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Abstract 

Investment determines which claims, enterprises and projects receive scarce capital, at what price, with which rights and under 
whose risk. This chapter integrates public-market securities analysis, international investment appraisal and venture-capital 
decision-making within one investor-centered architecture. It develops investment mandates, strategic asset allocation and 
rebalancing, African capital-market structure, return and risk measurement, diversification, Modern Portfolio Theory, CAPM, 
multifactor models, market efficiency, behavioral finance, technical analysis, fixed-income valuation, DCF and relative valuation, 
private-market fair-value governance, scenario analysis, international portfolios and FDI appraisal. It then examines private equity 
and venture capital, including fund economics, early-stage valuation, capitalization tables, dilution, SAFEs, due diligence, term 
sheets, governance rights, performance measurement and exits. Tyme Group anchors the African private-market case, while 
Norway's Government Pension Fund Global provides a contrasting institutional portfolio case. Current African evidence, AI-
supported investing and impact claims are critically evaluated. Christian moral reasoning frames investment as prudent 
stewardship, truthful valuation, fiduciary responsibility, fair risk-bearing and accountable use of financial power. 

Keywords: investment analysis; portfolio theory; valuation; CAPM; African capital markets; foreign direct investment; venture capital; 

term sheets; private-market performance; investment ethics 

Learning Outcomes 

Table 18.1. Learning outcomes for Chapter 18. 

No. Learning outcome 

1 Define investment as disciplined capital allocation and construct an investment policy statement specifying objectives, horizon, liquidity, risk, 
currency, legal, tax, concentration, benchmark, rebalancing and moral constraints. 

2 Compare major asset classes and explain how market depth, liquidity, information asymmetry, regulation and institutional design affect investment 
analysis, with particular attention to African capital markets. 

3 Calculate and interpret holding-period, annualized, nominal, real and risk-adjusted returns, distinguishing time-weighted from money-weighted 
performance and benchmark-relative from absolute return. 

4 Measure risk using variance, standard deviation, covariance, correlation, downside and liquidity concepts, and explain why volatility is an 
incomplete measure of permanent loss. 

5 Apply Modern Portfolio Theory to diversification, portfolio expected return and variance; design strategic allocation and rebalancing rules; and 
interpret the efficient frontier without assuming estimated inputs are stable. 

6 Apply CAPM, beta, alpha and the Sharpe ratio, compare multifactor alternatives and explain the principal empirical and emerging-market 
limitations of standard asset-pricing models. 

7 Critically evaluate efficient-market, fundamental, behavioral and technical-analysis perspectives, distinguishing evidence of predictability from data 
mining and trading-cost effects. 

8 Value elementary fixed-income securities and explain yield curves, yield, duration, convexity, credit spread, reinvestment and liquidity risk as 
investment, rather than treasury, decisions. 

9 Construct and interpret DCF, DDM, comparable-multiple, precedent-transaction and asset-based valuations, reconcile enterprise with equity value 
and test terminal-value dependence. 

10 Build an evidence-based investment thesis using financial statements, industry analysis, catalysts, downside cases, sensitivity analysis, scenarios 
and a defensible margin of safety. 

11 Evaluate international portfolio allocation and FDI projects using currency-consistent cash flows, country and political risk, remittance and 
convertibility constraints, and project-versus-parent perspectives. 

12 Assess sustainable, responsible and impact-investment claims by separating financially material factors, normative constraints, impact objectives 
and unsupported promises of superior return. 

13 Explain the venture-capital ecosystem, fund structure and economics, financing stages, startup economics, selection, staging, monitoring, carried 
interest, J-curve dynamics and power-law portfolio consequences from the investor perspective. 

14 Value early-stage ventures using scenario, milestone, venture-capital, comparable and ownership-based methods while recognizing option-like 
uncertainty and selection bias. 

15 Build a fully diluted capitalization table and model dilution from priced rounds, option pools, convertible notes and SAFEs, including the economic 
significance of security rights. 

16 Conduct investment due diligence and interpret term-sheet provisions involving liquidation preference, anti-dilution, governance, information, pro-
rata, vesting, transfer and exit rights. 

17 Evaluate venture and private-capital performance using IRR, MOIC, DPI, RVPI, TVPI and public-market-equivalent logic, and design monitoring, 
follow-on and exit decisions. 

18 Evaluate AI and alternative-data tools, then apply Christian moral reasoning and the Investment and Venture Stewardship Protocol to investment 
decisions involving fiduciary duty, fair valuation, speculation, power, founders, workers and foreseeable harm. 



 
ACROSS MARKETS AND BORDERS CHAPTER 18 

OPEN CHRISTIAN PRESS  |  4 

Concept Map and Chapter Roadmap 

 
Figure 18.1. Capital allocation as an evidence-to-stewardship system. 

Source/Note: Author's synthesis, integrating modern portfolio theory, valuation, agency and venture-capital contracting perspectives. 

The chapter moves from an investor mandate through evidence, valuation, portfolio or deal construction, monitoring, exit and learning. 

Stewardship and governance constrain every stage. 

Chapter 17 ended with a commercial promise translated into money: exposures were measured, risks hedged, trade financed, 
and payments settled. Chapter 18 begins after liquidity is available and asks a different question: where should scarce capital be 
committed, at what price, under what rights, with what portfolio consequences, and for whose benefit? The approved Book 
Blueprint therefore assigns this chapter capital allocation and investor decision-making. It integrates public-market securities 
analysis, portfolio strategy, full investment valuation, international project appraisal and venture-capital decision-making while 
preserving the boundaries around founder-side entrepreneurship in Chapter 8 and corporate international finance and payments in 
Chapter 17. The hand-off to Chapter 19 is equally deliberate: country risk and policy constraints matter here because they affect 
cash flows, discount rates, ownership rights and exit possibilities, but formal trade-law doctrine, diplomacy, sanctions policy and 
geoeconomic statecraft belong to the next chapter. 

The chapter proceeds in seven connected movements. Sections 18.1-18.5 define investment as disciplined capital allocation, 
establish investor objectives and constraints, develop the investment policy statement, strategic allocation and rebalancing, 
examine market structure and African capital-market development, and build return and risk measurement. Sections 18.6-18.10 

develop portfolio theory, CAPM and factor reasoning, benchmark-relative performance attribution, market efficiency, behavioral 
finance and technical analysis. Sections 18.11-18.15 develop fixed-income term-structure and immunization logic, valuation across 
bonds, equities, enterprises and private assets, fair-value governance, accounting quality, sensitivity and scenario analysis. Sections 
18.16-18.18 extend the framework to international portfolios and FDI project appraisal, country and political risk, and sustainable 
or impact claims. Sections 18.19-18.25 then move into private equity and venture capital, including fund economics, staged 
financing, startup valuation, due diligence, capitalization tables, term sheets, investor protections, governance, monitoring and exits. 
Sections 18.26-18.28 integrate current African evidence, a global institutional-investor comparison and AI-supported decision tools. 
Sections 18.29-18.32 develop Christian moral reasoning, the IVSP professional protocol, recurring errors, synthesis, questions, 
cases and the hand-off to Chapter 19. 

SCOPE BOUNDARY | What Chapter 18 owns, and what it deliberately leaves to neighboring chapters 

Chapter 18 owns investment objectives and constraints, public and private asset allocation, portfolio construction, CAPM and factor reasoning, 
securities and enterprise valuation, full FDI appraisal, investor-side venture-capital analysis, term-sheet economics, portfolio monitoring and 
investment performance. Chapter 8 owns venture creation, customer discovery, MVPs, founder-side go-to-market and funding readiness. 
Chapter 9 owns accounting recognition and financial-statement construction. Chapter 17 owns corporate FX exposure, hedging, treasury, trade 
finance and payment settlement. Chapter 19 owns formal trade law, sanctions policy, diplomatic negotiation and geoeconomic statecraft. 
Chapter 20 owns technology strategy and intellectual-property management. Chapter 21 owns the book's full sustainability, circularity and ESG 
architecture. This chapter crosses those interfaces only far enough to make an investment decision economically and morally coherent. 

 

Table 18.2. Chapter architecture and scope control 

Editorial design 
question Chapter 18 answer 

Approved purpose Integrate public-market and private-market investment thinking while distinguishing securities analysis, international 
investment projects and venture-capital decision-making. 
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Editorial design 
question Chapter 18 answer 

Immediate prerequisites 
Accounting and financial-statement literacy from Chapter 9; decision and risk discipline from Chapters 4-5; strategy 
and governance from Chapters 12-13; international economics, multinational strategy and finance from Chapters 14-
17. 

Principal duplication 
risks 

Re-teaching founder entrepreneurship from Chapter 8; accounting rules from Chapter 9; corporate hedging and 
payments from Chapter 17; trade-law doctrine and geoeconomics from Chapter 19; technology or sustainability 
strategy from Chapters 20-21. 

Major theory streams 
Modern portfolio theory; CAPM and multifactor asset pricing; market efficiency and behavioral finance; fundamental 
and technical analysis; discounted-cash-flow and relative valuation; real options; agency, information-asymmetry and 
staged-financing theories of venture capital. 

Main evidence streams Global exchange data; African capital-market authorities and exchanges; AVCA private-capital evidence; UNCTAD FDI 
evidence; corporate and fund disclosures; peer-reviewed asset-pricing, valuation and venture-capital scholarship. 

African cases Tyme Group financing and private valuation; Rwanda's developing bond and collective-investment markets; JSE depth 
and liquidity; current Africa private-capital and venture-funding evidence. 

Global comparison Government Pension Fund Global as a large diversified asset owner; comparative evidence on public-market and 
private-market performance. 

Quantitative applications Holding-period and real returns; portfolio variance; CAPM; tracking error and information ratio; bond valuation, duration and 
convexity; DCF and multiples; FDI NPV; pre/post-money valuation; dilution and liquidation waterfalls; IRR, MOIC, DPI, RVPI and TVPI. 

Core moral questions 

When is risk-bearing productive stewardship and when does it become reckless speculation? What duties do 
fiduciaries owe beneficiaries? How should investors treat founders, workers, customers and communities when 
bargaining power is unequal? When do impact or ESG claims inform prudence, and when do they become ideological 
or promotional substitutes for evidence? 

 

Opening Case: Tyme Group and the Difference Between a Headline 

Valuation and Investment Value 

In December 2024, Tyme Group announced a US$250 million Series D financing that valued the multi-country digital-banking 
group at US$1.5 billion. Nubank contributed US$150 million, M&G Catalyst US$50 million, and existing shareholders a further 
US$50 million. At the time, Tyme reported approximately 15 million customers across South Africa and the Philippines and 
described the financing as capital for further expansion in Southeast Asia (Tyme Group, 2024). By July 2026, the company reported 
more than 23 million customers across its operating markets and approximately 400,000 new customers added per month (Tyme 
Group, 2026). These are company-reported operating signals, not independent proof of customer welfare, long-term profitability or 

fair value. Yet they create an unusually useful investment question: what exactly did the US$1.5 billion headline mean? 

