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How to Use the CFA
Program Curriculum

The CFA’ Program exams measure your mastery of the core knowledge, skills, and
abilities required to succeed as an investment professional. These core competencies
are the basis for the Candidate Body of Knowledge (CBOK™). The CBOK consists of
four components:

A broad outline that lists the major CFA Program topic areas (www
.cfainstitute.org/programs/cfa/curriculum/cbok/cbok)

Topic area weights that indicate the relative exam weightings of the top-level
topic areas (www.cfainstitute.org/en/programs/cfa/curriculum)

Learning outcome statements (LOS) that advise candidates about the
specific knowledge, skills, and abilities they should acquire from curricu-
lum content covering a topic area: LOS are provided at the beginning of
each block of related content and the specific lesson that covers them. We
encourage you to review the information about the LOS on our website
(www.cfainstitute.org/programs/cfa/curriculum/study-sessions), including
the descriptions of LOS “command words” on the candidate resources page
at www.cfainstitute.org/-/media/documents/support/programs/cfa-and
-cipm-los-command-words.ashx.

The CFA Program curriculum that candidates receive access to upon exam
registration

Therefore, the key to your success on the CFA exams is studying and understanding
the CBOK. You can learn more about the CBOK on our website: www.cfainstitute
.org/programs/cfa/curriculum/cbok.

The curriculum, including the practice questions, is the basis for all exam questions.
The curriculum is selected or developed specifically to provide candidates with the
knowledge, skills, and abilities reflected in the CBOK.

CFA INSTITUTE LEARNING ECOSYSTEM (LES)

Your exam registration fee includes access to the CFA Institute Learning Ecosystem
(LES). This digital learning platform provides access, even offline, to all the curriculum
content and practice questions. The LES is organized as a series of learning modules
consisting of short online lessons and associated practice questions. This tool is your
source for all study materials, including practice questions and mock exams. The LES
is the primary method by which CFA Institute delivers your curriculum experience.
Here, candidates will find additional practice questions to test their knowledge. Some
questions in the LES provide a unique interactive experience.

DESIGNING YOUR PERSONAL STUDY PROGRAM

An orderly, systematic approach to exam preparation is critical. You should dedicate
a consistent block of time every week to reading and studying. Review the LOS both
before and after you study curriculum content to ensure you can demonstrate the


www.cfainstitute.org/programs/cfa/curriculum/cbok/cbok
www.cfainstitute.org/programs/cfa/curriculum/cbok/cbok
www.cfainstitute.org/en/programs/cfa/curriculum
www.cfainstitute.org/programs/cfa/curriculum/study-sessions
www.cfainstitute.org/-/media/documents/support/programs/cfa-and-cipm-los-command-words.ashx
www.cfainstitute.org/-/media/documents/support/programs/cfa-and-cipm-los-command-words.ashx
www.cfainstitute.org/programs/cfa/curriculum/cbok
www.cfainstitute.org/programs/cfa/curriculum/cbok
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How to Use the CFA Program Curriculum

knowledge, skills, and abilities described by the LOS and the assigned reading. Use
the LOS as a self-check to track your progress and highlight areas of weakness for
later review.

Successful candidates report an average of more than 300 hours preparing for each
exam. Your preparation time will vary based on your prior education and experience,
and you will likely spend more time on some topics than on others.

ERRATA

The curriculum development process is rigorous and involves multiple rounds of
reviews by content experts. Despite our efforts to produce a curriculum that is free of
errors, in some instances, we must make corrections. Curriculum errata are periodically
updated and posted by exam level and test date on the Curriculum Errata webpage
(www.cfainstitute.org/en/programs/submit-errata). If you believe you have found an
error in the curriculum, you can submit your concerns through our curriculum errata
reporting process found at the bottom of the Curriculum Errata webpage.

OTHER FEEDBACK

Please send any comments or suggestions to info@cfainstitute.org, and we will review
your feedback thoughtfully.


www.cfainstitute.org/en/programs/submit-errata
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LEARNING MODULE

Private Investments and Structures

LEARNING OUTCOMES

Mastery | The candidate should be able to:

] contrast the features of private and public investments, and discuss
characteristics of private and public markets

] discuss private investment methods and structures and their uses

] discuss the difference between public and private market

performance, and calculate, interpret, and discuss the use of
performance metrics including distributed to paid-in, residual value
to paid-in, and total value to paid-in

] compare the risk and return of investing in private markets and
public markets as part of a strategic asset allocation

INTRODUCTION

A major trend among institutional investors over the past few decades is the initiation
of or significant increase in private market asset allocations to complement existing
public market portfolios of listed equities, fixed-income securities, and cash. According
to Preqin, an alternative data provider, private market assets under management
(AUM) among global investors rose from under USD1 trillion in 2000 to nearly USD12
trillion in 2022. Historically dominated by the largest institutional investors (such as
sovereign wealth funds and endowments), private market investments consisting of
large direct purchases of entire companies or real estate properties have evolved over
the past few decades to include professionally managed private investment portfolios.
For example, private market funds in the form of closed-end limited partnerships
have greatly expanded private market access among small institutional investors and
high-net-worth individuals.

To better prepare candidates to identify, target, evaluate, and manage private
market investments throughout their financial industry careers, CFA Institute has
introduced a series of Level III Private Markets Pathway learning modules, the first
of which focuses on private market investments and structures.

While public markets usually involve more standardized, liquid securities of mature
issuers with price transparency, private investments are characterized by unique, illiq-
uid investments across a broader range of company life cycle stages or project devel-
opment phases held for longer periods. The distinct features of private markets also
lead to different investment methods and structures, which vary based on investment




Learning Module 1

Private Investments and Structures

size, asset type, and the internal resources an investor is willing and able to commit
to managing the private asset over the investment holding period. Given a greater
focus on asset price appreciation over an investment life cycle among private market
investments, private market performance is measured using compounded return over
a multiyear period, as opposed to periodic measures more common among public
market securities. These distinct features of private market investments contribute
to their complementary role when combined with more traditional public equity and
fixed-income securities in a strategic asset allocation.

LEARNING MODULE OVERVIEW @

= DPublic investments typically include non-controlling positions
in debt or equity claims of mature issuers. Private investments,
in contrast, often include controlling or large minority stakes in firms
across the entire company life cycle, as well as private real estate or
infrastructure. Public markets are characterized by the ability to read-
ily buy or sell positions, while private markets are illiquid and trade on
a negotiated basis.

= DPrivate investment methods include a direct approach for the largest
investors with sufficient expertise to manage positions over an invest-
ment period and indirect approaches, such as a closed-end limited
partnership. Unlike security-based public investments, private invest-
ment structures are often created and tailored to a specific use, such
as an acquisition company used for buyout equity or a special purpose
entity formed to manage a project among investors and stakeholders
in private real estate or infrastructure.

= While public markets typically use periodic income and asset appre-
ciation performance measures based on observed prices, the relative
illiquidity, uneven cash flows, and longer investment periods for pri-
vate markets lead to the use of compounded return measures to gauge
returns. For example, return multiples are often used to measure the
proportion of realized and unrealized returns to a private fund inves-
tor relative to funds invested.

= The greater potential return and portfolio diversification often
attributed to private market investments stems from both a longer,
less liquid investment life cycle with greater uncertainty and a broader
investment opportunity set across both the company life cycle and
various asset types.

FEATURES OF PRIVATE AND PUBLIC INVESTMENTS
AND MARKETS

] contrast the features of private and public investments, and discuss
characteristics of private and public markets

Public investments generally involve listed securities representing debt or equity claims
that are regularly traded on an exchange or among dealers in an over-the-counter
market. Public fund managers invest in non-controlling debt and equity positions of
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more mature issuers typically with stable cash flows. Public investments are charac-
terized by an investor’s ability to readily buy or sell positions and to observe current
and historical prices for securities and relevant benchmarks, such as indexes.

Private investments are unlisted assets for which no organized exchange or
over-the-counter market exists or involve companies that choose not to or cannot
access public markets due to their size, stage of development, limited financial disclo-
sure, or concentrated ownership. Private funds often acquire controlling or significant
minority stakes held for longer periods over which value creation occurs, resulting in
cash flow improvements, which are a primary driver of investor returns. Private debt
and private equity claims are usually non-standardized contracts that are negotiated
rather than exchanged on a regular basis. While private activities span a wide range
of investments, including sole proprietorships, our focus here is limited to private
investments of relevance to institutional investors. It is also important to distinguish
between alternative investments and private investments, terms that are often used
interchangeably. Alternative investments are those other than ownership of tradi-
tional public equity, public fixed-income, and cash instruments. While alternatives
include most private markets, some alternative investments, such as exchange-traded
commodities and hedge funds, use strategies involving public securities, which were
addressed in detail in the Level II curriculum.

Some alternative investments are held in both public and private forms. For
example, real estate investment trusts (REITs) hold income-producing properties
and most often have publicly traded shares, while private real estate includes major
refurbishment and development of commercial and residential properties, as well as
timberland and farmland, which are covered in detail in a later learning module. In
addition, some private companies issue public debt securities, such as high-yield bonds.
The Private Markets Pathway covered in the following learning modules focuses on
the following asset types:

= Private equity

= Private debt

= Private special situations
= DPrivate real estate

= Private infrastructure

Key features that distinguish public and private investments are summarized in
Exhibit 1 and are subsequently outlined in detail.

Exhibit 1: Features of Public vs. Private Investments

Feature Public Private

Asset prices Traded, observable Negotiated, estimated

Performance Periodic Compounded over holding

measurement period

Liquidity Mostly liquid, with few trad-  Illiquid, with sale prohibited or
ing restrictions restricted

Investment process Open-end, security selection Closed-end, with due diligence,

value creation, and exit
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Feature Public Private
Investment manager Industry, company, and Industry, management, and
skills financial analysis technical experience and exper-
tise, legal and financial analysis
Portfolio diversification = Based on correlations of Based on different company and
potential observed periodic returns investment life cycle phases, as

well as unique asset types

Asset Prices and Performance Measurement

Immediate access to current and historical price data for individual securities and
relevant benchmarks supports a variety of public market investment approaches.
For example, investors can easily measure returns, volatility, and correlations across
time and construct portfolios with an efficient risk—-return trade-off. Public market
data are a critical input in judgement-based investment approaches seeking to capi-
talize on a market view, rule-based strategies using factor analysis, and index-based
investment strategies.

Private market investors, in contrast, have little or no price transparency for pro-
spective, existing, or comparable investments. As a result, investors rely on relative
valuation techniques, discounted cash flow methods, and recent transactions among
other approaches to estimate prices. Fund managers provide valuation estimates to
investors with delays and at less frequent, often quarterly, time intervals, limiting the
usefulness of such data for asset allocation purposes.

Periodic public market performance measures generally assume an initial cash
outflow upon asset purchase and periodic inflows, including bond coupons, stock
dividends, and net operating income for real estate. In contrast, private market invest-
ments involve far less predictable cash flows, with multiple cash outflows and inflows
of uncertain timing. Performance metrics for private investments will be addressed
in detail later in this reading.

Liquidity and Investment Process

Active trading of listed securities in public markets offers a high degree of liquidity
and relatively low transaction costs. The purchase and sale of listed securities can
be as simple as executing a market order, and short-term market developments may
prompt a public fund manager to sell securities whose observed price exceeds what
a manager considers to be fair market value or to purchase undervalued securities
based on public market developments. Issuers of public equity and debt are usually
in a mature phase of development with predictable, stable cash flows.

Privately held controlling or minority stakes in a firm, a project, or a real asset
are inherently illiquid. Fund managers usually seek a larger capital commitment from
investors and require a far longer investment time horizon than for public funds,
sometimes up to 10 years or more. Private purchases and sales are often negotiated
between two or very few potential buyers and sellers, leading private fund managers
to prohibit or severely restrict investors from selling fund positions to avoid the need
for early liquidation.

The different features of public and private investments also give rise to distinct
investment processes. For example, the greater liquidity and price transparency of
public investments allow for a more open-end investment approach and structure.
Investments in illiquid private assets held for longer periods benefit from a closed-end
approach in which investors align manager compensation with investment performance.
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We refer to the development or transformation of private assets over this longer
investment holding period as the private asset investment life cycle, whose distinct
phases are shown in Exhibit 2.

Exhibit 2: Private Asset Investment Life Cycle

. Capital Capital ;
Pre-Commitment L Exit
L I Deployment Distribution X
Investment Investment Project/ Public or
Strategy Selection Restructuring Private Sale or
Complete Transfer
Due Diligence Capital Calls Debt Paydown
Net Income
Solicit LPs Value Creation

Capital

Commitment )
Time

The private asset investment life cycle common among investment types consists
of capital commitment, deployment, distribution, and exit phases, which will be
addressed in detail in later learning modules. The private asset investment life cycle
is characterized by negative returns in early phases followed by cash flow and income
growth in later phases, referred to as the J-curve effect.

Public market investors with non-controlling stakes have little influence over
issuers beyond the exercise of voting rights. Private investment managers, in contrast,
are actively engaged in managing and controlling assets throughout the investment
life cycle. Tasks range from identifying ideal targets, conducting due diligence, and
creating detailed business and financing plans to managing the value creation process
from capital deployment until an investment is ultimately sold or exited and capital
is returned to investors.

Manager Skills

Distinct investment processes, as well as roles and responsibilities, among public
and private fund managers give rise to different skill sets required for success in
managing portfolios in these respective markets. As public fund managers largely
delegate the value creation process to company managers, much of the underlying
investment research is conducted across securities, companies, and industries. For
example, publicly available corporate financial statements and other data sources are
used to create and compare financial ratios and other relevant metrics as a basis for
investment analysis.

Private market investments often lack the market price transparency of public
market securities and include investment opportunities ranging from new real estate
developments to mature firms in financial distress to startup companies with little
more than a business idea. The manager skill set required to successfully shepherd
these investments from selection through exit goes well beyond security analysis. In the
case of real estate, local market knowledge and project development and management
experience are critical. Private equity fund managers often bring significant operational
experience and industry expertise. In addition, they bring industry relationships and
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management experience in founding, growing, or restructuring businesses, as well
as legal, accounting, tax, and other qualifications, to their role in managing such
investments. Given the prevalence of less standardized contracts in private markets,
both investors and managers must be prepared to conduct additional legal analysis
when considering such investments.

Early-stage companies with little or no revenue often solicit private equity invest-
ments known as venture capital, which involve both high risk and a high rate of
failure. A company’s initial success is usually measured by non-financial milestones,
such as establishing a product and go-to-market strategy, as well as identifying market
potential well before the company generates revenue or profits. Therefore, in addition
to capital, startup investors often bring relevant experience, contacts, and partnerships
to young companies to help establish a successful business as demonstrated in the
following example.

EXAMPLE 1

CRISPR Therapeutics AG's Startup Phase

In 2013, French professor and researcher Emmanuelle Charpentier co-founded
CRISPR Therapeutics AG, together with Rodger Novak and Shaun Foy. Using
genome editing and engineering discoveries for which Charpentier and Jennifer
Doudna were later awarded the Nobel Prize in Chemistry, CRISPR Therapeutics
was established in order to use these new gene-editing tools in biotechnology
and biomedical applications.

In the following year, CRISPR Therapeutics raised USD25 million in Series
A equity from Versant Ventures, a US-based venture capital firm focused on
the health care and biotechnology industries. Given Versant’s multidisciplinary
team of scientists and researchers, the company announced a broader team of
leading experts in various fields of science to capitalize on this new technology
at the time of financing.

According to Crunchbase, a startup and early-stage financing data provider,
CRISPR Therapeutics conducted three additional equity financing rounds with
16 investors, including established pharmaceutical companies, such as Celgene
and Bayer AG, as well as other venture capital firms, such as New Enterprise
Associates (NEA).

NEA is a US-based private investment firm focused on the technology and
health care industries and one of the world’s largest venture capital funds, with
over USD25 billion in committed capital. NEA’s health care industry team mem-
bers include physicians, research scientists, pharmacists, and other experts with
extensive experience in the areas of biotechnology, pharmaceutical drug trials
and medical devices. NEA partner Ali Behbahani, MD, MBA was appointed to
CRISPR Therapeutics AG’s board of directors at the time of NEA’s investment.

In October 2016, CRISPR Therapeutics became public in an IPO on the
NASDAQ exchange, which valued the company at USD590 million. The com-
pany has since reached a market capitalization over five times that of its IPO
valuation, establishing many partnerships and developing several drugs for blood
diseases, cancer, diabetes, and other illnesses.

As the example suggests, both the equity capital and industry expertise provided
by private fund managers often contribute to a startup’s success. For example, NEA’s
board membership and its involvement, along with other investors, in establishing
partnerships and helping establish drug trials were key factors in expanding CRISPR’s
business at an early stage.
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Portfolio Diversification Potential

The distinct features of private markets and investments are commonly assumed to
result in relatively low correlations between private market returns and those of public
market securities. While a public market security’s correlation may be estimated easily
relative to the existing public market portfolio because of observed market prices,
private market illiquidity and longer investment periods preclude such a comparison.
The diversification potential of private market investments is assessed differently. The
following are key sources of potential diversification in private markets:

= Private company debt and equity exposures in life cycle phases, which are
unavailable to public market investors, such as exposures to rapid growth or
restructuring opportunities

= Private company debt and equity return dynamics over an investment life
cycle, which vary from those of mature public companies

= Exposures other than private company debt or equity that exhibit return
dynamics different from those of public securities

Successful firms emerge from a startup period via rapid expansion, with cash flows
and profitability rising until they reach a mature, stable phase and subsequently facing
decline, as shown in Exhibit 3.

Exhibit 3: Company Life Cycle Stages

Start Up Growth Mature Decline

Revenue

Cash Flow

Time

While public markets and investments are concentrated among mature companies,
private investments span the entire company life cycle.

The CRISPR example illustrates the first of these diversification sources. Startup
and early-stage companies usually fail to meet public equity listing criteria, nor do
they reach minimum profitability or interest coverage requirements of traditional debt
providers. While startups such as CRISPR Therapeutics have a very high return poten-
tial, they also have a high failure rate. If successful, early-stage and young companies
in an expansion phase tend to exhibit above-trend growth that is less driven by the
business cycle, which generally impacts more established firms. Private investors play a
role in the success of these companies by applying industry-specific and other skills in
selecting and managing investments, as discussed in detail in later learning modules.
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A second potential source of diversification is more common among so-called
buyout equity investments in existing public companies. Private equity buyouts often
involve taking a mature public company private using debt and equity with the intent
to transform, divest, or acquire businesses and sell the reorganized firm at a higher
price. Given these steps taken by private fund managers over the investment life cycle,
buyout company performance may diverge significantly from that of public equities.
In some cases, private manager skill in selecting, acquiring, financing, restructuring,
and selling companies may result in relative outperformance, while in other cases,
timing differences of otherwise similar trends in private and public equity may result
in reduced correlation.

A third area of potential variation among private and public market returns
involves alternative asset classes, such as real estate or infrastructure. Private real estate
often involves major refurbishment or new construction as opposed to more stable
income-producing properties held by public REITs. Publicly traded infrastructure
companies issue debt and equity securities with diversified exposure to a changing
project portfolio as opposed to the large, single-use illiquid assets that characterize
private infrastructure. Private real estate and private infrastructure are characterized
by an investment life cycle, which distinguishes their risk and return features from
those of public markets.

Many of the characteristics of private markets and investments that offer the
possibility of attractive risk-adjusted and less correlated returns also historically rep-
resented barriers to entry for many institutional investors. For example, the relative
lack of price transparency;, illiquidity, large minimum investment size, and specialized
knowledge necessary prevented all but the largest asset owners from taking advantage
of private market investment opportunities. The following example describes one
sovereign wealth fund’s journey in investing in private market strategies.

EXAMPLE 2

GIC'’s Private Markets Investment Strategy

Government of Singapore Investment Corporation (GIC) is among the world’s
largest sovereign wealth funds, with an estimated USD700 billion in AUM.
Established in 1981 with a mission to preserve and grow the global purchasing
power of Singapore’s strategic reserves, GIC gradually shifted from a conservative
policy of 70% developed market bonds and cash to a greater equity and private
market allocation similar to those of major endowments.

In conjunction with these changes, GIC disclosed a new investment frame-
work in 2013:

= Reference Portfolio: A 65% global equity, 35% global bond benchmark
representing the Government of Singapore’s overall risk tolerance

= Policy Portfolio: GIC’s asset allocation across six asset classes, which
include real estate and private equity

» Active Portfolio: GIC has the flexibility to pursue what it refers to as
skills-based and opportunistic investments within each asset class, as
well as across and outside of the six primary asset class distinctions,
within a predetermined risk budget set by the GIC board.

GIC rapidly adapted to this more active investment approach over the fol-
lowing decade, with a reported private equity allocation of 17% and real estate
allocation of 13% as of 2022-2023. Despite its lack of disclosures of private
investments outside of private equity, GIC’s active role in private markets is
evidenced by the growth in its investment team and in the number and size
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of private market transactions in which it participates. For example, GIC now
employs over 2,000 investment professionals, 70 of whom are solely dedicated to
infrastructure investments, in 11 global offices. According to a survey by Global
SWE, a research firm, GIC participated in the largest number of private market
transactions among state-owned investors in 2022, with 72 private market deals
totaling USD39 billion.

Given its size, scope, and skilled management team, GIC can invest through
private market funds, as well as acting as a direct investor or co-investor, to build
a diversified private portfolio across vintage years, industries, and geographies.
For example, in early 2023, GIC partnered with Oak Street, a US-based real
estate private equity firm, to acquire STORE Capital Corporation, a publicly
traded commercial REIT specializing in single-tenant operational real estate,
for USD15 billion.

While most investors lack the size, scope, and in-house professional expertise
of the sovereign wealth fund described in the previous case study, private market
investments have evolved to become more widely accessible to a broad range of
institutional investors and high-net-worth individuals. In what follows, we will review
the various structures, forms of ownership, and investment methods that have made
this situation possible.

QUESTION SET y

1. Which one of the following skills is more essential to private market
investment relative to public market investment?

A. Company analysis
B. Legal analysis

C. Industry analysis
Solution

B is the correct response. While company and industry analyses are com-
mon in all investment analyses, both private and public, private investments
involve taking large stakes in a company or asset. As such, a private investor
should have the ability to conduct legal analysis as part of the due diligence
process.

2. Which one of the following statements best describes a source of portfolio
diversification potential from private market assets?

A. Private markets offer potential access to higher-risk investments com-
pared to public markets.

B. Private markets offer potential access to investments in different com-
pany life cycle stages compared to public markets.

C. Private markets offer the potential to invest in lower-risk companies in
the mature phase of the company life cycle.
Solution

B is the correct response. Private company debt and equity investments
create exposures in company life cycle phases that are unavailable to

public market investors. A is not correct, because higher risk can always

be achieved in public market investments by increasing leverage. C is not
correct, because public markets also offer investors the potential to invest in

lower-risk companies in their mature phase. The diversification benefits of

1
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private market investments stem from the fund manager’s efforts to trans-
form a mature business during the investment life cycle.

3. Discuss an important contrast between private and public market invest-
ments related to ownership stakes.

Solution

Private funds acquire controlling or significant minority stakes in companies
or assets and hold these for longer periods. In contrast, public fund man-
agers invest in non-controlling debt and equity positions of companies or
assets and can readily liquidate them in traded markets.

PRIVATE VS. PUBLIC INVESTMENT STRUCTURES

] discuss private investment methods and structures and their uses

Public market investors typically face a relatively simple choice between direct selec-
tion of individual securities and an indirect approach in which security selection is
delegated to a public fund manager. The longer investment holding period and more
active manager engagement over the investment life cycle of private market investments
give rise to more complex investment methods, including closed-end fund structures
based on a limited partnership structure, as shown in Exhibit 4.

Exhibit 4: Limited Partnership Structure

~—

Private market
limited
partnership

Y

Controls
investment
process and No control over Limited liability
operations investments Shared risk and return
Unlimited
liability

— ~

These partnerships are used to align the interests of private market fund managers,
or general partners (GPs), and private market fund investors, or limited partners
(LPs), as described in greater detail later.
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Private Investment Methods

In private markets, the choice of a direct or indirect investment method depends on
the investor’s commitment size and the ability and willingness to commit the neces-
sary resources to actively manage the position over the investment life cycle. Three
common private market investment methods are shown in Exhibit 5.

Exhibit 5: Direct Investment, Co-Investment and Fund Investment

Alternatives

Fund Investment

Limited Partner
Co-Investment

Direct

Private Market Investment

Investment Fund

!

A\
— — v

Direct Investment

Direct investment involves the purchase of an equity ownership stake or private
debt investment without the use of a partner or an investment intermediary. This
investment method may, for example, involve a controlling stake in a buyout equity
transaction. If acquiring a majority equity stake, a direct investor must not only nego-
tiate the purchase price but also establish and execute a successful business plan to
create value over the investment holding period. For this reason, as well as due to the
potential portfolio concentration risk of large-scale acquisitions or projects, the largest
asset owners, such as GIC in the earlier example, tend to be the primary users of the
direct investment approach. With 17% of its roughly USD700 billion in investments
committed to private equity, a new USD1 billion buyout investment would represent
less than 1% of GIC’s exposure to this asset class.

Co-investment occurs either as a direct co-investment or as a limited partner
co-investment, as shown in Exhibit 5. Direct co-investment involves the direct pur-
chase of an ownership stake or private debt investment with the use of one or more
partners, one or more of whom may be a private fund manager. The earlier example
described GIC’s acquisition of STORE Capital with Oak Street, an example of an Asian
sovereign wealth fund co-investing with a private equity firm with a focus on US real
estate. Direct co-investment offers investors the opportunity to reduce the size of their
private market portfolio positions, benefit from the expertise of investment partners,
and reduce fees as compared to indirect investment approaches. A limited partner
co-investment, in contrast, involves the purchase of an ownership stake or private debt
investment in a single investment that is managed by a private fund manager. In some
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cases, LP investors with established GP relationships who are willing to invest large
amounts in a fund may receive co-investment rights. Such co-investment rights provide
investors the option to co-invest in an opportunity before it is offered more widely.

In the case of minority stakes in startup firms, founder-managed businesses often
seek investments of less than USD10 million. While relatively accessible to smaller
investors, investments of this size are often not large enough to meaningfully impact
the portfolios of the largest investors. The very high failure rate of such firms under-
scores the necessity of industry expertise and experience in evaluating prospective
investments. It is quite common for high-net-worth individuals who are also often
successful entrepreneurs known as angel investors to provide early-stage financing
to startup companies, as described next.

ANUPAM MITTAL, ANGEL INVESTOR

Anupam Mittal is an Indian angel investor who began his career as an entrepre-
neur in 1997 by founding an online wedding service for non-resident Indians,
which became Shaadi.com, a leading matrimonial website for Asians that has
since expanded to retail outlets providing related services.

After raising capital for his own startup in Silicon Valley, given the lack of
venture capital firms in India at the time, Mittal became one of the leading angel
investors in Indian startups, investing in over 200 early-stage companies, includ-
ing such successful firms as the ridesharing business Ola Cabs and the leading
online grocer BigBasket. In 2021, Mittal became one of the original panelists
on Shark Tank India, an Indian franchise of the successful US business reality
television series, in which startup companies present to a panel of investors or
“sharks” who decide whether to invest in each business.

Indirect Investment

Indirect forms of private market investment include co-investment and fund-based
alternatives. In the case of a so-called limited partner co-investment, an LP purchases
an equity ownership stake or private debt investment in a single investment that is
managed by a GP. This form of indirect investment allows LPs to take a larger stake
in specific assets of interest in a portfolio under the direction of a more experienced
private fund manager. LPs who are offered co-investments are able to gain deeper
insight into their GPs because they are given access to a substantial amount of the
GPs’ due diligence materials and investment memos related to the investments. Such
material is not available to typical LP private fund investors. In addition to tailoring a
private portfolio beyond a set of fund stakes, this approach gives LPs the opportunity
to engage in the investment process more actively in exchange for fee reductions.
General partners, in contrast, use the co-investment method to share investment risk,
expand access to investor capital, and in some cases attract new investors outside an
existing partnership.

As described earlier and shown in Exhibit 4, indirect investments in private mar-
ket funds are often organized as limited partnerships. In contrast to highly liquid
public investment funds, which offer price transparency, limited partners face long
and illiquid investment holding periods. LPs must also commit capital in advance of
investment selection and face uncertain timing of both capital calls and the distri-
bution of returns over time. (The effect of this key feature of limited partnerships on
investment portfolios and returns is addressed later.) As a result, limited partnerships
typically involve performance-based incentive compensation among other features
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designed to manage information asymmetry and align manager and investor inter-
ests. The next reading will address these GP and LP perspectives and the investment
process in greater detail.

Private Investment Structures

Whether a private market participant is acting as a direct investor or investing indirectly
via a limited partnership, the underlying structures of individual private investments
are less standardized than public security—based investments. Corporate governance
for private corporations and other legal entities often deviates from the simple
one-vote-per-share and majority rule more common among public companies and is
subject to negotiation. For example, an influential minority investor may negotiate such
provisions as a seat on a private company’s board of directors or a supermajority vote
requirement for key business decisions, which can grant a minority owner an effective
veto right on certain strategic decisions. New legal entities are frequently created for
and tailored to a specific use, such as the management of roles, responsibilities, risks,
and return over a project’s investment life cycle or the purchase of a public company
by private investors, referred to as a take-private transaction, after which the target
company’s shares are no longer publicly traded, as in the following case study.

CASE STUDY @

Straploc Industries Acquisition

Glidestone Capital Partners, a private equity buyout firm general partner, has
targeted Straploc Industries for a take-private transaction because of its recent
underperformance versus industry peers. Straploc is a manufacturer and dis-
tributor of specialty fasteners, adhesives, and seals used in numerous industrial
applications that is publicly traded on the Toronto Stock Exchange. Glidestone
intends to restructure Straploc’s operations and sell the company in several years.

Since Glidestone plans to fund 70% of the expected CAD1.25 billion purchase
price with debt and the remainder with committed equity capital, it has asked a
group of banks also serving in an advisory role on the acquisition to arrange a
temporary acquisition financing of CAD875 million to support its bid, pledging
the Straploc shares it will acquire as loan collateral to the lenders.

In a take-private transaction such as the one in the prior case study, also referred
to as a leveraged buyout (LBO) because of the high proportion of debt financing used
to make the acquisition, a new legal entity is often created to facilitate the process.
For example, as shown in Exhibit 6, a separately funded new acquisition company
(AcquisitionCo) is often created for the sole purpose of acquiring a specific target
company (TargetCo). If the bid is successful, its assets will consist of TargetCo shares
and its liabilities will be short-term acquisition debt, with the equity contributed by
the buyout firm.

15
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Exhibit 6: Take-Private Acquisition Structure—Initial Phase
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Take-private transactions, as well as other mergers and acquisitions, typically trigger
the refinancing of a target company’s existing debt. This situation occurs because
existing lenders and bondholders are commonly protected by a change of control
clause, a provision requiring the issuer to offer to repurchase outstanding debt if
certain changes occur in a company’s ownership or management.

In the second stage of the buyout, long-term financing is negotiated as the deal is
closed. In some cases, an acquiror may have arranged to simultaneously sell certain
divisions of TargetCo or combine the target with another company it already owns. In
other cases, such actions may take place in a later restructuring phase. At this time,
AcquisitionCo and TargetCo are combined in a merger (MergeCo), and the acquisi-
tion financing is replaced with medium- and long-term debt issued by the new legal
entity, as shown in Exhibit 7.

Exhibit 7: Take-Private Acquisition Structure—Second Phase

Equity

Debt Proceeds
MergeCo >
Lenders

Private market strategies often involve debt structures that are less standardized than
the non-callable fixed-coupon bonds common in public investment-grade debt mar-
kets. For example, the debt profile of leveraged buyouts typically involves a flexible
structure to meet evolving issuer needs and the lender demands as illustrated in the
following Straploc Industries case study.
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CASE STUDY @

Straploc Industries’ New Debt Profile

Straploc Industries’ management would like the ability to repay debt early as
it restructures, balance both fixed and floating interest rate exposure, stagger
debt maturities, and use its fixed assets as security to reduce borrowing costs.

The underwriting banks for Glidestone’s acquisition loan have offered to
arrange a leveraged loan for Straploc. This type of senior secured loan has a
floating-rate coupon based on market reference rates, includes several restrictive
debt covenants, and is prepayable.

As the buyout equity financial sponsor, Glidestone has directly solicited pri-
vate investors to purchase Straploc debt and found the greatest investor interest
in a mezzanine loan, or a debt claim serviced after senior debt claims but
before common shares. This subordinated debt has a longer tenor and a higher
fixed coupon than the floating coupon on a leveraged loan, is not prepayable,
and has fewer restrictive covenants.

After considering both its goals and the associated trade-offs of different debt
structures, Straploc management chooses to borrow using a larger (CAD600 mil-
lion) leveraged loan tranche and a smaller (CAD275 million) mezzanine facility.

As in the case of equity, private debt investors may directly contract with a borrower
or invest indirectly as a limited partner in a private credit fund to gain exposure to
the senior secured debt or the mezzanine loans created in this transaction. Exhibit 8
shows the post-acquisition structure from the previous case study.

Exhibit 8: Post-Acquisition Private Debt Structure
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As in the case of the buyout equity transactions, project-based private investments
in the areas of real estate or infrastructure also often involve the establishment of
what is often referred to as a special purpose entity (SPE) or special purpose vehicle.

In the case of a project SPE, the entity’s sole purpose is to facilitate the construction,
operation, and financing of a real estate or infrastructure asset. Use of a separate, new
legal entity isolates the assets, liabilities, cash flows, and income, as well as associated
contractual obligations, from the balance sheets of investors and other stakeholders.
This structure serves to segregate the claims and obligations of a project’s sponsor
from the project itself. For example, a new private real estate development usually
involves the establishment of a project company. This company receives an equity
contribution from a private real estate GP, purchasing undeveloped land, which is
financed using this equity and debt secured by the property.

17
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In the case of private infrastructure investment, an SPE structure is often used
among various public and private entities as parties to a concession agreement, or
a contractual arrangement under which an entity’s terms and conditions are estab-
lished with a developer or operator to plan, build, operate, finance, and maintain an
infrastructure asset for a finite period (see Exhibit 9).

Exhibit 9: Infrastructure Special Purpose Entity

Concession
contract

As shown in Exhibit 9, the SPE or in some cases a fully owned operating company
is the focal point and often the contracting entity for many stakeholders, including
regulators, debtholders, and equityholders.

QUESTION SET f

1. Which of the following investment methods applies to private mar-
ket investment but not public market investment?

A. Direct investment
B. Co-investment

C. Fund investment
Solution

B is the correct response. Co-investment refers to either a direct investment
in private equity or debt with one or more partners or an indirect invest-
ment as a single investment in private equity or debt with a fund general
partner managing the investment. Both A and C are incorrect because
direct investment and fund investment are approaches in either public or
private market investment.

2. Discuss two reasons why direct investment in private market investments is
typically limited to very large investors, such as sovereign wealth funds.

Solution

First, investors must control sufficient assets such that they can adequately
manage the potential for portfolio concentration risk associated with large-
scale acquisitions or project investments.

Second, a direct investor must not only negotiate the purchase price and

legal terms of an investment but also establish and execute on a successful
business plan to create value over the investment holding period. Thus, the
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investor needs to have access to sufficient resources to have a team with the
necessary expertise, which is likely only for very large investors.

3. Which one of the following private market investments is structured to
address a change of control clause?

A. Leveraged buyout
B. Venture debt

(. Leveraged loan
Solution

A is the correct response. Leveraged buyouts, as well as other mergers and
acquisitions, typically trigger the refinancing of a target company’s existing
debt. This situation occurs because existing lenders and bondholders are
commonly protected by a change of control clause, a provision requiring

the issuer to offer to repurchase outstanding debt if certain changes occur

in a company’s ownership or management. B is incorrect because venture
debt does not create any change of control issues. C is incorrect for the same
reason, although a leveraged loan is likely part of the longer-term financing
that is an outcome of the change of control clause in an LBO.

4. Which of the following is the most correct statement as to why private real
estate and infrastructure projects are typically governed through a SPE?

A. To limit the liability of investors for assumption of risks to those asso-
ciated with the project

B. To ensure that investors capture their share of returns from the project

C. To protect the value of the investment at the end of the concession
agreement
Solution

A is the correct response. An SPE creates a separate, new legal entity, which
isolates the assets, liabilities, cash flows, and income of the project, as well
as its associated contractual obligations, from the balance sheets of inves-
tors and other stakeholders. In this way, the SPE limits investor liability to
only risks associated with the project. B is incorrect because the SPE does
not govern the specific allocation of cash flows. Rather, the equity and debt
investments specify these terms. C is incorrect because the value (if any) of
the project reverts to the grantor at the end of the project.

PRIVATE VS. PUBLIC INVESTMENTS AND RETURN
METRICS

] discuss the difference between public and private market
performance, and calculate, interpret, and discuss the use of
performance metrics including distributed to paid-in, residual value
to paid-in, and total value to paid-in
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The distinct features of public and private markets lead not only to differences in
liquidity and price transparency but also to different performance dynamics and
approaches to performance measurement.

Public vs. Private Market Performance

Public markets include listed equity and debt securities from mature issuers with
stable cash flows. While most large public equity issuers pay periodic dividends to
shareholders, public debt securities are usually non-callable bonds that pay periodic
fixed coupons to debtholders. As a result, public security analysts typically rely on
measures of income and asset appreciation calculated on a consistent periodic basis as
the most appropriate measure to compare returns and performance. Exhibit 10 illus-
trates the comparison of return over different periods as shown in the CFA Program
Level I fixed-income curriculum for the case of bonds.

Exhibit 10: Periodic Yield Measures for Fixed-Rate Bonds
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It is important to note that a high degree of price transparency and liquidity that
is present in many public markets is necessary for such measures to be calculated,
compared, and acted on in the case of arbitrage opportunities.

Private market investments, including private equity and debt from various stages
over the company life cycle, as well as private real estate and infrastructure, face val-
uation challenges that complicate performance measurement. Their illiquidity, lack
of price transparency, and dissimilarity among investments in the same private asset
class preclude analysts from applying the same periodic and relative performance
measures as for public markets.

In contrast to the stable cash flows of public market investments, the private asset
investment life cycle shown in Exhibit 2, combining periods of positive and negative
cash flow, implies that private market performance is best measured over a multiyear
holding period. A common measure applied in such a case is the internal rate of return
(IRR), or the uniform discount rate for a series of cash flows (CF) over # periods that
returns a net present value (NPV) of zero, as shown in Equation 1 and Exhibit 11:
CF, CF, CF

— _ I n
NPV =0 = TRe' T Grrp? T T+ RROP (1)
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Exhibit 11: IRR over the Private Asset Investment Life Cycle

Returns

Returns

IRR for investment
holding period

Time

An important consideration when using IRR is that this calculation assumes interim
cash flows may be invested at the IRR rate. While this assumption may hold in highly
liquid public fixed-income markets, it is less realistic in the case of private market
cash flows. For example, lower reinvestment rates of interim cash flows will reduce
an investment’s return.

Another cash flow—based performance measure commonly applied in private
markets is the return on investment (ROIl), equal to the ratio or multiple of cash
flows received versus those invested:

Y (Cash flows received ) )
> (Cash flows invested) 2)

ROI =

Although simple to apply and widely used, note that the ROI measure ignores the
time value of money and the investment holding period.

In the special case in which a single investment (cash outflow) occurs at the
beginning of an investment holding period and a one-time payoff occurs at the end,
we may convert the ROI over an investment time horizon to an equivalent IRR of an
n-year investment holding period, as follows:

ROI = (1 + IRR)". 3)

These performance measures are shown using the prior case study.

CASE STUDY @

Straploc Industries’ ROI and IRR

After a five-year restructuring period, assume that Glidestone Partners can
sell its initial CAD375 million (equal to 30% of the original CAD1.25 billion
purchase price) equity stake in Straploc Industries for CAD1.45 billion.

1. If we assume that Glidestone makes a single initial investment and received
no dividends or distributions over the five years prior to sale, calculate the
ROI on the Straploc equity position.

Solution
Using Equation 2, we can solve for ROI using the initial purchase price in
the denominator and the sales price in the numerator:
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CAD1 .45 billion

ROI'=3.867% = AD375 million"

2. Glidestone Partners has a target return of 30% over a five-year holding hori-
zon on its buyout equity portfolio. Discuss whether the Straploc take-pri-
vate transaction meets Glidestone’s target and how the investment return
would be affected if the investment were realized for the same amount and
proceeds distributed earlier.

Solution

Because a single cash outflow occurs upon purchase and a single cash inflow
occurs at the end, we can use Equation 3 to convert the ROI from Question
1 to an equivalent IRR over five years:

3.867x = (1 + IRR)>.

IRR = 31.06%.

The IRR of 31.06% exceeds Glidestone’s return target of 30%. An earlier dis-
tribution of proceeds is a benefit to Glidestone’s return. For example, a sale
of Straploc at the end of four years results in an IRR of 40.23%. However, it
is worth noting that this higher IRR assumes that the sale proceeds can be
reinvested at 40.23% for an additional year. The earlier receipt results in the

same five-year return of 31.06% only if these cash flows are not reinvested at
all.

The private market investment life cycle involves the added complexity of extended
upfront capital commitments, which do not exist in public markets. Investors must
typically commit funds to a limited partnership months or years in advance of capital
deployment, with little certainty regarding the timing or magnitude of capital calls.
As a result, investors must often hold these commitments in more liquid public
investments with possibly lower expected returns.

This feature adds to the challenge of assessing private market performance across
all LPs in two ways: (1) the comparability of the return horizon between private and
public markets and (2) the effects of public market conditions on capital call timing. The
following example illustrates the comparison of public and private market performance.

CASE STUDY @

Public vs. Private Market Return over an
Investment Holding Period

Claire Thompson is an investment management consultant leading a conference
workshop for public pension fund investment managers on comparing public
and private market performance. She introduces a purely hypothetical example
of a public pension manager with the following investment opportunities:

= DPurchase shares in a public company for USD500,000 today, or

=  Commit USD500,000 to a private equity fund today to be invested in a
similar company in two years.

The manager expects public and private equity investment values to generate
ROI of 2x over seven years, with the private company taken public at that time.
Neither equity investment is expected to make interim distributions, and all
calculations ignore investment fees and any other costs.
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1. Calculate the IRR of the public investment opportunity over the seven-year
holding period.

Solution
Given the doubling of investment value (ROI = 2x) with no interim cash

flows, use Equation 3 to calculate the IRR:

2x = (1 +IRR)7; IRR = 10.41% [=2(1/7) — 1],

2. Assume the private equity fund makes a single capital call in two years—that
is, the USD500,000 will be deployed in the second year. Discuss why an
investor cannot simply solve for expected private investment return using a
five-year time horizon, an initial cash outflow of USD500,000, and a future
inflow of USD1,000,000.

Solution

The assumption that the private market company will double in value over
seven years might mistakenly lead a manager to believe that she will pay
USD500,000 in two years and receive USD1,000,000 in seven years, result-
ing in an IRR of 14.87% [= 2(1/5) — 1]. However, this approach ignores the
opportunity cost of committed capital, which is not invested for the first
two years. If we instead assume the private investment generates the same
10.41% IRR as the public investment with no return on committed capital
for the first two years, then USD500,000 in capital committed today and
deployed in two years will return just USD820,374 [= USD500,000 x (1 +
0.1041)°] at the end of seven years, or an ROI of 1.641x (= USD820,374/
USD500,000). We may substitute this ROI into Equation 3 for seven years to
solve for private equity IRR of 7.33%:

1.641x = (1 + IRR)”; IRR = 7.33% [= 1.6411/7) — 1].

3. Given the uncertainty surrounding the timing and magnitude of capital calls
for the private equity fund, the manager decides to invest committed capital
in a liquid short-term fixed-income fund that returns 3.00% per annum.
Discuss the effect of this decision on the IRR of the private equity fund allo-
cation over the seven-year time horizon.

Solution

The manager’s decision to invest committed capital in a short-term fixed-in-
come fund will reduce but not fully offset the opportunity cost of committed
capital that is eventually invested in private equity in two years. We would
therefore expect the IRR of this allocation to be above the 7.33% in Ques-
tion 2 given the assumption of zero return on committed capital but below
the 10.41% IRR of the public investment that is fully deployed in shares for
seven years.

We may demonstrate this outcome by calculating the revised IRR of the pri-
vate equity fund under this assumption based on the following three steps:

Step 1  Solve for the future value of today’s USD500,000 commitment.

The future value of USD500,000 at a 3% rate of return in two years can be
determined using a simple time-value-of-money calculation:

USD530,450 = USD500,000 x (1 + 0.03)2.

Step 2 Use the result to solve for investment value in seven years.
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The same approach applies for the future value of USD530,450 at a 10.41% rate
of return for five years:

USD870,355 = USD530,450 x (1 + 0.1041)5.

Step 3 Calculate ROI over the full seven years, and solve for IRR.

ROI is simply the ratio of the USD870,355 future value and the USD500,000
original value, or 1.741x. Solve for IRR using Equation 3:

1.741x = (1 + IRR)” IRR = 8.24% [= 1.741(1/) _ 1.

The prior example highlights the challenges associated with private market per-
formance and public market comparisons when capital is not immediately deployed.
Delayed cash outflows in the form of committed capital invested in more liquid
investments with lower expected return will reduce IRR. Greater uncertainty sur-
rounding the timing of capital calls makes the comparison of expected returns more
challenging. Key factors affecting the timing of capital calls include the economic
outlook and public market conditions, among other factors. For example, private
buyout GPs deploy capital more rapidly in an environment where borrowing costs
are low and expectations of solid economic growth support numerous restructuring
opportunities. Under adverse market conditions, such as rising interest rates and
greater risk aversion, capital deployment slows or pauses until GPs can find investment
opportunities expected to meet or exceed target rates of return. For this reason, the
vintage year, or year in which capital is initially deployed to a specific investment
or project or more generally by a private market fund, is an important private invest-
ment characteristic that is closely tracked for comparing similar investments made at
the same time and for seeking diversification over time across investment life cycles
within a private market allocation.

Cash Flow and J-Curve Effects in Private Market Portfolios

The timing and return dynamics of individual private investments are also important
drivers of private market fund performance. The J-curve effect shown in Exhibit 2
applies not only to individual investments but also to investment portfolios in private
closed-end limited partnerships. As a fund is initiated, GPs solicit investors and obtain
capital commitments. Once investment targets are identified, cash outflows occur
successively as capital is deployed with no offsetting inflows. The negative cash flows
of a fund’s early years are expected to be offset by inflows from early investments as
the fund becomes closer to fully invested. Once commitments are fully deployed, cash
inflows from investments include exit values from specific investments. The following
case study illustrates this process and its effect on performance.

CASE STUDY @

Tenderledge Investment Fund VIII Performance

Tenderledge Partners, a private equity firm, has successfully generated capital
commitments of USD100 million for its new private market investment fund.
The fund’s GP plans to deploy capital among four assets in three years, with an
immediate USD20 million invested, followed by investments of USD40 million,
USD30 million, and USD10 million at the end of each of the next three years.
Each investment produces three years of uniform cash inflows in the years fol-
lowing investment with a sale four years after initial investment. The following
table shows the expected cash flows (in millions of US dollars) and IRRs for
each investment asset over their respective four-year time frames.
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First Second Third  Final

Cash flows Initial cash cash cash  cash

by asset investment inflow inflow inflow inflow AssetIRR
Asset 1 -20 5 5 5 30 29.1%
Asset 2 -40 8 8 8 45 18.6%
Asset 3 -30 3 3 3 42 15.9%
Asset 4 -10 2 2 2 20 32.5%

Tenderledge is screening candidates for an analyst position and shows the pre-
vious table along with the previous description of the fund as part of its process
for eliminating applicants. In addition to the information about the asset cash
flows and IRRs, the following statements are shown:

Statement 1  The arithmetic average of the project IRRs is 24.0%.
Statement 2 The weighted average of the project IRRs is 21.3%.

Statement 3 The sum of the four project cash flows produces an IRR of
21.5%.

1. Discuss one reason why each statement is incorrect regarding the Ten-
derledge fund IRR.

Solution

Arithmetically averaging across project IRRs shown or simply adding the
project cash flows by the year following investment is not a correct meth-
odology. The cash flows of the four projects do not occur within the same
time horizons. Thus, neither individual project IRRs nor project cash flows
should be aggregated, because doing so ignores the time value of money. In-
stead, each year’s cash flow must be calculated from the individual projects.
For example, in Year 3, the sum of the cash flows is USD6 million, consist-
ing of the asset’s initial USD10 million cash outflow and cash inflows from
the first three assets of USD5 million, USD8 million, and USD3 miillion,
respectively.

The following shows the expected net cash flows for the Tenderledge fund.

USD millions  CF, CF, CF, CF; CF, CFs CFs CF, AssetIRR

Asset 1 -20 5 5 5 30 29.1%
Asset 2 -40 8 8 8 45 18.6%
Asset 3 -30 3 3 3 42 15.9%
Asset 4 -10 2 2 2 20 32.5%

Net cash flow -20 -35 -17 6 43 50 44 20 21.7%

Negative net cash flows associated with initial investments dominate
through the second year, while cash inflows from exiting investments and
asset sale proceeds dominate in Years 4—6. The resulting IRR may be calcu-
lated using the IRR spreadsheet function, IRR({values},guess), as 21.7% [=
IRR({-20,-35,-17,6,43,50,44,20},0)].

Private market fund investment IRRs reflect uneven timing of cash flows across
the private asset investment life cycle. This timing issue creates challenges for bench-
marking IRRs relative to public market returns measured over specific time periods.
Public market equivalent (PME) methodologies are therefore commonly used to
compare returns of private market fund returns with those of public market returns.
This approach seeks to translate the uneven cash flows generated by private market
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funds into comparable public market returns. A basic PME methodology creates a
theoretical public market investment in which private fund cash outflows are invested
in a public market index while cash inflows are sold from a public market index. A
terminal value is calculated from this hypothetical cash flow stream at the end of the
private fund’s life. The PME IRR is calculated based on the private fund’s cash flows,
with the PME terminal value replacing the fund’s exit value. The following case study
illustrates the PME approach.

CASE STUDY @

Glidestone Partners Public Market Equivalent

Glidestone Partners recently closed a CAD70 million private equity fund with
a four-year life. The fund’s year-end cash flows, a comparable public market
index, and its annual returns are shown in the following table.

Glidestone Fund Public Market Public Market
Year Cash Flow (CAD millions) Index Return
0 -40 100 NA
1 -30 120 20.00%
2 0 105 -12.50%
3 20 140 33.33%
4 78 150 7.14%

The fund’s IRR is 10.50%, and the public market index compound annual return
is 10.67%.

1. Discuss why Glidestone should not benchmark its fund’s IRR against the
public market index compound annual return of 10.67% to assess fund
performance.

Solution

The public market return is computed as an annual return that ignores the
uneven cash flow timing of Glidestone’s fund. As a result, Glidestone cannot
make a proper comparison to a public benchmark by simply using com-
pound annual return.

2. The following table shows the year-end asset values of a PME for Glide-
stone’s fund. Demonstrate how these amounts are derived using fund cash
flows and the annual public market index returns. (Consider any begin-
ning-of-year flows to be received at the end of the previous year.)

Glidestone Fund

Year PME Asset Values (CAD millions)
0 40

1 78

2 68.25

3 71

4 76.07

Solution

In Year 0, Glidestone invests CAD40 million in the public market index.
During Year 1, Glidestone earns 20% on its CAD40 million initial invest-
ment for a return of CADS8 million (8 = 0.2 x 40).
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At the beginning of Year 2, Glidestone invests CAD30 million, bringing total
portfolio value to CAD78 million (78 = 48 + 30). In Year 2, public market
return of —12.5% causes Glidestone’s portfolio value to fall to CAD68.25
million [68.25 = 78 x (1 — 0.125)].

In Year 3, Glidestone has no cash inflow, with a 33.33% public market return
and a CAD20 million cash outflow to investors at year-end. Thus, its asset
value at the end of Year 3 is CAD71 million (= 68.25 x 1.33 — 20).

In Year 4, Glidestone has no cash inflow, and its asset value is assumed to
earn the public market return of 7.14%, leading to a PME terminal value of
CAD?76.07 million (76.07 = 71 x 1.0714).

3. Evaluate whether Glidestone’s fund exceeds its benchmark.
Solution

The IRR of the PME based on Glidestone’s fund cash flows in Years 0—3 and
the PME Year 4 asset value is 9.86% [= IRR({-40,-30,0,20,76.07},0)]. Thus,
Glidestone’s fund IRR of 10.50% exceeds the PME IRR of 9.86%. By account-
ing for the timing of Glidestone’s cash flows in the context of public market
returns, we find the opposite result of the earlier comparison against the
public market’s compound annual return.

Using a PME methodology provides a theoretically correct mechanism to account
for the timing differences when comparing private and public market returns. The
PME methodology has evolved over time to account for a variety of difficulties that
can occur using the simple approach demonstrated previously. A more significant
issue is associated with the choice of public market index. The previous Glidestone
case study does not consider whether the public market index chosen reflects a proper
public market comparable. For example, the best comparable public market index for
a buyout equity fund might be a mid-cap or small-cap index rather than a large-cap
index if the fund targets portfolio companies of smaller size. Furthermore, other factors
may need to be considered in index selection, such as value versus growth, leverage
differences, and other possible differences.

