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Risk Culture in
Decision Making

Although risk in private markets is often
perceived as higher than in public markets,
alternative investments present potential for
higher returns, portfolio diversification
benefits, and resilience throughout recession
periods. A customized risk framework could
help in achieving sound and well-informed
investment decisions in private markets.
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Risk Management in Public and Private Markets

In recent years, investor interest has increased in alternative asset classes as an option to diversify portfolios out from

public markets. The market share of private investments has grown so significantly that it has become critical for

portfolio managers and investors to: a) deeply understand the key risks that come with investing in alternatives, b)

how they can be properly embedded and assessed in the decision making and ultimately mitigated, and c) how they

compare against the public market risks. The typical risk categories for private and public are quite defined and

standardized. However, there is a substantial difference in the way those categories are interpreted and managed in

private markets due to the nature of these investments.

So what's the major challenge? The standard risk management tools used in public markets are unlikely applicable

in alternative investing. For instance, the market price in private markets is not available on a regular basis, therefore

the well-known risk measures of public markets cannot be effectively used for the quantification of market risk.
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In both public and private markets, credit risk is defined as the loss of assets due to credit events of the issuer, but it
is assessed and managed differently. In public markets, the credit quality of an issuer is usually provided by rating
agencies and is publicly accessible. Whereas in private markets, the financial health of a company requires a deep
dive analysis performed in-house or through third-party vendors, and the results could be potentially affected by

information asymmetry.

With liquidity risk, investment decisions are always impacted by the exit strategy and how easily the investments
can be sold and converted into cash. In public markets, investors generally benefit from an efficient liquid market.
For private markets, illiquidity might pose a drawback, i.e. investors do not have immediate market venues to sell
the investment quickly. In the past few years, however, the secondary market volume has increased considerably
from $18 billion in 2020 to $48 billion through the first half of 2021, providing a viable option of liquidity for private

markets.

Growth of Secondary Market Volumes
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A Bottom-up Perspective: Customized Risk Framework
for Private Markets

I. Key Challenges and Opportunities - Risk vs Return Perspectives

Opacity, longer investment horizons, and illiquidity - these are the main challenges inherent to the nature of private
markets that risk managers face when building a risk framework for this asset class. On the other hand, the benefits

of private markets include high returns, diversification, and resilience throughout recession periods.

Petiole Asset Management AG | Private markets made accessible



In a report by the American Investment Council, a $100-investment in U.S. private equity would have outperformed
the same investment amount in U.S. public markets over the last 12 years. Note, though, that the benefits in the
returns should always be considered alongside the investment risk perspective, as a meaningful and appropriate risk
assessment can increase transparency and alignment with investors’ needs. The investment risk profile must be

consistent with the investment strategy and the expected return profile.

Return of $100 invested in US Private Equity vs US Public Markets
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II. Systematic and Idiosyncratic Risk Factors

A robust risk framework should always consider both systematic and idiosyncratic factors related to the investment.
The extent and depth of analysis of these factors, and the data requirements underneath, mostly depend on using
either a top-down or bottom-up approach; the former is more suitable for fund investments while the latter better

applies specifically for co-investments and direct investments.

In a typical private equity co-investment, the critical systematic factors stem from the general market conditions and
performance which ultimately impact the deal valuation, supply and demand dynamics, the cyclicality of the sector,

and any potential sensitivity to other macro drivers like inflation and interest rates.

The idiosyncratic risk factors focus on the specifics of each transaction, both quantitative and qualitative. A risk
framework should include an assessment of the target company's capital structure, the track record of the

management in achieving budget and KPIs, financial health, and the exit strategy.
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Case Study: A Private Equity Co-Investment

A well-structured bottom-up risk framework will support the decision-making process while constructing a private

equity portfolio. The risk modeling should follow a holistic approach, whereby risk managers should not only

identify and analyze the most crucial risks during the pre-acquisition phase but also define proper risk monitoring

indicators to track the investment performance during the holding period.

Prior to the acquisition, one of the critical risks associated with a private equity investment is the company’s
business risk. An analysis should be implemented around the company’s products and business lines, as well as
the way the organization has been transformed within the years since its inception. This assessment is paramount

to understand its market share, growth strategy, and future developments.

An equally important risk indicator is the company’s profitability - its performance and the management team's

capabilities in executing business plans.

