colours not accurate
on screen

PRIVATE
EQUITY
FINDINGS
Insights from private equity research worldwide

ISSUE 14 WINTER/SPRING 2018
£25 €30 $35

THE TRUTH ABOUT UNICORNS
Are unicorn valuations too good to be true?
HOUSE OF CARDS?
Is private equity a risk to the financial system?
VALUE FOR MONEY
Are funds of funds really worth their fees?
THE LURE OF THE NEW
How to recognise genuinely innovative companies.

FOOL’S GOLD?
Do co-investments underperform
fund investments?

INCLUDING CONTRIBUTIONS FROM:
HARVARD BUSINESS SCHOOL | KELLOGG SCHOOL OF MANAGEMENT
OXFORD SAÏD BUSINESS SCHOOL | STANFORD GRADUATE SCHOOL OF BUSINESS
UNIVERSITY OF CHICAGO | UNIVERSITY OF HONG KONG | DARLA MOORE SCHOOL OF BUSINESS

CONTENTS
4
By the
numbers

Deal multiples are a growing conundrum. Japanese buyouts
(finally) take off. US universities win nine out of 10 spots in
entrepreneur league table. P2P deals back in vogue. LP direct
investment reaches a plateau.

6

Value
for money

For as long as funds of funds have existed, limited partners
have questioned whether they offer enough value for the
additional layer of fees charged. New research examines the
performance of buyout and venture capital funds of funds
and uncovers some interesting distinctions between the two
investment types.

“There is still a place for funds of funds, but various data
suggest they will play less of a role in the future.”
Robert Harris, University of Virginia

10 

House
of cards?

Detractors often claim that private equity investment creates
companies that are more financially fragile, while regulators
maintain a close eye on the industry for signs of systemic risk.
But are they focusing on the right target? We explore a recent study
that assesses PE’s record of investment in portfolio companies
post-financial crisis and ask: what will happen next time?

2

PRIVATE EQUITY FINDINGS WINTER/SPRING 2018

16

Fool’s
			 gold?
As limited partner co-investment appetite continues to
increase, are investors achieving better returns than via fund
commitments? We debate the evidence with academics and
practitioners, discussing new research and revisiting an earlier
paper to uncover some significant differences of opinion.

22 

The truth
about unicorns

As the number of unicorns – private companies with valuations
of $1bn-plus – has increased sharply over the past few years,
a new paper questions whether they are really worth what is
claimed. We speak to one of the research authors and garner
the views of a seasoned VC fund investor.

“Clearly some companies are trapped by their private
valuations – they can achieve these only in private markets
and so are delaying initial public offering plans.”
David Howells, VenCap

25 

The lure
of the new

Genuine innovation can bring investors significant rewards, but
valuing originality in companies is notoriously difficult. Now a
pair of academics believe they may have found a new model
that could help identify businesses with the potential to make
the next breakthrough in their market.

FOREWORD

A

s we move through 2018, the
private equity and venture 		
capital industry can look back
on a record-breaking 2017.
Strong fundraising led the amount of dry
powder held globally by these funds to
top the $1tn mark for the first time ever,
according to Preqin figures, attesting to
the attraction of alternative strategies for
investors in a low-yield environment.

In The lure of the new, we stay with the
issue of valuations and discuss a new
model that a team of academics has
devised to value genuine originality in
companies. The findings are based on
a study of publicly-listed companies,
but they are highly relevant for VC funds
seeking to back the next disruptive
technology as well as for buyout funds
hunting for true innovation.

While such a milestone is worthy
of celebration – after all, it shows
investor confidence in PE – the scale
of the industry is prompting some
commentators to revisit the issue of
whether PE is now so large as to present
a systemic risk to the wider economy.
In House of cards?, we explore this theme,
using new research that compares the
investment levels in PE-backed and
non-PE-backed companies in the immediate
aftermath of the financial crisis and the
effect this had on their financial stability
and ability to grow market share. We also
pose the question: how will PE-backed
companies fare when the next
downturn comes?

As the industry has matured, so have
the points of entry for investors.
Co-investments have risen dramatically
in popularity among limited partners over
the past few years, leading to questions
about how they perform relative to fund
and direct investments. In a follow-up
to a previous article on the subject
(see issue 9, pp 12-15), Fool’s gold?
debates the findings of new and existing
research, exploring some highly
divergent perspectives.

Head of Entrepreneurship Department,
Harvard Business School

One access point to PE that has become
less popular recently is plain vanilla funds
of funds. In Value for money, we feature
research into how these vehicles perform
for their investors, both in the buyout
and VC fund spaces, and discuss the
implications of the findings for this corner
of the industry.

Jeremy Coller

One tell-tale sign of an abundance of
capital is a sharp rise in valuations.
In the context of the swelling ranks of
VC-backed companies valued at $1bn
or more, we focus on a study that looks at
how the valuations of these ‘unicorns’ are
calculated and runs the numbers using a
new model designed by the authors.
The truth about unicorns asks how
realistic US unicorn valuations are and
offers a practitioner counterpoint to the
research findings.

Professor Josh Lerner

Chief Investment Officer,
Coller Capital

We hope you enjoy the latest issue
of Private Equity Findings and would
welcome any feedback or comments
you have. Simply contact us at:
pefindings@collercapital.com
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PE TRENDS AND STATISTICS

BY THE NUMBERS
Deal multiples are a growing conundrum
• New figures from PitchBook’s Global
PE Deal Multiples report for 2017
suggest that many private equity fund
managers are struggling to make
the numbers add up in the current
environment of elevated deal multiples.
• Nearly half (48%) of general partners
say that today’s deal multiples are not
in a range that allows for typical PE
fund returns – and one in 10 GPs
report that multiples are ‘not at all’
in that range.

• This is a significant increase on the
first quarter of 2017, when fewer than
a third of respondents said multiples
were not within the right range. The
report highlights that median PE deal
multiples peaked in Q3 2017 at 10x
EBITDA, the highest level seen in
the past five years, with large deals
($250m+) recording a median multiple
above 12x EBITDA.

In your opinion, are current deal multiples within a
range that allows for typical PE fund returns?

8% 10%
38%

44%

Yes, very much so

Yes

No

Not at all

Source: PitchBook, Global PE Deal Multiples Report 2017

Japanese buyouts (finally) take off
• Private equity observers have been
predicting a buyout boom in Japan
for well over a decade, but reality has
been slow to match expectations. Yet
2017 may have been the turning point,
according to Mergermarket’s Global &
Regional M&A report for Q4 2017.
• Last year, the value of buyouts in Japan
reached $16.1bn, the highest total
since Mergermarket started keeping
records in 2001, and more than twice
2016’s value of $7.7bn. This total was
achieved despite a reduction in the
value of Japanese M&A overall, to
$40.1bn, a drop of more than a third
year-on-year.
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• The increase was the result of several
large transactions, with the three
largest buyouts accounting for 80% of
Japanese PE deal value.
• However, as Mergermarket notes,
last year is unlikely to be an anomaly.
Further growth is expected, as
government-led corporate governance
reforms take root, family succession
issues become more acute and
headline buyouts create a knock-on
effect in other companies.

Value of buyouts in Japan
2016

2017

$7.7bn

$16.1bn

Source: Mergermarket Global & Regional M&A Report
Q4 2017

US universities win
nine out of 10 spots in
entrepreneur league table
Top 10 universities globally by number
of entrepreneurs produced
RANK SCHOOL

NO. OF
NO. OF
CAPITAL
ENTRECOMPANIES RAISED
PRENEURS

1

Stanford

1,127

957

$22.6bn

2

UC Berkeley

1,089

961

$17.1bn

3

MIT

907

780

$16.1bn

4

Harvard

844

750

$21.9bn

5

UPenn

788

712

$13.9bn

6

Cornell

721

666

$14.8bn

7

Univ. of Michigan 689

614

$9.4bn

8

Univ. of Texas

600

551

$5.9bn

9

Tel Aviv Univ.

