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EXECUTIVE SUMMARY
The private equity secondary market underwent significant changes over the last decade and
in particular over recent years as a result of the global financial and economic crisis. Based on
Partners Group’s experience as an active investor in the secondary market since the late
1990’s with over USD 7bn invested to date, this paper highlights how the global market for
private equity secondaries is linked to economic development and which factors need to be
considered in order to successfully create value at different stages of the cycle.
Hereby, the concept of value-based secondary investing will be introduced in order to derive
the relevant investment strategies based on the major sources of return which can be
identified at the different stages of the cycle.
Manager selection together with a fundamental understanding and tracking of underlying
portfolio companies, business models and sectors are key prerequisites for assessing the
return potential of secondaries at any point in the economic cycle:


In the downturn, this allows investors to benefit from the market dislocation by buying
at trough valuations from liquidity-driven sellers without taking excessive downside
risk.



In the upswing the approach helps to identify and select the portfolios that offer the
highest fundamental value creation potential, often with near term realization prospects
while customized solutions can be used to bridge a potential pricing gap.

By following such a value-based approach, investors are well positioned to achieve attractive
returns, thereby fully capitalizing on the current secondary market opportunities arising from
the continued strong deal flow, the ongoing recovery of underlying portfolio companies postrecession and the full re-opening of exit markets.
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INTRODUCTION – VALUE-BASED SECONDARY INVESTING
The global private equity secondary investment market has experienced a significant
transformation over the past decade and in particular over recent years as a result of the global
financial and economic crisis. From a niche market of marginal size in the past, offering liquidity
solutions to just a few private equity investors with tail-end fund interests, the market has grown
substantially over the past decade (exhibit 1). While part of this development is linked to record
fundraising for private equity funds in the years leading up to 2008, the global financial and
economic crisis clearly served as a catalyst for change in the private secondary market with very
substantial volumes brought to market in the years 2008 to 2010.
Exhibit 1: Partners Group deal flow 2004 - 20101
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For instance, Partners Group sourced a record secondary deal flow of over USD 66bn in 2010.
Although not all sellers found buyers, global transaction volume for 2010 is still estimated to
exceed USD 20bn, a record in secondary market history. While the dramatic increase in deal
flow is certainly one of the more visible signs of the recent downturn and the ongoing
recovery, other factors are also closely interlinked with the economic cycle. How does one for
instance explain the low transaction volume in 2009 of only about USD 10bn despite the
massive supply of secondary opportunities of almost USD 60bn2? What drove secondary prices
during the recent cycle? Ultimately, this leads to the question of which factors need to be
considered by secondary investors for taking advantage of the prevailing market conditions
and properly assessing the risk and return characteristics of transactions at each stage of the
economic cycle.
Partners Group continues to follow a value-based investment approach that includes both asset
selection on a fundamental level (bottom-up approach) and manager selection (top-down
approach). A fundamental understanding of underlying portfolio companies, business models,
sectors and their cyclicality is a key prerequisite for assessing the return potential and thus for
pricing an interest up for sale at any given point in the economic cycle. Furthermore, manager
selection and the understanding of the general partner’s value creation strategies and
1
2

Source: Partners Group
Partners Group private equity secondary deal flow recorded in 2009
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capabilities for successfully realizing value across cycles remain important to complement a
transaction due diligence. The advantage of a combined bottom-up and top-down approach
also becomes apparent when looking at the different phases of the economic cycle and the
corresponding major sources of return. While some of these factors are company/industry
specific others are directly impacted by the managers’ decisions and capabilities.
Exhibit 2: Value-based secondary investing across market cycles3
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Apart from a short time period at the beginning of a downturn during which a lack of visibility
makes secondary investing difficult, Partners Group distinguishes between two phases of the
economic cycle in which secondary investments offer substantial value creation potential
(exhibit 2). Phase I refers to the duration of the downturn, where secondary returns are
primarily driven by market factors (such as low valuations as a result of bottom-level earnings
and low valuation multiples or distressed seller situations as such) while Phase II is linked to
the upswing, where fundamental value creation, such as revenue growth, earnings and cash
flows of underlying companies are the main drivers of secondary returns. The following
sections highlight the key characteristics of each of these two phases by linking them to the
recent downturn and the currently ongoing recovery. They show how the investment focus
needs to gradually shift in order to generate attractive risk-adjusted returns from secondary
investments across cycles.

