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VWhen the music stops:

Be readly

Co-investment provides access to great assets at reduced economics.

However, when this bull run finally ends, co-investors must be ready to
get their bands dirty, write Adam Le and Amy Carroll

hen the world
ground to a
screeching halt
in March 2020,
the internal
view at Black-
Rock was that everyone would need to
hunker down and endure a long winter.

“We expected liquidity to dry up
and for deal activity to disappear, as
investors concentrated on firefight-
ing,” Arslan Mian, managing director
at BlackRock Private Equity Partners,
tells participants at Private Equity Inter-
national’s latest co-investment round-
table. “In reality, that only lasted for a
few weeks. Investment pace has come
roaring back and leverage is freely
available. The biggest surprise for me
has been how quickly deal activity has
rebounded.”

Adams Street Partners head of
co-investments David Brett agrees.
“We have been impressed by how our
GP base has responded to covid, in
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terms of proactive portfolio analysis,”
he says. “The response has been even
more proactive than what we saw dur-
ing the GFC. Triage was generally per-
formed quickly. We have been pleas-
antly surprised by the overall health of
the portfolio, which has enabled us to
lean into new investment opportunities
created by the market dislocation. Our
dealflow since August 2020 has been as
strong as ever, perhaps stronger.”

While co-investment supply is
booming, so too is demand. “Clients
are competing very hard for co-invest-
ment transactions,” says Kate Ashton,
a partner with law firm Debevoise &
Plimpton.

Tan Lane, managing director at
HarbourVest Partners, adds: “Private
firms have substantial dry powder to
invest, while public market companies
have high stock prices and large bal-
ance sheets they can utilise for M&A.
At the same time, high valuations pres-
ent a compelling opportunity to sell
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assets. We are seeing all of the historic
drivers for deal activity in play in the
current environment.”

The advantages of co-investment
are clear. These deals provide the op-
portunity to tailor a bespoke portfolio,
at reduced economics, and so the re-
turn prospects are compelling.

“Most LPs co-invest in order to
boost net returns over fund investing,
on the basis that co-investment com-
mands little or no fees,” says James
Pitt, partner at Lexington Partners.
“The question, then, is can you create
a co-investment portfolio with a sim-
ilar, or better, risk profile to a buyout
fund, which you certainly should be
able to assuming you have good access
to high-quality dealflow from top-ter
GPs.”

Some players temporarily withdrew
from the market when covid hit only
to return when the denominator effect
went into reverse in September 2020.
Now, with the exception of a small



“If you are managing a pool of capital on
behalf of your clients, you have a responsibility
70t Just 10 Win co-1nvestment opportunities,
but also to monitor those investments once

they have been completed. You cannot passively

rely on the GP”

KATE ASHTON
Debevoise & Plimpton
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enced strong demand on their reserves e ﬂ Z Z Z:)/ t 0 p e OTm
because of covid, these investors are
playing catch-up. d * .

“With distributions high, those in- ﬂ t Sp ee ZS ZMPOWT&Z” t,
vestors are under huge pressure to put
money back into the ground,” says .

Francesco Aldorisio, head of direct in- pﬂ Z(,'leﬂ?’l)/ ﬂs
vestments at Unigestion. “That means
demand for co-investment is excep-
tionally strong. Meanwhile, on the sup-

transaction timeframes

ply side, GPs are using the promise of
co-investment to support fundraising, %)
where there has been a pronounced }Jﬂ’ve ﬂcceley/‘ﬂted
flight to quality.”

Lexington raised more than $3 bil-
JAMES PITT

Lexington Partners

lion for its latest co-investment fund
in February. “We only work with a
small number of large LPs,” says Pitt.
“Those LPs on average increased their
bite size by over 25 percent and we
could probably have raised a multiple
of that amount if we had wanted to.”
HarbourVest, meanwhile, is in the
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middle of raising its sixth commin-
gled fund and continues to see strong
demand. “Select LPs are large enough
to develop an internal co-investment
programme and/or form a separate
account relationship with a co-invest-
ment GP, but for many investors, the
most efficient and cost-effective way
to access co-investments is through a
commingled fund offering,” says Lane.
“A dedicated co-investment fund can
provide access to a diversified portfolio
of investments alongside top perform-
ing GPs and at a reduced cost.”

What is driving the growth of these
multibillion-dollar funds? For Black-
Rock’s Mian it is simple arithmetic. “A
decade ago, there were around 3,000
investors,” he says. “Today that figure
is closer to 10,000. The ballpark alloca-
tion used to be 5 percent to 7 percent.
Now it is north of 10 percent. If you
are an investor that is falling behind
and needs to increase your exposure to
private equity, co-investment is a great
way to put capital to work — and catch
up on investment pacing.”