A private-company valuation is not a neutral measurement printed by a machine. It is an inference from a transaction involving 
a particular security with particular rights at a particular date. If new investors purchase preferred shares carrying downside 
protections, board rights, information rights or other contractual privileges, the price paid for those shares cannot automatically be 
multiplied across every common share as though all claims were economically identical. Gornall and Strebulaev (2020) 
demonstrate this problem empirically in US unicorns: reported post-money valuations can materially exceed the value implied after 
differences among share classes are recognized. The point is not that a US$1.5 billion Tyme valuation was wrong. Publicly available 
information is insufficient to make that judgment. The point is that a headline valuation is the beginning of analysis rather than its 
conclusion. 

The investor must ask several layers of questions. First is operating value. How quickly are customers becoming economically 
active rather than merely registered? What revenue, margin, credit-loss, funding-cost and operating-cost trajectories can support 
future free cash flow? How much additional capital will expansion require? Which parts of the technology platform are reusable 

across markets, and which costs recur locally? Second is financial value. Which discount rate is consistent with the currency and 
risk of the projected cash flows? How much of enterprise value comes from a terminal assumption? What happens under slower 
growth, higher credit losses, weaker funding conditions or delayed market entry? Third is security-level value. What percentage 
ownership does the new money purchase on a fully diluted basis? Which preferences or conversion rights alter the distribution of 
exit proceeds? What later dilution is plausible? Fourth is portfolio value. How correlated is the investment with the investor's 
existing exposures, and how much illiquidity can the portfolio bear? Fifth is governance value. What monitoring rights, board 
influence and reporting discipline accompany the capital? Finally comes moral legitimacy. Do growth targets encourage prudent 
service or predictably incentivize opaque pricing, reckless lending, misleading metrics or exploitation of customers with limited 
alternatives? 

The case also demonstrates why African investment analysis cannot be reduced to a narrative of either scarcity or opportunity. 
Capital can cross continents into African-founded or Africa-operating firms, and African enterprises can become investors and 
platforms beyond the continent. Yet the terms of capital matter. Currency risk, shallow exit markets, thin comparable-company sets, 
regulatory change, concentration of growth capital and dependence on foreign limited partners can alter both price and bargaining 
power. A strong investment process therefore links valuation to rights, rights to incentives, incentives to consequences, and 
consequences to stewardship. 

Table 18.3. Tyme Group Series D: what the disclosed signals establish and what they do not 
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Disclosed signal What it supports What it does not prove 

US$250 million Series D, December 2024 A substantial external capital commitment was 
completed. 

That the company was worth exactly US$1.5 
billion under every valuation method or to every 
class of shareholder. 

US$1.5 billion announced valuation A transaction-implied headline valuation at the 
financing date. 

The fair value of common shares, future exit value 
or present value under alternative scenarios. 

Nubank US$150 million investment A strategic investor accepted the round's 
negotiated economics. 

That all outside investors would assign the same 
strategic or financial value. 

More than 23 million customers reported by July 
2026 

Continued operating scale and customer growth 
after the financing. 

Customer profitability, causal social impact, asset 
quality or long-run cash-flow durability. 

Multi-country operations Diversification and platform reuse may create 
growth options. 

That cross-border expansion automatically 
diversifies risk; regulation, currency and 
execution can also compound risk. 

 

MANAGERIAL INSIGHT | Price, value and terms are different objects 

A price is what a particular buyer and seller agree for a particular claim. Enterprise value is a valuation of the operating business before 
financing claims. Equity value belongs to residual owners after debt and other senior claims. A venture round's post-money valuation often 
scales the newest security's price across a capitalization table. Investment value is investor-specific because taxes, currency, liquidity, strategic 
synergies, mandate constraints and required return can differ. A disciplined analyst names the object being valued before calculating it. 

 

18.1 Investment as Disciplined Capital Allocation 

Investment is the commitment of resources today in expectation of future economic benefits under uncertainty. That definition 
is deliberately broader than buying shares. A pension fund purchasing a government bond, a household acquiring units in a 
collective investment scheme, a corporation building a foreign subsidiary, a private-equity fund buying a controlling stake, and a 
venture capitalist financing a pre-revenue technology company are all capital-allocation decisions. They differ in claim structure, 
liquidity, information, governance and time horizon, but each trades present resources for uncertain future benefits. 

The investment process should therefore begin with a mandate rather than a security. A mandate identifies whose capital is 

being invested, what objectives it must serve, when resources may be needed, which losses are tolerable, which legal or moral 
constraints apply, and how performance will be judged. This order matters because a security can be attractive in isolation and 
unsuitable in portfolio context. A 15-year infrastructure asset may have defensible economics but be inappropriate for an 
institution facing near-term liabilities. A concentrated venture investment may have exceptional upside yet expose a household to 
catastrophic loss. A government bond may be low risk in nominal local-currency terms while offering negative real return during 
high inflation. 

Capital allocation creates claims on future enterprise output and therefore connects finance to the real economy. Equity holders 
receive residual claims after contractual obligations; bondholders receive promised payments subject to default risk; lenders 
receive interest and principal; venture investors commonly receive preferred claims plus governance rights; FDI investors commit 
capital directly to productive assets and operating capabilities. The distinction between productive investment and pure price 
speculation is not always sharp because liquid secondary markets perform useful functions: they enable price discovery, liquidity 
and risk transfer. The relevant professional question is not whether an asset is traded, but whether the investor has a defensible 
thesis about expected return, risk, liquidity and contribution to portfolio objectives rather than merely relying on the hope that 
someone else will pay more. 

18.1.1 The investment decision chain 

A strong process can be expressed as a sequence of questions. What is the objective? What claim is being purchased? What cash 
flows or economic benefits can reasonably arise? What could impair them? What is already reflected in price? What return is 
required for the risk actually borne? How does the position interact with the rest of the portfolio? Which contractual rights protect 

value? How will the position be monitored? Under what conditions should the investor add, hold, reduce or exit? What 
consequences for other persons are foreseeable? These questions prevent a common analytical mistake: moving directly from a 
compelling story to a capital commitment. 

18.2 Investor Objectives, Constraints and Asset Classes 

Portfolio construction begins with objectives and constraints because expected return cannot be interpreted without the 

purpose of the capital. A retirement fund, university endowment, bank treasury, family office, development-finance institution, 
sovereign wealth fund and venture fund can all observe the same security and rationally reach different decisions. The differences 
arise from liabilities, horizon, liquidity needs, risk tolerance, legal rules, currency denomination, governance capacity and mission. 

18.2.1 Objectives: return is not a single number 

An objective may be nominal wealth growth, preservation of purchasing power, income generation, liability matching, capital 
preservation, intergenerational transfer, strategic control or a combination. These objectives imply different metrics. An investor 
concerned with purchasing power should examine real return, not nominal return alone. A pension fund should compare asset 
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behavior with the timing and sensitivity of liabilities. A venture fund should consider fund-level distributions and exit timing, not 
only unrealized valuation marks. A development or impact investor may include measurable non-financial outcomes, but those 
outcomes must be defined and evidenced rather than presumed from labels. 

Return objectives should be distinguished from required return. The required return is a hurdle reflecting time value, systematic 
risk, country and currency exposure, liquidity, leverage, uncertainty and opportunity cost. A desired 20% return does not make a 
project capable of producing 20%. Conversely, applying a high arbitrary hurdle to every African project can become a self-fulfilling 
barrier that suppresses investment even where risks are diversifiable or contractually mitigated. The required return should 
emerge from a risk model and scenario analysis, not from geography as stereotype. 

18.2.2 Constraints 

Time horizon affects both risk-bearing capacity and measurement. A long horizon can permit exposure to temporary market 
volatility, but it does not make permanent impairment harmless. Liquidity needs constrain allocations to private assets. Tax status 
changes after-tax return. Regulatory rules may restrict asset classes or concentration. Currency denomination matters because an 

investor with Rwandan franc liabilities and US-dollar assets faces a different risk than a dollar-based investor. Operational capacity 
is also a constraint: a small institution without specialist staff may not be able to perform, govern and monitor direct private-equity 
or infrastructure investments even if expected returns appear attractive. 

Ethical and mission constraints deserve the same clarity as financial constraints. Exclusions should be explicit, governed and 
evidence-based rather than improvised after controversy. Positive impact mandates should specify whether impact is an objective, 
a constraint, a risk factor, a source of expected return, or some combination. Those are different claims. Chapter 21 later develops 
sustainability and ESG frameworks comprehensively; Chapter 18 focuses on what such constraints do to capital allocation, 
valuation and fiduciary reasoning. 

18.2.3 Asset classes as bundles of economic exposures 

Asset-class labels are useful but imperfect. Public equities provide residual claims with market liquidity, but risk differs 
dramatically by sector, leverage, governance and market depth. Government bonds can carry interest-rate, inflation, currency and 
sovereign risk. Corporate bonds add credit and recovery risk. Real estate combines income, asset value, leverage and local economic 
exposure. Infrastructure often involves long-lived regulated or contractual cash flows, political interfaces and construction risk. 
Commodities can provide inflation or crisis exposure but do not generate operating cash flows in the same way as businesses. 
Private equity and venture capital introduce illiquidity, sparse price discovery, contractual governance and valuation subjectivity. 
Cash offers liquidity but can lose real value through inflation. 

Table 18.4. Asset classes as economic exposures rather than labels 

Asset class Primary source of return Distinctive risks Liquidity and valuation 
considerations 

Public equity Dividends, buybacks and residual 
growth in enterprise value. 

Business, market, leverage, 
governance, valuation and 
concentration risk. 

Often liquid where markets are 
deep; mark-to-market prices can be 
volatile and may not equal intrinsic 
value. 

Government bonds Coupon income, principal repayment 
and price changes from yields. 

Duration, inflation, currency, 
sovereign credit and reinvestment 
risk. 

Usually more liquid in developed 
markets; some African local-
currency markets are materially 
shallower. 

Corporate credit Coupon, spread compression and 
principal repayment. 

Credit, recovery, liquidity, duration 
and covenant risk. 

Public bonds may trade; private 
credit is less liquid and requires 
borrower-level underwriting. 

Real estate 
Rent, occupancy, operating 
improvement and capital 
appreciation. 

Location, tenant, financing, 
regulatory, climate and valuation 
risk. 

Private appraisals are periodic and 
model-based; transaction costs are 
high. 

Infrastructure Contracted or regulated cash flow 
plus asset appreciation. 

Construction, demand, regulation, 
politics, counterparty and 
refinancing. 

Long duration and illiquid; valuation 
sensitive to discount rate and 
terminal assumptions. 

Private equity Operational value creation, leverage, 
multiple change and exit. 

Illiquidity, leverage, governance, 
execution, valuation and exit risk. 

Periodic fair-value estimates; 
distributions are lumpy and fund 
lives are long. 

Venture capital Extreme upside from a minority of 
high-growth companies. 

High failure rates, dilution, 
technology, market, governance, 
financing and exit risk. 

Very illiquid; valuations are episodic 
and security rights can make 
headline values misleading. 

Cash and short-term instruments Interest income and liquidity option 
value. 

Inflation, reinvestment and currency 
risk. 

