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Insight

Launching
a new private
equity firmis no
easy task in any
environment, and
even more soina
pandemic. Here
are seven findings
every emerging
manager should
know

he fundraising
environment for
emerging managers is
tough - no doubt about
it. In addition to ongoing
restrictions on face-to-
face meetings, which makes building
new investor relationships difficult,
LPs are being inundated with early
requests for re-ups from established
firms, according to the fifth annual
Buyouts Emerging Manager Survey
conducted in partnership with Gen I
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New managers remain
attractive

Despite some inevitable risk
aversion in the face of a global
pandemic, a significant majority of
respondents - 62 percent - believe
that the risk/return profile for
emerging managers is attractive
relative to established firms. The
rationale is simple. New managers
are hungry, and they can't afford to
get this wrong. It is vital that early
deals impress because a firm’s very
survival depends on it. In addition,
funds tend to be smaller, leading to
an increased chance of producing
outsized returns. “There is a very
interesting dynamic at play,” says
Scott Reed, co-head of private
equity in the US at Aberdeen
Standard Investments.

The risk/return profile for emerging managers
is attractive at the moment versus established
managers (%)

100
80
Il Strongly disagree
Disagree
60 9
Neither agree
nor disagree
Agree
40 Strongly agree
20
0

Fund Services, LLC. They simply don't
have the bandwidth to plough the
necessary resource into the

deep dive due diligence that
emerging managers require, writes
Amy Carroll.

Nonetheless, the fundamental
appeal of the emerging manager
category remains untainted. These
firms are often led by some of the
most talented and experienced
investors in the market, now
unencumbered by the bureaucracy

and tarnished alignment mechanisms
of their former houses. But not all
emerging managers will succeed.
The bar has been raised and only the
very best will survive to shake off their
emerging manager label.

So, what are LPs looking for from
new GP relationships and what do
they expect in return?

The fifth annual Buyouts Emerging
Manager Survey explores the latest
evolutions in this complex and
challenging part of the market.




Pragmatism is a watchword

Despite a history of compelling returns in the emerging
manager segment, emerging managers themselves are
realistic about the challenges they face. More than 40
percent believe that, in a post-covid world, young firms will
struggle to raise more capital than before the pandemic.

Meanwhile, they acknowledge that only firms led by
executives with strong experience with top-tier houses and
compelling, differentiated products will succeed. Indeed,
two-thirds of respondents describe the market as bifurcated,
with established managers getting the bulk of the capital,
and emerging managers missing out.

How do you perceive market sentiment around emerging managers right now? (%)

I Strongly agree
0 20

The market is bifurcated. Established managers
get the bulk of the capital and LPs are much
less enthusiastic about emerging managers

Only emerging managers led by PE executives
with strong experience with top tier firms will
raise easily in this market

In a post-covid world, emerging managers will
struggle to raise more capital than before the
pandemic.

Investor sentiment for emerging managers is
strong. LPs are willing to back new managers
with compelling products

W Agree

[0 Neither agree nor disagree [l Disagree [l Strongly disagree
40 60 80 100

New managers attract non-institutionals

Some investors are more willing than others to invest in an
emerging manager starting with family offices and high-
net-worth individuals. These non-institutional investors
tend to have a less rigid, box-ticking approach to making
commitments. But they are not an emerging managers'
only option. A growing number of endowments and
foundations now have emerging manager programs, as
they seek to reset their GP relationships. Some alpha-
oriented insurance companies also have allocations, as do
some private and public pension funds, which tend to use
emerging managers as an incubator for future additions
to their core program.

On average, what share of capital came from the following sources? (%)

0 5 10 15 20 25 30 35 40

Family offices

Money managers/advisers _

Wealthy investors

Public pensions

Insurance companies

Banks/financial companies -

Corporate pensions

Other

ESG and DE&I programs are essential

ESG considerations are also becoming increasingly
important when investors are screening new potential
relationships and indeed, LPs see the ability to ensure ESG
is baked in from the outset, as being one of the advantages
of an emerging manager. While 70 percent of investors
look for ESG considerations, however, only 42 percent

look for formal diversity and inclusion policies or initiatives.
Nonetheless, emerging managers with a DE&l angle are
currently hot property. Indeed, an emerging manager
allocation is one of the most effective ways in which
investors can meet their nascent diversity and wider impact
objectives.

Do you look for any of the following in an emerging manager? (%)

o

10 20 30 40 50 60 70

ESG considerations

Workplace code
of conduct

Code of conduct at
portfolio companies

Formal diversity or
inclusion policy or
initiative

Family leave policy
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Fundamentals are front of mind

Whoever the investor, they are sure to scrutinize every aspect of an emerging
manager proposition before they are prepared to hand over a check. Track record
is inevitably critical, cited by 89 percent of survey respondents as either important,
very important or extremely important. But this is surpassed by deal-sourcing
processes, fund terms and conditions, and team composition. LPs are likely to
require multiple meetings and, in particular, will reference widely with both former
portfolio company executives and LPs in previous funds. “The bar is much higher
due to the greater counterparty risk,” said one LP surveyed.

How important are the following factors when evaluating an emerging manager fund? (%)

[ Extremely important Bl Very important [ Important ] Somewhat important Il Not important
20 40 60 80 100

o

Composition of team
Track record

Investment strategy

Deal sourcing process
Fund terms and conditions

Operations/compliance

Co-investment opportunities

LPs want a seat at the table

As well as conducting rigorous due diligence before investing with an
emerging manager, LPs are also negotiating hard on terms. Top of the priority
list is LPAC participation, but contracted co-investment rights are becoming
increasingly important to potential investors, as well. Many LPs see the ability to
establish preferential co-investment status before a manager becomes highly
sought-after as one of the most compelling reasons for having an emerging
manager program. GPs, meanwhile, covet their co-investment and are using it
effectively as a powerful fundraising tool. Other terms on the table include opt-
outs on certain investments, a stake in the GP or management company and
discounted management fees.

What kind of terms do you try to negotiate with emerging managers? (%)

o

10 20 30 40 50 60 70
LPAC participation

Co-investment rights
(contractual)

Discounted management fees
based on size commitment

Investment in the GP or
management company

Opt-outs on certain
investments

Other

LPs push new managers harder
on fees

Almost three-quarters of
emerging managers surveyed
said they believe LPs negotiate
harder on fees with new

firms than they would with
established GPs. Some of the
survey's investor respondents,
meanwhile, said they would
even expect fees to be waived
altogether if they deemed that
they were adding value. Pushing
too hard on economics can be
counterproductive for investors,
however, if the GP is left unable
to hire the right talent and build
out the organization effectively.
“You might feel good about
having negotiated preferential
terms in the short term,” says
Reed. “But in the long run, if the
GP can't be the kind of firm that
you want to be invested in, then
that makes you a fool.”

When negotiating fees, who do you

believe LPs generally negotiate harder
with (%)

100

80

60

[ There'sno
difference

[ Established

40 GPs

I Emerging
manager
GPs

20
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Insight

Editor’s letter

-merging managers are still
worth the risk

Chase Collum

chase.c@peimedia.com

hen the world went into lockdown at the end of Q1 2020, more than a few

new managers were fearful investors would shun the risk of allocating to

new GPs, but in this year’s Buyouts Emerging Manager Survey, conducted
in partnership with Gen II Fund Services, LLC, we found those fears have largely
subsided. Nearly half of this year’s GP participants said investor sentiment for emerging
managers is strong, and that LPs are willing to back new managers with compelling
products. Some 66 percent of GPs said they see the market as bifurcated, with
established managers receiving the bulk of
new investment capital, and that LPs are much

k6 LPs are willing to
back new managers
with compelling
products 7J

less enthusiastic about emerging managers.

LPs seem less aware of this alleged
bifurcation and more bullish about the
prospect of investing with new managers.
Sixty-two percent of LP respondents agreed
or strongly agreed that the risk/return profile
for emerging managers is attractive at the
moment versus established managers, and only 13 percent disagreed. LPs firmly
rejected the idea that the pandemic has made their organizations more cautious of
investing in emerging managers, with only 17 percent agreeing or strongly agreeing
and 51 percent in disagreement or strong disagreement on that point.

Over the past five years that we’ve conducted this survey, new managers have
consistently reported that they believe LPs will be most impressed by their track
record. LPs, on the other hand, are less worried about track record than they are team
composition. This year, all respondents rated team composition as an important factor,
with 89 percent rating it as either very important or extremely important.

Seeing this misalignment, we decided to dive deeper into the nuance of which
attributes of emerging managers LPs find most attractive. It is clear that LPs see a great
deal of value in new managers with a strong sense of purpose and a well-defined niche.