The dramatic decline in the number

of public companies is also a factor.
“These companies aren’t disappear-
ing; they are choosing to be funded by
private equity instead,” Mian says. “If
you want to do stock picking in the pri-
vate world and gain exposure to com-
panies that you may previously have
had access to through public markets,
co-investment is the way to do it.”

Competition creep

Strong demand is attracting more new
entrants to the co-investment space,
including a spate of US pension plans.
That means investors must find ways
to ensure they are at the top of GPs’
co-investment call lists.

“The ability to perform at speed is
important, particularly as transaction
timeframes have accelerated,” says Pitt.
“Pre-emptions, in particular, can be
pretty quick. Scale is attractive for GPs,
too, because it means going to a smaller
number of co-investors, which reduces
transaction complexity. It is also impor-
tant that your fund is fully discretionary.
You need to be able to speak for all of
the capital you are representing.”

Brett notes that when he started out
in co-investments in the mid to late-
1990s, it took about eight weeks from
an initial phone call to funding. “To-
day, we are typically talking about four
weeks,” he says. “But while timeframes
may only have halved over a long period
of time, what is critical now is the ability
to provide closing certainty. Within 10
days, or less, you need to be able to send
a strong signal that you will be coming
in or else get out of the way.”

The pressure to move quickly on
transactions will continue. “Once clients

“Many co-investors in today’s market

have not managed a co-investiment

portfolio through a recessionary

environment and may not have the

resources required to make critical,

time sensitive decisions’

IAN LANE
HarbourVest Partners
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“We want to be seen by

our GPs as a reliable

partner so that we stay top

of mind for investment

opportunities, with the goal

of Adams Street becoming
the furst call for any

capital need”

DAVE BRETT
Adams Street Partners

become accustomed to tight deadlines,
they never go back,” says Ashton.
Other important differentiators in-
clude a broad private markets platform.
“Adams Street works collaboratively
with GPs, seeking to provide fund-
ing solutions, whether those solutions
come through our primary investment,
private credit, secondaries or co-invest-
ment businesses,” says Brett. “We focus
on relationship development. A rela-
tionship can start in a variety of ways,
including with Adams Street provid-
ing some private credit. As we devel-
op a relationship with the GP, we may
have the opportunity to participate in
a co-investment opportunity with that
GP. It’s about playing the long game.
We want to be seen by our GPs as a

reliable partner so that we stay top of
mind for investment opportunities,
with the goal of Adams Street becom-
ing the first call for any capital need.”
Another way to differentiate your-
self as a co-investor is to be proactive
and bring ideas to sponsors. “We bring
the best of BlackRock to the private eq-
uity partners we work with,” says Mian.
“We bring fintech and financial ser-
vices ideas to our GPs, for example.
Another differentiator is the sector
specialisation within our co-investment
business. This is something we started
seven or eight years ago to align our-
selves with the way the GP communi-
ty was evolving. It means that when a
GP comes to us with a deal, they don’t
have to educate us on the basics of the
industry. We can have in-depth conver-
sations about the opportunity and the
GP’ value-creation plan, rather than
learning about the industry on the fly.”
Successtul co-investors must be well
resourced and provide a high degree of
execution capability. Passive, post-sign-
ing syndications are still a meaningful
part of the market today, but there is
a growing list of LPs competing for
those allocations. The more durable
opportunity lies with the ability to
co-underwrite alongside a lead GP.
“There are fewer participants and
higher barriers to entry in the solu-
tion-orientated part of the market,”
“Solu-

tion-orientated co-investments require

says HarbourVests Lane.
speed, scale, flexibility and risk-shar-
ing. In these situations, co-investors
need to deliver value to the lead GP in
the due diligence, signing and closing
processes.”

According to Aldorisio, about 90
percent of what Unigestion does in its
mid-market sweet spot involves that
form of co-underwriting. “We share
in different types of risk and we share
workload,” he says. “In the size range
where we operate, that is the nature of
the business.”

Reverse termination fee (RTF) liabil-
ities are a particularly contentious issue,
however. “While it is very uncommon
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for reverse transaction fees to be paid,
they present a significant potential lia-
bility,” says Lane. “Most co-investors
don’t have the underwriting processes
required to evaluate that type of risk
and instead choose to avoid transactions
with possible broken-deal expenses.”

Mian adds: “RTFs are a difficult
arrangement to be in as a co-investor
because typically you will be liable for
the GP pulling the deal, but you won’t
have the right to pull the plug yourself.
If you are going to agree to an RTF in
that situation, it had better be with a
GP you fully trust. Generally, what we
see in the industry with RTFs is there
is a sharing of success fees.”

Another form of added complexity
that a sophisticated co-investor may be
able to take on involves warehousing —
the provision of capital to finance a deal
before the GP has raised the necessary
funds. “Warehousing can be helpful
to GPs that don’t want to miss out on
an opportunity but that don’t have the
total capital required for whatever rea-
sons,” says Ashton.

