be difficult in the case of early-stage
companies, which often have a constantly evolving
story. “The big issue is the pivot,” Wolff says. “It's not
infrequent to see a fundamental shift in business focus
in the early stage or even midstage. And that changes
the entire comps set. If you started out as a social media
company and you're now an ad-tech company, there's
no recalibration | can do. I've got to cut down the old
forest and find a new forest to compare you to.”

4 CONTINUES ON NEXT PAGE
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Unicorns were once a rare, almost mythical beast. Now
they're everywhere, and investors are taking a much
closer look at their over-the-rainbow valuations. “Some
of these horses are going to be glue in the next year

or two,” Wolff says. “Valuations got very aggressive.
Part of what happened is that there is an inefficient
price-discovery process in private markets. Part of what
happened is these companies got hot and there was a
lot of FOMO—fear of missing out on investing. And part
of what happened is people lost sight of valuation.”

The challenge for accounting firms is negotiating the
gap between a unicorn’s market value and the value

a manager must report to investors. The solution is to
focus on fundamentals, although there is still balancing
to be done.

“We go back to income-based approaches, discounted
cash flow, market-based approaches, with guidelines for
public companies or transactions to try to substantiate
the valuations that we see,” says Chris LaDue, a principal
at RSM US LLP. “But with regard to some of these uni-
corns and the anticipation of those valuations, we're try-
ing to bridge where we sit relative to fundamentals and
things that we can point to that the accounting firms,
the auditors, are going to be looking at for substantia-
tion—but being cognizant of the fact that the market is
dictating the pricing of some of these companies, and
they don't always make sense relative to fundamentals.”

LaDue, Brekka, and

When early-stage investments don't do well, the spot-
light turns to managers and the valuation stories they
told leading up to the tragic ending. If the story turns out
to be a fairy tale, the manager can get burned.

“There's a huge conflict of interest for the general
partner, because GPs want to be able to show returns,”
Brekka says. “When they're making these investments,
they're not getting cash out, so the only thing they can
show is current market value of their portfolio and be
able to reflect that to the institutional investors that are
backing them. They also want to raise their subsequent
fund—and since they're not delivering cash back in the
near term, it's all about valuation.”

But when a unicorn investment is marked up and even-
tually written down to almost zero—like, say, flash-sale
companies Fab and Gilt Groupe—it can mean game over
for the GP. “That can end it for a general partner in terms
of being able to raise future funds,” Brekka says.

It's not entirely the GP's fault, of course. Today's man-
agers have fewer tools to bring to bear in the valuation
process. “We've relied historically on a robust IPO market
to help us back value,” Wolff says. “And now our IPO
market is gone, so we have a vacuum. Obviously we can
see how last year's IPO crop is trading—although that's
not terribly inspirational right now—but we don't have
any new flow. That gap has not been great for price
discovery.” B
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[ Investor Study

Harvard's
Osh Lerner

The professor at Harvard
Business School shares his latest
findings on some of the PE
industry’s biggest questions

Why Partnership Economics
Really Matter

One of private equity’s biggest selling
points has always been the relatively
strong alignment of interest between a
general partner and its investors. So the
fund manager’s “skin in the game”—its
capital commitment to each fund and
its typical 20 percent profit share—has
received a lot of attention from those
looking to explain the industry’s relative
ability to generate above-market returns.

Until now, however, few researchers
have gone a level deeper to examine how
a GP’s distribution of its profits and own-
ership to the individual members of the
partnership influences outcomes. Simply
put: How aligned are the individual part-
ners with each other, and how does that
impact success?

In a recent paper, Josh Lerner and
Victoria Ivashina of Harvard University
show just how important the structure
of a partnership’s economics can be to its
ability to retain talent, its ability to raise
money in the future, and ultimately its
overall success.

Talent retention at the GP level is of
particular significance to investors—as
the Harvard study notes, prior research
has demonstrated that even when a
departing partner is replaced with a
“comparable” talent, performance suffers,
at least in the short term.

