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      For the partners who told me when I was wrong.

    

  


  
    
      Risk can be measured.

      Trust is indispensable.

    

  


  
    
      
        
          
          

          
            A NOTE ON THE CASES IN THIS BOOK

          

        

      

    

    
      I have been advising, teaching and structuring for long enough to know that the most useful stories in this field are the ones that could, with the names changed, be told about almost anyone. That is precisely why I have changed them.

      Every deal, conversation, boardroom and negotiation in this book is a composite. Names, firms, countries, currencies, fees and figures have been altered or invented. Where a figure is used to make a point about arithmetic — the shape of a carry catch-up, the way a hurdle interacts with a currency depreciation — it is labelled as illustrative. It is not drawn from an audited account, and it is not a record of a real arrangement.

      I have done this for two reasons.

      The first is practical. Much of what I describe happened inside confidential relationships, and those relationships outlast any book. I would rather write clearly about a general mechanism than write vaguely about a specific one, and I would rather protect the people who trusted me than name them.

      The second is honest. The reason these stories are useful is not that they happened to me. It is that they happen to everyone. If I have done my work, a reader in Johannesburg, Lagos, London or Singapore will recognise their own partnership in these pages — and that recognition is worth more than any detail I could have kept accurate.

      The one exception is the parts of this book that are plainly autobiographical: the street where I grew up, the house my father bought, a particular dinner in Rosebank, the market I have gone back to. Those are mine, and I have told them as I remember them.

    

  


  
    
      
        
          
          

          
            PREFACE — COMING BACK

          

        

      

    

    
      I was waiting in a meeting room on the top floor of a building in Sandton when I realised how long I had been away, and how little I had expected to notice it.

      The room looked like meeting rooms anywhere. A long table, a single plant that nobody had watered, a glass wall that looked out onto a skyline of towers and cranes and, further off, the dry ridge of the Magaliesberg. The air conditioning hummed in a way I remembered from a hundred offices in New York. I could have been in Manhattan. I was not. The coffee was too strong, and it had come with a small plate of biscuits that someone had clearly bought that morning as a gesture, and the view below me was a city that had been a rough suburb when I was a child.

      I had been away for most of my adult life. I had left South Africa as a young man with a scholarship and a suitcase, and I had come back, thirty years later, not as a returning son but as a professional with a meeting on a Tuesday morning.

      My father bought the house in Sandhurst when I was small. It was not a clever thing to do. It was not considered an investment. I think he bought it because he wanted somewhere to put his family and to keep it there, and because he liked the street. He was not a speculator. He was a man who believed that if you meant to stay somewhere, you should commit to it properly, and that committing to it properly meant owning it.

      The house appreciated. That is a fact, and I am not ashamed of it. But I have spent the years since learning that the fact is the least interesting thing about it. What I have come to understand, slowly and with the help of a great many people who corrected me, is that my father's purchase was not a financial decision at all. It was a decision about time. He was announcing, to the street and to himself, that he intended to be there long enough for the decision to matter. The value was a by-product. The alignment was the asset.

      I do not think I understood that when I started in finance. I was good at the arithmetic. That was never the problem. I was good at the models, at the spreadsheets that ran forty columns to the right, at the language of hurdles and waterfalls and terminal values. I could tell you, to a decimal place, what a project was worth. What I could not tell you, for an embarrassingly long time, was why so many projects that were worth a great deal on paper ended up worth so little to the people who had put money into them.

      I spent those thirty years in the United States doing, roughly, three things in rotation. I taught. I stood in front of rooms of very clever people and explained portfolio theory and asset pricing and, later, the behavioural quirks that made both of those things less reliable than the textbooks suggested. I worked. I spent five years inside a large alternative asset manager, structuring transactions in property, private equity and credit across several borders, and I later advised two venture firms on the West Coast about how their portfolio companies ought to be financed and how their positions ought to be sold. And I built. In 2011 I founded a macro and multi-asset platform of my own, ran it for the better part of a decade, made most of the mistakes that founders make and one or two that were entirely original, and then went back to the classroom, older and rather quieter.