582

486

$6.7bn

10

Univ. of Illinois

506

460

$6.3bn

Source: PitchBook, Universities Report 2017-18

P2P deals back in vogue
Public-to-private transactions as a percentage of
total PE deals – by value and percentage of total

• Stanford University produces the
highest number of entrepreneurs
among the world’s academic
institutions, according to PitchBook’s
Universities Report 2017-18. No fewer
than 1,127 company founders sprang
from enrolments at Stanford between
2006 and mid-August 2017. Between
them, they established 957 companies,
and raised $22.6bn of capital.

Source: Preqin, Buyout Deals and Exits 2014-17

Proportion of limited partners making
investments directly into private companies

40%
% respondents

30%

20%

• Proximity to early-stage financing is key,
the report says. Stanford, Harvard, UC
Berkeley, MIT and University of Texas
are all close to US venture capital hubs.

10%

0%

• The only non-US institution in the top 10
– Tel Aviv University – is located in the
heart of the so-called Start-Up Nation.

• After several years on the back burner,
public-to-private (P2P) deals by private
equity houses appear to be on the rise.
In 2017, P2Ps accounted for 29% of
the value of global PE buyout activity,
up from 18% in 2016 and just 10% in
2014, according to Preqin.
• Of the top 10 largest deals of 2017,
seven were P2P deals. Yet, these
deals represented just 2% of the 4,191
deals completed over the course of
the year, suggesting that P2Ps were
concentrated at the very large end of
the buyout deal spectrum.

% of PE
deals (#)

LP direct investment
reaches a plateau

2006

2012

Summer

2017-18
Winter

Source: Coller Capital, Global PE Barometer, winter 2017-18

• In the years following the financial crisis,
many limited partners sought to increase
their direct investment capability (the ability to
invest directly into private companies without
a general partner sponsor). According
to Coller Capital’s Global Private Equity
Barometer for winter 2017-18, the proportion
of LPs making direct investments almost
doubled from 17% in 2006 to 30% in 2012.
• Since 2012, however, the proportion of LPs
with direct investment programmes has
hardly changed, and now stands at 31%.
This suggests the trend has plateaued,
and that most or all of the investors with
the appetite and ability to make direct
investments are now doing so.
• This contrasts with the trend in LP
co-investments. Just 17% of LPs
co-invested with GPs in 2006. By 2017,
over half of the world’s private equity
investors – some 55% of LPs –
co-invested alongside GPs.

COLLER RESEARCH INSTITUTE

5

ANALYSIS

VALUE
FOR MONEY

6

PRIVATE EQUITY FINDINGS WINTER/SPRING 2018

Funds of funds offer access to private equity – but at a cost. New research takes a look
at the performance of these vehicles, with results that are more nuanced than might be
expected. By Nicholas Neveling.

T

he decade since the financial
crisis has been a challenge for
private equity funds of funds.
In 2007, PE funds of funds made
up 18% of the market by number of funds
closed, and accounted for 15% of capital
raised, according to Preqin. For the year
to 1 November 2017, these figures had
fallen to 9% and 4% respectively. The
reasons are clear. Since the credit crunch,
large investors have built up their internal
investment teams and most now prefer
to invest directly in individual PE funds. In
2017, only 14% of institutional investors
believed funds of funds, which charge
limited partners an additional layer of fees,
offered the best investment opportunities,
according to a Preqin survey.
The performance question
Even though PE funds of funds have
been a feature of the market since 1979,
their performance has attracted little
research attention.
To address this gap, Robert Harris
(University of Virginia), Tim Jenkinson
(University of Oxford), Steven
Kaplan (University of Chicago) and
Rüdiger Stucke (Warburg Pincus) have
produced the first detailed study on
the performance of PE funds of funds.
Their paper, Financial intermediation in
private equity: how well do funds of funds
perform? measures the results of funds
of funds against those of other investment
strategies, comparing their net returns with

those of direct commitments to buyout
and venture funds (direct funds) and
investment in public equity markets, using
the public market equivalent (PME).
“I had been working with my co-authors
on research into the performance of direct
funds where there were some intriguing
results,” explains Harris. “Funds of funds
were the next natural area to explore. We
also had access to excellent data. This,
and the results of previous work, were
strong motivating factors for working
on this paper.”
The researchers found that, overall, returns
from funds of funds have beaten the S&P
500 and the Russell 2000 (although
outperformance is narrower against the
latter). However, generalist funds of funds
and those investing in buyouts have PMEs
that are 11-12% lower than those of direct
funds. By contrast, the PMEs of funds of
funds investing in venture capital match
those of direct funds.
“Given the extra layers of fees in fund
of funds structures, we were sceptical
about the returns that they could
generate when compared with direct
funds,” says Harris. “So we were
surprised that VC funds of funds returns
were on a par with direct venture deals.”
The paper finds that in a VC context,
where the variability in underlying direct
fund performance is higher, a fund of

funds strategy plays an important role
in diversifying investments across funds
and vintage years.
Venturing on
The finding that VC funds of funds
outperform their buyout counterparts
does not come as a surprise to
Christophe Bavière, the chief executive
and managing partner of Idinvest, a
pan-European private markets firm that
runs primary funds of funds and direct
VC vehicles, among other strategies.

“FUNDS OF FUNDS WERE
THE NEXT NATURAL
AREA TO EXPLORE.
WE ALSO HAD ACCESS
TO EXCELLENT DATA”
“Generally speaking, VC’s outperformance
is greater than that of buyouts. You would
expect to see that in VC funds of funds,”
Bavière says. “Buyouts have matured
and almost all deals are intermediated.
It has become very difficult to find assets
that are under-managed or under-priced
in the buyout market.”
As the buyout space has grown and
become more competitive, institutional
investors have preferred to gain exposure
to buyout strategies through co-investment
or direct investment rather than funds of

COLLER RESEARCH INSTITUTE
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funds. Coller Capital’s latest Barometer,
for example, finds that more than half
of PE’s LPs now have co-investment
programmes, versus just a quarter
a decade ago. In VC, however, the
dispersion of returns is wider, and a fund
of funds strategy continues to appeal.

“GENERALLY SPEAKING, VENTURE CAPITAL’S
OUTPERFORMANCE IS GREATER THAN THAT
OF BUYOUTS. YOU WOULD EXPECT TO SEE
THAT IN VENTURE CAPITAL FUNDS OF FUNDS”

Charles Lorenceau, director of the
London office at ACE & Company, a
global PE platform that invests across the
spectrum of investment strategies, says
that his firm is willing to adopt a fund of
funds approach for seed and early-stage
investments, but will only co-invest in the
more mature buyout space. Investing
across a range of funds at the early
and seed stage provides diversification
benefits and also serves as a deal funnel
for ACE & Company, providing a valuable
source of direct deals for the firm’s
growth-stage programmes.
“A seed-stage allocation via a fund of
funds approach is a capital-efficient way
of reducing the disparity of returns for
our early-stage direct investments,
and offers investors access to
institutional-grade co-investment
opportunities (with no fees) at the growth
stages,” Lorenceau says. He adds that
as you move into the buyout space,
the additional fee layer from funds of
funds “does not justify the diversification
gained”, given the more concentrated
nature of returns in buyouts.
For Harris, the explanation for the
disparity between the two types of
funds of funds lies in the expertise
required to make successful early-stage
investments. “We didn’t research this
question specifically, but there are a
number of possible reasons for our