GP Economics Key Findings

Past performance does not have a significant
bearing on a senior partner’s share of carry;
being a founder has a significant one.

Senior partners who leave during the course of
a fund’s life have significantly lower carry shares
(9 percent vs. 16 percent) and ownership stakes
(13 percent vs. 23 percent) than those who stay.
The lower share of carry among departing
partners is not explained by poor performance.

Senior partners are more likely to stay at a
firm with lower carry inequality (at a level of
statistical significance).

The loss of one senior partner at an average-sized
firm (one with four senior partners) significantly
impacts subsequent fundraising. The next fund
is typically 17 percent smaller.

Lerner’s advice to LPs: “Many general partners do ex-
press concerns about situations where there are founders
who may be less involved in creating value on a day-to-
day basis but have a disproportionate share of the eco-
nomics. Nonetheless, that’s the rhetoric. But when you
look at the reality of the investment decisions, one sees
many cases where groups have been able to raise funds
with quite skewed economics. My greatest, strongest pre-
scription would be to have a greater alignment of rhetoric
with the reality of the investment decisions and to more
carefully looks at this, and have it have a greater weight
in the decision-making process of whether to invest in or
to re-up with a given partnership.”

4 CONTINUES ON NEXT PAGE
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[ Investor Study

Is the Co-investing ‘Cure’
Worse Than the Disease?

If private equity co-investing came with a warning
label, it might read something like this: Easy to swallow,
but may be hazardous to your long-term financial health.

Indeed, for the world’s institutional investors, any
elixir meant to kill high management fees goes down
easy. With a huge pile of cash at their disposal, why not
invest in individual deals and circumvent those greedy
intermediaries? What could possibly go wrong? 3%

Quite a bit, Lerner says. It’s not that paying high
management fees isn’t a drag on performance, it’s that
when co-investing happens, it tends to happen in ways
that are detrimental to the LP.

Lerner explains, “It’s very understandable that the
LPs are concerned about the deal they’re getting with
general partners. The question is whether the cures are,
in some sense, worse than the disease.”

“It's very understandable that the LPs
are concerned about the deal they're
getting with general partners. The

question is whether the cures are, in
some sense, worse than the disease.”

Josh Lerner, Harvard Business School

Ultimately, Lerner’s study of investments by seven
large institutions found that between 1994 and 2011, the
mean return of co-investments—relative to the return
of the corresponding PE funds in which those deals were
held—was nearly 9 percent less. In other words, by co-
investing, LPs earned a lower overall return than if they
had simply maintained their “regular” fund investment.

Lerner says, “Had [co-investing LPs| simply created
a basket of co-investments that replicated what’s going
on in the private equity portfolios in general, they clearly
would have been better off, because they would have
saved on fees and carry. But they’'ve ended up sorting
into a portfolio that’s done significantly worse.”

None of these findings have slowed the co-investing
bandwagon. In a recent survey of 222 LPs, Preqin found
that roughly three-quarters are, or are considering,
co-investing alongside GPs.

Nearly 70 percent of those surveyed believed that
co-investing could lead to higher returns than standard
private equity fund investments.

As the PE industry and the practice of co-investing
continue to mature, it may be that sophisticated institu-
tional investors will win in the long term. But given co-
investing’s performance history and the long-established
investing tradition of following the herd, LPs might be
better off living with the chronic illness of high fees than
taking medicine that may well make them sicker.
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Breakdown of LPs
by Current Co-investment Activity

KEY
[ Actively co-investing

Il Opportunistically
co-investing

|:| Have not co-invested
previously, will
consider in future

|:| Have co-invested
previously, but no
future plans

- Never co-invested,
no plans to co-invest
in future

Source:
Pregin Investor Survey,
September 2015

Co-investment

Key Findings

Co-investing suffers from a “lemons”
problem—LPs typically can’t pick the
deals they want to invest in.

