FVCA Risk Measurement Guidelines

Q&A with Dr. Peter Cornelius, Chairman, EVCA Risk Measurement Guidelines Working Group and
Partner, Economics and Strategy, Alplnvest Partners

PET): Please tell us about EVCA’s Private
Equity Fund Risk Measurement
Guidelines Working Group and the
process of setting up the working group
and drafting the Risk Measurement
Guidelines. When did it all start and
what triggered ifs creation?

: relius: The decision to set up @
working group 1o study best practices in
risk measurement and management in
private equity was faken in early 2010.
The key objective of the working group
was to draft a set of guidelines that assist
investors in measuring and managing risk
in private equily, thus helping them
oplimise their exposure fo the asset class.
Importantly, the addressees of the
guidelines are limited pariners, not
general pariners. The starting point of the
working group, which included some of
the most experienced risk managers and
practitioners in the industry, was the
experience many investors had made
during the financial crisis in 2008. Their
cash-flow models typically assumed more
or less normal market conditions, under
which unfunded commitments were
covered by distributions or other sources
of liquidity. But as the parameters of their
cashflow models shifted rapidly upwards
during the crisis, several investors
experienced significant liquidity issues,
and some of them were forced to
liquidate assets af firesale prices. This
experience suggested that there was an
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urgent need for investors to upgrade their

risk management systems in illiquid assefs.

PET): The Solvency Il Directive has
stirred a lot of discussions within the
industry. How important are the roles
that Solvency Il and its approach to
modelling private equity risks have
played in the creation of the guidelines?
And generally how is Solvency Il
expected fo impact private equity as an
asset class?

Solvency Il provides different
options for European insurers. While the
industry response to Sclvency Il has
focused primarily on the standard
approach, under which private equity
faces significant solvency capital
requirements making the asset class
more expensive for insurers, the risk
measurement guidelines are particularly
relevant for developing proprietary risk

models. Running such models requires
the approval of the regulator, and the
guidelines may help define o standard
in this process. That said, the guidelines
should not be seen as o direct
response to Solvency Il or any other set
of specific regulations. Instead, the
guidelines represent a general
framework for measuring risk in an asset
class, which shows charocteristics that
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are fundamentally different from
marketable instruments.

PETJ: Basel Il and the discussions
around it were also supposed fo
have an impact on the indusiry -
has Basel [l affected the guidelines?
Are there any other regulations,
including AIFMD, that have affected
the guidelines?

PC: No. The key objective of the
guidelines is to help limited partners put
in place a framework to adequately
measure and manage the idiosyncratic
risks of private equity. Whether or not
limited pariners are requlated invesiors,
such as insurance firms or banks, or are
unregulated, for example, family offices
or endowments, is of secondary
imporiance from the perspective of the
guidelines. lronically, banks are the
most heavily regulated industry, and yet
we have seen spectacular failures time
and time again. Conceivably, individual
instituions may be in perfeci
compliance with existing regulation

and may nevertheless come under
severe stress,

PET): How would you describe the
guidelines in terms of providing
standard model with a list of detailed
rules and parameters to calibrate
internal models or as a principles-based
model aiming to provide a conceptual
basis instead?

PC: The guidelines recognise that each
portfolio of holdings of private equity
funds has specific characteristics. As a
result, the guidelines do not aim fo
calibrate specific models by using one-
sizefor-all parameters. Instead, the
guidelines aim to help users identify their
own exposure fo the different risks that
are relevant for privaie equity investors
and how these risks should be
measured. Thus, the guidelines are
principles-based. They aim to provide @
conceptual basis instead of a list of
detailed rules or parameters to calibrate
internal models.

PET): How does the January 2013
version of the guidelines diverge from
the original consultation paper
released in January 2017 and what
were the most important comments from
constituents that you have incorporated
in the final version?

PC: The guidelines in their final version
reflect many rounds of comments and
suggestions the working group has
received since the beginning of our
work. The consultation process has been
particularly important. Many investors
have provided extremely helpful insights,
which have been instrumental in finalising
the guidelines. An area that aitracted
parficular inferest concerns the use of net
asset values [NAY) versus cash flows
and the net present value [NPY) of
investments. In this process, the working
group received invaluable support from
o world-class academic advisory board
consisting of Professors UIf Axelson,
London School of Economics, Morten
Serensen, Columbia Business School,
and Per Strdmberg, Stockholm School
of Economics.