8
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findings,” he says. “Buyout strategies
can scale faster, so the notion of limited
access is less prevalent there. Picking
new companies to invest in is more
difficult than buying already successful
businesses. The networks and human
capital required to succeed in the VC
space are more complex and harder to
replicate than in buyouts.”
What next?
If buyout funds of funds as a group are
unable to deliver outperformance for
investors, serious questions arise about
the long-term future of their model, as
Harris suggests. “There is still a place for
funds of funds, but various data suggest
they will play less of a role in the future,”
he says. “Our paper doesn’t address
this question directly, but as investors
demand separate accounts and build up
more sophisticated expertise in-house,
financial intermediation becomes more
difficult. This is a natural development in
any market as it matures.”
In responding to these challenges,
buyout funds of funds managers have
attempted to evolve their offering to meet
today’s investor requirements. They
are playing a greater role in working
with investors to manage exposure to
emerging managers, a segment of the
market that is harder for many LPs
to due diligence adequately. A recent
Preqin survey showed that 56% of

funds of funds invest in first-time funds,
more than double the 27% of other
investor types. The same survey also
finds that 74% of funds of funds will
co-invest alongside GPs (again, a more
difficult strategy for many LPs to execute
successfully) compared with 37% of
other types of investors. Along with a big
push by funds of funds into secondaries,
67% of funds of funds invest partly
through separate accounts, compared
with just a quarter of other investor types.
Still relevant?
Idinvest’s Bavière says funds of funds
have adapted and continue to offer
investors a valuable route into the PE
market. “The debate about fees on
fees continues,” he says. “But it is not
always fair to funds of funds. When you
are structuring an investment strategy
to meet a specific investor mandate
and managing an asset allocation using
a broad range of tools across all PE
strategies, you are adding a lot of value.”
Lorenceau adds that although its
early-stage programme mirrors a fund
of funds strategy, ACE & Company has
actively sought to work with a much
broader range of “sourcing partners” in
order to add value. “Our partners come
in multiple forms: micro VCs (GPs),
incubator and accelerator funds, and
startup studios (groups that establish
and then incubate start-ups), so it would

not be totally correct to refer to them
all as GPs in this case,” he says. “Our
involvement comes in various forms and
shapes, and we felt that simply referring
to it as a fund of funds programme did
not do it justice.”
And on the issue of fees, Lorenceau says
his firm mitigates any additional costs to
investors by offsetting any fees incurred
by its sourcing partners against its own.
“Paying these sourcing partners’ fees
represents a fraction of what it would
cost to replicate our global operating
infrastructure with a physical presence
in each ecosystem,” he says.

“THERE IS STILL A PLACE
FOR FUNDS OF FUNDS,
BUT VARIOUS DATA
SUGGEST THEY WILL
PLAY LESS OF A ROLE
IN THE FUTURE”
The fund of funds model also remains
a valuable resource for investors that
manage smaller programmes and lack the
bandwidth to cover PE in the necessary
detail. “If you are a huge institution, you
can run your private equity programme
yourself,” says Bavière. “But for smaller
and mid-sized organisations, where

investment resources are constrained,
you do not have all the tools and people
available to manage a PE allocation. Funds
of funds support the management of many
PE programmes, offering diversification
across a range of alternative assets, as well
as strategic direction.”

“BUYOUT STRATEGIES
CAN SCALE FASTER,
SO THE NOTION OF
LIMITED ACCESS IS LESS
PREVALENT THERE”
Similarly, the academics note the role
that funds of funds can play in the
management of PE allocations. They
say that, following their study, future
research could explore whether funds
of funds add value through access to
managers that LPs would be unable
to access directly, or whether they add
value through their selection of generally
available managers.

THE RESEARCH
Financial intermediation in private
equity: how well do funds of
funds perform?, by Robert Harris
(University of Virginia), Tim Jenkinson
(University of Oxford), Steven
Kaplan (University of Chicago)
and Rüdiger Stucke (from private
equity firm Warburg Pincus) claims
to be the first academic study that
examines PE funds of funds returns
using detailed performance data.
The paper benchmarks the
performance of funds of funds, net
of fees, against public equities and
direct fund investment strategies,
using detailed fund-level cash
flows and the net asset values
of unrealised investments. This
data, sourced from more than 200
institutional investors by Burgiss,
covers funds of funds with vintages
between 1987 and 2007, with
performance measured until the
end of 2012.
The research finds that, historically,
funds of funds have provided returns
above those of the S&P 500, but that
generalist funds of funds and those
that specialise in buyouts have lower
PMEs than direct fund investment
strategies by a margin of some
11-12%. Venture capital funds of
funds, however, deliver returns
that are not statistically different
from VC managers investing directly.

COLLER RESEARCH INSTITUTE
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Scarred by their failure to identify systemic risks in the run-up to the last financial crisis,
regulators and policymakers have been watching private equity closely in the years since.
But new research questions whether they are focusing on the right target. By Vicky Meek.

W

hen it comes to private
equity horror shows, it’s
hard to beat some of the
blockbuster deals done
immediately before the financial crisis hit
in 2008. The failures of such high-profile
investments as Chrysler, Washington
Mutual and Harrah’s Entertainment (later
renamed Caesars Entertainment), along
with TXU Corp, the largest PE deal to
date, hurt not only the PE firms involved
and their limited partners, but also the
industry’s reputation and standing
with policymakers.
The issues with Chrysler and Washington
Mutual may have stemmed largely
from poor timing by the PE houses
involved – the companies folded after
the crisis hit the financial and automotive
sectors particularly hard. Yet deals such
as Caesars Entertainment and TXU
have come under fire for the use of
particularly high leverage: TXU had debt
of $40bn when it filed for bankruptcy in
2014, while Caesars went into Chapter
11 in 2015 with $24bn of debt.

Even before some of these deals became
lessons in how to lose money, regulators
had their eyes fixed firmly on the
PE industry. In the US, a leveraged
lending ‘cap’ of 6x EBITDA has been
in place since 2013, while the Bank of
England (BoE) issued a paper outlining
its PE-related concerns in the first
quarter of the same year. In early 2017,
the European Central Bank announced
that it would impose a leverage cap
similar to that in the US.
A risk to financial stability?
Regulatory concerns centre on the extent
to which PE’s scale and involvement in
the economy present a risk to financial
stability. As the asset class has grown, so
has regulatory scrutiny. The BoE paper
highlighted the rise of PE as a source
of capital in the global financial system,
suggesting that higher levels of debt in
buyouts could prevent investment in
the corporate sector and lead to higher
default rates. In its conclusion, the BoE
said: “The Financial Policy Committee,
in its role to protect and enhance the
stability of the financial system of the
United Kingdom, will continue to monitor
potential risks to financial stability from
private equity-sponsored activity.”

Part of the BoE’s assessment was based
on the mixed picture of PE presented by
several academic papers, most of which
drew on data from before the crisis,
and none of which examined whether
the industry’s actions led to increased
financial fragility in the downturn
that followed.
A new study from Shai Bernstein (of
Standford Graduate School of Business),
Josh Lerner (of Harvard Business
School) and Filippo Mezzanotti (of
Kellogg School of Management) sheds
light on this concern. In Private Equity
and Financial Fragility During the Crisis,
the authors set out to discover whether
PE contributed to economic fragility in
the difficult period after the Lehman
Brothers crash.
“In part, we wanted to test this because
a lot of academic studies have looked
into how PE creates value, but largely
looked at it in the good times,” explains
Mezzanotti. “We were particularly
interested in this topic because of
the policy debates.
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“After the financial crisis, there was a
lot of talk about whether PE increases
fragility in the economy when there’s a
shock. We wanted to see if PE-backed
companies really were more fragile
than others, and whether there were
negative externalities imposed on
other companies.”
The authors focused on the UK. This
was partly because of the availability of
data from sources such as Companies
House, but also because of the size of
the country’s PE industry. PE assets
accounted for 11% of UK GDP
pre-crisis, according to figures cited
by the researchers, and BoE estimates
suggested that PE-backed companies
had issued more than 10% of all
non-financial corporate debt in the
lead-up to 2008.
More investment
The authors compared investment levels
pre- and post- crisis between PE-backed
companies and their non-PE-backed
peers. What they found surprised them.
“We were open-minded when we started
the project,” says Mezzanotti. “It could
have gone either way, but we weren’t
expecting such a strong result.” They
found that, while investment levels in
both groups of companies were similar
pre-crisis, PE-backed companies
cut investment 5-6% less than the
control group after 2008. “In fact,” the
research says, “the divergence of the PE
group occurs exactly when aggregate
investments and credit growth in the UK
started to decline sharply.”