Co-investments are necessarily concen-
trated in big deals—GPs require more
capital to close them—and big deals
tend to underperform.

Like many investments, co-investments
follow the herd—deals are concentrated
near market peaks.




| GP-LP Relationship

Does

Private Equity
Have an
Insider
Trading
Problem?

“Selective disclosure” is on the
SEC's radar, legal experts say.
Privcap’s David Snow weighs in.

How GPs Play Favorites

LPs are selected to make up the Limited Partner
Advisory Committee, which holds sessions with
the GP. An LP serving on this committee, typically
chosen because of the size of their commitment
to a fund, will naturally gain access to information
that is not shared with the others.

Many LPs are granted side letters allowing for
customized supplemental reporting. This often
means that the LP receives fund information more
frequently and in a custom format. It can also
mean that the LP receives additional information
not shared with the rest of the investor base.

Private equity deals with a ton of infor-
mation, and depending on who you are, you
get to see all of it, some of it, or none of it.

In public markets, rules governing

disclosure abound, mitigating the prospect LPs frequently join the GP in co-investing, which

of selective disclosure—revealing action-
able intelligence to certain investors but
not others. Private equity has far less over-
sight, yet information asymmetry exists,
and the Securities and Exchange Commission
may ultimately consider it a problem that
needs solving.

In 2000 the SEC adopted Regulation

often means gaining extraordinary access to the
inner workings of the firm's underwriting process
and to the due diligence materials of the deal under
review. If the deal goes through, the co-investing
LPs have a great deal of information about the
thesis and projections around the deal. Even if it
doesn't happen, the LP has gained valuable insight
about how the firm really works.

Fair Disclosure to restrict the widespread
practice of company CEOs holding exclusive
Q&A sessions with large shareholders. These
investors would presumably gain deeper

Does any of this inequality matter? An LP armed with
insight into the company’s performance and additional information about the fund can’t exactly trade
possibly an unfair trading edge over smaller on the information as they could with a public security.
investors. In theory, the LP would have an edge as a buyer or seller

The degree to which selective disclosure of fund interests on the secondary market, but these
in private equity is unfair or harmful is “trades” take considerable time to close.
debatable. But a growing number of legal An LP with sustained superior access to a fund’s
experts believe the SEC will take an interest information would presumably be better able to decide
in PE’s version of selective disclosure because whether or not to re-up to the next fund or back a spin-
it is part of a broader concern—the unequal out team. But here again, the ability to monetize superior
treatment of limited partners. insights takes so much time that it becomes hard to

In many areas, private equity GPs have measure the value of the “inside” information.
played favorites. It happens at the outset of Ultimately, the appearance of impropriety may be
a fund, when different terms and conditions enough. While it may be harmless to, say, regularly
are offered to different LPs based on size provide leverage-level information to a big, important LP
of commitment. It happens in the course but not to a smaller one, or to reveal partner economics
of a co-investment when allocations are to an important gatekeeper but not to other LPs, such
offered to strategic non-LPs, instead of to asymmetries can create a suspicion of unfairness that
smaller current LPs with an appetite for can make investors, and the SEC, think there may be
direct exposure. further inequalities worth looking into. B
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Stephen Hoey explains how his role evolved over
the last 12 years from a traditional CFO

to a leader of the firm's operations

The NL

mbers Guy

A conversation with KPS Capital Partners’ Stephen Hoey

Stephen Hoey
Partner and CFO,
Administration,

KPS Capital Partners

Privcap: You joined KPS in 2004 as CFO. How
has your role changed since then?

Hoey: When I joined, the firm was still raising
its second fund, which closed at $400M. We
were about 10 or 12 people in 6,000 square feet
of space.

Now we have 23,000 square feet here in
New York, an office in Frankfurt, and a portfolio
operations team member in Hong Kong. And
we’re investing in our fourth fund, which closed
in 2013 at $3.5B. So it’s a very different business.