      Across all three of those lives, one thing kept happening, and it took me an unreasonably long time to see it as one thing rather than as a series of unrelated disappointments.

      The best ideas lost to the worst structures.

      I do not mean that good ideas failed. Good ideas fail all the time, for honest reasons. Markets move. Commodities fall. A technology that looked inevitable turns out to be merely early. That is risk, and risk is what we are paid to carry. What I mean is something narrower and, I think, more troubling. I mean that I watched, again and again, a genuinely sound investment — sound in its thesis, sound in its pricing, sound in its timing — come apart because the people around it had been arranged in a way that made coming apart the rational outcome. The capital wanted one thing. The manager wanted another. The operator on the ground wanted a third. Each of them, acting sensibly within the terms they had signed, pulled in a direction the others had not anticipated, and the idea, which had done nothing wrong, was torn.

      I saw this in a boardroom in lower Manhattan with a view of the Hudson. I saw it in a converted warehouse in a city I will not name, where a founder and his investors had stopped speaking to one another and communicated through lawyers who charged by the hour. I saw it, most painfully, inside my own firm, where a formula I had written myself — I, who taught this — quietly rewarded a partner for doing the very thing I least wanted him to do. I will tell that story properly later in this book, because I think a reader is entitled to know that the author has been on the wrong side of his own argument.

      So why come back?

      The honest answer is not the one that appears in the presentations. The presentation answer is about diversification and demographics and the fact that South Africa's economic cycle does not march in step with the American one, all of which is true and none of which is why I am here. I came back because I had a question I could not answer in New York, and I had a suspicion that this was a place where the answer would be easier to see.

      The question was simple. Why do structures fail? Not markets, not ideas — structures. And the suspicion was this. In a large, deep, forgiving market, a badly designed partnership can survive for a very long time. Rising asset prices cover the cracks. Liquidity papers over the disagreements. Everyone gets paid enough that nobody looks too closely at why. In a market with less room for error — where the currency moves, where the electricity is not guaranteed, where the regulator is attentive and the pool of trusted counterparties is small — a badly designed partnership does not get that grace. It fails quickly, and it fails visibly, and everyone involved learns something about structure whether they wanted to or not.

      That is not a criticism of South Africa. It is, if anything, the reverse. This is a country with a sophisticated financial sector, a long tradition of corporate governance that much of the world has quietly borrowed from, and a community of professionals who have spent their careers building arrangements that have to hold under stress. It is a very good place to study what holds and what does not. I have learned more about alignment in eighteen months of sitting in rooms like the one I have described than I learned in several years of comfortable success elsewhere, and a good deal of that learning has come from people who were kind enough to tell me, directly, that I had it wrong.

      This book is my attempt to write down what I have learned — here and, before here, over three decades in rooms where the coffee was weaker.

      I should say clearly what it is not. It is not an investment guide. It will not tell you what to buy, or when, or in what currency. It makes no forecast about interest rates, the rand, gold or anything else that would make it look foolish within a year of publication. It does not promise higher returns, and if you find a sentence in it that seems to, you should assume I have written it badly.

      What it is, I hope, is a book about how to design a cooperation that people want to remain inside. About fees and incentives and governance and information rights and exit clauses, yes — but really about the thing underneath all of those, which is whether the people at the table want the same outcome, and whether they will still want it when the outcome starts to look different from the one they imagined. I have come to believe that this question, which almost nobody asks at the start of a partnership, decides most of what happens at the end of it.

      My counterpart that morning in Sandton arrived ten minutes late. He apologised, though he did not need to. The power had gone out along his route and the traffic lights at three intersections had gone dark with it, and the drivers of Johannesburg had done what they always do, which is to invent, on the spot, a working arrangement for who goes first.

      That, too, is a structural problem. We will get to it.

      E. R. J.

      New York and Johannesburg
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      Some years ago a family in the northern suburbs of Johannesburg decided that too much of what they owned was in one country, and that the country was this one.