12

It should be noted that PE-backed
companies didn’t actually increase
investment – both groups reduced
investment post-crisis. “You have to
keep in mind that there was a huge drop
in investment across the board at that
time,” says Mezzanotti. “It’s a rational
course of action to reduce spending in
difficult times. But the PE group in our
sample saw a less significant drop.”

“OUR STUDY SHOWS
THAT COMPANIES
BACKED BY PRIVATE
EQUITY FIRMS HAVE
GREATER ACCESS TO
DEBT AND EQUITY
FUNDING – THAT WAS
VERY CLEAR FROM
THE RESULTS”
This investment was funded by
additional infusions of both equity and
debt, the authors say. Equity financing
came particularly from PE firms with
more dry powder: the research finds
that PE houses that had raised capital
more recently were likelier to invest more
equity in their portfolio companies. On
the debt side, the study found that PE
sponsors were able to secure better
terms on financing packages. “Our study
shows that companies backed by PE
firms have greater access to debt and
equity funding – that was very clear from
the results,” adds Mezzanotti.
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Gaining market share
And it appears that the investments
that PE groups made during the crisis
were attractive. PE-backed companies
matched the profitability of their peers
while increasing their market share.
Ultimately, they were more likely to be
sold in non-distressed M&A transactions
than the non-PE backed firms.
All of this seems to show that PE, far
from increasing fragility in portfolio
companies, increases stability through
the provision of finance at a time when
other companies are more likely to
batten down the hatches and drastically
cut investment. These findings are
consistent with the arguments that PE
firms themselves would make.
“There is a fundamental difference
between a PE-backed company and one
that is listed, where shareholders are
widely dispersed and where there’s an
agency problem between the investors
and the management,” says Wol Kolade,
managing partner at Livingbridge. “With
a PE transaction, the key shareholders
are in the room with management.”

“THE DIVERGENCE
OF THE PRIVATE
EQUITY GROUP
OCCURS EXACTLY
WHEN AGGREGATE
INVESTMENTS AND
CREDIT GROWTH IN
THE UK STARTED TO
DECLINE SHARPLY”

Model or market?
There are some limitations to the study.
One of these is that it focuses only on
PE-backed companies in the UK. The
other is that it looks mainly at mid-market
companies. In this sample of almost 500
companies, the average had revenues of
$80m – a far cry from the large buyouts
that hit the headlines in the run-up to the
crisis and caught regulators’ attention.

Mark Sanders, partner at global law
firm Reed Smith, agrees. “Everything
about the PE model suggests that it is
in GPs’ interests to keep their investee
businesses stable,” he says. “When
they go in, they look as carefully at
the downside case as they do at the
upside potential, which means they are
prepared for more difficult times
if they come.”

Together, these limitations raise
questions about how far the results
reflect characteristics of PE’s model in
general and how far they are specific to
the UK or the mid-market, or both.

Yet he does take issue with the
research’s focus on the availability of
capital for portfolio companies as the root
cause of higher investment levels in
PE-backed companies. “There is a
human element to this,” says Sanders.
“There is a strong incentive to ensure
that companies do well at exit. Track
record is so important to GPs and
their investors that they have to do
all they can to build stronger, more
successful companies in all economic
environments.”

“Theoretically, the results could apply
to other markets,” says Mezzanotti.
“Work we are doing now shows that
PE markets in the UK and Europe are
broadly similar. And as for larger deals,
which were more prevalent in the US
pre-crisis, it’s possible to argue that the
best funds tend to participate in the
big deals – they are the ones that have
raised most capital, after all. These funds
have greater access to capital markets,
particularly on the debt side, and so they
have the capacity to invest more in bad
times as well as good.”
Kolade, naturally, suggests that the
higher investment levels and market
share gains found in the results reflect
the PE model. “This applies across
markets – the agency problem you might
see in the UK is the same elsewhere,”
he says. “You may have differences
in regulation in different markets, but
the fundamentals of running a good
business are immutable.”

“IN PART, WE WANTED
TO TEST THIS BECAUSE
WHILE A LOT OF
ACADEMIC STUDIES
HAVE LOOKED INTO
HOW PRIVATE EQUITY
CREATES VALUE,
THEY LARGELY
LOOKED AT IT IN
THE GOOD TIMES”

Opportunity from adversity
Indeed, both Sanders and Kolade
suggest that there is an additional reason
why PE-backed companies receive
more funding than their peers and gain
market share during the crisis. “PE firms
see disruption as an opportunity,” says
Sanders. “If a sector becomes difficult,
it can present a good opportunity to
make bolt-ons, say, at a lower cost, while
competitors are weak.”
“While the crisis was awful in many ways,
it was also an opportunity” adds Kolade.
“People weren’t being bold, which meant
that those portfolio companies with
the backing to make forward-thinking
decisions could take market share quite
easily. In fact, when we went into the
crisis, we had the problem of how we
were going to deploy our capital. We had
sold a lot of investments in the run-up
to the crisis and hadn’t invested much
in 2007 and 2008 because we thought
there would be a correction earlier than
there was.”
What about next time?
The past few years have seen PE grow
significantly, as investors have sought
yield in a low interest rate environment.
Dry powder had reached $954bn
globally by September 2017, Preqin
figures show, and there are concerns
about high company valuations and debt
quanta. PitchBook numbers suggest
that the average price paid in PE deals
globally was 10x EBITDA in the third
quarter, much higher than the
longer-running average of between
7x and 8x. Debt-to-equity ratios
averaged 51:49 in Q3 2017 – lower
than historical levels.
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Some commentators have suggested
that PE should be subject to greater
regulatory oversight. A recent Financial
Times Lex column struck a cautionary
note: “Even as their assets managed
have grown and investment strategies
have proliferated since the crisis,
private equity firms have escaped the
‘systemically important’ designation,
which brings tighter regulation.”
Kolade disagrees. “Regulations such
as the Alternative Investment Fund
Managers Directive are pointing at the
wrong target,” he says. “They lump PE
in with hedge funds, yet the two are so
different. Hedge funds have the potential
to blow up the financial system, but PE
doesn’t. If you add up the AUM of PE as
an industry, we would barely reach the
AUM of BlackRock – we are still a very
small part of the overall financial system.”

“EVERYTHING ABOUT THE PRIVATE EQUITY
MODEL SUGGESTS THAT IT IS IN GENERAL
PARTNERS’ INTERESTS TO KEEP THEIR
INVESTEE BUSINESSES STABLE”
Another point is that debt funds now
provide a larger share of the debt being
used in PE transactions than was the
case in the last financial crisis. So, while
banks remain a force in the market, the
funds providing debt do not have the
potential to increase systemic risk in the
same way in the event of a shock. “Debt
funds tend not to be leveraged, unlike the
banks,” says Kolade. “If debt funds raise
£1 and make a loss on that, they lose £1
– it won’t affect the rest of the economy.”
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So what of the research itself? Does it tell
us anything about what might happen in
the next downturn? “It’s difficult to say
with certainty, but if you think about the
basic mechanism of PE investment, the
funds can provide useful capital at a time
when other sources of finance dry up,”
says Mezzanotti. “The size of the drop
in funding and the size of its effect
may be different next time around,
but the mechanism persists in bad
times and good.”