The cash flow stream from the previous case study example illustrates the impor-
tance of estimating overall fund returns based on net cash outflows and inflows over
the life of the fund. The longer investment holding periods associated with investment
selection, capital deployment, distribution of returns, and the investment exit processes
can vary widely among GPs and private asset classes. As such, fund manager return
calculations for limited partners at the overall fund level always incorporate cash flows
across the time horizon. However, individual investments made by the fund manager
can be assessed by their project IRR, which in some cases may only be computed using
initial investments and exit values. For example, venture capital investments typically
involve early-stage equity stakes in firms with little or no revenue that are usually
sold before any distribution to shareholders takes place. Infrastructure investments,
in contrast, frequently include an asset transfer to a public entity at the end of an
operating period, where all shareholder returns are in the form of distributions prior
to the end of the investment period.

To capture these and other differences in capital deployment, as well as returns
over time and across investments, GPs commonly provide several return multiples to
LPs to quantify and compare performance, which are introduced next.
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Private Market Fund Multiples

In addition to IRR, GPs communicate performance to LPs using various return mul-
tiples, which offer more detail than the simple return on investment measure over
the entire investment life cycle. Although these multiples also ignore the time value
of money and the investment holding period, their ease of calculation and ability to
differentiate between realized proceeds and the unrealized portfolio, as well as different
types of return, make these ratios popular among limited partners.

The first of these multiples, paid-in capital (PIC), addresses the proportion of
total capital committed that has been deployed to date, as shown in Exhibit 12 and
Equation 4.

Exhibit 12: Paid-In Capital

Cash Flows
to Investors
Net Income
Time
Invested
Capital i3 Y
\1/ Capital fully
Committed paid in
Capital , N Y
Y Y A
Capital invested
PIC = . —— “)
Total capital committed

As Exhibit 12 suggests, PIC measures the degree to which the drawdown phase of the
investment life cycle is complete, allowing LPs to compare similar investments across
both GPs and vintage years, as well as across private asset classes. For example, an LP
may expect an initial lower PIC for vintage years with adverse market conditions, as
GPs become more selective and find fewer attractive investment opportunities. PIC is
also used as an indicator for when the GP may return to market to raise a new fund.
For example, GPs may raise a new fund when PIC reaches 75%.

The remaining multiples evaluate investor returns in the form of realized distri-
butions and the net asset value, or unrealized value of investment, as compared to
capital invested. Exhibit 13 illustrates these realized and unrealized returns in the
context of the investment life cycle shown earlier.
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Exhibit 13: Distributed, Residual, and Total Value to Capital Invested

Total Value
Cash Flows ~ )
to Investors Residual
Value (NAV)

A

Cumulative Distributions

T Time

Total Capital
Invested

|

The first return measure is distributed to paid-in (DPI), or the ratio of cumulative
distributions to LPs to the capital invested. This measure indicates an investor’s real-
ized return on investment, often called the cash-on-cash return:

Cumulative distributions
(%)

DPI = Total capital invested *

Residual value to paid-in (RVPI) is the fund’s net asset value (NAV) as a proportion of
the total invested capital. Because the NAV reflects the value of the fund’s remaining
portfolio, this ratio is a measure of the investor’s unrealized return on investment.

RVPI = Net asset value (6)

Total capital invested"

The overall investment value to the LD, total value to paid-in (TVPI), incorporates
both the cumulative distributions received and the NAV as a proportion of invested
capital. TVPI is the sum of DPI and RVPL.

_ Cumulative distributions + Net asset value
TVPL = Total capital invested ’ @)
TVPI = DPI + RVPI. )

Average TVPIs of close to 3x are common in emerging, high-growth industries, such
as information technology, and TVPIs near 2x are common in more mature indus-
tries, such as consumer goods. When considered gross of fees, which are addressed
later, the TVPI is sometimes referred to as the multiple of invested capital (MOIC)
or multiple of money (MOM).
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CASE STUDY @

Tenderledge Investment Return Multiples

Tenderledge Investment Fund VIII has successfully generated capital commit-
ments of USD100 million. The fund’s GP plans to deploy capital in four stages
during the next three years, with an initial USD20 million investment followed
by subsequent annual investments of USD40 million, USD30 million, and USD10
million, respectively. Based on the expected cash inflows from the four capital
deployments, Tenderledge has created the following table showing fund NAV,
capital called, and distributions to LPs over the next seven years.

Years 0 1 2 3 4 5 6 7
Net asset value 65 108 134 147 132 106 56
Capital called -20 -40 -30 -10

Distributed capital 0 0 0 10 25 40 60

1. Calculate the fund’s PIC as of the end of Year 2.
Solution
Using Equation 4, we can show the fund’s paid-in capital to be 90% at the
end of Year 2:
PIC = 0.9 = (20,000,000 + 30,000,000 + 40,000,000)/100,000,000.

By the end of Year 2, Tenderledge called USD90 million of capital in three
stages. This amount represents 90% of the USD100 million of capital com-
mitted, an indication that it is near the end of the drawdown phase.

2. Calculate and interpret the fund’s DPI as of the end of Year 7.
Solution

Using Equation 5, we can show distributed to paid-in as follows:
DPI=1.35
= (10,000,000 + 25,000,000 + 40,000,000 + 60,000,000)/100,000,000.

The fund’s DPI is 135% at the end of Year 7. This result implies that LPs have
realized cash distributions 35% greater than the cash invested in the fund.

3. Calculate and interpret the fund’s TVPI as of the end of Year 4.
Solution
Use Equation 7 to solve for fund TVPI at the end of Year 4 with USD10

million in cumulative distributions and a year-end fund NAV of USD147
million:

10,000,000 + 147,000,000

TVPIL = 100,000, 000

This result implies that the sum of the realized and unrealized returns to LPs
is 57% above the initial amount invested into the fund. Note that this implies
a DPI of 10% (= USD10 million/USD100 million) and an RVPI of 147% (=
USD147 million/USD100 million), indicating that most of the fund’s value is
unrealized.
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The previous Tenderledge case study shows how the return multiples introduced
earlier can be used to gauge drawdown progress and the proportion of realized and
unrealized returns to an LP’s original investment over time.

QUESTION SET [ y

1. Which of the following statements is most correct?

Private market performance is best measured:

A. over consistent time periods to benchmark against public market
performance.

B. over a multiyear holding period to assess the periodic effects of price
appreciation.

C. over a multiyear holding period because of periods of negative and
positive cash flows.
Solution

Cis correct. In contrast to the stable cash flows of public market invest-
ments, the investment life cycle of private market investments, which
combines periods of positive and negative cash flows, implies that private
market performance is best measured over a multiyear holding period. A

is not correct, because the lack of traded market prices or stable cash flows
negates the ability to estimate returns over shorter time periods that are
common for public market investments. B is not correct, because the lack of
traded market prices or other reliable estimates of asset values negates the
ability to estimate price appreciation over shorter time periods.

2. Discuss why the vintage year is an important characteristic of a private mar-
ket fund.

Solution

A private market fund’s vintage year, or the first year in which the fund de-
ploys capital, is an important private investment characteristic that is closely
tracked for comparing similar investments made at the same time and seek-
ing diversification over time across investment life cycles within a private
market allocation. Managers of funds of the same vintage year with similar
strategies faced the same economic outlook and public market conditions,
so performance may be more easily compared.

3. In private market investing, the J-curve effect applies to:

A. both individual investments and funds.
B. only individual investment.

C. only funds.
Solution

A is correct. The J-curve effect applies not only to individual investments
but also to investment portfolios in private closed-end limited partnerships.
As a fund is initiated, GPs solicit investors and obtain capital commitments.
Once investment targets are identified, cash outflows occur successively as
capital is deployed with no offsetting inflows. The negative cash flows of a
fund’s early years are eventually offset by inflows from early investments

as the fund becomes closer to fully invested. Once commitments are fully
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deployed, cash inflows from investments include exit values from specific
investments.

4. Which of the following ratios is a measure of the investor’s unrealized return
on investment?

A. TVPI

B. RVPI

(. DPI
Solution

B is correct. Residual value to paid-in is the fund’s NAV as a proportion of
the total invested capital. Because the NAV reflects the value of the fund’s
remaining portfolio, this ratio is a measure of the investor’s unrealized
return on investment. A is not correct, because total value to paid-in in-
corporates both unrealized and realized gains on the fund. C is not correct,
because distributed to paid-in includes only the cash distributions to the
fund’s investors.

PRIVATE VS. PUBLIC RISK AND RETURN

compare the risk and return of investing in private markets and
public markets as part of a strategic asset allocation

[

Given the favorable market conditions over the decade following the Global Financial
Crisis (GFC) of 2008-2009, including very low interest rates and rising valuations and
risk appetite, private markets outpaced their public counterparts both in generating
returns and in attracting capital.

For example, according to McKinsey, a global management consulting firm, median
net IRR for global private equity funds with vintage years from 2009 to 2019 averaged
20.1% from inception through late 2022, while the S&P 500 Index returned an annual
average of 11.8% over roughly the same period. Global private market fundraising
reached an annual high of over USD1.35 trillion in 2021, approximately double the
amount raised in 2007, the year prior to the GFC.

In addition to rising allocations by institutional investors to private market asset
classes, such as private equity, debt, real estate, and infrastructure, policymakers in
Europe and North America have taken steps to facilitate private market access for
smaller investors. Subsequent Private Markets Pathway learning modules will address
the performance characteristics of specific private market asset classes; here, we focus
on an investor’s overall allocation to private versus public markets.

The specialized manager skills and broader range of investments and life cycle
phases give rise to a high degree of variability among private market returns. For
example, private equity returns are not only volatile over time but also much more
variable among fund managers as compared to both public markets and other private
market categories. For the private equity funds with vintage years from 2009 to 2019
from inception through late 2022, the manager performance differential between the
top (29.8%) and bottom (11.4%) quartiles was 18.4%, implying that managers in the
bottom quartile slightly underperformed the S&P 500 on average over the period.
Other private asset classes, such as private debt, reflected smaller performance dif-
ferences among managers.
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Effects of Private Market Features on Risk and Return

As investors consider expanding their asset allocation to private markets, it is import-
ant to consider how the features of private markets affect risk and expected returns.

A key distinction between public and private markets is the longer investment
holding period and associated J-curve effects in private markets shown in the invest-
ment life cycle in Exhibit 2. While the prior section addressed compound measures
of return over the full investment cycle, Exhibit 14 highlights three key drivers of
periodic return over the investment period.

Exhibit 14: Capital Calls, Deployment, and Returns over the Private Asset

Investment Life Cycle

Cash Flows
to Investors

GP calls capital
«—>

GP deploys capital Net Income

<

Time

»  Commitment. capital that is committed but not yet called is not yet invested
in private market assets. Investors often hold these commitments in liquid
public investments with lower expected returns.

= Deployment. In the early years of capital drawdown, committed funds are
contributed before any returns are realized while being assessed fees, result-
ing in negative periodic returns. Over this period, GPs provide periodic fund
valuations to investors. Prior to the distribution of returns, these valuations
often include illiquid and unrealized capital gains that will only be received
upon exit.

= Return distribution. Once returns reach the amount of capital contributed,
the fund reaches an IRR of zero. Over time, the IRR converges to the true
compounded return at the end of its life.

The combination of the long investment horizon and J-curve effects causes pri-
vate market returns to be more reliant on price appreciation over the investment life
cycle versus returns for public market investments, which are more likely to involve
companies or assets that generate consistent, stable cash flow streams. Investors
expect greater return in exchange for both the greater uncertainty and the illiquidity
associated with private market strategies.

Private market debt and equity investments also provide investors access to a
broader range of companies that expand the risk and return potential beyond avail-
able public investments. For example, early-stage venture capital investments target
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companies with exponential growth potential in emerging industries. These startup
firms have a very high risk of failure but when successful also have a very high return
potential, as shown in the following example.

THE STORY OF NUTANIX’S IPO

In 2009, Nutanix was founded by Dheeraj Pandey and Mohit Aron. As an early
entrant in the rapidly growing area of cloud computing, the company was able
to attract venture capital (VC) investor interest shortly after it was established,
attracting such VCs as Khosla Ventures and Lightspeed Venture Partners. The
company continued to expand and filed for an IPO in late 2015, finally going
public in September 2016.

Lightspeed initially invested USD10 million in Nutanix and subsequently
provided an additional USD30 million in equity financing for a total of USD40
million. When the company’s stock rose 66% on its first day of public trading,
Lightspeed’s interest in the company was valued at USD1.035 billion, or more
than 25x its initial investment.

Although Nutanix has continued to grow, with a market capitalization nearly
quadruple that of its IPO price seven years later, public investors in Nutanix have
not been able to match the returns of the company’s pre-IPO private investors.

While well above the 20%—30% IRR commonly targeted by venture capital inves-
tors, the previous example is consistent with potential exit returns for startups with
exponential growth potential. The exclusion of such very small or pregrowth com-
panies from public listings reduces the potential return but also the risk associated
with public equities. Venture capital investments in startup companies with little or
no revenue and negative cash flow have a very high failure risk, as will be shown in
a later learning module.

Risk and Return across Asset Classes

As investors consider strategic allocations to private market asset classes, it is instruc-
tive to contrast the relative risk and return of each type of investment with its more
standardized, liquid equivalent in the public markets. Exhibit 15 provides a summary
of these public and private asset class counterparts, which are expanded on in detail
in later learning modules.
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Exhibit 15: Public vs. Private Market Investments

Public Private

Venture Capital
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«— i )
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Buyout Equity
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Public Infrastructure Infrastructure
Companies <— Infrastructure
Opportunistic
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Equity
Whereas public equities involve larger companies in a mature life cycle phase with
stable cash flows, private equity funds typically invest in early-stage venture capital or
growth equity opportunities, as well as mature buyout opportunities whose investment
thesis consists of purchasing a controlling stake in a firm to improve operations and
target a higher exit price. Growth equity is a minority investment in a young company
with a business model and rising revenue seeking to rapidly scale its operations.
Private equity strategies seek to achieve high risk-adjusted returns and portfolio
diversification relative to public equities by targeting earlier company life cycle phases
than those prevalent among listed companies and using high leverage over a restruc-
turing period in the case of LBOs. Early-stage private investments are concentrated
in emerging industries, such as information technology or biotechnology, or have new
business models whose growth is often fueled by innovation rather than the economic
cycle. Although private market investments may outperform listed equities in some
periods, linkages between these markets remain in the form of entry and exit prices,
market-based valuation multiples, and the cost of debt.

Debt

Public fixed-income investments consist largely of non-callable sovereign or
investment-grade bonds from mature issuers with stable cash flows and little default
risk. In contrast, private debt may involve early-stage startup borrowers with greater
default risk, as in the case of venture debt; be sourced from non-bank lenders in the
form of direct lending; or involve subordinated mezzanine debt with equity-like or
other contingency features. Private debt return and risk dynamics often diverge from
those of public debt due to different issuer life cycle stages, default risk, distinctive
debt features, and a high degree of illiquidity.
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Real Estate

Publicly traded securities typically involve real estate investment trusts, which directly
own and operate income-producing properties with relatively stable cash flows. Private
investments usually entail major renovations or new development projects with more
equity-like features, including an investment cycle with negative cash flows and less
certain future income prospects. Investors typically expect greater returns as com-
pensation for the longer investment period and greater market risk and illiquidity
associated with these strategies, as well as the generally higher idiosyncratic risk of
private real estate funds versus more diversified REITS.

Infrastructure

Publicly traded corporations active in infrastructure are typically well-established,
mature companies with a pipeline of projects at various stages that generate consistent
cash flows. Private infrastructure investments, in contrast, often involve so-called
greenfield investments, or new “to-be-built” projects with a long investment period
and a high degree of execution risk. While private investors expect greater compen-
sation in exchange for assuming these risks, they may also realize portfolio diversifi-
cation benefits during a project’s operating phase in the form of cash flows that are
less correlated with the economic cycle.

An additional private market strategy that does not directly correspond to a similar
public market asset class involves special situations. These investments target returns
by investing in stressed, distressed, or event-driven opportunities, which may involve
either public securities or private assets. The prevalence of greater financial distress
in an economic downturn gives rise to the opportunity to generate high returns using
these strategies under otherwise adverse market conditions.

Asset Allocation with Private Markets

Given the more complex investments and structures associated with private market
strategies versus public markets, limited partners must appropriately plan and stage
their private investments and engage with GPs at regular intervals to maximize the
risk-adjusted return potential of a private market allocation.

First, the need to commit uncalled capital for an extended period and hold
investments over a multiyear investment cycle with uncertain distribution size and
timing gives rise to an enhanced need for liquidity planning. For example, investors
must establish a plan for investing committed, uncalled capital and factor this plan
into portfolio return expectations. Given the limited pricing transparency and high
degree of illiquidity over an investment holding period, limited partners must factor
the lagged performance reporting for these assets into their governance framework
and maintain sufficient portfolio liquidity to minimize the potential of incurring
secondary market costs associated with early liquidation.

As investors expand beyond an initial allocation to private markets, it is important
to consider a pacing strategy to commit a certain proportion of assets to an asset class
or strategy each period, regardless of market performance. In some instances, limited
partners may establish limited discretion to accelerate or decelerate the pace of invest-
ment depending on relative market conditions. In cases where specific vintage years or
strategies are more challenging to access, the investor must weigh the diversification
benefit with the cost. Finally, it is important to maintain and develop relationships
with GPs as private capital commitments are deployed and distributions begin, to
roll a consistent proportion of uncommitted capital into new funds each period. The
following case study addresses these considerations faced by an institutional investor
seeking to increase its allocation to private markets.
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CASE STUDY

Mid States University Endowment Strategic Asset
Allocation Review

Mid States University is a growing regional university with a USD400 mil-
lion endowment managed by Mid States University Management Company
(MSUMC). Mid States University uses its endowment as a perpetual asset
designed to provide for a real 4% rate of annual spending to support a variety
of academic programs across the institution. Mid States University hired a new
president who has introduced ambitious growth plans. In an effort to provide
improved financial support to its programs, MSUMC launched a fundraising
effort a year ago with a goal to grow the endowment to USD1 billion in three
years. After its first year, the endowment growth plan is on track to meet its
goal. The board of trustees of MSUMC is now reviewing the endowment’s asset
allocation to assess whether they should authorize material changes to the
portfolio’s strategic allocation.

Audrey Lake, CFA, serves as MSUMC’s chief investment officer and compiles
the following asset allocation information in preparation for a board meeting.

Large university
(>USD1,000 million)

Asset class endowment allocations MSUMC current allocation
Public equity 25% 45%
Public debt 20% 30%
Cash 4% 4%
Private equity 33% 15%
Private debt 1% 0%
Private RE 5% 3%
Private infra. 5% 0%
Other assets 7% 3%

As she begins to make her key points, Lake first highlights that MSUMC has
75% of its portfolio allocated to traditional public market assets, while the
typical large endowment’s public market allocation is only 45%. Private market
assets constitute only 18% of MSUMC’s portfolio, compared to 44% of large
endowment portfolios. Lake argues that MSUMC should strive to reallocate
its investments as the endowment grows to better match the allocation targets
observed for large endowments.

One of the board members notes that MSUMC’s total allocation of 60% to
equity investments is not particularly different from the typical large endow-
ment’s 58% total allocation to equity investments. Lake uses this comment to
discuss MSUMC’s current private equity allocation to funds focused solely on
buyout equity strategies. She mentions that MSUMC'’s allocation to this strategy
is like that of large endowments. The major difference is that large endowments
also allocate significant amounts to private equity funds investing in venture
capital and growth equity strategies while MSUMC has no such allocations. As
a result, the equity portfolio lacks exposure to startup and high-growth com-
panies, sacrificing the higher expected returns and any potential diversification
effects associated with these strategies.
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QUESTION SET Ey

1. Which of the following is the most correct statement about returns
over a private market investment life cycle?

A. Private market returns are typically less reliant on price appreciation
over the investment life cycle versus public market returns.

B. Once a fund’s investment returns reach the amount of capital contrib-
uted, the fund reaches an IRR of zero.

C. Fund returns are typically positive during a fund’s capital deployment
phase.
Solution

B is correct. Once fund returns reach the amount of capital contributed,
cash inflows equal cash outflows. Mathematically, this leads to an IRR equal
to zero. Any additional returns beyond this point then result in positive

IRR for the fund. A is incorrect because private market returns are typically
more reliant on asset price appreciation compared to public market returns.
Cis incorrect because the negative cash outflow occurring during capital
deployment is consistent with negative periodic returns.

2. Discuss two factors for why a private market investor should typically expect
higher returns than a public market investor in the same asset class, such as
private equity versus public equity.

Solution

One factor is greater uncertainty associated with private market investments
because of less stable cash flows and greater reliance on price appreciation.
Another factor is the greater illiquidity associated with private market in-
vestments compared to public markets.

3. Discuss one fundamental asset characteristic that cause private real estate
and infrastructure investments to usually be riskier than public investments
in these asset classes.

Solution

Private investments in both real estate and infrastructure are likely to be
new or significant redevelopments, which contrasts with public investments
in these asset classes, which tend to reflect portfolios of already-built assets
that generate stable cash flow. As a result, private investments have long
investment life cycles with uncertain cash flows and high illiquidity.
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PRACTICE PROBLEMS

The following information relates to questions
1-4

YYR Public Fund (YYRPF) is a large sovereign wealth fund managing a Southeast
Asian country’s monetary reserves with a long-term goal of maintaining and
growing purchasing power through the fund’s investment program. Earlier in

its existence, YYRPF’s strategic allocation was heavily weighted toward publicly
traded government and corporate bonds generating fixed-coupon income with

a secondary focus on publicly traded international equities along with a minor
allocation toward domestic real estate. Over time, YYRPF has evolved its strate-
gic asset allocation to be widely diversified across private asset classes in addition
to continuing to allocate to publicly traded asset classes.

As part of its goal to maximize return performance while mitigating risk, YYRPF
currently allocates approximately 20% of its portfolio to private equity invest-
ments and 25% to public equities. The fund diversifies across a range of private
equity strategies, including venture capital, growth equity, and buyout equity. Its
public equity strategy focuses on maintaining balanced allocations across global
equity markets.

YYRPF has been expanding its internal private equity team over the years to build
its expertise in this private market asset class. YYRPF plans to use direct invest-
ment for 100% of its private equity portfolio investments in the next five years.
The resulting fee reduction from direct investing in private equity is expected to
add a non-trivial amount to the fund’s performance.

YYRPF includes allocations to private real estate and private infrastructure that
amount to less than 10% of its total portfolio. As a result, YYRPF plans to invest
in these asset classes strictly through limited partnerships. The available perfor-
mance data suggest that YYRPF can expect returns of 10%—12% annually from
investing in these asset classes. In conversations with a GP of a private real estate
fund invested in by YYRPF, she specifically states that attractive investment op-
portunities appear infrequently, resulting in capital deployment periods possibly
being as long as four years.

1. Discuss how YYRPF’s approach to investment process and liquidity have likely
changed as its strategic asset allocation has changed.

2. Discuss how YYRPF likely assesses diversification potential when adding a new
public equity position versus a new private equity position to its equity portfolio.

3. Which of the following private market investment methods is most likely to be
used by YYRPF to help the fund move toward pursuing its private investment
goals?

A. Limited partner co-investment
B. Direct co-investment

C. Angel investment

4. Discuss how YYRPF may consider incorporating potentially long capital deploy-
ment periods in private asset classes such as real estate and infrastructure into its
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expectations of return performance for these types of investments.

The following information relates to questions
5-8

Mid States University Management Company (MSUMC), which manages a
USD400 million endowment for Mid States University, is evaluating the potential
for investment with Glidestone Partners, a firm running a variety of private mar-
ket funds. As part of its due diligence process on Glidestone, MSUMC examines
historical performance records of Glidestone’s funds and selected investments
made by these funds.

MSUMC notes the following basic facts about Glidestone’s Fund 1. The fund
invested EUR15 million per year at the beginning of each of Years 1—4, followed
by cash inflows of EUR30 million per year at the ends of each of Years 4-7.
Glidestone’s Fund 1 distributed EUR100 million to its investors during the last
four years of the fund, as shown in the following table, which also shows net asset
values at the end of each of the last five years of the fund’s existence.

Years 3 4 5 6 7
Net asset value 60 65 50 35 20
Distributed capital 0 10 30 30 30

MSUMC personnel note that Fund 1 distributed EUR100 million to its investors
over time while the fund generated EUR120 million of cash inflows.

During its due diligence, MSUMC discovers that Fund 1’s portfolio consisted of
four distinct asset investments of EUR15 million per year. Fund 1’s IRR over the
seven-year investment cycle was 300 bps greater than a public market benchmark
with risk similar to that of Fund 1’s investments.

5. Which of the following most closely approximates the ROI and IRR of Glide-
stone’s Fund 1 over its seven-year life?

A. ROI = 2x; IRR = 10.4%.
B. ROI = 2x; IRR = 18.9%.

(. ROI = 3x; IRR = 18.9%.

6. Which of the following most closely approximates Fund 1’s TVPI at the end of
the fund’s life?

A. 0.83
B. 1.67

¢ 2.00

7. Discuss why Glidestone’s NAV increases by EUR5 million between the ends of
Years 3 and 4 using observations about fund distributions.

8. Which of the following statements most likely reflects the return earned by Fund
1 investors?

A. Fund 1’s ROI
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B. Fund 1’s IRR

C. A blend of Fund 1’s IRR and the public market benchmark return

The following information relates to questions
9-12

Mid States University’s USD400 million endowment is managed by Mid States
University Management Company (MSUMC). The endowment targets real
annual spending of 4% to support its programs. MSUMC is considering material
changes to the portfolio’s strategic asset allocation.

Audrey Lake, CFA, serves as MSUMC’s chief investment officer and compiles the
following information for a board meeting.

Large university (>USD1,000
million) endowment

Asset class allocations MSUF current allocation
Public equity 25% 45%
Public debt 20% 30%
Cash 4% 4%
Private equity 33% 15%
Private debt 1% 0%
Private RE 5% 3%
Private infra. 5% 0%
Other assets 7% 3%

Lake first highlights that MSUMC has 75% of its portfolio allocated to traditional
public market assets while the typical large endowment’s public market allocation
is only 45%. Private market assets are just 18% of MSUMC’s portfolio, com-
pared to 44% of large endowment portfolios. Lake argues that MSUMC should
strive to reallocate its investments to better match the targets observed for large
endowments.

One board member notes that MSUMC’s total allocation of 60% to equity invest-
ments is not far from the average large endowment’s equity allocation of 58%.
Lake responds that MSUMC’s current private equity allocation is solely focused
on buyout equity strategies. She mentions that MSUMC’s allocation to this type
of strategy is similar to that of large endowments. However, other endowments
also invest in venture capital and growth equity strategies while MSUMC does
not, forgoing exposure to startup and high-growth phase companies.

Another board member questions Lake about her strategy for allocating to
venture capital investments because it will effectively be a new asset class for the
endowment. Lake’s response focuses on a number of issues learned in working
with buyout equity funds: (1) Identify VC general partners with top-quartile
return histories, build relationships, and commit capital as opportunities develop;
(2) have a well-defined plan for investing committed funds in liquid equities from
industries similar to those of VC investments while awaiting capital calls; (3)
accept the realities associated with lagged performance feedback from the fund;
and (4) plan ahead in order to bear the illiquidity risk associated with the 7- to
10-year holding period of the fund.

The final question posed relates to the proposed roles for smaller asset class-
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es, such as private debt. Lake mentions opportunities to improve returns from
the debt portion of the portfolio by reallocating up to 5% from the public debt
allocation. Specifically, Lake mentions the ability to invest in senior floating-rate
notes as one way to gain yield along with inflation protection while ensuring high
degrees of capital preservation from that portion of the portfolio.

Discuss why Lake believes that MSUMC should reallocate such that its portfolio
is weighted more toward private market investments.

Contrast how the features of the MSUMC endowment portfolio likely differ from
those of large endowments with a focus on risk and diversification.

Evaluate Lake’s plan to invest VC committed capital in public equities from in-
dustries similar to those included in VC investments.

Identify and discuss a spending-related reason why Lake may be attracted to
investing 5% of the endowment’s portfolio in private debt.
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SOLUTIONS

1. As YYRPF has shifted from public market to private market investments, its in-
vestment process has likely changed from identifying underpriced and overpriced
liquid securities to buy or sell over a short- to medium-term horizon. The private
investment process involves identifying and committing capital over a private
asset investment life cycle in which illiquid closed-end investments are purchased
and held for as long as 7-10 years.

2. Public equity positions have easily measured correlations with other public
equity positions. As such, a lower correlation of a new public equity position may
be viewed as providing better diversification potential. In contrast, the lack of
observable market prices at regular intervals for private equity positions makes
using correlations less plausible. Rather, the diversification potential of a private
equity position may be a function of adding a company life cycle stage that is not
typically available to public market equity investors, such as startup companies.
Alternatively, private equity investments in buyout equity provide investors with
the potential for benefiting from the transformation of a company’s business
model over a longer investment life cycle, thus providing a return stream that is
different from what may be available from mature public market investments.

3. Bis the correct response. YYRPF is attempting to build its expertise in pri-
vate equity investing to achieve 100% direct investment in a quest to improve
its net-of-fee performance. As it pursue this goal, it can best achieve expertise
improvements along with lower fees by direct co-investment. YYRPF does not
incur fees from a GP on its direct co-investments. A is incorrect because limited
partner co-investment allows for expertise improvement, but the GP still collects
a reduced fee from YYRPF. C is incorrect because angel investing is unlikely to
provide the access to improved expertise across private equity since this method
covers only the startup investing environment.

4. YYRPF must commit funds to a GP months or years in advance of capital de-
ployment, with little certainty regarding the timing or magnitude of capital calls.
As a result, investors must often hold these commitments in more liquid public
investments possibly with lower expected returns. Therefore, YYRPF’s overall
return from the time of capital commitment through the investment life cycle
will reflect a blended rate of return that includes both public and private market
investment returns. If capital commitments are invested in lower-yielding public
securities while waiting for capital to be deployed, the 10%—-12% return estimates
should be adjusted to reflect this situation.

5. Bis correct. Glidestone’s Fund 1 invested EUR60 (= 15 x 4 years) million and
received EUR120 (= 30 x 4 years) million, so ROl is 2x (= 120 + 60). The IRR is
solved using either a spreadsheet or financial calculator IRR function as =IRR(
{-15,-15,-15,-15,30,30,30,30},0), which yields a solution of 18.9%. A is incorrect
because the IRR of 10.4% assumes that all the cash outflows of EUR60 million
occur at the beginning of the investment life cycle and that all the cash inflows
of EUR120 million occur at the end of the investment life cycle. C is incorrect
because ROI of 3x is incorrect.

6. Cis correct. TVPIis equal to the sum of DPI and RVPI. DPI is the cumulative
distributions paid divided by the total investment. Cumulative distributions are
EUR100 million, and total investment is EUR60 million, so DPI is 1.67 (= 100 +
60). RVPI is equal to net asset value divided by total investment, or 0.33 (= 20 +
60). Thus, TVPI is equal to 2.00 (= 1.67 + 0.33). A is incorrect because it assumes
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DPI of 0.5 (= 30 + 60) plus the correct RVPL B is incorrect because it assumes
RVPI of 1.0, which implies NAV of EUR60 at the end of Year 7, plus the correct
DPIL.

Because Glidestone distributes only EUR10 million in Year 4 rather than the
EURB30 million of cash flow generated, the extra EUR20 million is added to the
fund’s NAV. However, the exit of the original EUR15 million investment reduces
the NAV such that the overall value increases by EUR5 million.

Cis correct. Because of the time lag between the dates of LP’s capital commit-
ment and GP’s capital call, the LP should not expect to earn the rate of return of
the private market fund. Rather, the LP invests capital in a liquid public market
investment until capital is called. Thus, the LP’s overall return is a blended rate
that reflects both the private market fund’s IRR and the return earned from the
liquid public market investment. A is incorrect because the ROI multiple does
not account for time value of money or the time lag between capital commitment
and call. B is incorrect because the fund’s IRR does not account for the time lag
between capital commitment and call.

Private market investments typically are expected to earn higher rates of return
than their public market counterparts. Lake believes that the endowment, as a
portfolio with a perpetual time horizon, is in a position to incur the higher risks
posed by private market investments, such as illiquidity, as long as these extra
risks generate sufficient additional returns to support the spending needs of the
university.

With respect to risk differences, MSUMC's total equity portfolio is likely less
risky compared to a large endowment portfolio. While both MSUMC and large
endowments invest similar percentages of their overall portfolios in equities,
MSUMC'’s equity portfolio is more heavily weighted toward public equities
compared to those of large endowments. As a result, MSUMC has less exposure
to riskier equity assets in private equity, especially given its lack of exposure to
startup company equity.

With respect to diversification differences, as mentioned for the risk differences,
MSUMC may be lacking equity diversification across company life cycles in its
equity portfolio. Additionally, MSUMC is more heavily weighted in public debt
securities relative to large endowments that spread the non-equity portion of
their portfolio across not only public but also private debt, as well as private real
estate and infrastructure.

Lake is seeking to create a liquid portfolio with risk to that of the eventual VC
investment by matching its industry exposure to target a similar return during
the capital commitment period. Favorable market conditions may create more
investment opportunities for the GP to call capital, and these may coincide with
favorable returns on Lake’s liquid equity portfolio. However, less favorable market
conditions may cause declines in the value of this liquid portfolio during the time
lag between capital commitment and call, thus creating a risk of being unable to
meet a capital call in an extreme market downturn.

Private debt investments typically provide higher expected returns compared

to those usually available in public debt investments and may provide inflation
protection to assist MSUMC in its annual spending needs. MSUMC'’s spending
needs are at a real rate of 4%, so the endowment’s annual nominal spending re-
flects the effects of inflation. The discussion of private debt specifically mentions
investing in floating-rate notes that provide potential for inflation protection.
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LEARNING OUTCOMES

Mastery | The candidate should be able to:

] discuss a general partner’s roles and responsibilities in managing
private investment funds

] discuss how private investment firms align their interests with
those of their investors, and calculate, interpret, and discuss private
market fund performance from an investor perspective, including
management fees and carried interest

] discuss favorable characteristics of private investment targets and
sources of value creation in private markets

discuss the role of conducting due diligence and establishing a
business plan in the private investment process

[

] discuss alternative exit routes in private investments and their
impact on value

INTRODUCTION

Traditional fund managers analyze investments based on publicly available infor-
mation, readily buy and sell publicly traded securities in a portfolio, and are usually
compensated by investors based on a fixed percentage of assets under management
(AUM). Public fund investors can easily compare relative risk and return among similar
fund choices and trade these positions with few transaction costs. In private markets,
underlying investments, as well as the methods and structures used to attract capital,
manage assets, and distribute returns, give rise to very different interactions between
private fund managers or general partners (GPs) and private market investors or
limited partners (LPs). This reading addresses the unique relationship between GPs
and LPs over the investment life cycle and the private market investment process.
According to Preqin, an alternative data provider, private market AUM globally
are expected to rise to USD18 trillion by 2027, or more than triple their level from a
decade earlier, due to higher potential returns and diversification opportunities. Private
markets, such as private equity, private real estate, and unlisted infrastructure, are
characterized by an investment life cycle with negative cash flows and/or high lever-
age during an initial period of development or transformation. This process requires
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more active manager engagement and specialized knowledge to evaluate cash flows
and risks. Investors often must commit capital well in advance of deployment, hold
investments for several years, and receive returns with distributions of uncertain
magnitude and timing over a multiyear holding period.

In this reading, we first examine how the features of private markets define the
roles and responsibilities of general partners of private funds. Differences in private
manager compensation approaches and risk and return measures are two important
investor considerations addressed in the following section. We then focus our attention
for the remainder of the reading on the private investment process itself, including
the following elements:

= Alignment of GP and LP interests over the investment life cycle and private
market fund performance from an investor perspective

= Features of attractive private investment targets, economic value drivers,
and sources of value creation in private markets

= Key components of due diligence and the business plan applicable over the
period of development or transformation of a new or existing property,
asset, or privately held company

= Determining the appropriate exit timing and method of a private investment
to maximize return to investors over the holding period

The private market features and structures from the first reading combined with
the GP and LP perspectives and investment process from this second reading create
the foundation for a more detailed survey of individual private market asset classes and
their role in strategic asset allocation in subsequent Private Markets Pathway readings.

LEARNING MODULE OVERVIEW %

= As controlling or significant minority shareholders, general
partners of private market funds are actively engaged through-
out the investment life cycle in analyzing targets, acquiring firms or
assets, and creating and implementing value creation strategies.

= GPs seek to align their interests with LPs by combining management
fees levied on committed capital with performance-based compensa-
tion in the form of carried interest.

= Attractive characteristics of private investment targets involve the
potential for value creation over the investment period, such as estab-
lishing a product and market for early-stage companies or improving
the profitability of mature firms. GPs apply value drivers in the form of
strategic, operational, organizational, and financial changes to compa-
nies or projects to achieve targeted returns.

= Due diligence activities in the private investment process involve a
more in-depth and detailed analysis of a company or project than
in public markets given the long holding period over which value
creation takes place. GPs use this analysis to establish an action plan
prioritizing investments and other changes needed to reach targeted
returns.

= Private fund exit strategies include a public sale via an initial pub-
lic offering (IPO), a private sale to a strategic or financial buyer, or
liquidation. While a public sale achieves the broadest distribution and

access to capital, its impact on value is highly dependent on public
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market conditions. A private sale may be executed more quickly and
flexibly, with value highly dependent on the competitive nature of the
bidding process and types of potential buyers involved.

GENERAL PARTNER ROLES AND RESPONSIBILITIES

] discuss a general partner’s roles and responsibilities in managing
private investment funds

The nature of private market investments gives rise to specific roles and responsibil-
ities for the general partners of closed-end private market funds. Public market fund
managers primarily engage in security or index selection across or within markets
based on public information, as either non-controlling shareholders with management
decisions limited to voting rights for public shares or bondholders who lack the power
to renegotiate terms of outstanding bonds prior to maturity. These public funds are
generally open-ended, with an indefinite life and continuous inflows and outflows of
investor capital. Public investments are in standardized equity or debt contracts for
mature companies or ownership of income-producing assets, as in the case of listed
real estate investment trusts (REITs).

Private funds, in contrast, are usually closed-end, illiquid limited partnerships
with a fixed contractual term. These partnerships usually require an upfront capi-
tal commitment from investors. This capital is deployed over time in longer-term,
illiquid investments that mature in the case of debt or are exited near the end of the
partnership’s contractual life. Examples include early-stage or mature companies with
high potential and undervalued or undeveloped assets. Private investments focus on
adding value and generating returns over the life cycle shown in Exhibit 1.

Exhibit 1: Private Asset Investment Life Cycle

Pre-Commitment
Phase
Capital
Distribution

Net Income

Inflows
L Time

Outflows

Capital
Deployment

Capital
Commitment

An earlier reading distinguished between private fund GPs more actively engaged in
value creation strategies with fewer targeted investments held over a longer, multiyear
private asset investment life cycle and public fund managers buying and selling frac-
tional, non-controlling positions in numerous debt and equity securities with greater
frequency. Public fund managers use financial statement analysis among other means
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as a basis for these decisions. Public markets also allow fund performance comparisons
with available benchmarks. GPs operating in private markets, in contrast, typically
have either control of or significant influence over fewer investments, with little or no
price transparency or reliable benchmarking available during the life of an investment.

These differences in the public and private markets give rise to distinct roles and
responsibilities among private market GPs. The following subsections discuss the
duties of a private market GP over the private asset investment life cycle.

Pre-Commitment

In advance of seeking capital commitments from investors, private fund GPs establish
an investment strategy or thesis reflecting the fund’s focus. Specialized GP knowl-
edge and experience are primary determinants of private market fund strategy given
the greater degree of control exercised for these investments. For example, biotech
venture capital fund GPs are often led and staffed by researchers and scientists with
extensive experience and expertise in conducting basic research and clinical trials
and bringing new drugs to market. A Southeast Asia—based real estate GP focused
on new development, in contrast, will usually involve local expertise and experience
in construction, contracting, and operations as important prerequisites for taking on
opportunistic new development projects.

Identifying areas of investment focus prior to conducting and completing due dil-
igence on a select few candidates is an important pre-commitment step. Potential for
value creation over the investment life cycle is a common feature among prospective
private investments, which occurs in different ways over the company life cycle. For
venture capital, this may involve a new product going to market or targeting expo-
nential growth, while for buyout equity, it often entails restructuring and streamlining
established operations. Each of these areas is expanded on later.

Capital Commitment

Once a private fund GP has identified its area of primary focus and is ready to ded-
icate resources to initiate due diligence and create business and financing plans for
targeted investments, it solicits unfunded capital commitments from limited part-
ners. Prospective LPs engage in manager selection by conducting due diligence and
analysis of the GP’s track record and prospective investment opportunities, making
unfunded debt or equity capital commitments to a fund by entering into a limited
partnership agreement. The limited partnership agreement is a negotiated document
that specifies fees, rights, terms, and conditions of the partnership. These fees, rights,
terms, and conditions may vary among individual LPs based on the timing and size of
commitment to a fund. The following case study further contrasts public and private
fund commitments.

CASE STUDY @

Private Real Estate Investment in Malaysia

Investors seeking to gain exposure to commercial real estate in Malaysia must
choose between a publicly traded REIT or a private real estate fund. One pos-
sible area of private development focus might involve multifamily residential
real estate projects near planned mass transit lines in urban areas such as Kuala
Lumpur. This type of development follows a multiyear investment cycle starting
with GPs seeking commitments from LPs. The GP then identifies an appropriate
parcel of land for purchase, conducts necessary due diligence, and establishes
the feasibility of the site to support the planned development, including proper
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permits and zoning requirements. Next, the GP forms a special purpose com-
pany to purchase the property using committed equity and debt in the form of
acquisition and construction loans secured by the property. Once the property
is completed and generates sufficient lease income upon completion, the GP
often sells the property and distributes proceeds to LP equity investors.

Capital Deployment

Private fund GPs finalize due diligence on top targets, creating both a detailed business
plan as a blueprint for new managers and a comprehensive financing plan to achieve
expected returns prior to bidding on investments. Once a public or private company
bid or project proposal is accepted, private market GPs draw down equity and debt
capital pledged by investors to purchase individual portfolio investments. Additional
drawdowns may be needed to fund successive investment stages for an existing project
or asset. The initial year in which capital is deployed in a private market transaction is
referred to as a fund’s vintage year, an important benchmarking statistic that facili-
tates performance comparisons among investments made in different periods. A GP
deploying capital over multiple years for a single fund has one vintage year, defined
as the first year in which capital is deployed.

In the case of private equity, a GP may deploy buyout capital by purchasing a
business for restructuring purposes. This may be an acquisition of a public company
in a take-private transaction, which involves the purchase of the entire company,
after which the target firm’s shares cease trading; the purchase of a public company
division; or an acquisition of a private firm. The initial phase of a buyout equity trans-
action, also referred to as a leveraged buyout (LBO), and the roles of GPs and LPs
in the transaction are shown in Exhibit 2.

Exhibit 2: GP and LP Roles in the Initial Take-Private Transaction Phase

Equity Capital
Call

Equity
Drawdown
A4
ST Acquisition
Deht
A4

Debt Capital
aII

Both the initial financing phase shown in Exhibit 2 and subsequent refinancing stages
are the primary responsibility of a general partner, which includes the following actions:
= Negotiate the target company (TargetCo) purchase price.
= Negotiate legal terms of the acquisition.
= Establish an acquiring entity (AcquisitionCo).

= Arrange short-term debt financing to complete the TargetCo purchase.
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= Combine AcquisitionCo and TargetCo into a merged company.

= Raise an optimal combination of medium- and long-term debt instruments
for the new entity.

While GPs retain primary responsibility for these and associated steps and in
some cases also place the debt with private debt GPs, they often employ advisers in
financing, legal, tax, and other areas to complete a transaction.

Once an acquisition and associated initial financing are in place, GPs play a critical
role in initiating management changes, spinning off non-strategic business divisions, or
combining entities to create potential synergies and driving the value creation process
by monitoring progress as set out in the business plan. Because the timing and size of
capital drawdowns is uncertain, in some cases GPs take advantage of credit facilities
known as subscription lines, which are short-term lines of credit secured by investor
fund commitments rather than the underlying assets themselves.

In the case of real estate or infrastructure development projects, the deployment
phase often involves managing and monitoring progress over phases, including land
or property acquisition, land improvement, and construction. Periodic drawdown of
additional debt and equity are contingent on meeting specific milestones, as shown
in the following case study.

CASE STUDY @

Malaysian Real Estate Capital Deployment Based
on Project Milestones

Private market investments in new real estate or infrastructure development are
usually financed in phases corresponding to project completion. As an example,
consider the Malaysian real estate case introduced earlier. A developer estab-
lishes a project plan to build 1,200 new residential units on vacant land near
Kuala Lumpur near a proposed new mass transit hub. The project is expected
to cost MYR275 million and take 24 months to complete.

Line Item MYR

Land 25,000,000
On-site land improvements 10,000,000
Construction costs 240,000,000
Project cost 275,000,000

The private real estate GP developer determines that the project will be 75%
(or MYR206,250,000) debt financed with the remainder (MYR68,750,000)
financed in the form of equity. Equity is drawn in three phases with the fol-
lowing milestones:

Equity Drawn Equity Outstanding
Milestone Month (MYR) (MYR)
Land purchase 0 25,000,000 25,000,000
Certification of struc- 12 25,000,000 50,000,000
tural completion
Certificate of occu- 24 18,750,000 68,750,000

pancy issued
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Construction debt is slated to be drawn monthly based on more detailed mile-
stones to purchase materials, lease equipment, and cover other contractor and
construction costs. The proposed capital deployment schedule for the project
is summarized in Exhibit 3.

Exhibit 3: Real Estate Capital Deployment

Capital Deployed (millions MYR)
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Capital Distribution and Exit

In contrast to more stable dividend and interest cash flows from listed securities in
public funds, the timing and magnitude of private market fund distributions are uncer-
tain, leading to the use of compound versus periodic measures of return, as shown
in an earlier reading. These distributions consist of both dividends and divestments
in the case of private equity funds and interest and principal payments in the case of
private debt funds. GPs often exercise control over portfolio company dividend policies
and divestments. As for private debt, issuer contingencies, such as debt prepayability,
callability, or interest paid in kind or accrued with an increase in principal outstanding
and repaid at maturity, contribute to greater cash flow uncertainty of private debt.

Despite the long-term contractual nature of limited partnerships, private market
GPs also frequently play a role in offering LPs the ability to purchase or sell existing
partnership stakes in the secondary market, which are referred to as secondaries.
Secondaries trade at much wider spreads as a percentage of net asset value (NAV)
than public securities exchanged at a bid—offer spread of a few basis points. Private
market secondary spreads vary widely among private asset types and in different
market conditions. For example, while buyout equity stakes have historically traded
near 95% of NAYV, venture capital stakes often trade closer to 80% of NAV.

The secondary market provides new investors the opportunity to purchase sea-
soned, mid-cycle investments, allowing diversification across managers, partnerships,
and vintage years and granting LPs access to transactions in which they may not have
had an opportunity to invest at inception. A secondary purchase of mid-cycle invest-
ments also avoids investment delays given the lack of a commitment phase. LPs selling
secondaries, however, may also wish to reduce exposure to an existing investment
and free up capital for new partnerships. By acting as an intermediary in secondary

51



52

Learning Module 2

General Partner and Investor Perspectives and the Investment Process

market transactions, GPs can provide investors the chance to buy or sell otherwise
illiquid positions, offer a broader array of opportunities at different stages for varying
periods, and expand and diversify their investor base for future transactions.

Private fund GPs are also primarily responsible for the sale or exit of an investment,
asset, or project at the end of a holding period and return of capital to investors. In
the case of private equity, this may involve the sale of a company to a private buyer or
an initial public offering to public market investors. GP skills in executing a business
plan that creates value and then identifying potential buyer synergies or preparing
and executing a public offering under favorable market conditions are critical factors
affecting LP returns. The alternative exit routes available within and across private
investment classes and their impact on investment value will be addressed in detail
later in this reading.

In addition to monitoring investments closely over the entire life of a fund to protect
investor capital and maximize returns, GPs also provide periodic fund valuations to
investors. Unlike public fund investments whose net asset value is based on observed
market prices, private asset values rely on valuation techniques, such as discounted
cash flows, the use of comparable transactions, and market-based multiples, as shown
for each asset class in later readings. These private asset valuations are far less trans-
parent, with their potential realization dependent on a GP’s ability to realize illiquid
capital gains in the company, project, or asset since inception.

QUESTION SET Ey

1. Which one of the following is most likely to be conducted by a GP
during the pre-commitment phase of the private market fund investment
life cycle?

A. Implementing a strategic financing plan
B. Identifying target investments

(. Deployment of capital.
Solution

B is the correct response. Along with establishing an investment strategy, a
GP is most likely to begin identifying target investments fitting the strategy
prior to soliciting capital commitments from LPs. A is not correct, because
the fund’s financing plan may be formulated in the pre-commitment stage
but not implemented until the commitment or deployment stage. C is not
correct, because capital is deployed later in the investment process.

2. Which one of the following statements is most accurate about vintage years
in private market funds?

A. A GP deploying capital over multiple years for a single fund has multi-
ple vintage years for the fund.

B. A GP deploying capital over multiple years for a single fund has one
vintage year, defined as the final year in which capital is deployed.

C. A GP deploying capital over multiple years for a single fund has one
vintage year, defined as the first year in which capital is deployed.
Solution

C is the correct response. The initial year in which fund capital is deployed
in a private market transaction is referred to as a fund’s vintage year. A is
not correct, because this statement implies that a single fund has multiple
vintage years. B is not correct, because it identifies the last year of capital
deployment rather than the first.
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3. Identify two benefits of secondaries for buyers in private markets.
Solution

Secondaries provide new investors the opportunity to purchase seasoned,
mid-cycle private market investments, providing such benefits as

= allowing diversification across managers, partnerships, and vintage
years and

= granting LPs access to transactions in which they may not have had an
opportunity to invest at inception.

INVESTOR (LP) PERSPECTIVES, FEES AND
PERFORMANCE MEASUREMENT

] discuss how private investment firms align their interests with
those of their investors, and calculate, interpret, and discuss private
market fund performance from an investor perspective, including
management fees and carried interest

Private fund GPs exercise greater control over illiquid investments for a longer holding
period than public fund managers. These investments in unlisted assets with little or
no publicly available information about portfolio investments or comparable funds
offer investors little transparency. This information asymmetry limits an LP’s ability
to independently assess and benchmark private market GP performance, while long
required holding periods prevent LPs from selling partnerships of underperforming
managers without incurring significant bid—offer costs in the secondary market.

Private investment firms seek to bridge the information gap and align GP and
LP interests by levying a combination of fees that include management fees to cover
operating costs and performance-based incentive fees (referred to as carried interest)
to incentivize and reward successful GPs.

Management Fees

Private fund GPs usually charge a higher management fee than public funds charge
to cover operational costs, with average fees of around 1% for private debt and 2% for
private equity. However, management fees can vary depending on the type and nature
of the fund. In contrast to public fund fees levied as a percentage of AUM, private fund
management fees are most often calculated as a percentage of total committed capital,
which includes both drawn and undrawn portions. Once capital is fully deployed, these
fees are levied on the amount of committed capital less the cumulative cost basis of
investments exited and written off during the fund’s life.

In some cases, additional transaction fees are paid to GPs when they provide
advisory services for transactions such as mergers, acquisitions, or IPOs that benefit
the fund. These fees may be split with LPs, and if such fee-sharing agreements apply,
they are generally deducted from management fees and such deductions may be full
or partial.
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CASE STUDY @

Management Fees for the Estragon SA Fund

Estragon SA, a French venture capital fund, seeks a EUR10 million equity
commitment from Straddleton, a local UK government pension scheme, as a
limited partner. Over a seven-year time span, Estragon draws down equity from
Straddleton over the first two years, half each in Years 1 and 2; writes off two
investments with a cost basis of 10% of committed capital each in Years 3 and
4; and exits investments with a cost basis of 20%, 25%, and 35% of committed
capital in Years 5, 6, and 7, respectively.

1. Calculate Straddleton’s annual management fee based on the assumptions
provided.
Solution
Straddleton pays fees on the full capital commitment starting in Year 1 de-
spite a delayed drawdown, which decline as the cost basis of investments is
written off in Years 3 and 4 and exited in Years 5-7. Management fees over
the seven-year period are shown in the last row of the table below:

Management Fees

Year/

Amount (EUR) Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7
Invested capital 5,000,000 5,000,000

Cost basis of exits + 1,000,000 1,000,000 2,000,000 2,500,000 3,500,000
write-offs

Committed capital minus 10,000,000 10,000,000 9,000,000 8,000,000 6,000,000 3,500,000 0
exits and write-offs

Management fee (2%) 200,000 200,000 180,000 160,000 120,000 70,000 0

2. Discuss how Straddleton’s management fees would change if drawdown
were delayed.
Solution
Management fees are charged on the basis of the total amount of committed
capital until capital is fully deployed. Thus, a delay in capital drawdowns will
not change management fees.

The use of committed, rather than invested, capital as the calculation basis for
management fees serves two primary purposes. It both compensates GPs for the
significant upfront cost of due diligence and other GP responsibilities prior to capital
deployment and reduces the incentive to deploy capital as quickly as possible in less
attractive investments simply to generate fees. Also, the use of the cost basis reduces
the potential conflict of interest associated with fund valuations, as GPs may otherwise
have an incentive to inflate values over the life of a private investment to generate
higher management fees.
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Carried Interest

Carried interest is a critical component of private market fund compensation. Sharing
in investment returns directly aligns GP and LP interests over a long holding period,
although several terms and related contractual contingencies are subject to negotia-
tion in a limited partner agreement that may benefit either GPs or LPs. In the case of
highly sought-after, new closed-end private investments by managers with a strong
performance record, GPs have a great deal of bargaining power to set terms. LPs who
commit significant capital early to a new fund, however, may also be able to extract
more favorable terms than those of LP investors who commit smaller amounts later
to the same fund.