Per our results, LPs want to see a coherent strategy driven by a strong, diverse team.
And they still want the outsized risk-adjusted returns emerging managers are known for.

Chase Collum
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The Gen ” VieW A re-emergen(:e for in-person meeting and assessment

. " of face-to-face team chemistry. GPs
emerglng managers IS under Way became better at telling their stories,
and of course, the bounce back in
valuations confirmed that most sectors
of the economy would not be as
‘ adversely impacted by the pandemic
: as once thought.
‘ As we look toward the balance of
Expert analysis by Jeff Gendel, principal 2021 and into 2022, the emerging
manager market is poised to eclipse
its pre-pandemic levels of new firm
s we finished last year’s “ Over 80 pe rcent creation. Indeed, at Gen Il, we have
‘ ‘ emerging manager survey, the seen more emerging manager

market for emerging managers Of reSpOndents cited opportunities this year than at any time
ground to a virtual - and literal - halt. ! . since we began to track this segment,
The pandemic meant pencils down for proven eXpertlse including a record number of first-time
LPs as they performed triage on their a nd experience Wlth funds seeking more than $1 billion in
existing commitments and attempted h . capital.
to assess the near- and long-term fU nds like mine’ as an
business impact from covid. Even the ' . ' Operations deep dive
best-intentioned, most-dedicated extreme ly m pOrta nt What has been in sharper focus for our
LPs were delaying commitments to or ’Very |mpO rta nt’ emerging manager prospects is the
emerging managers, and many in the ’ . depth of due diligence they perform
market couldn't see any light at the end factor in choosi ng on fund administrators and service

of the tunnel.

Fortunately, the ground stop for new service prOV|derS ,,

providers across the spectrum. Many of
these due diligence questions reflect

commitments didn't last too long. As a far deeper understanding of the

we moved through the fourth quarter drivers of success from an operational
and into 2021, LPs figured out how to perspective, and a broader set of
make commitments over Zoom, how imperatives from the GP and LP view.
to overcome the lack of a traditional And as the 2021 Emerging Manager

How important are the following factors in choosing service providers? (%)

I Extremely important B Very important 1 Important [ Somewhat important [l Not important
20 40 60 80 100

o
o

Proven expertise and
experience with funds like
mine

Referred/recommended
from others | trust

National or industry
reputation of provider

Ability to provide strategic
guidance and advice
beyond core service

Prior relationship with
provider

LP recommendations or
preference
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Survey shows, over 80 percent of
respondents cited “proven expertise
and experience with funds like mine”
as an "extremely important” or “very
important” factor in choosing service
providers. By comparison, less than
a third of respondents cited “a prior
relationship with the provider” as a
crucial factor in that decision.

The questions posed by emerging
managers and their LPs across
many disciplines of the sponsor/
administrator relationship include:
Can the administrator demonstrate
scalable solutions as sponsors raise
more capital? Are they regularly
investing in technology to meet the
enhanced reporting needs of investors
and internal stakeholders? Have
they instilled a corporate culture that
ensures long-term stability across the
service team and firm? Do they provide
specifics on the team that services
the engagement - is it a dedicated
team, or will the sponsor need to call
separate departments for separate
tasks? What access to fund information
can the sponsor have in an on-
demand fashion? And how is the fund
administrator ensuring data protection
and defense against cyber threats?

GPs want a service partner
with a long-term view, where the

k& GPs want a service
partner with a long-
term view, where

the administrator’s
investment back into
their organization
yields tangible results
for their clients 77

administrator’s investment back into
their organization yields tangible
results for their clients. Or, simply
stated: can my fund administrator be

my partner for the lifetime of our firm?

Demonstrating the value
proposition

At Gen ll, we offer our value
proposition to emerging managers
through a keen understanding of
these drivers, and through our
unmatched experience and
unparalleled track record. Working
with more than 85 sponsors as they
have embarked upon their first fund -

September 2021 o
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more than any other administrator -
the industry’s leading emerging
managers and their investors rely on
us to provide world-class service and
performance.

Expert people lie at the core of any
service relationship - Gen IlI's team of
more than 750 professionals is the
most experienced team in private
equity fund administration. Our
investment in people through the Gen
Il Learning Academy ensures that we
continue to develop world-class fund
administration professionals to service
our clients as they grow.

Next-generation technology plays
an increasingly important role in
the fund administration process for
emerging managers. Today's first-time
fund sponsors strive to offer the same
access to investment and performance
information as they likely had in their
predecessor firms. Whether that data
request comes from the IR team,
deal team or corner office, emerging
managers need confidence that
satisfying information requests is only
a few clicks away. For our part, we have
developed cutting-edge technology
to enable IR teams and CFOs to break
the traditional one fund to one investor
reporting protocol and enhance the
IR dialogue by providing bespoke

Emerging Manager Report 7
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What impact has the pandemic had on fundraising? (%)

o
o

Our fundraising continued,
though at a slower pace

Our fundraising continued
unaffected, though we
met investors virtually

We were forced to pause
fundraising

We were forced to abandon
fundraising

Do you plan to make more or fewer
commitments to first-time funds compared
with the previous 12 months? (%)

100
80
771 Do notinvestin
60 first-time funds
7] Fewer
I The same
40 I More
20
0

performance information across fund
entities, investment types and LP
relationships. Investors are also seeking
greater transparency on portfolio
company activity. Gen II's technology
investments enable sponsors to access
integrated portfolio company, ESG

and performance reporting data that
today's investors seek.

8 Buyouts e September 2021

& The emerging
manager market is
poised to eclipse its
pre-pandemic levels
of new firm creation 7J

Scalability, performance and
experience truly matter

Given the increased complexity of
fund structures, escalating stakeholder
expectations and complex regulatory
requirements, it is vital that emerging
managers team up with a provider
that can demonstrate relevant and
specialized experience, a commitment
to technology investment, team
continuity and growth, and the ability
to scale with clients. And, of course,
seamless, proven performance in
today's hybrid work environment is
crucial.

Gen Il has helped launch more than
85 emerging managers. We have
worked with them to build a strong
foundation for success, with proven
ability to help them scale as they add

25 30 35 40

new funds, investments and investors.
The private equity entrepreneurs we
work with value the confidence our
experience imparts, and they can trust
their funds will be well run. Our clients
know they can rely on us as a true
partner able to offer independent and
valuable guidance over and above
the fund administration services we
provide. Our partnership approach to
business relationships is an essential
differentiator that resonates for the
emerging managers on Gen Il's
platform.

For the end of 2021 and beyond,
marketplace data reflects that the
emerging manager market appears
poised to continue its blazing path -
with record investor interest, larger
dedicated pools of investor capital
for emerging managers, more family
offices, and professional investors
seeding first-time funds. A highly
qualified set of professional service
firms - fund administrators, auditors,
compliance consultants and attorneys
- with deep experience supporting first-
time funds will continue to be a vital
component of the emerging manager’s
journey.



~merging Manager Survey

The enduring appeal of emerging managers
Finding a niche
Fundraising in a pandemic
Walking a fine line: What LPs want
Respondent profile

Methodology

Source for all data: Buyouts Emerging Manager Survey,
conducted in partnership with Gen Il Fund Services, LLC
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Analysis

ppetite for risk-taking
automatically  dimin-
ishes in a crisis. Add in
ongoing restrictions for
international travel and
in-person meetings, and
it is unsurprising, then, that the fundrais-
ing market for emerging managers ap-
pears markedly more challenging than for
established firms.

Indeed, almost two-thirds of emerging
manager GPs surveyed in the fifth annual
Buyouts Emerging Manager Survey, con-
ducted in partnership with Gen II Fund
Services LLC, either agree or strongly
agree that the market is bifurcated, with
established managers getting the bulk of
the capital, while LPs display far less en-
thusiasm for younger houses.

“Large, institutional LPs have little
appetite for emerging managers with chal-
lenges of scale, risk appetite, staff band-
width and process challenges,” says Lin-
del Eakman, partner at Foundry Group.
“Many LPs may have one or two emerging
managers in their portfolios, where they
had an existing relationship with the GP
in their previous firm, but few have ded-
icated programs. Covid has reduced the
risk profile even further, pointing investors
toward their existing relationships. LPs do
now seem ready to engage, and travel, but
the Delta variant means, once again, they
are having to press pause.”

Despite this risk aversion, emerging
managers remain an important compo-
nent of many investors’ private equity
strategies. More than 60 percent of LPs
surveyed agree or strongly agree that the
risk/return profile for emerging manag-
ers is attractive compared with that for
established firms.