PHASE I – EXPLOIT MARKET STRESS
Market characteristics
The early stages of an economic downturn are still characterized by a high degree of
uncertainty, particularly with regard to public market development (i.e. falling stock prices,
high market volatility and unusually high risk premiums) and the potential negative impact of a
recession on the earnings of many underlying portfolio companies. From a secondary market
perspective, deal flow is high, primarily driven by liquidity-driven sellers. While supply-demand
3

Source: Partners Group
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considerations can partly explain the high discounts prevalent in the market, the sharp drop in
secondary prices is mainly related to fundamental factors, in particular the valuation of assets
by private equity funds – which are often outdated and do not reflect current realities. As such
it is not surprising that average secondary prices in the first half of 2009 dropped to only 40%
of NAV4. Discounts were particularly large as many of the deals brought to market were still
priced off September and December 2008 NAVs. Given the further decline in public markets at
the beginning of 2009 as well as the deteriorating operating performance of underlying
portfolio companies, these were clearly outdated. As a result of these factors, bid-ask spreads
remained wide with only a small number of distressed sellers willing to transact at these large
discounts. In fact, deal flow in the beginning of 2009 mainly stemmed from investors who were
over-allocated to private equity or had leverage running against their portfolios and were
therefore focused on deleveraging through selling highly unfunded commitments (with many of
these commitments being unsalable or only to be sold at walk-away or even negative prices).
The result was a very low transaction volume. However, in the second half of 2009 GPs
increasingly wrote down NAVs, thus better reflecting market conditions (i.e. fully taking into
consideration their portfolio companies’ lower earnings and low public market levels). As a
result, bid-ask spreads began to narrow which in turn attracted sellers back to the market and
allowed more deals to be completed later in 2009.
Exhibit 3: Phase I secondary market characteristics5
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Investment focus
Investing in an environment that is not only characterized by high discounts but also by high
uncertainty requires a clearly defined strategy, particularly to account for the risks involved.
Investors should not be lured by what may appear to be - at least at first glance - low prices,
especially since in an early phase of a recession it is not clear to what extent further downside
must be expected. Only if a seller is willing to accept a price which ultimately implies an
attractive risk-adjusted return based on a profound quantitative and qualitative due diligence
then is it likely to be a value creating opportunity. Having invested over USD 1.1bn in
secondaries between Q2 2009 and Q1 2010, Partners Group considers the following factors to
be important for taking full advantage of the market stress while at the same time minimizing
risks:


Close fundamental tracking of assets, focus on quality and stability: Investing in
a recessionary environment requires a high degree of discipline. Partners Group prices
each transaction based on a company-by-company analysis (i.e. return assessment of
each underlying portfolio company based on fundamental financial projections). On an
overall level, underlying assets must be evaluated on the basis of their cyclicality and
hence their exposure to the economic downturn. The value and expected return of an
investment must be supported by stable assets, operating in stable industries modestly
4
5