      It was not an unusual decision. A great many South African families of means have reached it, for reasons that have as much to do with prudence as with pessimism. The family had built a business over two generations, sold most of it, and now held the proceeds through a small office run by a man I will call Pieter, who had been the company's finance director and had stayed on because the family trusted him and because he could not quite imagine doing anything else. Pieter was careful. He had read widely. He knew that offshore diversification was something you did through a professional manager, and he set about finding one.

      He found one in a European capital, through an introduction from a private banker who had known the family for years. The manager was well regarded. It ran a multi-asset strategy with a long record, it had a partner who spoke fluently about emerging market clients and their particular needs, and it was, in the way of such firms, extremely good at the first meeting. Terms were negotiated over four months. Pieter pushed on fees and got a modest concession. The lawyers on both sides did their work. In the spring of the following year the family wired the first tranche.

      For five years, everyone did what the contract said.

      The manager invested the money according to the mandate. Returns, over the period, were a little above the benchmark net of fees, which is more than most managers achieve. Reports arrived on the tenth business day of every quarter, as specified. Fees were calculated correctly and paid on time. The private banker received his introduction fee, as agreed. There was an annual meeting, first in person and later by video, at which slides were shown and questions were answered. Nobody breached a single clause.

      In the fifth year the family redeemed the entire mandate, and every person involved felt, privately, that they had been let down.

      The family felt that they had bought a relationship and received a product. Their questions — about a particular currency exposure, about a change in the fund's approach to a sector, about whether the mandate still made sense when the rand did what the rand did in the third year — had been answered, but never anticipated. The manager felt that it had done precisely what it was engaged to do and had been dropped anyway, by a client that had never really understood the strategy and that had, it seemed to the partner in charge, been looking for a reason to leave. The private banker felt that a relationship he had spent a decade cultivating had been strained by an introduction he had made in good faith. And Pieter, who had done nothing wrong at any stage, felt that he had somehow failed the family, and could not have told you how.

      I met Pieter about a year after the redemption, and he told me the story over lunch with the slightly puzzled air of a man describing a car that had been serviced regularly and had nonetheless stopped working. He kept returning to the same point. The returns were fine. The paperwork was fine. Everyone had been professional. So what, exactly, had gone wrong?

      I have thought about that lunch a great deal. I think it contains, in miniature, the subject of this book.

      

      If you study finance at a serious institution, as I did and as I later taught, you are given four variables to think with. You are taught to think about risk, which is the range of things that might happen and how badly. You are taught to think about return, which is what you hope to be paid for carrying that range. You are taught about liquidity, which is how quickly and at what cost you can change your mind. And you are taught about valuation, which is the discipline of not paying more for a thing than it is worth. These four are the grammar of the profession. Every model, every committee paper, every pitch is built from them.

      They are good variables. I have no quarrel with any of them. But they share a quiet assumption, and the assumption is this: that the people involved in a financial arrangement will behave, over its life, in roughly the way they behaved on the day it was signed.

      They will not. Nobody does.

      The manager who is hungry in year one is comfortable in year four. The family that is patient in a rising market is nervous in a falling one. The partner who sold the mandate leaves the firm. The banker who made the introduction retires. The currency moves thirty percent and everyone's sense of what the arrangement was for changes with it. None of these things is a breach. None of them is a surprise, taken individually. Taken together, they mean that the arrangement that was signed and the arrangement that is being lived are, by the middle of its life, two different things — and nobody has a variable for the gap.

      I have come to call that variable alignment. It is the fifth variable, the one that is missing from the grammar, and my argument in this book is that it is the one that most often decides whether the other four were worth calculating.

      

      I should define it, because it is a word that finance uses constantly and almost never means.

      Alignment is the extent to which the parties to a financial arrangement want the same outcome, at the same time, for the same reasons — and continue to want it after circumstances change.

      Every clause of that sentence is doing work, but the last one is doing most of it. It is not difficult to construct an arrangement in which everyone wants the same thing on the day of signing. Enthusiasm, novelty and the presence of lawyers will usually accomplish that. What is difficult, and what almost nobody attempts, is to construct an arrangement in which everyone still wants the same thing three years later, when the fund is either far ahead of plan or far behind it, when the key person has been replaced, when the rand or the peso or the lira has done something that nobody's model contemplated, and when the reasons each party had for entering the arrangement have quietly become reasons for leaving it.