Carried interest is usually applied to investment returns above a hurdle rate, or
a predetermined minimum target rate of return per period. GPs usually receive a
15%—20% share of returns above the hurdle. Limited partner agreements sometimes
specify this threshold as being a hard hurdle rate, which means the GP earns incen-
tive fees only on annual returns that exceed the hurdle rate. As an example, assume
we exclude management fees and designate the one-period fund rate of return as r,
with a hard hurdle rate of r;, and a GP performance fee percentage (p) of total return.
The GP rate of return (rgp) is

rgp = max[0, p(r —rp)]. (1

While some alternative investment fund general partners charge performance fees
annually, common practice in private market funds is to defer payment of carried
interest until 100% of committed capital has been returned to limited partners through
distributions or in some cases until the end of the fund’s term, as in the following
case study.

CASE STUDY @

Bardstown Partners Carried Interest

Bardstown Partners is a general partner of a USD300 million private market fund
focused on buyout equity transactions. As part of its fund terms, Bardstown
includes carried interest to be paid by limited partners at the end of the fund’s
term in 10 years. Bardstown receives 20% of fund returns above a hard hurdle
rate of 8% annually with no compounding. Over the fund’s life, its investments
return USD360 million in addition to the USD300 million of invested capital.

1. Calculate the amount of carried interest to be paid by limited partners to
Bardstown after 10 years?

Solution

Carried interest will be paid only if total fund returns exceed USD240
million (= 8% x 10 years x USD300 million). Because the fund’s returns
exceed this amount, carried interest is calculated as USD24 million [= 20% x
(USD360 million — USD240 million)].

While hard hurdle rates are a satisfactory approach when returns follow a steady
path over an investment holding period or if performance fees are paid at the end
of the fund’s life, as in the previous example, both GPs and LPs seek to protect their
interests for cases of expected volatile or uneven returns when carried interest is paid
over multiple years of a fund’s life.

One such approach is the use of a soft hurdle rate, or a return threshold above
which the entire return is subject to an incentive fee once the hurdle is exceeded.
Soft hurdle arrangements benefit GPs by ensuring their performance compensation
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“catches up” once a hurdle threshold is exceeded. Under a so-called catch-up clause,
once the hurdle is exceeded, the GP often earns 100% of distributions (or a catch-up
return of r,,) until total return reaches a share of p for the GP and (1 — p) for the LP.
Remaining distributions are split on the same basis. As a result, the GP’s performance
fee (rgp) from Equation 1 with a catch-up clause becomes

rgp=max|0, r,, + p(r —r, —r,)] 2)

The incorporation of a soft hurdle rate may result in a higher carried interest amount
earned by a private fund general partner even in the case of a lower carried interest
rate, as discussed next.

CASE STUDY

Bardstown Partners’ Use of a Soft vs. Hard Hurdle
Rate

Bardstown Partners is reviewing its fund policies regarding carried interest.
Rather than incorporating an 8% hard hurdle rate with a carried interest per-
centage of 20%, Bardstown is considering changing fund terms to include a soft
hurdle rate of 9% and a carried interest percentage of 10%.

1. Assuming Bardstown’s USD300 million fund generates USD360 million in
returns over a 10-year fund life, discuss how the proposed new carried in-
terest policy compares to the original carried interest approach using a hard
hurdle rate.

Solution

Bardstown receives 10% (= USD36 million + USD360 million) of the fund’s
total returns as carried interest under the new soft hurdle policy, compared
to only 6.7% (= USD24 million + USD360 million) in the hard hurdle rate
scenario.

With the soft hurdle rate of 9%, Bardstown’s fund must generate more than
USD270 million (= 9% x USD360 million x 10 years) in total return before
carried interest may be paid. Bardstown Partners receives the next USD30
million from the fund’s returns after the USD270 million return threshold is
reached as the “catch-up” to reach its 10% carried interest percentage. The
remaining USD60 million (= USD360 million — USD300 million) in returns
is split between Bardstown and its limited partners according to a 10%
versus 90% split, so Bardstown receives USD6 million in additional carried
interest. Overall, Bardstown earns USD36 million in carried interest, or 10%
of the fund’s total returns. This represents a USD12 million improvement
compared to the USD24 million from the 8% hard hurdle rate.

2. Discuss the potential downside risk to Bardstown of changing its carried
interest compensation structure from the hard hurdle rate of 8% and carried
interest rate of 20% to a higher soft hurdle rate and lower carried interest
rate.

Solution

Under the new soft hurdle policy, Bardstown faces the potential downside
risk of forgoing additional carried interest if the fund generates significantly
higher returns. While carried interest is lower at the current return projec-
tion of USD360 million with the higher carry rate, carried interest increases

by USD10 million for each additional USD50 million in fund return. With
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the 10% carried interest rate, Bardstown receives only an additional USD5
million for each additional USD50 million in fund return.

As shown in the prior example, the use of a soft hurdle rate, instead of a hard
hurdle rate, makes the carried interest rate a reasonable approximation of the GP’s
ultimate share of total fund returns if the hurdle is cleared.

LPs also seek to limit or recoup fees paid to GPs for performance that fluctuates
or declines over time. Earlier in the curriculum, a common strategy among hedge
funds applied to some limited partnerships was described; it involves the use of a
high-water mark, a measure that reflects the fund’s maximum value as of a perfor-
mance fee payment date net of fees. For example, if a private fund’s value subsequently
declines below its peak since inception adjusted by the hurdle rate over time, the GP
may not levy performance fees until the fund value exceeds the previous high-water
mark. High-water marks are generally applicable to investment vehicles that mark to
market for purposes of calculating fees, such as hedge funds, rather than other pri-
vate investment structures. Clawback provisions, in contrast, involve a return of GP
performance fees to LPs in cases where returns from successful transactions earlier
in a fund’s life are offset by weaker returns later.

CASE STUDY @

Tenderledge Investment Fund Fees and
Performance

Tenderledge Investment Fund VIII has successfully exited its USD100 million
private fund investments after seven years. The fund made one investment per
year at the beginning of each of the first four years and exited each investment
four years after capital deployment. The following table provides a summary of
the fund’s committed capital, capital deployment, cost basis of exited invest-
ments, and cash inflows by year over the fund’s life.

Year Year Year Year Year Year Year Year
USD millions 0 1 2 3 4 5 6 7
Committed 100 100 100 100
capital
Capital -20 -40 -30 -10
drawdown
Cost basis 20 40 30 10
of exits
returned

Additional 0 5 13 16 23 10 14 10
cash inflows

from
investments

Net cash -20 -35 -17 6 43 50 44 20
flows

Tenderledge assessed LP fees as follows:
Management fee:
= 2% of committed capital during the period in which the fund deployed
capital (Years 1-3)

= 2% of committed capital less the cumulative cost basis of exited invest-

ments following the capital deployment phase (Years 4-7)
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Carried interest:

= 20% of return net of management fees, over an 8% hard hurdle rate
payable at the end of the fund’s life. The annual hurdle rate is applied
to each individual investment, so the total hurdle is based on a four-
year investment horizon. Assume no compounding of returns.

1. Calculate the fund’s management fees over its seven-year life.
Solution

Total management fees over the fund’s life equal USD8.6 million:

= Years 1-3: USD2 million per year, for a total of USD6 million
e USD2 million = 2% x USD100 million of committed capital.

= Years 4—7: USD2.6 million total

e Multiply 2% by year-end committed capital minus cumulative cost
basis of exited investments for each year:

Year 4: USD1.6 million = 2% x USD80 million.
Year 5: USDO0.8 million = 2% x USD40 million.
Year 6: USDO.2 million = 2% x USD10 million.
Year 7: USDO million = 2% x USDO million.
USD2.6 million = 1.6 million + 0.8 million + 0.2 million + 0 million.

2. Contrast the fund’s internal rate of return (IRR) gross of management fees
with the IRR #et of management fees.

Solution

Cash flow streams by year before fees and after payment of the management
fees previously listed are as follows:

Year Year Year Year Year Year Year Year

USD millions 0 1 2 3 4 5 6 7
Net cash flows

before fees -20 -35 -17 6 43 50 44 20
Net cash flows after

management fees -20 -37 -19 4 414 492 438 20

Using the IRR function in a spreadsheet or financial calculator gives a gross
IRR of 21.7% and a 19.2% IRR #net of management fees. The payment of
USDS8.6 million in fees spread over time reduces the estimated rate of return
to LPs by approximately 250 bps.

3. Estimate the carried interest received by Tenderledge, and discuss the rela-

tive size of this performance fee as compared to management fees in terms
of its effect on fund performance net of all fees.

Solution

Based on no compounding, an estimate of Tenderledge’s carried interest
payable at the end of the fund’s life is USD10.08 million, calculated using the
following simplified process.

The fund’s return with no compounding is estimated as the sum of its yearly
cash inflows plus the return of cash from exited investments less the original
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capital totaling USD91 miillion [= (5 + 13 + 16 + 43 + 50 + 44 + 20 - 100)
x 1 million]. Total fund returns of USD91 million less management fees of
USD8.6 million (calculated previously) give us returns after management
fees of USD82.4 million (= USD91 million — USD8.6 million).

The 8% hurdle rate with no compounding implies annual required cash in-
flows of USD8 million per year. Multiplying this amount by four years gives
USD32 million as the return hurdle. Finally, we calculate the carried interest
by applying Equation 1:

USD10.08 million = max[0, 0.2 x (USD82.4 million — USD32 million)].

The total magnitude of the performance fee of USD10.08 million is some-
what higher than the total management fee of USD8.6 million. However, we
have assumed the carried interest is paid entirely at the end of the fund’s life,
so its effect on the fund’s IRR is much less significant. Tenderledge’s net cash
flow stream by year after deduction of performance fees and management
fees is as follows:

uUsD Year Year Year Year
millions 0 Year1 Year2 3 4 Year5 Year6 7
After-fee -20 -37 -19 4 41.4 49.2 43.8 9.92
cash flows

Using the IRR function in a spreadsheet or financial calculator on this yearly
cash flow stream gives a result of 17.8%. The effect of carried interest on IRR
to LPs is an additional reduction of approximately 140 bps.

4. Estimate the revised carried interest received by Tenderledge if we change
our assumption to a soft hurdle rate of 10% and a carried interest rate of
15%, and discuss the revised carried interest amount relative to the earlier
estimate.

Solution

Tenderledge earns USD12.36 million as carried interest in this scenario,
and this amount equals 15% of the fund’s returns net of management fees of
USD82.4 million. The solution process can be described as follows.

Changing the hurdle rate to a soft hurdle of 10% implies that the fund must
reach at least USD40 million of returns, or USD10 million per year over four
years, in return for Tenderledge to receive any carried interest.

The first USD40 million of returns is paid to LPs given the soft hurdle rate of
10%. Tenderledge then earns catch-up carried interest on the returns above
USD40 million until it has earned 15% of total returns; thus it receives all
returns earned between USD40 million and USD47.06 million (i.e., USD7.06
million) as catch-up carried interest. USD47.06 million can be computed by
dividing the USD40 million hurdle by 1 minus the carried interest rate (i.e.,
47.06 = 40 + 0.85).

After achieving USD47.06 million in returns, all additional returns are
shared between Tenderledge and its LPs based on a 15%/85% split. Thus,
Tenderledge’s additional carried interest is USD5.30 million [= (82.4 —
47.06) x 0.15]. Tenderledge’s total carried interest is the sum of the catch-

up carried interest of USD7.06 million and the USD5.30 million calculated
previously.

Tenderledge’s carried interest is 15% of its total returns net of management
fees of USD82.4 million. Despite the higher soft hurdle rate and the lower
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carried interest rate, Tenderledge earns a greater carried interest amount in
this scenario compared to the earlier hard hurdle rate scenario.

The prior case study demonstrates the significant impact of management fees and
carried interest on investor returns. In addition, carried interest structure and terms
can provide considerable advantages to either GPs or LPs depending on fund per-
formance. Finally, in contrast to the simplified case study, carried interest is typically
structured such that the GP can begin receiving performance fees years before the
end of the fund’s life, provided that committed capital has been distributed in full.
In such instances, clauses and provisions such as clawbacks may become important
elements of the limited partnership agreement with LPs to ensure that the GP’s share
of returns over time does not become biased upward due to the timing of returns, as
in the following case study.

CASE STUDY @

Estragon SA Fund’s Clawback Provision

Estragon SA, a French venture capital fund manager, recently exited its latest
EUR100 million fund after seven years. The fund consisted of four investments
of EUR25 million made at the beginning of the first four years of the fund’s
life. At the end of Year 4, Estragon exited its first investment, selling its stake
for EUR200 million. Unfortunately, Estragon’s subsequent three investments
all failed, with exit values of zero. Estragon collected a carried interest charge
from its LPs of 20% on returns in excess of a hurdle amount of EUR60 million at
the end of Year 4. Estragon’s LPs negotiated a clawback provision in the limited
partnership agreement that total carried interest over the life of the fund could
not exceed 20% of returns over a hurdle of EUR105 million.

1. Discuss how Estragon’s LPs benefited from the inclusion of a clawback pro-
vision in the fund’s terms.

Solution

The fund’s excess returns in Year 4 were EUR140 million (= EUR200 million
— EUR60 million), and Estragon collected EUR28 million (= EUR140 million
x 0.20) in carried interest at the end of Year 4. However, the fund earned

no additional return in the three subsequent years. The total carried inter-
est at the end of fund’s life could be no more than EUR19 million [= 0.20 x
(EUR200 million — EUR105 million)]. So, the clawback provision mandates
that Estragon must return EUR9 million (= EUR28 million — EUR19 million)
to its LPs given the overpayment of carried interest early in the fund’s life,
since one highly successful investment was followed by three failures.

In addition to the attraction of unlimited upside potential, the relatively favorable
tax attributes of carried interest, given both its deferral until the end of an investment
period and its treatment as a long-term capital gain as opposed to ordinary income
in some jurisdictions, provide an added incentive for GPs receiving this form of
compensation.

TAX TREATMENT OF CARRIED INTEREST

Carried interest helps align incentives between GPs and LPs through efficient
sharing of returns. That said, treatment of GP carried interest from a tax per-
spective can vary by jurisdiction and is a frequently debated topic. Does car-
ried interest reflect a payment to GPs for services or a tax on gains for capital
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at risk on an investment? Because the distinction is not always clear, it is not
surprising to observe that tax policies differ across jurisdictions as to whether
carried interest should be taxed at a higher ordinary income rate or at a lower
capital gains income rate.

The US and UK tax jurisdictions are examples in which carried interest is
typically treated as capital gains income and are therefore more tax friendly
for private fund managers. Nevertheless, the tax treatment of carried interest
is often subject to change. For example, the United States has applied longer
holding periods for carried interest to be eligible for capital gains income tax
treatment. In the United Kingdom, there is considerable concern about double
taxation issues associated with carried interest received in other jurisdictions with
differing tax treatments. So, while the United Kingdom provides capital gains
treatment on domestic carried interest, GPs also must monitor other relevant
tax jurisdictions to avoid being taxed twice on the same return.

Germany offers a different historical perspective on its tax treatment of
carried interest. Prior to 2004, German tax law viewed carried interest as capital
gains income and its effective tax rate on carried interest was effectively zero.
In 2004, Germany reversed its view on carried interest and began interpreting
these payments as ordinary income to fund GPs. However, recognizing that such
tax treatment could create a private capital exodus, a compromise was struck to
tax 50% of the carried interest as ordinary income, with the remainder exempt
from income tax. This hybrid approach to taxation prevented German GPs from
immediately seeking more desirable tax jurisdictions. In 2009, Germany increased
the 50% taxable portion to 60%, along with other new conditions. Overall, the
German experience and legislative initiatives elsewhere to change tax treatment
highlights the uncertainty regarding carried interest taxation.

Beyond the carried interest and management fees outlined previously, limited
partnerships often face additional fees and potential conflicts of interest that must
be considered when investing in a private fund. For example, general partners may
receive fee payments from firms whose boards they control. While these fees are
rebated in many cases, in other instances, restrictions or other complications reduce
the rebated amount. Management service agreements may allow GPs to claim a wide
range of discretionary expenses and in some cases may allow them to withhold fees to
lenders, such as arrangement fees. Also, a GP’s fee arrangements with the suppliers to
portfolio companies represent an additional potential for conflicts of interest to arise.

In addition to fees, the performance of private market funds from an investor
perspective must also take into consideration the liquidity risk associated with future
capital calls of uncertain size and timing. Investors may incur an opportunity cost by
holding committed capital in relatively liquid assets with return below that of private
markets with higher correlation with public markets.

CASE STUDY @

Northern States’ Public vs. Private Investment
Performance

Northern States, a large US state pension fund, commits USD50 million to
Bardstown Partners’ latest buyout equity fund with a term of 10 years. Based on
its experience in private equity investing, Northern States believes that its capital
will not be called for two years. During this period, Northern States invests in a
public equity index. Northern States expects compound annual private equity
returns of 16% and public equity returns of 10%, while US Treasury securities
are expected to return 5% per year.
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1. Discuss the extent to which Northern States’ expectations of investment
performance over 10 years may differ from the forecast private equity ex-
pectations of 16%.

Solution

If we assume that Bardstown calls capital in exactly two years and Northern
States invests in public equities, Northern States expects to earn 10% per
year during the first two years of the fund’s life and 16% for the remaining
eight years. The overall expected compounded return over 10 years is there-
fore approximately 14.8%:

14.8% = [(1.10)2 x (1.16)8](1/10) _ 1,

As a result, assuming no volatility in returns and capital call timing cer-
tainty, the inability to earn private equity returns during the first two years
of the fund’s life is expected to cost Northern States 120 bps of expected
return.

2. Discuss how Northern States might address the shortfall risk associated
with its capital commitment.

Solution

Northern States has committed to investing USD50 million at an unknown
future time. As mentioned earlier, Northern States may earn equity re-
turns during the time lag between commitment and call by investing in
liquid public equities. However, because of the uncertainty of public equity
returns, this strategy creates substantial risk that Northern States may suffer
a loss of principal, resulting in a capital shortfall when required to meet its
commitment to Bardstown Partners. To reduce this risk, Bardstown may
choose investments with lower volatility, reducing its overall return over the
fund’s life below the 14.8% calculated in the prior question. In an extreme
case, Northern States may consider investing in securities with 5% expected
annual return and no risk of loss of principal. The effect of such a strategy
on the expected compounded return for Northern States over the 10-year
horizon would be a further reduction to 13.7%:

13.7% = [(1.05)2 x (1.16)8](1/10) _ 1

The ability to benchmark and adequately diversify private market portfolios is an
additional consideration when evaluating performance from an LP perspective. While
public equity fund investors have a wide array of investible index-based alternatives,
private market LPs face several barriers in matching the aggregate reported returns for
a particular private asset class. First, the need to hold liquid investments for committed
capital that is not yet deployed creates a drag on returns, as shown earlier. Second,
an investor’s ability to diversify across specific GPs is limited, and a high dispersion
of realized returns often exists between the top and bottom quartiles of performance
for private asset classes. Third, given the illiquidity of private investments and limited
secondary markets, vintage year diversification is also difficult to achieve for investors
seeking to increase private market allocations.
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QUESTION SET Ey

1. Discuss two reasons why private market investment fund manage-
ment fees are typically paid to the GP by LPs based on committed capital as
opposed to invested capital.

Solution

First, payment based on committed rather than invested capital compen-
sates GPs for the significant upfront cost of due diligence and other GP
responsibilities performed prior to capital deployment (because committed
capital is greater than or equal to invested capital). Second, payment based
on committed capital reduces the incentive to deploy capital as quickly as
possible in less attractive investments simply to generate management fees.

2. Which of the following fund returns and carried interest structures is most
likely to generate the highest amount of performance fees for a GP?

A. Fund 1: 20% return after management fees, 20% carried interest rate,
8% hard hurdle rate

B. Fund 2: 14% return after management fees, 20% carried interest rate,
10% soft hurdle rate

(. Fund 3: 18% return after management fees, 15% carried interest rate,
8% soft hurdle rate
Solution

B is the correct response. Given that the 14% return exceeds the 10% soft
hurdle rate, the GP receives 2.8% as carried interest (= 20% x 14%). This
amount includes 2.5% of catch-up and 0.3% as the 20% share of the final
1.5% of return. The LP earns 11.2% (= 80% x 14%). Response A is not cor-
rect, because this return and structure generate only 2.4% as carried interest
[=20% x (20% — 8%)]. Response C is not correct, because this return and
structure generate 2.7% carried interest (= 15% x 18%).

3. The LPs of a venture capital fund with high expected volatility of exit values
of its portfolio companies following 100% distribution are most likely to seek
which one of the following elements in the agreement with the fund’s GP?

A. Soft hurdle rate
B. Clawback provision

(. High-water mark
Solution

B is the correct response. The imposition of a clawback provision prevents
LPs from paying performance fees on volatile returns that are not sustained
over the full investment life cycle. A is not correct, because a soft hurdle rate
benefits the GP by ensuring that volatile returns allow for the GP’s carried
interest to catch up whenever the fund return exceeds the soft hurdle rate.
Response C is not correct, because high-water mark provisions are com-
monly used by hedge funds that mark to market transactions for purposes
of calculating fees but are less likely to be observed in other private market
structures.
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PRIVATE INVESTMENT SELECTION AND VALUE
CREATION

] discuss favorable characteristics of private investment targets and
sources of value creation in private markets

Prioritizing private investment targets is a process that extends beyond the domain of
security selection common among public fund managers. The active engagement of
GPs over the investment life cycle requires not only the identification of companies
and assets that may be undervalued but also narrowing of investment targets to those
in which a controlling stake or significant minority position may be used to drive
significant value creation over a longer investment period.

Potential for value creation over the investment life cycle is a common feature
among prospective investments, which occurs in different ways among startup, growth,
and mature companies in the company life cycle shown in Exhibit 4.

Exhibit 4: Company Life-Cycle Stages
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Among startup companies without an established product or revenue base, investors
target firms with high growth potential in a new or emerging industry or one that seeks
to disrupt an established industry with a new product or business model. Companies
whose founders have patents, other intellectual property, or business ideas and industry
expertise and/or a successful record of creating new companies represent the most
sought-after investments. Value creation for startups involves non-financial milestones,
such as new product prototypes and testing, validating a business concept, and setting
a go-to-market strategy, as described in the following case study.
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CASE STUDY @

Kumartest LLP Venture Capital Funding

A biomedical engineering research group at a major Indian research university
developed a revolutionary process to conduct instantaneous testing of complex
assays (or laboratory analysis to determine the presence of substances) using
mobile technology under laboratory conditions. The lead researcher, Dr. Sana
Kumar, believes that this new technology has significant potential in the fields
of mining, environmental protection, and medicine and establishes a new lim-
ited liability company (Kumartest LLP) to commercialize this technology. Dr.
Kumar’s first investors are herself and several family members, and the funds
are used to develop prototypes to demonstrate the commercial applications to
additional investors.

Growth companies are those with an existing product, customer base, and business
model that have the potential for above-trend growth as measured by a firm’s revenue
relative to its total addressable market, or total revenue opportunity for a product.
Optimal investment targets include well-managed young firms that have experienced
initial success with a product in high demand but face capacity constraints in attaining
their potential future size and level of profitability. Capital investments at this stage
are needed to create the scale necessary to realize this opportunity for rapid growth.

Mature companies, in contrast, are often targeted by buyout equity investors,
or those seeking to unlock an established firm’s growth and profitability potential by
acquiring a business to transform or streamline its existing operations. Targets include
large firms with strong market share, consistent cash flows, and a substantial fixed asset
base in a less competitive industry due to regulation or entry barriers. Firms meeting
these criteria that face lagging performance or management issues are likely to reap
the greatest benefit from a buyout transaction. In this case, value creation involves
the use of debt financing to acquire and transform operations by adding management
talent, increasing efficiency, and shedding non-strategic businesses. Subsequent debt
reduction and higher profitability are the key elements necessary for reaching a higher
market valuation upon exit that represents the bulk of buyout equity returns.

CASE STUDY @

Bardstown Partners Chemical Industry Targets

Bardstown Partners, a private equity firm specializing in buyout equity, is con-
sidering a target company in the chemical industry to take private in a leveraged
buyout transaction. Bardstown has a track record of success in taking industrial
companies private and has built up considerable expertise and a strong network
in the chemicals sector. Bardstown has identified the three following possible
candidates for further due diligence:

= Blanckton Incorporated is the second-largest global company in chem-
icals, with approximately USD40 billion in revenue. Blanckton oper-
ates in a wide array of product markets and is geographically diver-
sified with a significant number of joint ventures and other strategic
partnerships. The company has consistently generated the best returns
on capital in the chemicals industry.

=  Maudville Corporation is a mature participant in the chemicals indus-
try with approximately USD5 billion in revenues and USD1 billion
in EBITDA. The company has carved out a competitive niche in a
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specialized area of the industry. Despite its ability to generate stable
cash flows, its margins and returns on capital are mediocre in compar-
ison to its peers in the chemicals industry. The company has a long-
time CEO, with no clear successor identified.

= Zbornak Incorporated is an emerging company in the industry with
approximately USD500 million in revenues. Zbornak has been grow-
ing more rapidly than its more mature industry peers. The com-
pany has achieved success in identifying revenue opportunities with
double-digit growth rates but has not yet found the scale necessary to
realize consistent profitability.

After considering these three companies, Bardstown concludes that Maudville
is the most appropriate choice to consider further in its due diligence process.
The company exhibits several attributes of a promising buyout candidate,
including its mature stage in the company life cycle, generation of stable cash
flows, and potential for improvements by increasing efficiencies. Furthermore,
because of the company’s potential need for management succession, Bardstown
may be able to find new leadership to drive change in the organization through
its network of contacts.

Private equity targets and their value creation potential are affected by company-
and industry-specific forces, as well as macroeconomic conditions, in different ways.
Exhibit 5 summarizes some of the key sources of value creation used by private equity
firms.

Exhibit 5: Sources of Value Creation in Private Equity

Strategic
Sell non-core divisions A Target sales and revenue growth
Pursue strategic growth initiatives (products, Maximize operational efficiency of assets

clients, regions, channels)
Increased labor productivity
Acquire new lines of business or companies
Optimize use of technology, research &
development, and capital expenditures

< »
<

Improve balance sheet management Replace or rebuild management team

Optimize working capital and long-term Restructure organization to meet new objectives
financing sources

Establish new and streamline existing processes

Manage cash, receivables, and assets
more efficiently

Financial Organizational

The application of strategic, operational, organizational, and financial value drivers
shown in Exhibit 5 varies greatly among targeted investments based on a company’s
stage in the life cycle, its industry and competitive position. For example, a buyout
equity firm targeting a mature manufacturing company with high operational leverage
and significant fixed assets is most likely to focus on operational areas for improvement;
however, a retailer with high financial leverage may find balance sheet optimization
and inventory management of greater importance when seeking areas of improve-
ment. The prospective future trajectory of an industry as well as the overall economic
outlook are important factors affecting the performance of private equity strategies.
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For example, rapid technological change in such industries as biotechnology and
information technology often fuel startup growth, which is less sensitive to the eco-
nomic cycle, while buyout targets in mature, cyclical industries with value creation
strategies that rely on the availability of less costly debt financing face a greater adverse
impact from rising interest rates or a cyclical downturn.

For private markets, such as real estate and infrastructure, which are usually project
based, GPs follow capital commitment, deployment, and distribution phases over a
common development life cycle, as shown in Exhibit 6.

Exhibit 6: Real Estate Development Life Cycle

Cash Flows to
Investors

Net Income

Completion

Income

L

Time

Expenses

Exhibit 6 shows the phases involved in a newly developed real estate project or so-called
greenfield investment, which involves “to be built” projects and assets earmarked
to provide an essential service or public good.

Real estate investment values stem from a property’s current and expected future
economic use. Opportunistic private real estate projects are like startup companies
in that they face cash outflows in an initial capital deployment phase. The real estate
equivalent of mature companies with stable cash flows are existing, well-leased
income-producing properties usually held in publicly traded REITs, although these
types of core properties are also available in private markets through what are known
as open-end diversified core equity (ODCE) funds.

Real estate development targets typically involve raw or developed land parcels,
with a relative attractiveness for opportunistic investment driven by

= location and suitability for the proposed project versus other uses,
= existing supply and expected future nearby development, and

= local, regional, and global economic conditions.

Underlying property use is the most important feature to consider when evalu-
ating target investments. As an example, while local industry conditions, transport
links, and the proximity of customers and suppliers are key priorities in selecting an
industrial warehouse location, a strong local job market and local educational and
recreational opportunities are far more important when selecting among residential
rental and owner-occupied housing projects.

The value creation process in real estate development hinges on a developer’s ability
to complete a project on time, reach full occupancy, and generate a stable future income
stream whose expected terminal value exceeds project cost plus a required rate of
return. In addition to such risks as project delays, changing economic conditions, and
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real estate cycle timing, real estate investors are exposed to technological change and
other structural factors that can have a significant and lasting impact on real estate
demand, as described in the following example.

HYBRID WORK AND THE COMMERCIAL REAL ESTATE MARKET

The trend toward hybrid office work, referring to the practice of combining
in-office with remote work, took hold following the COVID-19 pandemic.
The changing behaviors associated with this trend have profound structural
implications for the commercial real estate market globally. With office workers
spending less time in urban centers, visitors to urban retail stores near office-
dense regions have declined.

These behavioral shifts have negative implications for demand for office and
retail space in urban centers. As fewer workers are in the office, increasing office
vacancy rates internationally are typically accompanied by declines in the asking
price for rents. According to global management consulting firm McKinsey,
demand for retail space in “superstar” global cities is projected to be 9% lower
than pre-pandemic levels by 2030.

Market values of office and retail properties have fallen because of the remote
work trend. Lower office and retail rents and declining occupancy reduce oper-
ating income for commercial investors, creating downward pressure on property
values. An additional negative valuation factor comes from upward pressure
on property discount rates. Cap rates, the common metric for discount rates in
commercial real estate, increase as potential buyers see more risk associated with
future cash flows in these property types. The value declines in urban office and
retail properties are likely to make investments in such properties less attractive
in the near to medium term.

While commercial real estate developers and owners of existing assets have some
flexibility to adapt projects and properties to changing real estate demand, this is not
true for most single-use, long-lived infrastructure assets.

In contrast to real estate, infrastructure assets derive their value from underlying
long-term contracts known as concession agreements, or regulations that govern
their economic use and income generation potential. Under a concession agreement, a
granting entity, such as a public authority, contracts with a developer or operator on a
long-term basis to build, operate, and eventually transfer asset ownership back to the
so-called grantor at the end of a prespecified period. The final transfer of ownership
under this build-operate-transfer (BOT) project requires GPs to generate all investor
returns prior to the transfer of asset ownership to the grantor at zero terminal value.
Attractive opportunistic infrastructure projects include those that provide essential
services with relatively inelastic demand, less exposure to market cyclicality or eco-
nomic shocks, and the ability to increase user fees along with inflation.

As in the case of real estate, the underlying economic use, industry, and business
model under which a proposed new infrastructure project will operate are of primary
importance in prioritizing target investments. For example, many developed coun-
tries have introduced subsidies and regulation-based payment schemes, among other
incentives, to promote investment in renewable energy. GPs must factor the economic
impact of these schemes across jurisdictions into their decision-making process when
evaluating target investments.
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WIND FARM SUBSIDIES IN EUROPE

Nine northern European countries expect to spend approximately EUR800 bil-
lion to dramatically expand offshore wind farm capacity in the North Sea to 300
gigawatts (1 GW equals 1,000 MW) by the year 2050. This comes as part of an
urgent global push to reduce fossil fuel use as part of climate change initiatives
and in response to regional energy security concerns—for example, following
the outbreak of war in Ukraine in 2022.

While European policymakers seek to coordinate efforts to increase renewable
energy generation, individual countries are taking the initiative to improve their
capacity. For example, France plans to contribute over 13% of the 2050 goal with
emphasis on offshore wind farms, while Great Britain aims to approximately
triple offshore wind farm capacity by 2030. According to a consulting report
commissioned by a variety of stakeholders, Norway alone has the potential to
develop over 300 GW of offshore wind farm capacity, which is 10 times greater
than the country’s 2040 target.

One example of a government-supported program to support low-car-
bon electricity production is the United Kingdom’s Contracts for Difference
(CfD) scheme. These contracts are structured as swaps in which a renewable
energy developer exchanges periodic payments with the Low Carbon Contracts
Company, a UK government-owned entity, which effectively lock in a fixed unit
price on a specific volume of a developer’s electricity production for 15 years.
As more renewable electricity comes to market, developers face the risk that
future CfD price opportunities will reflect lower electricity prices and reduce
the longer-term value of renewable energy generation projects.

As for other private market assets, GPs in private infrastructure seek to create
value over a transformational life cycle. However, the greater size and illiquidity and a
general inability to repurpose investments impose additional constraints on managers
in pursuing this objective. With a development cycle involving sizable sunk costs and
a finite holding period, which sometimes involves an asset transfer with no exit value,
as in the case of BOT projects, GPs often focus on mitigating project risks, maximizing
operating efficiency when facing fixed-price contracts (or extracting inflation-adjusted
payments over time), and capitalizing on ancillary commercial opportunities when
evaluating target infrastructure investments as described below.

AIRPORT PROJECT COMMERCIAL REVENUE OPPORTUNITY

Airport development is an infrastructure project example in which commercial
payments from the concession contract associated with the build—operate—trans-
fer plan may be augmented by other sources of return. While an airport conces-
sion typically provides for revenue on a per-passenger basis for travel-related
services, the inclusion of duty-free and other shopping opportunities, restaurants,
airport hotels, and other passenger amenities, such as parking, expands the
potential for GPs to diversify and expand cash flow over the concession period.

The approximately USD30 billion global airport retailing market, dominated
by the Asia-Pacific region, is expected to grow by over 12% annually through
2030, concentrated among mid-sized airports. As a result, a key driver of poten-
tial returns for infrastructure funds with airport development opportunities in
the Asia-Pacific region involves maximizing the retailing potential within an
airport over the concession period.
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In what follows, we turn our attention to the remaining investment cycle phases
of deployment, distribution, and exit; detailed evaluation of target investments;
and the preparation and execution of the value creation process through the end of
the partnership investment period when an asset is sold, exited, or transferred to a
granting entity.

QUESTION SET [y

1. A primary value creation focus of private equity managers investing
in companies in the startup phase of the company life cycle is most likely to
be:

A. achievement of non-financial outcomes, such as validating a business
concept.

B. achievement of company revenue growth greater than growth in the
company’s total addressable market.

(. achievement of company efficiency gains.
Solution

A is the correct response. Value creation for startups involves non-finan-
cial milestones, such as new product prototypes and testing, validating a
business concept, and setting a go-to-market strategy, as the first steps on
a growth trajectory. B is not correct, because this sort of revenue growth
focus is most likely in the growth phase of the life cycle. C is not correct,
because this goal is more likely for companies in the mature phase.

2. Which of the following is a unique valuation component of the build—oper-
ate—transfer project model that is typically not used to value other catego-
ries of private market assets?

A. BOT projects rely on a significant amount of debt financing.

B. BOT projects have zero terminal value at the end of the concession
agreement.

(. BOT projects are valued based on the economic use of the asset.
Solution

B is the correct response. A unique component of valuing infrastructure as-

sets operating with a BOT model is that the asset has zero terminal value at

the time of transfer back to the concession grantor. A is not correct, because
significant amounts of debt financing are also used in private real estate

and buyout equity transactions. C is not correct, because private real estate

value is also determined based on its economic use.

3. Which of the following is likely not a critical value creation strategy of a
private real estate general partner?
A. Ability to complete projects on schedule

B. Ability to ensure that a new building is (close to) fully occupied on
schedule

C. Ability to anticipate changing economic conditions in development
plans
Solution

C is the correct response. While private real estate fund general partners

should be cognizant of the real estate cycle in their development plans, the
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ability to anticipate changes in economic conditions is not a critical part of
the GP’s value creation strategy. A and B reflect items that the GP can better
manage in terms of generating value through real estate development. Fin-
ishing projects on schedule and ensuring that a building has paying tenants
are both directly related to the cash inflows being reflective of the business
plan.

DUE DILIGENCE AND STRATEGY EXECUTION

] discuss the role of conducting due diligence and establishing a
business plan in the private investment process

GPs considering an illiquid, long-term investment in private equity, private debt, or
a private asset or project in real estate or infrastructure conduct very thorough due
diligence on targeted investments. The purpose of this process in private markets goes
beyond identifying intrinsic versus fair market value or potential growth opportunities
for a specific asset or investment as in public markets; it also extends to establishing
a business and financing plan to meet or exceed targeted return over a multiyear
investment life cycle.

The information available to GPs conducting due diligence for private market
strategies varies when pursuing company due diligence versus project or asset due
diligence. In the case of the former, early-stage companies have little more than a
business idea or prototype with few customers, minimal revenue, and no profits, while
mature buyout targets involve both business and accounting due diligence to evaluate
a firm’s prospective performance in established products and markets. The latter form
of due diligence often involves initial construction and development phases, creating
a real estate or infrastructure asset that produces future income. Private real estate
GPs consider real estate market conditions upon project completion when assessing
future income, while infrastructure investors focus attention on market and regulatory
factors related to the provision of contractual, essential services as a primary future
revenue source.

Given the lack of transparent performance benchmarking, upfront capital com-
mitment, and long illiquid investment period of a typical limited partnership, LP
due diligence on prospective fund managers differs from that in public markets, as
described later in this learning module.

Company Due Diligence and Business Plans

The industry and competitive analysis tools and approaches introduced in Level I
of the CFA Program curriculum also apply when conducting due diligence on pri-
vate equity or private debt opportunities. Past and future company performance is
driven by macroeconomic or industry-wide factors, such as economic growth, and
company-specific factors, such as increased market share.

As non-controlling investors in established, mature companies, public fund man-
agers rely on economic and industry analysis, publicly available information, and the
financial statements of a company and its competitors, clients, and suppliers to forecast
financial statements and assess a firm’s intrinsic value versus its recently traded price.

n
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Private fund GPs seeking significant minority or controlling stakes include these tech-
niques in their analysis of investment targets but usually conduct a more exploratory,
in-depth, dynamic process that varies greatly based on a company’s life-cycle stage.
For example, prospective analysis of early-stage companies by potential investors
often focuses on technical aspects of a prospective product or service and a founder’s
ability to rapidly go to market and reach scale, as shown in the following example.

CASE STUDY @

Estragon SA’s Kumartest LLP Due Diligence

Upon learning of Dr. Sana Kumar’s research and new process to rapidly test
complex assays using mobile technology, partners in the French venture capi-
tal firm Estragon SA initiate due diligence to consider a minority stake in her
firm. Estragon’s health care team is specifically focused on the new device’s
commercialization potential among European medical providers.

Estragon starts with an independent scientific verification of the new approach,
believing it to be potentially far faster and more accurate than existing methods.
In addition to its technical superiority, the team also draws the preliminary con-
clusion that the use of Kumartest’s new technology could dramatically improve
patient outcomes for several common diseases. Estragon uses this information
as a basis to assess Kumartest’s potential market size and identifies several major
European medical centers as early adopters for its use. Finally, Estragon confers
with experts on the time and resources required to clear the European Union’s
stringent conformity assessment process, ensuring Kumartest’s new product
meets safety and performance guidelines. Once Estragon has satisfied these
preliminary criteria, it moves on to weigh the financial terms and timing of an
investment, as well as possible partners and co-investors with similar expertise
in entering the US health care market.

Note the importance of scientific and technical factors in the due diligence process
for the previous startup example. The non-financial aspects of a company’s initial
development phase are more important than traditional financial statement analysis
in evaluating prospective investments.

Private equity buyout investors in mature companies, in contrast, can conduct
more thorough due diligence on the operating history of established companies, which
includes but is not limited to financial statement analysis. Private equity GPs typically
seek access to far more detailed non-public company information when bidding to
purchase a public or private company. GPs usually must sign a non-disclosure agree-
ment, or a legal contract specifying that confidential information received is only
for the purposes of evaluating a possible transaction. Potential buyers are typically
granted access to what is referred to as a data room, or a repository for confidential
company documents and data that usually include the following areas:

= Legal and organizational: Key legal commitments, partnerships, and joint
ventures, as well as company entities and organizational structure

=  Commercial: Key client data, sales projections, new product pipelines, and
existing pricing and supply arrangements with clients and suppliers

» Financial: Company cash flow projections, cost analyses, loan and other
financing agreements, and the status of owned and leased real estate, fixed
assets, equipment, and facilities

=  Human resources: Organizational chart, employee biographical information,
compensation levels and history, policies, and benefits

= Intellectual property: Trademark, patent, and copyright ownership and
licensing
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= Information technology: Creation, use, and licensing of software used to
manage operations, sales, and other firm activities

= Compliance and litigation: Company records and data on meeting health
and safety requirements, regulations, or privacy rules and on past or existing
pending litigation or sanctions

= Environmental, social, and governance (ESG) issues

= Taxation: Tax history, tax liens, policies, and losses carried forward

THE RISE OF VIRTUAL DATA ROOMS

As part of the due diligence process, potential company investors or acquirers
typically access privileged target company information from a secure data room.
The data room used to be a physical repository, but it has increasingly become
a virtual solution in recent years to address cost, efficiency, and security con-
cerns. The digitization of business records combined with the advent of cloud
computing created natural conditions for growth in virtual data rooms, and this
trend accelerated because of the COVID-19 pandemic.

Firms raising private capital can gain insights by tracking permissioned user
views of specific documents, demonstrate a commitment to data security to
prospective investors, and contribute to a more efficient due diligence process.
The rise in virtual data rooms has expanded the ability for private market GPs to
evaluate target companies and collaborate across investment teams. As a result,
the global revenue of virtual data room firms had a compound average growth
rate in excess of 10% compounded annually, with global revenue forecasted to
approach USD5 billion by 2028.

Private market due diligence is often an exploratory process in which GPs seek to
both assess a company’s prospects versus competitors and prioritize opportunities for
improvement over a multiyear investment period that form the basis for a business plan.

CASE STUDY @

Bardstown’s Due Diligence Process for Maudville
Corporation

As Bardstown searches for a take-private opportunity in the chemicals industry,
it has narrowed its focus to conducting detailed due diligence on Maudville
Corporation and comparing it to several industry peers in the commodity
chemicals industry. Growth in commodity chemicals is relatively slow and
highly exposed to the economic cycle, with the greatest potential opportunities
for improved performance in the areas of greater asset efficiency and expense
management. Although the basic technology used and underlying production
costs among firms appear to be similar, the Bardstown team takes a deep
dive into the supply chain, logistics, and distribution of the firm’s products.
As is common in the industry, Maudyville is heavily reliant on freight rail to
transport raw petroleum and natural gas material inputs, as well as outputs
to intermediaries and customers. However, in contrast to most industry com-
petitors, Maudville continues to own and operate many of its own rail tanker
cars, whose average age exceeds the industry average of 20 years by roughly a
decade. In addition to the aging cars’ shorter remaining useful life, Maudville
faces the prospective cost of retrofitting them in the near future to meet new
environmental standards.




74

Learning Module 2

General Partner and Investor Perspectives and the Investment Process

Maudville’s top competitors have gradually outsourced their rail tanker
fleets over the past several years. With long-term lease contracts and service
agreements in place with existing logistics providers, most competitors have
little or no opportunity for cost improvements in this area.

The Bardstown team sees an opportunity to increase Maudville’s asset effi-
ciency by selling its existing railcars and redeploying capital to upgrade and
expand its production capacity to improve margins and return on capital.

Once private equity GPs have identified opportunities for value creation, they
must take further steps to craft a plan of action when deploying investor capital to
achieve targeted returns over an investment holding period. An important first step in
devising a business plan is to define an industry, its barriers to entry, the competitive
forces, and the sources of return, as well as the target company’s existing and potential
position in the industry sector. For example, as a new entrant in the established health
care devices industry, the startup firm Kumartest introduced earlier must overcome
regulatory and other barriers to entry to disrupt existing market providers and capture
significant market share.

As a next step, it is important to quantify the potential of a new or existing mar-
ket and the target company’s potential given the gap between current and potential
future performance. Once the size of an opportunity is established, GPs must pri-
oritize the strategies, investments, and other changes necessary to reach the target’s
potential size, scale, and level of profitability. In the earlier case of Maudville, the GP
pinpointed a shift from owned to leased fixed assets (in this case, railcars) common
among competitors as a catalyst for unlocking the opportunity to increase asset effi-
ciency and reduce costs.

Finally, it is important to put any proposed business plan into a market context
to understand key risk factors and the performance sensitivity to changes in primary
drivers. For example, while the health care industry tends to face less cyclicality, with
inelastic demand for diagnostic testing, regulatory or technological changes may have
a significant effect on performance.

Project Due Diligence

In contrast to private company analysis, project or asset due diligence in such areas as
real estate and infrastructure usually makes a clear distinction between the construc-
tion and development phase over which an asset is built and the operational phase
upon completion over which returns are generated.

The initial property and project plan review addresses the risks and mitigants
associated with whether a project can be built on time, within its expected budget,
and to the specifications necessary for its expected future economic use. Due diligence
for this initial phase involves both the location and physical attributes of the land or
property itself, as well as architects, developers, contractors, and suppliers involved
in the construction phase.

Analysis of the post-completion operational phase seeks to ensure that expected
payments from an asset’s economic use adequately compensate investors for bearing
the associated risks over the investment holding period. The nature and level of future
asset income depend on the strategy and property type, as well as any contractual
commitments in place upon completion. For example, a real estate development
may be initiated on a purely speculative basis without prior commitments or built to
suit a specific commercial tenant based on pre-agreed terms and a multiyear lease.
Infrastructure assets, in contrast, often rely on concession agreement details as to
whether future cash flows are fixed or inflation adjusted or depend on commercial
or regulatory factors. For example, the earlier case study on European wind power
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subsidies underscored the potential impact of national regulatory schemes on the rel-
ative performance of energy infrastructure projects, whether powered by renewables
or traditional energy sources.

As is true for private companies, project due diligence also incorporates different
economic and market scenarios to evaluate key drivers of return. The following exam-
ple of a major property refurbishment project addressed in further detail in a later
reading illustrates several considerations that may arise during project due diligence.

CASE STUDY @

Due Diligence for Kingston Tower

Kingston Tower is an old office building outside Toronto with few amenities
and declining occupancy. A private real estate fund manager is considering a
purchase of the tower to complete a major refurbishment project. Given the
expected persistence of remote work following the COVID-19 pandemic, the
prospective project involves a more costly conversion from full office usage to
a mixed-use, amenity-rich coworking and luxury apartment complex.

The GP’s initial property and project plan review considers both the loca-
tion and physical attributes of the existing structure. The manager assesses
the attractiveness of the location for residential use, including proximity to
amenities and recreational opportunities, as well as the building’s suitability
for conversion in terms of access, floor plan layouts, and the reconfiguration
of plumbing, heating, and electricity, among other changes. The GP confers
with developers and architects with major refurbishment experience to reach
the preliminary conclusion that the project is technically feasible and could be
completed over a three-year period. As a next step, the GP also assesses how
the project could be sequenced to retain existing office tenants and cash flow
over as much of the renovation phase as possible.

The fund partners then turn their attention to the economic feasibility of the
project, which depends on the building’s net operating income once it becomes
fully operational and leased to both commercial and residential tenants. While
the project appears to exceed the GP’s expected hurdle rate of return under
a base-case scenario, she notes that the more costly coworking rental market
tends to be more cyclical than the residential real estate market is and, there-
fore, decides to analyze the project using a downside case in which coworking
rents and occupancy face a greater decline than the residential market faces.

As the prior case study suggests, a project business plan often differs in that the
explicit development steps and associated milestones drive success in reaching the
operational, income-producing phase that generates returns for investors. While the
business plan of a private real estate project often involves the sale of a property once
it is completed and fully occupied, in the case of infrastructure, a project or concession
may have a finite life and be turned over to a public authority at the end at a price of
zero or a low terminal value.

LP Due Diligence

Extended capital commitments, illiquidity, and lengthy investment periods compel
limited partners to conduct a thorough investigation of GPs prior to committing to a
new fund. Whereas detailed portfolio comparisons and frequent performance bench-
marking versus other fund managers and indexes are common among public fund
investors, private market investors use a combination of qualitative and quantitative
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factors to assess private fund GPs. The following case study illustrates the approach
taken by a public pension fund to evaluate private equity GPs prior to committing
capital.

CASE STUDY @

Northern States Due Diligence of Tenderledge
Investment Fund X

Northern States Pension Plan is a large US-based public pension fund with
a 15% allocation target to private equity. Strategic objectives in growing its
allocation include diversification across strategies and engagement to promote
sound environmental practices.

Northern States is considering a USD25 million allocation to Tenderledge
Investment’s new Fund X. Northern States has previously invested with
Tenderledge in both its recently completed Fund VIII and its existing Fund IX.
Fund X is a growth equity fund seeking to raise capital of USD200 million with
a cap of USD225 million, a source of potential diversification given Northern
States’ current allocation focused on venture capital and LBO investments.

Tenderledge has a track record of transforming small- and mid-cap companies
through innovations in process improvements. Fund X will target similar com-
panies to grow revenue and reduce costs via enhanced environmental processes.

Tenderledge was founded 25 years ago by Miranda Tender and Johan Ledge
after 10 years in merger and acquisition advisory, and both remain senior part-
ners. The firm has three other partners, with a total of 50 years in investment
experience, and 10 additional staff with combined experience of 90 years.

Tenderledge has solid historical returns, generating an average net IRR after
fees across all closed Funds I-VIII of 12.5%. For example, Fund VIII generated
net total value to paid-in (TVPI) of 2.03 and a net IRR of 13.5%. Fund IX cur-
rently has a gross TVPI of 1.30, gross IRR of 15.0%, and an expected exit in four
years. To date, Fund IX has made only small distributions to investors, with a
distributed to paid-in of 0.20.

While Northern States views Tenderledge’s strengths to be its experienced and
growing team and continued focus on process improvements, it has two areas
of concern related to Fund X. First, because of the growing popularity of ESG
strategies, Northern States investigates whether Fund X’s targets may attract
many bidders, forcing it to overpay. However, its due diligence suggests that
Tenderledge’s plan to target smaller companies is unlikely to attract excessive
bidding interest from other funds. Second, Northern States investigates whether
the delays in Fund IX distributions are a sign that Tenderledge may fail to deliver
expected returns by the fund’s exit date. After careful analysis of Tenderledge’s
track record from completed funds, it becomes clear that distribution delays
do not correlate with lower fund performance.

Finally, Northern States examines the firm’s legal, ESG, and workplace
diversity track record. Tenderledge has no pending or past lawsuits and recently
became a signatory to the UN Principles of Responsible Investment. The firm
has a robust due diligence and investment process that incorporates ESG
considerations. Tenderledge’s diversity statement includes statistics regarding
current employment and its efforts to improve diversity among its management
and employee ranks.

After evaluating all this evidence, Northern States concludes that Tenderledge
Investment Fund X meets all its due diligence requirements.
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QUESTION SET Ey

1. An early-stage company is seeking private capital to provide suf-
ficient funding for hiring a team to get its product to market. Which one
aspect of company due diligence is likely to be least heavily weighted by the
private market fund?

A. Thorough examination and analysis of technical aspects of the compa-
ny’s product

B. Thorough examination and analysis of the company’s financial
statements

C. Thorough assessment of the company’s founder and his or her ability
to guide the new product to market
Solution

B is the correct response. The non-financial aspects of a company’s initial
development phase are more important than traditional financial statement
analysis in evaluating prospective investments in early-stage companies. A is
not correct, because analyzing technical aspects of an early-stage company’s
product is a critical part of company due diligence. C is not correct, because
thorough assessment of the company’s founder is also a critical component
of company due diligence for early-stage companies.

2. Identify two resources used by companies that are potential acquisition tar-
gets of private equity firms, and briefly explain why these resources are used.

Solution

Non-disclosure agreements and data rooms are two resources used by
companies that are potential targets of private equity firms or any other
possible acquiror. Both resources help ensure that confidential information
accessed by the potential buyer can be used only for the purpose of a possi-
ble transaction. A non-disclosure agreement is a legal document protecting
confidentiality, and data rooms provide a secure location for confidential
information to be stored.

3. Identify the next step for a private market fund following a positive due
diligence process on a company target.

Solution

The next step following a positive due diligence process is to formulate a
business plan to create value. Private market due diligence is an explorato-
ry process in which GPs seek to both assess a company’s prospects versus
competitors and prioritize opportunities for improvement over a multiyear
investment period that form the basis for a business plan or a plan for value
creation.

4. Which one of the following most correctly reflects a contrast between proj-
ect due diligence and company due diligence?

A. Technical factors are more important for project due diligence than
for company due diligence.

B. A clear distinction in asset life-cycle phases (e.g., greenfield versus
brownfield) creates distinct focus for project due diligence.
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C. A financial outcome from a project due diligence process includes a
cash flow forecast.
Solution

B is the correct response. In contrast to private company analysis, project

or asset due diligence in such areas as real estate and infrastructure usually
makes a clear distinction between the construction and development phase
over which an asset is built and the operational phase upon completion

over which returns are generated. A is incorrect because technical factors
are also important in company due diligence for early-stage companies. C is
incorrect because a cash flow forecast is an outcome of all due diligence pro-
cesses, regardless of whether the due diligence is for a company or project.

