








alliances with controlling families
and entrepreneurs. So, on this
basis, we put the smaller markets
of Japan and Australia into the
developed category and the larger
markets of China and India in the
emerging category.
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JD-M: We use macro statistics, like
per-capita-income-to-GDR to identify
emerging markets. We exclude the
Baltics, Poland, Japan and Australia
as aresult. I'd underline that while we
have an ideal allocation for emerging
markets, we don’'t get hung up on
maintaining a particular exposure
to them versus developed markets.
In  portfolio construction, getting
the risk return profile right trumps
whether or not we have achieved our
ideal emerging markets exposure.

SM: | went to Brazil in 1958 and it

looked like a developed economy

to me then. But if you listen to most people today it is in
the “still emerging” category. Argentina in 1946 was the
second richest economy in the world. It too is in the “still
emerging” category. While “emerging markets” is a useful
term for identifying countries with development potential, |
think you are much better off breaking the world down into
regions, countries and particular companies, examining
their relative merits and investing, without too much regard
for terms like “developed” and “emerging.

Hl Triago: What are the most useful filters for
determining which emerging markets to overweight,
and which sectors and companies to invest in?

EL: We prioritize geographies depending on a combination
of factors including country risk, size, and the development
of the local private equity industry, but whether we invest or
not depends entirely on whether we find the right manager.
If we can’t find a top-tier manager for a specific geography
we don’t go with a second or third-tier manager, we leave
the geography empty.

JES: As a GP, individual company valuation is the number
one filter that we use for everything we do. We compare
price and value across all of Asia. We don’t do a top-down
pre-set allocation to any specific market, or sector. The
danger of a top-down approach is that you are liable to
invest in the hottest sector at the highest price.

JD-M: We are also essentially value-oriented and bottom-
up when choosing markets. In line with a geographic
allocation we've made, we might look at a fund manager in
South Africa. But if for some reason we can't invest with him,
we will go to Peru or Southeast Asia, as long as we find a
manager with the same risk profile and return drivers. Across
all emerging markets we want exposure to burgeoning
consumer demand — this is the core appeal of developing
economies. We filter out emerging market managers where
the value drivers are export-driven businesses, since they
double-down our bets on developed markets.

Marc Tyler Nobleman
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SM: When we started GEMS in 1998, we had some self-
imposed filters because we wanted diversification. They
included maximum investments per country and per
industry. But time, learning and our accumulated knowledge
have changed that. Today we find our expertise in particular
sectors is actually our best filter. Digging down into Asian
natural resources has led us to uncover overlooked
investments, including forestry assets in Surinam, iron-ore
in Siberia, oil and gas in Kazahkstan, and coal and gold
in Outer Mongolia. Always look for comparative value, but
where and how you do it depends on your evolution as an
investor.

Hl TRIAGO: Is a willingness to forego normal due
diligence, when choosing markets and GPs, the
greatest mistake normally sophisticated LPs are
making in emerging markets today?

EL: I'd say yes. You have western-based LPs with two
people covering global investments and they suddenly
decide they want to add an emerging market like China
or India to the mix. They pick from the few managers that
actually make it to their offices half a world away from these
target markets. Their basic mistake is that they don’t spend
enough time actually on the ground meeting managers and
getting a sense of what is available.

JES: Very disciplined LPs can become a little less so when
faced with exciting, but relatively scarce opportunities. But
the relevance of this worry is diminishing. What we are
seeing is that investors are becoming a lot more careful
and that due diligence has increased post-financial crisis.
Lack of LP discipline was a much more evident problem
before 2008, when China really opened up to the private
equity market and record sums of money flowed into our
region.

JD-M: There might be a paradox here. Quality managers
with long track records like Jean have more meat on the
bone than some other managers, so they get a standard
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“Very disciplined LPs can
become a little less so
when faced with exciting,
but relatively scarce
opportunities.”