THE RESEARCH
In Private Equity and Financial Fragility During the Crisis, Shai Bernstein (Stanford Graduate School of Business), Josh Lerner
(Harvard Business School) and Filippo Mezzanotti (Kellogg School of Management) set out to determine whether PE firms
contribute to financial fragility during economic crises. Using a dataset of almost 500 UK companies that had PE backing at
the onset of the 2008 financial crisis, the academics compared investment patterns and performance with a control group of
similar private companies in the same industries not backed by PE.
They found that the investment rate between the two groups differed substantially in the aftermath of the crisis, with the
PE-backed companies investing almost 6% more than their peers. Debt issuance over assets was 4% higher for PE-backed
companies and equity issuance 2% higher – and the debt was provided at a lower cost. This effect was greater for companies
that were more likely to be financially constrained during the crisis. PE-backed companies also performed better than their
counterparts: they increased market share and experienced a greater growth in their stock of assets; were less likely to go
bankrupt; and were more likely to be sold through non-distressed M&A.
Overall, the research highlights the role that PE firms play in reducing the financial constraints of their portfolio companies
during times of market distress. The authors conclude: “Altogether, these results are inconsistent with the hypothesis that
private equity contributed to the fragility of the economy during the recent financial crisis.”

“IF DEBT FUNDS RAISE £1 AND MAKE A LOSS ON
THAT, THEY LOSE £1 – IT WON’T AFFECT
THE REST OF THE ECONOMY”
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FOOL’S
GOLD?
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Over half of limited partners now seek co-investment opportunities from private equity fund
managers – both to boost returns and to customise their portfolios. This occurs despite a
widely cited paper by Fang, Ivashina and Lerner (featured in issue nine of Private Equity
Findings) suggesting that co-investment returns lag behind those of direct investments and
fund commitments. However, a new research paper from Braun, Jenkinson and Schemmerl
has now directly challenged these earlier findings, suggesting that co-investments in
fact outperform fund commitments net of fees. We spoke to two of the authors and three
practioners to lift the lid on co-investment performance. Chaired by Brendan Scott.
The rationale for many LPs pursuing
co-investments is that they can ‘average
down’ the cost of deals, thereby improving
returns. Tim, your findings support this
hypothesis. Is that what you expected?
Tim Jenkinson: “My prediction was that
we wouldn’t find any difference between
co-investments and fund performance.
Two arguments are often made in this
debate. One is, if you’ve got a great
deal, you don’t offer it for co-investment,
because why give up the economics –
the carried interest – on a great deal?
If you’re a general partner, why not
keep it for yourself? On the other hand,
the reputational impact of laying off
all your worst deals on your investors
is potentially pretty bad for a GP, and
investor relations are very important.
“So, we went into it with an open mind,
but wanted to rigorously test whether
there really was any adverse selection.
What we found was a stunning sort
of non-result, in the sense that the
performance and distribution of gross
returns are pretty similar across
co-investments and the other
investments within a fund.”

Corentin, what do you make of the
adverse selection argument that some
have put forward?
Corentin du Roy: “Conceptually, it defies
logic for a GP to offer their LPs inferior or
less attractive opportunities. First of all,
it doesn’t make sense for the GPs to
have deals in their fund that are less
attractive, but it would be even worse
to double up the exposure of what are
generally their largest LPs by putting
them directly into one of these deals.
“If you’re offering co-investment to attract
LPs into your next fund, you’re not going
to put them into deals where you think
the risk-return profile is poor.
“What I’ve observed over the past
14 years – though I think this situation
has eased over time – is some GPs’ fear
of showing LPs a deal that, although they
think it’s great, doesn’t work out and will
stop investors from investing with them
in the future.
“Is it ever the case that a GP shows
you a deal simply because they want
to generate co-investment deal flow for
LPs? That may happen, but it’s very
rare and these are likely to be GPs that

are struggling with their performance
and need to create co-investments as
an inducement for fundraising. This is
a situation we can recognise and avoid
very easily.”
Josh, your earlier paper suggests that,
if there is indeed an element of adverse
selection at play, it’s the result of LPs
participating in larger deals near
the top of market cycles, rather than
GPs knowingly sharing weaker deals
for commercial reasons. Can you
explain more?
Josh Lerner: “That’s right. When you look
at the data we have, the co-investments
are disproportionately concentrated
in larger deals around market peaks.
When you look at the co-investments
made by funds, they tend to be the
largest transactions that those GPs
do. In general, PE and venture capital
are intensely cyclical businesses. An
investor performs a lot better investing in
troughs than investing at market peaks.
And the basic pattern is that the largest
deals being done at market peaks are in
general less attractive than those done in
troughs. So if you have an uptick in size
and clustering around peaks, that’s not
a recipe for great returns.
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“I think it’s fair to say that governance
issues loom large, given the pattern of LPs
jumping into co-investments at exactly the
wrong time, which leaves one to wonder
whether investment committees are
trend-chasing.”
I suppose the question then becomes
whether the clustering of large
co-investments around market peaks
is a function of that specific data sample
or a broader trend? So should size drift
be a concern when considering which
co-investments to make or refuse?
Tim Jenkinson: “I worked on a separate
paper in which we make the distinction
between style drift and size drift. Our
research certainly shows that the larger
deals tend to be offered for co-investment.
As a result, some investors are concerned
that GPs may be overreaching. But
actually, the performance of larger deals
in our sample is pretty good. Some other
papers have found that, on average, the
larger deals in a fund tend to do worse,
but we don’t find that.”

Francesco di Valmarana: “I’d say it
depends on the extent of size drift. If you
look at a deal that is two or three times
the size of a manager’s standard deal,
that doesn’t generally take them outside
their capability set. When you get into
significant multiples, and the number
that I’ve heard is four to five times,
then you’re looking at a fundamentally
different type of transaction, with different
structuring, different economics around
the debt, different value-adding levers,
and so on.
“There’s a sweet spot across our GPs
who manage the €500m to €1bn funds
and are doing deals in the €50m to
€100m region, maybe a little more.
In that bracket you can easily see how an
opportunity can come along that is twice
as big as the GP would typically do but,
because it doesn’t change their strategy,
they want to seize it.”

Johanna Barr: “I agree that the larger
a deal, the more likely it will generate an
element of co-investment. So LPs need
to think about whether the size of the
deal is ultimately something the GP can
handle and how it complements their
skills and experience in, for example,
a specific sector.
“When it comes to size, we try to do
what’s best for the deal. Often, given
the size and potential complexity of a
deal, the best solution is teaming up with
another GP who can bring in another
large deal team. Yet sometimes there
is a strategic reason to include an LP
because they can add real value –
that might be because we’re investing
in a region where we don’t have an
office, or it might be additive to have a
local pension fund involved to navigate
the domestic regulatory landscape. This
was the case with Nets, a deal we did in
the Danish payments space with Bain
Capital. The two of us invited the local
pension fund ATP to become a small
shareholder in the consortium.

Johanna Barr

Francesco di Valmarana

Corentin du Roy

Johanna co-heads Advent International’s
limited partner services group, and is
primarily focused on fundraising and
investor relations activities in Europe
and Asia. Previously, Johanna worked
in the M&A and corporate broking
departments of Deutsche Bank.

Francesco is a partner in Pantheon’s
European investment team. He was
previously with Unigestion, and prior
to that co-founded the venture capital
firm DN Capital.

Corentin is a managing director of
HarbourVest. He focuses on
co-investments in buyout, growth equity,
and mezzanine transactions around the
world. He joined the firm from
AXA Investment Managers, where
he was an equity and high-yield
debt research analyst.
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We have similar examples of involving
local pension funds in deals in Latin
America as well.”
If co-investments largely offer the
same gross returns, and the only gain
is saving on fees and carry, is that
enough to compensate for the
increased concentration risk?
Tim Jenkinson: “There’s a lot of
idiosyncratic risk on a deal-by-deal
basis – you expose yourself to a much
greater distribution of outcomes. Broadly
speaking, most buyout funds double
their money, and yet not all deals double
their money by any means – and some
return five times their money.

like being invested in a PE fund with no
fees. It’s PE for free – although there
are some nuances. For example, portfolio
company fees don’t get refunded if there
are no management fees to refund them
against. But it’s much lower cost.
“In an undiversified portfolio, what you
tend to find is that the mean and median
returns differ quite a lot. But if you do
enough co-investments, the returns
are worth it in terms of the incremental
public market equivalent (PME) return
you get as the result of the zero fee,
zero carry structures. If you didn’t
diversify, if you only did one or two,
it wouldn’t be worth it because you’d
be exposing yourself to all of that risk
for not a huge gain.”