High nominal liquidity; real 
purchasing power is not guaranteed. 

 

18.2.4 Investment policy statements, strategic allocation and rebalancing 

An investment policy statement (IPS) converts objectives and constraints into an ex ante governance contract for capital. It 
identifies the policy asset mix or risk budget, eligible and prohibited exposures, policy benchmarks, liquidity requirements, 
currency treatment, concentration limits, delegated authority and review process. The IPS is valuable precisely because it is written 
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before market excitement, fear or institutional politics create pressure to redefine the mandate after outcomes are known. A 
benchmark should represent the investable opportunity set and the risk the owner has actually authorized, rather than being 
chosen retrospectively because it makes performance look favorable. 

Strategic asset allocation is the long-run distribution of capital across risk exposures intended to meet the mandate. Tactical 
asset allocation is a temporary deviation from that policy mix based on a stated view, while security selection chooses instruments 
within an allocation. These activities should not be blurred; separating investment policy, tactical allocation and security selection is 
also central to classical performance-attribution work (Brinson et al., 1986). If an active manager outperforms because equities rose 
while the policy benchmark held more bonds, the result may reflect an unauthorized asset-allocation bet rather than superior 
security selection. Conversely, a policy portfolio can underperform a short-run market rally and still be appropriate if it protects 

liquidity, liability matching and capital preservation required by the mandate. 

Rebalancing restores the portfolio toward intended risk after market movements, contributions, withdrawals or changing 
liabilities. Calendar rules rebalance at scheduled intervals; tolerance-band rules act when weights move beyond specified ranges. 
Neither is mechanically superior. Transaction costs, taxes, market impact, liquidity, capital controls and the availability of cash 
flows all matter. In private markets, frequent trading is impossible, so commitment pacing, distributions, secondary sales and 
public-market allocations become part of rebalancing. The professional objective is not to forecast every turning point but to 
prevent yesterday's winners from silently rewriting tomorrow's risk budget. 

Governance completes the allocation process. Decision makers should specify who may deviate from policy, by how much, for 
how long, under what evidence threshold and with what escalation procedure. Stress testing should ask whether the portfolio can 
meet obligations during simultaneous market decline, currency pressure and illiquidity. Ethical or mission restrictions should be 
embedded in the IPS with the same clarity as financial limits. A constraint that appears only after a controversial investment is not a 
policy; it is an improvised reaction. 

18.3 Financial Markets, Information and the African Capital-Market 

Context 

Financial markets connect savers and users of capital, but they do more than move money. Primary markets create new claims 
and channel funds to issuers. Secondary markets allow investors to transfer existing claims, reveal prices, manage liquidity and 
rebalance risk. Intermediaries such as brokers, exchanges, asset managers, banks, custodians, pension funds, insurers, private-
equity managers and venture funds reduce some transaction or information costs while creating their own agency problems. 
Regulation establishes disclosure, conduct, custody, market-abuse and prudential rules, but formal rules are only as effective as 
enforcement, market infrastructure and investor capability. 

Global public markets are enormous. The World Federation of Exchanges reported that global equity market capitalization 
reached approximately US$151.94 trillion at the end of 2025, 18.5% above end-2024, while trading value rose 36.8% over the year 
(World Federation of Exchanges [WFE], 2026). Such scale can create the impression that capital is universally deep and 

continuously priced. It is not. Liquidity is highly concentrated across venues, securities and time. A global institutional investor can 
trade large developed-market stocks within seconds while an African small-cap investor may face wide spreads and long periods 
without transactions. 

18.3.1 Market depth, liquidity and price discovery 

Liquidity has several dimensions. Tightness concerns transaction cost, commonly reflected in bid-ask spreads. Depth concerns 
how much can be traded near the current price. Immediacy concerns how quickly a trade can be executed. Resiliency concerns how 
rapidly prices and order books recover after a large trade. Turnover alone does not capture all four. Thin markets can produce stale 
prices, greater market impact and difficulty implementing textbook portfolio weights. For institutional investors, illiquidity is 
therefore both a cost and a risk because rebalancing may be expensive precisely when markets are stressed. 

Price discovery also depends on information. Public-company disclosure, analyst coverage, accounting quality, beneficial-
ownership transparency, corporate governance and enforcement shape how efficiently information enters prices. Private markets 
substitute negotiated diligence and contractual access for continuous public disclosure. Neither model eliminates information 
asymmetry. Public prices can embed noise and herd behavior; private valuations can become stale and subjective. 

18.3.2 Africa is not one capital market 

African investment analysis must begin with institutional heterogeneity. South Africa has a large and sophisticated exchange, 
derivatives, bond and asset-management ecosystem. Other markets are smaller, have fewer listings, narrower institutional-investor 
bases and lower secondary trading. The Absa Africa Financial Markets Index 2025, covering 29 countries representing about 80% 
of African GDP, continued to show large variation in market depth and liquidity. Its detailed scoring illustrates why a single 
continental risk premium is analytically weak: market size, product diversity, trading infrastructure, pension assets, legal standards 
and macroeconomic conditions differ materially across jurisdictions (Absa & OMFIF, 2025). 

Rwanda illustrates market-building from a smaller base. The Capital Market Authority reported that in the year ended 30 June 
2025, three corporate bonds raised FRW 46.0 billion, including green and sustainability-linked issues. Government Treasury-bond 
issuance, including reopenings, totaled FRW 246 billion; secondary bond turnover reached FRW 148.5 billion, up 167%; and 
collective-investment-scheme assets under management reached FRW 71.4 billion across 40,253 unit holders (Capital Market 
Authority Rwanda [CMA Rwanda], 2025). These figures show growing participation and fixed-income activity, but they do not 
imply the liquidity, analyst coverage or product breadth of Johannesburg, London or New York. Investment models must be adapted 
to actual market microstructure. 
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Figure 18.2. African capital allocation: different channels, different frictions. 

Source/Note: Author's synthesis. 

Capital can reach enterprises through public equity, fixed income, private equity, venture capital and FDI. Each channel has different 

liquidity, information, governance and currency frictions. 

AFRICAN CONTEXT | Market development changes the investable opportunity set 

Capital-market deepening is not valuable merely because it creates more financial products. It can widen access to long-term savings vehicles, 
improve price discovery, diversify corporate funding and create exits for private investors. Yet complexity without investor protection can 
create new channels for loss. Regulators and market participants therefore face a dual task: increase depth while preserving disclosure, 
suitability, custody, market integrity and financial literacy. 

 

18.4 Measuring Return: From Cash Flows to Purchasing Power 

Return is the reward for committing capital, but the measurement must match the claim and horizon. For a public security over 
one period, the holding-period return is: 

HPR = (P1 - P0 + D1) / P0 

where P0 is the initial price, P1 the ending price and D1 any cash distribution received during the period. A share bought at 100, 
sold at 108 and paying a dividend of 4 produces a 12% holding-period return. For multiple periods, returns compound 
multiplicatively rather than additively: 

Cumulative return = product from t=1 to T of (1 + Rt) - 1 

This distinction matters after losses. A 50% decline followed by a 50% gain does not restore wealth; 100 becomes 50 and then 
75, a cumulative loss of 25%. Geometric average return therefore describes the compounded growth rate more accurately than the 
arithmetic mean for realized multi-period wealth. 

18.4.1 Nominal, real and after-cost return 

Nominal return is not purchasing-power growth. The exact real return is: 

Real return = (1 + nominal return) / (1 + inflation) - 1 

If an investment earns 15% while inflation is 9%, the real return is approximately 5.5%, not 6% exactly. Fees, transaction costs 
and taxes further separate gross market performance from investor experience. Small annual fees can materially reduce terminal 
wealth when compounded over decades. Performance reporting should therefore state whether returns are gross or net of fees, 
before or after tax, and in which currency. 

18.4.2 Time-weighted and money-weighted returns 

Time-weighted return isolates investment performance from the timing of external contributions and withdrawals by linking 
subperiod returns. It is often appropriate for evaluating a manager who does not control client cash flows. Money-weighted return, 
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usually expressed as an internal rate of return (IRR), incorporates the timing and amount of cash flows and is therefore important 
in private markets where the manager controls capital calls and distributions. The two can diverge substantially. Neither is 
inherently superior; each answers a different question. 

CFA Institute's GIPS standards are voluntary ethical standards built around fair representation and full disclosure in investment-
performance reporting. They are especially useful pedagogically because they force analysts to define portfolios, cash-flow 
treatment, valuation frequency, benchmarks and disclosure practices rather than presenting a single return number without 
context (CFA Institute, 2026). Compliance with a performance standard is not a guarantee of investment merit, but transparent 
methodology reduces one class of misrepresentation. 

18.5 Risk: Volatility, Loss, Liquidity and Uncertainty 

Risk is often represented by volatility because standard deviation is mathematically tractable and central to portfolio theory. Yet 
investors usually care about more than dispersion around a mean. Permanent loss, failure to meet liabilities, drawdown, default, 
illiquidity, inflation, fraud, political interference and inability to exit can matter more than ordinary monthly price fluctuation. A 
rigorous framework therefore uses multiple risk measures tied to the investor's objective. 

Variance and standard deviation describe the dispersion of returns. Downside deviation focuses on returns below a threshold. 
Value at Risk estimates a loss quantile under stated assumptions, but does not reveal how severe losses may be beyond that 
quantile. Expected shortfall addresses that tail by averaging losses beyond the selected threshold. Maximum drawdown measures 
the peak-to-trough decline experienced over a period. Duration measures bond-price sensitivity to yield changes. Credit metrics 
focus on default probability, loss given default and exposure. Private investments add funding risk, valuation uncertainty and exit 
risk. 

18.5.1 Risk-bearing capacity versus risk tolerance 

Risk tolerance is psychological willingness to endure uncertainty or loss. Risk-bearing capacity is economic ability to survive it. 
A founder whose wealth and employment are concentrated in one company may be emotionally willing to take more venture risk 
but economically unable to diversify. A pension fund may have a large nominal asset base but limited liquidity if benefit payments 
are due. Professional suitability requires the stricter of the two, not simply an optimistic questionnaire score. 

18.5.2 Correlation and covariance 

Diversification depends on how assets move together, not only on their individual volatility. Covariance measures joint 
movement; correlation standardizes covariance to a range from -1 to +1. Correlation is not constant. Assets that appear diversifying 
in calm markets can become more positively correlated during stress. Historical estimates should therefore be treated as sample 
evidence, not physical constants. 

Table 18.5. Risk measures and the question each answers 

Measure What it captures Key limitation 

Standard deviation Typical dispersion around average return. Penalizes upside and downside equally; depends 
on historical or modeled distribution. 

Beta Sensitivity to market return in a specified model. Model- and benchmark-dependent; unstable 
when markets are segmented or firms change. 

Maximum drawdown Largest observed peak-to-trough loss. Historical and path-dependent; one sample does 
not bound future loss. 

Value at Risk Loss threshold not exceeded at a stated 
probability under assumptions. 

Says little about losses beyond the threshold and 
can be fragile under non-normal tails. 

Expected shortfall Average loss in the tail beyond a selected quantile. Still model-dependent and sensitive to scarce tail 
data. 