Jean Eric Salata, Baring Asia Private Equity

round of due diligence. But too often we see there is too soft
a touch on this issue, with LPs dispensing with standard
practice because there is not enough of a track record for
proper due diligence. If you analyze the mistakes you can
make as an investor, they all come down to investing too
much capital in a rising market, so that you are increasing
commitment when valuations are highest. LPs compound
the problem by investing in managers that should not get
funded. | think the best advice for an LP is “don’t believe
in your own macro too much.” Private equity investors
who let their strategic investment plan drive allocation
without regard for bottom-up issues commit this industry’s
cardinal sin.

SM: There is clearly a lemming quality to the private equity
business and | think GPs and LPs, big and small, are prone
to it. There is no substitute for your own due diligence.

Il TRIAGO: What about track records? There
is almost no private equity history to speak of
in emerging markets compared with developed
markets, so it does seem hard for LPs to apply the
same sort of due diligence across the board.

EL: If you look at opportunities in newer emerging markets,
itis clearly harder to make sound investment decisions. But
disciplined investing is possible, even when track records
are thin. You need to take a close look at GP strategy and
team member skills, judging how well the two mesh. And
you should at least be able to analyze the investments that
team members made on their own, and any unrealized
investments in the GP’s portfolio.

JES: Investors should also keep in mind that it is far too
easy for an aspiring GP to present what looks like a good
track record, particularly on a handful of investments. A
lot of people can cherry pick individual homeruns in Asia,
for example. But what investors should be looking for in
the attributions that new teams claim, are entire portfolios
of good investments, or what constitutes their equivalent.
The performance a new team cobbles together from its
members’ past should be the complete story and should
stack up as a strategically coherent portfolio.

JD-M: Jean stole my thunder on this one. Portfolio
management is a very basic skill in this business that
must be developed in any geography. Private equity is
emphatically not about picking single investments. It is all
about creating good portfolios of businesses with sensible

return versus risk profiles. We apply the same analysis
and due diligence to identify the same core skills in fund
management and portfolio construction in emerging
markets that we do in developed markets. It's worth noting
that these skills are typically different than those of the
bankers or consultants who sometimes launch emerging
market private equity funds and claim investment track
records based on advice they provided principal investors
over the years.

SM: We should also recognize that making some mistakes
is an essential part of any fund manager’s learning curve,
particularly in volatile emerging markets. Track record,
credibility and the trustworthiness of a manager in emerging
markets all must be vetted, yes, but local knowledge and
the scars to prove it are hugely important. It can be very
revealing for LPs to ask managers about what they learned
from their mistakes.

Hl TRIAGO: What are some promising emerging
markets that you believe investors are overlooking?

EL: | actually don’t think there is a market that is overlooked
right now. There are some economies that are interesting,
where you don’t see a lot of private equity activity. But
these are markets where there is no access at the moment
to managers with local expertise and experience. | think
African frontier markets are a good example of this. To
justify more investment, there must first be more good GPs
operating in these markets.

JES: China and India are both appealing Asian markets,
but they are attracting a lot of attention and valuations
are high. If | were to pick other interesting Asian markets
that are not on the radar screen as much, one would
be Indonesia, which is a very large economy. It suffers
a bit from lack of deal flow, but we think there is more
opportunity for private equity investment now than in the
past. Another more contrarian pick is Japan. It has been
such a difficult market, a lot of people lost interest in it. But
because of that, there is a lot less competition. Japan has
shown reluctance to restructure and sell assets, deal flow
has been limited and returns low. But that is changing. In
particular, the smaller company sector is easing up.

JD-M: Latin America and Africa are getting far less attention
than Asia. Really, it is surprising how many people go
straight to Asia when discussing emerging markets. Most
of Latin America and many of Africa’s markets are relatively
neglected, given the opportunities available. | would agree
with Jean, there are some South Asian countries where
capital flows are slim given potential reward, among them
Vietnam, Thailand and Indonesia. Markets suffering from
excessive inflows of private equity investment include
South Africa, Turkey, and arguably China, although its
vastness mitigates against this.