PRIVATE INVESTMENT EXIT STRATEGIES

] discuss alternative exit routes in private investments and their
impact on value

The final stage of the private investment life cycle is the eventual sale or exit of the
investment, as shown in Exhibit 1. For many private investments, the sale price is a
key driver of LP returns and GP performance-related compensation in the form of
carried interest over the investment holding period. In other cases, such as private
debt or an equity stake in a BOT infrastructure project, the maturity or transfer date is
predetermined or contractual, with minimal impact on return. We will, therefore, focus
attention on the impact of exit alternatives on value in private equity and real estate.
Whether investing in early-stage companies or buyout opportunities, private
equity GPs conduct due diligence and establish a business plan fully intending to
eventually sell the investment in several years’ time. Broadly speaking, private funds
exit investments by selling to the public via an IPO, selling to one or more private
buyers through different approaches, or liquidating the firm, as shown in Exhibit 7.

Exhibit 7: Typical Venture Capital, Buyout, and Growth Exit Strategies

Private
Sale

Exit
Strategies
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Most private equity firms consider their exit options well in advance of a planned
exit, frequently engaging external advisers, such as investment banks, merger and
acquisition advisory firms, and other consultants, in the process. These firms are often
engaged to source interested buyers, prepare materials for public or private sales, and
assist in negotiations.

Private market GPs generally select an exit route that maximizes LP returns
and GP performance fees, and the choice of a particular approach is highly depen-
dent on both top-down macroeconomic and market conditions and industry- and
company-specific dynamics.

Public Sale

Going public via an initial public offering involves the issuance of publicly traded
shares on an exchange, which greatly increases the liquidity of ownership and access
to large amounts of capital from the broadest possible range of investors. A private
company’s initial share issuance may represent the reintroduction of a restructured
firm that was taken private or the first opportunity to access the investment, as in the
case of a successful startup company in the following example.

EXAMPLE 1

Tencent’s IPO

Tencent, the Chinese technology giant behind WeChat, was founded in 1998.
The company had early success with a communication application but quickly
encountered cash flow and legal challenges as the company’s user base grew
rapidly. After failing to find a buyer for the company, Tencent was able to raise
USD2.2 million from two Chinese venture capital funds in exchange for a 40%
stake in the startup company in April 2000.

About one year later, Naspers, a South African technology investor, purchased
a 46.5% stake in Tencent for approximately USD32 million. One of Tencent’s

early venture investors exited its initial investment at a return on investment
(ROI) of 11x.

In June 2004, Tencent issued public shares on the Hong Kong Stock Exchange
at a price valuing the company at approximately USD800 million, representing
a 10x ROI for Nasper over a three-year holding period. After the IPO, Nasper
retained a sizable stake in Tencent, and by February 2021, its 29% stake was
worth approximately USD200 billion. Nasper’s Tencent investment produced
not only a sizable pre-IPO return but also an ROI of approximately 875x over
the 17-year period on its continued holdings in the company.

The primary advantages of an IPO include the ability to maximize valuation multi-
ples under favorable public equity market conditions and stage a controlled exit process
in multiple phases with continuity of management and business strategy. For example,
a primary issuer may capitalize on strong market conditions and growth following
an IPO by executing one or more secondary share offerings. While this route is not
available to all private companies, the ideal IPO candidate involves larger companies
with an established operating history and excellent growth prospects.

That said, the IPO process is cumbersome, time consuming, and costly, with an
outcome that is highly dependent on public market conditions. For example, smaller
companies may pay as much as 7% of gross IPO proceeds in fees. The value upon
exit from the IPO process to private investors depends not only on the initial price
achieved in the primary offering but also on continued strong share performance, for
two key reasons. First, GPs often sell their controlling stake in a firm in stages and,
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therefore, rely on continued strong market demand for shares. Second, private equity
firms are typically subject to a lockup agreement, or sale restriction, at the time of
issuance that prevents the GP from fully liquidating its interest in newly issued stock
for a predetermined period, often up to 180 days. IPO markets have also shut down
during periods of financial stress, such as the Global Financial Crisis of 2008—2009
and the COVID-19 pandemic.

For these reasons, IPOs are generally not the most common exit route, although
this alternative often factors into a GP’s preparation for monetizing an investment
as a negotiating strategy. Given that the IPO process also involves the preparation of
materials that support potential purchaser due diligence, in many instances, the pros-
pect of a future IPO may accelerate the private sale of the company to an interested
buyer without incurring underwriting fees.

Private Sale

The monetization of an existing investment via a sale to another private buyer can
involve different parties and take multiple forms, as shown in Exhibit 8.

Exhibit 8: Private Sale Strategies

Private
Sale

Financial
Buyer
GP-led
Secondaries

Key advantages of private sale include the relative speed and flexibility with which a
transaction may take place, typically with fewer restrictions and at a lower cost com-
pared with a public sale. Also, private sale prices do not directly depend on favorable
public equity market prices, although such factors as the cost of debt, investor risk
appetite, and the public market valuation multiples of comparable public companies
used by buyers and sellers in negotiations have an indirect effect on the value a GP
is able to realize upon sale.

In some instances, private sale dynamics involve a buyer willing to pay far more
than what might be achieved in a public sale due to a unique strategic opportunity, and
in other cases, a private buyer may be available despite unfavorable market conditions
that preclude a public sale. The most common forms of private sale are outlined next.

Private Sale to a Strategic Buyer

In many cases, the highest bidder for a company is likely to be a strategic buyer, as
described in a Level II CFA Program learning module on private company valuation.
A strategic buyer is a buyer that seeks to capitalize on synergies by extending the value
creation process initiated by the GP, combine the business with another portfolio
company, or take other actions as a controlling investor to increase the firm’s value.
Strategic investors often see the greatest potential and are also able and willing to
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assume associated execution risk. A strategic buyer is often another private equity
fund manager, but in some cases, such as in the following case study, the strategic
buyer is a publicly traded company.

EXAMPLE 2

Facebook’s Acquisition of WhatsApp

In October 2014, Facebook, now known as Meta Platforms, completed its USD19
billion acquisition of WhatsApp. The deal had been announced eight months
earlier and was the largest acquisition of a venture-backed company at the time.

WhatsApp was founded in 2009 by two former Yahoo! employees as an
instant messaging service for smartphones. WhatsApp’s initial venture funding
source was Sequoia Capital, which provided USD8 million of Series A financ-
ing in 2011. Sequoia made subsequent investments in WhatsApp, and its total
investment before the Facebook acquisition grew to USD60 million. Sequoia’s
estimated ROI on its WhatsApp investment was close to 50x.

Given WhatsApp’s minimal revenue at the time of purchase, Facebook’s
acquisition price suggested that the company saw huge potential in the compa-
ny’s technology, its user base, and their data, as well as a perceived threat to its
own platform. WhatsApp had a user base of 600 million monthly active users,
with significant growth in developing markets.

The strategic acquisition in the previous case study was paid for using the publicly
traded shares of the acquiror, but in other cases, these transactions are conducted in
the form of a leveraged buyout, where a public or private company acquires the target
using a combination of debt and equity.

A special case of the private sale to a strategic buyer is the situation in which the
acquiror involves the company’s existing management in what is referred to as a man-
agement buyout. In a management buyout, the existing leadership team commits
its own equity capital as an incentive to grow the firm’s cash flows and value together
with one or more private equity GPs. Management buyouts are frequently structured
as an LBO, with debt forming a significant proportion of the purchase price.

Private Sale to a Financial Buyer

A financial buyer, in contrast, may in some cases be the highest bidder for a controlling
interest for a private firm. A financial buyer is an owner that seeks to earn investment
returns from an existing company without identifying or capitalizing on synergies from
a controlling interest. A financial buyer may involve an investor seeking a strategic
buyer or a private equity GP planning to hold the company in a limited partnership
structure. Given the finite life of closed-end partnerships and growing demand for
private market investments, GPs are increasingly selling assets from an existing port-
folio into a new fund in what is referred to as the GP-led secondary market.

EXAMPLE 3

The Rise of GP-Led Secondaries

GP-led secondaries, also referred to as continuation funds or fund recapital-
izations, have become common exit strategies for private fund sponsors. GP-led
secondaries involve a private fund manager sale of assets from an existing fund
to a new fund. This continuation fund is led by the same GP with capital from
secondary investors. Pricing and terms are often negotiated with secondary
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investors, while existing fund investors are granted the opportunity to sell under-
lying assets, retain an investment interest in the new fund with similar terms
as the existing fund, or re-invest in the continuation fund based on new terms.

According to Preqin, an alternative investment data company, the market for
GP-led secondary transactions rose from just under a quarter of all secondaries
in 2016 to over half the volume of secondaries five years later, with single-asset
continuation funds experiencing the highest growth among secondaries.

The exit strategy of a private real estate fund GP is typically the sale of a property
to a REIT once it has established consistent occupancy and cash flows. A private
real estate fund GP may choose to retain stable income-producing properties if the
fund’s investment strategy provides latitude for inclusion of these types of assets.
Additionally, real estate market conditions are an important factor in the exit timing
of property investments.

Liquidation

Controlling shareholders have the power to sell the assets of a company if it is no
longer viable as a going concern. In the case of startup companies funded by venture
capital equity investments, the failure rate is extremely high, although these companies
have very few fixed assets and little liquidation value.

For large, established companies in a declining phase of the company life cycle
facing financial distress, the market value of the firm’s fixed assets, real estate, inven-
tory, and intellectual property may well exceed the value of its liabilities. In some
cases, the firm may be able to receive protection from its creditors, restructure its
assets and obligations, and maintain solvency, but in other cases, bankruptcy and
liquidation are the best approach. In this case, while equityholders will typically face
a loss of their entire investment, asset sales offer debtholders the highest recovery
for their fixed claims. This topic will be addressed in greater detail in a subsequent
reading on special situations.

QUESTION SET [ f

1. Exit value realized from the sale of an operating property is a key
driver of investor returns for which one of the following private market
investments?

A. Private debt
B. Private infrastructure

(. Private real estate
Solution

C is the correct response. The return to private real estate investments is
largely a function of the sale of the operating property at the end of the
fund’s life. A and B are incorrect. For private debt investments or an equity
investment in a BOT infrastructure project, the maturity or transfer date is
predetermined or contractual, with minimal impact on return.

2. Identify and discuss three reasons why volatility of public equity prices may
cause IPOs to not be more commonly used as an exit strategy for private
equity investments.

Solution

= Unfavorable public market conditions at the time of IPO
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= The existence of lockup agreements

= The need for a continued period of strong demand for company shares

Public market conditions may be unfavorable at any given point in the
future, so it becomes difficult to plan for an IPO, especially given the long
process required to prepare IPO filing materials.

Lockup agreements delay the date at which shares can be sold after an IPO,
so any price declines after the IPO date become costly to the GP in terms of
its exit value.

GPs often sell their controlling stake in a firm in stages and, therefore, rely
on continued strong market demand for shares. Because post-IPO returns
on individual company stocks may fall below equity benchmarks over
longer time horizons, this may be an impediment to using an IPO as an exit
strategy.

. Which one of the following least likely describes a management buyout
transaction?

A. Private sale by a financial buyer
B. Leveraged buyout

C. DPrivate sale by a strategic buyer
Solution

A is the correct response because the company’s management is not a
financial buyer. A special case of the private sale to a strategic buyer is the
situation in which the acquiror involves the company’s existing management
in what is referred to as a management buyout. In a management buyout,
the existing leadership team commits its own equity capital as an incentive
to grow the firm’s cash flows and value together with one or more private
equity GPs. Management buyouts are frequently structured as an LBO.
Thus, both B and C are incorrect.
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PRACTICE PROBLEMS

The following information relates to questions
1-4

Estragon SA is a growing French venture capital firm with five completed funds,
with another fund nearing 100% capital deployment, and in planning stages for
its seventh fund. As a result of its success and the growing capital base of each
successive fund, the firm is seeking to hire a new associate. Suzette Dubois,
senior partner of Estragon, is interviewing several candidates for the position. To
introduce candidates to the fee structure of the firm’s funds, Dubois makes the
following statement to the job candidates to start a conversation:

Statement 1 The firm’s management fees are typically calculated as 2% of the
firm’s valuation of total fund stakes in portfolio companies.

Following the discussion of management fees, Dubois asks candidates about
carried interest. She discusses the common approach of a carried interest rate on
fund returns with hurdle rates once 100% of committed capital has been returned
to LPs. She comments that Estragon has been experiencing very strong interest
from investors and that some continuing investors from its earlier funds are will-
ing to commit large proportions of the fund’s target upon the fund’s opening to
commitments. Estragon reserves some space to accommodate a limited amount
of committed capital from LPs with no prior history investing in Estragon funds,
but only later in the commitment phase.

Dubois continues a discussion of aspects of Estragon’s fee structure. For earli-

er funds, Estragon included a clawback provision as part of its carried interest
terms, but it recently changed its carried interest terms to no longer include this
provision.

Dubois finishes the interview process with some discussion of how Estragon han-
dles investment exit strategy. Estragon has been able to successfully take a small
portion of its portfolio companies public; however, its preferred exit strategy is to
find a strategic buyer for successful portfolio companies.

1. Evaluate the accuracy of Dubois’ Statement 1.

2. Discuss Estragon’s possible approaches to setting carried interest terms with
continuing investors and new investors.

3. Which one of the following statements most accurately describes a reason for
LPs to desire a clawback provision in carried interest terms?

A. Clawback provisions prevent LPs from overpaying performance fees because
of volatile returns that are not sustained over the full investment life cycle.

B. Clawback provisions protect LPs from overpaying performance fees when
early fund investments are exited successfully followed by much less suc-
cessful investment exits.

(. Clawback provisions protect LPs from overpaying performance fees when
carried interest is fully paid at the end of the fund’s life.

4. Identify and briefly discuss the most likely investment exit strategies used by
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Estragon.

The following information relates to questions
5-8

Bardstown Partners is a global private equity firm based in the United States with
a focus on take-private transactions. Jack Spear is a managing director at Bard-
stown and specializes in deals in consumer-oriented businesses. His most recent
investment transaction for Bardstown was a EUR1.5 billion purchase of E and F
Grocery financed with EUR900 million of debt.

Spear is currently researching opportunities in food retailing industries as
potential investment targets. He has settled on three possible companies in

the quick-service restaurant industry. Each of the three targets exhibits strong
market share, consistent cash flows, and valuable assets. Other attributes are as
follows:

Target 1: Returns on capital over the last three years below industry average
and a CEO with majority ownership of company shares

Target 2: Returns on capital over the last three years below industry average
and significant senior management turnover

Target 3: Returns on capital over the last three years above industry average
and strong management team

Bardstown negotiated a EUR900 million purchase of Target 2 as a new fund in-
vestment. As part of its plans to transform the company, Bardstown plans to sell
one non-core division of the company, focus on improving labor efficiency, and
use more technology in the company’s retail outlets.

During a recent Bardstown Partners investment committee meeting, a discussion
about the possibility of moving the partnership’s location occurred. Increasingly,
Bardstown is finding a greater proportion of its investments in Europe, and as a
result, more of its senior employees reside in Europe. However, all the partners
reside in the United States.

5. Explain the two-part sequence of financing for Bardstown’s purchase of E and F
Grocery.

6. Which one of the target companies is likely the best opportunity for a
take-private transaction?

A. Target 1
B. Target2
(. Target 3

7. Which one of the following categories of value creation sources is Bardstown
least likely pursuing in its transformation plan?

A. Operational
B. Organizational

(. Strategic
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8. Discuss one potential area of concern related to taxation that Bardstown would
want to research before proceeding with any plans for moving from the United
States to a European country.

The following information relates to questions
9-12

Asiastruct is a private real estate firm based in Singapore. Its latest fund recently
purchased a parcel of land in Thailand outside Bangkok for THB6 million, on
which it plans to construct a residential development with planned completion
in two years. The expected total cost of the development is THB54 million, to be
drawn down from both debt and equity sources over the next 24 months.

Asiastruct’s new development location was the result of careful due diligence re-
garding site selection. Specifically, the new property is located adjacent to a new
section of a mass transit line with direct access to Bangkok and its airport. The
region’s economy is currently doing well, with strong job projections and other
favorable developments to support residential housing development. Asiastruct
believes that the returns on the project will be excellent because of its value cre-
ation abilities in residential real estate development and operations.

Asiastruct’s investors are primarily pension plans, sovereign wealth funds, and
ultra-high-net-worth investors who commit capital to the fund as limited part-
ners at the beginning of the fund’s life of about 10 years, and these investors are
attracted to returns that are up to 400 bps greater than typical returns on liquid
public real estate securities, such as REITs, which expect to yield approximately
6% annually. Asiastruct’s capital deployment phase usually lasts four years, and
the typical lag between capital commitment and deployment is two years.
Asiastruct is exploring the possibility of starting a private infrastructure fund.
The fund’s partners believe there are potential opportunities in certain types of
Asian infrastructure projects, such as airport development, in which the firm
may be able to capitalize on its construction network throughout the region. It
has begun reaching out to certain individuals who may be good candidates to
help start an infrastructure fund. During discussions with a few candidates, Asi-
astruct discovers a variety of commonalities and differences between private real
estate and infrastructure investments, especially with respect to build—operate—
transfer projects.

9. Which of the following most likely describes the capital drawdown during the
initial two-year capital deployment phase of Asiastruct’s Bangkok residential
project?

A. Drawdown is contingent on meeting defined project milestones.
B. Drawdown occurs evenly over the 24 months.

(. Drawdown occurs at the time of land purchase.

10. Identify three goals that Asiastruct should ideally aim to achieve as part of the
value creation process on the Bangkok project.

11. Which of the following is closest to the LPs’ annual expected rate of return over
the 10-year fund cycle?

A. 8.4%
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B. 9.2%

¢ 10%

12. Discuss one important exit strategy difference between private real estate and
private BOT infrastructure investments.
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SOLUTIONS

While 2% may be a typical rate for management fees, the portion of the statement
that suggests the fee is calculated based on the firm’s valuation of its portfolio
companies is not correct. Such a fee scheme would provide incentives for the
firm to inflate its valuations of its portfolio companies. Rather, management fees
typically use the fund’s committed capital during the capital deployment phase
and committed capital less cost basis of exits during years following full capital
deployment.

Estragon is in a strong bargaining position because the firm has a strong perfor-
mance record and its funds are highly sought after. As a result, the firm is likely
to set terms more in its favor. However, it may provide the least generous term
to new investors committing late in the phase, whereas continuing LPs making
larger and earlier commitments may receive somewhat more generous terms.

B is the correct response. In the case of a venture capital fund, successful exits
of early investments could create distributions to LPs such that 100% of capital
commitment has been distributed. Failure of later investments may reduce the
fund’s overall returns such that carried interest paid early in the fund’s life cycle
may reflect overpayments to the GP. A clawback provision allows for the excess
carried interest to be returned to LPs. A is not correct, because this response
describes a high-water mark. Response C is not correct, because carried interest
paid entirely at the end of the fund’s life will reflect the fund’s final return. Claw-
backs apply only if carried interest is paid prior to the end of the fund’s life.

Estragon’s most likely exit strategy for its portfolio companies is liquidation or
private sale at a loss. Estragon is a venture capital fund investing in startup com-
panies, and these companies are extremely likely to fail. As such, only a minority
of Estragon’s investments are likely to go public or be sold in a profitable private
sale.

First, Bardstown contributes EUR600 million of equity to form a new acquiring
business entity (AcquisitionCo) and arranges EUR900 million of short-term
financing to purchase the target, E and F (TargetCo).

Second, AcquisitionCo and TargetCo are merged into a new combined business
entity, and this new entity arranges for longer-term debt financing of EUR900
million to refinance the short-term financing from the first stage.

B is the correct response. All three targets have attractive attributes noted, but
companies facing lagging performance or management issues are likely to reap
the greatest benefit from a buyout transaction, and Target 2 most closely aligns
with this description. A is not correct, because Target 1 has lagging performance,
but the CEO with majority ownership is likely to demand a high selling price. C is
not correct, because Target 3 has neither lagging performance nor management
issues.

B is the correct response. Bardstown does not seem to be focusing on any orga-
nizational sources of value creation, such as replacing management or improving
processes. A is not correct, because both improving labor efficiency and using
more technology are operational sources of value creation. C is not correct, be-
cause selling a non-core division is a strategic source of value creation.

Carried interest is a key component of the income generated by a private market
fund partnership. Currently, the United States provides favorable tax treatment



Solutions

10.

11.

12.

to carried interest given both its deferral until the end of an investment period
and its treatment as a long-term capital gain as opposed to ordinary income.
Bardstown should research tax treatment of carried interest in other possible
locations and continue to monitor the US tax environment for the possibility of
future changes to the tax treatment of carried interest.

A is the correct response. Asiastruct draws down enough equity initially to pay
for the land purchase, and later equity drawdowns occur at specific milestones

in the development process, such as certifications of completion of the structure
and occupancy. Debt capital is drawn down according to construction and de-
velopment needs throughout the development process. B is not correct, because
the development process cash flow needs are unlikely to occur evenly over the 24
months. C is not correct, because Asiastruct does not require the full amount of
capital at the time of land purchase.

= Complete the project on its planned two-year schedule.

= As the project is completed, ensure that the building is occupied at rates
that are consistent with or greater than those planned.

= Ensure that the building’s units are rented at prices consistent with or
greater than those planned.

B is the correct response. An LP loses approximately 40 (= 400/10) bps per year
during time lag between capital commitment and deployment if funds are invest-
ed in liquid REITs. The time lag is two years, so the loss compared to the private
real estate return expectation is 80 bps. Thus, the approximate rate of return is
9.2% (= 10% — 0.8%). A is not correct; it would be true if the time lag were four
years. C is not correct, because the LP does not earn the 10% private market
return for 10 years.

Private real estate investments are likely to generate significant value from a GP’s
ability to sell the developed project at a price consistent with or greater than
expectations when the project was initially developed. Thus, the exit strategy is
an important consideration for a private real estate GP, such as Asiastruct. In
contrast, a private BOT infrastructure project is transferred to the concession
grantor at the end of the contract term at zero or minimal terminal value. Thus,
the exit strategy for this type of project is predetermined by the contract.
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LEARNING OUTCOMES

Mastery | The candidate should be able to:

discuss private equity strategies over the company life cycle

discuss characteristics of venture capital and growth equity
investments

discuss characteristics of buyout equity investments

OO oo

estimate and interpret key inputs and calculate the value of a private
equity investment for venture capital, growth equity, and buyout
situations

[

discuss the risk and return among private equity investments as well
as versus other investments as part of a strategic asset allocation

INTRODUCTION

Private equity remains the dominant form of private market investment. According
to the global management consultant firm McKinsey, nearly two-thirds of the almost
USD12 trillion in private market assets under management globally are held in private
equity. While the classification of private equity investments varies among markets and
participants, our focus will be on three distinct areas across the company life cycle,
namely, venture capital used to launch high-potential startups, growth equity to assist
young companies during periods of rapid growth, and buyouts in which investors take
control of and restructure mature underperforming companies, which are also referred
to as leveraged buyouts (or LBOs). Later readings address the use of debt financing
in private market strategies and special situations such as distressed debt investing.

This reading first addresses different private equity strategies across the company
life cycle, from new firms attracting minority shareholders to develop a business
idea to the full takeover of an established firm seeking to add value by streamlining
operations for an eventual sale. We address the distinct characteristics of these three
private equity areas, including forms of investment and economic drivers as well as
common features and differences in valuation methods applied to venture capital,
growth, and buyout situations. Differences among private equity investments and
with other markets contribute to distinctive risk and return features that influence
their role in strategic asset allocation.
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= DPrivate equity strategies over the company life cycle include
venture capital for startups and their initial development,
growth equity to expand operations, and buyout equity, which is used
to acquire, control, and transform mature companies later sold to
private or public investors.

= Venture capital is deployed in a company’s initial, pre-revenue phase
when cash flow is usually negative to launch a business, create a prod-
uct, and establish a market.

= Growth equity is used by later-stage firms with a proven market to
fund expansion with established products.

= Buyout equity investments, or leveraged buyouts, involve the purchase
of a controlling stake in a mature company by investors who see an
opportunity to increase valuation and improve cash flow. A company
is usually purchased with equity and debt and then restructured with
incremental cash flow used to repay debt, followed by a sale to gener-
ate returns.

= Investment valuation across private equity uses entry and exit values
to determine return on investment (ROI) and internal rate of return
(IRR). The venture capital (VC) method uses the exit value of equity
and ROI to determine firm value before new equity is sold, whereas
the growth equity method includes cash flow projections for profitable
growth over an investment horizon. LBO model inputs, on the other
hand, are derived from financial statement analysis for both the entry
and exit value of equity with significant debt usage over the investment
period, which is paid down over time.

= The role of private equity in a strategic asset allocation is to achieve
high-risk-adjusted returns and diversification benefits relative to
holding public market equities among other investments that more
than adequately compensate investors for the added risks and costs of
venture capital, growth equity, and buyout equity investments.

PRIVATE EQUITY STRATEGIES

] discuss private equity strategies over the company life cycle

In Level 1 of the CFA Program, we described how a successful company evolves from
a startup period to a phase of rapid expansion with rising cash flows and profitability,
followed by a more stable, mature development period, after which the company may
enter a phase of decline as seen in Exhibit 1.
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Exhibit 1: Company Life Cycle Stages

Start Up Growth Decline

Revenue

Cash Flow

Time

Standardized public stock exchanges impose listing rules such as a minimum number
of shareholders, asset size, and net worth, and they mandate the periodic release of
audited financial reports. Many companies unable or unwilling to meet these and other
public market requirements choose instead to access private capital for various reasons
at different stages in their life cycle. For many small- and medium-sized private firms,
personal or family capital contributions prove sufficient to sustain business capital
needs throughout their life cycles. However, institutional private equity investors can
and often do play a critical role for companies at both earlier and later life cycle stages.

Startup companies have little to no revenue, negative cash flow, and few assets
and are typically established with an equity contribution from a founding owner,
friends, or family. As the new company develops, founders often seek active insti-
tutional investors willing to assume very high risk as it validates a business concept,
determines market size and fit for its product, and initiates and grows operations.
These venture capital investments typically involve minority equity positions held by
more than one investor and often occur in stages. Venture capital investors are highly
selective, targeting firms with the highest growth potential and seeking some form of
control, such as a board or advisory role in a new company. While many well-known,
large global firms such as Apple, Starbucks, and Tesla were successful beneficiaries
of venture capital funding at their earliest stage of development, many more startup
firms eventually fail, as in the following example.

ANATOMY OF A STARTUP FAILURE: AIRWARE

Founded in 2011, Airware was established as a pioneer in enterprise drone
analytics, seeking to deliver high-quality data to enterprise clients in the insur-
ance, mining, and construction industries. The company raised a total of nearly
USD120 million over several financing rounds, starting in 2013 from top VC
investors including Andreessen Horowitz and Kleiner Perkins.

As the commercial drone market rapidly evolved, Airware grew to over
100 employees and initially sought to create an enterprise operating system for
drones. Later, the company began to manufacture its own hardware but found
itself unable to compete with industry giants such as Shenzhen-based DJI, which
at the time produced over two-thirds of drones sold globally. As competition
forced Airware out of the hardware business, it shifted toward providing software
for drone data collection and analysis, receiving an investment from Caterpillar
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Ventures, whose parent sought to offer drone services to its heavy equipment
customers. However, Airware’s new strategy was not sufficient to provide enough
cash flow to survive, and it ceased operations in late 2018.

Once a young company has a proven business model, initial customer relationships,
and rising revenue—often despite low or negative profitability—it enters an expansion
phase during which it seeks to capitalize on the company’s total addressable market,
a measure of the industry-wide revenue potential for the company’s product or ser-
vice. In some cases, the firm is acquired or seeks public investors via an initial public
offering (IPO). If the company chooses to remain private instead, private investors
contribute what is referred to as growth equity during this life cycle phase.

Growth equity provides capital specifically targeting profitable expansion well above
the rate of growth of a particular industry and the overall economy by increasing the
company’s scale of production, marketing, and distribution. This growth may also occur
via acquisition, new distribution channels, or new markets. In most cases, this new
equity reduces the ownership concentration of founders and initial investors. Private
firms in the expansion phase usually rely primarily on a minority equity capital stake
as a source of funding, avoiding the periodic interest expense associated with debt
funding due to the uncertain trajectory of cash flow and profitability growth. Firms
are more likely to use hybrid instruments such as preferred shares or convertible
instruments at this stage of development.

The majority of firms that are listed on global public equity exchanges and issue
widely held fixed-income securities are in a more mature phase of the life cycle. Mature
public firms tend to offer investors more stability than startup or growth companies,
are more likely to pay periodic dividends to shareholders, and can support debt service
payments from steady cash flows.

However, mature companies operating in dynamic markets are also subject to
structural changes that impact growth, contraction, and enhanced profitability, as
shown below in Exhibit 2.

Exhibit 2: Corporate Structural Changes

Investment Divestment Restructuring
Grow Shrink Enhance
Business Business Sale Take Action to Increase
Acquisition for Cash Productivity, Lower Cost

Earlier in the curriculum, it was shown that corporate restructuring is usually driven
by company-specific factors, competitive industry pressures, or macroeconomic
changes. In many cases, public company managers initiate such changes in response
to declining market share or a falling share price.

Listed companies with widely dispersed ownership are often slower to restructure
in response to competitive pressures or opportunities than closely held firms man-
aged by private owners due in large part to the agency cost of equity. The agency
cost of equity is a type of principal-agent problem arising when company managers
have more information about the firm than its shareholders, limiting the owners’
ability to assess performance and dismiss ineffective managers. In contrast to public
companies, private equity ownership and management allows for more direct control
over strategic decisions. In the case of so-called buyout equity investments, private
equity firms acquire a controlling equity stake in underperforming public companies
to transform, divest, or acquire businesses. These investors take steps to improve cash
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flow and profitability with the intent to sell the reorganized firm at a higher price to
a private investor, existing public company, or the public via an IPO. Buyout equity
transactions are also referred to as leveraged buyouts due to the high proportion
of debt financing used to make the acquisition. The interaction between private and
public sources of equity capital is typically not a one-time event but rather reflects
a constant dynamic in many industries, such as the following example in the health
care industry.

THE EVOLUTION OF WALGREENS BOOTS ALLIANCE

In mid-2007, private equity firm Kohlberg Kravis Roberts & Co. (KKR) partnered
with a group of co-investors on a GBP11.1 billion deal to acquire European
pharmacy chain Alliance Boots in a leveraged buyout funded with GBP9 billion
of debt. KKR’s equity stake in the LBO was equivalent to approximately GBP1.2
billion. The Alliance Boots LBO was the largest in Europe at the time and one
of the last large leveraged buyouts closed during the boom years preceding the
Global Financial Crisis of 2008—20009.

In August 2012, Walgreens, a leading US pharmacy chain, agreed to buy a
45% equity stake in Alliance Boots with an option to buy the remaining 55% of
the equity within three years. As part of the first stage of the deal, KKR received
cash along with seven million Walgreens shares. By the end of 2014, Walgreen
completed the second stage of its Alliance Boots purchase. Between the two
stages of the transaction, KKR had received GBP4.7 billion on its initial invest-
ment of GBP1.2 billion. The combined company, now known as Walgreens Boots
Alliance, became a global health care giant with over 12,800 retail stores and
340 pharmaceutical distribution centers. After the sale, KKR retained a 4.6%
public equity stake in Walgreens Boots Alliance.

While its stock performed exceptionally well between 2012 and 2015,
Walgreens Boots Alliance’s share price peaked in mid-2015 at over USD90 per
share. As the stock price fell more than 30% from its peak during the latter half of
the decade, discussions of a new LBO managed by KKR surrounded Walgreens
Boots Alliance. However, no new buyout came to fruition.

In the 2020s, Walgreens Boots Alliance shares continued to languish. By
late 2021, the company was exploring options to potentially spin off its Boots
pharmacy business with a greater focus on its US operations. However, in mid-
2022, Walgreens Boots Alliance decided to retain the Boots pharmacy business.

At some point, most companies eventually enter a phase of decline as competitive
pressures, technological change, or other factors cause a firm’s revenues and cash flow
to fall, and this may result in financial distress. Private market investors often play a
role in these so-called special situations—areas of investment that seek to generate
return through investments in stressed, distressed, or event-driven opportunities—
which are covered in detail in a later reading. Exhibit 3 summarizes these uses of
private equity over the life cycle.

95



96 Learning Module 3 Private Equity

Exhibit 3: Uses of Private Equity Over the Company Life Cycle
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Note that these uses vary widely by company, industry, and market conditions, among
other factors, as will be demonstrated as we examine the characteristics of these private
equity investment forms in more detail in the following sections.

QUESTION SET [ f

1. Which of the following characteristics most correctly reflects a
company seeking growth equity?

A. A company that has recently gone public via an IPO

B. A private company seeking to enter new markets to increase revenues
and profits

(. A mature public company seeking to enter new markets to increase
revenues and profits
Solution

Response B is correct. Growth equity is a form of private equity focused on
private companies seeking profitable earning growth by entering new mar-
kets, increasing sales and distribution efforts, or pursuing a variety of other
possible earnings growth strategies. Response A is not correct as a recent
IPO company will seek new funding sources in the public equity and debt
markets. Response C is not correct as a mature public company will most
likely tap public markets rather than private equity funding to achieve these
goals.

2. A typical portfolio of venture capital investments is characterized by which
of the following?
A. Financial investments with no governance or advisory role
B. A diversified set of companies with varying growth prospects

(. Companies receiving funding only after a highly selective process
Solution

Response C is correct. Venture capital investors are highly selective. Re-
sponse A is not correct as the general partner takes on either board or
advisory roles to assist the portfolio company. Response B is not correct
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as venture capital funds focus only on companies in specific industries in
which the highest growth potential is possible.

3. Which form of private equity capital does the most to mitigate the problem
of agency costs of equity?

A. Buyout equity
B. Growth equity

C. Venture capital
Solution

Response A is correct. The agency costs of equity are a problem for mature
publicly traded companies in which ineffective managers are less likely to
be replaced because widely dispersed shareholders are not able to properly
assess management’s inability to respond to competitive pressures. Buyout
equity provides a solution by taking the company private, which allows
private equity owners to have more direct control over strategic decisions.
Responses B and C are both incorrect as growth equity and venture capital
are provided to private companies that do not face the same agency costs of
equity.

VENTURE CAPITAL AND GROWTH EQUITY

] discuss characteristics of venture capital and growth equity
investments

Buyout equity transactions among mature companies comprise roughly half of all
private equity volume, with approximately one-third of total investment volume con-
sisting of venture capital and a sixth involving growth equity. These two latter areas of
private equity usually involve much smaller deals but entail greater risk as they occur
in the early stages of a company’s life cycle; however, they also offer investors higher
potential returns in most economic scenarios.

Venture Capital

Venture capital investments are widely seen as a catalyst for new and emerging tech-
nologies and industries. These high-growth, high-risk investments in new companies
are concentrated in a few industries, such as information technology or health care,
and typically target startups seeking to either transform an existing market or estab-
lish a new one.

While new ventures were historically funded directly by wealthy individuals and
families, among others, the most common approach today is for a VC general partner
to solicit limited partner (LP) investors such as pensions, endowments, family offices,
or high-net-worth individuals in a closed-end fund. These funds are usually composed
of a portfolio of minority investments in startups with a drawdown, investment, and
return harvesting. Exhibit 4 shows a typical distribution cycle.
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Exhibit 4: Venture Capital Fund Life Cycle

Years

Y
Outflows
H Seed M Series

The typical drawdown or initial capital deployment phase of a VC fund usually starts
with what is referred to as seed capital, which is used to launch new businesses. This
committed capital is called over time. As new firms proceed to launch a new busi-
ness idea, some fail, whereas others reach the next stage of development and require
additional capital. This investment phase is often characterized by several follow-on
equity injections or so-called series financings that are often staggered in phases
over the next few years. Losses remain elevated over this period as firms often prove
to be unable to commercialize what was originally deemed to be a sound business
idea, as in the earlier case of Airware. Given the high failure rate among new compa-
nies, VC investors often refer to 100/10/1 rule of thumb, which involves reviewing
100 startup pitches, conducting due diligence on just ten of the 100 reviewed and
selecting only one of the ten as an investment. Despite the high degree of selectivity,
VC investors still expect most investments to fail and very few to earn an outsized
return, as shown below.

KNOWLEDGE CHECK y

1. Estragon SA is a French VC fund whose investments have a 75%
failure rate, with an average 15x capital growth rate among its remaining
startup equity positions over a five-year period. If we assume no follow-on
financing takes place over the period and ignore all fees and other costs,
what is Estragon’s expected IRR over this period?

Solution
Assuming an initial investment of EUR100 and a terminal value in five years

of EUR375 (= 0.75 x EURO + 0.25 x EUR100 x 15), we may solve for an IRR
of 30.26% by either discounting the terminal cash flow over five years,

_ _EUR375 _ o
EUR100 RESTIIE IRR = 30.26%,
or, alternatively, using the Excel IRR function (= IRR(Values, Guess)) to solve

for 30.26% = IRR({-100,0,0,0,0,375}).
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The investment and payoff period of a VC fund is rarely as predictable as suggested
in the prior numerical example. Since newly established firms face a very high failure
rate with few to no assets or operating history, the initial focus of VC investors is
often on founders and their credentials; their business, product ideas, and intellectual
property; and the potential total addressable market, competitors, and barriers to
entry. The stages of venture capital funding that startup firms may follow are shown
in greater detail in Exhibit 5.

Exhibit 5: Venture Capital Funding Stages

Funding Size

A

VC funds and angel investors

Staggered in phases
Capacity to meet
market demand
VC funds and angel investors
Deployed over longer period
Minimum viable product
Go to market strategy

Founder and Family
Immediately deployed
Business launch
Proof of concept

> Time

While individual cases can vary widely, the initial capital deployment phase of a new
firm often occurs in two phases, namely, pre-seed capital funding and seed funding,
as follows.

»  DPre-seed funding. The initial source of equity capital is often simply the
founder, family members, or friends. In addition to establishing a legal entity
and other startup costs, pre-seed capital is typically used to determine the
feasibility of a product and market need. This phase targets milestones such
as establishing proof of concept and creating a product prototype over a
brief period, usually less than a year.

= Seed funding. Once a startup firm has a proven idea and can demonstrate
how a product prototype could meet that need, it may attract institutional
investors as well as one or more high-net-worth individuals known as angel
investors, who are also often entrepreneurs. This cash received from issu-
ance of equity capital—typically in the form of common shares—is deployed
over a longer period to achieve a product-market fit with key milestones,
such as the creation of a minimum viable product to show to potential cli-
ents and a go-to-market strategy to generate initial revenue.
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CASE STUDY @

Kumartest LLP Seed Financing

Scientists at the Kumar Lab, a biomedical engineering research group with
a focus on computer-based technology at a major Indian research university,
developed a revolutionary process to conduct instantaneous testing of complex
assays using mobile technology under laboratory conditions. Given the potential
applicability of this new process in the fields of mining, environmental protec-
tion, and medicine, Dr. Sana Kumar establishes a new limited liability company
(Kumartest LLP) to commercialize this technology.

As a first step, she raises USD1 million in pre-seed common equity capital
from family members to replicate her team’s lab results. Her goal is to detect trace
amounts of chemical compounds on a timely and accurate basis using a hand-
held device and demonstrate the practical applications of this new technology.

Next, Kumar raises an additional USD2 million in seed capital to hire her first
employees and approach environmental service firms and prospective investors
with her prototype used to detect hazardous substances for environmental
remediation projects. These funds will enable the company to gauge market
receptivity for its product and also explore other applications in developing a
go-to-market strategy.

Given the critical importance of non-financial milestones in the early stages of a
company’s development, venture capital general partners (GPs) typically apply more
specific technical expertise and knowledge of industries and markets than financial
analysis in evaluating prospective investments.

Once a new idea, technology, or product clears the initial hurdle of potentially
addressing a customer need, young businesses shift to execution mode in seeking rapid
growth by investing in resources necessary to establish markets for their new product.

In contrast to seed financing, investors in later stages of follow-on or series financ-
ing (often referred to alphabetically as Series A, B, or C financing) face lower risk
than at the pure startup phase, given that the company generates some revenue, but
also expect to pay a higher price per share than initial investors. These new investors
often include, but may not be limited to, the original VC or angel investors from a
prior funding phase, who often face ownership dilution in the event of follow-on
financing. Uses of series funding differ markedly from startup phase financing as
companies hire staff, purchase fixed assets, build inventory, and create capacity to
meet initial market demand. Investor focus shifts from non-financial milestones to
revenue, new customers, and other financial criteria to track company progress in
reaching its market potential.

CASE STUDY @

Kumartest LLP Series Financing

During its first year, Kumartest spends six months developing a product proto-
type and engages several pilot customers in environmental services. Initial user
feedback on the functionality of Kumartest’s handheld device is very positive,
but Kumar believes the commercial potential in health care is far greater. She
uses the remaining seed capital to test and pilot a second prototype to conduct
on-demand diagnostic medical tests, which is initially well received but will
require more client feedback and approval for use in major markets.
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Kumartest approaches VC investors with a health care focus, seeking funding
to clear regulatory hurdles, establish production capacity, and hire a sales man-
ager. After successful testing of its health care prototype, the company raises
USD2 million in Series A financing from two investors, USD1 million each in
common equity from the French VC firm Estragon SA and the privately held
US medical device maker Sevastek Limited.

Two years later, as product receptivity and sales continue to grow, Kumartest
raises an additional USD2 million in Series B financing from its Series A
investors.

While most series financing is provided as common equity as in the case study,
in other cases, it is a hybrid involving the upside potential of equities and downside
protection of debt-like fixed claims as shown below.

Growth Equity

As described earlier, growth equity is a distinct asset class within private equity that
targets profitable earnings growth, most commonly via a minority equity investment.
In contrast to venture capital focus on startups in few industries expected to expand
very rapidly, growth equity is less industry focused and targets later-stage companies
for expansion with established products and business models. While such firms may be
profitable, they typically lack the cash flow necessary to fund major growth initiatives.
This expansion may occur by increasing a company’s scale of production, marketing,
and distribution in an existing product or market, or to grow via business acquisition,
new channels, or new markets, as in the case of last mile logistics.

Investors in growth equity often contribute capital in the form of convertible
preferred shares (CPS) rather than ordinary shares due to several attractive features.
As described earlier in the curriculum, convertible preferred shares are a form of pre-
ferred stock that may pay a dividend and be converted into common shares at a fixed
conversion ratio, or number of common shares received for each preferred share, after
a specific period. As a result, these shares have both debt- and equity-like features.
Like debt, they represent claims senior to those of common shareholders and may
receive a fixed dividend and/or a liquidation preference payout, or predefined cash
distribution to preferred shareholders made in full before any payment to common
shareholders. The conversion right to exchange preferred shares for ordinary shares
in the future represents an equity-like return. Exhibit 6 shows the payoff profile of
convertible preferred versus common shareholders as a function of exit value at the
time of conversion.
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Exhibit 6: Convertible Preferred and Common Share Payoff Versus Exit
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As shown in Exhibit 6, if the exit value remains below the liquidation value of convert-
ible preferred shares, convertible shareholders receive a payoff equivalent to the exit
value, whereas common shareholders receive nothing. As the exit value rises above
the liquidation preference value, but remains below the conversion price, the payoff
to convertible preferred investors is constant, whereas the value to common share-
holders rises because common shareholders receive 100% of the incremental gains in
exit value (i.e., the slope of the payoff line is equal to one). Once the exit value exceeds
an implied equity price at which convertible preferred shares reach the conversion
price, shown in Exhibit 6 as the optimal conversion point, preferred shareholders
may be better off converting to common shares. The convertible preferred payoft
rises with exit value beyond this point, while the slope of the common shareholder
payoff line falls below one, given the conversion dilution. The relative slope of the
two lines beyond the optimal conversion point reflects the fractional ownership of
the original common shareholders and the shareholders converting their preferred
shares. Fractional ownership is covered later in this reading.
The optimal conversion point may be determined as follows:

Total Liquidation Preference Value 1
Conversion Ratio x Number of Preferred Shares* M

Optimal Conversion Point =

For example, given a USD100 million preferred share issuance at USD20 per share,
5 million preferred shares are outstanding (= USD100 million + USD20). Given a
liquidation preference value of 2.5x and a conversion ratio of 1.5x, we may solve for
the optimal conversation point using Equation 1 as follows:

2.5 x 100 million
USD33.33 per share = =55 o=

_ Total Liquidation Preference Value
" Conversion Ratio x Number of Preferred Shares*

Convertible preferred shares may include other investor rights such as redemption
rights, participation rights, and governance rights in lieu of a conversion to common
shares. Redemption rights grant an investor the ability to redeem preferred shares
for cash, a form of downside protection that may be desirable when an early-stage
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company faces event risk such as regulatory or other approvals. Participation rights, on
the other hand, offer preferred shareholders greater upside via similar distributions as
common shareholders without a full conversion to common equity. Governance rights
may be extended broadly among investors, or in the case of some private transactions,
negotiated by convertible preferred investors who can convert their holdings into
large (i.e., greater than 10%) common stock positions. Governance rights may include
board seats, special voting rights, or simply the ability to observe board meetings.
Finally, convertible preferred investors may be able to negotiate for the ability to force
company liquidation within a predefined time frame.

Growth equity investments are not limited to private equity but may also take
place in other private markets such as the real estate sector, as evidenced by the
following case.

BLACKSTONE MILEWAY RECAPITALIZATION

One of the world’s largest alternative asset managers, Blackstone, announced in
2019 the creation of Mileway, a private last mile logistics company composed of
1,000 European properties from its existing real estate portfolio. Given the rise
of e-commerce as a fraction of total sales, the speed and efficiency of package
delivery from local warehouses to their destination is of primary importance in
scaling online businesses and ensuring customer satisfaction.

Three years later, as the company continued to expand in size and geographic
scope across European countries, Mileway announced a capital raise, offering
existing investors the chance to retain their investments, increase their share
position, or sell for cash. The EUR21 billion recapitalization was also subject to
a 75-day go-shop process, in which Blackstone solicited bids from potential
third-party buyers after extending the offer to its current investors. However,
most of the recapitalization was provided by existing investors, with Blackstone
extending the remainder of the investment to other Blackstone funds. The growth
equity from Mileway’s recapitalization supported the company’s expansion to
over 1,700 properties including fulfillment centers, wholesalers, and air freight
logistics providers.

Beyond an investment focus on profitable expansion, additional features that dis-
tinguish growth equity include investor dynamics and relative risk and return. While
founders and venture capital investors have relatively concentrated stakes in startups
with high failure rates and an unproven business model, the transition to growth
once a business model is established allows early investors and founders to reduce
their stake in a business and maintain control by attracting new private investors
without selling the entire company or going public. Unlike venture capital, growth
deals occur only once a firm’s business model, market, and product fit are established,
with equity proceeds used to scale the firm’s production, sales, and distribution to
achieve profitable growth. As a result, both the risk and return of growth equity is
below that of venture capital.

CASE STUDY @

Kumartest LLP Growth Equity Financing

Six years after it was founded and five years after its first series financing,
Kumartest reaches USD70 million in annual sales and is close to earning a
profit. That said, the company faces capacity limitations associated with man-
ufacturing its testing devices and therefore has a limited ability to expand
beyond a single region.
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In seeking to capitalize on the company’s growth potential while remaining
private, Kumartest’s senior management and existing investors agreed to raise
USD30 million from a growth equity investor to be invested in manufacturing
capacity as well as sales and distribution to achieve targeted earnings of just
under USD50 million in five years.

Given the clearer financial targets involved versus the non-financial milestones
associated with venture capital financing, growth equity financing is typically associ-
ated with a more detailed business plan mapping out a company’s projected revenue
and income and cash flow as well as balance sheet assets over the investment horizon.
Growth equity investors typically target a specific return in money and percentage
terms and then solve for incremental share capital necessary to achieve the young
firm’s profitability objective, as will be shown later in this reading.

QUESTION SET [ y

1. The most common approach for a venture capital general partner to
fund startup companies is:

A. solicit limited partner investors to invest directly.
B. solicit limited partner investors to invest in an open-end fund.

C. solicit limited partner investors to invest in a closed-end fund.
Solution

Response C is correct. The general partner of the VC fund creates a closed-
end fund and solicits capital commitments from institutional investors such
as pension funds, endowment funds, family offices, and high-net-worth
individuals as limited partners in the fund.

2. The French VC fund, Estragon SA, hopes to have four successful startups
eventually emerge from its latest funding round. The typical failure rate of
Estragon’s investments is 75%, and Estragon adheres to the 100/10/1 rule of
thumb. Which of the following is closest to the number of startup pitches
Estragon must review?

A. 400

B. 1,600

C¢. 2,000
Solution

Response B is correct. Estragon’s failure rate is 75%, so 16 investments must
be selected to have 4 successful ones. With 16 investments, the 100/10/1
rule of thumb implies that Estragon must review 1,600 startup pitches (= 16
x 100).

3. Which type of investor is most likely to provide pre-seed funding?

A. Founder, family members, or friends
B. Angel investors

C. Venture capital funds

Solution

Response A is correct. Pre-seed funding is the earliest stage of capital
deployment. As startups at this stage have not yet established a feasible
business concept, the most likely investors are the founder and those closest
relationally, such as family members or friends. Responses B and C are not
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correct as angel investors and VC funds provide seed funding after ba-
sic business feasibility milestones have been achieved following pre-seed
funding.

4. Contrast the critical analytical roles played by the general partners of
venture capital funds versus growth equity funds in analyzing potential
investments.

Solution

Venture capital general partners are seeking investments with massive
growth potential. Thus, general partners of VC funds typically apply more
specific technical expertise and knowledge of industries when analyzing
startup companies with less focus on financial analysis because of the high
degree of uncertainty regarding the size of a market and the company’s
ability to capture market share. On the other hand, growth equity funds are
focused on profitable growth potential of their investment opportunities,
so general partners of these funds will create a detailed business plan with
projected revenues, income, balance sheets, and cash flows over the invest-
ment horizon.

BUYOUT EQUITY

] discuss characteristics of buyout equity investments

In contrast to venture capital and growth equity, buyout equity investments involve
the purchase of company or a company division with the intent to transform and
improve existing operations and maximize return from the sale of the restructured
firm upon exit.

Buyout equity targets are typically larger, profitable companies that might be
publicly listed prior to a buyout equity transaction. Controlling private versus public
ownership is an advantageous corporate governance structure in the case of rapid
transformation, better aligning incentives to execute the targeted business plan within
the prospective investment timeframe. Unlike early-stage equity investments, buyout
transactions usually involve an initial high proportion of debt financing to fund the
transformation over this period.

Buyout equity transactions may occur as a direct purchase, a co-investment, or
through a private equity fund referred to as a financial sponsor, which takes a con-
trolling stake in one or more companies distributed to investors in the form of limited
partnerships. Company managers typically have some form of direct share-based
compensation to closely align performance incentives to the business plan under a
buyout scenario.

Firms that are likely targets for an equity buyout investment are distinguished by
three key features:

= mature phase in the company life cycle,

= larger company size relative to industry peers and strong competitive mar-
ket position, and

= management perceived as not maximizing company value.
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Given the availability of historical financial statements, prospective investors in
mature companies are able to engage in more thorough accounting due diligence,
among other forms of assessment not available for startups or private firms with lim-
ited operating history. For example, prospective buyers are likely to conduct detailed
comparisons between a targeted firm’s revenue recognition and inventory management
policies, depreciation methods, and the frequency and size of non-recurring items in
operating profit versus industry peers. Unlike pre-revenue or pre-profit early-stage
companies, buyout targets offer financial analysts the means to use more conventional
valuation techniques, such as the method of comparables approach using market
multiples when establishing a purchase price.

Larger firms with a stronger market position are more frequent targets for leveraged
buyouts and financial sponsors. Company features associated with more predictable
cash flows also include more regulated industries, those with higher barriers to entry,
as well as firms with recurring, subscription-based revenues from a broad group of
stable customers. In addition to consistent cash flows, firms with a significant asset
base, which can be available as collateral for secured debt, or which can be underval-
ued versus replacement cost, are also attractive LBO targets.

LBOs typically involve either the purchase of a publicly held company by private
investors known as a take-private transaction—the sale of a public company division
to a buyout investor—or a divestiture or a private company sale. Buyers often target
distinct features based upon a specific LBO scenario, such as the following.

Take-private (stock) transaction:

= A target company has an attractive public market value based on compari-
son to multiples of public company peers

= An acquirer has the ability to purchase outstanding public shares of the
target company at a modest premium to the market price

= There is little to no company ownership among existing company managers

= There is potential for expense reductions and/or asset efficiencies that can
produce meaningful improvements in profit margins and returns on capital

Corporate divestiture (stock or asset transaction):

= Target has few synergies with remainder of existing parent company
= High parent overhead costs or lack of manager focus and internal funding

= May be preferable to IPO, spinoff, or leveraged recapitalization

Private company sale:

= Opportunities for efficiency gains versus current owner-manager
= Ability to negotiate purchase price and obtain specific assets
= Address manager succession issues or insufficient access to funding

The change in ownership and capital structure of an LBO transaction typically
takes place in two phases, as shown in Exhibit 7.
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Exhibit 7: Mechanics of a Buyout Transaction
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As shown in Exhibit 7, the financial sponsor or equity buyout fund first creates a
new legal entity (AcquisitionCo) for the purpose of acquiring the target (TargetCo).
AcquisitionCo receives equity from the sponsor and a short-term acquisition or bridge
loan from lenders and uses the proceeds to pay the seller for TargetCo shares and fees
to advisors. Change of control provisions, covenants, and other pre-existing TargetCo
debt terms usually trigger debt repayment and therefore require full refinancing under
the new ownership. The target will therefore often seek temporary debt financing
to bridge the period over which the deal closes. This is followed by deal closure and
refinancing, in which AcquisitionCo and TargetCo are combined in a merger, and the
short-term bridge financing is replaced with medium- and long-term debt issued by
the new legal entity.

