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IAS’s Aili Chen discusses recent trends,risks and opportumtles mthe secondary
private equity market with Christoph Jackel, Managing Partner of- Montana Capltar
Partners. PGIM acquired Montana Capital, a Ieadlng secondarles p}ayer in 2021
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Christoph is a Managing Partner of Montana Capital Partners.
Before joining mcp, Christoph was a research assistant at the Depart-
ment of Financial Management and Capital Markets of the Techni-
cal University of Munich. His dissertation dealt with the computa-
tion and evaluation of alternative expected return proxies for stocks
and was partly written during his stay as a Visiting Scholar at UCLA
Anderson. In addition, Christoph gained international work expe-
rience at Kolbenschmidr Pierburg in Shanghai, Capital Dynamics

in Zug, and Lehman Brothers in London. Christoph holds a Dr. rer.
pol. in finance from the Technical University Munich and a diploma
degree in business administration specializing on capital markets and
operations research at the lechnical University of Munich.
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Aili Chen is Vice President in the Institutional Advisory & Solutions
(IAS) group, focusing on asset allocation and portfolio construction
research using systematic, data-driven methods. Before joining PGIM
in October 2021, Aili was Vice President and Quantitative Invest-
ment Strategist within Morgan Stanleys Global Investment Office.
She developed asser allocation, portfolio construction, and security
selection recommendations for financial advisors and clients. Before
Morgan Stanley, Aili was a Senior Associate in the Quantitative
Advisory Services of EY. Aili earned her BA degrees in Economics and
International Relations from China Foreign Affairs University and
her MA in Economics from Cornell University.

AC: Secondary Private Equity (PE) investments play an
increasingly important role in institutional portfolios. Could
you provide an overview of how the private equity secondary
market operates? Who are the main participants in this
market?

CJ: I always like to use the metaphor that we in the secondary
market of private equity are essentially the “stock exchanges” of
the private equity markets. We allow owners of private equity
funds (i.e., limited partners or LPs) to trade their assets — but
their assets aren’t stocks — they are private equity fund shares.

The differences are that this market is much less liquid and much
less regulated than the public market. If you want to sell a share
of Apple stock, you can do so by a push of a button. If you want
to sell a share, say, in a Blackstone private equity fund, it’s not as

straightforward. The process takes much longer. It often takes weeks,

if not months, to go from the decision to sell to actually selling.

In addition to the LPs buying and selling, fund managers (i.e., the
general partners or GPs) are important participants in the process.
They facilitate the process by sharing information and they must
approve the transfer.

Intermediaries, usually bank divisions or independent firms,
also play a role to help source deal flows, especially for larger
portfolios in wellknown funds.

AC: When would an LP consider selling its PE fund interests
in the secondary market? And when would a GP initiate a
“GP-led” secondary transaction?

CJ: On the LP side, we have come “full circle” in the secondary
world. Initially, the main reason was for liquidity — when LPs
need to convert their investments into cash to meet unexpected
cash requirements. The 2007-2008 financial crisis acted as a great
catalyst for the growth of the secondary market by creating a
strong need for investors to sell their private assets for liquidity.



This has changed over the years as other drivers for secondary
transactions emerged: portfolio management, change of
investment strategy or getting rid of non-core positions.

However, according to our 2023 Annual Investor Survey,

liquidity has again become the No. 1 reason for selling in the
secondary market, which hasn’t been the case for several years. In
2023, around 25% respondents cited liquidity as the main reason
to sell their PE holdings and another 16% respondents said that
they are over-allocated to PE — so back to the traditional reason of
selling in the secondary market — liquidity. That’s why I called it a
“full circle.”

In a “GP-led” secondary transaction, bear in mind that the

GP is not the one selling. There are different types of GP-led
transactions (e.g., a tender offer), which the GP facilitates for an
external buyer (e.g., a secondary fund) to buy fund interests from
existing LPs.