SM: As | said before, one of the beauties of a focused
strategy is that it can uncover overlooked opportunities.
For us, that has happened in the relatively neglected
markets | mentioned earlier. Beyond that, | agree with Jean
and Juan on Indonesia. As for China, there is still plenty
of room for everybody. That is one market where size and
variety is a definite positive.
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Private Equity Blog

A round-up of market issues and opportunities for
limited partners and general partners.

DODD-FRANK

Since passage of the Dodd-Frank financial reform bill
last July, U.S.-based LPs have found themselves unable
to invest in a number of funds raised by non-U.S.-based
GPs, largely due to GP confusion over rules. Wishing to
avoid Dodd-Frank-mandated SEC registration, GPs cite
the “Foreign Private Adviser Exemption” when shutting
out U.S.-based investors. Under this rule, non-U.S.-based
GPs side-step SEC compliance costs of $300,000 to
$400,000 only if they manage less than $25 million for
fewer than 15 U.S.-based clients. But a second, little known
loophole exists - the “Limited Private Fund Exemption” -
which allows non-U.S.-based GPs to manage an unlimited
amount of U.S. capital, with limited SEC record-keeping
and reporting requirements, and negligible monetary and
manpower costs. The only requirements are no regular
place of business in the U.S., no solicitation of the general
public and a limitation insuring investment advice is
provided just to U.S.-established private fund structures.

Secondary fundraising
is likely to nearly double
to a record $22 billion
in 2011, while funds-of-
funds struggle to match
the $13.5 billion they
raised last year.

COMPANY OVERHANG

Here is a worrying statistic from the largest private equity
market in the world: according to Pitchbook, excluding
minority stakes and add-ons, private equity firms owned
a record 5,994 U.S. companies at the end of 2010. Two-
thirds of the companies making up the corporate overhang
were bought between 2005 and 2007. With an average
hold period in 2010 of five years before investment exit
- considerably more than in previous years - GPs face
increasing calls from LPs eager for distributions to sell
the overhang. The obvious negative: a rush to sell these
companies could pressure deal multiples.

EMERGING MARKET IPOs

Last year emerging market IPO volume reached a record of
$184.1 billion, accounting for 64 percent of global volume.
As GPs and their local partners work towards listings, the
extraordinary riches being generated by IPOs are making
corporate control much less of a divisive issue than it
used to be in emerging markets, where family ownership
structures and culture mean that private equity investors
usually must settle for minority stakes. With emerging
market IPOs widely viewed by economists as more solidly
underpinned by sound macroeconomic policies than at
any point in the recent past, this could be a buy signal for
LPs who have been reluctant to invest in strategies that
don’t rely on corporate control.

SECONDARY FUNDS AND FUNDS-OF-FUNDS
Secondary funds will increasingly supplant challenged
funds-of-funds in 2011, with the latter category
characterized by takeovers, consolidation, and even
gradual transformation into - yes, you guessed it -
secondary funds. Both types of funds typically share the
same “1 and 10” compensation structure and offer the
same theoretical advantage: an easy way to diversify
risk through broad fund exposure. But secondary fund
investments do it better through shorter duration periods
and, more often than not, better IRRs, since they buy
portfolios at discount. Funds-of-funds’ share of secondary
market purchases rose 42 percent in the last two years
and they now account for a third of all buyers. Secondary
fundraising is likely to nearly double to a record $22 billion
in 2011, while funds-of-funds will struggle to match the
$13.5 billion they raised last year - even with more capital
earmarked for secondaries.

DEBT WALL UPDATE

The debt wall became alot less scary in 2010 as leveraged
loans due by 2014 - the lion’s share held by private equity
portfolio companies - fell 23 percent through the third
quarter to $324 billion, as general partners paid off credits,
or restructured maturities through amend-to-extend deals
and high yield bonds, according to Standard & Poor’s
Leveraged Commentary and Data. The huge difference
with 2009, when the debt wall fell 20 percent, was the
minimal amount of value-destroying bankruptcies. They
accounted for just 6 percent of debt reduction in the first
three quarters of 2010, versus 29 percent for the whole
of the previous year. GPs should make aggressive use
of favorable debt and equity financing to lower the wall
further, removing the worry of another bankruptcy spike.
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