I came in as CFO, but I'm more of a chief
operating officer and administrative partner
these days. I brought one controller with me
from my Soros days who is still with me. She’s
now VP of finance and doing a lot of things
that I was doing when I first started. As we’ve
grown, I've taken on more of a leadership role.
When we first registered with the SEC, I was
the chief compliance officer, and we didn’t have
any in-house counsel. Even though I didn’t
have a law degree, I still wore the lawyer’s hat.
Then in 2011, I hired an in-house counsel, who’s
since become our CCO.

HR is a much bigger piece of my role than it
was before. With almost 50 employees world-
wide, that’s become an area of focus—making
sure we continue to bring in the best and
brightest people who fit with us culturally and
who understand what we’re trying to do.

"As we've grown, I've taken on more of a
leadership role. When we first registered
with the SEC, | was the chief compliance
officer, and we didn't have any in-house
counsel. Even though | didn't have a law

degree, | still wore

the lawyer’s hat

In terms of staffing, what drives when and how
you add to the team?

Hoey: From a finance and accounting perspec-
tive, we continue to run a very lean operation.
It was just my controller and me until 2007;
when we started raising Fund III, we added

an assistant controller. We didn’t hire another
person until around 2010 or so, when we added
a supplemental fund. So we’ve only hired two
finance staff since growing our AUM from the
$600M we had when I began to the more than
$5B we manage today, and we do not outsource
fund accounting.

Beyond finance, what other operational staff
have you hired during that time?

Hoey: Back in 2011, we hired an IR person. Prior
to that, I was writing the quarterly and annual
reports from scratch and answering every LP
request. But when we brought our IR person
aboard, that took a lot of the LP reporting
burden off my plate. While I'm still reviewing
those reports, I'm not drafting them and
working with deal teams to produce company-
by-company updates.

Have regulators changed the nature of your job?

Hoey: Without a doubt. One of the biggest
changes was registering as an investment advisor.
We had a presence exam back in 2013. They
came in for a day and had follow-up questions
for the next four months or so. But honestly, it
wasn’t that bad, since we were prepared.

Nowadays, my CCO and I are focused on
cybersecurity in light of the guidance from the
SEC. We’re not a trading business, so we’re not
as vulnerable as a hedge fund, but there are
some measures we are looking to put in place,
like two-factor identification being required to
log on to our databases.

There’s no question this slows things
down and can frustrate folks at the firm, but
the SEC is focused on that now, so we’re taking
it seriously. ®
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Private equity firms have
increasingly asked the question,
what should be in-house and
what should be outsourced?
Experts from Korn Ferry and
Hamilton Lane weigh in.

Joe Healey
Senior Client Partner,
Korn Ferry

Matthew Herzog
Principal,
Hamilton Lane

man Capital

and Don't—

David Snow, Privcap: The back office is transform-
ing rapidly as private equity institutionalizes and
investors become much more sophisticated.

Joe, what's driving those changes?

Joe Healey, Korn Ferry: If you look back maybe 15 or
20 years, this was a much simpler business than it
is today. A private equity firm does three things: It
invests money, it raises money, and it administers
an asset management firm. And those [functions]
are the same as they’ve always been. However, the
level of complexity on the part of firm adminis-
tration has gone through the roof.

Any managing partner or leadership team of a
private equity firm you talk to will quickly tell you
that this is a whole lot more complicated business
to run today for any number of reasons—regulatory
complexity from a finance perspective and from
a talent perspective. And as soon as you turn a
single-strategy firm [into] a multi-strategy firm,
you've increased the nature of administration
pretty dramatically.

Today we’ll see a fund with a chief operating
officer and a general counsel, certainly a CFO. In
years past, the CFO might have been a glorified
controller; increasingly today they are very senior,
oftentimes general partners of the firm.