Currently, the most common GP-led secondary transaction is
when the GP creates a “continuation vehicle” and sells a fund’s
portfolio assets into the new vehicle. In such a transaction, the
GP is essentially “fundraising” to hold onto the underlying assets
for longer. This is because, if you, the GP, see a lot of upside in
an asset, why would you want to sell it after only four or five
years? You may want to keep those great assets for longer. In
addition, selling a business would incur huge costs including fees
to lawyers, M&A firms and due diligence providers. Also, for the
portfolio company’s management team, they have to get used to
a new owner. A continuation fund can provide solutions to these
challenges.

In short, the motivations for the GP in these GP-led transactions
are to provide additional time and capital for these assets to
mature and reach their full value potential while minimizing the
cost of selling.

AC: What is the role of secondary PE investments in an
investor’s portfolio, and what are the liquidity characteristics
of these investments?

CJ: Secondary PE investments have several advantages for an
investor’s portfolio compared to primary PE investments. A
secondary PE investment typically has shallower and shorter
“J-curve effect” with quicker distributions than traditional

PE funds. This is because when the investor buys a secondary
investment, the fund has already held onto the underlying
portfolio companies for a few years. This is also attractive for

an investor who wants to ramp up their PE exposure quickly,
because they get access to prior vintage years that they otherwise
would not be able to access. You get diversification across vintage
years, sectors, geographies, strategies, and managers.

A secondary fund is typically well diversified across a dozen of
primary funds and several hundreds of underlying portfolio
companies. And you can argue that secondary funds can be
counter-cyclical. 2023 is a good example when IPO and M&A
activity fell drastically compared to secondary deal volume. When
liquidity is needed and distributions dry out, secondary funds can
provide liquidity to sellers and offer a great liquidity premium for
buyers. Historically, secondary fund returns have been less volatile
compared to those for primary funds and the “return band” — the
range of possible return outcomes — has been much narrower.

AC: Could you explain how valuation works in the PE
secondary market, and how it differs from the primary
market?

CJ: Let’s start with the primary PE market. Interestingly,
valuation in the primary PE market is generally more complex
and more difficult to understand compared to the secondary
market. Going back to the example of Apple. It’s not that
Apple, the company, issues an opinion every quarter on how the
company should be valued. Instead, the price of Apple stock is
determined by trading in the secondary market.

In private equity, however, since you don’t have a secondary
market that trades frequently, investors rely on the GP to provide
them with a valuation. Though there are guidelines, the GP has a
lot of leeway in how they arrive at a valuation.

How does a secondary buyer price a fund? The first step is for

the buyer to come up with a cash flow profile of each underlying
company investment by running a valuation exercise to predict
the proceeds from the investment. To do so, they look at the
business model, growth options, financials, peers, etc. The second
step is for the buyer to take into consideration everything that
happens at the fund level (e.g., fees, carried interest, unfunded
commitments). Together, this gives the buyer a full picture of all
cash flows that they can expect from the fund, with which they
can decide how much they are willing to pay for the fund. That
price is communicated as a discount or premium to the NAV that
the GP is providing to investors.

AC: How has the private equity secondary market evolved over
the last decade? What have been some significant changes?

CJ: The most significant change has been the birth of GP-
led transactions. A decade ago, secondary transactions were
all “LPled.” Now, we see a roughly 50/50 split. The GPs are
initiating many more transactions, and this has been the most
fundamental change in the secondary space.

In addition, the market has become much more mature with a
broader toolset. Initially, we only had simple LP transfers, now
you have deferred payment structures, preferred equity, earn out
mechanisms, NAV loans, and even more customized structured
solutions that involve modification and restructuring of the
standard distribution waterfall that dictates the order in which
profits are distributed.

In short, the sophistication of the market has increased as has the
range of possible solutions that a secondary buyer could offer to a
counterparty.

AC: We've had a low-rate environment for a long time but that
seems to be changing. What would it mean for private equity
if the cost of capital is now persistently higher, with inflation
more stubborn?

CJ: Higher rates and higher inflation mean higher expected
returns! When we were in a low-rate environment, expected
returns were low and realized returns were high. Now we are

in this new phase where expected returns have increased with
interest rates, while realized returns have come down as asset
value has come down. This large increase in the cost of capital due
to the unexpected increase in inflation took a few PE participants
by surprise, but certain business models are impacted more than



others.