Unigestion’s Aldorisio cautions that
it is important to be selective in this
area: “It is one thing providing ware-
housing for an established GP that has
perhaps invested its fund quicker than
anticipated, but it is another backing a
brand-new team.”

“If you want to do stock

picking in the private

world and gain exposure

to commpanies that you

may previously have had

access to through public

markets, co-investment is

the way to do it”

ARSLAN MIAN
BlackRock Private Equity Partners
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Mian says: “We sometimes see
emerging managers trying to build a
pre-fund track record through co-in-
vestment. That has been an increasing
source of dealflow for us over the past
decade. In most cases it will be a team
we have already backed inside another
institution. Itis an interesting part of the
market — high-performing individuals
who have hit a ceiling in their organisa-
tions and require co-investment support
for a number of years while they build a
track record before launching their first
formal fund. I think that is a more dom-
inant trend than warehousing.”

Brett says over the past 12 months
Adams Street has taken part in three
or four deals where assets have been
sold between a GP’s own funds. “The
GP has owned the asset for some time,
so already knows where the skeletons
might be,” he says. “As long as they
are demonstrating conviction, for ex-
ample, by rolling earned carry into the
new deal, we like those dynamics. Five
or 10 years ago, people might have felt
it wasn’t worth the headache of getting
the different advisory boards to agree
on valuations, but the market has now
accepted the logic of these deals.”

In sickness and in health
Co-investors need to be more than
good partners on the way into a deal.
They also need to have the capital re-
serves and human resources to step in if
things go wrong later in the investment
cycle.

It was the experiences of the global
financial crisis that led to a sharp de-
cline in club deals. When trouble hit,
the dynamics of having four or five dif-
ferent private equity firms attempting
to manage the board of the troubled
company became challenging. “Co-in-
vestment has been the beneficiary be-
cause GPs have surmised that co-un-
derwriting with LPs with whom they
are already intrinsically aligned will
prove less problematic,” notes Mian.

However, that brings with it respon-
sibilities for the co-investor. “Co-inves-
tors need to have all the skills of a lead
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investor, not least because they could
potentially have to step up in some
cases,” says Aldorisio. “We haven’t seen
it ourselves during this downturn, but
we certainly had to take the bull by the
horns in a couple of cases in the last re-
cession some 13 years ago.”

Ashton adds: “If you are managing
a pool of capital on behalf of your cli-
ents, you have a responsibility not just
to win co-investment opportunities,
but also to monitor those investments
once they have been completed. You
cannot passively rely on the GP. Par-
ticularly, if you have a significant equity
interest, you may have to make quick
decisions around exit, for example, or
around whether or not to participate in
follow-on funding.”

The roundtable participants are
sceptical about whether some of the
newer entrants to co-investment have
all the necessary capabilities in place.
“Co-investors must be able to support
the companies they invest in,” says
Lane. “This includes actively monitor-
ing their portfolio and being prepared
to participate in follow-on financings as
well as liquidity decisions. Many co-in-
vestors in today’s market have not man-
aged a co-investment portfolio through
a recessionary environment and may
not have the resources required to
make critical, time sensitive decisions.”

Brett agrees that it is vital to be a
good partner when deals run into trou-
ble and not just when they are going
well: “You have to have the resources to
be responsive if a GP comes to you and
says they have hit a bump in the road.”

After all, it is inevitable this unprece-
dented bull run will end, so co-investors
must be ready to face the consequences.
“Similar to experienced GPs, co-inves-
tors need to have the resources, deci-
sion processes, and skill sets to support
portfolio companies and make new in-
vestment decisions in both high growth
environments, as we have seen recently,
as well as slower growth and recession-
ary environments, which are sure to re-
turn at some point,” says Lane.

“There is a tonne of dry powder out

there. A lot of LPs want to increase
their exposure to private equity and
so the demand fundamentals remain
solid,” adds Pitt. “Having said that, if
there is a market reset, there may be a
stand-off for a while as sellers hold out
for yesterday’s prices and buyers try to
negotiate a discount. Anything that im-
pacts the primary deal market will inev-
itably impact co-investment volumes.”

Aldorisio agrees that the underly-
ing economic cycle cannot continue
forever: “All the investments we have
completed in the last 18 months have
been underwritten on the basis of a
slowdown.”

For Brett, the key is to remain
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vigilant around deal selection. “It

isn’t our job to time the market,” he
says. “Our strategy is to invest behind
growth, dislocation and change and to
ensure we are backing resilient busi-
nesses which we believe can grow their
way out of any downturn.”

“We are optimistic that the current
pace of investment will continue over
the short to medium-term, but more
cautious as we move beyond 2022
and into 2023,” says Mian. “We have
bounced back from the pandemic-
driven recession very quickly as people
exercise what has been phrased as re-
venge shopping. The question is how
long can this last?”
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