“Emerging managers may be hungrier
and work harder than more established
managers that have raised multiple funds
and garnered years’ worth of management
fees and carry,” says Molly LeStage, man-
aging principal and private market con-
sultant at Meketa Investment Group.

“The advantage of having an emerging
manager program is that you can tap into
what has historically been a category that

10 Buyouts e September 2021
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managers

The pandemic raised the bar for emerging managers, but
the potential to generate outsized returns means appetite
remains strong for those with compelling propositions

generates extremely compelling returns,”
adds Scott Reed, co-head of private equity
in the US at Aberdeen Standard Invest-
ments. “There is a very interesting dy-
namic at play when you have experienced
and talented investors stepping out on
their own. That first handful of deals has
to be good, or the firm’s very existence
will be called into question. Their feet are

“There is a very
interesting dynantic

at play when you have
experienced and talented
1nvestors stepping out on

their own”

SCOTT REED
Aberdeen Standard Investments

held to the fire. That leads to arguably the
best alignment of interest you can get.”

Enhanced due diligence
Nonetheless, LP due diligence on emerg-
ing managers is extensive, and has histor-
ically relied heavily on in-person contact.
That is why the covid crisis has proved so
challenging. Investors need to dig deep
into every aspect of a new relationship in
order to mitigate the inherent risk.

“The bar is much higher due to the
greater counterparty risk,” said one of the
LPs surveyed. Another cited more robust
walk-throughs of case studies and pro-
cesses around sourcing and value creation
as some of the key differences between
emerging manager due diligence and that
of more established firms. Other exam-
ples included analysis of the interpersonal
history of the founders, and detailed track
record attribution. Emphasis on extensive
referencing was clear.

“In the vast majority of cases, emerging
managers don’t have attributed track
records from prior firms, so you need
to piece it all together,” Reed explains.
“That means talking to CEOs, CFOs and
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How do you perceive market sentiment around emerging managers right now? (%)

I Strongly agree Ml Agree ] Neither agree nor disagree 1] Disagree [l Strongly disagree
20 40 60 80 100

o

The market is bifurcated. Established managers
get the bulk of the capital and LPs are much
less enthusiastic about emerging managers

Only emerging managers led by PE executives
with strong experience with top tier firms will
raise easily in this market

In a post-covid world, emerging managers will
struggle to raise more capital than before the
pandemic.

Investor sentiment for emerging managers is
strong. LPs are willing to back new managers
with compelling products

On average, how many months in advance of the first closing did you How many staff do you plan to add at the following levels and roles? (%)
engage with (or do you anticipate engaging with) the following professional
services firms (%):

o
N
IN
o
[«
N
o
o

0.5 1.0 1.5 2.0

Investment professional:
Non-partner

Law firms

Administrative professional:
Non-partner

Fund administrators

Investment professional:

Compliance consultants
Partner

Administrative professional:
Partner

Placement agents

How important are the following factors in choosing service providers? (%)

[ Extremely important Bl Very important [ Important [ Somewhat important Il Not important
20 40 60 80 100

o

Proven expertise and
experience with funds like
mine

Referred/recommended
from others | trust

National or industry
reputation of provider

Ability to provide strategic
guidance and advice
beyond core service

Prior relationship with
provider

LP recommendations or
preference

September 2021 ¢ Emerging Manager Report 11



Analysis

[Ps weigh in
How likely you are to invest in the following types of emerging managers? (1 most likely, 4 least likely, %)

BN B2 3 e
40 60 80 100

o
N
o

Team spin out from larger
firm

Individual-led newly
launched firm

Firm with non-PE
background moving into PE

Ex-family office GP

How many emerging managers do you meet with per year? (%)

B Fewerthan 10 B Between 10and 49 [ Between 50and 99 [ 100 or more
0 40 60 80

o

N
—
o
o

How many emerging manager funds do you anticipate backing over the next year? (%)

I 0 W Betweenland2 [ Between3and5 [ Six or more
0 40 60 80

o

N
-
o
o

What is a typical commitment size you will make to an emerging manager fund? (%)

I Lessthan $10m W Between $10mand $19m [ Between $20m and $29m [ Between $30m and $39m M $40m or more
0 40 60 80

o

N
—
o
o
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“The risk/return profile for
emerging managers is attractive
at the moment versus established
managers” (%)

“The pandemic has made my
organization more cautious
of investing in emerging
managers” (%)

h b -

80 80
60 60
40 40
20 20

0 0

“Emerging managers
may be bungrier and
work harvder than more

established managers”

MOLLY LESTAGE
Meketa Investment Group

How have recent market gyrations (to multiples,
valuations) caused a change in your allocation to
emerging managers? (%)

100 p——

80 Bl | have decreased my
allocation considerably
| have decreased my

60 allocation a little
There has been no
change

40 [ | have increased my
allocation a little

I | have increased my
allocation considerably

20

0

Il Strongly disagree
Disagree

Neither agree
nor disagree

Il Agree
I Strongly agree

lenders, LPs in previous funds — anyone
who can validate what they are telling you.
There is a lot of heavy lifting involved.”

Power of differentiation

Given the extra resources required for an
LP to get comfortable with an emerging
manager, the new manager must offer
something differentiated and persuasive.
Almost half of GP respondents believe
LPs are willing to back new managers as
long as they have a compelling product.
Track record also remains key. Nearly 60

Do you plan to make more or fewer
commitments to first-time funds compared with
the previous 12 months? (%)

100
80
Do notinvestin
60 first-time funds
Fewer
I The same
40 I More
20
0
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percent of GP respondents say they agree
or strongly agree that only new managers
with strong experience with top-tier firms
will raise easily in this market.

Team spinouts from established firms
remain the most popular form of emerg-
ing manager among LPs. In fact, 83 per-
cent of LP respondents cited this as their
favored option. Individually-led new firms
were also considered appealing; less so,
those launched by former family office
professionals. Firms entering PE from
other backgrounds were widely dismissed
and deemed unattractive by more than
three-quarters of LPs surveyed.

“Each category has its own positives,”
says Rick Spencer, co-head of Barings’
funds and co-investment platform. “Spin-
outs are associated with full engagement
and total alignment with LPs but [there
are also] potential resource limitations,
questions around fundraising success,
more significant key person risks and an
operational buildout that requires signif-
icant conviction around the investment
team, its future and the strategy. The value
to LPs, however, is pronounced. It allows
for a more influential voice with the GP,
longer term partnership possibilities, eco-
nomic advantages in the fee structure and
strategic value through co-investment.

“Development within a platform,
meanwhile, can mitigate the operational
issues. The GP can focus on its invest-
ment activity without the distraction of
the operational requirements. The down-
side, however, is shared economics with
the existing platform, potential conflicts
in investment allocations and control
questions around the personnel, invest-
ment committees and strategy.”

“Every LP has its own biases and pref-
erences,” adds Reed. “We certainly look
at new spin-outs favorably. Where a team
with a documented history of working
together has separated from a prior insti-
tution, those stories tend to be easier to
digest. We have also backed individuals
stepping away from firms. However, we
are less interested in those with no prin-
cipal investing experience who are just
hanging out a shingle.”

Emerging Manager Report 13
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~inding a niche

Emerging managers must offer something compellingly different if they are going
to attract investors’ attention and stand out from the crowd

he term ‘emerging manag-

er’ is nebulous, and inter-

pretations of what it means

differ depending on the LP.

Firms are typically deemed

to be on their first or second

fund. They will typically be five years old

or younger. There are also connotations

around size and a degree of specialization.

But beyond that, the parameters are wide.

At Neuberger Berman’s emerging

manager platform, Northbound Equity

Parters, the term spans everything from

newer and smaller funds to diverse teams,

as well as independent organizations and

new strategies within larger houses, ac-

cording to Patricia Miller Zollar, a man-

aging director at the firm. How a new

manager positions itself with LPs in a
crowded space is therefore critical.

So, what is it that LPs are looking

for? Sector specialization is flavor of the

day and indeed, 71 percent of emerging

What year was your firm founded? (%)

50

10 III
0 I I

Priorto 2017 2018 2019 2020 2021

2017

What kind of investment strategy does your firm pursue?

(Multiple responses allowed, %)

o

10 20 30

Buyout/
corporate finance

Growth equity
Venture capital
Private debt
Real estate
Distressed debt

Mezzanine
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managers canvassed in the fifth annual
Buyouts  Emerging ~ Manager — Survey,
conducted in partnership with Gen II
Fund Services LLC, described themselves
as specialists, with 35 percent targeting a
single sector.