PET): Why have you chosen the
guidelines fo focus on a value-atrisk
(VaR) approach to risk measurement
for portfolios of private equity funds?
How is that approach different from
other approaches and why has it been
considered appropriate for investing in
private equity funds?

PC: The value-atrisk is one of the most
important measures for financial risks,
with concepts similar to VaR being used
in many parts of financial regulation. The
basic idea of VaR applies to illiquid
assels as well: what is the maximum loss
a porifolio may suffer in a given fime
period and within a given confidence
interval? However, applying VoR analysis
io illiquid assets, for which market prices
do not exist, raises o number of
important conceptual and statistical
issues. In addressing these issues, the
guidelines present two alternative
approaches. One is based on changes

in NAVs, the other one focuses on the
volatility of cash flows. The latter uses
historical cashflow data over the entire
lifecycle of funds and hence is more
appropriate in terms of dealing with
undrawn commitments,

PET): How have you come up with the
four main risks - funding risk, liquidity
risk, market risk and capital risk?

Are there any other risks that need

to be considered?

PC: Importantly, the guidelines focus on
risks that are very specific for invesfors in
private equity. There are cther risks that
are important, such as reputational risk or
governance risk. But these risks need to
be addressed by financial investors
regardless of the asset class they invest in.
As far as private equity investors are
concemed, losses may first of all be
caused by adverse movements in markel
prices, such as equity valuations or
foreign exchange rates. However, in
comparison with investors in publicly
traded assets, LPs in private equity funds
face significantly different challenges in
measuring market risk and hedging the
risk of adverse price movements. Similarly,
there are fundamental differencas in
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determining the capital risk of fund
invesiments - the risk that a fund fails to
return the LP's capital (plus an expected
return). These differences arise from the
specific nature of fund investments where
partnerships have a typical lifetime of
10-12 years. This leads us to the
importance of liquidity risk: unlike in public
markets where investors can continuously
buy and sell assets, ai least under normal
market conditions, to rebalance their
portfolios, this is not possible for private
equity investors, While a secondary
market has emerged over the past two
decades, private equity remains a highly
iliquid asset class, This means that
investors cannot easily divest their stakes
in funds, whether the desire to sell is
motivated by liquidity factors in times of
financial dislocations or by strategic
considerations. Finally, as we have seen
in the recent financial crisis, undrawn
commitments can play a very important
role. Today, funding risk, sometimes
called commitment risk, ranks very
prominently on risk managers' agendas.

PET): The most widely used
methodologies to measure the risk of
private equity investments are based on
the assessment of the volatility of NAVs
and of cash flows. What is your
recommendation in terms of selecting an
appropriate methodology for specific
portfolios? What modelling inputs should
be included in the analysis?

PC: NAVdime-series-based approaches
assume that the risks of investments in
private equity are mainly represented by
the volatility of the fund’s NAY series.
Such approaches are relatively easy to
implement and methodically they are
appropriate for funds whose value
derives mainly from the valve of their
existing underlying portfolio companies
and for investors with a relatively limited
allocation to privaie equily. By contrast,
cash flow-based modelling
methodologies are based on cashflow
projections, which are used to derive the
NPV of investments under different
scenarios. Cash flows are discounted
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using appropriate risk-adjusted rates that
quaniify the risk inherent in the future
cash flow. The cash flow-based
opproach is advantageous for investors
with significant exposure to private equity
and where unfunded commitments siill
represent a significant part of the
investor's exposure.

PETI: How important is stress-testing
when using cash flow-based models?
What are the most critical shocks that
you would recommend to be used in
stress-testing?

PC: Stresstesting plays o criical ole,
given that historic cashflow data can
only have limited predictive power,
Given these limits, it is not possible to
anticipate outcomes with a degree of
accuracy that is needed fo measure and
manage risk effectively. Therefore, it is
important fo evaluate and quanify the
impact of shocks that weuld materially
change projections. Parameters that
should be subjected to siress testing
when using cash flow-based models
include the lifetime of funds, delayed
repayments, lower [RRs, higher cashflow
volatility and a greater degree of
correlation between funds.
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PET): How important is the impact of
diversification on the risk profile of the
portfolio of funds held by an investor?
The guidelines state that diversification
over vintage years is one of the most
effective ways of mitigating risks. Would
you say that this has been the industry
practice so far and what other ways of
mitigating the risk are recommended by
the guidelines and by you?