Matt, what have been the most important cat-
alysts in causing firms to add people to the back
office and elsewhere in the firm?

Matthew Herzog, Hamilton Lane: In the last 10
years [there’s been] growth in the need of people,
and also the need for technology, and the need for
more information transparency. What flipped the
switch was mark-to-market valuations about 10
years ago. That made everyone spend a little bit
more time on the private equity portfolio.
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regulatory insight and auditor insight
into what was expected from us, that
led to more work for back office and
middle office in communicating
to LPs and in making sure that you
have the right regulatory processes
so that your data is accurate and
transparent.

What are some of the roles that are
now within the private equity firm?

Healey: [The roles] are getting more
senior and more experienced as time
goes on. There was a time when a
single-strategy midmarket buyout
fund didn’t even have a proper CFO,
in part because it wasn'’t really required.
Now it’s a CFO, [who is] probably
someone who’s been around for 25
years and is quite sophisticated.

Same in investor relations. There
was a time when that was more of
an administrative role and much
less client-facing. Today, the head of
investor relations is as likely to be a
partner, And marketing and commu-
nications we often see dovetailed
with investor relations. Branding
and packaging the [firm’s] message is
now critically important, and maybe
not surprising given the level of
competition in the market.

Given the risk-management
issues that many of these funds face,
broadly speaking, as well as the effi-
ciency that they’d like to establish on
deals and fund formation, firms have
quickly found a justification for a
general counsel, [who| usually dove-
tails with a chief operating officer.
And you have a chief compliance
officer in that mix as well.

Many firms have a head of talent
management—almost an operating
partner with a talent orientation—
for their portfolio company leader-
ship issues.

Let’s say you're a medium-sized firm.
Which of these roles would you typi-
cally not have?

Herzog: When you’re looking at the
smaller firms, from an LP perspective
the concern that you want answered
is [whether] the separation of duties
is still there, even at the small end.
No longer is it acceptable for the CEO
and partner to also be running deals

4 CONTINUES ON NEXT PAGE
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and wiring capital out to the individual invest-\\“--

ments. You're not going to get institutional dollars
if you continue to have a four-partner shop.

Healey: There’s actually a bigger issue—when you
have the pricing pressure on the industry that you
have, where carry is now much more back-ended,
[and a] 1.5 percent management fee is probably more
likely than a 2 percent [carry] in many markets.

It speaks to a question about scale; What does
the critical mass of a firm need to be in order to
properly run an administration with all of these
capabilities? The complexity, even in a modest-size
firm, has gone up at the same time that you have
this pricing pressure on the top-line revenue of
these firms. It’s a big risk factor in analyzing firms
as to whether they can do all of this, particularly in
smaller firms.

Joe, how are you seeing private equity firms
outsource certain functions in a way that
helps them to scale?

Healey: The roles I have the most experience with
at a high level, they’re really hard to outsource. If
anything, you could argue that there’s a trend for
insourcing some of these critical roles. I'd point
at capital raising as one. There was a time when
it was routine every four years to hire a place-
ment agent to raise your fund. And today, your
first thought is: I need a direct relationship with
my LPs. I need the person who is the proxy to

the leadership team in the office, and a member
of the firm. If you need to augment that with a
placement agent, that’s a different question. And
investor relations—that’s actually been more
insourced, as opposed to outsourced.

Herzog: There are some functions that are simply
not expected or not allowed to be outsourced. And
IR is one of them. You need in-house resources
that can manage the outsourced relationship,
and then can also speak to investors and internal
stakeholders on that function.

We see outsourcing in three different areas, the
first of which is the fund admin component. That
allows you to spend carry and other compensation
on resources that are purely bottom-line, creation-
level resources.

The next place that we see [outsourcing], for
regulatory reasons, is valuation. Outsourced valu-
ation firms [are] more and more prevalent within
the industry. That allows you to provide comfort to
your LP base.