Source: Cogent Partners
Source: Partners Group
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impacted by the recession. Through its primary relationships as well as its direct equity
and debt investments in particular, which often report on a monthly basis, Partners
Group had a substantial information advantage for assessing the impact of the
recession on operating performances and as such was able to assess the stability and
return potential of portfolios early on, at a time when visibility on operating
developments for many market participants remained low. For instance, Partners Group
conducted due diligence on a pan-European buyout portfolio in the spring of 2009, at a
time when only December 2008 valuations were available. These valuations were
clearly outdated given the further decline in public markets in the first quarter of 2009
and the fact that the recessionary environment was not yet fully reflected in the 2008
operating metrics of the underlying portfolio. However, due to a significant overlap of
the portfolio with Partners Group’s direct equity and mezzanine investments (with
monthly reporting), comprehensive up-to-date information was available for this due
diligence, allowing the identification of the companies which offered superior stability
and quality – as indicated by a stable fundamental performance during the financial
crisis. With the price fully protected by the return expectations on these stable assets,
Partners Group then felt comfortable acquiring the portfolio at a considerable discount
despite the adverse general macroeconomic environment at the time.


Focus on managers with proven turnaround capabilities: The manager plays a
pivotal role in supporting portfolio companies in weathering a downturn and coping with
challenges that may arise from the levered nature of buyouts. Partners Group
extensively uses its primary resources in assessing a manager’s capabilities in a
distressed environment on potential investments identified on the secondary market.
Frequent interactions not only through advisory board memberships and due diligence
calls, but also direct investments in certain portfolio companies help investors in
understanding and assessing dynamics at the portfolio level and provide valuable
insights when considering secondary investments in a distressed environment.



Focus on speed and excellence of execution: Dealing with liquidity-driven sellers
not only requires the ability to move fast in terms of pricing but particularly also with
regard to the execution of transactions. At Partners Group, the legal and structuring
experts are a core part of the secondary investment team and are involved in
secondary evaluations early on in order to facilitate a swift closing process. The
secondary market has not only seen a sharp increase in deal flow volumes in the wake
of the financial crisis, but also saw substantial shifts in transaction sizes, an increasingly
global seller base and higher deal complexity. As a result, structuring and execution
capabilities become essential and demand an experienced global inhouse execution
team with the relevant knowledge of local jurisdictions to deliver the speed and
reliability required to win transactions.

PHASE II – BUYING INTO THE UPSWING
Market characteristics
The transition from Phase I to Phase II is gradual and happens at a time when signs of an
economic recovery begin to materialize (e.g. stabilizing earnings and declining market
volatility). From a secondary market perspective, Phase II can be characterized by a high deal
flow environment driven mostly by institutional investors’ active portfolio management. The
high transaction volume is driven by the low bid-ask spreads in the market as a result of low
discounts to GP NAVs which are still based on the underlying companies’ earnings remaining at
low levels while already incorporating the increasing recovery of public equity markets.
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Exhibit 4: Phase II secondary market characteristics6
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As indicated in exhibit 1 on page 3, deal flow remained high in 2010 and Partners Group
currently expects it to continue to be at elevated levels going forward. This is driven by
substantial further secondary sales by banks and financial institutions as well as the increased
role of active portfolio management in the private equity asset class.
In fact, based on ongoing sales of non-core assets and regulatory restrictions for banks holding
private market assets, banks alone contributed approximately 30% to the deal flow of USD
66bn sourced by Partners Group in 2010. However, banks and other financial institutions have
so far only partly turned to the secondary market to dispose of non-core private equity assets
in order to avoid losses on their portfolios. In fact, several large financial institutions have only
recently come to the market and Partners Group estimates that the vast majority of banks has
not sold yet, which should support further secondary market deal flow (as witnessed by
several new banking opportunities already sourced in 2011).
Furthermore, large institutional investors are expected to increasingly use the secondary
market as an active portfolio management tool rather than as a pure liquidity solution, even
though over-allocation and liquidity remain important factors for some investors in selling.
Analysis shows that historically between 3-5% of commitments were offered on the secondary
market, while increased portfolio management activity is expected to result in a larger portion
of primary commitments being sold (exhibit 5). As a result of these factors and despite
increased competition in the market, the supply-demand balance is still considered to be at a
healthy level with expected deal flow in excess of USD 60bn outweighing estimated annual
secondary demand of USD 20-25bn.