Duration Approximate bond-price sensitivity to yield 
changes. 

Less accurate for large yield changes; does not 
capture credit spread or default risk by itself. 

Liquidity measures Cost, depth and time required to trade. Can deteriorate abruptly under stress and are 
asset- and venue-specific. 

Scenario loss Outcome under a specified coherent adverse state. Not a probability unless probabilities are 
separately estimated and justified. 

 

EVIDENCE CHECK | Risk is not the same thing as recent volatility 

A private asset whose valuation is updated quarterly can display lower measured volatility than an economically similar public asset marked 
every second. That does not necessarily make it safer. Stale pricing can smooth observed returns. Similarly, a government bond may show low 
day-to-day volatility while retaining significant inflation, currency or sovereign risk. Measure the mechanism of loss, not merely the movement 
of reported prices. 
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18.6 Modern Portfolio Theory and the Logic of Diversification 

Modern Portfolio Theory (MPT) transformed investment analysis by treating the portfolio, rather than the individual security, as 
the relevant unit of risk. Markowitz (1952) showed formally that investors should consider expected returns, variances and 
covariances together. An asset with high standalone volatility may improve a portfolio if its returns are sufficiently imperfectly 
correlated with existing holdings. Conversely, many individually attractive securities can create a fragile portfolio if they share the 

same underlying exposure. 

For a two-asset portfolio with weights w1 and w2, expected return is: 

E(Rp) = w1 E(R1) + w2 E(R2) 

Portfolio variance is: 

Var(Rp) = w1^2 sigma1^2 + w2^2 sigma2^2 + 2 w1 w2 sigma1 sigma2 rho12 

The final term is the diversification term. If correlation rho12 is less than +1, portfolio volatility can be lower than the weighted 
average of standalone volatilities. 

WORKED EXAMPLE | Two-asset diversification 

Assume Asset A has expected return 12% and standard deviation 20%; Asset B has expected return 8% and standard deviation 10%; their 
correlation is 0.25. With 60% in A and 40% in B, expected return is 10.4%. Portfolio standard deviation is approximately 13.6%, below the 
simple weighted average volatility of 16%. The reduction does not come from forecasting either asset more accurately. It comes from imperfect 
co-movement. 

 

 
Figure 18.3. Diversification changes the feasible risk-return set. 

Source/Note: Author's simulation for teaching purposes. Inputs are illustrative and not market forecasts. 

The cloud represents feasible long-only portfolios from four illustrative assets. The upper boundary approximates combinations 

offering the highest expected return for a given volatility. The figure is pedagogical, not a recommended allocation. 

18.6.1 The efficient frontier and its assumptions 

The efficient frontier contains portfolios that maximize expected return for a given variance or minimize variance for a given 

expected return. Portfolios below the frontier are inefficient in mean-variance terms because another feasible combination offers 
more return for the same volatility or less volatility for the same return. The idea is powerful, but implementation depends on 
uncertain inputs. Expected returns are especially difficult to estimate; small changes can produce large changes in optimized 
weights. Constraints, transaction costs, taxes, illiquidity, non-normal returns and estimation error can make unconstrained 
optimization fragile. 

Professional practice therefore commonly adds robust constraints: maximum position sizes, sector or country limits, turnover 
limits, liquidity requirements, liability matching and scenario tests. The objective is not mathematical purity but an allocation that 
remains defensible when estimates are wrong. 
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18.6.2 Diversification is not indiscriminate multiplication of holdings 

Owning 100 securities does not guarantee diversification if all depend on the same commodity, interest rate, political regime or 
technology theme. Economic exposures matter more than line-item counts. In African portfolios, apparent country diversification 

can conceal shared sensitivity to global dollar funding, commodity prices or a few banking and telecom groups. Conversely, local 
assets can diversify global portfolios when their cash-flow drivers differ. Harvey (1995) found low correlations between many 
emerging and developed markets alongside evidence that standard integrated-market models did not fully explain emerging-
market returns. The conclusion is not that emerging markets are always superior diversifiers, but that integration assumptions 
must be tested rather than imposed. 

18.7 CAPM, Beta and the Price of Systematic Risk 

The Capital Asset Pricing Model (CAPM) builds on diversification. If investors can hold the market portfolio, security-specific 
risk can be diversified away and only systematic market risk should command an expected-return premium. Sharpe (1964) 
formalized this equilibrium logic. In its familiar form: 

E(Ri) = Rf + beta_i [E(Rm) - Rf] 

where Rf is the risk-free rate, E(Rm) - Rf is the expected market risk premium, and beta_i measures the sensitivity of asset i to 
market returns: 

beta_i = Cov(Ri, Rm) / Var(Rm) 

WORKED EXAMPLE | CAPM required return 

Suppose a consistent risk-free rate is 6%, the expected market return is 12%, and an equity has beta 1.30 relative to the chosen market portfolio. 
CAPM implies a required return of 6% + 1.30(12% - 6%) = 13.8%. This is a model-based opportunity-cost estimate, not a guaranteed return. If 
the cash flows are forecast in a different currency from the risk-free rate and market premium, the calculation is internally inconsistent. 

 

18.7.1 What beta means, and what it does not 

A beta of 1.3 does not mean the company is 30% riskier in every sense. It means that, over the estimation sample and relative to 
a particular market benchmark, the security's return covaried with the market at a rate corresponding to beta 1.3. It says little 
directly about fraud risk, liquidity, leverage, political intervention or permanent impairment. Beta can also change after 
acquisitions, deleveraging, business-model shifts or market regime changes. 

For private companies, beta is generally inferred from comparable listed companies. Analysts estimate peer equity betas, 
remove the effects of financial leverage to obtain an asset or unlevered beta, and then relever beta to the target capital structure. 
Each step introduces judgment. Sparse African peer sets can make this process especially fragile when analysts import developed-
market comparables whose industry economics, leverage, currency and institutions differ. 

18.7.2 CAPM criticism and practical use 

CAPM remains influential because it offers a transparent link between systematic risk and opportunity cost. Yet its empirical 
record is incomplete. Roll (1977) emphasized that CAPM is difficult to test because the true market portfolio is unobservable. Fama 
and French (1992, 1993) documented systematic return patterns associated with firm size and value characteristics that a single 
beta did not explain. Later factor models added momentum and other dimensions (Carhart, 1997). These findings do not make 
CAPM useless. They make it a benchmark that should be challenged by alternative models and context. 

In emerging and frontier markets, assumptions of frictionless integration are particularly demanding. Capital controls, 
illiquidity, foreign-ownership limits, segmented investor bases and country risk can make local returns depend on information or 
risks not captured by a global beta (Harvey, 1995). Practitioners therefore sometimes add country-risk premiums or use scenario-
based hurdle rates. Such adjustments are defensible only when the risk is not already double-counted in cash flows, beta or 
discount rate. 

18.8 Multifactor Models, Alpha and Performance Attribution 

Empirical asset pricing after CAPM asks whether more than one systematic source of return helps explain cross-sectional 
performance. Fama and French (1993) introduced common factors associated with size and book-to-market characteristics 
alongside the market factor; Carhart (1997) added momentum. Contemporary practice includes many additional factors, but the 
proliferation of statistically discovered factors creates a serious data-mining problem. A factor should have an economic rationale, 
robust evidence, implementable returns after cost and persistence beyond the sample in which it was discovered. 

Alpha is the return unexplained by the chosen benchmark model. Jensen (1968) developed a widely used performance measure 
in a CAPM setting. A positive alpha can indicate skill, omitted risk, measurement error, luck or benchmark misspecification. Its 
interpretation depends on the model. Calling any return above a market index alpha without adjusting for systematic exposures is 
therefore imprecise. 

The Sharpe ratio evaluates excess return per unit of total volatility: 

Sharpe ratio = (Rp - Rf) / sigma_p 
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A portfolio earning 14% with a 6% risk-free rate and 18% standard deviation has a Sharpe ratio of about 0.44. The number is 
meaningful only relative to a consistent measurement period and comparable return distribution. Highly non-normal private-
market returns, stale marks or optionality can make a single Sharpe ratio misleading. 

Table 18.6. Asset-pricing perspectives: contribution and caution 

Perspective Core insight Practical use Important limitation 

MPT Portfolio risk depends on covariance, 
not standalone risk only. Diversification and allocation. 

Expected returns and covariances 
are estimated with error; variance 
may not capture all loss mechanisms. 

CAPM Expected return relates to market 
beta in equilibrium. 

Cost of equity, performance 
benchmark, simple risk pricing. 

True market portfolio unobservable; 
single beta misses documented 
return patterns and segmentation. 

Multifactor models Multiple systematic exposures may 
explain returns. 

Attribution, portfolio design, 
manager evaluation. 

Factor proliferation and data mining; 
factor definitions and premiums 
vary over time. 

Behavioral finance Biases, limits to arbitrage and social 
dynamics can affect prices. 

Challenge assumptions, improve 
process, understand anomalies. 

Behavioral explanations can become 
post-hoc stories without falsifiable 
predictions. 

Institutional/emerging-market view 
Liquidity, segmentation, country 
institutions and local information 
alter pricing. 

Adapt global models to local 
constraints. 

Country adjustments can become 
arbitrary or double-counted if not 
linked to mechanisms. 

 

18.8.1 Benchmarks, tracking error, information ratio and attribution 

Performance evaluation should separate market exposure from active decision-making. A policy benchmark represents the 
return of the authorized passive opportunity set; active return is the portfolio return minus benchmark return. Tracking error 
measures the volatility of that active return and therefore describes how far the portfolio's realized path has departed from its 
benchmark. It is a relative-risk measure, not a measure of total portfolio safety. 

Tracking error = SD(Rp - Rb) 

The information ratio relates average active return to tracking error. A manager who earns modest positive relative return with 
very large benchmark deviation may have delivered less efficient active management than a manager who earns a smaller excess 
return with tightly controlled active risk. The metric must be calculated over a consistent period and should normally be evaluated 
net of the fees and transaction costs relevant to the mandate. 

Information ratio = Mean(Rp - Rb) / Tracking error 

Attribution then asks where relative return came from. Asset-allocation attribution examines deviations among policy segments; 
security-selection attribution examines choices within segments; factor attribution decomposes exposures such as market, size, 
value, momentum, duration or credit. Attribution is descriptive unless the analyst can show that the decision process generated 
repeatable skill. Benchmark choice is therefore consequential: an easy or inappropriate benchmark can manufacture apparent 
alpha. For downside-sensitive mandates, measures using downside deviation can complement the Sharpe ratio, but no single ratio 
substitutes for understanding the actual mechanisms of loss. 

The Government Pension Fund Global illustrates the discipline of reporting relative risk explicitly. At 30 June 2026, Norges Bank 
Investment Management reported a 0.22 percentage-point return above benchmark for the first half of the year. Over the period 
since 1998, it reported annualized relative return of 0.24 percentage points, tracking error of 0.62 percentage points and an 
information ratio of 0.39 (Norges Bank Investment Management [NBIM], 2026). Such disclosure prevents a large absolute market 
return from being presented as if it were entirely active-manager skill. 

