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Portfolio Choice: Mechanical drift drives real decisions

• Valuation movements push allocations away from policy targets even when doing nothing

• Rebalancing pressure becomes binding regardless of investor intent

• Any framework treating institutional allocations as the result of deliberate choices misses 

what's actually driving them

Financial Stability: Fire-sale dynamics in private markets

• When public equities fall, many LPs hit allocation ceilings at the same time

• Simultaneous rebalancing in thin markets generates correlated selling pressure

• Private-market analog to Coval-Stafford fire sales: forced flows depress prices below 

fundamentals

Public-Private Linkages: PE isn't really a diversifier when LPs rebalance

• Denominator effect mechanically connects PE flows to public market movements

Key Question: How prevalent is the “denominator effect” and how large is it?

• This paper provides a very useful way forward.
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Recap

Question: How do U.S. public pension plans manage their PE allocations beyond the initial 

commitment decision?

Methodology:

• Infer secondary sales from a plan that stops reporting performance for a PE fund

• Difference-in-differences around the 2021–22 valuation shocks

• Treatment: Pre-shock overallocation as the treatment

• Cross-sectional regressions to characterize who sells (plan-level) and what they sell 

(fund-level) and at what discount

Main Findings

• Overallocated plans become 8.6 pp more likely to sell and triple their sale intensity

• Sales target higher-NAV (not lower-performing) stakes with 6-7pp discounts

First clean empirical documentation of the denominator effect in PE

• An illiquid-market counterpart to the literature on portfolio rebalancing

Plan for Discussion

1. Identifying Secondary Transactions

2. Empirical Design

3. An Alternate Rebalancing Mechanism



Comment 1. Identifying Secondary Transactions
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Methodology

As the author points out, this is a very good approximation but not perfect:

For example, the State of Wisconsin Investment Board reportedly sold 12 stakes worth 

$1 billion in 2012, including in funds managed by KKR, Blackstone, and Carlyle. Within 

this particular sale episode, our methodology allows us to identify 8 transactions.

Potential room for improvements:

 

• #1. Partial sales rather than full exits

  

 Suggestion #1a. Track NAV-to-commitment ratio breaks within a fund

• Example: Wisconsin's NAV in KKR 2006 drops 50% in Q3 while every 

other LP's NAV moves -2%

• #2. Fund not in Pitchbook's investor-return universe

 Suggestion #1b. Add Insurer Schedule BA Holdings Data

• Insurance companies file Schedule BA in their NAIC statutory filings with 

position-level detail on alternative investments, including PE fund 

stakes, book/adjusted carrying value, and acquisition date. 
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Shock: “In 2021, rising PE valuations increased the size of PE portfolios, while the rapid 

public market decline in 2022 amplified overallocation.”

Treatment Variable:

1. PE Overallocation — actual PE allocation above stated target

2. Low cash flows — below-median net operating cash flows / assets

3. Low funding ratio — below-median GASB funding ratio

4. Large size — above-median total assets

Suggestion #2a. Continuous intensity instead of binary Intensity

• Whether a plan was over-allocated or under-allocated prior to 2021 doesn't tell us much 

on its own.

• Reason #1: What actually generates rebalancing pressure is how far the shock pushed a 

plan past its target, which depends on the intensity of pre-shock positioning, not its sign. 
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Empirical Design: Treatment (2/2)

Table 3: Horse race of different pension characteristics and conclude that “overallocation is 

the dominant driver of secondary sales in response to valuation shocks”

• I think this is expected because overallocation is what matters the most given valuation 

shocks (as opposed to liquidity shocks)

Table 6: Examine unconditional drivers of secondary sales using a longer time period and 

finds support for both (i) overallocation to PE and (ii) liquidity needs of investors

Reason #2: Using continuous variable for the degree of overallocation will help us get a 

sense of which is a stronger force unconditionally.



Empirical Design: Valuation Shocks



Empirical Design: Valuation Shocks

Suggestion #2b. Utilize pension fund-specific shocks from pre-2021 equity allocations



Empirical Design: Valuation Shocks

Suggestion #2b. Utilize pension fund-specific shocks from pre-2021 equity allocations

(Source: Public Plans Data)
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Suggestion #2c. Quantify how much secondary sales undoes the “denominator effect”

• Seems like a key step for establishing secondary sales as "a key mechanism through 

which pension plans address overallocation.”

My attempt based on numbers from the paper:

• Start with a representative plan with 12% PE and 46% Public Equity (Table 2, Panel B)

• Feed in the realized return path (Section 2.1)

• 2021: PE +47%, public equity +36%, (assume 5% for other assets)

• 2022: PE +17.8%, public equity –15.8% , (assume 5% for other assets)

• After 2022, PE = 18.0%, public equity = 45.7% (i.e. 6 pp increase over two years)

• DiD coefficient in Table 4, Column 1 (Year > t) says treated plans sold 2.4% of their PE 

portfolio more than controls in 2022. 

• On an 18% PE allocation, that translates to: 0.4pp decrease

Interpretation: Secondary sales are the fastest active rebalancing channel, but they do not 

seem quantitatively large enough to fully undo the drift.

Question: If true, which frictions prevent them from rebalancing all the way?
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Collateralized Fund Obligations

Some examples:

• Silver Leaf (2003) — Securitization of private equity fund assets by Deutsche Bank

• Pine Street (2003) — Securitization of private equity fund assets by AIG

• Tenzing (2004) — Securitization of private equity fund assets by Invesco

• Mizuho IM has launched its first CFO called Vintage I in 2007, a EUR 500 million 

fund investing in global buyout funds.

• In 2006 Temasek Holdings completed $810 million securitization of a portfolio of 46 

private equity funds.

• SVG Capital has executed three CFO securitizations as part of its "Diamond" 

program, SVG Diamond (2004), SVG Diamond II (2006) and SVG Diamond III 

(2007).

• 2018.06: Temasek Holdings sold a $501 million CFO Astrea IV to local retail 

investors (subsequently followed by Astrea V and VI)

• 2018.07: Sightway Capital raised $216 million for a CFO, SWC Funding, that is 

backed by stakes in 32 private equity funds. (source)

• 2019: Coller Capital issues a CFO

• 2020: Coller Capital issues a CFO

• 2021: KKR issues at least two CFOs

• 2021: Ares issued raised $1 billion for a CFO
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Discussion of Alternate Rebalancing Options

Suggestion #3a. A more complete list of rebalancing/liquidity options

• I would cite this paper as one describing how pension plans manage PE allocations 

beyond initial commitments.

• Potentially a richer menu

• (i) CFOs (requires secondary sales)

• (ii) NAV Financing (does not require secondary sales)

• Would make the scope of the contribution much larger

Suggestion #3b. Extend the sample beyond 2022

• Reason #1: The 2021-2022 shock was the onset of overallocation pressure, but 

presumably institutional rebalancing takes years

• Reason #2: Secondary markets have become more popular

• Reason #3: Alternative rebalancing options have become more popular
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Final Thoughts

• Important and timely topic + A useful method for identifying LP secondary sales at scale

• Punchline: Static allocation policies + sluggish PE valuations force overallocated 

pensions into costly secondary sales, despite limited adjustment along other margins

• A few suggestions for future iterations:

• Refinement of the empirical methodology

• Clarification regarding economic magnitudes and empirical design choices

• Consideration of other rebalancing mechanisms

• A few questions prompted by the paper for the future:

• How do pension plans choose among the broader menu of rebalancing tools? 

• We talk a lot about insurance-PE nexus – are there similar relationships between 

pension funds and the private equity providers?

• What are the long-run dynamics of overallocation? 

• Looking forward to the next version!
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