“A lot of newer firms are sector orien-
tated,” says Scott Reed, co-head of private
equity in the US at Aberdeen Standard.
“In particular, there has been no short-
age of technology and healthcare funds in
recent years.”

The degree of specialization is only
increasing. Recent success stories include
Arctos Sports Partners, a platform dedi-
cated to the professional sports industry
and sports franchise owners.

Funds with impact — and especially
those with diversity, equity and inclusion
angles — are also in high demand. “The
events of the past year have caused diver-
sity and inclusion to be at the forefront of
a lot of investors’ minds,” Miller Zollar

What is your firm’s heritage? (%)

Firm launched by

an individual

Team spin out
from larger firm

Non-PE
background

Family office

Other

o

10 20 30 40 50 60
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Would you consider your firm to be a...

29%

Generalist

39%

Specialistin a
single sector

36%

Specialist across
a few sectors

explains. “An increasing number of LPs
are asking how they can support DE&I
efforts through their investments — which
is, in turn, driving increased interest in the
emerging manager space.”

“LPs are looking to emerging managers
to fulfil their mission- and impact-driven
allocations,” adds John McCormick, part-
ner at Monument Group. “In particular,
the diversity and inclusion movement is
giving minority-owned managers a lot of
due attention, so long as they have the req-
uisite investment capabilides, of course.”

Corlex Capital, for example, is a
minority-owned PE firm that provides

Has your firm utilized seed funding from the following sources? (%)

o

20

Family offices
Institutional investors

Former employees

Investment firms
with specific strategy
of GP seeding

“The events of the

past year have caused
diversity and inclusion
to be at the forefront of a

lot of investors’ minds”

PATRICIA MILLER ZOLLAR
Neuberger Berman

How do you define the term ‘emerging manager’ when it comes to PE/VC?

(Multiple responses allowed, %)

o

10

Firms raising a first
institutional fund

Firms raising a first or
second institutional fund

Firms raising a fund
below a certain size

Firms raising a first, second
or third institutional fund

Firms owned/run by
women or minorities

30 40 50

[ Yes B No

40 60 80 100

growth capital in the franchising industry.

Molly LeStage, managing principal
and private markets consultant at Meketa
Investment Group, agrees that a DE&I
angle is helpful. “Key differentiators for
emerging managers that are proving to
be successful include ownership struc-
ture and, specifically, diverse ownership,”
she says. “If a manager is focused on un-
der-represented groups, is a sector spe-
cialist or is led by individuals with unique
backgrounds, that also plays well.”

In a congested marketplace, what mat-
ters is that a new manager has something
compelling to set it apart. That could
mean proprietary access to micro or lower
mid-market businesses, according to Rick
Spencer, co-head of Barings’ funds and
co-investments platform. Or it could be
an exceptional operating partner network
like that of Argand Partners, which has set
out its stall as the go-to globalization part-
ner for mid-market industrial companies.

“We see emerging managers stand out
for their differentiated networks and niche
investment strategies,” Miller Zollar says.
“Emerging managers will often focus on
less competitive and attractively priced
transactions. The use of leverage may
be conservative and there may be strong
alignment of interest. We see emerging
and diverse managers going where others
are not.”

September 2021 ¢ Emerging Manager Report 15
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etting a new private
equity firm off the

ground is no mean

feat. Fundraising can
be protracted, and is
invariably hard work.
An international pandemic has not helped.

“Covid has made fundraising for
emerging managers — never an easy as-
signment — even more difficult,” says Rick
Spencer, co-head of Barings’ funds and
co-investment platform. “The statistics
around the number [of firms raising funds]
and amount of capital raised by emerging
managers in 2020 was significantly lower
than in years past, as investors have been
inclined to continue investing with man-
agers they know.

“Meanwhile, the inability to meet man-
agers in person, the needs of the existing
portfolio and the general acceleration of
the fundraising cycle have made it difficult
to get time and attention from investors.”

That is because, traditionally, an
emerging manager fundraising would
involve some serious clocking up of
airmiles. And although the pandemic has
lessened the travel burden, LPs still crave
as much interaction with new managers as
possible.

Close to 40 percent of the respond-
ents in the fifth annual Buyouts Emerging
Manager Survey, conducted in partner-
ship with Gen II Fund Services LLC,
met with upward of 150 limited partners
prior to closing. For the investors that did
ultimately make commitments, multiple
meetings and — due to the pandemic —
conference calls were required.

More than three-quarters of respond-
ents experienced in excess of three sepa-
rate interrogations with individual LPs.
For more than a quarter of respondents,
this figure rose to over five.

Time pressure

Fundraising is time-consuming and, even
in a virtual environment, time pressure
was cited as one of the most significant
factors that emerging managers face.
“Time was undoubtedly one of the big-
gest challenges,” one respondent claimed.

18 Buyouts e September 2021

~undraising in
a pandemic

Ongoing travel restrictions combined with a
wave of early re-ups mean emerging manager
fundraising is as challenging as ever

Are you currently fundraising?

Yes

67%

“Data request fulfilment, time demands
and managing internal expectations were
the biggest headaches,” said another. A
third noted that “juggling LP meetings
with running and investing a fund was
particularly hard.”

And time constraints appear to go
both ways. Overstretched LPs also lack
the bandwidth to take on the additional
work that emerging manager investment
entails.

“LPs are currently overwhelmed by
a backlog of funds coming to market,

including those high-quality VCs that
have generated outstanding returns and
are taking priority with investors, given
their tight timelines,” says Monument
Group partner John McCormick. “It takes
time to diligence emerging managers and
time is something that is currently in
short supply.”

Other challenges cited by emerging
managers include getting investors com-
fortable with partial track records and the
ability to properly identify and interact
with potential LPs during a pandemic.
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What is the target of the fund you're currently raising? (%)

I Lessthan $25m B $25m-$99m [ $100m-$249m [0 $250m-$499m H More than $500m
0 20 40 60 80 100

Are you using a placement agent? What year did you launch marketing for the fund? (%)
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What is the size of your most recently closed fund? (%)

o

I Lessthan $25m B $25m-$99m [0 $100m-$249m [ $250m-$499m M More than $500m [l Independent sponsor
0 20 40 60 80 100

Time taken to raise the most recent fund (months)

0 5 10 15 20 25 30 35
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Elsewhere, GP respondents simply cited  Did you use a placement agent for your most recent fund close?

an engrained bias against emerging man-

agers as the most profound challenge in

this segment of the market. “LPs will take Yes

a meeting but overcoming the inertia and

the predisposition to say no can be hard,” 0

one GP respondent noted. 0
“Fundraising for emerging manag-

ers remains challenging,” agrees Derek

Schmidt, director of private equity at

Marquette Associates. “There are already

so many high-quality funds raising capital,

as well as new strategies, that getting in

front of institutional investors is difficult.

Very few strategies are truly differentiated

at this point. It takes an investor to believe
in a team, which often requires a person-
al connection. And that often only comes
from an in-person meeting.”

“During covid, some investors were
more inclined to support existing relation-
ships versus forming new ones,” adds Alli
Wallace Stone, managing principal and
consultant at Meketa Investment Group.
“Zoom may have increased the number of
introductory meetings for some emerging
managers, but it is unclear how many of
those converted to full diligence and com-
mitments.

“Fundraising timelines elongated for
less established managers and some in-
vestors were not comfortable conducting
virtual due diligence with managers they
had not supported previously. Given the
long-term nature of private equity funds
of 10-15 years, investors want to make
sure that they are comfortable with all as-

T ) “ ° L] L]

pecs o h oportniy Covid has made fundraising
Abandoned fundraising .
Indeed, 16 percent of respondents said

they had been forced to abandon fund- ﬁ 7/’ emerg an mﬂnﬂg 67/“8‘
raising as a result of the covid crisis, while
another 20 percent said they had been _ ; _
forced to press pause. Only 28 percent ne’ver ﬂn eﬂsy ﬂSSZgnment
claimed that fundraising had been un-
affected, bar the need to meet virtually.