PC: Diversification is critical in investing
cnd private equity is no different.
Statistically, it can be shown that
diversificaiion reduces risk substantially in
private equity portfolios. There are
several dimensions along which private
equity porffolios can be diversified:
vintage years, stages, geographies,
industries, and strategies. For instance, a
growth capital fund raised in 2006
targeting emerging Asia shows
fundementally different risk return
characteristics from a large buyout fund,
which was raised in 2004 to acquire
assets in the US market. As a matter of
course, effeciive diversification requires
screening and monitoring investment
opportunifies across the globe in
different market segments. In reality, few
limited pariners have the resources to do
that, however; instead many investors
focus on those markets they know best.
While diversification is generally based
on observed correlations, it is important
to take into account the limitations of this
approach. A well-known prablem in this
regard is the concept of stale prices.
Therefore, it is advisable to also look at
implied correlations, an approach that is
based on systemic factors, such as value
drivers, which can be mapped fo each
fund and/or portfolio companies.
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=1): How important is the validation and
verification of models and why? Should it
necessarily be done by an external parfy
and how often should models be
validated and verified after initial
verification done prior to actual reliance
on the model? What other alternative
methods for verification can be used

where pure backtesting is not feasible?

PC: The accuracy and robustness of risk
management frameworks must be
reassessed regularly. As the financial
crisis has shown, risk is not static but
dynamic. Hence, risk measurement and
modelling need to be dynamic, too. Risk
measurement approaches have 1o
incorporate relevant past data, but they
should evolve with new information and
adapt to a changing environment. To be
objective and unbicsed, the verification
and validation process should be
conducted independently. This can be
done internally by independent qualified
staff; or the modelling is subjected to an
external review. Ideally, the quality of a
model should be determined using back-
testing. In private equity, however, the
scarcity of daia can be a major obsiacle.
This challenge is particularly important for

investors who are new io the asset class.
And especially in venture capital, the past
does not always provide a reliable
yardstick for the future. In overcoming
these challenges, sensitivity analysis,
stresstesting, qualitative assessment and
judgement can play a very useful role.

PETJ: The guidelines introduced the
concept of qualitative assessment. How
can qualitative assessment fill in gaps in
data and what is the best way of
incorporafing qualitative data in risk
models? Is it possible to translate
qualitative data info quantification?
What other ways of overcoming data
scarcity would you suggest?

PC: As important as quantitative risk
measurement is, in privale equity risk
managers offen face important data
constraints. This does not mean,
however, that effective risk management
cannot be done. Rather, the risk
manager has to work with the sef of
information that is available o him, and
this includes qualitative assessments.
Understandably, many risk managers
feel uncomfortable using qualitative
data, as they fear that such information
may be inconsistent and hence result in
distorted conclusions. However, this
discomforl can be miigated by
employing classification schemes for
limited partnerships. In fact, a growing
number of LPs are using propriefary fund
grading systems that fake inio account
qualitative assessments. In such systems,
funds are benchmarked against their
peers, which makes it essential to define
the appropriate peer group to extract
information from the grading of funds. At
the same fime, there have been attempts
by external agencies 1o provide private
equity fund ratings. While such ratings
are common in the mutual funds industry,
in private equity such rafings are more
challenging, however, given the limited
number of cbjective criteria that can be
used in a standardised fashion.

PET): What are the major challenges in
applying the guidelines?

Probably the most important
challenge in implementing the guidelines
lies in the nature of the asset class itself -
the limited amouni of data tha is
ovailable to the risk manager. Imporiantly,
investment professionals and risk
managers alike have to give up their
liquid investment” mindset. Insiead, they
have to leamn to work with a sef of
information, which is incomplete and at
least fo some degree qualitative. This
makes il even more important to
constantly validate and verify the
underlying assumptions, requiring an
institutional framework that is conducive fo
an independent and cbjeclive assessment.

PET): What impact do you expect that
the guidelines would have on the
industry as a whole and what types of
investors is likely to adopt the
guidelines? Are you aware of LPs that
have already adopted or are planning
to adopt the guidelines?

PC: While it is too early to assess the
potential impact of the guidelines on the
risk measurement practices in the limited
partner community, it is encouraging to
note that some investors already have in
place systems that are consistent with the
guidelines. Imporiantly, this includes
investors that are not subject o a
particular set of regulations - insfead,
their risk-measurement approaches are
guided by the objective to maximise risk-
adjusted returns given their individual risk
appetite and liability structure. Finally, |
would emphasise that the guidelines are
a living document. As investors continue
fo gain experience and academic
research on risk management in illiquid
assets continues to advance, the
guidelines will need 1o be revisited. Risk
is dynamic, not static, and so should be
the guidelines.
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