      Notice what the definition does not say. It does not say that the parties must like one another, although that helps. It does not say that they must have invested alongside one another, although that is often assumed to be sufficient and is not. It does not say that they must have agreed every term, because it is entirely possible to agree every term of a structure that is misaligned from the first day. And it does not say anything about honesty or character. This is deliberate, and it is one of the arguments I will make most insistently in what follows: alignment is not a moral property. It is a design property. Decent people placed inside a badly designed structure will drift out of alignment as surely as water finds the low ground, and they will do so while sincerely believing that they are behaving well. I know this because I have been one of them.

      Pieter's manager was not dishonest. The banker was not greedy. The family was not fickle. The structure simply rewarded each of them for wanting something slightly different from what the others wanted, and rewarded them for wanting it more as time went on. The manager was paid on assets, so the manager's interest was in keeping the mandate calm and retained, not in raising uncomfortable questions about whether it still fitted. The banker was paid on the introduction, so the banker's attention moved on the day the wire cleared. The family wanted a partner who would tell them when to worry, and had signed a contract with a firm that had every incentive not to. Nothing in the document was wrong. Everything in the arrangement was.

      

      This problem exists everywhere capital is deployed through other people, which is to say everywhere. But it is sharper — more expensive, faster to appear, harder to repair — when the capital crosses a border, and sharper still when the border it crosses is between a large developed market and an emerging one.

      There are several reasons for this, and I will spend the third part of this book on them, but they can be sketched quickly.

      Distance thins attention. A capital provider in New York or London or Zurich will, whatever their intentions, think about a partnership in Johannesburg less often than the people in Johannesburg think about it. Attention is a currency, and the exchange rate is unfavourable to the distant party.

      Information travels unevenly. The party on the ground knows first when something has gone wrong. The party at a distance learns later, in a report, in language that has been chosen. The gap between those two moments is where most misalignment is born.

      Currencies do not merely move; they reveal. A thirty percent fall in a local currency does not create misalignment between an offshore investor and a local partner. It exposes the misalignment that was already there, by suddenly making the two of them count their outcomes in different units.

      Legal systems assign different meanings to the same words. A signature in one jurisdiction is a promise; in another it is the opening of a conversation. A partnership that does not know which it has signed will find out at the worst possible time.

      And time itself is felt differently. An investment committee in a large institution thinks in quarters and reporting cycles. An operator in a mining district or a renewable energy project or a growing business in Gauteng thinks in construction seasons, regulatory windows and the lifespan of a relationship with a community. When these clocks are not reconciled at the start, they will be reconciled later by force.

      None of this is an argument against cross-border capital. I have spent my career moving it, and I have come back to South Africa because I believe it can be done well. It is an argument that the structures used to move it must be designed with these frictions in mind, rather than imported from a market where the frictions are smaller and then wondered at when they fail.

      

      I have arranged what follows in four movements, and it may help to know their shape.

      The first part is about failure — specifically, about why investments that were sound in every conventional respect nonetheless come apart. I distinguish structural failure from the other kinds, describe the six places along which alignment most commonly fractures, and try to say precisely what alignment is by saying, at some length, what it is not. If you take nothing else from those chapters, I hope you take a single test, which I will describe in the third, for checking whether any arrangement you are about to sign will survive a change in circumstances.

      The second part is about the three mechanisms that most directly shape behaviour in a partnership: money, control and information. It examines fee structures as the instructions they secretly are, spends a long chapter on revenue sharing — the mechanism I believe has the greatest potential to align and the greatest tendency to be misused — and then turns to governance and to trust, which I treat not as a substitute for structure but as the thing that good structure makes affordable.