The largest contingent, at 36 percent, even MOT‘e dl:ﬁc ult ?

said fundraising had continued, albeit at a

slower pace. RICK SPENCER
Meanwhile, non-institutional inves- Barings

tors, such as family offices and wealthy [

20 Buyouts e September 2021




Analysis

How many prospective investors did you meet with? (%)

I Fewerthan 50 B Between 50 and 149 [ Between 150 and 249 [ 250+ [ N/A
20 40 60 80 100

o

For investors who committed, how many meetings (including conference calls) did you have with them on average? (%)

[ One BW Two [ Three [0 Four M Fiveormore [l N/A
20 40 60 80 100

o

How many limited partners do you have in your most recent fund? (%)

I Fewerthan 10 B Between 10and 24 [ Between25and 49 [ Between 50 and 99 [l 100 or more [ N/A
20 40 60 80 100

o

On average, what proportion of capital came from the following sources? (%)

o

5 10 15 20 25 30 35 40

Family offices

Wealthy investors

Money managers/advisers

Public pensions

Insurance companies

Banks/financial companies

Corporate pensions

Other
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What impact has the pandemic had on fundraising? (%)

o
(6,
—
o

15 20 25 30 35 40

Our fundraising continued,
though at a slower pace

Our fundraising continued
unaffected, though we
met investors virtually

We were forced to pause
fundraising

We were forced to abandon
fundraising

individuals, continue to be the most fruit-
tul for emerging managers raising funds,
and by some distance. “Family offices have
a willingness and ability to get their heads
around managers that don’t necessarily
check every single box,” says McCormick.
“Many may have been doing direct deals
for some time already, so they tend to be
more comfortable with newer managers
than more rigid programs.”

However, McCormick adds that there
are a growing number of endowments and
foundations with active emerging manag-
er strategies.

“Selectively, we see these foundations
and endowments revamping their pro-
grams,” he says.

“There are a number of them out there
that are willing to spend time on emerg-
ing managers as they seek to re-set their
portfolio of relationships.”

“We typically find that our public
fund and endowment and foundation
client base has the greatest appetite for
emerging managers,” adds Wallace Stone.
“Many of them have explicit goals with
respect to supporting emerging and di-
verse-owned asset managers. In addition,
many of them have staff dedicated to these
initiatives.”

22 Buyouts e September 2021

“Fundraising timelines
elongated for less

established managers”

ALLI WALLACE STONE
Meketa Investment Group

Meanwhile, Spencer believes the
potential pool for investors is wider still.

“Family  offices,  high-net-worth
individuals and insurance companies
with an alpha orientation are the most
likely to back an emerging manager,” he
says. “Private and public pensions also
use emerging manager programs as an
incubator for future manager additions to
their core programs.”

There is no doubt that emerging man-
agers continue to play a key role in the
private equity strategies of a range of dif-
ferent investors. And with good reasons.

“The emerging manager space is less
penetrated, which offers greater potential
for attractive returns,” says Patricia Mill-
er Zollar, head of Northbound Equity
Partners, Neuberger Berman’s specialist
emerging manager business.

“They can act as feeder relationships
for future core positions and may serve as
a complement and diversified source of
return to a traditional private equity pro-
gram. Emerging managers are also more
likely to have a niche and specialized in-
vestment focus and there can be addition-
al benefits in the form of access to smaller
companies, often with more attractive
valuations and with less leverage.”
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Walking a fine line

LPs in emerging manager funds tend to push hard on terms but conceding
too much can ultimately spell disaster

n overwhelming 93 per-
cent of limited partners
surveyed in the fifth an-
nual Buyouts Emerging
Manager  Survey
ducted in partnership
with Gen II Fund Services, LLC, said
they would be prepared to back a first-
time fund, up slightly from 89 percent last
year. Meanwhile, close to a third have a
formal emerging manager allocation.
Anecdotally, one of the primary rea-
sons why investors decide to get serious
about emerging managers is that it allows
them to achieve preferential status with
the stars of tomorrow, particularly when it
comes to accessing co-investment.
Indeed, almost half of

con-

investors

surveyed said co-investment opportunities
were an important factor when evaluating
such a proposiion and 61 percent
described themselves as being active co-
investors with emerging managers. In
fact, almost 40 percent expect to complete
three or more of these co-investments
over the course of the next year.

“LPs in emerging managers are high-
ly focused on co-invest at the moment,”
says Monument Group partner John Mc-
Cormick. “The thesis is that these emerg-
ing managers are going to be sought af-
ter once they are established, and if you
don’t get in early, you may miss the op-
portunity to become one of the preferred
co-investment partners — to establish that
pole position. GPs can be very protective

How important do you believe the following factors are for LPs evaluating your fund (%)

I Extremely important

o

Track record

Composition of team

Investment strategy

Deal sourcing process

Fees and carry structure

Operations/compliance

Fund terms and conditions

Co-investment opportunities

B Not important

September 2021 o

[ Somewhat important
20 40 60

of their co-invest. They will use it as a way
to hook investors and can be very success-
ful in doing so.”

Other critical factors, of course, in-
clude track record, cited as important,
very important or extremely important
by 89 percent of LPs surveyed. This fig-
ure increases to 91 percent when it comes
to deal-sourcing processes, to 96 percent
for investment strategy and fund terms
and conditions, and 100 percent for team
composition.

“LPs are going to look first and
foremost at past experience,” says Alli
Wallace Stone, managing principal and
consultant at Meketa Investment Group.
“They are going to want the GP to
demonstrate past experience managing

% Important M Very important
80 100
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Which of the following terms did you offer/provide to investors (Multiple responses allowed, %)

o

10 20 30

LPAC participation

Co-investment rights
(contractual)

Investment in the GP or
management company

Opt-outs on certain
investments

Other

Did you have an anchor investor with more favorable economic terms?

Yes
3%

Discounted management fees

Co-investment rights
(contractual rights)

Ownership stake in GP

Ownership stake in
management company

Discounted fees or carry in
subsequent funds
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40 50 60

Discounted management fees
based on size commitment

similar types of investments. They are
going to want to be able to attribute
past investments at prior firms to the
lead investors at the emerging firm and
understand their approach to investing,
lessons learned and how they are going to
source dealflow and make enhancements
to new companies going forward.

“Team composition is also very impor-
tant. Do these individuals have a history
of having worked together before? Have
they invested together over multiple cy-
cles? Have they had to make decisions
together at a prior firm and how well do
they know one another? During challeng-
ing times, will they be able to stick togeth-
er over multiple funds? Do they have the
skills necessary for the strategy and how

50 60 70
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What management fee as a percentage have you asked for in your fund? (%)

ENo% WW1% 2% 3% EE4% EEsS% 6%+
0 20 40 60 80 100

will they divide up responsibilities and Do you receive pressure from investors regarding
S e fees? (%)
economics?
“We tend to look for sponsors that are 100
investing in their businesses to build a firm
and not just raise a fund,” says Patricia

“IVe
e would always
Miller Zollar, head of Northbound Equi- )

ty Partners, Neuberger Berman’s special- % encourage anchor

ist emerging manager business. “We also

look for a verifiable track record; a strong Bl Agreatdeal investors to think about
committed and stable team; strong align- O [0 Alot

ment of interest through the GP commit- 0 Amoderate the _ﬁﬂ’ld 5 targ eted

ment; appropriate fund sizes and terms; amount e
a differentiated investment strategy and 40 B None atall Strategy and scalab lllty
appropriate infrastructure and processes.” mm Alittle

ESG has also become an increasingly DEREK SCHMIDT

important consideration, coming under 20 Marquette Associates
scrutiny from 70 percent of investors.

Focus on formal diversity and inclusion

policies and initiatives is growing, but still .

lags, at 41 percent. L _

Points of negotiation

Many investors will also try and use their i
willingness to back an emerging manag- | Ps have their say
er to negotiate on terms. Indeed, almost

three-quarters of respondents said they  Will you back a debut PE/VC fund?
would negotiate harder on fees with them

than with an established firm, while two-

thirds of manager respondents said they

had received pressure from investors re- Ye
garding fees.

Nonetheless, the 2 percent manage- 0
ment fee remains the norm, having been o

employed by 72 percent of emerging

managers surveyed. A further 13 percent
are charging a lower level of fee, while the
remaining 16 percent are charging more,
including 9 percent charging fees of 6 per-
cent upwards.

At the top of LPs’ lists of priorities,
however, is LPAC participation, which 55
percent of emerging managers surveyed
said they had offered. This was followed

No
7%
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by contractual co-investment rights, of-
tered by 49 percent. Other points of ne-
gotiation include discounted management
fees based on the size of commitment, also
offered by 49 percent; opt-outs on certain
investments, offered by 13 percent, or
even a stake in the general partnership or
management company.

And the list goes on. Other points of
contention include details around the
key-person clause, no-fault divorces, in-
formation rights and distribution water-
falls. Some investors surveyed even said
they would seek to pay no carry, or indeed
no fees at all, if they believed they could
add value. “We seed as a strategic and so
no fees are paid,” said one.

Others take a more pragmatic view,
keen to avoid harming future performance
by pushing too hard on economics. “We
like to be early in the case of founder’ share
class or first close if we become comforta-
ble quickly but will not rush our diligence
for the sake of a discount,” said one. “We
will also not engage in fee compression
as we want such managers to survive and
therefore look to support their business.”