As rates increase, so does the cost of financing for M&A
transactions, which rely heavily on third-party leverage. Similarly,
IPOs have experienced a sharp decline in deal volume since 2021
compared to previous years. To make things worse, since GPs

are reluctant to mark down their NAVs in response to higher
rates, there’s been a gap between a GP’s valuation and the price
secondary buyers are willing to pay. As a result, the opportunities
for fund exits (i.e., sales of portfolio companies) diminished and
the distributions to investors consequently dried up. Interestingly,
we saw that capital calls have not decreased in tandem as GPs
continued to call capital in order to pay off their outstanding
subscription lines of credit used to finance old acquisitions. In
combination, many PE investors got much less capital out of
their portfolio than expected.

However, this new regime has created opportunities for some
players. Some investors in need of liquidity have turned to the
secondary market which creates attractive opportunities for
buyers.

AC: It’s interesting that you mentioned subscription lines of
credit. Increased use of subscription lines by GPs to boost
returns has been a concern in the primary private equity
market. Are they also prevalent in the secondary market?

CJ: Credit lines can be used to inflate returns, but they can also
be used to make cash flow management simpler. As a GD, it is a
huge relief if you have a transaction closing and you do not have
to worry about any delay in receiving called capital from LPs. In
my opinion, there will always be a place for credit lines.

For secondaries, that reason is much stronger. Why? Because with
more frequent transactions, we need to deploy capital and close
deals more quickly than is the case for primary funds. We are not
doing three or four investments per annum but eight, ten or 12
investments, and then in several underlying funds.

On top of that, subscription lines have been used for performance
enhancement. Economically, it is completely rational with
interest rates close to 0% and a hurdle rate of 8% that private

equity funds typically must hit. It makes sense to use “costless
money” to finance as many portfolio asset acquisitions as possible.
This of course will change now, with credit costing close to the
hurdle rate.

By the way, I conducted a study on credit lines and found that
credit lines improve IRRs meaningfully only in most strongly
performing funds and funds early in their life. In the long-term,
the effect of a credit line on IRR is limited.

AC: What advice would you give to a new institutional client
looking to invest in the secondary market? What should be the
key considerations?

CJ: New investors should make sure to pick a secondary fund
manager that gives them the traditional benefits of a secondary
fund (e.g., diversification and early money back).

The secondary market has become more and more sophisticated

with more and more niche strategies. Some of these strategies do
not offer the traditional secondary market benefits if that is what
the investor is seeking.

Also, make sure to consider the different degrees of leverage.
This is very important for a secondary fund to get right. We have
leverage on the underlying company level, we also have credit
lines on top of that and NAV facilities, whole portfolio leverage
or acquisition leverage. Be fully aware of the different degrees of
leverage when comparing across secondary funds and make sure
you are comfortable taking these risks.

Choose a partner with whom you could build a good rapport and
who could help you build your knowledge. These relationships
can be a two-way street offering mutual benefits. Good secondary
funds often know a lot of good PE managers and they can be
your sounding board as you explore this new area.

AC: Thank you, Christoph!



THE PURSUIT OF OUTPERFORMANCE

Past performance is no guarantee or reliable indicator of future results. All investments involve risk, including the possible loss of capital. Equities may decline in

value due to both real and perceived general market, economic and industry conditions. Alternative investments are speculative, typically highly illiquid and include a high degree of risk. Investors
could lose all or a substantial amount of their investment. Alternative investments are suitable only for long-term investors willing to forego liquidity and put capital at risk for an indefinite period
of time. Equities may decline in value due to both real and perceived general market, economic and industry conditions. Investing in the bond market is subject to risks, including market, interest
rate, issuer, credit, inflation risk and liquidity risk. Commodities contain heightened risk, including market, political, regulatory and natural conditions and may not be suitable for all investors.
The use of models to evaluate securities or securities markets based on certain assumptions concerning the interplay of market factors, may not adequately take into account certain factors and
may result in a decline in the value of an investment, which could be substantial.

