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In 2013 and thus far in 2014, there seems to be a proliferation 
of fi rst-time fund offerings entering the market. Do you see 
this phenomenon and what do you think is driving it?

We do see this as an important dynamic in private equity today. 
As far as drivers go, it all starts with the supply of available capital 
to back fi rst-time managers. There has never been a shortage of 
investment professionals interested in forming inaugural funds, 
but there have been periods of time when “fi rst-time fund” was 
a pejorative term and was a non-starter for many LPs. That 
perspective has changed and today, for the right groups, there is 
high quality LP capital available for fi rst-time funds.

At the end of the day, LPs commit to fi rst-time managers because 
they have an investment premise that cannot be addressed by 
more mature funds. Investors hate uncertainty and will almost 
always choose a manager that can show a history of stability and 
outperformance from an existing platform. However, if they feel 
strongly about a macro-opportunity, and they cannot access that 
opportunity through mature fund platforms, fi rst-time managers 
become their only choice.

Today we see this mismatch of investment strategy supply and 
LP allocation demand most often in the middle-market and lower 
middle-market. There is currently a generally accepted premise 
that risk adjusted returns are more attractive in the smaller, less 
competitive markets. LPs are attempting to apply that investment 
premise in an environment where funds have increased in size 
and shifted focus to larger transactions, moving away from the 
smaller deals that may have made up a signifi cant part of their 
historical track record. To the extent LPs wish to remain in that 
smaller space, they must fi nd new managers, which creates 
opportunity for fi rst-time and emerging managers.

Are there any strategy categories where fi rst-time funds tend 
to have the most success?

I do not think there is anything special about a strategy that 
inherently makes it well suited for a fi rst-time fund. Today, it is 
more about scarcity of existing managers in a particular strategy. I 
mentioned that middle-market and lower-middle market strategies 
are in high demand, but the fi rst-time fund demand is actually 
focused more on strategies where LPs have few existing options. 
Distressed or special situations are good examples. There are 
limited quality options for LPs to look at in lower middle-market 
distressed. Tech buyout is another good example. Many of the 
successful incumbents have moved out of the lower middle 
market, and LPs who have made good money (or seen others 
make money) with those now larger tech buyout funds, have little 
choice but to back emerging teams if they want access to that 
original smaller segment of the market.

What are the most important considerations for a fi rst-time 
fund manager?

Successfully raising a fi rst-time fund is extremely diffi cult, so 
the fi rst step is to take a hard look in the mirror to decide if the 
raw material exists to successfully complete a fundraise. Start to 
fi nish, this is a long process, and even if the fundraise timeline is 
compressed, there is a signifi cant startup period where there will 
be no cash fl ow and no certainty of success, so the initial buy-in 
must be strong.

In order of importance, I would say a manager contemplating 
forming a fi rst fund should consider: (i) will I have formal access to 
a relevant historical track record that demonstrates cash to cash 
performance; (ii) do I have any relationships in the LP community 
that can serve as a starting point for anchor investor conversations; 
(iii) am I willing to stake a signifi cant percentage of my personal 
liquid net worth as a GP commitment; (iv) do I have a supporting 
team that shares the dream and will be committed prior to a 
fund closing; (v) and does my strategy represent a differentiated 
offering in a category where LPs have an appetite for investment.

While fi rst-time managers do not always have tidy track record 
pages to present, they must have some demonstrable proxy 
for their ability to generate outsized returns. LPs must conclude 
that there is a unique capability within a team that will allow it 
to outperform. LPs are willing to be handheld in understanding 
investment history, but in today’s regulatory environment, GPs 
must be extremely cautious in referring to synthetic or virtual track 
records, so it becomes a bit of a dance.

Given our role in life, it is a self-serving comment, but we feel it is 
particularly important that fi rst-time funds get help from an advisor 
that, based on a prior track record in fi rst-time funds, brings a level 
of credibility to an offering. It becomes that advisor’s responsibility 
to generate enough exposure for a new manager, in a fi nite amount 
of time, to spark the momentum necessary to catalyze interest.

What do you fi nd are LPs’ main concerns when evaluating 
fi rst-time funds?

Partnership risk and reproducible performance are two big 
concerns. There is no secret sauce for underwriting either concern. 
Partnership risk is best addressed when the professionals who are 
coming together have a history of working together. That can take 
many forms, from working side by side at a prior fi rm, to working 
as investor and operator in a particular deal. Regardless, an LP 
will want comfort that the GP is not trying a partner relationship for 
the fi rst time.