It is important to distinguish the private buyout investment strategy illustrated
above from those activities within an existing corporate issuer such as a dividend
recapitalization, introduced earlier in the curriculum. Under a dividend recapital-
ization, also referred to as a leveraged recapitalization, a corporate issuer changes the
mix of debt and equity outstanding by increasing leverage via debt-financed dividends
or share repurchases. As an increase in debt and reduction in shares outstanding
reduce the firm’s weighted average cost of capital (WACC), or the expected cost of
debt and equity in the capital structure, with no change to the corporation’s value,
these transactions may be used to benefit existing shareholders.

In contrast, the investment focus of buyout equity is to purchase a controlling
stake in a company where an acquirer sees an opportunity for significant return by
restructuring and improving operations using debt financing over a specific period
and then selling the company at a higher multiple upon exit. In contrast to the use
of price-based multiples more common among equity-financed venture capital and
growth equity investments, buyout equity multiples typically involve enterprise
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value-based valuation metrics, which consider the value of a firm to both debt and
equity holders. Execution of the TargetCo business plan is typically entrusted with
a proven management team with industry experience in integrating businesses and
achieving operational efficiencies as well as aligning manager incentives in the form
of equity-based compensation.

CASE STUDY @

Maudville Corporation Take-Private Transaction

Maudville is a mature US public chemical company with current year EBITDA
of close to USD1 billion. In contrast to the chemical industry average EV/EBITA
of 6x, Maudville is trading closer to a 5x multiple due to a higher cost structure
versus its competitors and fractious management.

Bardstown Partners, a private equity firm specializing in industrial buyout
equity transactions, is considering a take-private purchase of Maudville and
a restructuring plan under new management to make strategic changes to
Maudville’s operating model. Under this plan, Bardstown believes it could
improve cash flows and profitability to bring Maudville’s EV/EBITDA multiple
in line with industry peers over a five-year investment period.

In its proposal, Bardstown is considering a Maudville purchase price of USD5
billion, with 20% of the purchase price contributed by Bardstown Partners via
common equity, a 5% equity stake contributed by a limited partner buying
convertible preferred shares, and the remaining 75% financed with debt.

Given the larger size, established market position and stable cash flows of LBO
targets, buyout equity investors expect to face lower risk and return as compared to
venture capital investments and growth equity. In contrast to the high failure rate of
startups and execution risk of growth equity in achieving profitable expansion, buyout
capital seeks to unlock the potential of an existing business by creating efficiencies,
shedding non-core activities, and/or combining a company with others to build scale
and synergies across similar lines of business. The evolution of a personal computer
sales startup founded by Michael Dell to a multinational technology corporation illus-
trates the role of private buyout capital in the transformation of a mature business.

FROM DELL COMPUTER TO DELL TECHNOLOGIES

Michael Dell began building personal computers while a student at the University
of Texas in 1984. He went on to found Dell Computer Corporation, which was part
of the personal computer (PC) revolution during the 1980s and 1990s. However,
by the early 2010s, PCs fell out of favor as the market moved toward smartphones
and tablets. Dell Computer repeatedly missed its revenue projections during this
time, and Dell reached the conclusion that taking the company private would
help the company focus on a long-term strategy of customer-centric innovation.

Together with Silver Lake Partners, a private equity firm, Michael Dell took
the company private in a USD25 billion transaction in early 2013. At the time
of the LBO, Dell owned company shares worth USD3.6 billion. During the next
three years, the company focused on using its cash flow to pay down debt of
USD15 billion incurred in the buyout.

In 2016, Dell purchased the data management firm EMC in a USD67 billion
transaction, giving the company a more diversified business profile across PCs,
servers, and storage. Michael Dell contributed more cash and stock into the deal,
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reaching a total investment of about USD7.5 billion. Following the transaction,
Dell was able to sell off selected divisions of the combined companies and begin
paying down the USD46 billion in debt issued to fund the acquisition.

A key source of future value creation from the deal was EMC’s 81% ownership
of VMWare, a cloud computing company. Dell and Silver Lake listed a publicly
traded tracking stock for VM Ware, which proved to be a success as the shares
soared in value. In 2018, the VM Ware tracking stock was retired with a special
dividend to its shareholders. Dell used his share of the special dividend, along
with a portion of equity in the private company and USD5 billion in debt, to
bring Dell back to the public market as Dell Technologies.

By early 2021, Dell was preparing to spin off VMWare as a publicly traded
company and use some of the proceeds to continue to pay down the debt of
Dell Technologies. The value of Michael Dell’s shares in Dell Technologies had
grown to USD39 billion. While Dell’s core businesses remain slow in growth
with limited profitability, the LBO of Dell Computers in 2013 allowed for a
business trajectory that launched a major player in cloud computing, an area
with far more growth potential.

A comparison of the features of venture capital, growth equity, and buyout equity
investments are summarized in Exhibit 8.

Exhibit 8: Venture Capital, Growth, and Buyout Equity Characteristics

Feature Venture Capital Growth Equity Buyout Equity
Life cycle stage Startup Growth Mature
Industry New, emerging, or disruptive to exist- Various Various

ing business models
Company size Very small Varies Varies
Market position None, small, or new market Proven with significant Established

Investment focus

Form of investment

Stake

Relative risk and
return

Investment size

Time horizon

Company launch,
proof of concept,
establish product, and market fit

Equity based

Minority
Highest

USD1-10 million
5-10 years

growth potential

Profitable expansion of
established product

Equity and convertible
instruments

Minority
Higher

Varies

3-7 years

Purchase of undervalued asset,
add value, and sell at higher mul-
tiple upon exit

Equity, convertible and debt
instruments

Controlling
High

Greater than USD10 million
3-7 years

In what follows, we revisit the valuation of private versus publicly owned companies
introduced earlier in the curriculum with a distinct focus on each of these forms of

private equity across the company life cycle.

QUESTION SET

E4

1. Which of the following features is likely apparent in both growth
equity and private buyout equity deals?

A. High levels of debt used by the private equity firm to fund the deal
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B. Potential for improved profitability of the firm being funded

(. DPotential for significant revenue growth of the firm being funded
Solution

Response B is correct. Firms financed with growth equity funding are typi-
cally those with potential for significant improvements in both revenue and
profit margin growth, and firms financed with buyout equity funding are
typically firms with slower revenue growth but with potential for improved
profitability growth. Response A is incorrect as high debt is a feature of
buyout equity but not a feature of growth equity. Response C is incorrect
as significant revenue growth is a feature of growth equity but not buyout

equity.

2. Compare the financial leverage strategies and outcomes of a dividend recap-
italization versus a take-private buyout equity transaction.

Solution

Both dividend recapitalization and buyout equity reflect strategies that
increase the proportion of debt in a company’s capital structure.

A dividend recapitalization strategy issues new debt to finance the reduction
of a company’s equity through a special dividend or share repurchases, and
the outcome of the strategy is focused on optimizing the company’s capital
structure by reducing weighted average cost of capital.

A take-private equity buyout equity transaction is typically funded with high
levels of debt, so the short-term outcome of the transaction may be similar
to that of a dividend recapitalization. However, the buyout equity transac-
tion aims to pay off significant amounts of debt over the private equity firm’s
investment time horizon. Thus, a company taken private in a buyout equity
deal should eventually revert to a lower proportion of financial leverage in
its capital structure in the long term.

3. Discuss the rationale for a two-stage process in the change of ownership
and capital structure of a target company in a leveraged buyout (LBO)
transaction.

Solution

The two-stage process is often necessary to repay existing debt in the first
stage and then optimize the capital structure in the second stage. The target
company’s debt terms likely include change of control provisions, covenants,
and other pre-existing debt terms, and these terms trigger debt repayment
under the new ownership. In the first stage, both the target company and
the financial sponsor (i.e., the private equity firm) will often need temporary
debt financing to bridge the period over which the deal closes. In the second
stage, the acquisition company created by the financial sponsor and the tar-
get company are combined in a merger, and the short-term bridge financing
is replaced with medium- and long-term debt issued by the new legal entity.
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PRIVATE EQUITY VALUATION

] estimate and interpret key inputs and calculate the value of a private
equity investment for venture capital, growth equity, and buyout
situations

In an earlier Level II Private Company Valuation reading, we considered the similarities
and differences in the valuation of stable, mature private versus public companies. For
example, common features under an income-based approach include the discounting
of expected free cash flow to both debt and equity holders, or free cash flow to the
firm (FCFF), shown in Equation 2.

FCFF = EBITDA(1 — ¢) + Depreciation (f) — Change in Long-Term Assets —

Change in Capital

2

where ¢ is the firm’s tax rate. Cash flows are projected over several periods, after
which a terminal value or exit value, typically based on either constant growth or an
expected market multiple, is assumed. The life cycle implications for company valuation
in venture capital, growth equity, buyout, and special situations give rise to distinct
approaches for these forms of private equity, as shown in Exhibit 9.

Exhibit 9: Private Equity Valuation Approaches Across the Life Cycle

Phase / Venture Growth

Characteristic Capital Equity Buyout Equity Special Situations
Life cycle stage Startup Growth Mature Decline
Valuation VC Growth equity LBO model Various
approach Method method

Primary valua- Revenue Income state- Three-statement Three-statement
tion input forecast ment forecast financial model model, asset values

forecast

Valuation approaches for special situations involving stressed, distressed, or event-driven
investments will be covered in detail in a later reading.

Venture Capital and the VC Method

Venture capital investors face uncertain prospects given the lack of operating history
and high failure rate of startup companies. The income, market, and asset-based
valuation approaches common among mature firms are of little to no use for these
early-stage companies. Instead, the so-called VC method is typically used to establish
the current value of a young company in conjunction with new financing. Under the
VC method, the initial or so-called pre-money valuation, or implied firm value prior
to an incremental new equity investment, is determined using the expected terminal
value of the firm (or exit value of equity) and the required ROI, as shown in Exhibit 10.

m
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Exhibit 10: VC Method Inputs and Output

Firm Value
A

Exit Value of Equity
Post-Money Valuation

ROI = (1+ IRR)" =

Post-Money
Valuation

1 2 3 n

Time

0

As shown in Exhibit 10, the post-money valuation is a combination of the pre-money
valuation and new equity invested. Since startups are usually fully equity financed
and make no distributions to shareholders over the investment time horizon, the
post-money valuation is a function of the expected exit value of equity divided by the
required return on investment, as shown in Equation 3.

. Exit Value of Equit
Post-Money Valuation = ROI Y 3)

VC-required rates of return on investment are communicated to the limited partners
of the fund, thus the ROI presented in Equation 3 reflects the effective cost of capital
to the VC general partner. In venture capital, typical ROIs range from 10x to 30x over
a five- to eight-year period.

If we assume no intermediate investment returns and a single inflow upon exit,
we may convert the ROI return over an investment time horizon to an equivalent
internal rate of return for an n-year investment period in Equation 4.

ROI = (1 + IRR)" 4)

While the path to revenue and profitability is highly uncertain for most startups,
performance metrics such as the method of comparables, introduced earlier in
the curriculum, are commonly used to gauge commercial success at the end of the
investment horizon. For example, while a price to earnings ratio or multiple may be
used if the firm is expected to generate significant profits by the time of exit value,
price to sales or price to cash flow multiples are most appropriate for estimation of
equity exit value of early-stage companies with no profits and no leverage, as shown
in the following case.

CASE STUDY @

Kumartest Series A Financing—Exit Value

Prior to its Series A financing, Kumartest successfully launched a new prototype
for on-demand medical diagnostics. Given expected swift regulatory approval,
Kumartest believes it can achieve USD75 million in annual sales in seven years
following Series A financing. The price-to-sales ratio for medical devices is 3x.
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1. Calculate the estimated exit value for Kumartest in seven years.
Solution

Given Kumartest’s estimate of USD75 million in future annual revenue and
an expected price-to-sales ratio of 3x, the company value upon exit in seven
years may be estimated as USD225 million (= 75 million x 3).

2. Estimate a range of exit value possibilities for Kumartest in seven years if its
annual sales may fall between USD50 million and USD100 million and the
price-to-sales ratio for medical devices may fall between 2.5x and 3.5x.

Solution

At the low end of the range, with USD50 million in future annual reve-
nue and a price-to-sales ratio of 2.5x, Kumartest’s exit value is estimat-
ed at USD125 million (= 50 million x 2.5). At the high end of the range,
with USD100 million in annual revenue and a price-to-sales ratio of 3.5x,
Kumartest’s exit value is estimated at USD350 million (= 100 million x
3.5). Thus, Kumartest’s exit value may lie in a range of USD125 million to
USD350 million.

Because of the high uncertainty associated with future revenue potential for
startups and the variability of sales-based multiples over time, an important aspect of
valuing companies with the VC method is to consider a range of potential scenarios
in exit value estimation.

Recall that under the VC method, we are solving for the pre-money valuation,
which is simply equal to the post-money valuation less new equity:

Pre-Money Valuation = Post-money Valuation — New Equity. &)
The fractional ownership stake of new investors is equal to the new equity contribution
divided by the post-money valuation:

. . New Equity
Fractional Ownership = 5--~7-— ey Valuation" (6)

Note that while these calculations are in money terms, we may express post-money
valuation and ownership in terms of shares outstanding as follows.

Post-Money Valuation = Total Shares Outstanding (Old and New) x Share Price(7)

p s New Shares Issued
Fractional Ownership = Post-Money Shares Outstanding ®)

We illustrate these concepts by revisiting Kumartest’s Series A financing.

CASE STUDY @

Kumartest Series A Financing, Fractional
Ownership and Expected Return

Recall from earlier that Kumartest LLC began by raising USD3 million in
seed financing from 1 million shares and subsequently raised USD2 million
in Series A common equity, with USD1 million each from Estragon SA and
Sevastek Limited.

Prior to Series A financing, Kumartest successfully launched a new prototype
for on-demand medical diagnostics. Kumartest’s management is projecting an
exit value of USD225 million in seven years. Estragon SA and Sevastek Limited
have a target ROI of 20x over the seven-year investment time horizon.
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1. Calculate Kumartest LLC’s post-money valuation based upon the informa-
tion provided.

Solution

We may solve for Kumartest’s post-money valuation using Equation 3:

. Exit Value of Equity
Post-Money Valuation = ROI

Given Kumartest’s estimated exit value of USD225 million and the stated
target ROI of 20x, we may solve for post-money valuation as USD11.25
million (= 225 million + 20).

2. As a medical device company with strategic investments in startup com-
panies within its sector, Sevastek’s CEO has a stated objective to target VC
investments with at least a 50% IRR. Evaluate whether the Kumartest Series
A financing meets the CEO’s objective.

Solution

Use Equation 4 to determine the equivalent internal rate of return, which
reflects a 20x ROI over seven years:

ROI = 20x = (1 + IRR)’; IRR = 53.4% > 50%.

The Kumartest Series A financing therefore meets the CEO’s target ROI of
50%.

3. Calculate the value of Kumartest to its initial investors at the time of Series
A financing in both money terms and price per share.

Solution

The value of Kumartest to its initial investors is the pre-money valuation,
which, based on Equation 5, is simply equal to the post-money valuation less
new equity:

Pre-Money Valuation = Post-Money Valuation — New Equity.

From Question 1, post-money valuation is USD11.25 million and new equity
is USD2 million, so pre-money valuation is equal to USD9.25 million (=

11.25 million - 2 million). Given the original issuance of 1 million shares,
the per share price is USD9.25.

4. Calculate Estragon’s fractional ownership of Kumartest and the number of
shares it receives.

Solution

Estragon’s fractional ownership stake is equal to its USD1 million Series A
equity contribution divided by the post-money valuation of USD11.25 mil-
lion from Question 1 as per Equation 6, which amounts to 8.89%:

. . New Equity
Fractional Ownership = 5o~ oy Valuation’

USDI1 million
0 - s
8.89% = GSD11.25 million"

We can solve for the number of total (old and new) shares outstanding by
rearranging Equation 7:

Total Shares Outstanding (Old and New)

= Post-Money Valuation + Share Price;
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1,216,216 = USD11.25 million + USD9.25.

Recall that the initial investors hold 1 million shares and the incremental
financing is split between Sevastek and Estragon. Estragon will therefore
receive half of the new shares, or 108,108 shares (= (1,216,216 — 1,000,000) -+
2) in Series A.

In addition to the absence of debt and equity distributions, the VC method as
shown above also assumes no equity dilution takes place over the remaining invest-
ment time horizon once the Series A financing is complete. The potential for equity
dilution arises from three primary sources.

1.

Incentive-Based Equity Compensation. In order to attract, retain, and incen-
tivize employees, startup firms frequently offer employees equity options
granting the right to purchase common shares at a fixed price in the future.
As option exercises increase shares outstanding, VC firms typically calculate
ownership and per-share price on a fully diluted basis.

Follow-on Equity Financing. New common equity issuance in a subsequent
financing round as well as mergers and acquisitions where shares are used
instead of cash also increase the number of shares outstanding and therefore
reduce fractional ownership of earlier investors.

Financing with Contingent Future Share Issuance. Use of instruments such
as convertible preferred shares may result in additional share issuance if
converted. This dilution must be taken into consideration when determining
fractional ownership for new investors.

Consider the following versions of the original Kumartest case, which include
the first and second of these sources of dilution, with the third covered later under a
growth equity scenario.

CASE STUDY @

Kumartest Series A Financing with Option Pool
and Price Per Share

Kumartest LLC began by issuing 1 million shares at USD3 each for USD3 mil-
lion in seed financing. Kumartest subsequently raised USD2 million in Series A
common equity, or USD1 million each from Estragon SA and Sevastek Limited.

Prior to the Series A financing, Kumartest granted its employees the option to
purchase a total of 100,000 Kumartest shares at a strike price of USD6 starting
in five years if they remain employed at the company. Exit value assumptions
remain as in the earlier case study, with USD75 million in annual sales expected
in seven years and a comparable price-to-sales ratio of 3x, with an investor
target ROI of 20x over seven years. For the purposes of answering the follow-
ing questions, ignore any potential effects of option valuation on Kumartest’s
company value as well as investor proportional ownership.

1. Recall that the intrinsic or exercise value of an option is the amount by
which the option is in the money. Discuss the implications of the intrinsic
value of Kumartest employee options after Series A financing.

Solution

From Question 3 above, Kumartest’s share price at the time of Series A
financing is USD9.25. Given the USD6 option strike price, the intrinsic
value of the 100,000 options is USD325,000. As they cannot be exercised for
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several years, the intrinsic option value is an incentive for option holders to
remain employed with the company.

2. Calculate the fractional ownership of Kumartest’s management and the
impact on firm value if the company reaches its expected annual sales target
in Year 7 and all options are exercised.

Solution

When Kumartest’s managers exercise 100,000 employee options, total
shares outstanding increase by 100,000 and we may use Equation 8 to solve
for Kumartest management’s fractional ownership:

100,000
i in=7.6% = >
Fractional Ownership = 7.6% 1,000,000 T 216,216 + 100,000"

Projected Kumartest exit value in Year 7 is USD225 million. When Kumart-
est’s managers exercise 100,000 employee options at a strike price of USD6,
the firm receives USD600,000 (= 100,000 x USD6), increasing firm value to
USD225,600,000.

3. Calculate the fractional ownership of Sevastek Limited under the Series A
financing on a fully diluted basis.

Solution

Recall from Question 4 above that Estragon was issued 108,108 shares in
the Series A financing. Use Equation 8 to determine Estragon’s fractional
ownership on a fully diluted basis by adding the 100,000 employee options
granted to the post-money shares outstanding:

. . 108,108
= 0 = >
Fractional Ownership = 8.21% 1,000,000 + 216,216 + 100,000"

Estragon’s fractional ownership falls from 8.89% to 8.21% on a diluted basis.

As early-stage companies engage in multiple equity rounds, it is important to
track the cumulative fractional ownership of a private equity fund or investor as the
ownership structure evolves. An investor’s postfinancing fractional ownership (or
FO,,g) is equal to its prior cumulative stake (FO,,;,,) multiplied by the percentage of
dilution in the current round, plus the percentage of the firm it acquires in the new

equity round as shown in Equation 9.

FO y Pre-Money Valuation New Investor Equity
prior © Post-Money Valuation Post-Money Valuation

FO,

post =

(€)

_ Pre-Money Valuation of Investor's Stake + Investor's Incremental Investment
B Post-Money Valuation

Consider the following extension of the Kumartest case to a new Series B financing.

CASE STUDY

Kumartest Series B Financing with No Option Pool

Kumartest decides to raise a total of USD2 million in Series B common equity
funding, USD1 million each from Estragon and Sevastek, two years after its
USD2 million Series A funding, in order to continue to build its capacity to
serve the health care industry. In this second series financing, both Estragon
and Sevastek have a 10x ROI target over five years, and the expected sales at
the time of exit remains USD75 million with a price to sales multiple of 3x. We
assume no employee options for the purpose of this example.
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1. Calculate the share price at the time of Series B financing.
Solution

The exit value of Kumartest equity is USD225 million (= 75 million x 3) as
shown earlier, while the new post-money valuation may be solved using
Equation 3 (recall that the ROI target is 10x):

. 11 D22
Post-Money Valuation = USD22.5 million = w

Solve for pre-money valuation using Equation 7 and new financing of USD2
million:
Pre-Money Valuation = USD20.5 million = 22.5 million — 2 million.

Solve for the share price by dividing pre-money valuation by shares
outstanding:

USD20, 500,000

USD16.86 = 1,216,216 shares outstanding”

2. Calculate Estragon’s fractional ownership following Series B financing.
Solution

Determine Estragon’s post—Series B financing fractional ownership using

Equation 9.
FO -FO Pre-Money Valuation = New Investor Equity
post prior ~Post-Money Valuation ' Post-Money Valuation
USD20,500,000 = USDI1,000,000
_ o ,200, ,000,
FOpost = 8.89% X 758D3.500,000 T USD22. 500,000
FOpoq = 12.54% = 8.10% +4.44%

Current and prospective investors in early-stage companies often make use of a
capitalization table to summarize changes in firm value and fractional ownership
over the course of multiple equity rounds on a fully diluted basis. Exhibit 11 shows
this evolution for the three Kumartest financing rounds. Readers should note that
the calculations are conducted in a spreadsheet and numbers presented throughout
reflect rounding.

Exhibit 11: Kumartest Capitalization Table

Panel A: Shares and Fractional Ownership (FO)

Seed FO Post Series A Post Series B
Investor Seed Shares % Post Series A FO % Post Series B FO %
Estragon Series A 108,108 8.89% 108,108 8.10%
Estragon Series B 59,328 4.44%
Sevastek Series A 108,108 8.89% 108,108 8.10%
Sevastek Series B 59,328 4.44%
Subtotals 216,216 17.78% 334,871 25.09%
Founder 1,000,000 100% 1,000,000 82.22% 1,000,000 74.91%

Totals 1,000,000 100% 1,216,216 100.00% 1,334,874 100.00%
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The fractional ownership shown in Panel A is often accompanied by changes in valua-
tion over a series of financings. The higher share price at the time of Kumartest’s Series
B financing is referred to as the price step-up, either in multiple or percentage terms:

. New Round Share Pri
Step-Up (multiple) = 50 Round Share Price’ (10)
New Round Share Price
Step-Up (percentage) :<Prior Round Share Price 1) x 100. an
The Kumartest Series B step-up is 1.822 (= %), or 82.2% in percentage terms.

Higher share prices in subsequent funding rounds indicate an early-stage company’s
progress in achieving targeted growth, as shown in Panel B.

Panel B: Valuation across Financing Series

Seed Series A
Financing Financing Series B Financing
Share price (USD) 3.00 9.25 16.86
Price step-up 3.08 1.82
Pre-money valuation (USD) 0 9,250,000 20,500,000
New equity (USD) 3,000,000 2,000,000 2,000,000
Post-money valuation (USD) 3,000,000 11,250,000 22,500,000

On the other hand, lagging company performance in reaching milestones or an adverse
market environment may result in new financing at a share price below that of the
prior financing round, which is referred to as a down round. To protect themselves
against dilution at a lower share price at new issuance, private equity investors often
seek to negotiate a so-called ratchet provision, which partially or fully reduces the
conversion price of existing options or preferred shares to the new lower share issue
price for a later financing.

Valuing Growth Equity

Recall that under the VC method, we derived the pre-money valuation using the exit
value of equity and the ROI as inputs. In contrast to startups with a high failure rate,
proof of concept risk, and undefined capital needs, growth equity involves scaling
more developed and profitable, or near profitable, companies with known products
and market opportunities over a defined investment time horizon. As a result, the
growth equity method includes revenue and profit projections over the investment
horizon necessary to achieve the desired financial results and quantifies the initial
capital necessary to realize the plan.

Growth equity funds seek to invest as little capital as possible at the lowest
pre-money valuation and sell at the highest valuation as soon as possible. Given the
path to profitability as laid out in the business plan, the primary risk to these investors
is the execution of the growth strategy within the forecast period.

CASE STUDY

Kumartest Growth Equity Using Common Shares

In its sixth year of operations, Kumartest is nearing its Series B revenue target
of USD75 million but remains unprofitable, with the income statement below.




Private Equity Valuation 119

Kumartest Income Statement, Year 6

Year 6
Position (USD)
Sales 70,000,000
COGS 60,000,000
Gross profit 10,000,000
SGA 10,000,000
Depreciation 2,000,000
EBITDA 2,000,000
Profit before tax 0
Net income 0

Kumartest identifies production and distribution capacity constraints as the key
impediments to its further growth. To capitalize on Kumartest’s high potential
while remaining private, senior management and existing investors agree to
approach Ventmax Partners, a growth equity fund, to finance expansion of its
manufacturing capacity, sales, and distribution.

Ventmax typically seeks to invest in a minority common or convertible
preferred equity stake for a five-year period with a minimum IRR of 35%. The
Ventmax team conducts thorough due diligence on Kumartest, concluding that
new equity of USD30 million is necessary to meet property, plant, and equipment;
sales and distribution; and working capital needs to achieve targeted EBITDA
in excess of USD65 million in five years.

In its detailed five-year business plan, Ventmax forecasts 30% annual sales
growth; a 23% rise per year in both cost of goods sold (COGS) and sales, general,
and administrative expenses (SGA). Depreciation expense is embedded within
COGS and is added back to calculate EBIDTA, as shown below. We assume a
20% corporate tax rate. Readers should note that the following calculations are
conducted in a spreadsheet, and rounding may occur throughout the case study.

Ventmax Partners Forecast of Kumartest Income Statement (Years 7 to 11)

Position Year 7 Year 8 Year 9 Year 10 Year 11

Sales 91,000,000 118,300,000 153,790,000 199,927,000 259,905,100
COGS 73,800,000 90,774,000 111,652,020 137,331,985 168,918,341
Gross profit 17,200,000 27,526,000 42,137,980 62,595,015 90,986,759
SGA 12,300,000 15,129,000 18,608,670 22,888,664 28,153,057
EBITDA 7,900,000 16,397,000 27,529,310 43,706,351 66,833,702
Depreciation 3,000,000 4,000,000 4,000,000 4,000,000 4,000,000
Profit before tax 4,900,000 12,397,000 23,529,310 39,706,351 62,833,702
Net income 3,920,000 9,917,600 18,823,448 31,765,081 50,266,962

The Ventmax team has accepted the earlier 3x price to sales multiple to be used
to establish the pre-money valuation and estimates an 18x price to EBITDA exit
multiple after five years based on similar medical device firms.

Kumartest’s pre-money valuation may be estimated as USD210 million given
the current year (Year 6) revenue of USD70 million and a 3x price-to-sales ratio.
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1. Calculate the price per share paid by Ventmax and its fractional ownership

once the new financing is completed.
Solution

In order to establish the price per share, divide the pre-money valuation

of USD210 million by the pre-financing number of shares outstand-

ing (1,334,871) to solve for a share price of USD157.32 (= 210,000,000 +
1,334,871). Recall that the post-money valuation is the sum of the pre-mon-
ey valuation plus new financing:

USD240 million = USD210 million + USD30 million.

Since Ventmax Partners has no prior fractional ownership (FOp,j,, = 0), we
may solve for its ownership stake using a simplified version of Equation 8.

New Investor Equity

FOPOSt - Post-Money Valuation
30,000,000
o) = 2o
12.5% = 240,000,000

. Discuss how the IRR calculation changes if we assume net income is distrib-

uted to shareholders on a pro rata basis and determine whether Ventmax is
able to reach its minimum 35% target under the proposed five-year business
plan under this assumption.

Solution

Unlike the initial investment and single exit cash flow to equity holders
assumed under the VC method and in Equation 2, here we must take all
cash flows to equity holders over the investment period into account when
calculating the IRR.

First, we consider both the USD240 million from Year 6 and net income for
Years 7 to 11. Next, we solve for the terminal value in five years by multiply-
ing Year 11 EBITDA of USD66,833,702 by the 18x price to EBITDA mul-
tiple to arrive at an estimated exit value of equity of USD1,203,006,638 (=
USD66,833,702 x 18).

Cash flows used to calculate IRR may be summarized as follows.

Position Year 6 Year 7 Year 8 Year 9 Year 10 Year 11

Net cash flow (240,000,000) 3,920,000 9,917,600 18,823,448 31,765,081 50,266,962
Terminal value 1,203,006,636
Total cash flow (240,000,000) 3,920,000 9,917,600 18,823,448 31,765,081 1,253,273,599

We may solve for an IRR of 41.89% using a spreadsheet IRR function:

ROI = IRR({-240000000,3920000,9917600,18823448,31765081,1253273599})
=41.89%.

Recall that ROI is the ratio of received cash flows to investments:

_ 1
ROI' = 525600.000 [3,920,000 + 9,917,600 + ...+1,253,273,599]X
= 5.49X.
Ventmax Partners is therefore able to reach its minimum 35% IRR target.

The inputs and outputs under the growth equity method for Kumartest are
summarized in Exhibit 12.
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Exhibit 12: Kumartest Growth Equity Method Inputs and Output

Kumartest EBITDA

USD 30 million
New Equity

v
USD 66,833,702 x 18 (Price|to EBITDA)
= USD 1.203 billio

Kumartest
Firm Value

A

ROI = 5.49x

IRR = 41.89%

Post-Money Valuation
USD 240 million

1 1 1 1 1 3

> Time

As the prior case study shows, the growth equity capital method has a few similar-
ities with the VC method, with several key differences. For example, growth equity
investments tend to be larger than those in venture capital, with a lower expected ROI
over a shorter investment time horizon. A detailed financial plan focused on earnings
growth replaces broad revenue expectations, and earnings-based multiples are pre-
ferred over sales-based measures used for early-stage pre-profit firms in establishing
the exit value of equity. However, once the pre- and post-money valuations and exit
value of equity are determined, the calculation of ROI and the corresponding internal
rate of return are often the same.

However, complicating factors include the existence of employee options and other
forms of potential dilution. For example, growth equity investors are more likely to
provide capital in the form of convertible preferred shares, which result in additional
share issuance upon conversion. We now turn our attention to this form of growth
equity capital to finance Kumartest’s expansion.
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CASE STUDY @

Kumartest Growth Equity with Convertible
Preferred Shares

Here we modify the prior case of Ventmax Partners’ USD30 million growth
equity investment to capital contributed as convertible preferred shares rather
than common equity. Brief terms of the convertible preferred shares are as
follows:

Preferred Dividend: 5% per annum
Liquidation Preference Payout: 2x upon exit in five years
Conversion Ratio: 2x upon exit in five years

Convertible Preferred Share Price: USD400.00.

The 2x liquidation preference payout entitles preferred shareholders to receive
a cash payment equal to double the preferred share price upon issuance (or
USD800), while the 2x conversion ratio reflects that a preferred shareholder
may convert each preferred share into two common shares in five years. Note
that in this modified case, we have excluded employee options. Readers should
also note that the calculations shown in the solutions to the questions below are
conducted in a spreadsheet and numbers presented throughout reflect rounding.

1. Discuss the payoff profile of a Kumartest convertible preferred shareholder
under different possible scenarios at the time of exit assuming no additional
financing occurs.

Solution

The USD30 million financing involves the issuance of 75,000 (= USD30
million + 400) convertible preferred shares. The payoff profile of a preferred
shareholder involves three general outcomes as shown earlier in Exhibit 6
and described below.

Equity Value at Exit < Liquidation Preference. If the equity value upon
exit is equal to or below the total liquidation preference payout due to
preferred shareholders upon exit of USD60 million (= 2 x 30,000,000),
then preferred shareholders will receive the entire firm value on a pro-
portional per-share basis and common shareholders will receive zero. For
example, if the firm value upon exit is USD52.5 million, then preferred
shareholders will receive USD700 each upon liquidation (= 52,500,000 =+
75,000).

Liquidation Preference < Equity Value at Exit < Conversion Value. If the
equity value upon exit is greater than the liquidation preference payout
of USD60 million, but at or below the common share price of USD400,
at which the 2x conversion right of preferred shares has a positive value,
then preferred shareholders will receive the full liquidation preference
payout of USD800 per share. Note that the common share price of USD
400 corresponds to an equity value upon exit of USD533,948,583 (or
USD400 x 1,334,871 pre-money common shares outstanding) for the
prior case.
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Equity Value at Exit > Conversion Value. If the per unit equity value
upon exit exceeds USD400, then the entire firm value upon exit is divided
among pre-existing common shareholders and preferred shareholders
(who have converted from one preferred to two common shares each).
We may solve for the total number of shares outstanding post dilution

as 1,484,871 (or 1,334,871 pre-money common shares + 2 x 75,000
preferred shares). For example, if the equity value upon exit is USD750
million, then the fully diluted share price is USD505.09 (= 750,000,000 =+
1,484,871) and the preferred shareholder payoff is USD1,010.18 (= 505.09
x 2).

2. Discuss the fractional ownership of Kumartest preferred shareholders.
Solution

Use of instruments such as convertible preferred shares was described earli-
er as financing with contingent future share issuance. As shown in Question
1, the fractional ownership of preferred shareholders therefore depends
upon whether additional shares are issued upon conversion from preferred
to common shares. We may solve for fully diluted share ownership issuance
by solving for the number of new common shares upon conversion divided
by post dilution shares outstanding. New common shares are 150,000 (or
75,000 original preferred shares x 2, the conversion ratio), and total shares
outstanding post dilution is 1,484,871 (or 1,334,871 pre-money common
shares + 150,000 new common shares). Solve for Ventmax’s fractional own-
ership upon conversion as:

150,000

10.1% = MT,SH

3. Describe how Ventmax Partners might best seek to protect its interests as a
preferred shareholder in the event of a future down round financing.

Solution

Antidilution or ratchet provisions may be negotiated by growth equity
investors to reduce the conversion price of the new convertible preferred
shares to the new, lower price at which down round shares are issued in a
subsequent offering.

Use of the LBO Model to Establish Buyout Firm Value

Whether initiated as a take-private transaction, the purchase of a public company
division, or the purchase of a private company, buyout targets have an established
operating history and historical financial statements that support a distinct valuation
approach. As buyout investors consider the relative attractiveness of one or more
acquisition targets, they must establish a simplified means of evaluating not only the
cash flow projections of the targeted company under the proposed business plan but
also the capital structure composition and cost involved in generating a sufficient
return for equity investors.

The so-called LBO model uses these parameters to establish the maximum price
that can be paid to a seller while satisfying the targeted returns of financing providers.
Exhibit 13 illustrates these inputs and outputs for the case with no interim distribu-
tions to shareholders.
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Exhibit 13: LBO Method Inputs and Output

1.) EBITDA Expansion

Exit

EBITDA
Entry
EBITDA :
v

2.) Debt Reduction

EV/EBITDA EV/EBITDA
6x 8x
IRR 3.) Multiple
Epansion
1 1 1 1 1 1 ; Tlme
0 1 2 3 4 5

Unlike the simplified ROI approximation used under the VC method or the sole focus
on profitable top-line growth financed by equity as in the growth equity method, the
LBO model frequently uses an income- or relative value—based approach to establish a
company’s initial value, project the improved performance over the investment period,
and consider expected changes in leverage until the time of exit. As Exhibit 13 showed,
the value creation of an LBO transaction typically involves three elements, as follows.

EBITDA Expansion. Like growth equity, increasing profitability over the
investment period is an important element of value creation. In a buyout
scenario, this is usually the result of increased efficiency or realizing syner-
gies rather than simple expansion of scale or markets as in growth equity.

Debt Reduction. While the initial high level of debt contributes to elevated
expected equity returns because of the leverage effect, the high debt creates
high risk for both debt and equity investors in the transaction. As the com-
pany generates improved cash flows consistent with the EBITDA expansion
projections, this cash flow should be projected to reduce financial leverage
over the investment period, reducing the risk to equity investors. Note that
the use of debt in private market strategies will be covered in detail in a later
reading.
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Multiple Expansion. As the acquired company transforms from an under-
valued target to a more profitable firm with declining leverage, its market
multiple is expected to rise as future prospects improve. This form of value
creation is typically validated using a method of comparables analysis of a
peer group of comparable publicly traded companies.

We may use a simplified example to illustrate the effect of these three elements
on the IRR of a proposed buyout transaction using the LBO method.

KNOWLEDGE CHECK y

Saugerton Partners is considering the purchase of a controlling stake
in Clevington Corporation to take the company private. Clevington
is a publicly traded manufacturing firm currently trading at a 6x EV/EBITDA
multiple.

Based upon thorough due diligence and a valuation analysis versus its pub-
licly traded peers, a senior investment analyst at Saugerton draws the following
conclusions about the Clevington buyout opportunity:

= A controlling stake in Clevington shares may be purchased at a share
price close to the current market and financed with 75% debt and 25%
equity;

= Under the proposed restructuring plan, Clevington can achieve 5%
annual EBITDA growth and pay down a quarter of debt outstanding in
five years, assuming no interim distributions to shareholders;

= Clevington may be sold in five years to a private or public buyer at an
8x EV/EBITDA multiple in line with industry peers.

1. Assuming current year Clevington EBITDA of USD100,000,000, calcu-
late the purchase price and entry value of equity required for the buyout
transaction.

Solution

Given Clevington’s current EBITDA of USD100,000,000, an EV/EBIT-
DA of 6x and no share price premium to the current market, the pur-
chase price is USD600,000,000 (= 6 x 100,000,000) and the entry value
of equity is USD150,000,000 (= 0.25 x 600,000,000), with the remaining
USD450,000,000 as debt financing.

2. Calculate Clevington’s enterprise value and equity value of exit in five years,
under the assumption that outstanding debt will be valued at par.

Solution

We must first determine Clevington’s expected EBITDA in five years’ time.
Given an assumed annual growth rate of 5%, we may calculate this to be
USD127,628,156 (= 100,000,000 x (1.05)°). Given the assumption of a future
sale in five years at a price equal to 8x EV/EBITDA, we may estimate the
future sale price to be USD1,021,025,250 (= 127,628,156 x 8).

This price is equal to enterprise value, or the value of the firm to both debt
and equity holders. If we assume that Clevington has the ability to pay down
debt by 25% in five years without significant penalty, the par value of Clev-
ington’s debt becomes USD337,500,000 (= 0.75 x 450,000,000). Solve for the
exit value of equity of USD683,525,250 by subtracting remaining debt from
enterprise value (= 1,021,025,250 - 337,500,000).
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3. Discuss whether Saugerton can reach its targeted 30% IRR on the proposed
Clevington transaction based upon the analyst’s calculations, under the
assumption that shareholders receive no distributions prior to exit. Assume
that no interim cash flows are made to equity holders over the period.

Solution

Given the USD150,000,000 entry value of equity from Question 1 and the
estimated exit value of equity of USD683,525,250 from Question 2, we may
use Equation 2 to calculate the ROI:

_ USDG683,525,250

ROT=4.56X = "USD150 miltion -

Convert ROI to an equivalent IRR using Equation 4:

ROI = (1 + IRR)";

4.56x = (1+IRR)>; IRR = 35.44%.
The Clevington opportunity therefore exceeds the expected 30% IRR hurdle.

Note that while the determination of LBO model inputs is far more complex due
to the target company’s mature stage in the life cycle, the use of financial statement
analysis to determine the entry and exit value of equity as well as the complicating
factor of changes in financial leverage, all three forms of private equity investments
take a similar approach in determining the internal rate of return to investors.

We now return to the earlier Maudville Corporation case study to illustrate the
valuation of buyout equity in greater detail. Earlier in the curriculum, three-statement
model forecasts were used to value public equity and debt, and we take a similar
approach below to create an income statement and balance sheet forecast for Maudville.
Consistent with the focus on EBITDA expansion, debt reduction, and multiple expan-
sion as outlined earlier, income statement and balance sheet forecasts are used to show
the expected impact of Bardstown’s restructuring plan as well as cash flow available
from increases in expected profit due to margin expansion and use of cash to reduce
Maudville’s debt burden over the investment horizon. The financing structure includes
multiple debt tranches and common and preferred shares; it also incorporates the
potential dilution from stock options used to incentivize new management.

CASE STUDY @

Maudville Corporation Valuation

Maudville Corporation is a mature US chemical company that generated nearly
USDS5 billion in revenues and USD1 billion in EBITDA in its most recent fiscal
year. Bardstown Partners, a private equity firm specializing in buyout equity,
is considering a go-private transaction at a purchase price of USD5 billion, of
which Bardstown would contribute 20% as common equity, with 5% sourced
from an LP as convertible preferred shares and 75% in three debt tranches.
Bardstown targets a 35% IRR on buyout deals over five years, and the purchase
is assumed to occur at the end of Maudville’s current fiscal year.

Bardstown’s managing partner has asked you, as an experienced analyst, to
build a three-statement financial model for a five-year time horizon. Starting
from Year 0 of Maudville’s income statement, you are asked to assume a 5%
annual sales growth rate. The managing partner believes that improved cost
efficiencies can reduce COGS as a percentage of sales by one percentage point
per year, from the current 55% to 50% of sales in Year 5. Additionally, the man-
aging partner expects to achieve one percentage point annual SGA reductions
as a percentage of sales (currently 25%) starting in Year 3 to 22% in Year 5.
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Corporate taxes are assumed to be 25% of net income. The resulting five-year
income statement forecast is shown below. Readers should note that the calcu-
lations shown in the case study are conducted in a spreadsheet and numbers
presented throughout reflect rounding.

Income State-

ment (USD

million) Year0 Year1 Year 2 Year 3 Year 4 Year 5
Sales 4,988 5,237 5,499 5,774 6,062 6,365
COGS -2,743  -2,828 -2914 -3,002 -3,092 -3,183
SGA -1,247 -1,309 -1,375 -1,386 -1,394 -1,400
EBITDA 998 1,100 1,210 1,386 1,576 1,782
Depreciation -401 -421 —443 —465 —488 -512
Net interest -17 -269 -262 -250 -231 -201
Profit before 579 409 505 671 857 1,069
tax

Taxes -145 -102 -126 -168 -214 -267
Net income 434 307 379 503 643 802
Dividends —-87 -25 -25 -25 -25 -25

The managing partner states that the cost efficiency assumptions are expected
to improve Maudville’s cash flow, which will be used to repay a portion of debt
taken on at the time of the buyout transaction. Debt consists of three tranches,
as follows.

Senior Debt. USD2.65 billion in seven-year senior secured debt at a 6.50%
annual interest rate that may be prepaid at par starting in one year.

Junior Debt. USD600 million in seven-year junior subordinated debt at
an 8.00% annual interest rate that amortizes in four equal installments,
starting in Year 4.

Mezzanine Debt. USD500 million in ten-year mezzanine debt at a 12.2%
annual interest rate that is fully repaid at maturity.

As the senior secured tranche has the greatest repayment flexibility, the
managing partner asks you to prioritize pay down of this tranche until junior
debt amortization begins in Year 4. Based on these instructions, you prepare
the following balance sheet forecast for Maudyville. Readers should note that
the sales growth rate mentioned earlier is also assumed for growth in current
and net fixed assets as well as for current liabilities.

Balance Sheet

(USD million) Year0 Year1 Year2 Year3 Year4 Year5
Panel A: Assets

Cash 400 400 400 400 400 400
Current assets 599 628 660 693 727 764
Net fixed assets 3,242 3,404 3,574 3,753 3,941 4,138
Goodwill 1,258 1,258 1,258 1,258 1,258 1,258
Total assets 5,499 5,691 5,892 6,104 6,326 6,560
Panel B: Liabilities and Equity

Current liabilities 499 524 550 577 606 637
Debt 3,750 3,635 3,457 3,163 2,738 2,165

Stock 1,250 1,250 1,250 1,250 1,250 1,250

127



128 Learning Module 3 Private Equity

Balance Sheet

(USD million) YearO0 Year1 Year2 Year3 Year4 Year5
Retained earnings 0 282 636 1,114 1,732 2,509
Total liabilities and 5,499 5,691 5,892 6,104 6,326 6,560
equity

The managing partner reminds you that the equity of USD1,250 million consists
of not only the USD1 billion Bardstown common stock contribution (or 100
million shares at USD10 per share) but also the LP convertible preferred stock
purchase of USD250 million (2,500,000 shares at USD100 per share). While
Bardstown plans to forego dividends on common shares, convertible preferred
share terms are as follows:

Preferred share dividend: 10% (USD10 per share);
Liquidation preference payout: 2.5x upon exit in five years;

Conversion ratio: 2x upon exit in five years.

Finally, as a management incentive, Bardstown introduces a plan to grant
Maudpville stock options to the new senior management team. These options
grant managers the right to buy 5 million Maudville common shares at a strike
price of USD10 per share at the end of the five-year investment horizon.

1. Calculate exit value of equity assuming 6x EV/EBITDA multiple and discuss
whether equity value improvement meets Bardstown’s required return
goals. Assume outstanding debt may be repaid at its par value and ignore
any potential dilution and exit payoff effects from convertible preferred or
management options.

Solution

Based upon the income statement forecast, we see that Maudville’s expected
EBITDA in five years’ time is equal to USD1,782 million. Given the assump-
tion of a future sale in five years at a price equal to 6x EV/EBITDA, we may

estimate the future sale price to be USD10,694,000,000 (= 1,728 million x 6).

Recall that this is the enterprise value, from which we must subtract the
forecasted carrying value of debt to arrive at the expected firm value. Given
the debt paydown forecast from USD3,750 million to USD2,165 million in
Year 5, solve for the exit value of equity of USD8,529 million by subtracting
remaining debt from enterprise value (= USD10,694 million — USD2,165
million).

The forecasted equity value improvement from the initial USD1,250 mil-
lion (note that we include the convertible preferred shares in equity here

as a simplifying assumption) to USD8,529 million easily meets Bardstown’s
required return goals of 35% IRR, assuming no interim dividend payments.
Use Equation 3 to calculate the ROL:

8,529
ROI = 6.82% = 755

Convert ROI to an equivalent IRR using Equation 4:
ROI = (1 + IRR)%,

6.82x = (1+IRR)>; IRR = 46.8%.
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2. Discuss factors contributing to forecasted equity returns in the Maudville
buyout transaction.

Solution

The 46.8% equity return forecasted from this model is an outcome of three
primary factors assumed as part of the model. First, Maudyville is expected to
realize significant EBITDA margin expansion. Given the decline in assumed
COGS and SGA expenses as percentages of sales, EBITDA margin increases
from 20% (=100% — 55% — 25%) to 28% (=100% — 50% — 22%) in five years.
Second, the improvement in EBITDA is further magnified in computing exit
value by a higher assumed exit multiple of 6x, compared to Bardstown’s 5x
EV/EBITDA entry multiple (= 5,000 + 998) calculated from the purchase
price divided by Year 0 EBITDA. Finally, debt reduction from USD3,750
million to USD2,165 million over five years allows for a greater proportion
of enterprise value to flow to equity holders.

3. Calculate the forecasted payoff to the convertible preferred shareholders
at exit under the income statement and exit value assumptions presented
earlier.

Solution

The forecasted payoff to convertible preferred shareholders upon exit is
USD625 million, and the solution process is described below. Specifically,
we use the critical points shown earlier in Exhibit 6 to analyze the payoff to
the convertible preferred shares.

The maximum firm value at which the liquidation preference amount ap-
plies in this situation is equal to USD625 million (= USD250 million x 2.5x
liquidation preference ratio), or the total capital from convertible preferred
shareholders (i.e., USD250 million) multiplied by the liquidation preference
payout. Note that the estimated firm value computed earlier is well above
this threshold of USD625 million.

If the equity share price exceeds USD125 (= USD625 million + (2 x 2.5
million shares)), then convertible preferred shareholders will choose to ex-
ercise their conversion option. The USD125 equity share price corresponds
to the optimal conversion point from Exhibit 6. The corresponding firm
value at the optimal conversion point is USD13,125 million (= 100 million x
USD125 + USD625 million). Maudville’s equity exit value under Bardstown’s
restructuring plan is estimated to be USD8,529 million, which lies between
the USD625 million liquidation value of convertible preferred shares and
the USD13,125 million optimal conversion point. Therefore, the forecasted
payoff to convertible preferred shareholders upon exit is USD625 million.

4. Calculate Bardstown Partners’ fractional ownership of Bardstown incorpo-
rating the dilution effects of both the convertible preferred stock and the
management options.

Solution

Equity dilution of Bardstown’s common shares may result from the possible
conversion of convertible preferred shares and exercise of management op-
tions. Consider the following modified version of Equation 8, which shows
Bardstown’s fractional ownership under full dilution:

Fractional Ownership = Common Shares ;
P~ Common + Newly Issued to Preferred + Option Exercise’
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100,000,000
Y 000,
90.91% = 155,600,000 + 3,000,000 + 3,000, 000"

The 2x conversion ratio for convertible preferred shares implies the poten-
tial issuance of 5 million shares (= 2.5 x 2) upon conversion, while manage-
ment options may be exercised into 5 million shares of common stock.

While the Maudbville case study shows the basic structure of a buyout equity analysis,

investors usually assess potential deals under varying assumptions of potential revenue
growth, cost improvements, paydown of debt, and margin expansion to identify the
key risks affecting an investment’s exit value. Scenario analyses often include sensitivity
tables showing investment return given deviations from key base case assumptions.
In addition, specific downside scenarios that may result in lower returns or the loss
of capital may be worth considering in detail as shown below.

CASE STUDY @

Maudyville Corporation Valuation: A Downside
Scenario

In an earlier case study, Bardstown Partners estimated a 47% IRR on a buyout
equity investment in Maudville Corporation, a mature US chemical company.
In addition to base case results and underlying assumptions, Bardstown’s invest-
ment committee has requested a downside scenario analysis given concerns
that a sharp economic downturn next year will significantly reduce demand
for Maudville’s products over the five-year investment period. In addition to
lower revenue, senior management believes that significant profit margin pres-
sures would lead to negative net income and EBITDA of approximately half of
recent levels. While the investment committee believes that such a scenario
has a low probability, they would like to understand its impact on Bardstown’s
estimated equity return. Given your familiarity with the Maudville base case
forecast, the managing director asks you to create a forecast consistent with the
recession scenario raised by the investment committee. After some changes to
the model, you produce the following summary income statement and balance
sheet five-year forecasts.

Income

Statement

(USD million) Year O Year 1 Year 2 Year 3 Year 4 Year 5
Sales 4,988 4,589 4,359 4,272 4,315 4,444

COGS (2,743) (2,753)  (2,703)  (2,563)  (2,589)  (2,666)
SGA (1,247) (1,285)  (1,264) -1153 -1165 (1,200)
EBITDA 998 551 392 555 561 578

Depreciation (401) (421) (388) (368) (361) (365)
Net interest 17) (269) (260) (260) (260) (248)
Profit before 579 (140) (256) (73) (60) (35)
tax

Taxes (145) 35 64 18 15 9

Net income 434 (105) (192) (55) (45) (26)

Dividends (87) (25) (25) (25) (25) (25)
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Balance Sheet (USD

million) YearO0 Year1 Year2 Year3 Year4 Year5
Panel A: Assets

Cash 400 400 400 400 400 400
Current assets 599 551 523 513 518 533
Net fixed assets 3,242 2,983 2,833 2,777 2,804 2,889
Goodwill 1,258 1,258 1,258 1,258 1,258 1,258
Total assets 5499 5,192 5,015 4,948 4,981 5,080
Panel B: Liabilities and Equity

Current liabilities 499 459 436 427 431 444
Debt 3,750 3,613 3,613 3,613 3,463 3,313
Stock 1,250 1,250 1,313 1,335 1,584 1,872
Retained earnings 0 (130) (347) (427) (497) (549)
Total liabilities and 5,499 5,192 5,015 4,948 4,981 5,080
equity

The managing director asks for a brief review of the key assumptions underly-
ing the forecast. You assume 8% and 5% revenue declines during the first and
second years of the forecast, consistent with a sharp economic contraction.
Maudpville’s revenue ends the forecast horizon at a level approximately USD540
million below that of the base year. As revenues fall, you assume that Maudville’s
operations would generate close to current expense levels for COGS and SGA
expenses. As a result, Maudville’s EBITDA margin declines from 20% in the
base year to a low of 9% in the second year of the forecast, before recovering to
13% in the final three years of the investment period. The profitability decline
severely diminishes Maudville’s ability to reduce its debt load.

Under these adverse economic conditions, you suggest that an EV/EBITDA
exit multiple of 6x is unrealistic, assuming instead that no multiple expansion
occurs over the five-year horizon and the EV/EBITDA exit multiple remains
5x. Based on a final year EBITDA forecast of USD578 million, the exit value of
Maudville’s enterprise value is USD2,889 million. As this amount is exceeded
by Maudville’s forecasted debt outstanding at the end of Year 5, it implies that
the firm would be insolvent by the end of the forecast period and Bardstown’s
equity investment would therefore have a value of zero.

While this case ignores the possibility of asset sales, debt restructuring, or other
measures taken in the case of financial distress, which are addressed in a later reading,
it illustrates both the importance of macroeconomic conditions as well as their impact
on key drivers of potential value creation in buyout equity strategies.