The last place we see outsourcing is in tech-
nology. When you're a firm of 30 to 500, spending
the dollars on managing your own technology
platform is a very difficult and expensive propo-
sition. We have some shops at the larger end that
actually do run their own technology group and
have their own software, but for the vast majority

i Mapital

“No longeris it
acceptable for the
CEO and partner to
also be running deals
and wiring capital
out to the individual
investments.”

Matthew Herzog, Hamilton Lane

of the industry, the size of
our firm doesn’t allow for
in-house development with
top execution.

Joe, you mentioned a head of
talent management, or some
permutation of that role,
being a new trend in private
equity firm. Can you talk a
bit more about that?

Healey: Like most things
in the private equity industry, every firm has its
own idiosyncratic view as to how this role would
be defined. I'll give you an example. We finished
a search recently for a person who is the head
of talent management, and the objective of that
person—hired by the general partnership, not
outsourced to portfolio companies—was to simply
engage with executives who might enhance the
origination process.

By the time [a firm gets] to 30, 40 people, most
find themselves with the need, and the leader-
ship of the firm has a need, to find a CHRO [chief
human resources officer] to manage the activities
of the firms, [and] the recruitment of people on the
investment team.

Matt, can you talk a bit more about how private
equity firms are starting to hire heads of IT?

Herzog: Heads of IT, or technology specialists, are a
big investment to outsource. You're talking six-
figure, sometimes seven-figure price tags. And
with that comes big responsibility to make sure
you're getting the most out of that investment.
That’s when I've seen firms really decide that they
need somebody who’s a technology specialist, whether
that be at the level of a CTO, or as somebody with
project manager skills who knows technology well.

They want somebody to be able to run an initiative
from start to finish. Firms don’t want to spend a lot on
an internal technology person, as well as outsourcing
their technology systems to somebody else. B
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How PE Firms Are

Differentiating—
by Staying
the Same

Charlie Ayres
Trilantic North America

s many private equity GPs seek to
A attract LPs by moving into new investment
platforms and asset classes, others are
consciously choosing a very different path—
differentiating by staying the same.

“There are advantages to being a pure-play
fund, namely that it is very easy for your LPs to
understand who you are, what you are doing, and
to believe that there aren’t going to be distrac-
tions,” Charlie Ayres, managing partner and chair-
man of Trilantic North America, explains.

Another argument for the pure-play model is
to better support GP-LP interests, particularly as it
relates to fees.

“They eliminate the risk of incentive mis-
alignment between GP and LPs,” according to the
Boston Consulting Group. “Some LPs are concerned
that management fees are so high for large multi-

asset-class firms that performance fees become

a secondary objective.” Some investors today fear
committing capital to the large multi-asset-class
alternative investment managers, because manage-
ment fees become so high that they mitigate the
motivation of performance fees to generate alpha.

During a speech, Guy Hands, chairman of one
of Europe’s leading PE firms, Terra Firma, predicted
a bifurcation within the asset class where the
mega-sized firms will become institutionalized.
As they move along this road, the largest firms will
essentially become asset managers and resemble
old-time investment banks.

“They will not be able to create much alpha
when they employ thousands of people and
manage hundreds of billions of dollars,” Hands
said in the speech. “Their funds will continue to
create beta, and they will attract investors looking
for 1.5x returns.”

On the other hand, he said, smaller firms will
become increasingly more specialized, allowing
them to focus on their areas of expertise. As the
other firms become larger and transform into slower-
moving behemoths, the middle-market firms will
exercise increasing flexibility and the ability to be
nimble. A significant portion of the industry will
return to its roots as strictly private equity deal-
makers, just as it was 40 years ago. That kind of
narrow focus also attracts LPs looking for greater
control over exposure to certain strategies that
cannot be obtained by a highly differentiated platform.

“You just have to be true to yourself,” says
Ayres. “If that is who you are and what you need to
be, there is no question that LPs respect that and
they are comfortable with that.” B
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