A deep dive analysis must be implemented around the company’s competitive landscape vs the market conditions,

i.e. what are the key differentiators of the target company over its peers.

From a post-acquisition perspective, the most crucial monitoring indicators for a private equity investment are

its financial health and the value creation levers.

A proactive, instead of reactive, approach to risk monitoring is vital. Setting up a solid post-trade risk monitoring
checklist will help identify potential red flags associated with the company’s actual and expected performance,

which are not yet embedded in the valuation and can be managed effectively in due time.

Petiole applies a disciplined approach to investing where we value long-term focus, thoughtful deal selection, and

prudent risk management. Contact our expert team to learn more about how we construct private market portfolios.
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Disclaimer

This presentation was issued by Petiole Asset Management AG (“PAM”) on April 26, 2022 and is provided to you for informational purposes only

and contains proprietary information that may not be reproduced, distributed to, or used by, any third parties without PAM’s prior written consent.

This presentation is not intended for citizens or residents of the United States of America or “US Persons” as that term is defined in “Regulation S”
of the US Securities Act of 1933. If any, no investment products presented here are permitted for sale under the Securities Act of 1933 or any other
regulation applicable in the United States. Accordingly, no investment product may be offered or sold directly or indirectly in the United States of

America to residents and citizens of the United States of America or to “US Persons”.

All information, figures, calculations, graphs and other numerical representations appearing in this presentation have not been audited and may be
subject to change over time. Furthermore, certain valuations (including valuations of investments) appearing in this presentation are subject to
change as they may be based on either estimates or historical figures that do not reflect the latest valuation. Although all information and opinions
expressed in this presentation were obtained from sources believed to be reliable and in good faith, no representation or warranty, express or
implied, is made as to their accuracy or completeness. The information contained herein is not a substitute for a thorough due diligence investigation.
Past performance is not indicative of and does not guarantee future performance. The performance data do not take account of the commissions
and costs incurred on the issue and redemption of units. Exit timelines, prices and related projections are estimates only, and exits could happen
sooner or later than expected, or at a higher or lower valuation than expected, and are conditional, among other things, on certain assumptions and

future performance relating to the financial and operational health of each business and macroeconomic conditions.

PAM makes no representation or warranty, express or implied, with respect to any statistics or historical or current financial data, whether created
by PAM through its own research or quoted from other sources. With respect to any such statistics or data delivered or made available by or on
behalf of PAM, it is acknowledged that (a) the investor takes full responsibility for making its own evaluation of the materiality of the information

and the integrity of the quoted source and (b) the investor has no claim against PAM.

To the extent this presentation contains any forecasts, projections, goals, plans and other forward-looking statements, such forward-looking
statements are inherently subject to various parameters, most of which are difficult to predict and many of which are beyond PAM’s control and
may cause actual performance, financial results and other projections in the future to differ materially from any projections of future performance,
results or achievements expressed or implied by such forward-looking statements. Investors should not place undue reliance on these forward-
looking statements. PAM undertakes no obligation to update any forward-looking statements to conform to actual results or changes in PAM’s

expectations, unless required by applicable law.

PAM makes no representation or warranty, express or implied, with respect to any financial projection or forecast. With respect to any such
projection or forecast delivered or made available by or on behalf of PAM, it is acknowledged that (a) there are uncertainties inherent in attempting
to make such projections and forecasts, (b) the investor is familiar with such uncertainties,(c) the investor takes full responsibility for making its

own evaluation of the adequacy and accuracy of all such projections and forecasts so furnished to it and (d) the investor has no claim against PAM.

This presentation represents a summary of certain information, the full terms of which are contained in a Private Placement Memorandum that
should be reviewed for a more complete understanding of the investments and their risks. In addition, this presentation does not constitute and
should not be construed as investment advice, tax or legal advice, an offer to sell, or a solicitation to buy, any instrument or other financial product,
nor does it amount to a commitment by PAM to make such an offer at present or an indication of PAM’s willingness to make sure an offer in the

future.

Petiole Asset Management AG is a company limited by shares with registered address at Bahnhofstrasse 64, 8001 Zurich, Switzerland and is

authorized as investment manager by the Swiss Financial Market Supervisory Authority FINMA.

All rights reserved. Copyright © 2022 Petiole Asset Management AG
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