As both the case studies and real-world examples suggest, private equity strategies
across venture capital, growth equity, and buyout situations often play a critical role
outside of the public capital markets for startups launching a business, young firms
pursuing rapid growth, or mature companies reaching their potential following a
period of transformation.

Although the general valuation principles of these strategies across the investment
life cycle have similarities, venture capital investments typically require more spe-
cific industry and technical knowledge given the initial importance of non-financial
milestones associated with success. Growth equity often requires financial analysis to
demonstrate the feasibility of EBITDA growth, which is usually financed with equity,
while buyout equity transactions involve more detailed financial modeling and analysis
given both the maturity of the companies involved and the combination of debt and
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equity more commonly used in these transactions. In what follows, we will consider
the relative return and risk of all three forms of private equity as well as their strategic
role in an investment portfolio.

QUESTION SET [ f

1. Which of the following statements most correctly describes the
estimation of exit value in the VC method of valuation?

A. Exit value is estimated by using a single estimate of revenue potential
and a single estimate of price-to-sales.

B. Exit value is estimated in the context of a range of revenue potential
and price-to-sales.

(. Exit value is estimated by using a single estimate of forecasted earn-
ings and a single estimate of price-to-earnings.
Solution

Response B is the most correct description of exit value estimation in the
VC method. Because of high uncertainty of future revenue potential of a
startup, a range of revenue estimates is desirable. Additionally, a range of
price-to-sales also reflects the high degree of future uncertainty associat-
ed with the valuation environment of startups. Response A is less correct

as this statement does not account for the high uncertainty of the startup
environment. Response C is less correct as startups are less likely to have
positive and stable earnings necessary to apply a price-to-earnings multiple.

2. Calculate the missing figures (indicated by “?”) in the Series A Financing
column to complete the capitalization table using the following information
and the simple, incomplete capitalization table shown below.

Scenario: A startup founder, Heinz Fernandez, invests USD450,000 into
Nuca Group as its sole equity owner, and receives 90,000 shares in the
startup. One year later, Fernandez attracts USD2,000,000 in new equity
capital from an outside investor in Series A financing in exchange for a 10%
ownership stake in Nuca Group.

Capitalization Table

Panel A: Shares and Fractional Ownership

Investor Seed Shares Seed FO%  Series A shares Series A FO %
Outside ? 10%
investor

Founder 90,000 100% 90,000 90%
Totals 90,000 100% ? 100%

Panel B: Valuation across Financing Series

Seed Financing Series A Financing
Share price (USD) 5.00 ?
Pre-money valuation 0 ?

(USD)
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Panel B: Valuation across Financing Series

Seed Financing Series A Financing
New equity (USD) 450,000 2,000,000
Post-money valua- 450,000 ?
tion (USD)
Solution

The missing figures may be solved for, sequentially, as follows.

First, use the 10% equity stake and the USD2 million investment to calculate
post-money valuation.

Post-money valuation: USD20,000,000 (= 2,000,000 + 0.10)

Second, calculate pre-money valuation taking the post-money valuation
minus the new equity investment amount of USD2 million.

Pre-money valuation: USD18,000,000 (= 20,000,000 — 2,000,000)

At any point in the process, we can use the 10% equity stake and the found-
er’s shares of 90,000 to calculate the outside investor’s number of shares and
the total shares by solving for x below.

10% = x + (90,000 + x)
Outside investor number of shares = 10,000

Total shares =100,000 (= 90,000 + 10,000)

Finally, share price can be calculated by dividing pre-money valuation by the
number of shares from the founder round.

Share price: USD200 (= 18,000,000 + 90,000)

Panel A: Shares and Fractional Ownership

Series A

Investor Seed Shares  Seed FO % shares Series A FO %
Outside 10,000 10%
investor
Founder 90,000 100% 90,000 90%
Totals 90,000 100% 100,000 100%
Panel B: Valuation across Financing Series

Seed Financing Series A Financing
Share Price (USD) 5.00 200.00
Pre-money valuation 0 18,000,000
(USD)
New equity (USD) 450,000 2,000,000
Post-money valuation 450,000 20,000,000

(USD)
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3. Assuming that the liquidation preference multiple and conversion ratios are
equal, convertible preferred shareholders are most likely to convert their
shares if:

A. aggregate common equity value at exit is greater than preferred stock
price per share multiplied by the number of common shares outstand-
ing post dilution.

B. aggregate common equity value at exit is greater than common stock
price per share multiplied by the number of common shares outstand-
ing before dilution.

(. aggregate common equity value at exit is greater than preferred stock
price per share multiplied by the number of common shares outstand-
ing before dilution.

Solution

C is the correct response. Using the equation below, total liquidation pref-
erence value equals the liquidation preference multiple times the number of
preferred shares times the preferred stock price.

Total Liquidation Preference Value
Conversion Ratio x Number of Preferred Shares

Optimal Conversion Point =

If the liquidation preference multiple and conversion ratios are equal, then
the above equation simplifies to be equal to the preferred stock price. The
preferred stock price is fixed based on the issuance price while the equity
value is based on a variable stock price. Equity value exceeds the term in
response C if the common stock price exceeds the fixed preferred stock
price, and at this point, convertible preferred stockholders will convert their
preferred shares to common shares. Response A is incorrect because the
equity value reflects the value of common shares before dilution. Response
B is incorrect because equity value is always equal to this term.

4. Saugerton Partners, a private equity firm, considers a take-private transac-
tion with the following assumptions:

= 6x current EV/EBITDA multiple

= Deal financed with 25% equity and 75% debt

= 5% annual EBITDA growth

= 25% of the debt is paid off during the investment horizon
= 8x EV/EBITDA multiple at exit

= 35.44% IRR > 30% required return

Which one of the following factors important to LBO success seem least
important in this example?

A. Margin expansion
B. Improved asset efficiencies

C. Debt repayment
Solution

B is the most likely correct response. Both responses A and C are very clear-
ly outlined in the assumptions. Assumed EV/EBITDA multiples increase
from 6x to 8x between the deal closing and the exit date, so margin expan-
sion is very clear. Twenty-five percent of debt is expected to be repaid over
the investment horizon, so this aspect of equity value improvement is also
clearly assumed. The EBITDA growth rate is relatively slow, so may reflect




Private Equity Risk and Return

very modest margin expansion if sales growth rates are below 5%. Neverthe-
less, improvements in cost efficiencies are not clear as a driver to the high
IRR of the example.

PRIVATE EQUITY RISK AND RETURN

] discuss the risk and return among private equity investments as well
as versus other investments as part of a strategic asset allocation

Unlike some other private asset classes such as unlisted infrastructure projects, private
equity investors have public equity market indexes at their disposal to gauge the rela-
tive risk and return of these investments. The role of private equity in a strategic asset
allocation is to achieve high risk-adjusted returns that provide some degree of diversi-
fication benefits relative to public equity holdings due to the more specific investment
focus of venture capital, growth equity, and buyout equity strategies. Investors also
seek diversification within private equity strategies by allocating investments across
different vintage years and various investment managers.

The diversification benefits of private equity versus public equity occur because
private equity investments provide exposure to specialized areas of the economy.
Early-stage VC targets are in new industries or have disruptive business models with
an expected rapid growth trajectory often driven more by technological change rather
than macroeconomic conditions. Similarly, growth equity investors seek above-trend
profitable expansion by gaining market share or new markets, while buyout equity uses
a controlling stake to drive a firm’s relative performance improvement versus peers.

However, aggregate private equity returns are unlikely to diverge too far from those
of public equity. Private equity returns can diverge from public markets under normal
market conditions, particularly if the entry involves a take-private transaction and
they exit an IPO. That said, in the case of a public market downturn, private equity
markets face similar effects of adverse market conditions, which tends to increase
correlation between public and private markets. For example, greater risk aversion
among investors generally leads to a reduction in VC activity and value of startups,
while higher interest rates dampen buyout activity given the higher cost of financial
leverage.

High and less correlated expected returns of private equity investments across
VC, growth, and buyout equity must be sufficient to offset the higher risks and higher
costs of these investments, which include the following.

Liquidity Risk. Long investment periods of up to 10 years with limited sale
opportunities versus public markets give rise to liquidity risk. While gen-
eral partners and other investors increasingly offer secondaries for sale or
purchase, the bid-offer spread on such transactions lacks the transparency
of exchange-traded instruments and may widen substantially under adverse
public market conditions.

Valuation Risk. Private market valuations for partnerships and co-invest-
ments are affected by the chosen methodology, inputs, and judgement of
a general partner rather than an independent third party or as observed
in public market prices. For example, private valuations often use income-
based discounted cash flow (DCF) analysis based on risk free rates, public
credit spreads, public market multiples, and recent public transactions.
When interest rates rise or market multiples fall, private funds may avoid
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overreacting to adverse public market changes by limiting markdowns, thus
reducing apparent correlation to public markets. Valuation risk arises not
only due to this potential bias but also the delayed timing of private market
valuations received by investors. Public market investors typically receive
same-day valuations based upon net asset value (NAV) at the end of each
trading day, whereas private equity investors commonly receive valuations
with a quarterly time lag. This delays an investor’s ability to weigh tactical
rebalancing and other decisions versus public market allocations.

Agency Risk. While private equity ownership is a means of addressing the
principal-agent issue between company managers and shareholders as
described earlier, asymmetric information between a general partner and
limited partners also gives rise to a potential misalignment of interests.
Performance and other incentive-based fee structures for GPs and share-
based compensation for private company managers are potential miti-
gants to this risk. However, private firms lack the corporate transparency
of publicly traded firms, and investors are often unable to exercise voting
rights similar to public company investments. Also, in earlier-stage deals
under management control, owners may continue to enjoy private benefits
of majority ownership versus minority investors. For example, private equity
investors may have limited information on whether portfolio company
investments meet similar environmental, social, and governance (ESG) cri-
teria to their public company equity investments as described below.

PRIVATE EQUITY GOVERNANCE CONSIDERATIONS FOR PUBLIC INVESTORS

Public sector investors such as public pension funds are not only focused on
maximizing risk-adjusted returns and generating a surplus for beneficiaries
and stakeholders but are also keenly focused on environmental, social, and
governance issues as they cast votes for publicly held shares and interact with
investment managers. For example, public pension plans are significantly more
likely to support ESG proposals as compared to general shareholders, according
to a 2022 Morningstar report.

However, investing in private equity through a fund structure introduces
an additional layer between these investors and the companies in which they
invest. Specifically, private market investors have less influence and often lack
the ability to vote on important ESG issues related to problems of investor
concern such as climate change, pay equity, and board gender diversity, as well
as a wide array of other ESG-related topics. Pension plans may lack the ability
to sufficiently ensure that their private equity investments are consistent with
mandates established by the plans. To mitigate this concern, in some cases large
public pension plans implement policies in an effort to ensure that their specific
goals are achieved through private equity investing.

As one example, CalPERS has a policy restricting investment in private
equity funds holding portfolio companies connected to the outsourcing of US
public sector jobs. As the largest public pension plan in the US, CalPERS likely
has greater influence over private equity fund managers than many other plans
to encourage compliance, but with investments in over 300 different private
equity funds, the ongoing monitoring of such a policy may impose significant
additional costs on both the plan and its managers.
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Extraordinary Operating and Business Risks. The investment focus of ven-
ture capital, growth equity, and buyout situations may involve exceptional
operating and business risks, which may result in a substantial loss of capi-
tal. Unrealized assumptions in the ex-ante financial analysis may have large
impacts on realized returns.

Interest Rate and Leverage Risk. In the case of buyout equity where signif-
icant leverage is used, rising interest rates and credit spreads increase the
cost of debt and potentially impair the ability to realize financing on attrac-
tive terms.

Macroeconomic and Public Market Risks. Private equity investments face
unique risks related to the entry and exit value of equity. For example, in
a strong market environment, competition for undervalued assets may
be high and drive up the cost of investments, while in an adverse market
scenario, depressed market multiples may reduce the potential return on
investment for a planned exit.

Dilution Risk. As highlighted in earlier examples, the potential for dilution
is also a consideration for investors, whether that includes later-stage series
financing for early-stage companies or the dilution arising from share-based
compensation to company managers in the case of buyout equity.

As described earlier in the curriculum, the costs and fees associated with private
equity investments are substantially higher than those of public markets and must be
factored into expected investor returns. In addition to higher management fees and
performance-based compensation, these include the following.

Transaction Fees. Fees arising from extensive due diligence, bank financing
costs, legal fees for arranging an acquisition, and the direct or indirect costs
of arranging the sale of an investee company.

Fund Setup Costs. These mainly involve the legal costs of setting up an
investment vehicle and marketing roadshows during fundraising, which are
typically amortized over the life of the investment vehicle.

Administrative Costs. Custodian, accounting, and transfer-agent costs are
generally charged as additional annual fixed fees, often as a fraction of the
investment vehicle’s NAV.

Investors seek to manage private equity risks via both thorough due diligence
of fund managers for co-investment and limited partnership investments as well as
diversification by geography, industry, vintage year, and investment strategy. Given
the higher costs of these investments, investors often adjust expected return targets
as shown in the following example.

CASE STUDY

Northern States Private Equity Investment Strategy

Northern States Pension Plan is a large US-based public pension plan with a
long history of allocating to private equity as an asset class. The plan has an
allocation target range of 10%-20% for private equity investment. Its current
allocation to private equity investments is 19.3%. Northern States has established
the following investment policy for its investments in private equity funds.

Private Equity Investments—Strategic Objectives:

= Achieve significant outperformance relative to a broad equity bench-

mark over a long (i.e., 10 year) time horizon
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= Diversify among fund types and strategies

= Diversify across development stages, investment size, industry sectors,
geographies, and vintage years

= Engage as a responsible investor to promote sound environmental
practices

= Leverage manufacturing industry experience by strategically co-invest-
ing in this industry sector

Private Equity Performance Target:

The Plan has a performance target of exceeding a return on a broad equity
benchmark plus 2.5% per annum net of fees.

Within the private equity asset class, Northern States has established the
following policy ranges for the different categories:

= Venture capital: 30%—-50%
= Growth equity: 20%-30%
= Buyout equity: 25%—45%

Recent declines in the valuation of venture capital investments have caused
the value of Northern States’ venture investment to decline, and its allocation
to this category is currently at 32%. Both growth equity and buyout equity have
shown stronger performance and the allocations are at 28% and 40%, respec-
tively. The main economic drivers causing recent performance in private equity
include (1) a concentration of venture capital money into startups focused on
artificial intelligence applications at the expense of other types of industries that
typically rely on venture funding and (2) a renewed emphasis on investments
generating improved cash flow. The consensus among Northern States’ senior
management is a continuation of these two trends for at least the next year.

Brianna Jenkins, Head of Alternative Investments at Northern States, has
asked you, as an analyst in her team, to prepare a memo related to a possible
co-investment in Clevington Corporation alongside Saugerton Partners equity
for the Investment Committee. Details of the potential Clevington LBO are
shown below:

= Clevington Corporation is a manufacturing company.

= A controlling stake in Clevington shares may be purchased at a share
price consistent with a 6x EV/EBITDA multiple and financed with
75% debt and 25% equity;

= Under the proposed restructuring plan, Clevington can achieve 5%
annual EBITDA growth and pay down a quarter of debt outstanding in
five years;

= Clevington may be sold in five years to a private or public buyer at an
8x EV/EBITDA multiple in line with industry peers.

= The expected IRR to equity investors of Clevington is 35.4%.

=  The expected IRR of the public equity benchmark is 30.0% over the
expected investment period.

1. Discuss two challenges faced by Northern States with respect to rebalancing
its private equity portfolio in preparation for the next year.

Solution

One challenge relates to Northern States’ overall allocation to private equity
as it is currently at 19.3%, near the top of the allowable range of 10%—20%.
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While still within the allowable range, any further upward adjustments in
private equity valuations may cause its allocation to go above the upper
bound of its allocation range. Given that private equity investments are
not liquid, Northern States may need to sell one or more of its investments
using a secondary market transaction with wide bid-ask spreads.

A second challenge relates to its allocation to venture capital, with 32% of

its overall private equity investment being at the low end of its allowable
range of 30%—50%. While being close to underweight may allow for a buying
opportunity in venture capital, the need to potentially sell private equity
investments in the other subclasses once again may require the use of a
secondary market transaction.

A related challenge in the venture capital space relates to lack of diversifi-
cation by focusing new investments in artificial intelligence—related ven-
tures at potentially inflated valuations versus allocating to underfunded VC
opportunities in other venture-eligible industries. One other valuation-re-
lated challenge is whether Northern States should look to liquidate (or not
reinvest distributions) in the cash flow generating areas of growth equity
and buyout equity when those areas are forecast to perform well.

2. Evaluate a possible equity investment by Northern States into the Cleving-
ton Corporation take-private opportunity with respect to the pension fund’s
strategic objectives, performance target and allocation ranges.

Solution

The potential Clevington investment is consistent with the final bullet point
of Northern States’ strategic objectives. Specifically, Clevington operates in
a line of business in which Northern States has expertise and they may be
able to co-invest (thus avoiding the fees associated with investing through a
private equity fund).

The expected IRR of the Clevington equity investment is approximately 35%,
and this appears consistent with the performance target of outperforming
the broad equity benchmark by 2.5%.

Finally, the Northern States’ allocation to buyout equity is currently at 40%
of its private equity portfolio. This allocation is at the higher end of its allow-
able range of 25%—45%. If the proposed investment size is sufficiently small
in the scope of its overall private equity portfolio, the Clevington investment
may be consistent with Northern States’ allocation targets.

QUESTION SET Ey

1. Which of the following statements about private equity investment
compared to other private market investments, such as private infrastruc-
ture, is most correct?

A. Private equity investment differs from other private market invest-
ments in that performance may often be benchmarked against a public
market index.

B. Private equity investments offer higher risk-adjusted returns with low
correlations to other asset classes.
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(. DPrivate equity investments are less prone to economic conditions
affecting other private market investments.
Solution

A is the most correct response. As opposed to private market investments
such as real estate or infrastructure, private equity returns can reasonably
be compared against a public equity benchmark. Response B is not correct
because this statement is likely true for multiple private market asset classes.
Response C is not correct as private equity is affected by economic con-
ditions, especially adverse conditions that broadly impact both public and
private markets.

2. Secondaries offered by general partners or other private equity investors
address which of the following risk factors?

A. Valuation risk

B. Macroeconomic risk

C. Liquidity risk

Solution

C is the correct response. Investments in private equity have very long
holding periods, sometimes as long as ten years. The market for secondaries
provides opportunities for investors to liquidate their holdings although sec-
ondaries likely are offered at high bid-ask spreads. Response A is incorrect
as valuation risks are associated with any aspect surrounding how a private
equity investment is valued. Response B is incorrect because macroeconom-
ic risk (also known as public market risk) relates to the economic environ-
ment affecting entry and exit multiples of private equity transactions.

3. Which of the following risk management objectives is least likely to be im-
plementable for an investor allocating 100% of funds to venture capital?

A. Diversification across geographic regions
B. Diversification across industries

C. Diversification across vintage years
Solution

B is the correct response. Venture capital investment is focused on a small
set of emerging industries characterized by the potential for very high
growth. As a result, industry diversification is not likely if investing only in
venture capital. Responses A and C are not correct as startup opportunities
are available for investment in many parts of the world and investment in
venture capital can be diversified across time (i.e., investing in funds with
different vintage years).
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PRACTICE PROBLEMS

The following information relates to questions
1-4

Brianna Jenkins, Head of Alternative Investments at Northern States Pension
Plan, has recently hired a new analyst, Cheng Zhu, to assist on its private equity
allocations within its overall alternatives portfolio. Zhu has worked as a buy-side
analyst in public equities for the last three years, and Jenkins hopes to find out
what her new hire knows about private equity markets.

Jenkins begins by discussing the Northern States investment approach to iden-
tifying quality fund managers in the private equity market. Jenkins makes the
following two statements.

Statement 1 “Northern States prefers fund managers that rely less on
assumptions about multiple expansion in identifying good port-
folio companies”

Statement 2 “Northern States prefers fund managers that apply more realis-
tic assumptions about the potential for paying off the debt of a
portfolio company over the investment horizon”

Zhu asks Jenkins about the ability of Northern States to liquidate portions of its
private equity portfolio following periods of strong performance. Specifically,
Zhu is curious as to what degree Northern States is able to liquidate a holding in
an illiquid private equity fund.

Zhu discusses the increasing importance of voting rights in public equity markets
and asks Jenkins how governance issues work when investing in private equity
markets. In response to Zhu'’s question, Jenkins makes the following statements.

Statement 3 “Northern States participates as a co-investor in private equity
investments in industries in which it believes it has strong
experience”

Statement 4 “Northern States has included investment policy mandates
associated with board diversity that restrict investment in pri-
vate equity funds that own portfolio companies which are not
compliant with Northern States’ policy on board diversity”

1. Which of the following risks associated with private equity investing is most
consistent with Statement 1 made by Jenkins?

A. Liquidity risk
B. Valuation risk

(. Agency risk

2. Which of the following private equity strategies is most likely being discussed in
Statement 2 made by Jenkins?

A. Venture capital

B. Growth equity
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(. Buyout equity

3. Which of the following poses the least direct liquidity risk associated with own-
ing a position in a private equity fund?

A. A secondary market for private equity holdings created by a general partner
B. The long holding period required by the private equity fund

C. Adverse conditions in public markets

4. Discuss how Statements 3 and 4 address Northern States’ response to agency
risks associated with private equity investment.

The following information relates to questions
5-9

Suzette Moreau is a managing director of Estragon SA, a French private equity
firm focused on venture capital investment. Moreau is working on strategies to
improve the firm’s overall rate of return (of approximately 30%) on its venture
portfolio of 20 companies. The fund’s current failure rate is 75% and its port-
folio of successful investments earns 15x capital, on average, over a five-year
investment horizon. Moreau believes that Estragon can improve its failure rate
sufficiently without a material decline in its investment returns on its portfolio of
successful investments.

Moreau meets with a new analyst beginning work on Estragon’s venture capital
portfolio. Moreau discusses some of the different financing mechanisms used in
private equity and introduces convertible preferred shares. She shows the analyst
Exhibit 1.
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Moreau provides her new analyst with the following scenario to assess: Estragon
is considering investing EUR2.5 million in Series A financing of a startup venture
having seed capital already invested of EUR1 million. Estragon’s estimated exit
value of the startup’s equity in five years is EUR150 million, and its target ROI is
8x.

Moreau continues her example as follows: Estragon makes its Series A financing
investment of EUR2.5 million in a startup venture with a post-money valuation
at the time of financing of EUR18.75 million. One year later, the startup seeks an-
other EUR5 million in Series B financing and Estragon is willing to contribute an
additional EUR2.5 million. The updated post-money valuation is EUR50 million.

As a final question, the new analyst asks Moreau about Estragon’s participation
in growth equity deals in the private equity market. Moreau responds that the
firm will occasionally consider investing in growth equity, but only on a limited
basis because the differences in analyzing venture capital and growth equity are
sufficiently significant enough that Estragon believes that its expertise is better
focused in the venture capital portion of the private equity market.

5. Demonstrate whether Estragon can reasonably improve its failure rate to increase
its overall rate of return to 35%.

6. Discuss the economic reason for why the slope of the payoff to common shares
declines at points greater than the conversion price on the x-axis of the chart.

7. Which of the following is closest to Estragon’s expected fractional ownership of
the startup if it makes this projected investment in the Series A financing?

A. 13.3%
B. 15.4%
€ 71.4%

8. Which of the following is closest to Estragon’s fractional ownership if it partici-
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pates in the Series B financing?

A. 10.0%
B. 17.7%
€ 62.5%

9. Discuss two aspects of differences between venture capital and growth equity
that may reflect Moreau’s comments about preferring to focus on investing in
venture capital rather than growth equity.

The following information relates to questions
10-13

Benrich Inc. is a US-based food services corporation with a long history in the
industry, but recently has struggled to generate adequate growth or profitability.
However, despite its relatively low net profit margins, Benrich generates a stable
EBITDA of USD150 million, EBITDA margins of about 20%, and revenue growth
of approximately 1% per year. Bardstown Partners, a private equity firm special-
izing in buyout equity transactions, believes that Benrich may be a good invest-
ment candidate for inclusion in its latest buyout fund.

The Bardstown Partners analyst assigned to this deal concludes that an assump-
tion of additional revenue growth may be unlikely for Benrich. However, the
analyst believes that an assumption of 6% EBITDA growth per year over the
investment horizon is plausible.

Bardstown believes that Benrich can be purchased at an EV multiple of 5x EBIT-
DA of USD150 million with 30% common equity contributed by Bardstown and
70% debt financing. The Bardstown analyst forecasts that Benrich can reduce its
debt load following the transaction by USD40 million per year over a five-year
investment horizon.

At the end of the investment horizon, Bardstown views the potential for exiting
its investment by selling Benrich at a 6x EV/EBITDA multiple due to increased
efficiencies. Bardstown has a 35% IRR target for a buyout equity deal of this risk
level.

10. Discuss two characteristics that may make Benrich a suitable candidate as a tar-
get of a buyout equity fund.

11. Discuss and estimate assumptions necessary for 1% revenue growth and 6%
EBITDA growth.

12. Calculate Benrich’s estimated debt outstanding at the end of the five-year invest-
ment horizon and evaluate whether the debt reduction goal is likely realistic in
the context of other aspects of the forecast.

13. Analyze the investment potential of the proposed transaction to take Benrich
private under Bardstown’s assumptions with no interim cash flows distributed to
equity investors.
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SOLUTIONS

1. Response B is correct. Both entry and exit multiples reflect valuation assump-
tions. Assumptions about multiple expansion reflect one path by which fund
managers assume good returns from investment in a portfolio company. Mul-
tiples for private equity portfolio companies are likely to move less than bench-
mark public equity multiples. Less emphasis on margin expansion implies that
Northern States prefers to avoid managers who may be overly influenced by
increases in public market multiples in setting exit multiple assumptions. Re-
sponses A and C are incorrect as neither of these risks are related to assumptions
about multiples.

2. Response C is correct. Buyout equity transactions typically involve significant
debt as part of the initial purchase price of the portfolio company. In these types
of deals, both the income statement and balance sheet are forecasted over the
investment horizon. A key assumption made in the balance sheet forecast is the
degree to which debt is repaid. Responses A and B are incorrect as neither ven-
ture capital nor growth equity include assumptions about balance sheet forecasts,
so repayment of debt is unlikely to be a significant assumption in these types of
private equity deals.

3. Response C is correct. Adverse conditions in markets do not, in isolation, create
liquidity risk for private equity investors. Rather, an added element associated
with private equity investments must be included to the statement to imply that
adverse market conditions create liquidity risks. On the other hand, both Re-
sponses A and B reflect situations that are direct or indirect liquidity risks. Long
required holding periods are the most direct form of liquidity risk of private
equity. In response to investor demand for some liquidity, general partners may
create a secondary market for fund investors to liquidate holdings, but they are
likely to demand a wide bid-ask spread. This wide bid-ask spread properly reflects
liquidity risk.

4. Statement 3 directly addresses agency risk. As a co-investor, Northern States has
a direct ownership stake in a portfolio company rather than an indirect stake
owned directly by a private equity fund. As a result, Northern States has the
ability to interact directly with the portfolio company’s management on areas of
governance concern. Statement 4 addresses agency risk indirectly. By imposing a
policy mandate on private equity funds, Northern States attempts to ensure that
the funds will support board diversity proposals by only owning portfolio compa-
nies that comply with Northern States’ policy. However, Northern States will face
additional costs to ensure that its fund investments follow this policy.

5. Assuming an initial investment of EUR100, we would need to solve for the un-
known failure rate to achieve an IRR of 35%. The unknown terminal value in five
years may be expressed as follows: (= (EUR100 — EURX) x 15) and we use an IRR
of 35% in the denominator, as shown below.

X

EURI00 = (1+0.35)°

Solving for X in the equation above gives a result of 448.4 (= 100(1.35)°). Substi-
tuting 448.4 into the following and solving for x gives a result of 70.1:

448.4 = (100 —x) x 15.

Thus, the failure rate would have to improve to 70% (from its previous level of
75%).
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Applying the 100/10/1 rule of thumb and the failure rates above to Estragon’s
situation with 20 portfolio companies implies that currently five of these (i.e., (=
1 - 0.75) x 20) are the drivers of Estragon’s returns. If Estragon could improve
its process to improve its portfolio to six successful companies (i.e., (= 1 - 0.70)
x 20), then it could improve its IRR to 35%. NOTE: A simpler way to estimate
this would be to note that the hoped-for IRR is 16.67% better than current (=
(35 - 30) + 30), so a 20% (= (6-5) + 5) improvement in the number of successful
firms in the portfolio would accomplish this if the additional successful firm can
generate the 15x return.

The optimal conversion point is that at which the convertible preferred share-
holders choose to convert their preferred shares to common shares. Above this
point, the increase in firm value accrues to both the convertible holders who
have converted preferred shares to common equity as well as existing common
shareholders. The conversion of preferred shares into common shares causes the
fractional ownership of the common shares to become diluted and the increase
in value for common shareholders is reduced because of the dilution.

Response A is correct. The post-money valuation may be estimated as EUR18.75
million (= EUR150 million exit value + 8x ROI). Estragon’s fractional owner-
ship is estimated at 13.3% (= 2.5 + 18.75). Response B is incorrect as it uses the
pre-money valuation of EUR 16.25 million (= 18.75 - 2.5) as the denominator

in calculating fractional ownership. Response C is incorrect as it assumes EUR1
million as the pre-money valuation, so then assumes post-money valuation of
EUR3.5 million.

Response B is correct. To calculate Estragon’s fractional ownership, use Equation
11 shown below:

o Pre-Money Valuation = New Investor Equity
prior © Post-Money Valuation ' Post-Money Valuation’

FO,,=F

post —

The prior fractional ownership is equal to 13.33% (= 2.5 + 18.75). Post-money
valuation is given as EUR50 million and pre-money valuation is equal to EUR47.5
million (= 50 — 2.5). New investor equity is given as Estragon’s planned invest-
ment of EUR2.5 million. Thus, the fractional ownership is equal to approximately
17.7% (= 13.33% x (%) + (%))

In contrast to venture capital’s focus on startups in the few industries expected to
expand very rapidly, growth equity is less industry focused and targets later-stage
companies for expansion with established products and business models. As
such, Moreau may be concerned with the need to conduct due diligence across
more industries and become more comfortable with researching companies later
in their lifecycles. Additionally, the analysis required for modeling growth equity
requires income statement modeling beyond the assessment of future revenue
projections as is common in venture capital. Thus, investments in growth equity
require more expertise in projecting feasible improvements in profit margins as
well.

First, Benrich is a mature company in the late stages of its lifecycle in a
slow-growth industry. Second, Benrich generates stable cash flows, and these are
helpful in reducing debt typically taken on in buyout equity transactions.

To achieve 6% EBITDA growth with only 1% revenue growth, Benrich will need
to achieve cost-cutting strategies related to the cost of goods sold and selling,
general, and administrative expenses. The growth rates of both expense items
must be below 1% to ensure improved EBITDA margins. To illustrate the margin
assumptions necessary, assume Benrich’s revenues grow from 1 to 1.01 (i.e., 1%



Solutions 147

12.

13.

growth). Benrich’s EBITDA on revenue of 1 is 0.20, and 6% growth would reflect
an increase in EBITDA from 0.20 to 0.212. Thus, the EBITDA margin required
would be 20.99% (= 0.212 + 1.01). Thus, the combined COGS and SGA expens-
es would need to decline from 80% of revenues (i.e., 100%-20%) to 79.01% in
the first year. The combined COGS and SGA would be equal to 0.798 (= 1.01

- 0.212), and this represents a 25-basis point decline in costs from year to year.
This pattern of declining costs would need to continue at slightly increased rates
during each subsequent year over a multi-year time horizon to achieve the goal.

Given the EV/EBITDA multiple of 5x and EBITDA of USD150 million, the
proposed transaction price to buy Benrich is USD750 million (= 5 x 150). With a
70% debt and 30% equity financing structure, the initial debt level of Benrich will
be USD525 million (= 0.7 x 750). With USD40 million in debt repaid per year, the
expected debt level at the end of five years is USD325 million (= 525 — 5(40)).
The debt reduction target appears realistic. Given Benrich’s EBITDA base year
value of USD150 million and growth at 6% per year, the company likely can fund
debt repayments of USD40 million per year as long as its capital investment
needs are relatively small. If the asset base stays constant at USD750 million,
Benrich’s debt ratio declines from 70% at the outset of the transaction to 43.3% (=
325 + 750) by the end of five years.

The goal is to assess whether the IRR of the proposed buyout deal of Benrich is
greater than Bardstown’s required return of 35%. Of the USD750 million pur-
chase, Bardstown will commit USD225 million of equity contribution (= 750 x
30%). To compute the expected exit value of equity, we must first calculate the
expected enterprise value upon exit based on the projected EBITDA in year 5
and the expected EV/EBITDA multiple of 6x. Projected EBITDA is approxi-
mately USD200.7 million (= 150 (1.06)°) and estimated enterprise value at exit
is USD1,204.4 million (= 200.7 x 6). To obtain exit value of equity, we subtract
the projected debt outstanding at the end of five years of USD325 million from
the exit value of enterprise value. The exit value of equity is USD879.4 million (=
1204.4 - 325). Finally, we can obtain the IRR by dividing the exit value of equi-
ty by the initial equity contribution, taking this to the power of 0.2 (= 1 + 5) to
reflect the investment horizon, then subtract one. The resulting IRR is equal to
31.3% (= (879.4 + 225)%-2— 1). The expected IRR of the deal does not meet Bard-
stown’s required return, so the Benrich deal does not show potential as a private
equity investment.
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Private Debt

LEARNING OUTCOMES
Mastery | The candidate should be able to:

] discuss the use of debt financing in private market strategies over the
investment life cycle

discuss the use of leveraged loans, high-yield bonds, and convertible
bonds in private market strategies

market strategies;

analyze private debt profiles and calculate and interpret financial

] contrast the use of mezzanine debt and unitranche debt in private
ratios used to value private debt investments

discuss the risk and return among private debt investments as well
as versus other private market investments as part of a strategic asset
allocation

INTRODUCTION

Fixed-income instruments such as loans and bonds are not only the most common
source of capital for public issuers, but also play an important role in private markets.

The source of debt financing in private markets has evolved from being largely the
domain of banks, bank syndicates, and public markets to non-bank sources of lending
known as private debt, which have experienced rapid growth.

According to Preqin, an alternative investment data company, private debt capital
raised has more than doubled over the past decade, led by a sharp increase in direct
lending, and is expected to reach USD2.2 trillion in global assets under management
by 2027.

Debt financing used in private market strategies differs from the non-callable,
unsecured fixed-coupon bonds commonly used by mature public corporations and
sovereign issuers. Lenders and borrowers in private corporate, real estate, or infra-
structure debt transactions often incorporate characteristics such as equity-like fea-
tures (to attract lenders when cash flows are less stable),, or prepayment features to
give borrowers flexibility over situations such as company restructuring or managing
a project development life cycle. This may involve prepayable variable-rate debt with
lower effective duration than fixed-rate bonds of similar maturity, or fixed-rate bonds
with explicit call or conversion features. Non-bank private debt funds offer distinct
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strategies such as venture debt and direct lending to small and medium-sized com-
panies. They also offer funds devoted to event-driven or special situations, such as
distressed debt, which are covered in a separate learning module.

In this learning module, we discuss how and why debt financing is used in private
markets, from startups to growth companies and buyout situations, as well as real estate
and infrastructure financing. We also investigate the similarities and differences in debt
instruments offered by banks and non-bank sources, as well as mezzanine debt and
unitranche debt. Next, we examine the role these debt instruments play in a private
company’s debt profile, applying fixed-income risk and return measures introduced
earlier in the curriculum to estimate their value. Differences in debt features, underlying
uses, and borrower profiles offer the potential for higher return and diversification
with less correlation to traditional public fixed-income securities. Private debt also
offers investors exposure to private market strategies with more predictable cash flows
than equity. Investors must weigh these possible benefits against the unique risks of
private debt when considering their role in an investor’s portfolio.

LEARNING MODULE OVERVIEW

= Debt financing used in private markets includes venture debt
for startups and mezzanine debt for growth and mature com-
panies. Leveraged loans and high-yield bonds are commonly used for
larger buyout equity situations, while direct lending is more prevalent
for small and medium-sized firms.

= Leveraged loans involve senior secured, floating-rate debt prepayable
by the issuer. This compares to high-yield bonds which are fixed-
rate, subordinated debt instruments with a fixed-price call feature.
Convertible bonds combine features of debt with equity by allowing
investors to exchange debt for shares at a predetermined price.

= Subordinated mezzanine debt and unitranche debt are less liquid
compared to most other private forms of debt. Both offer more flexible
terms to lenders. Subordinated mezzanine debt often incorporates
equity-like features. Unitranche debt facilities combine senior and
subordinated debt.

= DPrivate issuer debt profiles seek to ensure sufficient operating flexibil-
ity with adequate borrower protections, including covenants and other
contingencies. In addition to fixed-income risk and return measures,
private debt valuation involves a larger credit component than invest-
ment grade debt, increased complexity due to the use of security and
subordination, and a high degree of illiquidity.

= Differences in private debt characteristics, such as contingency fea-
tures, higher yield spreads due to credit, and liquidity and its use in
private market strategies, contribute to the potential for higher return
and diversification from traditional fixed-income exposures.

PRIVATE DEBT STRATEGIES

] discuss the use of debt financing in private market strategies over the
investment life cycle
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The investment life cycle for private markets, including private equity, real estate, and
infrastructure, involves debt financing over a period of development or transformation.
Private market debt use differs markedly from the use of commercial paper, unsecured
revolving credit, and senior unsecured bonds among mature public companies with
investment grade ratings.

Highly rated public companies with stable cash flows are considered far less likely
to default, face few covenant or debt tenor restrictions, and enjoy a high degree of
investor confidence that they will meet interest and principal payments from operating
cash flow. Private equity strategies over the company life cycle, in contrast, involve
either early-stage startup or growth firms with low or less predictable operating cash
flow, or buyout companies where greater financial leverage increases the likelihood of
default. To reduce the overall investment risk associated with debt financing, private
equity borrowers must offer debt investors a higher return as well as protection in
the form of restrictive covenants, security in the form of collateral, and/or equity-like
returns to compensate lenders for greater risk.

Exhibit 1 shows common forms of debt used in conjunction with private equity
strategies employed over the company life cycle.

Exhibit 1: Debt Financing in Private Equity Over the Company Life Cycle

| Start Up | | Growth | | Mature | | Decline |

Revenue

Cash Flow

Time
Mezzanine
Debt

Distressed
Debt

Leveraged
Loans
High-Yield
Bonds

Direct
Lending

Convertible
Debt

Venture
Debt

Venture Debt

Startup companies with little to no revenue, negative cash flow, and few assets available
as collateral are unattractive candidates for traditional loan or bond financing, but in
select cases, they can access venture debt.

When available, unsecured venture debt from non-bank lenders is typically
offered to an early-stage, revenue-generating firm for up to three years at a relatively
high interest rate given the lack of positive cash flow and high default potential.
Venture borrowers usually have large cash balances, and their loan balances reflect
low loan-to-value ratios, typically no greater than 10%. To minimize refinancing
risk, venture debt is typically amortized over the loan period. Venture debt typically
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involves a loan plus a warrant granting a lender the right to purchase common equity
shares issued by the company for a fraction (often 10-20%) of the loan amount at a
predetermined price over a specific period.

Warrants have a similar payoff profile to equity call options but differ in two ways.
First, they are usually outstanding for longer periods of up to several years. Second,
warrants are issued directly by a company versus an exchange, and they result in
dilution due to the issuance of new shares for settlement. This feature is used by bor-
rowers to both reduce financing costs versus common shares and avoid the immediate
dilution of equity while accepting contingent dilution if shares appreciate above the
warrant exercise price.

As for lenders, despite the lack of revenue, cash flow, or tangible collateral, venture
debt offers the potential for equity-like returns if shares appreciate, with potential
additional equity series financing and in some cases a claim against intellectual prop-
erty as additional default risk mitigants.

SILICON VALLEY BANK (SVB) AND THE VENTURE DEBT MARKET

Named after the Northern California region known as a global technology and
innovation hub, Silicon Valley Bank was founded in the 1980s to serve the spe-
cific needs of technology startup companies.

SVB’s business model deviated from that of more traditional cash flow—based
and collateral-based bank lending, as it extended loans to early-stage companies
and accepted founder shares as collateral while accumulating deposits from
businesses financed through venture capital. As SVB pursued rapid growth
over the next three decades, it began financing venture capital firms, expanding
services, and connecting startups to legal and financial advisors.

At the end of 2022, SVB was estimated to hold nearly a quarter of the total
US venture debt market estimated at approximately USD 30 billion, with over
half of its loan portfolio comprised of loans to venture capital firms and private
equity and used to invest in private firms.

The benefits of SVB’s highly concentrated portfolio were sharply reversed
amid the downturn in technology stocks and rising interest rates in 2022. In
early 2023, social media posts based on rumors of substantial losses and risk
management missteps resulted in a run on SVB’s deposits. Both the sharp drop
in deposits and the revelation of securities portfolio losses amid higher rates
led SVB to be declared insolvent and was closed by regulators in March 2023.

Within a few weeks of SVB’s failure, SVB filed for bankruptcy and First
Citizens BancShares purchased SVB’s loans, deposits, and branches. Notably,
SVB’s venture debt portfolio was included in this purchase, and the president of
First Citizens confirmed that the company had hired the venture debt team from
SVB in a statement of commitment to continuing the focus on venture lending.

The future of venture debt in the United States following SVB’s failure remains
uncertain. SVB’s demise creates a new playing field in the venture debt market.
While First Citizens BancShares’ SVB acquisition may give it an early advantage
in the event of a market rebound, this market faces a likely adjustment to new
venture capital market conditions.

A special form of venture debt applicable to early-stage firms with subscription-based
revenue is recurring revenue financing (also known as receivables financing or fac-
toring). Under this structure, a private lender offers a loan to a software firm, for
example, with an established software license subscriber base and an established
track record of monthly cash flows. The loan, which consists of a discounted upfront
monthly payment of expected subscription revenue, is extended in exchange for some
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or all of the monthly subscriber cash flows as they are received. Key determinants
of cost and availability include the size, growth rate, and quality of the underlying
subscriber revenue.

Mezzanine Debt

Also referred to as hybrid debt, or more broadly as junior debt, mezzanine debt
represents long-term claims to interest and principal which are met only once all
senior debt claims are satisfied but before any distributions to common equity or
other shareholders.

In contrast to both high-yield and convertible bonds as well as leveraged loans,
mezzanine debt is often of smaller size and arranged privately with non-standardized
terms. The contractual subordination of mezzanine debt is usually established via
an agreement among borrowers linking senior secured and subordinated mezzanine
debt claims at the company level.

Mezzanine debt may include equity-like features such as call options, conversion
rights, or warrants. This debt may be offered on a fixed or variable rate basis, with
interest paid in cash—or payment in kind (PIK), that is, via accrual which increases
principal outstanding and is paid at maturity. As shown in Exhibit 1, mezzanine debt
is used across the growth and mature phase of the company life cycle.

Convertible Debt

Convertible debt is a fixed-income instrument which combines the features of debt
with equity via a contingent feature allowing debtholders to exchange their claim for
common shares at a predetermined fixed price in the future.

Since this equity call option-like feature is embedded in the convertible bond’s
price, these long-term bonds pay little to no periodic interest and are used in private
market strategies where lenders are willing to accept the credit risk of issuers with
less certain cash flows in exchange for equity appreciation potential. For example,
early-stage companies which lack the level and stability of cash flows needed to support
traditional forms of debt may issue convertible bonds to increase financial flexibility
and lower the cost of capital, while issuers pursuing an acquisition may also find the
contingent dilution preferable to an equity-financed purchase while also lowering the
cost versus standard debt.

Leveraged Loans

Leveraged loans are term loans with a tenor of four to seven years extended to
sub-investment grade borrowers. These floating-rate loans are typically issued to
borrowers with a higher degree of financial leverage on a senior secured basis. The
periodic debt coupon is usually based upon some market reference rate (MRR) plus
an issuer-specific credit spread, with principal which is either fully repaid upon matu-
rity or amortized based on a predetermined schedule. Leveraged loans are typically
callable at par (plus any accrued interest) at any time starting several months after
issuance, offering issuers a high degree of financing flexibility.

The higher likelihood of financial distress among private buyout debt issuers usually
leads leveraged loan investors to require a first lien or second lien on certain assets,
an investor protection which increases the recovery rate in the event of default versus
unsecured debt. A first or priority lien grants a lender the right to take possession of
specific property from a borrower which fails to repay debt, while a second lien loan
is secured by an asset with an existing lien and will only be repaid when the first lien
creditor receives payment.
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Additional constraints on issuers in the form of restrictive covenants are also
common for leveraged loans. An issuer may face maintenance covenants requiring
it to meet certain metrics for each financial reporting period, such as keeping debt
outstanding below a certain total leverage ratio and operating cash flow above an interest
coverage ratio. In competitive markets with strong demand for leveraged loans, these
conditions may be loosened in what is known as a covenant-lite transaction. Note
that the above maintenance covenants may instead be weakened when imposed as
incurrence covenants, which are tested only when an issuer seeks to assume additional
debt. For example, under a debt to EBITDA maintenance covenant, a borrower must
remain below a given threshold in all reporting periods; however, under an incurrence
covenant this test is only conducted if the borrower seeks to issue new debt.

Investors in leveraged loans face less duration risk due to changing benchmark
interest rates than fixed-coupon bonds and will face higher or lower coupons as mar-
ket reference rates rise or fall. It is important to note that many investors access the
leveraged loan market by purchasing collateralized loan obligations (CLOs), which
were described earlier in the CFA Level I curriculum. CLOs raise capital to invest in a
portfolio of leveraged loans and are separated into tranches with different priority claims
on cash flow from the loan portfolio and exposure to losses based upon a waterfall.

High-Yield Bonds

High-yield bonds are fixed-income securities issued by sub-investment grade bor-
rowers. These bonds represent more equity-like exposure as they are subordinated
in the capital structure and therefore repaid after leveraged loans.

High-vield bonds have a fixed coupon and usually a longer tenor than leveraged
loans of up to ten years, and include a call feature, available to issuers, allowing pre-
payment of the bond before maturity. In contrast to the prepayability of loans at par at
almost any time, high-yield bonds typically offer investors a period of call protection,
after which an issuer may call outstanding bonds at a fixed premium over par.

Although high-yield bonds are usually publicly traded debt instruments, they often
play an important role in transactions involving private debt. For example, issuers in
a buyout equity transaction assess borrower demand across markets and debt types
when financing large, highly leveraged transactions as discussed below.

THYSSENKRUPP ELEVATOR’S 2020 LEVERAGED BUYOUT FINANCING

In February 2020, the publicly traded German conglomerate Thyssenkrupp
agreed to sell its elevator unit to a private equity consortium, led by Advent
International and Cinven, for EUR17.2 billion in Europe’s largest leveraged buyout
transaction since the Alliance Boots buyout in 2007. Thyssenkrupp Elevator was
the world’s fourth largest elevator manufacturer and the conglomerate’s most
profitable unit. Nevertheless, its profit margins lagged behind those of larger
global competitors. The transaction closed in June 2020 and included EUR7.6
billion of debt financing.

Given the global nature of the division’s cash flows, the private equity group
was able to raise both secured and unsecured debt denominated in both USD
and EUR, testing demand across private and public markets. The final deal raised
EUR3.265 billion from European investors and approximately EUR4.36 billion
from US markets. The US leveraged loan market provided the largest propor-
tion of debt, equivalent to approximately EUR2.56 billion, while the European
leveraged loan market contributed the smallest portion, with EUR1.015 billion.
The remaining EUR4.05 billion of debt was contributed from high-yield bond
markets in Europe (EUR2.25 billion) and the US (EURL.8 billion).
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Yields ranged from 4.375% for European secured high-yield notes (based on
B/B1/B+ ratings) to 5.73% on the US leveraged loans. The European leveraged
loans priced at a yield of 4.68% and the US high-yield notes at a yield of 5.25%.
However, a part of the structure included PIK notes in both EUR and USD priced
to yield 11% and 12%, respectively.

Early in the capital raising process, leveraged loans were expected to comprise
a greater proportion of the overall financing package. Ultimately, greater investor
demand for fixed rates and high-yield bonds led to growth in these tranches at
the expense of secured floating-rate and privately held debt. Overall, the deal
underscored strength in the public high-yield market, greater relative demand
from the USD leveraged loan market versus Europe, and somewhat weaker
demand from private market debt investors.

By distributing the debt tranches across currencies and debt types, the private

equity buyers of Thyssenkrupp Elevator were able to establish a flexible debt
profile at the lowest cost of capital for the acquisition financing.

Direct Lending

A growing alternative to traditional bank intermediation, direct lending involves
leveraged loans issued to small- and medium-sized companies with limited access to
banks or public markets by private non-bank lenders. The debt instruments used in
direct lending, such as leveraged loans and unitranche debt, are addressed in detail
later in this learning module.

The rapid growth in private credit as an asset class following the Global Financial
Crisis of 2008—9 stemmed from both tighter bank regulation and near-zero central
bank policy rates. Stricter capital standards for banks and rising minimum public debt
market issuance sizes reduced bank and public debt market access for smaller firms.
Quantitative easing spurred investors to seek fixed-income returns from new sources.
Private non-bank lenders filled this funding gap among small- and medium-sized firms,
whose relatively illiquid debt offered higher coupons and enjoyed strong demand, with
institutional investors explicitly adding this asset class to their strategic allocations
for the first time.

Direct lending may involve a single senior secured loan on a floating-rate basis
similar to a syndicated leveraged loan, or a hybrid loan combining senior and subordi-
nated debt in one facility known as unitranche debt, addressed later in this learning
module. In either case, direct loans are typically issued at a higher coupon than stan-
dardized loans to borrowers of similar seniority and credit quality. The higher spread
also reflects a greater liquidity premium associated with these borrowers. Underwriters
of these loans may include private credit funds or business development companies
in the US, a form of closed-end investment vehicle which is often a publicly traded
company specializing in private debt.

Direct loans are sponsored or non-sponsored. Sponsored loans are those for
which a private equity firm with a controlling ownership stake in the potential bor-
rower directly seeks to access debt for a company. In the case of traditional bank
lending, financial institutions conduct periodic credit assessments, maintain trans-
actional banking services, and impose constraints such as covenants on a borrower.
Under a sponsored loan, lenders are typically able to source firm information and
due diligence from the sponsoring private equity firm. In addition, the private equity
sponsor usually closely monitors firm performance and supports the borrower, also
soliciting additional debt and equity funding as needed. Lenders forego the use of a
financial intermediary, dealing either with the private equity sponsor or directly with
the borrower company’s management. Given the existing due diligence, monitoring,
and controlling relationship of the private equity sponsor, prospective lenders tend

155



156

Learning Module 4

Private Debt

to have less bargaining power in negotiating terms and pricing for sponsored loans.
Additionally, sponsored loans may generate a potential conflict of interest between a
general partner (GP) and limited partners (LPs), arising from loan arrangement fees
charged by GPs but not shared with LPs.

Non-sponsored loans, or those which lack a controlling financial sponsor, involve
greater search, due diligence, and monitoring costs, given the lack of a controlling finan-
cial sponsor. In this case, lenders deal directly with a potential borrower’s management
team. Given the greater costs associated with identifying non-sponsored borrowers
and analyzing and monitoring their creditworthiness, investors often expect higher
returns in the form of wider credit spreads compared to private, sponsored borrowers
of similar credit quality. Given the lack of financial sponsor support, non-sponsored
borrowers may face less bargaining power than sponsored lenders as they may be less
sophisticated or have fewer resources to focus on negotiating debt financing.

Project-Related Debt (Real Estate and Infrastructure)

Forms of debt used in other private markets, such as real estate or infrastructure
development, often involve a project which has an initial period of negative net income
over an initial development phase, as shown in Exhibit 2.

Exhibit 2: Use of Debt in Private Real Estate Development

Commitment Construction : Operation
:
Construction & C&D Loan : Mortgage Debt Replaces
Development Drawdown | C&D Loan
(C&D) Loan ! Net Income
1
1
Mortgage Loan '
upon Completion 1
1
1
1
1
\
Time

Debt and equity capital is committed prior to the initiation of a new real estate project
and drawn from the time of site purchase through the construction period. Temporary
debt in the form of a construction and development (C&D) loan shown in Exhibit
2 is disbursed in stages to finance building costs as specific project milestones are
met, and the loan typically accrues interest over the construction period. The C&D
loan is usually repaid upon project completion via a mortgage loan secured by the
property and serviced by operating cash flows. While C&D loans are also typically
secured by project assets, risks include the uncertain resale value of collateral during
construction, as well as the potential for delays and cost overruns.

The use of debt in infrastructure is shown in Exhibit 3 using the example of a
so-called build-operate-transfer (BOT) project which is sponsored by a public entity
and transferred to its control after a finite operating period.