18.9 Market Efficiency, Fundamental Analysis and Behavioral Finance 

The Efficient Market Hypothesis (EMH) asks how rapidly and accurately available information becomes incorporated into 
security prices. Fama (1970) organized the classic discussion into weak, semi-strong and strong forms. Weak-form efficiency 
concerns information in past prices; semi-strong efficiency concerns publicly available information; strong-form efficiency concerns 
all information, including private information. The strongest form is not a realistic description of markets in which insiders can 
possess material nonpublic information, and modern securities law commonly restricts trading on such information. The more 
useful investment question is whether a particular information set can generate risk-adjusted excess returns after transaction costs, 
taxes, market impact and implementation constraints. 

Efficiency is not equivalent to omniscience. Prices can be the best available aggregation of dispersed information and still be 
wrong. New information arrives, models differ, investors face constraints, and uncertainty is irreducible. Nor does evidence of 
anomalies imply easy arbitrage. A mispricing can persist because exploiting it requires capital, patience and tolerance for interim 
losses. Thin markets may create larger apparent inefficiencies but also larger spreads, execution costs and information risks. 

18.9.1 Fundamental analysis 

Fundamental analysis estimates value from the economic capacity of an issuer or asset. It begins with the business model, 
industry structure, competitive position, governance and financial statements. Chapter 9 developed the accounting foundations; 
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Chapter 12 developed industry and competitive strategy. Investment analysis uses those inputs to forecast economically 
meaningful cash flows, assess reinvestment needs, estimate the cost of capital and compare value with price. 

A professional investment thesis should be falsifiable. Instead of writing "this is a good company," the analyst should state the 
mechanism: for example, margins are expected to rise because utilization increases faster than fixed operating cost; or free cash 
flow is expected to improve because working-capital intensity falls after a distribution redesign. The thesis should identify 
evidence, valuation consequences, risks, signposts and conditions under which it is wrong. A high-quality business can still be a 
poor investment at an excessive price, while a difficult business can occasionally be attractive if price more than compensates for 
risk. 

18.9.2 Behavioral finance 

Behavioral finance challenges the assumption that all investors process information with stable, fully rational preferences. 
Prospect theory shows that people evaluate gains and losses relative to reference points and often display loss aversion (Kahneman 
& Tversky, 1979). De Bondt and Thaler (1985) documented return patterns consistent with overreaction, while Jegadeesh and 

Titman (1993) documented momentum in intermediate-horizon stock returns. Such findings are important because they show that 
market behavior can be shaped by psychology and institutional incentives, not only by changes in fundamental cash flows. 

Bias vocabulary should not become a substitute for evidence. It is easy to label another investor "anchored" or "overconfident" 
after disagreeing with them. A stronger practice is process-based: require base rates, pre-mortems, independent challenge, 
valuation ranges, written reasons for purchase, explicit sell criteria and post-investment review. Behavioral insight is most useful 
when it changes decision architecture before outcomes are known. 

CRITICAL DEBATE | Can markets be both broadly efficient and behaviorally imperfect? 

Yes. These positions are not mutually exclusive. Competition can make obvious profit opportunities difficult to exploit while bounded rationality, 
institutional constraints and limits to arbitrage still generate mispricing at particular times. The professional implication is neither "prices are 
always right" nor "analysis can always beat the market." It is to demand evidence for any claimed edge and to deduct the costs and risks 
required to realize it. 

 

18.10 Technical Analysis: Signals, Evidence and Limits 

Technical analysis studies patterns in prices, returns, volume and related market data to infer potential future price behavior. 
Common tools include moving averages, breakouts, momentum indicators, relative strength, support and resistance concepts, and 
chart patterns. These methods are attractive because market data are timely and observable, and because some return continuation 
and reversal patterns have empirical support. They are also easy to misuse through data mining and retrospective pattern 

recognition. 

Brock, Lakonishok and LeBaron (1992) found that simple technical trading rules had predictive content in a long sample of the 
Dow Jones Industrial Average. Lo, Mamaysky and Wang (2000) later developed a systematic statistical approach to identifying 
technical patterns. Momentum evidence in Jegadeesh and Titman (1993) provides a related behavioral and empirical foundation for 
why some price trends can persist. Yet predictive evidence is not equivalent to a free trading profit. Bid-ask spreads, commissions, 
taxes, market impact, short-sale constraints, regime change and crowding can remove an apparent advantage. 

The strongest textbook treatment therefore places technical analysis inside an evidence hierarchy. A signal should have a clear 
definition established before testing, an economically plausible mechanism, out-of-sample validation, transaction-cost adjustment 
and a risk-management rule. Chart interpretation without falsifiable rules is difficult to distinguish from narrative pattern matching. 
Technical analysis can complement fundamental analysis by informing timing, liquidity and market regime; it should not create 
confidence unsupported by economic value. 

Table 18.7. Selected technical indicators and disciplined interpretation 

Indicator Basic construction Potential interpretation Professional caution 

Moving average Average price over a rolling window. Trend smoothing; crossovers may 
indicate change in momentum. 

Lagging by design; many parameter 
choices create data-mining risk. 

Momentum 
Past return over a defined horizon, 
often excluding the most recent 
short interval. 

Return continuation may reflect 
underreaction, slow information 
diffusion or behavioral dynamics. 

Can reverse sharply; implementation 
cost and crowded positioning 
matter. 

Relative strength Security return compared with a 
benchmark or peer set. 

Identifies leaders and laggards 
within a market. 

A strong relative price trend is not 
evidence of intrinsic value. 

Volume confirmation Price movement evaluated with 
trading volume. 

High participation may suggest 
stronger information content. 

Volume data differ across venues 
and can be distorted by market 
structure. 

Support/resistance Prior price areas treated as potential 
demand/supply zones. 

May summarize common reference 
points or order clustering. 

Often subjective unless rules are 
specified ex ante. 
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18.11 Fixed-Income Valuation: Price, Yield, Duration and Credit 

A bond is a contractual claim on future payments. Its value is the present value of coupons and principal discounted at a yield 
appropriate to maturity, currency, liquidity, credit and embedded options. For a fixed-rate bond with coupon C, face value F, yield y 
and n periods: 

Bond price = sum from t=1 to n of [C / (1 + y)^t] + F / (1 + y)^n 

When market yield rises above the coupon rate, a conventional fixed-rate bond trades below par; when yield falls below the 
coupon rate, it trades above par. The inverse relation follows from discounting, not from a market convention. 

WORKED EXAMPLE | Bond price and duration 

Consider a five-year bond with face value 1,000, annual coupon rate 8% and required yield 10%. Discounting the five coupon payments of 80 
and the 1,000 principal repayment gives a price of approximately 924.18. Its Macaulay duration is about 4.28 years and modified duration about 
3.89. For a small parallel change in yield, modified duration implies an approximate price change of -3.89% for a one-percentage-point increase 
in yield, before convexity adjustment. Duration is a sensitivity measure, not a maturity forecast or a complete measure of credit risk. 

 

18.11.1 Yield is not return 

Yield to maturity (YTM) is the single discount rate that equates a bond's current price with promised cash flows if the bond is 
held to maturity and coupons are reinvested at the same yield. Those assumptions can fail. Default can reduce cash flows, 
reinvestment rates can change, and an investor who sells before maturity realizes a price that depends on future yields. Expected 
return therefore requires a view of credit migration, default, recovery, reinvestment and horizon. 

18.11.2 Credit spreads and recovery 

Corporate and sovereign credit analysis asks whether promised cash flows will actually be paid. Credit spread compensates 
investors for expected loss, risk premium, liquidity and sometimes taxes or technical market factors. Expected credit loss can be 
conceptualized as probability of default multiplied by loss given default and exposure, but each input is uncertain and time-varying. 
Analysts should therefore examine leverage, interest coverage, cash generation, refinancing schedules, collateral, seniority, 
covenants, industry cyclicality and sovereign or legal enforceability. 

African local-currency bonds require particular attention to inflation, currency and market depth. A domestic pension fund may 
avoid foreign-exchange mismatch by holding local-currency government bonds, yet still face inflation and concentration risk. A 
foreign investor can earn a high local yield but lose in home-currency terms if the local currency depreciates. Chapter 17 developed 
the mechanics of FX exposure and hedging; Chapter 18 incorporates that exposure into investment return and valuation. 

18.11.3 Yield curves, convexity and immunization 

A single yield to maturity compresses an entire term structure into one number. The yield curve describes yields across 
maturities, while spot rates provide maturity-specific discount rates for individual cash flows and forward rates summarize rates 
implied between future dates. In principle, a bond's cash flows are most cleanly valued using discount rates matched to their timing. 
Curve shape can reflect expected future short rates, term premia, liquidity, supply-demand conditions and monetary policy. An 
upward-sloping curve therefore should not be read mechanically as a guaranteed forecast of rising short-term rates. 

Duration is a first-order approximation of price sensitivity. Convexity captures the curvature that duration omits. For a 
conventional option-free bond with positive convexity, the price gain from a given fall in yield is larger than the price loss from an 
equal rise, all else equal. Embedded call or prepayment options can reduce convexity and in some ranges make it negative. The 
practical implication is that duration alone becomes less accurate for large yield changes or securities with important embedded 
options. 

Liability-driven investors use immunization to reduce the sensitivity of funded status to interest-rate changes. A basic 
immunization strategy matches the present value and duration of assets and liabilities, then rebalances as yields, cash flows and 
time change, building on the horizon-based immunization logic formalized by Fisher and Weil (1971). More demanding 
implementations manage key-rate exposures and convexity because yield curves rarely move in perfectly parallel shifts. 
Immunization does not remove credit, inflation, liquidity or model risk. It illustrates a broader principle of portfolio strategy: the 
relevant risk is the risk to the investor's objective, not the volatility of an asset considered in isolation. 

18.12 Equity and Enterprise Valuation: Cash Flows, Discount Rates and 

Terminal Value 

Valuation is a structured translation of economic assumptions into an estimate of value. The core discounted-cash-flow principle 
is simple: value equals the present value of future cash flows available to the relevant claim holder. The difficulty lies in forecasting 
cash flows, matching them with the correct discount rate and recognizing that small long-horizon assumptions can dominate the 
result. 

Two common enterprise approaches are free cash flow to the firm (FCFF) discounted at the weighted average cost of capital 
(WACC), and free cash flow to equity (FCFE) discounted at the cost of equity. FCFF is cash available to all capital providers after 
operating costs, taxes and necessary investment but before financing flows. In simplified form: 

FCFF = EBIT(1 - tax rate) + depreciation and amortization - capital expenditure - increase in net working capital 
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Enterprise value is then: 

EV = sum from t=1 to N of [FCFF_t / (1 + WACC)^t] + Terminal Value_N / (1 + WACC)^N 

For a stable-growth perpetuity: 

Terminal Value_N = FCFF_(N+1) / (WACC - g) 

where g must remain below WACC and should be economically plausible relative to the long-run nominal growth of the currency 
economy. Analysts should not use a perpetual growth rate that implies the company eventually outgrows the economy without 
bound. 