“You have to be careful about asking
for material fee discounts which then com-
promise the GPs’ ability to hire the right
talent and build out the organization,” says
Scott Reed, co-head of private equity in
the US at Aberdeen Standard Investments.
“You might feel good about having nego-
tiated preferential terms in the short term,
but in the long run, if the GP can’t be the
kind of firm that you want to be invested
in, then that makes you a fool.”

Firmly anchored

Of course, investors are especially likely to
expect preferential terms if they come in
as an anchor investor, which is something
close to two-thirds of LP respondents said
that they were willing to do.

There are risks, particularly the risk
that a fund will not reach its stated target,
leaving the LP over-represented and the
manager under-resourced. “We would al-
ways encourage anchor investors to think
about the fund’s targeted strategy and
scalability,” says Derek Schmidt, director
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Will you back a manager raising its second fund?

Yes

91%

No
9%

Do you have a formal allocation to PE/VC emerging managers?

Ye

329

bb.97%

If you have a formal
allocation to PE/VC
emerging managers, what
is the allocation target as
a percentage of your total
PE/VC portfolio?

No
68%

of private equity at Marquette Associates.
“While a large early commitment is im-
mensely helpful to an emerging manager,
that capital should come with limits, in-
cluding a minimum first close requirement
and a hard-cap to ensure that strategy is
deployable.”

But, of course, there are also advan-
tages. Indeed, 63 percent of investors sur-
veyed said they would expect discounted
carried interest as an anchor investor; 59
percent said they would expect discounted
management fees and 53 percent co-in-
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Do you outsource at least a portion of your emerging manager program to a third-party adviser?

Yes,
all of it

4%

Yes,
part of it

6%

Do you make co-investments with emerging managers?

“LPs are going to look
EEEEEEEEEN

No
o
9 0 / o furst and foremost

at past experience”

ALLI WALLACE STONE
Meketa Investment Group

Yes

b1%

No
39%

vestment rights. Less common, but still
cited by almost 40 percent of respondents,
was the more controversial discounted fees
on subsequent funds, while 31 percent ex-
pressed interest in owning a stake in the
GP and 28 percent in the management
company.

“Reduced fees or preferred economies
are typically expected for LPs that are
anchoring the fund or investing sizable
capital,” says Molly LeStage, managing
principal and private markets consultant
at Meketa Investment Group. “We also

infrequently see stakes in management
companies being negotiated.”

Indeed, there are a number of big-tick-
et investors that have made this their strat-
egy. Groups like Capital Constellation,
backed by the Alaska Permanent Fund
Corporation, will write sizable checks but
expect that ownership stake in return.

“For the most part, investors will get a
preferred economic stake but won’t look
to take any kind of governance role,”
McCormick explains. “That plays better
with other LPs coming in.”

September 2021

Meanwhile, 43 percent of emerging
managers surveyed said they had had an
anchor in their latest fund. But securing
an anchor is not a fundraising panacea.
“Having a cornerstone can help acceler-
ate the process,” says McCormick. “But it
isn’t a guarantee. Having a referenceable
LP on board can help, but it depends who
that LP is. LPs can also be turned off by
the anchor investor, particularly if that
anchor has negotiated highly preferential
terms.”

Indeed, anchor investors can be seen
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If yes, how many co-investments do you anticipate making alongside emerging manager funds over the next year? (%)

I 0 W Betweenland2 [0 Between3and5 [ Six or more
60 80 100

o
)
S
N
S)

What is your target allocation as a percentage of your total PE/VC portfolio regarding co-investment opportunities?

[ Lessthan 10% W Between 10and 20% ] Between 21 and 50% 1 More than 50%
40 60 80 100

o
N
o

How important are the following factors when evaluating an emerging manager fund? (%)

[ Extremely important B Very important [ Important [ Somewhat important [ENot important
20 40 60 80 100

o

Composition of team

Track record

Investment strategy

Deal sourcing process

Fund terms and conditions

Operations/compliance

Co-investment opportunities
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How long does it typically take from first introduction to a signed commitment? (%)

B 1-4 months B 5-9 months 77 10-12 months I More than 12 months
60 80 100

o
)
o
N
o

How many meetings, including conference calls, would you expect to have with an emerging manager before making a commitment? (%)

B Three or fewer Bl Between4and5 [] Betweenéand 10 [ More than 10
60 80 100

o
N
=)
IN
o

as both a positive and negative by the Do you look for any of the following in an emerging manager? (%)
LPs that follow. “An anchor investor
adds credibility to an emerging manager’s

o

10 20 30 40 50 60 70

fundraising effort. It can act as a catalyst
to the development of the GP,” says Rick
Spencer, co-head of Barings’ funds and
co-investment platform. “Having an an-  E>C considerations
chor in place means the spade work has

been done for the structural and opera-

tional requirements of being a manager

and that there will be working capital sup-  \yoriplace code
port for team retention and build, as well ~ of conduct

as capital availability to allow the manager

to pursue opportunities.

“The disadvantages, however, are the
potentl:fll. for diluted ahgnment,”. Sp.encer Code of conduct at
adds, citing an anchor’s potential influ-  portfolio companies
ence around governance and investment
activity, as well as preferential co-invest
access.

There are also pros and cons for the  Formal diversity or
GP itself. “Emerging managers can’t inclusion policy or
always be picky but should give strong initiative
consideration to how they build their LP
base,” says Schmidt.

“Some anchor investors will ask a lot
and emerging managers need to consid-
er if an anchor’ capital is worth it, as this
can often limit the ability to attract future
investors. Building a too concentrated,

Family leave policy
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or friends and family, LP base can create ~ Would you make an anchor commitment to an emerging manager?
challenges for Fund II or Fund III as a
manager looks to scale.”
Two-thirds of those anchors did re- Yes
ceive discounted management fees and 57
percent received discounted carry. Close o
to a quarter received contractual co-in- 0
vestment rights, 17 percent a stake in the
GP and 9 percent a stake in the manage-
ment company. The sale of ownership
stakes, however, can be particularly coun-
terproductive.
“We vigorously object to the habit that
many LPs now seem to have of taking a
part of the business,” said one investor
respondent. “We actually walk away from
GPs that have sold their dream.” »

What kind of terms do you try to negotiate with emerging managers? When negotiating fees, do you believe LPs
(Multiple responses allowed, %) generally negotiate harder with... (%)
0 10 20 30 40 50 60 70 100

LPAC participation

Co-investment rights
(contractual)

Discounted management fees

based on size commitment 80

Investment in the GP or
management company

Opt-outs on certain

investments
Other
60
[ There's no
If you were to make an anchor commitment, what special terms would you seek? difference
(Multiple responses allowed, %)
Established
B Gps
0 10 20 30 40 50 60 70 40
Emerging
Discounted carried interest manager
B Gps

Discounted management fees

Co-investment rights

Discounted fees on
subsequent fund(s)

20

Ownership stake in GP

Ownership stake in
management company

Other
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A differentiated strategy is critical to the success
of a furst-time fund, says partner at Arctos Sports

You have just closed on

one of the largest first-time
funds in history. To what do you
attribute your success?
Arctos has a differentiated strategy

predicated on a compelling invest-

ment thesis in an exciting and growing
sector. Given how many private equity
funds are seeking to raise capital at any
given point in time, having a clear and
unique strategy is critical.

In addition, most of our team has had a
history of working together prior to form-
ing Arctos. Ian Charles spent most of his
career at Landmark Partners where Joe
Nasr previously worked. Doc O’Connor
and Jordan Solomon both worked togeth-
er at Madison Square Garden Group be-
fore Arctos. So, while we were a first-time
fund, we are not a first-time team.

Can you tell us more about

Arctos' strategy and how
the members of your team
complement one another?
Arctos Sports Partners is the first pri-

vate equity firm focused exclusively

on the professional sports industry. We
invest in teams in multiple ways, including
growth capital on a team’s balance sheet,
financing to help a new buyer acquire a
team and liquidity solutions for owners
looking to sell out or down their stake in
a franchise.

Our team has a deep and complemen-
tary skill set across sports and entertain-
ment operations and private equity invest-
ing and is uniquely positioned to act as a
collaborative partner for sports ownership
groups and leagues.

Partners Robin Slutsky

| -

What makes the sports
industry an attractive area
to invest?
he sports ecosystem sits at the center
of a series of compelling secular
trends, including live events, digitization,
data analytics, legalized sports betting
and international growth with strong tail-
winds that have accelerated post-covid.