      The third part crosses the border. It looks at what is loosely called cultural risk and argues that it is really a set of unreconciled assumptions about time, commitment and silence. It examines the role of local partners, who in my experience carry more unpriced risk than anyone else in a cross-border arrangement and are treated as though they carry least. And it spends a chapter on South Africa itself, not as a case study for outsiders but as a market whose particular combination of sophistication and stress makes it an unusually clear place to see how structures behave.

      The fourth part is practical. It gathers the argument into a framework I use in my own work and offer to the reader — seven things to write down before a partnership is signed — and then turns to the negotiation itself, which I have come to believe is not a prelude to the partnership but its first year, compressed.

      I have tried, throughout, to write as I would speak to a colleague rather than as I would write for a journal. I have used stories, all of them composites, because in this field the mechanism is usually easier to see in a story than in a proposition. And I have tried to be honest about the places where I got it wrong, because a book about alignment written by someone who claims never to have been misaligned would not deserve to be believed.

      

      A word, finally, to the reader about what to expect.

      If you have picked up this book hoping to learn how to select a good fund manager, a good private equity sponsor or a good partner for an infrastructure project, I should tell you now that it will not help you much. Selection is a skill, and there are people who teach it well, but it is not the skill this book is about.

      If, on the other hand, you have selected well — you have found the good manager, the credible sponsor, the partner with the right knowledge and the right intentions — and you have nonetheless watched the arrangement drift, sour or quietly fail, then this book was written for you. It was written for the allocator who cannot understand why the returns were fine and the relationship was not. For the fund manager who did everything the mandate required and lost the client anyway. For the family office sitting between a home market and an offshore one, wondering which of its advisers actually wants what it wants. For the local partner who has been treated as a ticket rather than a principal and has begun to behave accordingly. For the lawyer who has been asked to paper a deal and can see, from the shape of it, where it will crack. And for anyone building financial partnerships between South Africa, the wider continent and the world's capital centres, where the distances are long and the room for error is short.

      I do not have a formula. What I have is a way of looking, developed over a long time and corrected by a good many people, and a set of questions that I have learned to ask before I sign anything. The questions are not complicated. Most of them can be put in a sentence. But they are almost never asked, and I have come to believe that the difference between the partnerships that last and the partnerships that do not is, more often than anyone in this profession would like to admit, simply whether someone asked them.

      Pieter, at the end of our lunch, said something that I have kept. He said that he had spent four months negotiating the terms and about four minutes thinking about what would happen if the terms stopped fitting. He did not think this made him unusual.

      He was right. It does not. That is the problem.

    

  


  
    
      
        
          
            PART I

          

          
            WHY GOOD INVESTMENTS FAIL

          

        

      

    

    
    

  


  
    
      
        
          
            1

          

          
            THE REASONABLE IDEA IN THE WRONG ROOM

          

        

      

    

    
      The first time I saw the site, it was February and the heat came off the concrete in a way that made the far end of the access road shimmer. There were four warehouses. Two were finished and had tenants. One was finished and empty, its roller doors pulled down and padlocked. The fourth was a steel frame and a slab, and a crane that had not moved, I was told, since the previous October.

      The man showing me around was the operator's general manager, a patient, heavyset person whom I will call Sipho. He had been at the site since the ground was broken and he knew every drainage channel and every argument. He drove me the length of the internal road in a bakkie with a cracked windscreen, past the weighbridge and the diesel bowser and the security post, and then he stopped at the skeleton of the fourth building and turned off the engine, and we sat for a moment in the ticking silence.

      "Everyone tells me," he said, "that this was a good project."

      "It was."

      "Then you can tell me why I am looking at that."

      I had been retained, some weeks earlier, by the institutional investor that held most of the equity. Their brief was simple and slightly wounded. The project had stalled in its third year, the parties were no longer speaking except through counsel, and the investment committee — in a city seven thousand kilometres away, in winter — wanted an independent view on what had gone wrong and whether anything could be salvaged. They wanted, I think, to be told that it was the currency. It would have been a comfortable thing to be told. Currencies are nobody's fault.

      I very nearly told them that. I am going to spend this chapter explaining why I did not, and why the reason I did not is the subject of this book.