6

Source: Partners Group
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Exhibit 5: Primary vs. secondary market7
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Pricing on the secondary market has seen an upward-trend since late 2009, driven by a
favorable development on public markets, increasing GP NAVs as well as the re-opening of exit
markets, resulting in a better near-term liquidity outlook for secondary investors (exhibit 6). In
turn, the further increase in secondary pricing and hence lower bid-ask spreads have attracted
strategic sellers back to the market, resulting in record transaction volume in 2010. While
secondary pricing continued to increase also in the second half of 2010, the rate of increase
has notably slowed due in part to mark-to-market accounting. As such, discounts to NAV have
begun to stabilize (exhibit 7).
Exhibit 6: Fundamental drivers of secondary prices8
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Exhibit 7: Secondary price evolution9
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While secondary prices have clearly increased since their lows in the first half of 2009, it
should be noted that secondary prices are still based on relatively low GP valuations. In fact,
when looking at recent vintage years, many assets are currently still at or close to their
inflection point after experiencing significant valuation declines and a prolonged J-curve in the
wake of the global financial and economic crisis in late 2008 / early 2009 (exhibit 8).
Exhibit 8: Fund performances through the downturn10
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Investment focus
With many assets now returning to their growth path and much better visibility both in terms
of operating performance of underlying companies and potential portfolio realizations, a clear
shift in investment focus is required to capitalize on current market opportunities. A successful
secondary investment strategy in a period of economic recovery therefore stands in clear
contrast to the approach during the downturn where exploiting market stress and protecting
returns as a result of uncertainty represented the main emphasis. However, selecting the right
assets and determining the right price is more critical than ever, as not all assets have the
same upside potential post-recession.

9
10

Source: Cogent Partners
Source: Thomson Reuters (pooled average net TVPIs based on cashflow summary report)
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Focus on assets with strong fundamental value creation potential: The
identification and clear focus on portfolios containing companies that are set to benefit
from the current economic recovery is key in generating attractive secondary returns in
today’s market environment. In fact, in Partners Group’s more mature Secondary 2004
program, which was invested during the last upswing from 2003 to 2006, returns were
not primarily driven by discounts11 or by multiple expansion, but mainly by fundamental
factors such as top-line growth, profitability improvements and de-leveraging. These
factors contributed approximately 75% to the total capital gain of over EUR 200 million
achieved to date – while the overall discount captured contributed only a mere EUR 1
million (exhibit 9). The underlying portfolio was clearly able to benefit from the
attractive economic environment in the years leading up to 2007. This environment
offered significant opportunities for growth, both organically as well as through
acquisitions, while operational measures implemented by the sponsors and
management teams resulted in considerable profitability enhancements. Strong cash
generation and favorable debt markets allowed for significant value creation through
de-leveraging and recapitalization of companies. But how does this compare to today’s
situation? While certain secondary market parameters have clearly changed
(particularly with regard to the high deal volume seen today) and also the
macroeconomic situation may not be completely alike, the situation in Partners Group’s
view is at least comparable both when it comes to secondary market pricing (exhibit 7)
and how companies are emerging from the recession with portfolios in many cases
showing very attractive underlying growth characteristics.