“Obviously, co-investment doesn’t
give you the same benefits of portfolio
diversification that fund investing does,
so if you’re going to do it, you have to do
it systemically, not the odd co-investment
here or there. If you have 10, 20, 30
deals and the economics are good, it is

Corentin du Roy: “We’ve conducted a lot
of quantitative work on this using our own
samples and we’ve found that a portfolio
of around 30-40 companies gets you to
the point where the risk of capital loss
becomes quasi nil – negligible. But the

Tim Jenkinson

Josh Lerner

Tim is professor of finance at Saïd
Business School, University of Oxford,
as well as director of the Private
Equity Institute, Oxford, and one of
the founders of the Private Equity
Research Consortium.

Josh Lerner is the Jacob H. Schiff
professor of investment banking at
Harvard Business School and author of
many research papers on VC, innovation,
PE and entrepreneurship. He founded
and runs the non-profit Private Capital
Research Institute.

very interesting finding was that you could
add more companies; as long as you’re
not degrading your selection criteria and
have enough quality co-investments to
choose from, you don’t detract from your
expected return and you’re still improving
your diversification. So, clearly, the
conclusion was you can have pretty large
co-investment portfolios – it’s good from
a risk standpoint and it doesn’t lower
your returns.”
Francesco di Valmarana: “We build
co-investment portfolios of 40 to 50
deals, so there’s no concentration risk at
all. In that scenario, the economic benefit
of not paying the two-and-20 clearly
comes through. If you’ve got fewer than
10 deals, where one deal losing money
can have an impact, that is not optimal.
“Interestingly, when we analysed our own
data, we found there was more downside
risk on the non-co-investments. Very few
deals that had been offered to us for
co-investment, whether we did them or
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not, lost money. Obviously, GPs don’t
want to do any deal that’s a lemon and
you never know coming into a deal
whether it’s going to be a great one. Even
at the start of a transaction, GPs certainly
know whether it is at the riskier end of the
scale, and most good managers will not
ask their LPs to invest in those deals.”
Johanna, do you have a view on
that from the other side of the
LP-GP fence?
Johanna Barr: “In general, LPs prefer
a lower risk profile on deals. Many of
them have only just started their
co-investment programme, so the worst
outcome for them is having a zero in
year one of their own track record. I can’t
comment on whether GPs across the
board are offering less risky deals for
co-investment, but our view is that LPs
are typically pretty risk averse.
“We did a deal on US payments firm
Vantiv in early 2009, not long after the
collapse of Lehman Brothers. We bought
the payment processor from a bank that
was supported by the Troubled Asset
Relief Program. It provided vendor
financing and was a 49% shareholder
in the new deal. When we tabled that
for co-investment, many LPs passed on
it even though it was fee- and carry-free
– they saw it as being towards the higher
end of their risk spectrum. Not all, but
certainly most, investors tend to prefer
the fairway deals in sectors they know
and where there is less operational
complexity, and which they therefore
perceive as lower risk.”
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Josh, going back to the research, do you
think the underperformance observed in
the earlier paper you co-authored is the
result of a comparatively limited data
sample? Whose results do you believe?

and completely eschew due diligence
because, on average, they’re good deals.
If, on average, you achieve a perfectly
normal distribution of deals, why
wouldn’t you do them all?

Josh Lerner: “Neither of these studies
is perfect. We sourced data from seven
large institutions on all the co-investments
they had made. So the concern you can
raise is whether these seven institutions
are representative of the whole. As hard
as we try to control for sample selection,
you can tell any number of stories why it
might be biased some way or another.

“Funnily enough, a very large investor
came to me after I made that observation
when presenting this paper and said
that’s exactly what they do. They said it’s
the GP’s job to come up with deals and
that they don’t second-guess the GP.
They are invested in the fund and don’t
make judgements about whether one
deal will do better than another.”

“The other study uses data from Capital
IQ and that’s drawn from a variety of
sources, one of which is the asset
owners themselves, who are likely to
publicise successful co-investments that
they have participated in. One would
not be surprised if there was some
degree of bias in terms of which of their
co-investments they might choose to
highlight. The very largest co-investments
get on the radar screens of investment
bankers and are likely to find a way into
the database, regardless of whether the
asset owner chooses to highlight them
or not. But for many of the smaller ones,
one might fear that there is some degree
of selection at work in terms of what gets
reported into the database and what
remains undisclosed.”

Corentin du Roy: “I’m not sure I agree
with that. If we just went with every
co-investment offered to us by a good
GP, we’re not adding value. There are
two reasons why I think selection makes
sense. The first is – obviously – portfolio
construction, which should be balanced
and diversified; if there is a bias in the
market at some point for, say, growth
buyouts in the software and healthcare
space, you don’t want to end up with
a portfolio that is 70% exposed to
those deals.

Imperfections aside, what should LPs
draw from the research results?
Tim Jenkinson: “Well if you believe our
results, even though some investments
are riskier than others, you could take
the view that you should simply do
every co-investment that you’re offered
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“Secondly, we are quite convinced that,
having been in the co-investment
business for a very long time, we can
filter the more interesting situations
from those that may be a little bit less
attractive. We track the performance of
the deals we select versus those that
we decline, and we consistently see a
positive differential. So our selection
adds alpha to the portfolio.”
Johanna Barr: “I look at it in a slightly
different way. If you just run the simple
maths, I don’t see why doing every deal

your core managers show to you for
co-investment wouldn’t outperform, just
given the fee and carry savings.
Actually, the question I would have
is: what costs are LPs building up in
putting together their own teams with
more direct investment experience to
make decisions around potential
co-investment opportunities? That seems
to be factored into the research pieces,
but it’s something that shouldn’t be
underestimated. It would be interesting
to know how cost-effective building these
programmes is in the long term. If those
costs go overboard, that could bring down
the outperformance of co-investments.”
And finally, both papers do show
evidence of co-investments clustering
at market peaks, although the Braun,
Jenkinson and Schemmerl study finds
this to a lesser extent. Both papers also
show underperformance in these deals.
This raises a legitimate concern that
LPs may be dialling up co-investments
at precisely the wrong time. Do you think
this merits further investigation?
Josh Lerner: “I am working on something
now with Antoinette Schoar of MIT, and
State Street, which is a large custodian
for PE asset owners. This study will have
the advantage of a very large sample,
and because there isn’t an opt-in
here, the kind of biases that one might
associate with earlier studies should be
fewer. Our hope is that this third study
will be able to address some of the
concerns that both of these first two
studies pose. We could then say more
definitively how well co-investments
perform and also answer whether
this clustering exists more broadly
across the market.”

THE RESEARCH
Adverse Selection and the Performance of Private Equity Co-Investments (by
Reiner Braun of the Technical University of Munich; Tim Jenkinson of Saïd
Business School, University of Oxford; and Christoph Schemmerl, also of the
Technical University of Munich) re-examined the performance of co-investments
compared with other investments in the relevant sponsors’ funds.
		