      A deal that everyone approved

      Let me describe the project as it looked on the day it was approved, because it is important to understand that it looked good, and that it looked good to serious people.

      The idea was a logistics park about an hour inland from a port on the Indian Ocean coast of southern Africa. The port was congested and getting more so. There was a rail line and a national road within a few kilometres of the site. Regional trade was growing, the national government was talking about corridors, and the largest retailers in the country were known to be looking for distribution capacity near the coast. The land was cheap because it had been agricultural and marginal. The zoning was achievable. On any reasonable set of assumptions, warehouses built there would let.

      Four parties came together to build it.

      The developer was a local company with a good record in industrial property, run by a founder who had built most of the warehousing in two provincial cities and who knew, in the way that good developers know, how to get a slab poured in the rainy season. He brought the land, the plans and the relationships with the municipality.

      The senior lender was a development finance institution — a bank with a mandate to fund infrastructure in the region and a balance sheet denominated in United States dollars. It lent about half the total cost, in dollars, secured on the land and buildings, with the usual covenants about loan-to-value and interest cover and, importantly, a covenant on occupancy, since occupancy was what would produce the rent that would service the debt.

      The equity came mostly from an infrastructure fund based in Europe, backed by pension money, which had raised its capital on a promise to invest in African real assets and was in the third year of a ten-year fund life. The fund's partners were capable people. They had done their diligence carefully, and they liked the thesis.

      And the operator — Sipho's employer — was a regional logistics company that would run the park once built, manage the tenants, handle the cross-docking and the customs bonding, and take a fee based on the volume of goods moving through the gates.

      Each of these parties had a reason to be there, and each reason was sound. Each of them had negotiated their own terms with care, and each of the terms, considered alone, was defensible. The lawyers on all four sides were competent. The approval papers ran to several hundred pages. I read them all, later, in a hotel room with the air conditioning turned too high, and I could not find a single decision that I would have called foolish.

      Then I watched what those decisions did to one another over three years, and I understood.

      The developer was paid on milestones. Foundations, frame, roof, practical completion. This is normal, and it is sensible; you do not want a developer who is paid whether or not he builds. But it meant that the developer's interest, from the first day, was in speed. He wanted to reach practical completion on all four buildings as fast as the contractors could pour, because that was when he was paid, and because his capital and his reputation were tied up in the ground until he did.

      The lender's covenants were tied to occupancy. Again, normal; again, sensible. A bank lending against a building wants to know that the building is producing rent. But it meant that when occupancy lagged the plan — as occupancy always does, at least for a while, on a speculative park — the lender's rational response was to slow the drawdowns for the later phases until the earlier phases had let. The lender was protecting its position. That was its job.

      The equity fund had a life. Ten years from first close, with two possible one-year extensions if the investors agreed, and investors rarely agree with enthusiasm. It had entered the project in the fund's third year, which meant it needed to be out, realistically, by the seventh or eighth. That gave the project five years, at most, to be built, let, stabilised and sold to somebody else. The fund's partners knew this. They had a model that showed it working. But it meant that their interest was in a stabilised, saleable asset by a fixed date, and that they would therefore push, when letting was slow, for tenants at almost any rent, because a full building at a low rent is saleable and a half-empty building at a good rent is not.

      And the operator was paid on throughput. Tonnes through the gate, containers across the dock. This was meant to align the operator with the success of the park, and in a sense it did. But a tenant that moves a great deal of volume is not the same as a tenant that pays a great deal of rent. The operator wanted freight forwarders and fast-moving consumer goods; the equity wanted a blue-chip anchor with a twelve-year lease and a covenant that a buyer would recognise; the lender wanted whichever produced rent soonest. These were three different tenants, and there was only so much floor.

      Now add two events, neither of them remarkable.

      In the second year, an anchor tenant that had been in advanced negotiation — a national retailer, exactly the kind of covenant the equity wanted — pulled out. Not because of the park. Because of a change in its own board and a decision to consolidate distribution in another province. This happens. It is the ordinary weather of property.

      In the third year, the
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