Exhibit 9: Value creation of Partners Group Secondary 2004, L.P.12
Performance as of Q4 2010
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Blended discount of 0.5%; transactions completed by Partners Group Secondary 2004, L.P. with entry
prices ranging from 73% discount to 26% premium to NAV
Source: Partners Group; analysis based on accounts as of 31 December 2010; all figures shown net of
partnership fees and carried interest but before Partners Group fees; performance metrics are currency
neutralized
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The key question is how these attractive growth portfolios can be identified. Similar to
the distressed market environment where a detailed company-by-company pricing
analysis helps to identify company-specific downside risks, Partners Group uses its
bottom-up valuation approach to assess the value creation potential of each underlying
asset based on fundamental projections of a company’s key financials (including topline growth, profitability and net debt repayment capacity).
As such, it becomes clear that secondary pricing is less about deriving fair valuations of
assets at the time of purchase but is very much forward-looking. A sophisticated
secondary pricing model has to be able to forecast future cash flows (i.e. exit proceeds
and other forms of income adjusted for fees and potential carried interest) to the
respective fund. These will then be discounted at the secondary investor’s required rate
of return in order to determine an adequate price. A deal only makes sense from a
commercial perspective and should be pursued if a seller is willing to transact at this
price (independent of what this means in terms of discount to NAV). Needless to say,
this fundamental valuation approach requires profound insights into portfolio company
developments and industry sectors.
For instance, due to its status as a primary investor as well as through the pro-active
tracking of underlying portfolio developments, Partners Group identified significant
upside potential for a 2006 vintage portfolio of a leading GP in the summer of 2010, at
a time when only December 2009 valuations were available to investors. Partners
Group’s valuation analysis indicated significant fundamental value creation potential not
reflected in the low December GP valuation. Attracting sellers by price offers close to
December 2009 NAV, Partners Group was subsequently able to acquire three portfolio
assets, thereby capturing immediate valuation gains as of June 2010 of almost 30%.
This example shows that secondary pricing is less about headline discounts expressed
as a percentage of NAV but more about assessing the return potential of underlying
portfolios which may not necessarily be reflected in the GP’s valuation of the portfolio at
a certain point in time.
The mature secondary deals completed by Partners Group since 2002 show that IRRs
and discounts do not correlate. In fact, Partners Group has achieved some of its highest
returns by paying substantial premiums to NAV (exhibit 10).
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Exhibit 10: IRRs vs. discounts / premiums13
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Select managers with proven investment capabilities in the current market
environment: Buying assets at their inflection point often includes some unfunded
capital in order to fully exploit the value creation potential of the existing portfolio,
which should ideally stand at an early stage of its value development. As such, the
quality of the GP does not only play a pivotal role in supporting the growth of the
existing portfolio through exits. Assessing a GP’s ability to successfully invest this
undrawn capital in the current market environment is equally important as the expected
future return on the remaining capital must be priced in to evaluate the overall return
of a secondary investment opportunity. Secondary investing is therefore closely
interlinked with primary investment activities. Partners Group extensively relies on
information and knowledge from its primary investment platform and its active
relationships with over 250 managers. In today’s market, it is important to understand
the dynamics of the global private equity landscape, especially as the global financial
crisis has led to a weakening or even elimination of a number of participants in certain
markets with implications both for team stability and future investment capabilities of
the respective funds.



Balance multiple and IRR profile through secondaries with near-term
realization prospects: Partners Group typically avoids very mature portfolios where
most of the underlying value creation is already fully reflected in the valuation of the
assets. Such tail-end portfolios offer only limited potential for capital gains (unless
purchased at a significant discount) with considerable valuation volatility risk. However,
with the re-opening of exit markets, increasing near term portfolio realizations can be
expected. In fact, companies that performed well during the last downturn with healthy
capital structures in place are often highly sought after and can successfully be exited
via trade sale, IPO or secondary buyout. From a secondary perspective it is important
to fundamentally understand such dynamics as a shorter holding period allows the
capturing of significant outperformance in terms of IRR. Today, portfolios often offer a
good blend of assets with near-term realization potential and assets with strong longterm value creation prospects. The balanced multiple and IRR profiles of such portfolios
often help to bridge potential bid-ask spreads and result in a win-win situation for both
13

Mature transactions only (i.e. deals done by the Partners Group secondary programs 2002 and 2004);
gross IRRs as of 30 September 2010
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the secondary buyer and seller. This is similar to the pattern seen in Partners Group’s
Secondary 2004 program, which saw substantial exits to date with 116% of capital
returned while still showing considerable fundamental value creation, as highlighted in
exhibit 9 above (p. 10).