The analysis in the paper is based on hypothetical modeling. There is no guarantee, and no representation is being made, that an investor will or is likely to achieve profits, losses or results similar
to those shown. Hypothetical or simulated performance results are provided for illustrative purposes only and have several inherent limitations. Unlike an actual performance record, simulated
results do not represent actual performance and are generally prepared through the retroactive application of a model designed with the benefit of hindsight. There are frequently sharp differences
between simulated results and actual results. In addition, since trades have not actually been executed, simulated results cannot account for the impact of certain market risks such as lack
of liquidity. There are several other factors related to the markets in general or the implementation of any specific investment strategy, which cannot be fully accounted for in the preparation of
simulated results and all of which can adversely affect actual results.

All charts contained herein were created as of the date of this presentation, unless otherwise noted. Performance results for certain charts and graphs may be limited by date ranges, as stated
on the charts and graphs. Different time periods may produce different results. Charts are provided for illustrative purposes and are not an indication of past or future performance of any
PGIM product. If any assumptions used herein do not prove to be true, results may vary substantially. These materials may contain hypothetical and simulated examples, which are provided for
illustrative purposes only. Simulated examples have certain inherent limitations and are generally prepared through the retroactive application of a model designed with the benefit of hindsight.
There are frequently sharp differences between simulated results and actual results. PGIM routinely reviews, modifies, and adds risk factors to its proprietary models. There is no guarantee, and
no representation is made, that an investor will achieve results similar to those shown.

These materials represent the views, opinions and recommendations of the author(s) regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced
herein, and are subject to change without notice. Certain information contained herein has been obtained from sources that PGIM believes to be reliable; however, PGIM cannot guarantee the
accuracy of such information, assure its completeness, or warrant such information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date
as referenced herein) and is subject to change without notice. PGIM has no obligation to update any or all of such information; nor do we make any express or implied warranties or representations
as to the completeness or accuracy or accept responsibility for errors. Any forecasts, estimates and certain information contained herein are based upon proprietary research and should not be
considered as investment advice or a recommendation of any particular security, strategy or investment product. These materials are not intended as an offer or solicitation with respect to the
purchase or sale of any security or other financial instrument or any investment management services and should not be used as the basis for any investment decision. No liability whatsoever
is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. PGIM and its affiliates may make
investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM or its affiliates. These materials are for informational
or educational purposes only. In providing these materials, PGIM is not acting as your fiduciary. The opinions and recommendations herein do not take into account individual client circumstances,
objectives, or needs and are not intended as recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made
regarding the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of
this report must make its own independent decisions.

The information contained herein is provided by PGIM, Inc., the principal asset management business of Prudential Financial, Inc. (PFI), and an investment adviser registered with the US Securities
and Exchange Commission. PFI of the United States is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary
of M&G plc, incorporated in the United Kingdom. In the United Kingdom and various European Economic Area (“EEA”) jurisdictions, information is issued by PGIM Limited with registered office:
Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited is authorised and regulated by the Financial Conduct Authority of the United Kingdom (Firm Reference Number
193418) and duly passported in various jurisdictions in the EEA. These materials are issued by PGIM Limited to persons who are professional clients or eligible counterparties for the purposes of
the Financial Conduct Authority’s Conduct of Business Sourcebook. In certain countries in Asia, information is presented by PGIM (Singapore) Pte. Ltd., a Singapore investment manager registered
with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by PGIM Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency.
In South Korea, information is presented by PGIM, Inc., which is licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is
provided by PGIM (Hong Kong) Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph
(a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM (Australia) Pty Ltd. (“PGIM Australia”) for the general information of its “wholesale”
customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the requirement to hold an Australian Financial Services License
under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by virtue of its regulation by the Financial Conduct Authority (Reg: 193418) under the laws of
the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United Kingdom differ from Australian laws. Pursuant to the international adviser registration exemption in
National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and relies upon an exemption from the adviser registration requirement under National
Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is New Jersey, U.S.A,; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and
all or substantially all of its assets may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of Canada are as
follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetiere Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP, 1200 Waterfront Centre, 200
Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H 4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’s Wharf
Tower One, 1959 Upper Water Street, P.0. Box 2380 - Stn Central RPO, alifax, NS B3) 3E5; in Alberta: Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3.
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