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Readying for risk

In these volatile times, technology can help asset owners understand their
exposures and respond accordingly, while also preparing for future shocks,

says BlackRock’s Melissa Ferraz

Just how risky are private

markets?
It is important to view portfolio risk
through multiple lenses — that’s good
risk management practice in general,
regardless of whether you are talking
about public or private markets and it’s
especially true in times of heightened
volatility.

However, because holding periods
tend to be longer in private markets,
asset owners need to evaluate that time
horizon in the context of the liquidity
options available to them. Recent bank
failures have highlighted the impor-
tance of mark to market valuations. It
is crucial that institutional investors
re-evaluate GPs and fund valuation
methodologies and strive for greater
transparency.
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How do risk

considerations differ by
asset class and strategy?
On a micro level, it is clear that certain
industries are playing a role in the evo-
lution of the most recent banking crisis.
Early-stage tech firms and commercial
real estate investment have tended to
be heavily dependent on small and me-
dium-sized regional banks, receiving
favourable terms that may not continue
in the future.

By contrast, later-stage buyout
strategies have been less exposed be-
cause underlying portfolio companies —
typically larger in size and more mature
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—are more likely to have their cash op-
erations at major banks.

While different strategies have ex-
posures to different types of underlying
risk, all are exposed to tightening finan-
cial conditions. No matter the stage, all
investors are exposed to industry-based
challenges like supply chain and oper-
ational risks.

What risks are rising to

the top of asset owners’
agendas and how can they
proactively manage those?
Increased volatility in public markets
over the past six months or so has re-
sulted in private markets allocations in-
creasing in size, meaning many of our
clients are hitting the limits of their de-
fined investment policy statements and
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thereby facing the denominator effect.

Then there is a knock-on impact
in terms of new commitment activity,
resulting in increased liquidity risk.
This is due to the long holding periods
in private markets and because asset
owners are heavily exposed to indirect
investments, meaning they don’t have
a choice about getting out unless they
sell on the secondaries market.

Asset owners facing deviation from
target allocations and tightened liquid-
ity under new interest rate regimes
across the globe require appropriate
cashflow forecasting models to capture
volatility, as well as capital calls and dis-
tributions, so they can address the pac-
ing risk associated with changes in the
market cycle. The top priorities now
are concerns on overallocation and vol-
atility in capital calls and distributions,
coupled with liquidity challenges with
respect to underlying GPs and portfo-
lio companies.

What is the ripple effect of

macroeconomic shocks on
private markets?
The first ripple effect is total portfolio
risk, driven by interest rate hikes, the
banking crisis and various sovereign fac-
tors. Then you have the denominator
effect putting pressure on investors as
they hit the upper limits on allocations
within their plans. This requires ade-
quate liquidity management technology
to forecast cashflow and stress test capa-
bilities so you can predict where issues
are likely to crop up in the future.

In addition to those two impacts, we
are also seeing a direct impact on port-
folio companies banking with these dis-
tressed banks, leading to interruptions
in operations and a hit to the bottom
line. Meanwhile, a prolonged deteri-
oration in financial conditions and in-
creased borrowing costs are expected
to result in declining deal volume and
a repricing in private markets.

However, we are also seeing oppor-
tunity because of the macroeconomic
environment, not only in terms of these
distressed regional banks, but more

generally across various industries. We
believe there will be an increased op-
portunity for private markets players
to deploy capital in distressed assets,
potentially resulting in strong returns.

What have asset owners

learned from the covid
era about responding to the
unexpected?
Asset owners are now more acutely
aware that they need to understand ex-
actly what they are exposed to, and to
do that they need granular data on the
funds they hold - in addition to pacing
models versus market timing. Mean-
while, investors tend to take comfort
in fund managers they know, while also
pivoting towards large, well-established
managers rather than new entrants.

Have asset managers

learned lessons as well?
In streamlining the exchange of in-
formation between asset managers
and asset owners, we are seeing a sig-
nificant increase in memos from asset
managers during the current banking
crisis, communicating how funds and
portfolio companies are exposed to at-
risk banks and then detailing their abil-
ity to extract funds from those banks.
That inbound communication reflects
a degree of proactivity we haven’t seen
before, even during covid, and so could
certainly be seen as a lesson learned.

What role can technology

play in risk management?
Clearly, understanding total portfo-
lio risk is critical. "Technology, like the
Aladdin® platform, when combined
with eFront®, offers a whole portfolio
view. We have developed a full set of
risk factors to evaluate public and pri-
vate exposure, and to show how stress
testing can be used to understand mar-
ket volatility and support decision-mak-
ing around diversification and hedging
against those risks. That is important
because it is not just about understand-
ing risks, it is also about making deci-
sions to protect against the downside.

Technology also has a role to play
when it comes to valuation models and
underlying capital markets assump-
tions to assess the attractiveness of a
rapidly changing opportunity set. In
other words, technology allows inves-
tors to understand their total plan risk
while also providing them with the
tools and data needed to make impor-
tant decisions.

But it goes beyond technology
alone. Robust risk management also
requires the availability of a first-class
data clearinghouse during market tur-
moil. To that end, our technology and
analytics teams worked alongside re-
nowned researchers and policy experts
within the firm to help clients digest
and understand possible market sce-
narios and potential outcomes.

How can asset owners

better prepare for shocks
in the future?
It’s all about having the right technol-
ogy and operational risk management
plans in place to help protect against
the potential market downturns. That
is vital for preparing for the future
shocks we know are inevitably going
to happen. Investors should also ask for
more information from asset managers
to mimic a mark to market approach,
to understand what is driving those
valuations and to ensure they are being
marked appropriately.

Technology is critical in this — pro-
viding transparent access to data to
support the monitoring of potential
exposures that are affected by mac-
ro and market shocks. A recent sur-
vey we conducted found that greater
transparency around reported perfor-
mance was a priority for all types of
asset owners, from large institutional
investors to high-net-worth individ-
uals, as they seek to manage through
periods of shock and rebalance their
portfolios. m

Melissa Ferraz is managing director and
global head of Aladdin Alternatives at
BlackRock
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BlackRock’s Aladdin® and eFront® platforms are financial technology
platforms designed for financial professional, institutional, wholesale,
qualified, and professional investor use only and not intended for end-
investor use.