Bridging the gap with structured solutions: Execution excellence and hence the
early involvement of execution specialists in transactions remains important in the
current market. In fact, sellers today have the ability to execute a secondary sale where
the basis of competition can include several other factors in addition to price (e.g.
speed, size, execution certainty, etc.). Furthermore, structuring capabilities have
become increasingly important in today’s market where a buyer’s offer price may not
match a seller’s ask price or where complex deal structures must be put in place. The
ability to come up with an appropriate solution often helps to create a win-win for both
the buyer and the seller. Examples of such solutions include for instance seller financing
in form of deferred payments or earn-out structures with a preferred return for the
buyer. Partners Group for instance completed this type of structured transaction in two
US growth assets during the last upswing at the end of 2006. Despite the strong
traction of the underlying assets at the time of purchase, an earn-out structure was
used to lower the purchase price in anticipation of a potential market correction. In fact,
while the portfolio saw some good early realizations, the structure helped to reduce
book losses as a result of write-downs post financial crisis. With the re-opening of exit
markets, a quick rebound in portfolio realizations allowed Partners Group to fully realize
its preferred return of almost 20% IRR in the summer of 2010 after only 3.5 years – a
period which probably was the worst ever in financial history.
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SUMMARY
The global private equity secondaries market underwent a significant transition over the recent
past that is closely linked to economic development. The financial and economic crisis
triggered unprecedented levels of deal flow in the market with average secondary prices
sharply dropping in the beginning of the downturn but then rebounding quickly in the ongoing
economic recovery. Secondary investing in both phases of the cycle offers significant
opportunities but also presents considerable challenges for investors and as such requires a
clear shift in investment focus to achieve attractive risk-adjusted returns. While exploiting
market stress and protecting returns as a result of uncertainty represent the main emphasis in
the downturn, the identification and selection of assets with superior growth characteristics
post-recession should be the focal point in the upswing. At Partners Group we strongly believe
that only investors with a value-based investment approach in place will ultimately succeed by
investing across market cycles. Manager selection together with a fundamental understanding
of underlying portfolio companies, business models and sectors are key prerequisites in
assessing the return potential and hence pricing a secondary interest up for sale at any point
in the economic cycle. In the downturn, this allows investors to benefit from the market
dislocation by buying at trough valuations from liquidity-driven sellers without taking excessive
downside risks. In the upswing, this strategy helps in identifying and selecting the portfolios
that offer the highest fundamental value creation potential and hence the potential for
generating attractive returns – despite lower headline discounts in the market. In fact, the
current economic environment offers significant opportunities in this regard as a result of the
still very strong deal flow in the market as well as the high visibility – with many companies
emerging from the recession in a strong position and exit markets fully re-opening.
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Disclaimer

This material has been prepared solely for purposes of illustration and discussion. Under no circumstances should the
information contained herein be used or considered as an offer to sell, or solicitation of an offer to buy any security.
Any security offering is subject to certain investor eligibility criteria as detailed in the applicable offering documents.
The information contained herein is confidential and may not be reproduced or circulated in whole or in part. The
information is in summary form for convenience of presentation, it is not complete and it should not be relied upon as
such.
All information, including performance information, has been prepared in good faith; however Partners Group makes
no representation or warranty express or implied, as to the accuracy or completeness of the information, and nothing
herein shall be relied upon as a promise or representation as to past or future performance. This material may include
information that is based, in part or in full, on hypothetical assumptions, models and/or other analysis of Partners
Group (which may not necessarily be described herein), no representation or warranty is made as to the
reasonableness of any such assumptions, models or analysis. Any charts which represent the composition of a
portfolio of private markets investments serve as guidance only and are not intended to be an assurance of the actual
allocation of private markets investments. The information set forth herein was gathered from various sources which
Partners Group believes, but does not guarantee, to be reliable. Unless stated otherwise, any opinions expressed
herein are current as of the date hereof and are subject to change at any time. All sources which have not been
otherwise credited have derived from Partners Group.
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