Private Debt Strategies

Exhibit 3: Debt in the Private Infrastructure Build-Operate-Transfer Cycle

Commitment Build . Operate ,  Transfer

1 1
Public Sector Loan Loan/Debt : Loans/Debt Repaid :
Drawdown 1 Cash Flow Accrues to Equity 1
Senior Debt 1 1

! '+ Net Income
Junior Debt X X
Other Debt Financing : :
: :
1 1
1 1
1 1
1 1
1 1

L Time
1 1
1 1
1 1
1 1
1 1
1 1
1 1
1 1
1 1

While similar to the real estate investment cycle at first glance, infrastructure debt use
differs in several ways. As shown in Exhibit 3, in some instances debt financing may
include public as well as private sources of debt. However, the key difference is that
once in operation, real estate properties can support a high degree of financial leverage
over time and may be held indefinitely or sold at the end of a targeted holding period.
In the case of infrastructure projects with a finite operating period, such as a BOT
project, the debt is paid down fully as operations begin, with cash flows accruing to
equity holders until the asset is transferred to the public entity with a terminal value
of zero. In both the case of private real estate and infrastructure, the use of loans over
bonds is prevalent due to the greater flexibility of prepayment as described earlier.

Distressed Debt

Loans or bonds which face a high likelihood of non-payment or bankruptcy, known
as distressed debt, will be covered in detail in a later learning module on Special
Situations, while the use of debt financing in real estate and infrastructure will be
shown in case studies in subsequent Private Real Estate and Infrastructure learning
modules. The remainder of this learning module will primarily focus on debt used in
private equity strategies across the company life cycle.

QUESTION SET Ef

1. Which one of the following types of debt is least likely to be used as
a source of funding a buyout transaction?

A. Leveraged loan
B. Convertible debt

(. High-yield bond
Solution

B is the correct response. Convertible debt is unlikely to be used as a debt
funding source in a buyout transaction but is more likely to be used in
conjunction with a growth equity transaction. Responses A and C are both
incorrect as these are both commonly used debt types in financing buyout
transactions.
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2. Which of the following is a typical feature of venture debt?

A. Ability to convert the debt into common stock of the issuer
B. Maturity ranging from five to ten years

C. Inclusion of warrants to purchase common stock of the issuer
Solution

C is the correct response. Venture debt typically involves a loan plus a war-
rant granting the right to purchase additional common equity shares issued
for a fraction (often 10—20%) of the loan amount at a predetermined price
over a specific period. Warrants are issued directly by a company versus an
exchange, and result in dilution due to the issuance of new shares for settle-
ment. Response A is not correct as the statement refers to a conversion fea-
ture found in convertible debt, not venture debt. Response B is not correct
as venture debt typically carries a shorter maturity of three years or less.

3. Discuss how the markets for leveraged loans and collateralized loan obliga-
tions are related to each other.

Solution

The market for leveraged loans is driven by the market for buyout equity
transactions as these types of loans are a common source of funding buyout
deals. Many investors in private debt markets access leveraged loans by
investing in CLOs, which are created from pools of leveraged loans. There-
fore, the markets for leveraged loans and CLOs are closely related as CLOs
require pools of leveraged loans from which to create the CLO securities.

4. Consider two mature companies: one publicly traded and the other recently
taken private in a buyout deal. Both companies have similar ratios of debt
relative to assets. Discuss differences that are likely to be observed between
these two companies with respect to their cash flows, credit ratings, debt
covenants, and expected returns on debt securities.

Solution

Cash flows and credit ratings: The cash flow stability and predictability

is likely superior for the publicly traded company compared to the newly
private company. As a result, the publicly traded company may have a better
credit rating and lower likelihood of default as compared to the newly pri-
vate company.

Debt covenants: The public company is more likely to face fewer covenant
restrictions compared to the newly private company. As an example, the
higher likelihood of financial distress among private buyout debt issuers
usually leads leveraged loan investors to require a first or second lien on cer-
tain assets, an investor protection which increases the recovery rate in the
event of default. Additional constraints on issuers in the form of restrictive
covenants are also common for leveraged loans.

Expected returns on debt securities: Investors in the debt of the newly pri-
vate company likely face greater risk of default as well as more liquidity risk
associated with their investment, and so they are likely to demand higher
expected returns as compared to expected returns on the debt of the similar
public company.
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LEVERAGED LOANS, HIGH YIELD, AND CONVERTIBLE 3
BONDS

] discuss the use of leveraged loans, high-yield bonds, and convertible
bonds in private market strategies

The distinctive features of leveraged loans, high-yield bonds, and convertible bonds
lead to specific benefits and risks of these fixed-income instruments to both private
markets issuers as well as investors across the investment life cycle.

While these debt instruments are distinguished by either fixed or variable-rate
coupons, as well as contingency features, all three incorporate spreads versus compa-
rable risk-free government securities which compensate investors for the likelihood
of issuer default, loss severity if a default occurs, and relative liquidity.

Credit spreads vary widely across issuers, seniority rank, and time periods, while
liquidity tends to be higher for listed bonds than leveraged loans.

In contrast to investment grade loans and bonds, half or more of the total
yield-to-maturity of high-yield bonds is often attributable to yield spread for private
market issuers, which fall within the sub-investment grade category.

A comparison of the features of leveraged loans, high-yield bonds, and convert-
ible bonds, as well as mezzanine debt introduced later in this learning module, is
summarized in Exhibit 4.

Exhibit 4: Comparison of Private Market Debt Features

Leveraged High-Yield
Feature Loans Bond Convertible Debt Venture Debt Mezzanine Debt
Private equity Buyout Buyout Early stage / Early stage Growth stage/ buyout
phase acquisition
Tenor 4—7years 5-10 years 3-7 years Up to 3 years 7-10 years
Debt coupon Variable rate High fixed coupon Zero or low fixed High fixed or High fixed or float-
(MRR) plus coupon floating coupon ing coupon
credit spread
Seniority Senior secured Subordinated Senior unsecured Senior (usually) Subordinated
Contingency Callable by Callable by issuer at Convertible to Warrants Warrants and/or
issuer at par  a fixed price over par common shares at PIK coupon
shortly after  after a lockout period a fixed price
issuance
Price appreciation  Often limited Often capped by Often unlimited Often unlimited Often unlimited
potential by issuer par  issuer fixed-price call as issuer shares if combined with if combined with
call feature feature appreciate warrants warrants

Unitranche debt includes more than one of these debt types in a single facility.

Note that while high-yield bonds and convertible bonds are used in private market
strategies, most private debt professionals and investors do not consider them as part
of the private debt asset class.
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Leveraged Loans

Earlier Fixed Income lessons distinguished floating-rate loan features from fixed-rate
bonds. Debt coupons fluctuate over time as the MRR changes, while the issuer-specific
credit spread is usually fixed for the entire loan term. As base rates adjust to market
conditions, the price of a leveraged loan remains close to par if market credit spreads
and issuer credit quality are unchanged. This interest rate feature, in addition to the
right to prepay loans at par, provide issuers greater flexibility than other term financing
alternatives. Leveraged loans are commonly used in private buyout situations as well
as for acquisition financing in which the loan is secured by target company assets, as
in the following case study.

CASE STUDY

Everfloat Limited Acquisition and Leveraged Loan

Everfloat Ltd. is a UK-based firm owned by a private equity sponsor which
manufactures, sells, and distributes marine-based navigation and logistics
equipment. As part of its restructuring plan, Everfloat has established a hold-
ing company (Everfloat Holdings) which fully owns an operating subsidiary
(Everfloat Products). Everfloat Products has acquired Boatswain Industries—the
computer-based navigation technology division of a separate public company—
for a purchase price of GBP500 million. Everfloat Products intends to integrate
Boatswain into its operations over three to five years and has access to the
leveraged loan market based upon the following terms in Exhibit 5.

Exhibit 5: Everfloat Products Leveraged Loan Summary of
Terms

Issuer: Everfloat Holdings (“Everfloat”)

Settlement date: [T + 3 Business Days]

Maturity date: [Five Years from Settlement Date]

Principal amount: GBP500 million

Interest: MRR plus 300 bps per annum (p.a.)
MRR is reset and interest is paid
semiannually

Interest payment: Commencing six months from [set-

tlement date] to be paid semiannually
with final payment on [maturity date]

Seniority: The notes are secured and unsub-
ordinated obligations of Everfloat
Products and rank pari passu with
all other secured and unsubordinated
indebtedness.

Maintenance covenant: Issuer must maintain: (a) net interest
bearing debt to EBITDA not greater
than 5.50x%, and (b) interest coverage
ratio greater than 2.50x for each finan-
cial reporting period.

Business days: London
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The MRR on a leveraged loan often sets at the beginning of an interest period with
payment at the end, which may be monthly, quarterly, or semiannually, as in the above
case. For example, assuming an initial MRR in GBP terms of 4.40% and semiannual
interest payable of MRR + 300 bps p.a., we may calculate Everfloat’s initial interest
coupon to be GBP18,500,000 (= GBP500 million x (4.40% + 3.00%)/2) if the interest
period is exactly 0.5 years. Note that this payment will fluctuate with changes to MRR
while the 300 bp spread is constant.

Consistent with the approach taken earlier in the curriculum, we consider the
leveraged loan price (PV) without accrued interest on a given rate reset date. We
further assume N evenly spaced periods to maturity, m equal periods per year, and a
constant MRR for all cash flows. The 300 bp spread in the prior case is the quoted
margin (QM) established at the time of loan issuance to compensate investors for
issuer credit risk, while the required margin (or discount margin (DM)) is the
market-determined yield spread over or under the MRR such that the leveraged loan
is priced at par on a reset date.

Recall that the price of a fixed-rate, non-callable bond on a coupon date with the
bond’s future or par value of future value (FV), market discount rate r, and coupon
payment PMT for N years is equal to:

PMT PMT , PMT + FV

PV = o a T M

The numerators in Equation 1 are constant, while the market discount rate r changes
as the yield-to-maturity (comprising benchmark rates and credit spreads) changes.
For a floating-rate loan in contrast, the numerator of the present value calculation
changes each period as a function of the MRR and the guoted margin, while the market
discount rate in the denominator depends on the MRR and the market-driven DM:

(MRR+QM) xFV  (MRR + QM) x FV
m m

PV = 4 A Rl
(1+MRRm+DM) (1+MRRm+DM) (1+MRR’JDM>

(MRR + QM) x FV
m +

2

We must divide by m periods per year in Equation 2, as MRR, QM, and DM are
quoted as annual rates.

Note that an investor faces far less exposure to interest rate risk under a floating
rate structure but remains exposed to credit spread risk.

Let us return to the earlier case of Everfloat to contrast the leveraged loan financing
alternative with fixed, non-callable debt.

CASE STUDY @

Everfloat Leveraged Loan vs. Bond Financing

Assume that Everfloat Holdings has a hypothetical choice between financing the
Boatswain acquisition using the five-year leveraged loan shown earlier based upon
MRR plus 300 bps p.a. and five-year, non-callable bonds at a fixed, semiannual
coupon rate equal to 7.40%, comprising the five year gilt yield benchmark plus
a 300 bp spread. Assuming a flat GBP yield curve (that is, both MRR and five
year gilt yields at 4.40%) and similar changes to credit spreads across the two
forms of debt with the same day count convention, consider the effect of the
following scenarios on the leveraged loan and the fixed-rate bond.

1. Discuss the change in interest expense to Everfloat and value of the lever-
aged loan and non-callable bond debt outstanding if benchmark interest
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rates fall by 100 bps at the end of the first semiannual interest period and
credit spreads remain unchanged.

Solution

Interest expense on the fixed-rate bond is a constant 7.40%, equal to
GBP18,500,000 (= GBP500,000,000 x 0.074/2) at the initial 4.40% MRR
regardless of interest rate changes. As for the leveraged loan, a 100 bps
decrease in MRR to 3.40% reduces Everfloat’s periodic interest expense to
GBP16,000,000 (= GBP500 million x (3.40% + 3.00%)/2).

We can solve for the value of fixed-coupon debt outstanding in six months
using Equation 1 for the fixed-rate bond with nine periods remaining and a
new yield-to-maturity of 6.40% (= 7.40% — 1.00%):

py _ GBPI8.500.000 _ GBPIS,500.000 _GBP518,500,000
(1+0.064/2)" ' (1+0.064/2)2 " (1+0.064/2) °

or, alternatively, the PV spreadsheet function (= —~PV(rate,nper,p-
mt,fu,type), or (= —PV(0.064/2,9,18500000,500000000,0) to arrive at a
price of GBP519,284,988, or a 3.86% price increase (= (519,284,988 —
500,000,000)/500,000,000) due to the 100 bps fall in the benchmark yield.

As for the leveraged loan, Equation 2 becomes:

(0.064) x 500,000,000  (0.064) x 500,000,000

PV = 02064 T 02064 2
(1e0g) (1e0g)
(0.064) 39,000,990, 500,000,000
} 9
0.064
(1+95%)

We may solve for PV by first calculating the PMT of GBP16,000,000 (=
(GBP500 million x (3.40% + 3.00%)/2) and then using a spreadsheet pro-
gram or financial calculator to arrive at par, or GBP500,000,000, or no
change in the price due to the benchmark yield change. Note the difference
between the leveraged loan and the fixed-rate bond calculation is that while
the denominators are identical, the leveraged loan numerator has also
adjusted to the market rate, while the fixed-rate bond payment remains
constant.

2. Discuss the relative change to Everfloat’s interest expense and the value of
debt outstanding at the end of the first semiannual interest period if Ever-
float’s required or discount margin were to rise 100 bps above the quoted
margin, with benchmark rates unchanged.

Solution

Interest expense on the fixed-rate bond remains a constant 7.40% equal to
GBP18,500,000 (= GBP500,000,000 x 0.074/2). While the discount margin
has risen 100 bps, the guoted margin on which Everfloat’s periodic leveraged
loan debt coupon is still 300 bps and periodic interest expense remains at
GBP18,500,000 (= GBP500 million x (4.40% + 3.00%)/2).

The 100 bps increase in discount margin in six months is reflected in a high-
er yield-to-maturity of 8.40% (= 7.40% + 1.00%) for the remaining 4.5 years.
Solve for the value of fixed-coupon debt outstanding in six months using
Equation 1:
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GBP18,500,000 GBP18,500,000 GBP518,500,000
PV = T+ > .t 3
(1+0.084/2) (1+0.084/2) (1 + 0.084)
2

or the PV spreadsheet function (= ~PV(rate,nper,pmt,fv,type), or (= —PV(0.
084/2,9,18500000,500000000,0) to arrive at a price of GBP481,579,922, or a
3.68% price decrease (= (481,579,922-500,000,000)/500,000,000) due to the
100 bps rise in the market credit spread.

In the case of the leveraged loan, the quoted margin used to calculate the pe-
riodic debt coupon in the numerator remains unchanged, while the discount
margin in the denominator is higher due to the deterioration in the market’s
view of Everfloat credit risk. Equation 2 becomes:

(0.074) x 500,000,000  (0.074) x 500,000,000
2 2
0.084\ ! * 0.0842
(1+99%) (1+°9%)
(0.074) x 500, 000,000

+. 4 2

PV =

+ 500,000,000

(128

We can solve for PV by first calculating PMT of GBP18,500,000 (= GBP500
million x (4.40% + 3.00%)/2) and then using a spreadsheet program or finan-
cial calculator to arrive at a PV of GBP481,579,922. Note the difference here
is that the numerator of the leveraged loan and the fixed-rate bond calcula-
tions remain unchanged, while the denominators both rise to adjust to the
market credit spread for Everfloat.

The case study above highlights key differences and similarities between interest
rate exposure faced by issuers and investors for leveraged loans and non-callable
fixed-rate bonds. For example, while changing short-term MRR rates result in adjusted
debt coupons payable by leveraged loan issuers to investors, bond investors receive
a constant coupon while facing capital gains (losses) in a lower (higher) benchmark
rate environment.

The quoted versus discount margin on a leveraged loan on the other hand is an
important determinant of its price on a reset date. As shown in the case study, a
leveraged loan will be priced at par if the quoted margin and discount margin are
equal, but at a discount if a higher margin required by investors under adverse credit
conditions is not reflected in the loan coupon. In the earlier case, the GBP18,420,078
discount (= 500,000,000-481,579,922) equals the 100 bps annuity difference calcu-
lated for the remaining life of the Everfloat loan. The following exhibit summarizes
the relationship between the quoted versus discount margin and a leveraged loan’s
price on any reset date.

Exhibit 6: Leveraged Loan Discount, Premium, and Par Pricing

Leveraged
loan price Description Quoted Versus Discount Margin
Par Loan trades at a price (PV) equal to QM =DM
its future value
Discount Loan trades at a price below its QM < DM
future value
Premium Loan trades at a price above its QM > DM

future value
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As Exhibit 6 shows, leveraged loan price deviations from par on a reset date are due
entirely to market spread changes. On a non-reset date, the following coupon payments
are subject to both interest rate and market spread changes as the current period
payment was fixed on the prior reset date.

As rising margins and growing cash flows translate into lower market credit spreads
over a buyout restructuring phase, issuers have an incentive to refinance or prepay
debt trading at a premium. The structural flexibility of leveraged loans also allows
borrowers under a private buyout strategy to tailor debt terms to match business plan
milestones. Examples include the renegotiation of covenants, extension of loan tenor,
or setting a variable credit spread based upon financial leverage or coverage criteria
targets to increase debt capacity or in exchange for fewer restrictive covenants.

Fixed-rate bond terms are more standardized and difficult to amend, with bond
indenture changes often requiring the consent of a majority of bondholders to make
changes. Early bond repayment also generally requires issuers to hold a tender
process in which a voluntary offer is extended to all bondholders to repurchase
outstanding bonds prior to maturity date at a specified premium to the market price
within a specific timeframe. Highly rated bonds often include a so-called make-whole
call protection allowing an issuer to pay bondholders a call price determined using a
market discount rate close to that of a sovereign bond yield-to-maturity of comparable
maturity. However, as the make whole call price usually far exceeds a bond’s market
price, they are rarely executed and have little to no impact on bond pricing.

High-Yield Bonds

As described earlier, high-yield bonds are fixed-rate debt instruments issued by
sub-investment grade borrowers for a term of five to ten years on a subordinated
basis, often at a holding rather than operating company level. These registered debt
securities are subject to greater issuer disclosures and increased standardization, which
also generally contributes to their greater liquidity versus leveraged loans.

Like other bonds, high-yield bonds are issued under an indenture specifying terms,
conditions, and constraints imposed upon issuers by investors in the form of cove-
nants. Given the aim of balancing investors’ desire for basic bondholder protections
and private issuer needs for flexibility to operate a business, high-yield bonds typically
lack the maintenance covenants common in leveraged loans but retain restrictive
covenants such as a change of control provision and include incurrence covenants
such as those noted below.

A change of control clause typically requires the issuer to offer to repurchase
outstanding bonds at a fixed price at or above par if a new owner acquires a prede-
termined percentage of voting shares. This provision gives lenders and bondholders
the ability to put or sell back bonds to an issuer or renegotiate terms if they believe
that ownership and management changes may adversely affect their ability to collect
future interest and principal payments. Common high-yield incurrence covenants
include those which limit certain borrower actions such as paying dividends, taking
on additional debt, or selling assets under certain conditions.

An important distinguishing feature of high-yield bonds impacting their value is
the fixed-price call feature. After a period of investor call protection of up to half of
a bond’s time to maturity, an issuer may call outstanding bonds at a fixed price over
par starting at a premium equal to half of the coupon (which steps down over time).
Since the issuer call feature is embedded in the price of the bond, an issuer pays a
higher coupon than would be expected for a non-callable bond of the same maturity.
We can compare leveraged loan and high-yield bond financing alternatives based
upon the earlier Everfloat case.
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CASE STUDY @

Everfloat High-Yield Bond Financing for the
Boatswain Acquisition

As Everfloat weighs financing alternatives for the Boatswain acquisition, it con-
siders high-yield bonds issued at the holding company level (Everfloat Holdings)
to increase its flexibility to sell non-strategic assets within Boatswain during the
integration period and reduce reliance on secured leveraged loan financing. In
addition, Everfloat believes it may achieve a lower credit spread on its secured
leveraged loan financing backed by pledged assets given the smaller debt tranche
size. To ensure the best execution of its new high-yield bond issuance, Everfloat’s
advisors recommend a GBP300 million minimum size transaction. Everfloat
solicits investor interest based upon the terms in Exhibit 7.

Exhibit 7: Everfloat High-Yield Bond Issue Summary of

Terms
Issuer: Everfloat Holdings (“Everfloat”)
Settlement date: [T + 5 Business Days]
Maturity date: [Seven years from settlement date]
Principal amount: GBP300 million
Interest: 9.00% p.a. paid semiannually
Interest payment: Commencing six months from [settle-

ment date] to be paid semiannually with
final payment on [maturity date]

Seniority: The notes are unsecured subordinated
obligations of Everfloat Holdings and
rank pari passu with all other subordi-
nated indebtedness.

Call provision: Everfloat Holdings may redeem some
or all of the notes on any business day
before [maturity] starting three years
after [settlement] based upon the call
price schedule as a percentage of the
principal amount plus accrued interest.

Call price schedule (% of 104.5% [3—4 years after settlement]

par): 103% [4-5 years after settlement]
101.5% [5-6 years after settlement]
100% [6—7 years after settlement]

Incurrence test: Test is met if issuer has (a) net interest
bearing debt to EBITDA not greater
than 5.00X and (b) an interest coverage
ratio greater than 2.75x for each finan-
cial reporting period.
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Change of control Bondholder has the right to sell bond to
provision: issuer at a price of 101 if (a) any person

other than current holders or permitted
holders become the beneficial owner of
over 50% of issuer voting shares, or (b)
all or substantially all of the assets of the
restricted group are sold to any person
other than to current or permitted
holders.

Business days: London

Similar to the prepayability of Everfloat’s proposed leveraged loan, the high-yield
bond grants the investor three years of call protection, after which the issuer may
repurchase the bonds at a predetermined fixed premium.

Recall from earlier in the curriculum that the investor is long the bond and short
the call option. Therefore, the call option value lowers the value of the high-yield bond
relative to the value of a non-callable bond of similar tenor:

Callable bond price = Value of straight bond — Value of issuer call option.  (3)

The value of the non-callable bond may be obtained by discounting the bond’s future
cash flows at the appropriate rate (yield-to-maturity) or periodic discount rates as
shown in Equation 1. For a high-yield bond, the call exercise is contingent upon future
interest rates, and the issuer’s decision to call depends upon its ability to refinance
debt in the future at a lower cost.

In contrast to leveraged loans, the contingent call feature for a high-yield bond
depends on the relationship between the bond’s yield-to-maturity (comprising both
benchmark rates and credit spreads) and its coupon rather than simply the difference
between the quoted and discount margin. We illustrate the relationship between the
callable high-yield bond and a hypothetical non-callable bond in the case of Everfloat.

CASE STUDY @

Everfloat’s High-Yield Bond Versus Non-Callable
Fixed-Rate Debt

Consider Everfloat’s proposed 9% seven year high-yield bond as of the first call
date in three years. Under a simplified binomial interest rate tree approach
adapted from earlier learning modules, we assume a flat yield curve, fixed
interest rate volatility for the bond’s yield for its remaining term, and annual
interest rate changes based on a lognormal random walk to calculate the price
of an identical, non-callable, fixed-rate bond.

That is, in one year, the remaining six-year bond’s yield will either rise to
a higher rate (r; ;) or fall to a lower rate (r; ;) with equal probability. Earlier
in the curriculum, the relationship between these two rates was shown to be:

FiH=Tl €25, 4)

where o is the standard deviation and e is Euler’s number (i.e., the base of natural
logarithms, which is a constant 2.7183). If we start with r, equal to the 9.00%
bond coupon and o = 10%, then we may solve for the higher and lower rate in
one period, or r; iy and r; ;, respectively, as follows:

o

"MH ™ roe("TZ), ®)

9.897% = 9.00%e(0-1 ~0.005),
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0.2
rl,L = I’Oe(_g—z), (6)
8.103% = 9.00%e(~0-1 ~ 0.005),

We may solve for the bond’s price under each rate scenario (PV; ;; and PV, /,
respectively) assuming a par value of 100 by substituting the rate on a financial
calculator or the PV spreadsheet function (= —~PV(rate,nper,pmt,fv,type)):

PV, y=96.014 = —PV(0.09897/2,12,4.5,100,0),

PV, = 104.197 =—PV(0.08103/2,12,4.5,100,0).

We may show this relationship using the following one-period framework in
Exhibit 8.

Exhibit 8: One-Year Binomial Tree Framework

Time T=0 T=1
| |
[ |
Years to Maturity 7 6
96.014
9.897%
Price _ 100.00
Yield - 9.00%
104.197
8.103%

This analysis may be extended for another year by solving for ry 1z, 75 17, 72 1 15
and r, ;7 using a similar approach, noting that ry y;; = r, ; ;yand the dispersion
between the highest to lowest rates rises each period:

romm = 12,016% (7)

Exhibit 9 shows an example of possible bond yield and price scenarios in three
years based upon a bond with four years remaining to maturity.
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Exhibit 9: Three-Year Binomial Tree Framework

Time T=0 T=1 T=2 T=3
| | | |
[ [ [ |
Years to Maturity 7 6 5 4
90.7792
11.968%
92.8825
10.883%
96.014 97.4092
9.897% 9.798%
100.00 100.3551
9.00% 8.910%
104.197 103.2898
8.103% 8.022%
107.0364
7.295%
108.4342
6.5681%

1. Discuss how the bond price and yield outcomes shown in Exhibit 9 would

differ in the case of Everfloat’s high-yield bond.

Solution

According to Everfloat’s high-yield bond terms, the issuer has the right to
repurchase the bond three years after settlement at a price of 104.5 per

100. Note that three consecutive rate declines in the binomial tree (r3;;;

= 6.5681%) results in a price which exceeds the call price by 3.9342 (=
108.4342-104.5). Since a high-yield bond investor foregoes the full price
appreciation of the non-callable equivalent if the bond is called, we expect
the high-yield bond to trade at a higher yield, lower price than a similar
non-callable bond. Using the same non-callable bond price and yield scenar-
ios from above, Exhibit 10 illustrates the scenario in which the bond would

be called in three years.
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Exhibit 10: Three-Year Binomial Tree Framework for Callable Bond

Time T=0 T=1 T=2 T=3
| | | |
[ [ [ |
Years to Maturity 7 6 5 4
90.7792
11.968%
92.8825
10.883%
96.014 97.4092
9.897% 9.798%
100.00 100.3551
9.00% 8.910%
104.197 103.2898
8.103% 8.022%
107.0364 Bond called at
7.295% 104.50
1684342~
6.5681%

2. Evaluate the effect of higher interest rate volatility on the price and yield
outcomes in Exhibit 9 for the case of Everfloat’s high-yield bond.

Solution

As for any embedded or stand-alone option transaction, the value of the call
option in Everfloat’s high-yield bond increases in value as interest rate vol-
atility rises. This is reflected in both a greater dispersion of bond yields and
prices and an increased likelihood that the bond is called. We can show this
effect by taking the same approach as in solution 1, using non-callable bond
prices to illustrate the price and yield scenarios in which the bond would

be called in three years under the assumption of 15% interest rate volatility.
In this example with higher volatility, the bond would be called in the two
lowest-yield outcomes as shown in Exhibit 11.
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Exhibit 11: Three-Year Binomial Tree Framework for Callable Bond

(15% Volatility)

Time T=0 T=1 T=2 T=3
| | | |
[ [ [ |
Years to Maturity 7 6 5 4
86.0320
13.646%
89.3767
11.878%
94.120 96.4225
10.340% 10.109%
100.00 100.7961 Bond called at
9.00% 8.800% 104.50
106.352 1851397
7.660% 7.489%
110.4428 Bond called at
6.1519% 104.50
—+H2:2316—
5.5482%

While the above case takes a simplified approach to comparing callable high-yield
to non-callable bonds, practitioners typically evaluate risky bonds using either an
issuer-specific yield curve with borrowing rates over different tenors, or a series of
default risk-free zero rates plus a constant spread estimated using the market prices
of comparable bonds for issuers of similar credit quality, known as the zero-volatility
spread (Z-spread), while also taking credit spread volatility into account. The
option-adjusted spread (OAS) is a generalization of the Z-spread calculation that
incorporates bond option pricing based on assumed interest rate volatility. The OAS
measure is the constant yield spread over the zero curve, which makes the arbitrage-free
value of a bond equal to its market price, allowing comparisons across callable, putable,
and non-callable bonds.

Characteristics of the price—yield relationship for both leveraged loans and
high-yield bonds are noteworthy for both private market issuers and investors. For
fixed-rate bonds, it was established earlier in the CFA Level I curriculum under an
analytical duration approach that the change in a bond’s price for a given change in
benchmark yield is the combination of a negative, linear first-order duration com-
ponent and a usually positive, non-linear second-order convexity component, as
shown in Exhibit 12.
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Exhibit 12: Price-Yield Relationship for an Option-Free Bond

Rate (%)

Second order
Convexity A2P/Ar?

First order
Duration AP/Ar

Price

The price—vyield relationship for default risk-free, non-callable government bonds and
investment grade bonds with highly certain cash flows differs from that of leveraged
loans and high-yield bonds. When future cash flows are less certain, the use of an
effective duration measure is the relevant statistic to measure a bond price’s interest
rate sensitivity:

(PV - (PV,)

Effective Duration (EffDur) = 2% U Curve)(PV,)’ ®)

This measure involves pricing the underlying bond or loan given an instantaneous
parallel shift in the issuer-specific yield curve (ACurve), with a price increase (PV,)
or decrease (PV_) from the initial price (PV,).

For a high-yield bond, its non-callable equivalent will always have a higher price
due to the call option value as shown in Equation 3. In the Everfloat case, it was shown
that when interest rates are low relative to the bond coupon, the issuer is more likely
to exercise the option to refinance its debt at lower prevailing rates. Exhibit 13 shows
how this affects the price—yield relationship versus an option-free bond.

7
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Exhibit 13: Price-Yield Relationship for a Callable High-Yield Bond

Price

Embedded Call Option Value

Option-Free Bond

/

Callable Bond

Yield (%)

The price—vyield sensitivity of floating-rate leveraged loans is a different story. Changing
short-term MRRs result in adjusted debt coupons for floating-rate loans and notes,
which is why leveraged loans demonstrate little to no price change for a given bench-
mark yield change. As noted earlier, leveraged loan price changes are largely driven
by yield spread changes, with the effective spread duration (EffSpreadDur) being
the appropriate measure:

(PV)—(PV,)

EffSpreadDur = Wead)(f’\/o) (9)

Note the difference between Equations 7 and 8 is that ASpread has replaced ACurve
in the denominator for leveraged loans.

CASE STUDY @

Effective Duration of Everfloat’s Acquisition
Financing Alternatives

Sue Park is a research analyst at a private debt fund considering an investment
in Everfloat’s acquisition debt financing. Although the leveraged loan and high-
yield bond alternatives have features which differ from non-callable bonds, as
a starting point she calculates the effective duration for both the non-callable,
7.40%, five-year bond and the 9.00% seven-year bonds priced at par for ACurve
= 0.0005 using Equation 8:

PV - (PV))
EffDur = 5540005100

7.40% Five Year:

PV, =100 with a yield of 7.40%
PV_=100.206 with a yield of 7.35% (= —PV(0.0735/2,10,0.074/2x100,100,0))
PV, =99.794 with a yield of 7.45% (= —PV(0.0745/2,10,0.074/2x100,100,0))

(100.206) — (99.794)
2 x(0.0005)(100) ~

EffDur = 4.117 =
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9.00% Seven Year:

PV, =100 with a yield of 9.00%

PV_=100.256 with a yield of 8.95% (= —PV(0.0895/2,14,0.09/2x100,100,0))
PV, =99.745 with a yield of 9.05% (= —PV(0.0905/2,14,0.09/2x100,100,0))

3 _(100.256) — (99.745)
EffDur = 5.111 = =5256,0005)(100)

1. Discuss the relationship between the interest rate sensitivity of the non-call-
able, five-year bond and the proposed leveraged loan for the Boatswain
acquisition.

Solution

This is a comparison between a non-callable, five-year, fixed-rate bond and
a prepayable, five-year, floating-rate loan. Changing short-term MRR rates
result in adjusted debt coupons for the floating-rate leveraged loans. The
leveraged loan exhibits little to no price change for a given benchmark yield
change, but the loan price changes when market credit spreads change as
measured by effective spread duration. The non-callable bond price will
change given changes in benchmark yields and spreads, so we would expect
it to be more sensitive to overall interest rate changes than the leveraged
loan.

2. Discuss the relationship between the effective duration of the non-callable,
seven-year bond and that of the proposed Everfloat seven-year, high-yield
bond.

Solution

Consider the interest rate sensitivity of a non-callable bond versus an
otherwise identical callable bond. Interest rate changes will have a smaller
effect on the callable bond price because at lower yields, price appreciation
is limited by the possibility that the bond will be called by the issuer at the
predetermined call price.

In general, as the prior case study shows, the effective duration of a non-callable
fixed-rate bond always exceeds that of a high-yield bond of the same maturity due to
the issuer call option, which increases in value as yields fall. In addition, the interest
rate sensitivity of a leveraged loan’s price is directly tied to yield spread changes only
given the periodic MRR reset based upon market conditions. Note that this limited
price sensitivity to yield changes does not shield issuers or investors from the risk of
short-term yield or MRR fluctuations, which directly affect periodic coupons and
therefore the interest expense of issuers and interest income of investors.

Under certain market conditions, the actual price movements of high-yield bonds
may differ substantially from what analytical models based on benchmark rates and
credit spreads would suggest. For example, issuer financial distress will have a much
greater impact on a high-yield bond’s price than benchmark rate movements. Also,
under a “flight to quality” market stress scenario, investors shun risky assets, causing
higher risk, lower rated bonds to fall in price as the price of default risk-free govern-
ment bonds rises. This observed negative correlation between high-yield spreads and
benchmark yields leads practitioners to apply statistical models and historical market
data to estimate empirical duration as opposed to relying on analytical duration
estimates.
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The following case study from the COVID-19 pandemic illustrates the divergence
between analytical and empirical duration for the high-yield bond market.

HIGH-YIELD BOND MARKET DURING THE COVID-19 PANDEMIC

Global flight restrictions in February of 2020 and the World Health Organization’s
declaration of a global pandemic in early March led to economic shutdowns in
mid-March, a selloff in risk assets, and a sharp decline in both equity markets
and US Treasury yields.

A strictly analytical duration approach would imply that a decline in bench-
mark yields leads to a lower all-in yield to maturity for a fixed-coupon corporate
bond and therefore a higher price. Exhibit 14 shows the actual change in high-
yield corporate credit spreads rated BB versus US Treasury yields.

Exhibit 14: US Treasury Yields Versus US Corporate BB Spreads,

2020

Percent
8

Tr BB Yield Spread

6 -

2 L 10-Year Treasury

l M

O 1 1 1 1 1 1
12/31119 1/14/20 1/28/20 2/11/20 2/25/20 3/10/20 3/24/20

Source: Bloomberg

As investors rapidly shed risk in the wake of the COVID-19 pandemic in early
2020, macroeconomic factors driving government bond yields-to-maturity lower
caused high-yield bond credit spreads to rise due to an expectation of a greater
likelihood and higher severity of financial distress.

Convertible Bonds

Convertible bonds are long-term fixed-income instruments which allow investors to
exchange debt into equity at a predetermined conversion price per share during a
conversion period in the future. Exhibit 15 shows the payoff profile for a convertible
bond introduced earlier in the curriculum as a function of the issuer’s share price.
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Exhibit 15: Convertible Bond Price Versus Share Price

Convertible 4 ' ' '
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1 1 1
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Issuer Share Price

In contrast to Equation 3 for high-yield bonds, a convertible bond value is:
Convertible bond value

= Value of straight bond + Value of call option on issuer stock. (10)

Convertible bond prices exhibit fixed income characteristics when the conversion
feature is unlikely to be exercised and have equity-like features as shares rise to near
or above the price at which conversion occurs. From left to right in Exhibit 15, the
first quadrant (A) reflects a distressed case as convertible and straight bond values are
nearly equal and equity value is close to zero. Quadrant B shows the case in which the
convertible bond’s value is more closely aligned with expected interest and principal
payments, while Quadrant C involves the hybrid case in which the share price is near
the conversion price. As the issuer share price rises above the conversion price, the
convertible bond price approaches the equity value as shown in Quadrant D.

Convertible bonds are more common in early-stage and growth strategies for
private companies, where issuers may raise debt as a low-cost alternative to common
shares. These bonds offer equity upside in the form of conversion rights to investors
otherwise unwilling to lend to firms with less stable cash flows and few assets to secure
debt. In contrast to both leveraged loans and high-yield bonds, convertible debt is
typically senior unsecured with no financial covenants and a debt coupon well below
that of non-callable debt. Given the lack of a publicly traded underlying share price,
convertible debt issued by private companies is less liquid and typically in the form of
privately placed convertible notes. Common convertible bond indenture terms include
change of control protection as well as the right to trigger conversion at a discounted
price to capture the effects of dilution in the case of new equity financing. Consider
the startup company Kumartest LLC introduced in an earlier lesson module and its
convertible note financing alternative to new equity issuance.

CASE STUDY @

Kumartest LLC Convertible Note Offering

Six years after it was founded, the private medical device startup firm Kumartest
LLC reached USD70 million in annual sales and is close to earning a profit.
As the company lacks the manufacturing capacity to grow its business and
expand to new markets, Kumartest is considering a USD30 million convertible
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debt offering as an alternative to common equity or convertible preferred
shares. Given an estimated 3x price-to-sales ratio for comparable companies,
Kumartest’s pre-money valuation was estimated to be USD210 million, which,
when divided by the 1,334,871 pre-financing shares outstanding, resulted in
a current share price of USD157.32 (= 210,000,000/1,334,871). A private debt
fund has provided Kumartest senior management with the following proposed
convertible note terms in Exhibit 16.

Exhibit 16: Kumartest LLC Proposed Convertible Bond

Terms

Issuer: Kumartest LLC

Settlement Date: [T + 3 business days]

Maturity Date: Five years from settlement date unless
the notes are redeemed earlier in a
conversion.

Principal Amount: USD30 million

Interest: 0% p.a.

Seniority: The notes are a senior unsecured obliga-

tion of Kumartest and rank pari passu
with any other unsecured debt.

Conversion Provision: At its sole option, an investor has the
right to convert a portion or the full
sum of the principal amount, or any
part outstanding at any time at the
conversion price during the conversion

period.
Current Price: USD157.32 per common equity share
Conversion Price: USD275.00 per common equity share
Conversion Period: Any business day starting one year

from the settlement date through the
maturity date

Covenants: Negative pledge of assets

Business Days: London

Kumartest convertible debt investors are willing to forego a debt coupon in
exchange for conversion rights. These investors have the right to exchange debt for
Kumartest common stock at a price of USD275 per share, a 74.8% premium over the
current Kumartest price of USD157.32 per share (= (275.00 — 157.32) / 157.32). The
conversion ratio represents the number of common shares a bond may be converted
into for a specific par value:

Conversion ratio = Convertible bond par value / Conversion Price. (11)
For example, if the Kumartest note has a USD1,000 face value:

= The conversion ratio is equal to USD1,000 / USD275 or 3.64.

= An owner of one USD1,000 Kumartest bond may redeem the bond for 3.64
shares of common stock during the conversion period.

The conversion value is derived by comparing the convertible bond’s price with
its value if the bondholder were to exchange bonds for shares today:

Conversion value = Conversion ratio x Current share price. (12)
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For example, if we assume that Kumartest is valued at a share price of USD350 in
five years’ time, a convertible noteholder could convert one USD1,000 bond to shares
with a conversion value of USD1,274 (= 3.64 x USD350). While this value is used
frequently when comparing a publicly traded issuer share price with the market price
of a convertible bond, in the case of illiquid private convertible notes exchanged for
non-traded private shares, conversion values are more difficult to estimate except at
the time of an IPO of issuer shares, a private sale of the company, or a new equity
financing.

CASE STUDY @

Kumartest Growth Financing with Convertible
Notes

As Kumartest’s senior management weighs the convertible note proposal in order
to finance its proposed growth strategy, it decides to consider both potential
outcomes of the strategy as well as possible future equity dilution.

1. Discuss the payoff profile of Kumartest convertible bond under different
possible scenarios at the time of maturity assuming no additional financing
occurs.

Solution

The payoff profile of a preferred shareholder involves two possible
outcomes:

= Share price < Conversion price: If Kumartest’s share price remains
below the conversion price of USD275 per share, then Kumartest
bondholders will receive the bond’s face value equal to USD30 million
at the time of maturity, assuming no default.

= Share price > Conversion price: If Kumartest shares appreciate beyond
the USD275 conversion price, then the debtholders will exchange the
convertible note for shares and receive the conversion value as per
Equation 12:

Conversion value = Conversion ratio x Current share price.

For example, if Kumartest’s share price is USD400, then a USD1,000 par
value noteholder will receive shares valued at USD1,456 (= 3.64 x USD400).

2. Discuss the fractional ownership of Kumartest convertible noteholders if the
notes are fully exchanged for newly issued shares.

Solution

Exchange of all convertible notes for newly issued Kumartest shares will
lead to the issuance of 109,200 additional shares (= 30,000 x 3.64), or 30,000
USD1,000 bonds at a conversion ratio of 3.64. Given that Kumartest has
1,334,871 existing shares outstanding, post-conversion ownership by con-
vertible noteholders is 7.56% calculated as follows:

109,200
(109,200 + 1,334,871)"

7.56% =

The convertible noteholders’ fractional ownership dilutes the ownership
stake of the existing equity holders such that their ownership has declined
by 7.56%, from 100% to 92.44%.
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Standard measures of interest rate sensitivity are not applicable to convertible bonds
given their sensitivity to the issuer’s stock price over time. In the next section, we will
explore forms of debt financing, which are predominantly offered by non-bank lenders.

QUESTION SET [ y

1. Which one of the following statements describes a typical contin-
gency feature of a leveraged loan?

A. Loan is callable at par.
B. Loan is callable at a fixed price above par.

(. Loan interest may be paid in kind.
Solution

A is the correct response. Leveraged loans typically have floating coupons
with changing MRRs, which cause prices to remain close to par. A common
contingency of leveraged loans allows for callability at a price of par, provid-
ing a borrower the flexibility to pay down debt. For example, if the issuer’s
credit quality improves, they may be able to access more favorable financing
terms. Response B is incorrect as this contingency is typically associated
with a high-yield bond. Response C is incorrect as this feature is associated
with mezzanine debt.

2. An issuer has decided it makes the most sense to prepay an outstanding
leveraged loan versus other outstanding debt obligations. Which of the
following is the most likely reason?

A. Decrease in the market reference rate
B. Decrease in the quoted margin

(. Decrease in the discount margin
Solution

C is the correct response. A decline in the discount margin occurs because
the issuer’s credit quality has improved. A leveraged loan’s price increases
with a decline in the market discount rate below the quoted margin (i.e.,
QM > DM), and the issuer is more likely to call the leveraged loan. Response
A is incorrect as the coupon on the leveraged loan is floating at MRR plus
QM. A decline in MRR causes the coupon to decrease, keeping the loan’s
price at par as the market discount rate declines. Response B is incorrect as
the QM is fixed at the time the loan is made and is less likely to be changed
unless the change in credit quality can be tied to achievement of a specified
business milestone.

3. Suppose we observe two bonds that are identical other than two character-
istics: bond value or coupon. Which one of the following statements best
describes the likely relationship between a callable high-yield bond and an
otherwise identical bond without a call feature?

A. Callable bond has higher value or higher coupon.

B. Callable bond has higher value or lower coupon.

(. Callable bond has lower value or higher coupon.
Solution

C is the correct response. Suppose the two bonds have identical coupons.
In this case, the value of a callable bond is equal to the value of an other-
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wise identical non-callable bond minus the value of the call feature to the
bond’s issuer. Given that the call feature is an option, its value is most likely
greater than zero. Thus, the callable bond has a lower value than its identi-
cal non-callable bond. If we instead assume that the two bonds have equal
value, then the issuer call feature is embedded in the price of the bond, an
issuer pays a higher coupon than would be expected for a non-callable bond
of the same maturity. Response A is incorrect as the call feature would have
to add value to the non-callable bond for either higher value or higher cou-
pon on the callable to be possible. Response B is incorrect as this statement
is the exact opposite of the correct response. With the same coupon, the
non-callable must have lower value because of the value of the issuer’s call
feature.

4. The price—vyield sensitivities of leveraged loans and high-yield bonds
are usually best measured by which of the following duration measures,
respectively?

A. Effective duration for leveraged loans and effective spread duration for
high-yield bonds

B. Effective spread duration for leveraged loans and effective duration for
high-yield bonds

(. Effective duration for both leveraged loans and high-yield bonds
Solution

Response B is correct. Leveraged loans are usually floating-rate notes, so
their prices do not change with benchmark yields. Rather, their prices are
only sensitive to changes in issuer-specific credit spreads. Therefore, an
effective spread duration measure is more appropriate. The price—yield
sensitivity of high-yield bonds, on the other hand, are reflective of changes
in issuer-specific discount rates, so effective duration is a better measure.

5. Discuss features of convertible debt that make it an attractive financing
choice for early-stage growth companies as compared to leveraged loans or
high-yield bonds.

Solution

Issuers of early-stage growth companies may choose to raise debt as a low-
cost alternative to common shares. Convertible bonds offer equity upside
in the form of conversion rights to investors otherwise unwilling to lend to
firms with less stable cash flows and few assets to secure debt. In contrast
to both leveraged loans and high-yield bonds, convertible debt is typically
senior unsecured with no financial covenants and a debt coupon well below
that of non-callable debt.

MEZZANINE AND UNITRANCHE DEBT

] contrast the use of mezzanine debt and unitranche debt in private
market strategies;
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As described earlier, private market strategies often use mezzanine structures for
subordinated borrowing while offering equity-like returns, or unitranche debt, which
combines senior and subordinated debt components into a single facility. Leveraged
loans, high-yield bonds, and convertible debt described earlier typically involve either
traded public securities or loans underwritten by bank syndicates with standardized
terms and disclosures.

In contrast, mezzanine and unitranche debt are highly flexible and tailored to spe-
cific issuer and investor needs. As they involve non-standard terms as well as private,
confidential reporting, they are often unrated and highly illiquid. These debt forms are
primarily the domain of non-bank lenders, with general partners frequently holding
a large proportion of a single facility, which increases the ability to directly negotiate
initial debt terms and make modifications over time as needed with a private borrower.

Mezzanine Debt

Mezzanine debt is generally subordinated and of a longer tenor than other forms
of borrowed capital. Terms vary widely across transactions and regions, with North
American structures often more bond-like in nature—that is, unsecured with fixed
debt coupons—while European mezzanine debt tends to involve floating rates and
often holds a second lien or subordinated claim to company assets, as in the case of
leveraged loans. In each case, given its longer time to maturity with no amortization,
deferred debt service in the form of paid in kind interest or the inclusion of warrants,
mezzanine debt is commonly used to ease initial cash flow pressures in growth or
buyout equity transactions as well as acquisitions.

The positioning of mezzanine debt claims after senior secured debt may occur in
the forms of either contractual subordination or structural subordination.

Exhibit 17: Contractual Subordination

Contractual Subordination -

-m

Intercreditor
Agreement

Second Lien T

As shown in Exhibit 17, under contractual subordination, senior secured and mezzanine
debtholders lend to the same OpCo and sign a contract known as an intercreditor
agreement. The intercreditor agreement specifies priority of claims, details between
lenders, and other key terms among debt tranches.
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Exhibit 18: Structural Subordination

Structural Subordination
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Structural subordination as shown in Exhibit 18 involves debt issued at the HoldCo
level as in the case of high-yield bonds, or one step removed from direct access to
the operating company cash flows and pledged assets.

Note that in the case of contractual subordination, OpCo lenders have a claim
against the assets of OpCo, while under structural subordination, lenders to the
HoldCo parent company only have an equity claim to OpCo assets as the owner of
its common stock. If OpCo were to issue preferred stock to any party other than the
parent, then the claims of those preferred stockholders rank ahead of the issuer’s
common stock claims. Mezzanine debtholders are excluded from the OpCo security
agreement governing pledged assets but have a residual HoldCo debt which is satisfied
once OpCo senior secured claims are met.

We now revisit the Everfloat case to evaluate a possible role for mezzanine debt
in the Boatswain acquisition.

CASE STUDY @

Everfloat Mezzanine Financing for the Boatswain
Acquisition

Everfloat management has weighed two acquisition financing plans so far:

= Scenario 1: GBP500 million in five-year, senior secured leveraged loan
financing at a yield of MRR + 300 bps (with initial MRR of 4.40%).

= Scenario 2: GBP300 million in 9.00%, seven-year, callable high-yield
bonds, combined with GBP200 million in five-year, leveraged loans
(with initial yield of MRR + 2.75%).

Given the smaller secured loan tranche, Everfloat believes it can realize a
lower yield spread of 275 bps p.a. on its floating-rate loan under the second
scenario. However, a third scenario emerges.

= Scenario 3: Initial discussions with Spleenwood Capital, a private
debt fund, raise a third option, namely a longer term GBP100 mil-
lion mezzanine debt tranche privately placed with the latest vintage
Spleenwood Capital private credit fund and a GBP400 million senior

181



182 Learning Module 4 Private Debt

secured leveraged loan (yielding MRR + 2.90%). Everfloat’s man-
agement has received the following preliminary term sheet from
Spleenwood in Exhibit 19.

Exhibit 19: Everfloat Holdings Mezzanine Debt Summary

of Terms
Issuer: Everfloat Holdings
Settlement Date: [T + 5 business days]
Maturity Date: [Ten years from settlement date]

Principal Amount: GBP100 million
Interest: 10.00% p.a. paid semiannually

Interest Payment: Commencing six months from [settlement date]
to be paid semiannually with final payment on
[maturity date]

Seniority: The notes are unsecured subordinated obliga-
tions of Everfloat Holdings and rank pari passu
with all other subordinated indebtedness.

Business Days: London

1. Given its preference for staggered debt maturities and a balance between
fixed versus floating-rate debt, Everfloat is leaning towards the second or
third scenario. If Everfloat estimates that it will be able to realize a 290 bps
p-a. spread for a GBP400 million loan tranche, calculate its expected annual
interest rate savings under the third versus the second scenario (focus on the
initial period before any principal is paid back and assume a flat yield curve).

Solution

Compare initial annual interest expense for the second and third scenarios:
= Scenario 2: GBP41,300,000 (= 500 million x (0.4 x 7.15% + 0.6 x

9.00%)).

= Scenario 3: GBP39,200,000 (= 500 million x (0.8 x 7.30% + 0.2 x
10.00%)).

Thus, Scenario 3 results in a GBP2,100,000 initial interest expense savings.

2. Discuss two possible mezzanine structure changes that Everfloat might
propose (other than size and tenor) to reduce near-term interest burden and
their expected effect on overall financing cost.

Solution

Two possible mezzanine debt features which Everfloat may use to reduce its
near-term interest burden include a payment in kind feature or the inclusion
of warrants.

A payment in kind feature involves investors foregoing several years of inter-
est payments in exchange for an equivalent increase in debt principal. Given
the greater risk associated with this deferred interest structure, Everfloat
should expect to pay a higher overall debt coupon.

The use of warrants on the other hand may be used to reduce the fixed debt
coupon. However, this lender right to purchase Everfloat’s common shares
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at a predetermined price in the future introduces the possibility of future
equity dilution as shares appreciate.

As the Everfloat case demonstrates, considerations beyond interest expense, such
as staggered debt maturities, restrictions on asset sales, fixed versus floating interest
rate exposure, seniority of debtholder’s claim, loan covenants, and other contingencies,
all play a role in establishing the most appropriate debt structure for private market
strategies. As the most flexible form of subordinated debt, mezzanine structures may
be tailored in several ways to meet issuer and investor needs.

Unitranche Debt

In contrast to more complex private company debt profiles combining leveraged loans,
high-yield and/or convertible or mezzanine debt, unitranche debt offers a simpler
alternative by combining senior and subordinated debt features into a single hybrid
loan, as shown in Exhibit 20.

Exhibit 20: Unitranche Debt and Agreement Among Lenders

-
T Security
Agreement Unitranche Package
among Debt
Lenders
N

As is the case for other forms of private debt, unitranche debt is available in multi-
ple forms, but often includes a combination of senior secured and subordinated or
mezzanine debt. As shown in Exhibit 20, this single tranche loan may involve one
blended interest rate reflecting the risk of combined tranches, with creditors separately
agreeing to share differently in the risk and return of the consolidated loan exposure
via an intercreditor agreement among lenders. As the name suggests, the borrower
is not a party to this agreement.

The contractual arrangement between creditors may serve to reallocate the uni-
tranche facility’s interest and principal payments based upon a revised priority of
claims among lenders with specific rights assigned to each, or exchange voting rights
to make changes to the covenants or other loan terms. In other cases, the single uni-
tranche debt facility contains two separate tranches or classes of debt: (1) a senior
or so-called first-out tranche, which is at an interest rate below the blended rate
with amortization prior to final maturity, and (2) a junior, subordinated, or last-out
tranche, which is outstanding until maturity at a higher rate than the overall blended
rate of a single tranche.

The most attractive feature of unitranche debt from a borrower perspective is
the existence of one loan agreement, which can be executed more quickly and with
lower fees than public securities or widely syndicated debt arrangements. The rela-
tionship among lenders can take several forms, ranging from pari passu treatment
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to redistribution of claims using an agreement among lenders. These lenders are
often GPs who distribute debt to LPs within a closed-end private debt fund and can
more directly engage with borrowers to renegotiate loan terms on a proactive basis
as needed. That said, the non-standard terms of private debt facilities and complexity
of agreements among lenders (to which the borrower is not a party) diverges from
standard intercreditor agreements and traditional bond and loan structures, which
have been widely tested in court. As a result, greater uncertainty exists as to how these
private debt structures will perform in the event of financial distress, bankruptcy,
and liquidation.

While initial demand for unitranche debt was from private equity firms financing
buyouts for small and medium-sized firms with just one or very few lenders, use of
this debt structure has become more widespread among larger private firms, as high-
lighted in the following example.