The primary underwriting exercise for an LP is gaining comfort 
with the GP’s ability to generate returns. That rarely comes from 
qualitative arguments alone. The hardest thing for a new sponsor 
to articulate is how their experience in the past translates to 
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achieving targeted returns in the future. To the extent there is an 
existing track record as part of the fi rst-time sponsor’s pitch, LPs 
will fi rst scrutinize the credibility and validity of the track record 
(and they are willing to jump through some hoops in navigating 
a complex story), and second they will look to confi rm that the 
conditions under which historical success was achieved can be 
reproduced in the new fund structure. In other words, even if a 
new manager brings a successful attributed track record from a 
large, brand name fund, the LP will want to know that the same 
success can be produced without the support of the former mother 
ship.

So given those risks, why would an LP back a fi rst-time fund?

LPs must believe the fi rst-time fund manager represents a value 
proposition they cannot get in a more mature manager. Additionally, 
some LPs pride themselves on uncovering the next great 
manager. However, more importantly, many LPs have learned the 
hard way that the most successful emerging managers may not 
add a signifi cant number of new investors in their second fund. If 
you are an LP or an advisor to LPs and you want to access the 
best groups in the middle-market, you may not have the luxury to 
wait for a Fund II or III. We have seen a shift lately in the extent to 
which consultants and advisors are willing to underwrite fi rst-time 
funds, in that they have been shut out (or cut back) by the most 
attractive managers when they try to jump on the train after it has 
left the station.

From a marketing and positioning standpoint, it is clearly the 
objective of a fi rst-time manager to create this view of future 
scarcity and exclusivity. But, that is hard to do, and it often comes 
down to the way an offering “feels” in the market. You will hear LPs 
say, “This feels like one we need to back this time around or we 
will miss it the next time”.

What are the implications for LPs underwriting larger mature 
funds?

In the environment we are discussing, the underwriting of 
partnership and team risk changes for the large and mega 
funds. LPs typically look for indications that there are cracks in 
the partnership, in the internal comp structures, or issues in 
the relationships that make up the partnership. We are seeing 
departures of investment professionals from larger funds that are 
otherwise happy, well compensated, constructive members of 
larger teams. The availability of stake capital for these spin-out 
teams means they have real options to run their own show. Many 
times we see managers take substantial pay cuts to leave a large 
shop and start their own fi rm. They leave on relatively pleasant 
terms, and there were few warning signs that they were likely 
to depart. That makes it diffi cult for LPs to predict departures of 
important team members. 

That said, part of what makes larger funds attractive is their ability 
to operate their platform as an institution and they are able to 
absorb departures by fi lling in with strong bench strength. 

Do fi rst-time managers need to plan for below market terms?

Not necessarily, but they should plan to be aggressive on terms 
where appropriate. There tends to be fairly binary outcomes with 
fi rst-time funds. I mentioned that early momentum is extremely 
important for fi rst-time funds, and terms are a good indicator of 
momentum. We advise managers to use incentive terms surgically 

and early. Attractive terms should be a carrot to encourage anchor 
investors to move early, as opposed to sitting on the sidelines, but 
those incentives should be targeted and limited to the initial part 
of a fundraise. Although LPs clearly like more attractive terms, a 
term sheet that presents a below market structure can also hint at 
a subpar offering. Quality fi rst-time teams should be able to secure 
terms bordering on full market. 

What are the types of incentive terms you are referring to?

The most common (and effective) incentives are reduced fee 
and carry. So on a 2%/20% deal, that may be 1.75% and 17.5%. 
Additional incentives can include preferential access to co-
investments, no fee overage side cars, and, in rare cases involving 
very early/very large commitments, positions in the GP entity itself.

What are the alternatives for a manager that cannot raise a 
committed pool?

We regularly counsel very capable investment managers not to 
go to market with a formal fund structure. One can burn a huge 
amount of time and resources chasing a fi rst closing of a fund 
only to have nothing to show for it. Instead, we often suggest that 
if there are key components of the story missing, the manager 
needs to fi nd ways to do deals outside of a fund structure, either 
as a fundless sponsor partnering with a more established PEG or 
by using non-committed capital from friends and family or other 
relationships to establish a proven track record of successfully 
sourcing, managing and exiting investments.

Do you believe we are seeing a paradigm shift, and the market 
will be permanently more receptive to fi rst-time sponsors 
going forward?

While some of the behavior shifts will be a permanent part 
of the private equity landscape, the math would suggest this 
phenomenon will not go on forever, at least not at this rate. Most 
LPs are culling the total number of GP relationships. The deck 
starts stacked against new relationships and is even more stacked 
against unproven new teams. Eventually, capital will fl ow to the 
opportunity in the lower middle-market (if the past is a guide, 
probably overfl ow), so we may be talking about a window for fi rst-
time managers as opposed to a paradigm shift. That said, there 
will always be a market for high quality investment managers with 
proven track records and existing LP relationships. In addition, 
there will always be small pockets of investment allocation 
reserved for “emerging managers” (which can mean lots of things), 
but I suspect that part of the reason we are seeing many inaugural 
funds enter the market is because managers realize there is a 
point in time opportunity to access start up LP capital.
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