The research draws on a broad sample from a commercial database of 1,016
co-investments by 458 LPs. In contrast with earlier findings (see below), the
paper found no evidence of co-investment underperformance resulting from
adverse selection.
Rather, the gross-return distributions of co-investments and the deals that remain
entirely within a fund are similar – there is no significant evidence of selection
bias, either positive or negative. Indeed, the similarity of gross returns, across the
whole sample, results in higher average net returns to investors in co-investments,
once their lower fees and carried interest are accounted for. This outperformance
is observed for ‘reasonably sized’ portfolios, which are defined as 10 or more
buyout deal co-investments. Further, the higher cost to investors of running a
co-investment programme does not reverse this result.
The Disintermediation of Financial Markets: Direct Investing in Private Equity (by
Lily Fang of INSEAD and Victoria Ivashina and Josh Lerner of Harvard University)
is understood to be the first paper to analyse the relative performance of
fund-only investments and co-investments.
The academics compiled a dataset of 392 investments obtained by seven
major institutional investors, 288 of which were co-investments. These 288
deals underperformed both direct investments and various benchmarks,
undershooting the fund investments made by the same GP by an average of
9% per annum.
The research found that the adverse selection associated with such deals (also
known as the “lemons problem”) resulted from investors being offered assets
that were on average five times larger than was typical for a given private equity
sponsor’s fund. This was compounded by the fact that these co-investments
tended to be concentrated around market peaks – periods at which it is generally
accepted that assets tend to have high prices and high leverage.
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THE TRUTH
ABOUT
UNICORNS
The number of unicorns has increased sharply since 2012 globally. But are all
these $1bn companies worth what their investors claim? We spoke to the author
of a new study that examines this area, plus a seasoned limited partner in
venture capital funds.
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Will Gornall
Will Gornall is assistant professor
of finance at the Sauder School of
Business, University of British Columbia.
His research interests include corporate
finance, venture capital and banking.

A

s the number of unicorns –
private companies valued at
$1bn or more – has swelled
to well over 200 globally over
the past year, the number of voices
expressing disquiet about the valuations
of these companies has increased.
Where once the prize for many venture
capital-backed companies and their
investors was an initial public offering
(IPO), in today’s market a public listing
may be far less attractive, given the
prospect for lower valuations than those
potentially available on private markets.
US figures from VentureSource show a
clear decline. The 70 or more VC-backed
IPOs that happened annually between
2013 and 2015 slumped to 38 in 2016,
and rebounded only slightly, to 57, in
2017. At the same time, down exits – or
VC exits achieved at a valuation lower
than that of the previous funding round
– have been on the rise, according to CB
Insights, with more than 100 recorded in
2016 – up from 67 in 2015.

So what is happening to VC valuations?
A recent study by academics Will Gornall
and Ilya Strebulaev, Squaring Venture
Capital Valuations with Reality, sought
to find out. “We were hearing two
contradictory stories,” explains Gornall.
“One was that valuations do not represent
value and that entrepreneurs can hit a
desired valuation by adjusting the terms
of a deal. The other was that valuations
are a good representation of value and
that most venture capitalists mark their
holdings to the most recent valuation.”
The authors developed a model that
attempts to find the fair value of
VC-backed companies by assigning a
value to each class of share they issue
and taking into account the contractual
cash flow terms. Applying it to 135
US unicorns, the research finds that
post-money valuations overstate these
companies’ values in all cases, with
overvaluation ranging from 5%-250%.
In addition, nearly half (65 out of 135)
lost their unicorn status when the authors
analysed their valuations in more detail.
The reason, the authors state, is that
post-money valuations are based on
the faulty assumption that all classes
of shares have the same value as the
latest shares issued, despite the fact
that investors in these latter high-priced
rounds receive a number of protections
and guarantees that increase the shares’
value relative to those issued earlier.
“We knew what we would find, so we
weren’t on a fishing expedition,” says
Gornall. “We hired lawyers to go through
the terms, such as IPO ratchets and
automatic conversion vetoes. From
there, we developed a methodology that
allowed us to reconstruct the unicorns’
capital structure. We knew these terms

were there; what we didn’t expect was
the extent to which they would affect the
unicorns’ fair value.”
The authors stress that they are not alleging
manipulation on the part of VC firms or
the companies that receive investment –
although they do point out in their research
that tax valuations in VC-backed companies
are usually substantially lower than postmoney valuations. “We are not saying the
end intention is to manipulate valuations,”
explains Gornall. “There may be a good
reason why this is happening – a company
may have difficulty raising the round, for
example, and so has to offer a number of
investor protections – but the end result
is misleading because the rule of thumb
assigns equal value to all share classes.”
The problem, suggest the authors, is that
this practice is not widely understood,
leading many unicorn employees to
believe their shares are worth more than
they are. “That is an issue if you are basing
your retirement planning on these shares,”
says Gornall. “Employees should be given
the information needed to understand the
true value of their holdings.”
And what of limited partners? How should
they view the findings? “They generally
know this happens,” says Gornall. “Yet it
is difficult for them to get a true picture of
what the underlying investments are really
worth because they are unlikely to have
access to the contractual terms of each
round. LPs really need to push for auditors
to do more work on valuations to make
sure they have an accurate picture of the
value of their investments. They should
also penalise those firms that do not
provide enough transparency.”
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David Howells
David Howells is a senior investment
manager at VenCap, an investment firm
specialising in venture capital and growth
fund investments. He has been investing
in VC funds for more than a decade.

‘‘I

n some respects, I can see where the
academics are coming from,” says David
Howells, senior investment manager at
VenCap. “Different securities in
VC-backed companies should have
different values depending on their
preferences and rights. And the press often
mentions companies raising capital at a
particular number, such as $1bn, that are
sometimes a vanity metric rather than a
reflection of significant progress or value
in a company. Yet very often, the numbers
cited in the media are not the same as
those reported to us.”
While Howells says LPs do not generally
have access to information on negotiated
deal terms, including the different share
classes issued, he stresses that company
valuations reported by venture capitalists
are often lower than the reported postmoney valuations of the last round. “As an
experienced LP, we treat interim valuations
with caution – what really matters to us is
cash in and cash out, with anything else in
between regarded as only a best estimate,”
he explains. “That said, we usually have
a fairly good picture of the valuations of
underlying companies.”

This is partly a result of changes to the
accounting treatment of VC funds over
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recent years. “VC fund auditors now insist
that funds use option pricing models to
value portfolio companies, which factor in
scenarios for the different share classes,”
says Howells. “That means the valuations
reported to us are usually lower than the
headline post-money valuation – in some
cases as much as 40-50% lower.”
Howells adds that understanding the value
of different share classes is not the only
factor to take into consideration. “The
research focuses on share classes, which is
fair enough given what the academics were
trying to achieve,” he says. “Yet the value of
a company – particularly a high-growth one
– is dependent on many things, including
its management team, business model,
growth rate, financials, investors and so
on. We tend not to focus on the capital
structure as it is only part of the picture.
One thing that is really important to us is
the track record of the VC fund manager
when it comes to exiting companies at or
above their interim valuations.”
So what does Howells make of the decline in
IPOs among VC-backed unicorns? Does that
not signal a problem with valuations? “Clearly
some companies are trapped by their private
valuations – they can achieve these only
in private markets and so are delaying IPO
plans,” he says. “Yet a lot of VC-backed
companies are taking the view that, with
private capital available, they will continue to
build their businesses with the long term in
mind rather than having to meet quarterly
analyst expectations on the public markets.”
And, while down rounds do happen,
wiping out early investors and employees
with common stock, “this has always
happened”, says Howells.
Based on his experience, Howells believes
that the valuations LPs receive from most
venture capitalists are more conservative
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than the headline figures in the media. He
says: “While there is always risk in interim
valuations, I feel things are not as bad as the
research may imply. VC funds generally value
their holdings below the headline valuations, to
reflect the structure of the deal and sometimes
the nature of the incoming lead investors
– such as if they are investing for strategic
reasons versus purely on a financial basis.”

THE RESEARCH
In Squaring Venture Capital Valuations with
Reality, Will Gornall (University of British
Columbia) and Ilya Strebulaev (Stanford
University) attempt to open the “black
box” of valuing venture capital-backed
companies by examining the valuations
of 135 US unicorns (private companies
with reported valuations of more than
$1bn). Using a valuation model that they
developed for VC-backed companies, the
authors found that reported post-money
valuations for unicorns average 50% above
fair value, with 15 valued in excess of
100% over fair value.
The research states that this over-valuation
occurs because reported valuations use
the price for the most recently issued
class of shares to value all issued shares
– even those issued at much lower prices
earlier in the company’s life. The authors
argue that the most recent shares issued
often include major protection guarantees
for investors – including IPO return
guarantees (in 14% of cases), vetoes over
down-IPOs (24% of cases) and seniority
to other investors (32%) and are therefore
more valuable than shares without these
terms and which lack these protections.
Under their valuation model, 65 of the
135 companies analysed lose their
unicorn status.