THE ACCESS GROUP’S UNITRANCHE DEBT TRANSACTION

The Access Group is a British company providing software application solutions
to a variety of industries across the UK, Ireland, and the Asia-Pacific region.

In 2022, the Access Group borrowed GBP3.5 billion from a club of direct
lenders to support its acquisition-focused growth strategy. The financing included
a GBP2.3 billion unitranche facility in what is believed to be the largest unitranche
debt deal in Europe to date, and a GBP1.2 billion acquisition facility.

The unitranche debt was priced at Libor plus 575 basis points with PIK. The
direct lenders included twelve firms including well-known names such as Apollo
Global Management, Blackstone, and GIC. In addition to more flexible terms,
analysts cited lower pricing than for comparable public market transactions at
the time.

As the company continued its acquisition strategy, plans for a GBP500 million
add-on to the deal were under consideration the following year.

Let us consider a unitranche facility as an additional financing alternative in the
Everfloat acquisition of Boatswain Industries.

CASE STUDY @

Everfloat Products Unitranche Term Facility

As Everfloat management discusses the GBP100 million mezzanine debt pro-
posal, Spleenwood Capital’s managing partner raises the potential of combining
the senior secured and mezzanine debt into a unitranche term facility. In addition
to lower fees and more rapid execution than a traditional syndicated leveraged
loan, the Everfloat team recognizes the potential benefit of renegotiating debt
terms with a single GP in the future if it chooses to sell pledged assets or make
other adjustments.

Spleenwood offers to fully underwrite the unitranche facility based on its
observation of strong demand for mezzanine debt and has identified another
private debt fund willing to split the senior tranche via a participation agreement.

Spleenwood shares several terms with Everfloat in Exhibit 21.




Mezzanine and Unitranche Debt

of Terms

Exhibit 21: Everfloat Products Unitranche Debt Summary

Issuer:
Settlement Date:

Term Facility:

Maturity Date:

Amortization:

Principal
Amount:

Interest:

Seniority:

Prepayment:

Business Days:

Interest Payment:

Everfloat Products
[T + 5 business days]

A term loan unitranche facility consisting of a
senior secured term loan facility (“first-out term
facility”) and a subordinated mezzanine tranche
(“second-out term facility”).

Ten years from settlement date

First-Out term facility: four years from settlement
date

GBP500 million total, with first-out term facility
of GBP400 million and second-out term facility of
GBP100 million

MRR + 350 bps p.a. until four years from settle-
ment date

10.00% p.a. paid semiannually thereafter until
maturity date

Commencing six months from [settlement date]
to be paid semiannually with final payment on
[maturity date]

The first-out term facility is a senior secured
obligation of Everfloat Products and ranks pari
passu with all other senior indebtedness. The
second-out term facility is a subordinated obliga-
tion of Everfloat Products and ranks pari passu
with other subordinated indebtedness.

First-Out term facility prepayable at par starting
one year after the settlement date

London

QUESTION SET

Solution

1. Identify and explain the seniority feature common between mezza-
nine and unitranche debt and discuss how this feature also differs between
the two types of debt.

E4

Mezzanine and unitranche both include debt contracts that are subordi-
nated to other classes of debt issued by a company. However, unitranche
debt is one debt facility that includes both subordinated and senior debt
components into a single debt facility whereas mezzanine simply refers to a
subordinated debt class.

2. In structural subordination, mezzanine debt is issued by the:

A. operating company with a second lien on its assets.

B. operating company with an intercreditor agreement.
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C. holding company.
Solution

Response C is correct. Structural subordination involves debt issued at the
holding company level, one step removed from direct access to the oper-
ating company cash flows and pledged assets. Responses A and B are both
incorrect as these refer to contractual subordination.

3. Identify and discuss two features of mezzanine debt that may be attractive
for early-stage growth company issuers.

Solution

Two possible mezzanine debt features which may be attractive for ear-
ly-stage growth companies include a PIK feature and an attached warrants
feature. A PIK feature capitalizes interest to increase the debt outstanding,
thus avoiding cash interest expenditures. By attaching warrants to the debt,
the issuer adds equity-like features to the debt, thus reducing the need for
cash coupons. As early-stage growth companies seek to preserve cash for
company growth purposes as opposed to servicing debt payments, both
features may be attractive.

4. Discuss an attractive feature of unitranche debt from an issuer perspective.
Solution

The most attractive feature of unitranche debt from an issuer’s perspec-
tive is the existence of one loan agreement, which can be executed more
quickly and with lower fees than public securities or widely syndicated debt
arrangements.

PRIVATE DEBT PROFILES AND VALUATION

] analyze private debt profiles and calculate and interpret financial
ratios used to value private debt investments

Private market strategies such as private real estate, infrastructure, and buyout
equity depend upon the use of borrowed capital in addition to equity to develop and
operate an asset or restructure a company to increase valuation and improve cash
flow. Important features beyond debt availability, cost, and tenor include restrictive
covenants, contingencies benefiting issuers and investors, and the use of underlying
project or company assets as a secondary repayment source.

An important distinguishing feature of private markets is the type of debt profile,
or detailed breakdown of short-term and long-term liabilities by tenor, seniority, and
other features, used in these strategies. Unlike mature investment grade corporate
issuers with stable cash flows and broad access to unsecured debt across maturities
and markets, private issuers with less stable cash flows are usually sub-investment
grade or unrated and must accept constraints in the form of security, covenants, or
contingencies imposed by lenders as issuers seek to maximize their value creation
potential using leverage.

The composition of a debt profile is a critical consideration in ensuring sufficient
operating flexibility with adequate borrower protections, as well as in valuing these
instruments under different credit and economic scenarios.
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Earlier in the curriculum, we distinguished between short-term forms of funding to
meet working capital needs and longer-term funding using loans or bonds. Revolving
credit agreements are the most common form of short-term bank borrowing facil-
ity and may be drawn and repaid as needed until maturity. Revolvers are sometimes
available for under a year (usually 364 days) to minimize bank capital requirements,
or for multiple years on either a secured or unsecured basis. In the case of leveraged
buyout transactions, revolving credit is often made available on a secured basis by a
bank based upon a pledge of fixed assets, or private lenders using specific claims to
accounts receivable, inventory, or equipment as collateral. This latter form of secured
revolving credit is often referred to as asset-based lending, as these lenders look
primarily to the potential sale of underlying collateral rather than cash flow as the
primary source of repayment.

We extend the earlier illustration of individual forms of debt by more closely
examining how Bardstown Partners and Maudville Corporation arrive at a debt profile
used to finance 75% of the take-private transaction.

CASE STUDY @

Maudyville Debt Profile

Maudpville Corporation is a US chemical producer with nearly USD5 billion in
revenue and USD1 billion in EBITDA. Bardstown Partners, a financial sponsor
specializing in buyout equity, has offered to take Maudville private for USD5
billion with 20% in common equity, 5% in convertible preferred shares, and
75% in debt.

Working closely with Bardstown, Maudville’s new management has estab-
lished the following priorities in seeking to optimize establishing its debt profile:

= Maximize flexibility to prepay debt over the next three to four years.
= Strike a balance between fixed and floating-rate interest rate exposure.
= Maximize use of Maudville’s significant fixed assets as collateral.

=  Optimize pricing by tapping the more liquid syndicated bank market
as well as private lender demand for junior and subordinated debt.

= Establish flexibility to renegotiate subordinated debt terms as needed
by limiting the number of lenders and distribution of voting rights.

Given strong floating-rate leveraged loan market demand, Maudville maxi-
mizes the size of its senior secured first lien debt tranche while establishing a
second lien junior tranche at a fixed rate, which is funded by Bardstown Partners’
own private debt GP affiliate, Bardstown Credit Partners. Given the potential for
conflicts between the two affiliates if Maudville were to face financial distress
during the investment horizon, Bardstown has created clear written guidance
governing information segregation across the two business units as well as
policies as to how any resulting conflicts and Bardstown’s handling of these will
be communicated to LPs. As Bardstown is also building out its new mezzanine
opportunity fund, it agrees to underwrite a non-amortizing mezzanine debt
tranche at a higher fixed rate for a ten-year tenor, selling half of the debt facility
to another private debt GP. In its debt sale agreement to a second private debt
GP, Bardstown retains majority voting rights to amend mezzanine debt terms
in exchange for a reduced interest rate.

Details of Maudville’s debt structure are as follows:

Secured revolving credit facility. USD250 million, 364 day revolving credit
facility priced at MRR + 150 bps p.a. on drawn amounts, which is secured
by a first lien on Maudville’s fixed assets and retained by Maudville’s lead

banks.
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Senior secured leveraged loan tranche. USD2.65 billion in seven-year,
senior secured debt at a debt coupon of MRR + 200 bps (current MRR of
4.50% and initial coupon of 6.50%). Loan may be prepaid at par starting
in one year and is secured by a first lien on Maudville’s fixed assets and
ranked pari passu with other senior secured debt. Covenants include
maintenance of a debt to EBITDA ratio of no more than 6x.

Junior second lien fixed-rate tranche. USD600 million in seven-year junior
debt at an 8.00% annual fixed interest rate, which amortizes in four equal
installments starting in Year 4. The junior tranche is secured by a second
lien on Maudville’s fixed assets, established via an intercreditor agree-
ment between the leveraged loan and the junior tranche and ranks pari
passu with other junior secured debt. Covenants include maintenance of
a debt to EBITDA ratio of no more than 6x.

Mezzanine debt tranche. USD500 million in non-amortizing, ten-year
mezzanine debt at a 12.2% annual fixed interest rate. The mezzanine debt
tranche is an unsecured subordinated obligation of Maudville and ranks
pari passu with all other subordinated indebtedness. Covenants include
maintenance of a debt to EBITDA ratio of no more than 6.5x.

Recall from earlier in the curriculum that corporate creditworthiness is a func-
tion of qualitative factors, such as a company’s business model, industry, size, and
competitive position, and quantitative factors including profitability, debt coverage,
and financial leverage.

Financial statement modeling and forecasting tools used throughout the CFA cur-
riculum to evaluate future equity and debt performance also apply to private market
debt profiles with a few specific areas of focus. For example, the same buyout equity
model used to assess a company’s ability to execute on its business plan of value cre-
ation via EBITDA expansion, debt reduction, and market multiple expansion may be
applied to debt valuation, provided that it incorporates an expected debt paydown plan
with the appropriate level of debt detail by tranche, including prepayment penalties
and the priority of claims. Estimating expected loss under different scenarios is a key
focus, as credit spreads comprise a higher proportion of sub-investment grade and
unrated private issuer debt total yield and price, and potential restrictive covenant
breaches or debt contingency triggers are additional considerations for these more
highly structured types of debt. Finally, illiquidity is an important factor for private
debt valuation as for other private market instruments.

The credit valuation adjustment (CVA) framework shown earlier in the curric-
ulum and below in Exhibit 22 represents the present value of credit risk for a loan,
bond, or derivative obligation.
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Exhibit 22: Credit Valuation Adjustment

Expected Total projected exposure
Exposure (EE) under event of default

Recovery Percentage of loss
Rate (RR) @ recovered in default
Loss Given Amount of loss
EE x(1-RR) = LGD§> Default (LGD) if a default occurs

Probability of Conditional probability of borrower
Default (POD) default (assuming no prior default)

LGD x POD = EL Expected Probability-weighted
Loss (EL) amount of loss

PV of Expected Present value calculated
Loss (EL) at the risk-free rate

CVA = 3 (PV of Expected Loss)

The CVA framework has two key credit risk components, namely (1) probability of
default (POD), or the likelihood that a borrower fails to make full and timely payments
of principal and interest according to debt terms; and (2) loss given default (LGD),
or the amount a lender fails to recover if a default occurs. POD is usually shown in
annual percentage terms, while LGD is expressed as a percentage of par value. Expected
loss (EL) shown as the product of LGD and POD may also be considered as a simple
one-period credit spread estimate, as shown in Equation 13:

Credit spread = LGD x POD. (13)

While the default probability for a given issuer applies across all debt tranches, recovery
for a specific tranche under an event of default depends upon its relative position in
the priority of claims among types of debt.

Key financial ratios used to evaluate corporate creditworthiness include profit-
ability, debt coverage, and leverage are summarized below:

Profitability. Strong, stable earnings support cash flow generation as a pri-
mary source of repayment, with a focus on operating profits and recurring
revenues. Macro factors, such as an unexpected cyclical downturn or declin-
ing market share, can adversely impact future profitability. The EBITDA
margin is commonly used to gauge profitability:

EBITDA
Revenue * ( 1 4)

EBITDA margin =

That said, it is important to note that this non-GAAP measure of operating
cash flow excludes capital expenditure and working capital changes.

Leverage. Buyout strategies often tailor an issuer’s debt profile to support the
highest possible degree of leverage, the timely reduction of which is among
the key drivers of value creation. Leverage measures usually compare total
debt to firm resources as gauged by assets, capital, profitability, or cash flow.
Debt to EBITDA and retained cash flow (RCF), or net cash from operating
activities less dividends, to net debt, or debt less cash and marketable secu-
rities, are among the most common measures:

_ Total debt
Debt to EBITDA = "EBITDA * (15)
RCF to net debt = Retained cash flow (16)

Debt — Cash and Marketable securities *
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Coverage. This ratio assesses an issuer’s ability to meet debt obligations from
operations by comparing periodic income or cash flow to debt service pay-
ments, interest expense, or debt-like payments such as leases. A key mea-
sure of debt coverage is EBITDA to interest expense:

. _ EBITDA
EBITDA to interest expense = - -~ " expense" (17)

A common approach among fixed-income analysts and credit rating agencies is to

group existing and projected ratios by industry and credit rating for comparison with
peers or comparison with recently traded bonds or loans of similar tenor and seniority.
This estimation process is a form of matrix pricing or evaluated pricing as shown in
the Maudpville case for a debt analyst evaluating the senior secured leveraged loan.

CASE STUDY @

Evaluating Maudyville’s Senior Secured Leveraged
Loan

A debt analyst evaluating Maudville’s outstanding debt first conducts research on
key financial ratios for the commodity-based chemical sector in North America
where Maudville primarily operates grouped by credit rating category as well as
her observations of traded credit spreads for similar senior secured leveraged
loans in the same industry with the results shown in Exhibit 23.

Exhibit 23: Chemical Industry Financial Ratios by Rating and Spreads

Senior
Rating EBITDA EBITDA / Int Secured 7y
Moody’s/S&P Global Margin Debt to EBITDA RCF / Net Debt Exp Spread
Baa2 / BBB 18%—22% 2.25x-2.5x 23%—-27% 10x—13x 150 bps
Baa3 / BBB- 15%—-18% 2.5%x=3x 20%—-23% 8x—10x 165 bps
Bal / BB+ 13%—-15% 3x-3.25x% 17%—-20% 6x—8x 200 bps
Ba2 / BB 11%-13% 3.25%-3.75x 13%—-17% 4x—6x 225 bps
Ba3 / BB- 9%-11% 3.75x—4x 10%—-13% 2.5x—4x 250 bps
B1,B2,B3 /B 4%-9% 4x—6x% 5%—-10% 1.5x-2.5% 300 bps
Caal, Caa2, Caa3 /CCC 1%—-4% 6x—8x 1%—-5% 0.5x—1.5x 375 bps

Based upon her estimated results from Maudville’s first year of operations under
new management, the analyst calculates the following financial ratios:

Maudyville Corporation

Financial Ratio (End of Year 1)
EBITDA margin 21%
Debt to EBITDA 3.31
RCF / Net debt 22%
EBITDA / Int exp 4.1

Mapping her estimates of Maudville’s key financial ratios at the end of Year
1 against those of ratings peers as well as observed traded spreads for similar
debt, she concludes that both the issuance spread and ratings of Maudville’s
Bal / BB+-rated 200 bps senior secured issuance spread are consistent with the
current leveraged loan market.
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Senior
Rating EBITDA RCF / Net EBITDA / Int Secured 7y
Moody’s/S&P Global Margin Debt to EBITDA Debt Exp Spread
Baa2 / BBB 18%-22% 2.25x-2.5% 23%—-27% 10x—13x 150 bps
Baa3 / BBB- 15%—18% 2.5x—3x 20%-23% 8x—10x 165 bps
Bal / BB+ 13%—-15% 3x—-3.25x% 17%—-20% 6x—8x 200 bps
Ba2 / BB 11%-13% 3.25x-3.75x% 13%—-17% 4x—6x 225 bps
Ba3 / BB- 9%—-11% 3.75x—4x 10%—-13% 2.5x—4x 250 bps
B1,B2,B3 /B 4%—-9% 4x—6x 5%—10% 1.5x-2.5% 300 bps
Caal, Caa2, Caa3 /CCC 1%—4% 6x—8x 1%—-5% 0.5x—1.5x% 375 bps

Private debt valuation changes over time reflect a combination of top-down mac-
roeconomic factors as well as bottom-up issuer-specific drivers.

From a macro perspective, the level and slope of credit spread curves change over
the economic cycle. While the duration and magnitude of spread changes varies across
cycles and industries, Exhibit 24 presents a stylized view of credit spread changes
for investment grade (IG) and high-yield (HY) issuers, which represent most private
debt issuers, over the economic cycle clockwise, starting in the upper left quadrant.

Exhibit 24: Credit Spread Curves over the Economic Cycle

1.) Early Expansion 2.) Late Expansion
Spread Spread

T W

HY

’ / IG
Tenor Tenor

3.) Peak 4.) Contraction

Spread Spread
IG
IG

Tenor Tenor

In an early expansion phase, as profitability rises while defaults remain elevated,
high-yield spreads are relatively high and well above investment grade spreads, which
often exhibit a flat to inverted spread curve.

Later in the expansion phase, default rates fall and profits continue to climb, causing
credit spread curves to steepen. This steepening continues as the expansion reaches
its peak amid higher leverage and rising inflation expectations.
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As contraction begins, growth slows and the economy enters a recession while
credit spreads rise and spread curves flatten, with the high-yield spread curve inverting
in some cases due to lower profitability and higher defaults.

In addition to macroeconomic factors, we consider bottom-up factors, such as
industry- and issuer-specific trends. For example, we would expect the chemical indus-
try to reflect a relatively high degree of cyclicality given sector exposures to regional
and global cycles as well as commodity prices, particularly for firms like Maudyville
as a commodity chemicals producer.

We revisit Maudville Corporation’s buyout equity forecast from the Private Equity
learning module with a closer look at factors affecting its debt to demonstrate the
impact of a recession scenario on key financial ratios affecting the probability of default
and therefore credit spreads as a driver of debt value.

CASE STUDY @

Maudville Debt Valuation and Scenario Analysis

Recall that Bardstown Partners is pursuing a USD5 billion take-private trans-
action for Maudville, 75% of which is debt in the following term tranches:

= USD2.65 billion in seven-year, senior secured debt at MRR + 200 bps
(current MRR of 4.50% and initial coupon of 6.50%) prepayable at par.

= USD600 million in seven-year, junior second lien debt at an 8.00%
fixed rate which amortizes in four equal installments starting in Year 4.

= USD500 million in non-amortizing, ten-year, unsecured subordinated
mezzanine debt at a 12.2% annual fixed interest rate.

Note that for modeling purposes, we assume the secured revolving credit
facility is not outstanding at the end of the year and cost is captured in interest
expense.

As prepayment of junior and mezzanine debt is likely to be more costly than
the leveraged loan, we assume that any debt amortization occurring in the first
three years involves paydown of the senior secured leveraged loan. Recall that
Maudville’s business plan to improve Maudville’s operations over the next five
years include the following assumptions:

= 5% annual sales growth

» Improved cost efficiencies, including:

e Lowering cost of goods sold (COGS) as a percentage of sales by
one percent per year from the current 55% to 50% of sales in Year
5, and

e Selling, general, and administrative (SGA) expense reduction as
a percentage of sales (currently 25%) starting in Year 3, to 22% in
Year 5.
The analysis assumes no change in MRR over the period. Under the base
case business plan forecast, Maudville’s key financial ratios derived from income
statement, cash flow, and balance sheet projections for the first three years are

as follows:
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Maudpville Corporation Key Financial Ratios (Base Case)

Financial Ratio Year 1 Year 2 Year 3
EBITDA margin 21% 22% 24%
Debt to EBITDA 3.31 2.86 2.28
RCF / Net debt 23% 26% 34%
EBITDA / Int exp 4.1 4.6 55

In addition to the base case forecast, the analyst decides to add a recession
scenario to her assessment in order to evaluate Maudville’s business plan in an
economic downturn, with the following revised assumptions:

= 5% sales growth in Years 1 and 2, with a 5% decline in Year 3

= Cost efficiency gains impacted by the Year 3 recession:

e COGS as a percentage of sales lowered by one percent per year in
Years 1 and 2, with a rise to 58% in Year 3.

e SGA rises from 25% in Years 1 and 2 to 30% in Year 3.
With other assumptions remaining the same, under the recession forecast,
Maudpville’s key financial ratios for the first three years are as follows:

Maudpville Corporation Key Financial Ratios (Recession Case)

Financial Ratio Year 1 Year 2 Year 3
EBITDA margin 21% 22% 12%
Debt to EBITDA 3.31 2.86 5.37
RCF / Net debt 23% 26% 13%
EBITDA / Int exp 4.1 4.6 2.5

The analyst once again reviews her summary of key industry financial ratios
grouped by rating along with current market credit spreads. She decides to
apply these same assumptions in her base case analysis for these loans with
four years to maturity, while factoring in a 100 bps rise in credit spreads at the
end of Year 3 under the recession scenario.

Senior
Rating EBITDA / Int Secured 4y
Moody’s/S&P Global EBITDA Margin  Debt to EBITDA  RCF / Net Debt Exp Spread
Baa2 / BBB 18%—-22% 2.25x-2.5% 23%—-27% 10x—13x 150 bps
Baa3 / BBB- 15%—-18% 2.5x-3x 20%—-23% 8x—10x 165 bps
Bal / BB+ 13%—-15% 3x—-3.25x% 17%—-20% 6x—8x 200 bps
Ba2 / BB 11%-13% 3.25%x-3.75x 13%—-17% 4x—6x% 225 bps
Ba3 / BB- 9%—-11% 3.75x—4x% 10%-13% 2.5x—4x 250 bps
B1,B2,B3 /B 4%—-9% 4x—6x 5%—-10% 1.5x-2.5% 300 bps

Caal, Caa2, Caa3 /CCC 1%—4% 6x—8x 1%—-5% 0.5x—1.5x% 375 bps
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1. Discuss the implications of the Year 3 financial ratios for the expected value
of Maudpville’s senior secured leveraged loan at that time under the base case
scenario.

Solution

As Maudpville executes on its business plan to increase EBITDA and pay
down debt under its business plan in a stable macroeconomic environment,
it is able to increase EBITDA margin and debt coverage (EBITDA to interest
expense as well as RCF to net debt) while lowering leverage. In comparison
to peer ratios, Maudyville’s improved credit measures suggest that it may
move into a higher rating category with lower credit spreads, as shown

below:

Senior
Rating EBITDA / Int Secured 4y
Moody's/S&P Global EBITDA Margin Debt to EBITDA  RCF / Net Debt Exp Spread
Baa2 / BBB 18%-22% 2.25x-2.5% 23%-27% 10x—13x 150 bp
Baa3 / BBB- 15%—-18% 2.5%—=3x 20%-23% 8x—10x 165 bp
Bal / BB+ 13%—-15% 3x—3.25x% 17%—-20% 6x—8x 200 bp
Ba2 / BB 11%-13% 3.25%-3.75x 13%—-17% 4x—6x 225 bp
Ba3 / BB- 9%-11% 3.75x—4x 10%-13% 2.5x—4x 250 bp
B1,B2,B3 /B 4%—-9% 4x—6x 5%—10% 1.5x-2.5% 300 bp
Caal, Caa2, Caa3 /CCC 1%-4% 6x—8x 1%—-5% 0.5x—1.5% 375 bp

We may therefore expect its senior secured leveraged loan to trade at a
premium given the potential expected decline in its market credit spread or
DM of 35 bps to 165 bps versus the quoted margin of 200 bps.

2. Discuss the implications of the Year 3 financial ratios for the expected value
of Maudville’s senior secured leveraged loan at that time under the recession
scenario.

Solution

Given the cyclical nature of Maudyville’s business, the economic downturn
adversely affects its business plan to increase EBITDA and pay down debt.
The recession causes a decrease in Maudville’s EBITDA margin and debt
coverage while increasing leverage. In comparison to peer ratios, Maudville’s
weaker credit measures suggest that it may be downgraded, resulting in
higher credit spreads compounded by an overall rise in high-yield spreads:

Senior
Rating EBITDA EBITDA / Int Secured 4y
Moody’s/S&P Global Margin Debt to EBITDA  RCF / Net Debt Exp Spread
Baa2 / BBB 18%—-22% 2.25x-2.5% 23%-27% 10x-13x 250 bps
Baa3 / BBB- 15%—-18% 2.5x-3x 20%—-23% 8x—10x 265 bps
Bal / BB+ 13%-15% 3x-3.25x 17%-20% 6x—8x 300 bps
Ba2 / BB 11%-13% 3.25x-3.75x% 13%-17% 4x—6x 325 bps

Ba3 / BB— 9%—-11% 3.75x—4x% 10%-13% 2.5x—4x 350 bps
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Senior
Rating EBITDA EBITDA / Int Secured 4y
Moody’s/S&P Global Margin Debt to EBITDA  RCF / Net Debt Exp Spread
B1,B2,B3 /B 4%—-9% 4x—6x 5%—10% 1.5x—-2.5x 400 bps
Caal, Caa2, Caa3 /CCC 1%-4% 6x—8x 1%—-5% 0.5x—1.5x 475 bps

We may therefore expect its leveraged loan to trade at a discount given an
expected150 bps increase in the market credit spread to 350 bps versus the
quoted margin of 200 bps.

QUESTION SET Ey

1. Which of the following is the most correct description of an
asset-based revolving credit agreement used as part of a borrower’s debt
profile in a leveraged buyout?

A. Long-term bank or private lending facility with no collateral

B. Short-term bank or private lending facility with operating cash flow
pledged as collateral

(. Short-term bank or private lending facility with inventories pledged as
collateral
Solution

C is the correct response. In leveraged buyouts, revolving credit agree-
ments provide a short-term borrowing facility in addition to the issuer’s
longer-term debts. These credit agreements include asset collateral such as
receivables, inventories, or possibly fixed assets. Response A is incorrect.
While the revolving facility can be longer-term, there will be assets pledged
as collateral. Response B is incorrect because the revolving facility requires
assets as collateral rather than operating cash flow.

2. Assuming no change in benchmark yields over time, which one of the
following types of debt commonly used in a leveraged buyout is likely to be
prepaid first if the company achieves cash flow goals over time?

A. Mezzanine debt

B. Leveraged loans

(. High-yield bonds
Solution

B is the correct response. Leveraged loans are issued with a call provision
at par and their floating coupon rates ensure that the price of the loans
remains near par in the absence of an improvement in the issuer’s credit
spread. Response A is incorrect as mezzanine debt is not issued with a call
provision. Response C is incorrect. While high-yield bonds likely include a
call provision, the call price is set well above par value and usually not call-
able for a few years, suggesting that these bonds are unlikely to be the first
choice for prepayment.

3. An analyst is assessing the current price of a private debt transaction. At

inception, the debt was priced at a credit spread of 225 bps because the
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profitability, leverage, and coverage ratios for the company imply a Ba2/BB
credit rating based on the following table.
Rating EBITDA RCF / Net
Moody’s/S&P Global Margin Debt to EBITDA Debt EBITDA / Int Exp Credit Spread
Baa2 / BBB 18%—22% 2.25x-2.5% 23%-27% 10x-13x 150 bps
Baa3 / BBB— 15%—-18% 2.5x-3x 20%-23% 8x—10x 175 bps
Bal / BB+ 13%-15% 3x-3.25x% 17%—-20% 6x—8x 200 bps
Ba2 / BB 11%-13% 3.25x-3.75x% 13%-17% 4x—6x% 225 bps
Ba3 / BB- 9%—-11% 3.75x—4x 10%-13% 2.5x—4x 250 bps
B1,B2,B3 /B 4%—-9% 4x—6x% 5%—-10% 1.5x-2.5% 300 bps
Caal, Caa2, Caa3 / CCC 1%—-4% 6x—8x 1%-5% 0.5x—1.5x 375 bps

In the current environment, the company’s EBITDA margin is now 10%, its
debt to EBITDA multiple is 4.0, its RCF to net debt is 12%, and its EBITDA
to interest expense is 3.0. Based on the current ratios, estimate the compa-
ny’s current credit rating, and discuss the debt value implications associated
with any change in the credit rating since the deal’s origination.

Solution

Based on these updated ratios, the company’s current credit rating has
likely declined to Ba3/BB—. All four of the ratios fall into this classification,
although the debt to EBITDA falls on the dividing point between Ba3/BB—
and the category below. Based on the decline in credit quality, the private
debt’s discount margin should increase by 25 bps to 250 bps, and this should
drive an appropriate valuation discount on the private debt.

PRIVATE DEBT RISK AND RETURN

] discuss the risk and return among private debt investments as well
as versus other private market investments as part of a strategic asset

allocation

Private debt investment funds have emerged as a significant source of debt capital as
a result of tighter bank capital standards after the Global Financial Crisis of 2008—009.
Private debt strategies primarily involve lending to sub-investment grade and unrated
borrowers across the company life cycle, as well as private real estate and infrastruc-
ture projects. The rapid growth in private debt coincided with a period of very low
sovereign yields following the Global Financial Crisis, coaxing many investors with a
significant allocation to public fixed income to consider explicitly including private
debt in their strategic asset allocations for the first time. For example, the higher
return potential of private market debt compared to public market debt has made
this asset class increasingly attractive for pension plans as discussed below, despite

lower liquidity and lower transparency.
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PENSION PLANS TRANSITION TO PRIVATE DEBT ALLOCATIONS

Traditional pension plan investment strategies have relied heavily on public
market debt investments to provide low risk cash flows to match fund liabilities.
However, after over a decade of low to negative sovereign debt yields as a result
of quantitative easing following the Global Financial Crisis, many pension plans
added private debt as a separate asset allocation category.

For example, as part of its periodic comprehensive review of its investment
portfolio and actuarial liabilities, CalPERS, the largest US public pension fund,
decided in 2021 to increase its target allocation to private debt from 0% to 5%,
including the following categories:

= direct lending: 20% to 100% of the total allocation;
= specialty lending: 5% to 40%;

= liquidity financing: 0% to 25%;

= real estate financing: 5% to 40%; and

= private structured products: 0% to 25%.

Specialty financing involves non-bank lending to commercial and con-
sumer borrowers, including areas such as credit card receivables, leasing, and
installment loans. Liquidity financing includes private debt funds which seek
to generate income by investing in a portfolio of short-term obligations to
maintain a stable net asset value (NAV). According to Preqin, an alternative
investment data company, private debt was identified as the fastest-growing
allocation category among US public pension funds with an average allocation
target of 5.7%, up from 3%.

As in the case of private equity, strategies employed by private debt funds require
longer investment time horizons, given the need for capital commitments from inves-
tors which may not be immediately drawn. Private debt funds on the other hand must
maintain a solid pipeline of acceptable loans to fulfill these capital commitments over
time. Given the higher credit spreads, borrower contingencies, and illiquidity of private
debt, investors in these funds expect to earn higher returns than those available from
public debt investments. Private debt manager due diligence should include an evalu-
ation of the manager’s skill at constructing diversified portfolios that generate stable
returns over business cycles. Investors must weigh the benefits of using a manager
and incurring management fees versus seeking to create a portfolio of direct private
loans or co-investments.

Key sources of risk and return unique to debt used in private market strategies
include the following:

Credit risk. Investors in the debt of private issuers expect to be compen-
sated for the likelihood of default and potential loss for all forms of debt
used in private market strategies. The credit spread component typically
comprises the bulk of investor returns given both the higher likelihood of
borrower default as well as their relative position in the capital structure and
expected loss under a default scenario. Even though private debt exhibits
fixed income characteristics such as a fixed claim with finite maturity, peri-
odic cash flows and a more senior position than equity investments, these
investments have historically been categorized within the respective private
market category (private equity, real estate, or infrastructure) rather than
fixed income, as changes in credit risk and spreads are tied to the underlying
investment life cycle and they are generally illiquid.
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Interest rate risk. The inverse relationship between debt prices and yield

is a key driver of risk and return for non-callable investment grade and
sovereign debt, but as established earlier, this risk as measured by effective
duration is lower for high-yield bonds and much lower for leveraged loans
given the periodic reset of market reference rates than for publicly traded
non-callable bonds.

Liquidity risk. Investors in non-traded private debt expect to receive a
liquidity premium versus more widely held debt with otherwise similar
characteristics. Unlike public debt funds, private debt funds generally orig-
inate new loans which are expected to be held to maturity. This approach
together with a fund structure more closely aligned with that of private
equity enables private debt funds to bear greater liquidity risk and target a
higher risk-adjusted return as a result.

Inflation risk. Rising prices reduce the inflation-adjusted real returns asso-
ciated with fixed-coupon debt instruments. However, because periodically
resetting nominal market reference rates incorporate inflation expectations,
the floating coupon structures present in leveraged loans and most direct
lending facilities are especially attractive for institutions with inflation-ad-
justed liabilities.

Borrower and lender contingencies. Debt contingencies which benefit
borrowers include loan prepayability and fixed-price call options on high-
yield debt. While these features create investor uncertainty as to final debt
maturities and reinvestment risk, investors expect to be compensated in the
form of higher debt coupons versus non-callable debt. The hybrid nature of
convertible bonds or mezzanine debt with embedded equity call options or
warrants on the other hand represent contingencies which benefit lenders.
The risk and return profile of these debt instruments are more equity-like
and follow the investment life cycle, supporting their inclusion within the
respective private market strategy allocation rather than fixed income.

Direct ending features. Public debt fund managers often supplement their
own financial statement analysis with information from credit rating agen-
cies and traded market prices for similar debt transactions. Direct lending
in contrast requires private debt fund GPs to establish and maintain a high
degree of expertise in finding new borrowers, conducting thorough due
diligence, and structuring a properly documented loan facility which they
monitor, manage, and periodically value through final maturity. In particu-
lar, non-sponsored loans involve higher search, due diligence, and monitor-
ing costs and higher risks given the lack of a controlling financial sponsor.
Despite their greater flexibility, newer structures, and documentation, such
as agreements among lenders, they are untested in bankruptcy and therefore
involve greater uncertainty as to their treatment in the event of financial
distress.

As a new separate asset class which has rapidly emerged over a short period,
institutional investors seeking to initiate or increase their private debt allocation face
a number of challenges in the GP selection process. For example, the lack of suffi-
cient data prevents them from performing a thorough long-term historical analysis
of relative performance over time. Second, the period of rapid growth in private debt
does not yet include a full credit cycle, which for sub-investment grade and unrated
borrowers is a key factor affecting prospective returns for debt-based investments
given the relatively high likelihood of loss under a financial distress scenario. Given
these limitations on directly assessing fund manager quality based upon differences in
performance, factors including the firm’s track record in related private market equity
strategies over the cycle, the prior experience of debt managers, as well as reviewing
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the GP’s process of sourcing, conducting due diligence, structuring covenants and
associated legal contracts, managing, and monitoring outstanding debt over time in
detail are all of critical importance when evaluating managers. Many traditional banks
whose involvement was historically limited to syndicated bank and public debt markets
have also initiated private credit funds managed as limited partnerships, expanding
the array of choices available to LPs.

Performing stringent due diligence of private debt fund managers and their perfor-
mance net of fees is of particular importance given the relatively low allocation among
many investors. Smaller investment sizes allow for fewer diversification opportunities
across geography, industry, vintage year, and investment strategy, as is commonly
observed for private equity investors.

The following case study addresses how a pension plan might consider these issues
when establishing a private debt allocation target.

CASE STUDY

Northern States Private Debt Investment Strategy

Northern States Pension Plan is a large US-based public pension plan with a long
history of investing in private markets. Nevertheless, private debt is a relatively
new asset class and Northern States has not formally included these investments
as part of its allocation targets in the past. Given the growing prominence of
private debt, Northern States’ Investment Committee decides to meet to discuss
whether to include private debt in its private market allocation.

Northern States has excellent relationships with its broad array of general
partners in other private market funds, and many of these organizations have
developed high-quality private debt investment funds. The pension plan has
been under considerable pressure to maintain or increase its overall portfolio
return target while generating sufficient funds to meet the plan’s liabilities,
many of which are inflation-adjusted.

Current inflation is at 4.5% annually. Northern States’ economic outlook
is for inflation to either stabilize at current levels or potentially increase, and
its expectation is that nominal interest rates will include changes in inflation.

Northern States currently has asset allocation and expected return targets
as follows:

Asset Class Target Allocation Expected Return
Public equity 30% 9%
Private equity 25% 11%

Fixed income 20% 5%

Real estate and infrastructure 15% 9%

Other alternative investments 10% 9%

Total 100% 8.7%

Northern States currently owns investments in private debt, and these are
included in its private equity allocation. The extent of its private debt portfolio
amounts to 4% of the private equity holdings and is held in mezzanine debt
and venture debt. These investments typically generate returns similar to the
remainder of the private equity portfolio. Based on observations of the private
debt market, the current consensus of the Investment Committee is that a
diversified portfolio of private debt would have an expected return of 10%.
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Brianna Jenkins, Head of Alternative Investments at Northern States, has
been tasked with presenting arguments regarding the institution of a formal
allocation target to private debt. Jenkins plans to discuss several key points as
part of her argument. These include the following:

= The effect of banking industry shocks on the market for private debt.

= The current nominal interest rate environment and inflation
expectations.

1. Discuss why the effect of banking industry shocks are a relevant point to
discuss in Northern States’ decision to allocate to private debt.

Solution

Banking industry shocks, such as the Global Financial Crisis of 2008—09 or
the 2023 shock involving the failure of Silicon Valley Bank outlined earlier,
reduce the supply of debt capital coming from traditional banks. The private
debt market provides a potential funding solution for borrowers in this envi-
ronment. Northern States can leverage its existing relationships with private
market funds and supply funding no longer provided by banks by participat-
ing in this newer area of private markets.

2. Justify an argument for Northern States to invest in private debt fund
focused on leveraged loans, given its outlook on the nominal interest rate
environment.

Solution

Leveraged loans are typically floating-rate debt instruments with coupons
that reset as the MRR changes. Because Northern States believes that nomi-
nal interest rates are at risk of moving higher, an allocation to a fund invest-
ing in leveraged loans may be a way of generating returns that will keep pace
with higher benchmark yields and fund liabilities that adjust with inflation.

3. Discuss three possible rationales for why the expected return on private
debt is significantly higher than that of the fixed income asset class.

Solution

Rationale 1: Private debt includes illiquid debt investments in lower cred-

it quality companies, thus carrying higher spreads due to credit risk and
illiquidity. The fixed income portfolio is more likely to invest in high-quality,
liquid government and corporate securities with zero to low credit spreads.

Rationale 2: Private debt often includes features that are valued by the bor-
rower (such as call provisions). To compensate the lender, borrowers must
pay higher yields on the debt.

Rationale 3: Some private debt (such as venture funds) may include equi-
ty-like features which create a higher risk profile for the debt securities than
provided by fixed income securities, as well as a higher expected rate of
return.
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QUESTION SET Ey

1. A pension plan invested in a leveraged loan as well as a pari passu
public market bond from the same issuer. After two years, the leveraged
loan generated a higher return. Which one of the following statements is the
most plausible explanation as to why this might have occurred?

A. The leveraged loan’s call at par contingency feature provided greater
price appreciation.

B. The leveraged loan’s floating coupon rates improved inflation
protection.

C. The leveraged loan’s price did not decrease as the issuer’s credit spread
increases.
Solution

B is the correct response. The floating coupons of a leveraged loan provide
higher cash coupon returns to the lender when nominal rates increase with
inflation. Response A is incorrect. The issuer has the right to call the loan at
par value, but this does not provide greater price appreciation for the loan.
Rather, the lender may demand higher yield on the loan by paying a lower
price for the loan. Response C is incorrect. This statement is false as a lever-
aged loan’s price declines with interest rate increases associated with credit
spread increases (but not benchmark yield increases).

2. Which one of the following features is most consistent with private debt
being riskier than public debt?

A. More restrictive covenants on private debt
B. Greater use of floating rates in private debt

(. Credit rating differences between companies in private versus public
debt markets
Solution

C is the correct response. Companies borrowing in private debt markets

are likely lower-rated or unrated, thus implying higher risk in private debt
markets. Response A is incorrect as more restrictive covenants are applied
by the lender on the borrower to help offset the higher risk associated with
lending to lower-rated companies. Response B is incorrect as floating rates
only reflect changes in the underlying risks of debt markets in general.
Greater use of floating rates does not reflect any difference in risk compared
to public debt markets.

3. Discuss how both lower and higher interest rates may potentially be a risk
factor for an investor in the private debt market.

Solution

The most obvious example of risks to private debt investing from higher
or lower interest rates can be discussed using leveraged loans with floating
coupons. An economic environment in which interest rates increase will
cause leveraged loans to pay higher coupons if the interest rate increases
occur because of benchmark yield increases. The higher cash flow burden
associated with higher coupon payments may cause increased bankrupt-
cies, thus lowering private debt returns. On the other hand, interest rate
decreases may be associated with benchmark yield decreases associated
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with slowing growth. If the slowing growth becomes recessionary, corporate
bankruptcies may increase in this circumstance as well. General partners
must perform significant due diligence on their private debt target compa-
nies to ensure the ability to perform in a variety of economic scenarios.
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PRACTICE PROBLEMS

The following information relates to questions
1-4

Brianna Jenkins, Head of Alternative Investments at Northern States Pension
Plan, has asked an analyst, Cheng Zhu, to assist on the plan’s proposed allocation
of 5% of its overall portfolio to rivate debt. Jenkins first shows the following table
summarizing Northern States’ current allocations across asset classes:

Asset Class Target Allocation Expected Return
Public equity 30% 9%

Private equity 25% 11%

Fixed income 20% 5%

Real estate and 15% 9%
infrastructure

Other alternative 10% 9%
investments

Total 100% 8.7%

Jenkins informs Zhu that a diversified portfolio of private debt would have an
expected return of 10%.

Zhu is curious as to why the expected return on private debt is much higher than
that expected from the fixed income portfolio and asks Jenkins about the poten-
tial risks associated with private debt. Jenkins responds with the following two
statements:

Statement 1 One of the major types of private debt exhibits greater price
sensitivity to interest rate changes compared to straight debt
instruments.

Statement 2 Higher interest rate scenarios may be associated with increased
bankruptcy risk in the corporate sector.

Jenkins continues discussing possible risks in the private debt category and notes
that historical private debt fund performance varies depending upon the strate-
gy focus of different funds. However, historical performance differences are not
particularly noticeable across fund managers investing in similar strategies within
private debt.

Jenkins also notes that the due diligence process of private debt fund GPs is a
very important aspect of Northern States’ investment process. She identifies
three major risks associated with investing in private debt funds: (1) the macro-
economic risks facing borrowers, (2) the illiquidity of private debt funds, and (3)
the covenants underlying the debts in which private debt funds invest.

1. Demonstrate how an allocation to private debt may allow Northern States to
increase its total expected return.

2. Which response below is correct about Statements 1 and 2 made by Jenkins?

A. Statements 1 and 2 are both true.
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B. is true, and Statement 2 is false.

C. is false, and Statement 2 is true.

3. Discuss why Jenkins believes that a lack of noticeable performance differences
across private debt fund managers may reflect a risk of private debt investing.

4. Which one of the following return risks facing private debt investors is least
likely to be potentially addressed through adequate due diligence of fund general
partners?

A. Credit cycle risks of private debt
B. Private debt fund illiquidity risks

C. Private debt fund covenant risks

The following information relates to questions
5-8

Bardstown Partners, a private equity firm specializing in buyout equity investing,
is the financial sponsor of a USD2 billion transaction to take Peerland Compa-
ny, a mature grocery chain, private. Bardstown’s senior management debated
whether to allow Peerland’s management team to negotiate directly with poten-
tial direct lenders or not. Ultimately, they decide to financially sponsor Peerland’s
direct lending.

Leveraged loans play a primary role in the debt profile of the Peerland buyout.
Bardstown has issued USD800 million of floating-rate leveraged loans with
six-year maturity as part of the overall financing of the transaction. The leveraged
loans pay coupons at MRR plus 250 bps, and MRR is currently 4.80%. The other
debt in the financing is a USD500 million of fixed-rate 8.50% coupon, high-yield
bonds with an eight-year maturity. Both tranches of debt include call features.
Bardstown’s projections suggest that Peerland will generate sufficient cash flow to
begin prepaying its debt in the first year following the buyout to begin lowering
its leverage ratio towards longer-term targets.

The high-yield debt issued as part of the Peerland buyout includes a change of
control provision which requires Bardstown to offer to repurchase all outstand-
ing high-yield bonds at a fixed price (above par) if a new owner acquires a prede-
termined percentage of voting shares.

Bardstown Partners has built detailed projections of Peerland’s operations, which
include significant improvements in its EBITDA margins, debt to EBITDA mul-
tiples, and interest coverage multiples over a five-year time horizon. Bardstown
expects the credit spread on Peerland’s debt to improve by 100 bps under their
assumptions. On the other hand, Bardstown has no projections regarding bench-
mark yield changes over the time frame of their projections.

5. Which of the following most accurately describes the loan pricing of Peer-
land’s direct loans, given Bardstown’s decision to sponsor as compared to
non-sponsored direct loans?

A. Lower coupon rates

B. No difference in coupon rates
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(. Higher coupon rates

6. Which one of the following statements most correctly describes Bardstown’s
strategy to prepay Peerland’s debt?

A. Prepay the high-yield bonds first to avoid their higher coupon payments
B. Prepay the leveraged loans first only if benchmark yields decline

(. DPrepay the leveraged loans first because the call provision has a very short
lockup period.

7. Discuss why the buyers of the high-yield bonds may want a change of control
provision included as a restrictive covenant.

8. Which of the following duration measures is most appropriate to assess the
price—yield sensitivity of the Bardstown sponsored leveraged loans?

A. Modified duration
B. Effective duration

C. Effective spread duration

The following information relates to questions
9-12

Spleenwood Capital, a fund management company specializing in private debt
investing across a broad range of strategies, is evaluating an array of potential
investments for several funds in which the company serves as general partner.

Many of Spleenwood’s funds include direct lending arrangements structured as
leveraged loan transactions. Leveraged loans are senior secured debt typically
with floating-rate coupons and are made to borrowers with below investment
grade credit ratings. In the current direct lending environment, Spleenwood is
increasingly encountering companies able to access the leveraged loan market in
covenant-lite transactions. Spleenwood’s investment policy does not allow for it
to engage in covenant-lite transactions.

Spleenwood has been actively pursuing fund opportunities focused on lending to
younger growth-oriented companies. Spleenwood is attracted to these fund cat-
egories because the types of debt investments in these funds exhibit significantly
different characteristics compared to most of the other private debt market. As
part of its strategy to focus on growth-oriented companies, Spleenwood also
seeks out companies that may consider issuing mezzanine debt. Spleenwood is
attracted to the very high interest rates typically available from mezzanine issues.

Some of the growth companies that Spleenwood targets for mezzanine debt have
indicated an interest in having the proposed mezzanine financing provided by
Spleenwood included as part of a unitranche debt facility. Spleenwood considers
the benefits and costs associated with being part of a unitranche structure.

9. Discuss the market conditions under which a covenant-lite transaction is likely
to occur in private debt markets, and describe one example consistent with a
covenant-lite transaction.

10. Which one of the following debt characteristics is most likely to be attractive to
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Spleenwood in its strategy to lend to younger growth-oriented companies?

A. Coupon income
B. Warrants and conversion rights

C. Secured by asset collateral

11. Discuss how Spleenwood might structure 10-year mezzanine debt to avoid a high
cash flow burden on the borrower during the first four years of the debt contract
while ensuring that the debt has no equity-linked features.

12. Which one of the following is a likely concern for Spleenwood with respect to the
unitranche structure?

A. Borrower pays one blended interest rate
B. Complexity of agreements among lenders

C. Borrower pays lower fees than for syndicated debt
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SOLUTIONS

1. To increase portfolio return significantly, an allocation to private debt would be
funded by reducing the allocation to fixed income. The expected return of private
debt is 10% and this is 500 bps greater than the 5% fixed income expected return.
Thus, a simple reallocation of 5% to private debt from fixed income is expected
to yield an additional 25 bps of expected return (= 500 bps x 0.05). A reallocation
utilizing other asset classes will reduce the potential for expected return and, in
the case of private equity, a reallocation to private debt would reduce expected
return. Note that this ignores any impact of different correlations between equi-
ties and fixed income and equities and private debt.

2. Cis the correct response. Statement 1 is false because leveraged loans, a major
category of private debt, are less price sensitive to interest rate changes than are
straight debt. Statement 2 is true as higher interest rates may cause additional
cash burdens on corporate borrowers with a potential that they may be faced
with possible bankruptcy.

3. The inability to differentiate returns is likely associated with the lack of difficult
economic circumstances facing private debt fund GPs over the historical report-
ing period in addition to their lack of liquidity. This creates an investment climate
in which it may be difficult to assess fund manager quality based on differences
in performance. Rather, investors must seek to manage their risks of private debt
investing by performing stringent due diligence of fund managers on their entire
investment process and portfolio construction process.

4. Bis the correct response. While private debt has finite maturities in contrast to
the underlying equity in the same issuer, private debt investors face significant il-
liquidity of private debt fund that cannot be addressed in their due diligence pro-
cess. Response A is incorrect as investors should ensure that their due diligence
process of GPs of private debt funds includes a thorough analysis of how the fund
identifies borrowers who will be less susceptible to these sorts of macroeconomic
risk factors. Response C is incorrect as private debt fund general partners able
to negotiate adequate covenant protections are more likely to outperform their
counterparts who include looser covenants on their transactions when economic
stress events occur. As such, proper investor due diligence should review a GP’s
policies on drafting covenants as well as reviewing covenants of current portfolio
investments.

5. A s the correct response. Prospective lenders tend to have less bargaining power
in negotiating terms and pricing for sponsored loans. This implies that lenders
must accept lower coupon rates, implying lower expected returns on direct loans.
Because of the greater costs associated with identifying non-sponsored borrow-
ers and analyzing and monitoring their creditworthiness, investors often expect
higher returns in the form of wider credit spreads on these loans.

6. Cis the correct response. Leveraged loans allow for the debt to be prepaid shortly
after issuance at a price of par value. As a result of the low call price and the short
lock-up period, leveraged loans can be prepaid almost immediately. Response
A is incorrect as high-yield bonds have a longer lock-up period such that they
cannot be prepaid in the first year after issuance. Response B is incorrect as de-
clines in benchmark yields have little or no effect on the price of the floating-rate
callable leveraged loans, so conditioning the prepayment on benchmark yields
declining is not a necessary condition.
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7.

10.

11.

12.
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If Bardstown sells Peerland before the high-yield bonds mature in eight years, the
bondholders will benefit from the change of control provision and will be able to
collect a premium to par value. Without the provision, Bardstown could simply
use the sale proceeds and buy back the debt at prevailing market prices.

C is the correct response. The price of floating-rate coupon leveraged loans is not
sensitive to changes in benchmark yields but only to changes in credit spreads.
Thus, effective spread duration is the most appropriate measure of price—yield
sensitivity. Response A is incorrect as modified duration is not appropriate for
bonds with embedded options and adjustable cash flows. Response B is incorrect
as effective duration measures price—yield sensitivity for changes in the bench-
mark yield but not credit spread changes.

In competitive markets with strong demand for leveraged loans, the types of
maintenance covenants typically required for leveraged loans may be weakened
to make the loan terms more favorable to the borrower.

One example of a covenant-lite transaction may be to include an incurrence cov-
enant such as requiring the borrower having a debt to EBITDA below a certain
level only if the borrower is seeking to issue new debt. This covenant is weaker
than a maintenance covenant in which the debt to EBITDA multiple is assessed
at each reporting period to ensure that the multiple is below the agreed-upon
level.

B is the correct response. The typical debt instruments issued by younger
growth-oriented companies are venture debt and convertible debt. Both of these
debt types typically include equity-linked features such as warrants (venture
debt) and conversion rights (convertible debt) which increase the risk and expect-
ed returns of the instruments. Response A is incorrect because one effect of the
inclusion of equity-linked features is to lower the coupon rates on these types of
debt to preserve cash flows. Response C is incorrect as the early-stage companies
issuing venture debt likely do not own assets that would be good collateral and
convertible bonds typically are not secured.

A PIK feature involves investors foregoing several years of interest payments
in exchange for an equivalent increase in debt principal. Spleenwood could
structure the mezzanine debt to defer the first four years of coupon payments
by increasing the debt principal to account for the deferred interest. Because
Spleenwood is taking greater risk with this structure, the stated interest rate is
likely greater than if Spleenwood structured the mezzanine debt as a standard
fixed-coupon bond.

B is the correct response. The unitranche structure creates one loan agreement
which can be executed more quickly and with lower fees than public securities or
widely syndicated debt arrangements. This benefit to the borrower creates a more
complicated contracting problem for the different lenders that are parties to the
structure. The non-standard terms of private debt facilities and complexity of
agreements among lenders (to which the borrower is not a party) diverges from
standard intercreditor agreements, and these agreements have not been widely
tested in legal settings. As a result, greater uncertainty exists as to how these
private debt structures will perform in the event of financial distress, bankruptcy,
and liquidation. Response A is incorrect as the sharing of interest is addressed by
the agreement among lenders. Response C is incorrect as this is a benefit to the
borrower.
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