WORKED EXAMPLE | DCF and the terminal-value problem 

Assume forecast FCFF of 20, 24, 29, 34 and 39 million over the next five years, WACC of 12% and perpetual growth of 4%. The present value of 
explicit-period cash flows is approximately 101.37 million. The terminal value at year five is 507.00 million, whose present value is 
approximately 287.69 million. Enterprise value is therefore about 389.05 million. If net debt is 50 million, simplified equity value is 339.05 
million. Notice that terminal value contributes about 74% of enterprise value. The DCF is therefore not "precise" merely because the 
spreadsheet contains many rows. Its largest value component depends on assumptions beyond the explicit forecast horizon. 

 

18.12.1 Discount-rate consistency 

Cash flows and discount rates must be consistent in currency, inflation basis, tax basis and risk. Nominal cash flows require 
nominal discount rates; real cash flows require real rates. US-dollar cash flows should not be discounted using a Rwandan-franc 
risk-free rate unless a full and coherent currency transformation is made. Country risk should not be included simultaneously 
through pessimistic cash flows, an elevated beta and an additional arbitrary premium unless each element represents a distinct 
risk. Double counting is a common source of undervaluation in emerging markets. 

18.12.2 Dividend discount models 

For mature firms with stable payout policies, equity can be valued directly from expected dividends. In the constant-growth 
Gordon model: 

P0 = D1 / (Ke - g) 

where D1 is next-period dividend, Ke the cost of equity and g sustainable dividend growth. The model makes visible a 
fundamental relation: growth creates value only if reinvested capital earns sufficiently attractive returns. A high growth rate 
financed by low-return reinvestment can destroy value even when revenue expands rapidly. 

18.12.3 Adjusted present value and financing side effects 

Adjusted present value (APV) separates the value of an all-equity-financed project from financing side effects such as tax shields, 
subsidies or issuance costs. APV can be especially useful when leverage changes materially over time, as in project finance, 
leveraged buyouts or some FDI structures. WACC is more compact when target leverage is relatively stable. The choice is not 
ideological; it depends on which representation makes assumptions most transparent. 

 
Figure 18.4. Valuation is a range-building discipline, not a single formula. 

Source/Note: Author's synthesis. 
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Intrinsic, relative and asset or option-based methods illuminate different dimensions. A final investment judgment reconciles them with 

liquidity, control rights, scenario risk and accounting quality. 

18.13 Relative Valuation, Precedent Transactions and Asset-Based 

Approaches 

Relative valuation estimates value from the prices at which comparable assets trade or have transacted. Common equity 
multiples include price-to-earnings (P/E), price-to-book (P/B) and price-to-sales; enterprise-value multiples include EV/EBITDA 

and EV/EBIT. The arithmetic is easy. The analytical burden is comparability. 

A company trading at 8x EBITDA is not automatically cheaper than one trading at 12x. Growth, margins, reinvestment 
requirements, leverage, tax, cyclicality, accounting policy, governance, country risk and asset intensity can justify different 
multiples. EBITDA itself can be a poor proxy for cash flow in capital-intensive businesses because it excludes capital expenditure 
and working-capital needs. Comparables should therefore be selected by economic drivers rather than merely industry labels. 

Precedent-transaction analysis uses acquisition prices paid for comparable companies. These prices may include control 
premiums and expected synergies, and they arise under particular financing and market conditions. A transaction completed during 
cheap-credit exuberance may not provide a durable benchmark after interest rates and risk appetite change. Asset-based valuation 
is most relevant when assets can be separately valued, liquidation is plausible, or operating earnings are not a meaningful 
representation of value. It can understate the value of intangible capabilities and overstate assets that cannot be realized at book 
value. 

Table 18.8. Valuation methods and their most important failure modes 

Method Primary strength Best suited to Typical failure mode 

FCFF DCF Connects value directly to operating 
cash generation and reinvestment. 

Going concerns with forecastable 
operating drivers. 

False precision, terminal-value 
dominance, inconsistent discount 
rates and heroic long-term forecasts. 

FCFE / dividend model Values cash available directly to 
equity holders. 

Financial firms or mature payout 
businesses where equity cash flows 
are interpretable. 

Payout policy may not reflect 
capacity; leverage changes can 
distort estimates. 

Trading multiples Fast market-relative benchmark 
using observable peer prices. 

Companies with credible comparable 
peers. 

Peer mismatch, cyclical earnings, 
accounting differences and market-
wide mispricing. 

Precedent transactions Reflects prices paid for control in 
actual deals. M&A and control valuation. 

Synergies, financing conditions and 
scarcity premiums can make deals 
non-comparable. 

Asset / liquidation value Anchors value in separable assets or 
recoveries. 

Asset-heavy firms, distress, real 
estate, natural resources. 

Intangibles and going-concern value 
may be missed; book value can differ 
sharply from realizable value. 

Real-option valuation Recognizes managerial flexibility 
under uncertainty. 

Staged projects, resource 
development, R&D and expansion 
options. 

Complexity and parameter 
uncertainty can become a license for 
overvaluation. 

Venture round valuation Uses negotiated price of a new 
financing claim. 

Private startups with a recent arm's-
length financing. 

Different share-class rights can make 
headline post-money valuation 
unlike common-equity fair value. 

 

18.13.1 Private-market fair value: calibration, security rights and valuation governance 

Private-market fair value should not be equated automatically with the most recent financing headline. The International Private 
Equity and Venture Capital Valuation Guidelines Board (IPEV, 2025) presents current best-practice recommendations for reporting 
private-capital investments at fair value. A recent arm's-length transaction can be powerful evidence, but its relevance depends on 
the date, market conditions, information available, performance since the transaction and the rights attached to the security 
purchased. As the Tyme opening case shows, enterprise value, preferred-security value and common-equity value can differ 
materially. 

Calibration is especially important at entry. The analyst should understand which valuation inputs and security rights reconcile 
the chosen valuation technique to the transaction price, then update those inputs as evidence changes. A later mark should be 
explainable by changes in operating performance, comparable-company pricing, financing conditions, dilution, probability-
weighted outcomes, liquidity, control or other market-participant assumptions. Simply carrying forward the last round price 
because no new round has occurred converts lack of price discovery into false stability. 

Valuation governance is therefore part of investment quality. A fund should use a documented policy, consistent methodology, 
appropriate data, independent challenge and a process for reviewing overrides and conflicts. Realized exits should be back-tested 
against prior marks to learn whether systematic optimism or conservatism exists. In venture portfolios, scenario analysis and 
security-level waterfalls may be necessary when preference stacks, convertibles or contingent rights make a single per-share price 
economically misleading (Gornall & Strebulaev, 2020). Fair-value discipline improves reporting to LPs; it does not make an illiquid 
asset realizable at the reported amount on demand. 
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18.14 Financial-Statement Interpretation and Investment Thesis 

Development 

Investment valuation depends on accounting numbers but cannot be reduced to them. Chapter 9 taught recognition, 
measurement and financial-statement analysis. The investor's task is now to convert reported history into a forward-looking 
economic model while testing accounting quality. Revenue growth matters only if the analyst understands price, volume, mix, 
acquisitions and currency translation. Margin improvement matters only if it is repeatable and not created by underinvestment or 
classification choices. Free cash flow matters only if working-capital and capital-expenditure cycles are understood. 

A disciplined financial analysis can be organized around five questions. First, what are the economic drivers of revenue? Second, 
what portion of costs is fixed, variable or discretionary? Third, what reinvestment is required to support growth? Fourth, how is the 
business financed and what claims are senior to equity? Fifth, which accounting estimates most influence reported performance? 
The answers connect statements to valuation. 

18.14.1 Quality of earnings and cash conversion 

High-quality earnings broadly reflect sustainable economics and convert into cash over time. Warning signs include persistent 
divergence between profit and operating cash flow without a clear business explanation, rapidly rising receivables, capitalization of 

costs that peers expense, repeated "one-off" adjustments, aggressive acquisition accounting, opaque related-party transactions and 
large unexplained changes in estimates. None proves manipulation; each creates a diligence question. 

18.14.2 From analysis to investment thesis 

An investment thesis should state current market expectations as well as the analyst's alternative view. If market price already 

assumes the favorable scenario, accurate optimism may not produce excess return. The thesis should identify catalysts that could 
reveal value, but a catalyst is not a substitute for value. It should also specify disconfirming evidence. For example, an investor may 
require customer retention above a threshold, gross margin progression, capital expenditure within a range and debt coverage 
above a minimum. When evidence breaks the thesis, discipline may require exit even if price has fallen. 

PRACTICE TOOL | The thesis ledger 

For every material position, record: the valuation range at purchase; the central economic thesis; three assumptions that matter most; evidence 
that would falsify each; expected catalysts; downside scenario; liquidity; portfolio role; governance concerns; and pre-defined review triggers. 
Update the ledger when facts change, not merely when the price changes. 

 

18.15 Sensitivity, Scenario Analysis and Margin of Safety 

Valuation uncertainty is unavoidable, so a professional output should usually be a range rather than a point estimate. Sensitivity 
analysis changes one or two inputs to reveal mathematical exposure. Scenario analysis changes a coherent set of assumptions 
together to represent states of the world. They are not the same. A DCF table varying WACC and perpetual growth is a sensitivity 
table; a recession scenario combining lower volume, price pressure, higher credit losses and delayed capital expenditure is a 
scenario. 

A margin of safety is the gap between estimated value and purchase price intended to compensate for estimation error and 
adverse surprises. It should not be treated as a fixed universal percentage. A regulated utility with stable cash flows may justify a 

narrower range than a pre-revenue biotech company. Margin of safety can be achieved through price, contractual protection, 
diversification, staged commitment or an option to wait. 

Real options extend this reasoning. A project can contain the option to delay, expand, contract, switch inputs or abandon. 
Traditional NPV that assumes one fixed path can undervalue flexibility. Yet real-option language can also become promotional. 
Management flexibility creates value only when management has actual decision rights, information arrives over time, and 
exercising the option is economically feasible. 

18.16 International Portfolio Investment: Currency, Home Bias and 

Market Segmentation 

International diversification expands the opportunity set, but a foreign asset creates at least two return layers: the local asset 
return and the currency movement between the asset's currency and the investor's reporting currency. Approximate home-
currency return for small changes is local return plus currency return, but the exact relationship is multiplicative: 

1 + R_home = (1 + R_local)(1 + R_currency) 

where R_currency is the change in foreign currency value from the home investor's perspective. An investor can therefore be 
correct about a company and still lose in home-currency terms if adverse currency movement dominates. Chapter 17 develops 
hedging instruments; Chapter 18 asks whether currency risk should be hedged given the portfolio objective, horizon, cost and 
diversification role. 
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18.16.1 Home bias 

Investors often hold more domestic assets than standard diversification models predict. French and Poterba (1991) documented 
extreme home bias in major markets. Explanations include information advantage, familiarity, liabilities denominated in domestic 

currency, regulation, tax, hedging cost and behavioral preference. Home bias is not automatically irrational. A local pension fund 
may have local liabilities and superior knowledge of domestic issuers. It becomes problematic when familiarity is confused with 
safety and produces concentrated exposure to one economy, currency or political system. 