“T'he sports ecosysterm
sits at the center of a
series of compelling

secitlar trends”
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Historically, sports returns have been
uncorrelated to other asset classes. They
have high levels of recurring revenues at
between 70 and 80 percent plus, and ben-
efit from consumer preferences for live
entertainment and appointment viewing
content. Franchises enjoy strong custom-
er loyalties that span generations. Teams
are currently seeing the benefits of this
loyalty in the form of pent-up demand as
cities have reopened to live events.

Finally, the business of sports is evolv-
ing quickly in exciting ways, with the ad-
vent of digital technology and growing
financial sophistication in the space. Team
properties are becoming anchor assets
within broader content platforms that in-
corporate everything from physical real
estate to mobile sports betting and gam-
ing, with exciting potental for growth.

How can private equity
impact the sports industry?
his industry has historically had to
fund growth organically. We think
private capital will allow for high ROI in-
vesting and growth acceleration whether
it be in real estate and new stadium devel-
opment projects, technology, gaming, the
fan experience or the acquisition of anoth-
er franchise. We also believe institution-
al capital will help to simplify ownership
structures of teams where there may be
dozens of limited partners. The industry,
with access to private capital and along-
side increasingly sophisticated ownership
groups and management teams, will gen-
erate stronger revenue growth and profit-
ability, and, as a result, higher valuations
going forward.
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Opening up

As LPs become more receptive to new relationships, strong networks and track records are
helping emerging managers stand out in a crowded mid-market. |Vicky Meek reports

P appetite for
equity —
lar North American private
equity — appears insatiable.
In a development few would

private

and in particu-

have predicted at the start of
the pandemic, fundraising has not just
continued relatively uninterrupted; it has
smashed records.

In the first six months of 2021, North
American GPs raised an aggregate $297
billion, the highest amountin any first half
period since the global financial crisis, ac-
cording to data from affiliate title Private
Equity International.

Yet, in a continuation of a trend seen
for many years now, that capital is in-
creasingly concentrated among larger
players — the average fund size increased
by 26 percent on H1 2020 figures to
$740 million, far higher than first-half

September 2021

averages in other recent years. It is clear
that LPs are seeking out larger funds in
a bid to deploy capital and keep a lid on
the number of GP relationships they need
to manage. So where does that leave to-
day’s emerging managers — particularly in
spaces such as the US mid-market, where
competition is hardly scarce?

Emerging managers certainly had
a more difficult time in the early phas-
es of the pandemic — after all, most LPs
were trying to understand their existing

14%

LPs that plan to allocate more to
emerging managers in 2021

Source: Eaton Partners

exposures and were getting to grips with
virtual meetings as opposed to scoping the
market for new relationships.

“We did see a flight to familiarity to
begin with as LPs focused on re-ups with
existing managers,” says Eric Deyle, man-
aging director at Eaton Partners. “And
it’s true that the lack of in-person due
diligence and opportunity to build rela-
tionships put first-time funds at a disad-
vantage.”

“Things came to a grinding halt when
the pandemic struck,” says Sanjiv Shah,
managing director at HarbourVest. “That
meant that some groups who were think-
ing about launching had to revisit their
timings, while others raising successors
to their debut funds had to rethink when
they were going to come to market. The
situation caused a lot of uncertainty for
emerging managers.”



However, activity following the initial
shock suggests that some of the early ret-
icence to commit to newer managers dis-
sipated reasonably quickly. In July 2020,
Gallant Capital Partners reached a final
close on its inaugural fund at $378 mil-
lion. According to the firm, the fund hit
its hard-cap and was substantially over-
subscribed.

In early 2021, Seaside Equity Part-
ners, led by former Wafra executive An-
drew Thompson, reached a final close on
$160 million, and March this year saw the
close of Denali Growth Partners’ debut
fund at $203 million. In July came the
news that Avesi Partners had reached a fi-
nal close at $875 million on its first fund -
well over its $650 million target. And that
is to name just a few recent US emerging
success stories.

“There was a bit of a pause in interest
in emerging managers at the beginning of
the pandemic as LPs focused on existing
relationships,” says Natalie Walker, part-
ner at StepStone. “But we’ve seen things
really pick up over the past year and we’d
expect that to continue.”

Backing this up are the results of an
Eaton Partners survey published in April,
which found that 71 percent of LPs were
planning to make no change to their
emerging manager allocations, while
14 percent were expecting to allocate more
to funds raised by newer firms.

Fierce competition

That does not mean the market is nec-
essarily welcoming all emerging manag-
er funds with open arms. Despite LPs’
strong appetite for private equity, the
fundraising market is highly competitive.
“Existing GPs are coming back on a more
frequent basis than previously,” says Chris
Webber, senior vice-president at Monu-
ment Group. “That means newer man-
agers are competing against re-ups much

“We’re seeing the
creation of dedicated
funding platforms and a
broadening of the type
of investor targeting

newer managers”

ERIC DEYLE
Eaton Partners

more than they were a few years ago and
LP bandwidth is also stretched.”

This is potentially why we are seeing
a bifurcated market today for emerging
managers. “The market is split between
the haves and the have-nots,” says Walker.
“Emerging managers with relationships
with LPs and strong track records are
raising more quickly than usual because
of the virtual due diligence process, while
those without are taking much longer to

S$1.3bn

Capital raised by first-time US
mid-market funds in Q1 2021

raise.”

Source: PitchBook
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And possibly today more than ever,
given travel restrictions, those emerging
managers able to draw on existing rela-
tionships with LPs fall firmly within the
‘haves’ camp.

“There has been a flight to familiari-
ty,” says Shah. “But the fact that we spend
a lot of time relationship-building means
that it doesn’t necessary follow that we
invest in the same groups over and over.
When we invest in a new team, we may
only have two degrees of separation from
them rather than six. We often have con-
nections with individuals even if the name
on the business card has changed.”

Spinning out of a major firm can help
attract LP attention. Ex-KKR executives
Jim Momtazee, Karr Narula and Neel
Varshney, for example, teamed up with
ex-Ares partner Alex Albert last year to
establish Patient Square Capital to tar-
get healthcare investments. Yet the firm
also illustrates another trend in emerging
manager fundraising: larger fund targets.

“A wave of emerging managers raising
upwards of $1 billion has come out over
recent times,” says Walker. “Historically,
we’d have viewed emerging managers as
sub-$1 billion, but the funds are getting
larger. That’s because we’re seeing quite a
few GPs spin out of large firms, their track
records are in the mid-to-large space and
their reputations justify the larger fund
size.”

With its debut fund launched on the
market in February, Patient Square is
believed to be seeking $3 billion, which
would make it among the largest ever in-
augural funds.

Helping these newer firms navigate
first-time fundraising are new pools of
capital dedicated at least partly to emerg-
ing managers. “The amount of capital
available for emerging managers has
never been greater,” says Deyle. “We’re
seeing the creation of dedicated funding
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platforms and a broadening of the type of
investor targeting newer managers. Foun-
dations, family offices and endowments
have long been supporters of new firms,
but now we are seeing pension funds and
insurance companies step in, too.”

Many LPs — in the US especially —
have established emerging manager pro-
grammes dedicated to finding new talent
in the industry, and some have further for-
malised such programmes. Capital Con-
stellation, for example, is a joint venture
between several institutional investors,
including Wafra, Alaska Permanent Fund
Corporation, RPMI Railpen, Kuwait In-
vestment Authority and AP3, that was
established to support the development of
next-generation managers.

In addition, firms such as Gatewood
Capital Partners and Grafine Partners
have raised or are raising capital with the
specific aim of seeding emerging managers
and helping them reach first close.

On good terms

Part of the attraction for LPs is the pros-
pect for higher returns than with estab-
lished managers — several studies have
suggested the hunger felt by emerging
managers has the potential to deliver out-
performance, although they also find that
dispersion is higher than for existing firms.

Yet some LPs are also looking for bet-
ter terms and access to co-investment
opportunities. “Emerging managers can
be a good way for LPs to access better
€CcoNnomics or co-investment opportuni-
ties, particularly if they are a cornerstone
investor,” says Walker.

The expectation of a long-term rela-
tionship is also top of mind for investors.
“Some LPs are using emerging manager
programs to back teams early in their de-
velopment with the intention of growing
with them,” says Deyle. “Once a firm is
raising fund III or IV, it’s really difficult
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“T'he market is split
between the haves and

the have-nots”

NATALIE WALKER
StepStone

to establish a key role with a sponsor or
become a strategic investor. The trend for
co-investments is playing into this — LPs
need to come in at the right inflection
point if they are to establish themselves as
a first-look co-investor.”