THE LAST WORD

THE LURE
OF THE NEW
Private equity is constantly seeking companies that offer game-changing
technologies or services, yet spotting the winners in advance is notoriously
difficult, and genuinely innovative businesses are often undervalued as a result.
We explore a new model that could just help.

I

nvestors attempting to place a value
on originality and innovation in
companies face an uphill struggle,
because standard valuation models
often fail to capture the potential of a
breakthrough service or product.

Dongmei Li
Dongmei Li joined the finance faculty
at the Darla Moore School of Business,
University of South Carolina in 2014.
She was previously an assistant
professor of finance at the Rady
School of Management at University
of California, San Diego. Prior to that,
she had worked at Sanford Bernstein
and Deutsche Bank. Li’s area of
expertise is investment-based asset
pricing, behavioural finance, financial
constraints, R&D, innovation and real
options. She is the associate editor of
the Journal of Empirical Finance.

This is one reason why academics David
Hirshleifer, Po-Hsuan Hsu, and Dongmei
Li studied the extent to which genuinely
innovative companies are recognised,
in Innovative Originality, Profitability
and Stock Returns (forthcoming in the
Review of Financial Studies).
To achieve this, the authors devised a
model that measures the originality of
innovations (‘InnOrig’), which could be a
useful additional tool for venture capital
and buyout investors assessing companies’
potential returns. We caught up with
co-author Dongmei Li to find out more.
Why was this area of interest to you and
your co-authors?
“We wanted to find a way of identifying
genuinely original innovation in

companies in order to see whether
the market was able to appreciate this.
Previous research had shown that
valuing innovation is extremely difficult
for investors. This is because R&D
investment typically has unique features
that make comparisons hard; there is a
high degree of technological uncertainty
when new techniques or products are
being developed; and long time horizons
are often required to develop novel ideas.
“It can take 10 years or more to develop
and get approval for novel drugs, for
example. This technological uncertainty
can also often lead to information
asymmetry, where companies either
can’t reveal too much about what they
are developing or investors don’t have the
knowledge or tools to understand where
innovative value lies. A lot of companies
undertake ‘me-too’ R&D projects, so how
can investors sift through these to find the
innovations that will offer a breakthrough?
“The starting point for our study was the
extensive psychological evidence showing
that individuals pay less attention to
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THE LAST WORD

complex and hard-to-process information.
Assessing the genuine originality of
innovation falls into this category.”
Can you explain your model for evaluating
the originality of innovation?
“Our model, InnOrig, is based on the idea
that innovation is recombinant – that it
brings together knowledge from diverse
areas to come up with a novel way of
doing something. Innovation is a result
of combining technological components
in new ways or reconfiguring existing
combinations.
“Take behavioural finance as an example.
Decades ago, this was a new area. Since
then, work in this area has won several
Nobel prizes. The reason it’s so innovative
is that it combines knowledge of finance
with psychology – two very different
areas – to achieve a greater understanding
of the behaviour of markets and the
decisions made by managers.
“We wanted to find a way of capturing the
diversity of areas from which innovation
is drawn, so our model focuses on
breadth of knowledge. We use the
number of unique technological classes
of patents referenced by the company’s
own patents. If a company’s patents cite
previous patents belonging to a wide set
of technology classes, its InnOrig score
will be high.”
So how does that compare with
other models?
“Corporate finance literature traditionally
uses a Herfindahl index-based innovative
originality measure that was proposed by
Hall, Jaffe, and Trajtenberg (2001). This
reflects the distribution of cited patents
among different technology classes.
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That is, the measure takes into account
the number of citations per class, but
not the number of classes cited. So, if we
compared two patents where patent 1
cites one patent from each of 10 different
technology classes, and patent 2 cites one
patent from each of five different classes,
they would have very similar scores under
the Herfindahl index because they cite
an equal number of patents within each
class – one patent each. With InnOrig,
we capture the greater range of patent 1,
which draws from 10 different technology
classes, versus patent 2, which draws
from just five.
“The range is important because
originality is not necessarily a reflection
of how many patents are cited. It’s about
bringing knowledge from one area to
another – a single citation from a
different area could be what leads to
a breakthrough.”
Your results found that companies with
high InnOrig outperformed those with
a lower score, didn’t it?
“Yes, we found that companies with
high InnOrig were undervalued, largely
because investors were unable to
understand the originality of their ideas
or technology and therefore gave them
limited attention. And what surprised
us was that this was the same for larger
companies – which usually receive
higher investor attention – as for smaller
ones. This is likely to be because large
companies are often more complex and
harder to evaluate.
“Yet these high InnOrig companies had
higher and less volatile profitability and
therefore outperformed their peers on the
stock market. The reason for this is their
competitive ‘moat’. If companies develop
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genuinely new technologies, they can
charge a premium, their customers tend
to be more sticky and they can sustain
competitive advantage.”
Your study looked into publicly-listed
companies. To what extent do you
think VC and buyout firms could use
the model to assess originality in
private companies?
“The same concept is potentially
applicable to private companies –
we looked at public companies partly
because the data is more readily available.
When venture capitalists look at potential
portfolio companies, they do so with a
certain level of expertise that some public
markets investors may not have, so they
do have an advantage when it comes to
valuing innovation. Yet our model could
provide a complementary method of
evaluating a business’s potential. It would,
for example, help access the potential of
innovations in medtech – currently a hot
area for investment – because this is the
combination of two very different areas:
medical devices and IT. Our model also
suggests that hiring experts with diverse
backgrounds could help VC and buyout
firms evaluate novel projects from
different perspectives.”
Where would you like to see further
research in this area?
“It would be really interesting to properly
test whether the same concept could be
applied in a private company context.
I do believe this model could help VC and
buyout firms evaluate the return on their
investments in innovative companies – but
rigorous research into whether originality
is as good a signal for future performance
in private companies as public ones would
be very useful.”

THE RESEARCH
In Innovative Originality, Profitability
and Stock Returns, David Hirshleifer
(University of California, Irvine),
Po-Hsuan Hsu (University of Hong
Kong) and Dongmei Li (University of
South Carolina) sought to understand
the extent to which companies with
original innovations were undervalued
by public market investors because
of their complexity and the difficulty
of understanding their potential.
Taking a sample of more than 4,500
companies, the authors assess the
originality of their innovation using
a new model that measures the
average number of unique patent
technology classes cited by the
companies’ recently granted patents,
to produce a score that reflects the
breadth of knowledge incorporated
in the innovation.
The research finds that a company’s
InnOrig score is a good predictor
of its profitability. Those with
higher InnOrig scores have higher
profitability over time than those with
no or low InnOrig scores, and their
profitability is less volatile and more
persistent. It finds that these high
InnOrig companies are undervalued
by investors and can therefore
produce higher abnormal returns
than other companies.

PRIVATE
EQUITY
FINDINGS
Published by the Coller Research Institute, with the
support of Bladonmore and Bella Private Markets.

Contributions from:
Harvard University
Northwestern University
Oxford University
Stanford University
Technical University of Munich
University of British Columbia
University of California, Irvine
University of Chicago
University of Hong Kong
University of South Carolina
University of Virginia

www.collercapital.com
www.bellaprivatemarkets.com
www.bladonmore.com
© 2009-2018 Coller Capital

116 Park Street, London, W1K 6AF, UK
+44 20 7631 8500
950 3rd Ave, New York, NY 10022, USA
+1 212-644-8500
Level 14, Two Exchange Square
8 Connaught Place, Central, Hong Kong
+852 3916 3500
www.collercapital.com
pefindings@collercapital.com