18.16.2 Segmentation and frontier-market constraints 

Integrated global asset-pricing models assume that investors can access markets on similar terms and arbitrage price 
differences. Frontier and emerging markets may violate those assumptions through ownership restrictions, capital controls, tax 
differences, illiquidity, custody limitations, settlement frictions and limited securities lending. Harvey (1995) found that local 
information played a larger role in emerging-market returns than standard global models implied. An investor should therefore 
distinguish genuine risk premia from compensation for segmentation that may change as markets deepen. 

International investing also creates governance questions. A foreign portfolio investor may be economically diversified yet 
socially distant from the consequences of investee-company actions. Asset managers cannot realistically control every operating 
decision, but size and voting power create stewardship responsibilities. Engagement and voting should be connected to investment 
thesis and fiduciary mandate rather than used as public-relations symbolism. 

18.17 International Investment Appraisal and FDI Project Feasibility 

Foreign direct investment combines capital budgeting with country institutions, currency, tax, remittance and political risk. 
Chapter 15 examined why firms internationalize and how they select locations and entry modes; Chapter 17 introduced parent-
versus-project cash-flow and currency-consistency issues. Chapter 18 now owns the full investor appraisal: whether the expected 
economic value of a proposed foreign investment exceeds the opportunity cost of capital after all relevant incremental cash flows 
and risks are incorporated. 

The contemporary FDI environment reinforces the need for project-level discipline. UN Trade and Development (2026) 

reported that global FDI rose 6% to US$1.6 trillion in 2025 after two years of decline, but the recovery was highly concentrated: 
developing-economy inflows grew only 2% to US$901 billion, and the top 20 host economies attracted more than 80% of global 
FDI. Megaprojects, including AI-related digital infrastructure, contributed materially to the rebound. These aggregate flows are 
descriptive evidence about where capital moved; they do not establish that a particular project creates value. A large global FDI 
headline cannot substitute for currency-consistent cash flows, project-specific risks, governance, opportunity cost and a credible 
path by which the investment creates productive capacity. 

18.17.1 Project versus parent cash flows 

A project can be profitable locally yet unattractive to the parent if cash cannot be remitted, withholding taxes are high, required 
reinvestment is large, or currency conversion destroys value. Conversely, a project with modest standalone cash flow can create 
strategic option value through market access, supply security or learning. Analysts should model project cash flows and parent cash 
flows separately, then reconcile them. 

Incremental cash flows include initial capital expenditure, working capital, operating cash flow, taxes, maintenance and growth 
investment, terminal proceeds and any remittance costs. Sunk costs are excluded because they cannot be changed by the decision. 
Cannibalization of existing business is included if caused by the project. Subsidies and tax incentives are included only if legally 
credible, contractually durable and consistent with the valuation horizon. 

WORKED EXAMPLE | Simplified foreign-project NPV 

Suppose a project requires an initial US$10.0 million and generates parent-available cash flows of US$2.4m, 2.8m, 3.2m, 3.6m and 4.0m over five 
years, plus US$5.0m terminal proceeds in year five. At a 14% dollar discount rate, NPV is approximately US$3.23 million. This positive NPV is not 
yet an approval. The analyst must stress-test volume, tax, currency convertibility, remittance, political disruption, terminal value and the 
credibility of the 14% required return. If those risks are merely hidden inside an arbitrary discount-rate premium, decision makers may not 
understand what could actually go wrong. 

 

18.17.2 Country and political risk 

Country risk includes macroeconomic instability, sovereign credit, currency convertibility, legal enforcement, taxation, 
regulatory change, security conditions and political interference. Political risk includes expropriation, discriminatory regulation, 
contract frustration, civil disorder and restrictions on ownership or remittance. Country ratings can help organize evidence, but 
they should not replace project-specific analysis. Erb, Harvey and Viskanta (1996) showed that country credit risk contains 
information about expected returns and volatility, particularly in segmented markets. Such models are informative, not 
deterministic. 

Risk can be handled in four main places: the cash-flow forecast, scenario probabilities, contractual or insurance mitigants, and 
the discount rate. Good practice makes the allocation explicit. For example, a credible probability of temporary shutdown belongs in 
scenarios; a political-risk insurance premium belongs in cash flows; residual undiversifiable risk may affect the discount rate. 
Placing every concern into the discount rate produces a number that is difficult to audit or manage. 
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18.17.3 Sovereignty and the investor-state boundary 

An FDI investor enters a sovereign jurisdiction rather than a blank commercial space. Legal protections are important, but 
investment legitimacy also depends on tax behavior, labor practice, environmental responsibility, local value creation and respect 

for public authority. Chapter 19 will develop treaty, trade-law and statecraft questions. Here the investment principle is narrower: 
do not treat political power as merely another obstacle to be priced. Some public constraints protect rights and legitimate policy 
objectives; others can be arbitrary or corrupt. The investor needs both legal analysis and moral discernment. 

18.18 Sustainable, Responsible and Impact Investment: Evidence Before 

Labels 

Sustainable, responsible and impact investing are overlapping but distinct approaches. ESG integration uses environmental, 
social and governance information where it is financially material to risk or return. Exclusionary or values-based investing restricts 
holdings based on moral or mission criteria. Thematic investing seeks exposure to sectors or activities associated with a theme. 
Impact investing intentionally seeks measurable social or environmental outcomes alongside financial return. These categories 
should not be collapsed into a single moral hierarchy. 

The investment question is whether the objective, measurement and trade-off are explicit. If a portfolio manager claims that an 

ESG variable improves expected return, that is an empirical financial claim and should be tested. If a Christian institution excludes 
an activity because it judges the activity morally impermissible, that is a normative constraint and should be stated as such rather 
than disguised as a guaranteed source of alpha. If an impact fund accepts below-market expected return in exchange for measurable 
mission outcomes, trustees should understand that trade-off. Barber, Morse and Yasuda (2021) found evidence that some investors 
in impact venture funds were willing to accept lower expected financial returns for nonpecuniary objectives. That finding does not 
show that all impact investments underperform; it shows why financial and mission objectives should be reported separately. 

Current capital markets contain both genuine innovation and promotional risk. Rwanda's CMA reported green and 
sustainability-linked corporate issuance during 2024/25 (CMA Rwanda, 2025). Such instruments can widen financing options and 
attach capital to measurable objectives, but a label does not validate the target, additionality or impact. Chapter 21 will examine 
sustainability and ESG systems comprehensively. Chapter 18's discipline is to incorporate financially material factors and stated 
moral constraints without allowing a taxonomy, rating or multilateral framework to substitute for valuation and fiduciary 
judgment. 

POLICY LENS | Sustainability claims can affect both cash flow and mandate 

A climate, labor or governance issue may be financially material because it affects regulation, demand, cost, litigation, insurance, asset life or 
access to capital. The same issue may also matter morally even where near-term cash-flow effects are small. Analysts should keep these 
channels separate. Otherwise a moral conviction can be overstated as certain financial alpha, or a genuine moral duty can be dismissed merely 
because its financial materiality is difficult to quantify. 

 

18.19 Private Equity and Venture Capital as Illiquid Governance 

Investments 

Private capital differs from public investing not because valuation principles disappear, but because market prices become 
sparse and contractual governance becomes more important. A private-equity or venture investor typically cannot sell a position 
continuously. Capital may be committed for many years, financing rounds are episodic, information is negotiated, and value 
realization depends on exits such as trade sales, secondary transactions, buybacks or public listings. Illiquidity therefore changes 
the investment process from continuous price observation to periodic valuation, active monitoring and negotiated control. 

Private equity covers several strategies, including buyouts, growth equity, infrastructure, private credit and venture capital. 
Venture capital is a specialized form of risk-bearing equity aimed at companies with unusually high uncertainty, limited operating 
history, significant growth options and a need for staged financing. Its economics are power-law-like: many investments may fail or 
return little while a small number can drive fund results. This asymmetry makes portfolio construction, ownership rights, reserve 
planning and exit discipline central. 

The institutional venture-capital model is not simply "money for startups." Sahlman (1990) emphasized the organizational and 
contracting architecture connecting limited partners, venture funds and entrepreneurial companies. Gompers (1995) showed how 
staged financing can reduce agency problems by making future capital conditional on information revealed over time. Kaplan and 
Stromberg (2004) documented the allocation of cash-flow, control, board, liquidation and other rights in venture contracts. The 
venture investor therefore purchases a bundle: an economic claim, an option to provide future capital, access to information and 
varying degrees of governance influence. 

18.19.1 The LP-GP-fund-company chain 

Most institutional VC and PE funds are limited partnerships or economically similar structures. Limited partners (LPs) commit 
capital but delegate investment selection and monitoring to a general partner (GP) or fund manager. The GP raises a fund with a 
defined mandate, investment period and life; calls capital as investments are made; manages portfolio companies; receives 
management fees and, subject to the fund agreement, performance participation commonly called carried interest; and distributes 
realized proceeds back to LPs. 
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This chain creates layered agency problems. LPs must evaluate whether the GP's incentives, valuation policies, expenses, 
conflicts and continuation vehicles align with the fund mandate. The GP must evaluate founders or management teams under 
information asymmetry. Portfolio-company managers must balance investor demands with customer, worker, creditor and legal 
obligations. Governance therefore cannot be understood only at the portfolio-company board; it begins at the fund. 

Table 18.9. Private-capital participants and their principal economic concerns 

Participant Principal contribution Principal risks and conflicts 

Limited partner Long-horizon capital and portfolio mandate. Manager selection, illiquidity, capital calls, fee opacity, valuation marks, 
vintage concentration, weak exits and GP conflicts. 

General partner / fund 
manager 

Deal sourcing, underwriting, governance, 
follow-on capital and exit management. 

Incentives to deploy capital, raise successor funds, mark valuations 
aggressively, extend fund life or pursue transactions benefiting GP 
economics. 

Founder / management Innovation, operating capability, company-
specific knowledge and execution. 

Dilution, loss of control, financing dependence, milestone pressure, 
replacement risk and misaligned exit horizon. 

Co-investors / syndicate Additional capital, expertise, signaling and 
risk sharing. 

Coordination, free-riding, conflicting follow-on strategies and governance 
fragmentation. 

Employees Human capital and often option-based 
upside. 

Option dilution, preference overhang, job loss, information asymmetry 
and limited liquidity. 

Customers, suppliers and 
communities 

Revenue, inputs, legitimacy and operating 
context. 

Growth or exit incentives can shift risk to stakeholders who have no 
contractual voice in the financing. 

 

18.19.2 Fund economics: fees, carried interest, waterfalls and the J-curve 

Private-fund economics determine what LPs receive after the gross performance of portfolio companies is translated through 
fees, expenses and the partnership waterfall. Committed capital is the amount an LP promises to provide; paid-in capital is the 
amount actually called. Management fees may be charged on committed capital during the investment period and later step down 

to invested capital, net asset value or another contractual base. Carried interest gives the GP a negotiated share of eligible profits, 
commonly subject to return-of-capital rules and, in some funds, a preferred return or hurdle, catch-up and other waterfall 
provisions. None of these terms is universal, so an investor should model the actual limited-partnership agreement rather than 
importing a market convention. Metrick and Yasuda (2010) show why fee bases, fund size and performance participation are 
economically material to the revenue structure of private-capital managers. 