At the same time, some emerging
managers are being highly strategic about
which LPs they are targeting. “There is
a lot of capital being directed towards
private markets and private equity in
particular,” says Shah. “That is creating

First-time funds closed as a proportion of
the total number of US mid-market funds
closed in Q1 2021

Source: PitchBook

more opportunities for spin-outs and oth-
er emerging managers. It’s clear some are
oversubscribed and doing one-and-done
closes. Yet there is also a cadre of GPs that
are being more thoughtful and intentional
about how they build their LP network.
They are looking to build a diversified LP
base that will stay with them as they devel-
op and grow.”

Deyle agrees. “Relationship building
has really gathered momentum post-pan-
demic,” he says. “It’s a crowded market
and so there needs to be a disciplined
go-to-market strategy. Emerging manag-
ers are increasingly looking at who they
should build relationships with who will
be there for fund II1.”

Opverall, the fundraising outlook for
emerging managers looks promising, in
particular as many LPs are now actively
seeking out new relationships. Even if the
early stages were tough, the pandemic
may ultimately turn out to have helped
their cause. “Emerging managers have the
benefit of starting with a blank page,” says
Walker. “They don’t have portfolios that
have just gone through the pandemic and
may be impaired — that’s quite a differenti-
ating factor today.”

And it may even be that covid-19 leads
to more emerging managers coming to
market.

“Post-pandemic, we will see sever-
al GPs with performance that will come
through more slowly as a result of the
disruption caused in the portfolio,” says
Deyle. “That may well mean that the
prospect of carry diminishes — and when
that happens, you see people leave to set
up new firms.”

The result may be that we see a whole
raft of new players, with capital ready to
support them. And if that happens, the
US mid-market private equity landscape
may look quite different in the years to
come.
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Emerging managers often provide investors with access to niche
strategies that improve diversification, says Argand Partners
director of investor relations, Koy Blackwell

How would you describe

investor appetite for
emerging managers?
| nvestors view emerging managers as

a compelling opportunity set and are

keen to identify and track new talent.
However, it is often challenging to trans-
late this interest into hard commitments
due to mature portfolios, stable existing
relationships and the comfort that long
track records provide. We have recently
seen increased traction when an emerging
manager has a diverse team. A growing
focus on DE&I has increased interest in
backing diverse teams, another signifi-
cantly underinvested part of the market.

Why are emerging managers

an attractive addition
to a private equity portfolio
for investors?
We are energized, focused and have

strong alignment with our in-
vestors. We invest behind differentiated
strategies and develop differentiated ways
to create value. We must source, invest
and manage our portfolio better than the
established market to stand out. We are
also able to build and structure our firms
in an innovative and nimble way that fos-
ters highly effective investment manage-
ment processes and attracts ambitious
and dedicated talent. We prioritize tal-
ent management and retention, diversity
and inclusion, innovation and long-term
alignment. Finally, emerging managers
often provide investors with access to
niche strategies at the lower end of the
market, increasing diversification and the
potential for alpha generation.

What do LPs look for in an
emerging manager? What
matters most (ie, track record,
differentiation, team composition,
terms and conditions)?
eam is probably the most significant

diligence factor for investors when
reviewing emerging managers — skill set
and experience, breadth of bench, histo-
ry working together, mix of personalities.
Along with the investment strategy, this
is part of a manager’s differentiation —
does the investor believe that this team is
special? Can it execute successfully on a
well-defined strategy?

What were the biggest
challenges you faced in your
most recent fundraising?
W e found that it was crucial to have a
pipeline of on-strategy investments
and to execute deals during our fundraise.
This meant securing anchor capital early
on to allow us to activate our strategy. We
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also spent a lot of time with our investors
discussing how we create value during the
investment process and demonstrating
impact.

Why do you think you were

successful?

e invest in the global middle mar-

ket in advanced manufacturing and
business services companies, and we have a
team that has invested together executing
the same strategy over market cycles. In
our experience, there aren’t many private
equity firms that approach the mid-mar-
ket with a global mindset. In addition, we
had a robust pipeline of deals sourced by
our investment team because of a long
history working and investing globally.
Sigma Electric, which was sourced by our
partner, Joyce Schnoedl, was a deal that
we completed during the fundraise. Being
able to diligence a deal live and co-invest
with us helped investors get to know our
team and understand our underwriting
and investment approach first-hand.

How does LP due diligence
differ for an emerging vs
established manager?
he process is similar, but formal and
informal references generally take on
more importance as part of the diligence
process for an emerging manager, along
with reaching deeper into the team to as-
sess talent. Unfortunately, the pandemic
has presented additional logistical hurdles
for emerging managers, particularly first-
time funds. For many investors, it’s hard
to invest behind a team you’ve only met
virtually.
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Respondent profile

A look at the participants in our fifth annual Emerging Manager Survey

he fifth annual Buyouts Emerging
Manager Survey conducted in part-
nership with Gen II Fund Services,
LLC, attracted a wide spectrum of LPs
and GPs.
GP participants were, for the most
part, firmly situated in the mid-market,
with 63 percent having between $10 mil-

lion and $249 million of committed capi-
tal. Even still, nearly one-quarter reported
commitments above that mark.

Just shy of 40 percent of participating
GPs had fewer than five portfolio compa-
nies in their fold, with 49 percent report-
ing between five and 24 portfolio compa-
nies. A full 77 percent said they plan to

What is the total committed capital to all your active funds? (%)

I Lessthan $10m B $10m-$99m [0 $100m-$249m [0 $250m-$499m M $500m-$999m
40 60

o

20

add between zero and five portfolio com-
panies in the coming year, with nearly half
of those planning to add two or less new
companies to their portfolios.
Meanwhile, 88 percent of GP partic-
ipants reported that their firm comprises
10 or fewer investment professionals, and
only 27 percent of GP participants said

I $1,000m+
80 100

How many active portfolio companies do you have? (%)

I Fewerthan5 B Between5and 9 [ Between 10 and 24 [ Between 25 and 49 [l 50 or more

o

20

40 60

80 100

How many new platform investments do you anticipate making over the next year? (%)

o

20

B BetweenOand2 [ Between3and5 [ Betweené6and 10 [ More than 10

40 60

80 100

How many new add-on investments do you anticipate making over the next year? (%)

I BetweenOand 1

o

20

40 60

B Between2and4 [0 Between5and 10 [ Between 11 and 20 M More than 20

80 100
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their firms comprise more than 11 total How many investment professionals work for your firm? (%)

professionals.

The LPs who participated in the fifth 100
annual Buyouts Emerging Manager Sur-
vey included a cohort of heavily private
equity-focused investors. Thirty-four
percent of LP participants said that they
allocate 90 percent or more of their total
portfolio to private equity, and only 19
percent reported allocations of less than
15 percent.

At the same time, nearly one-third
of LP participants said the total value of
their private equity and venture capital
portfolios amounted to less than $250
million, while 37 percent valued their
PE/VC portfolios at between $1.5 billion
and $10 billion.

Nearly half of this year’s LP partic-
ipants said they allocate between $25
million and $250 million in additional
capital to PE and VC funds per year on 0

average. = Investment Professionals Total Professionals

[ More than 11

[ Between 5
and 10

I Fewerthan 5

LPs have their say

What is your target allocation to PE/VC as a percentage of your overall portfolio? (%)

I Lessthan 15% W 15-29% [0 30-54% [0 55-89% M 90-100%
0 20 40 60 80 100

What is the value of your overall PE/VC portfolio? (%)

I Lessthan $250m B $250m-$500m [0 $501-$1,500m 50 $1,501m-$2,500m M $2,501m-$10,000m WM $10,001m or more
0 20 40 60 80 100

How much capital do you commit to PE/VC funds of all types per year on average? (%)

I Lessthan $25m B $25m-$100m 0 $101m-$250m 0 $251m-$500m M $501m-$750m M $751m or more
0 20 40 60 80 100
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Methodology

More than 140 fund managers and 50
institutional investors contributed to the 2021
Buyouts Emerging Manager Report produced

in partnership with Gen Il Fund Services, LLC

Survey conducted in partnership with Gen II Fund Servic-

es, LLC was carried out between May 28 and July 2, 2021.
A total of 145 managers self-selected as “emerging managers”
were surveyed.

The initial list was narrowed down to managers that have
fundraised or are in the process of fundraising their third fund
or fewer. A total of 56 institutional investors with a self-identified
appetite for emerging managers were surveyed. Incomplete fund
manager and investor surveys were reviewed for inclusion in the
sample on a respondent-by-respondent basis.

‘ ield work for the fifth annual Buyouts Emerging Manager
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