Waterfall design changes timing and conflict. Under a whole-fund or European-style waterfall, the GP generally receives carried 
interest only after LPs have recovered the required fund-level amounts. Deal-by-deal structures can distribute carry earlier after 
individual realizations, which may require escrow or clawback mechanisms if later investments underperform. GP commitments, 
side letters, fee offsets, co-investment rights, recycling provisions, subscription facilities and continuation vehicles can also alter 
economic alignment. Gross deal IRR is therefore not the same object as net LP return. 

The J-curve describes a common, but not inevitable, private-fund pattern in which early net returns are negative because fees, 
organizational costs and initial write-downs occur before mature exits generate distributions. It is a cash-flow and valuation 

pattern, not an excuse for weak early performance or aggressive marks. A US$100 million fund charging a 2% annual management 
fee on commitments during an initial investment period would incur US$2 million of annual management fees before any step-
down, while a 20% carried-interest rate would apply only to profits defined by the governing waterfall. The example shows why 
fund-level economics must be analyzed alongside company-level outcomes. 

Venture capital can be economically valuable because specialized investors screen uncertain projects, stage capital, provide 
governance and help professionalize young firms. The institutional model has played an important role in financing innovation 
(Gompers & Lerner, 2001). Its limitations are equally important. Venture finance tends to concentrate geographically and in sectors 
where intellectual property, scale and exits fit the fund model; long-gestation innovations, projects with diffuse social returns and 
businesses that cannot plausibly deliver venture-scale exits may be underfinanced even when socially valuable. Lerner and Nanda 
(2020) therefore caution against assuming that the VC organizational form is a universal solution to innovation finance. Investor 
skill includes recognizing which problems fit the instrument and which require different capital. 

18.20 Venture-Capital Ecosystem, Funding Stages and Investor Criteria 

Venture stages are conventions rather than universal legal categories. Pre-seed capital usually supports problem discovery, 
founding team formation and prototype work. Seed capital commonly supports early product-market evidence. Series A financing is 
often associated with a repeatable business model and expansion of organizational capability. Later rounds can fund geographic 
growth, product expansion, acquisitions or a path to liquidity. The economic question at every stage is the same: what uncertainty 
will this capital resolve, how much capital is required before the next decision point, and what evidence will justify further 
commitment? 

Chapter 8 taught the founder perspective on opportunity validation, MVPs, unit economics and financing readiness. Chapter 18 
reverses the lens. Investors ask whether reported traction is causal and durable, whether unit economics improve with scale, 
whether gross margin is genuine after variable costs, whether customer acquisition reflects paid incentives rather than organic 
value, whether churn is cohort-specific, whether the team can govern complexity, and whether capital intensity is compatible with 
future financing markets. 
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18.20.1 Stage-specific evidence 

Early-stage investing cannot rely on mature-company DCF with long precise forecasts. The investor instead triangulates team 
quality, market structure, product evidence, customer behavior, technology feasibility, unit economics, legal or regulatory risk, 

financing path and plausible exit economics. As a venture matures, uncertainty should shift. A seed company may have product risk; 
a Series B company should have reduced product risk but may face scaling, competition and governance risk. If each round finances 
the same unresolved uncertainty, capital is not de-risking the business. 

Investor criteria should be separated into reject conditions, underwriting criteria and value-creation opportunities. Reject 
conditions include fraud, unlawful activity, unacceptable conflicts, weak ownership of key IP, unresolvable regulatory barriers or 
moral red lines. Underwriting criteria cover market, team, economics, differentiation, financing, governance and exit. Value-creation 
opportunities are areas where the investor can contribute network, recruitment, strategy, finance, governance or market access. An 
investor should not confuse a weakness that can be repaired with a fundamental contradiction in the business model. 

Table 18.10. Stage-appropriate venture evidence 

Stage Dominant uncertainty Investor evidence emphasis Common analytical mistake 

Pre-seed Problem, team and technical 
feasibility. 

Founder capability, problem 
evidence, prototype path, 
ownership/IP clarity, burn and 
learning milestones. 

Valuing an idea mainly from total-
addressable-market claims. 

Seed Product adoption and early 
economics. 

Cohort behavior, customer evidence, 
gross margin, retention, sales cycle, 
unit economics, regulatory path. 

Annualizing a few months of growth 
without cohort or base-rate analysis. 

Series A Repeatability and organizational 
scaling. 

Channel economics, retention, 
contribution margin, team build, 
governance, financing plan. 

Treating growth as proof of scalable 
economics. 

Growth Market expansion and capital 
efficiency. 

Market share, mature cohorts, 
operating leverage, cash conversion, 
competition, controls, country 
expansion. 

Using public-company multiples 
without liquidity, governance and 
profitability adjustments. 

Late stage Durable scale and exit readiness. 
Audit quality, controls, profitability 
path, legal structure, board 
readiness, exit alternatives. 

Assuming an IPO window or 
strategic buyer will be available on 
schedule. 

 

18.21 Early-Stage Valuation: Pre-Money, Post-Money and the Venture 

Method 

Private-company valuation should distinguish enterprise economics from financing arithmetic. In a priced equity round: 

Post-money valuation = Pre-money valuation + New primary investment 

If an investor contributes US$3 million at a US$9 million pre-money valuation, post-money valuation is US$12 million. Ignoring 
other dilution, the new investor owns 3/12 = 25% immediately after the financing. Existing holders collectively own 75%. 

This arithmetic is not the same as fair-value analysis. The negotiated pre-money figure reflects bargaining power, comparable 
financings, strategic demand, financing conditions, company evidence and security rights. The same enterprise can support 
different economic outcomes depending on whether investors receive ordinary shares, preferred shares, warrants, liquidation 
preferences or anti-dilution protection. 

18.21.1 The venture-capital method 

A simplified venture-capital method starts with an estimated exit value, applies the investor's required multiple or target return, 
and works backward to the ownership required today. If expected exit equity value in five years is US$120 million and the investor 
requires a 5x gross multiple, the investor's required exit proceeds are US$24 million for every US$4.8 million invested. If future 
dilution is expected, the investor needs a larger ownership percentage today than the exit percentage. The method is transparent 
but extremely sensitive to exit value, timing, target return and dilution. 

High target returns in venture capital partly compensate for failure risk, illiquidity, skewed outcomes, selection and monitoring 
costs. They should not be mistaken for contractual yields. Cochrane (2005) and Korteweg and Sorensen (2010) show why 
estimating venture returns is difficult: valuations and exits are observed selectively, especially for successful companies. Naive 
samples can therefore overstate average performance. 

18.21.2 Scenario-weighted valuation 

A more informative approach builds a small set of coherent outcomes: failure or distressed sale, modest independent business, 
strategic acquisition, and high-growth exit. Each scenario specifies timing, financing needs, dilution and security-level payoff. 
Expected value is then the probability-weighted payoff, discounted appropriately. Probabilities remain judgmental, but the method 
exposes where disagreement lies. It is better to debate whether a 20% high-growth probability is defensible than to bury optimism 
inside one terminal multiple. 
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18.22 Capitalization Tables, Dilution and Ownership Economics 

A capitalization table records who owns which securities and how ownership changes under conversion, option exercise and 
new financing. The key concept is fully diluted ownership: the denominator should include the securities and rights that the 
transaction documents define as part of the capitalization. Errors occur when analysts compare an investor's shares with only 
currently issued common shares while ignoring options, warrants, convertible securities or promised pools. 

18.22.1 Simple dilution 

Assume founders own 8 million shares and employees hold 2 million options, so fully diluted pre-round capitalization is 10 
million shares. If new investors purchase 3.333 million new shares, post-round fully diluted capitalization becomes 13.333 million 

and investors own 25%. Founders fall from 80% pre-round to 60%; the option pool falls from 20% to 15%. The enterprise may be 
worth more after financing, so dilution of percentage ownership is not automatically economic harm. The question is whether the 
value and capabilities created by the capital exceed the ownership surrendered. 

Option-pool negotiations can shift dilution. If investors require an enlarged employee option pool to be created before the 
financing, existing shareholders bear the dilution; if created after, all shareholders share it. A term described as a 25% investment 
can therefore have different founder economics depending on the denominator. 

18.22.2 Convertible notes and SAFEs 

Early-stage companies sometimes raise capital through convertible notes or Simple Agreements for Future Equity (SAFEs) 
instead of a priced round. A convertible note is debt intended to convert under specified future events, often with a valuation cap, 
discount or both. A SAFE is a contractual right to future equity under defined conditions and is not necessarily debt. Y Combinator's 
current post-money SAFE documents are designed to make ownership sold through the SAFE round more immediately calculable; 
its website also cautions non-US companies to obtain jurisdiction-specific legal advice (Y Combinator, n.d.). 

These instruments reduce some transaction cost but do not eliminate valuation. A cap is an economic allocation rule. Multiple 
SAFEs with different caps, discounts and pro-rata rights can create a complex dilution stack. Founders and investors should model 
the conversion before signing, not after the next round is negotiated. 

WORKED EXAMPLE | Why post-money arithmetic can hide security economics 

An investor pays US$5 million in a round announced at a US$20 million post-money valuation, suggesting 25% ownership. If the investor also 
receives a 1x liquidation preference while common shareholders do not, the investor's downside payoff differs from a 25% common stake. If the 
company sells for US$8 million before conversion economics make common participation attractive, the preference can protect the investor's 
first US$5 million. Headline percentage and economic payoff are therefore different dimensions. 

 

18.23 Due Diligence: Testing the Investment Thesis Before Negotiating 

Price 

Due diligence is the structured process of testing whether facts, risks and rights support the proposed investment. It is not a 
checklist whose completion proves safety. The process should be thesis-driven: each diligence workstream must connect to a value 
driver, risk, legal condition or governance responsibility. 

Commercial diligence tests customer need, market size, competitive alternatives, channel economics, pricing power and 
retention. Financial diligence reconciles management reporting with bank records, accounting systems, tax filings and cash. 
Technology diligence assesses architecture, security, scalability, data rights and technical debt. Legal diligence examines corporate 
authority, ownership, material contracts, disputes, employment, licenses, privacy and intellectual property. People diligence 
evaluates founder incentives, key-person dependence, leadership gaps and culture. Regulatory diligence asks whether the operating 
model requires permissions or exposes the company to rules that could materially alter economics. Impact diligence, where 
relevant, tests whether claimed outcomes are defined, measured and attributable enough to justify the investment mandate. 

18.23.1 Diligence under data scarcity 

Early-stage firms often lack long histories, so absence of evidence is normal. That does not justify substituting founder 
confidence for evidence. The investor can use triangulation: customer calls, invoices, cohort data, source-code review, supplier 
evidence, regulatory correspondence, site visits, bank statements and independent reference checks. The objective is to distinguish 
unknown from unknowable and to decide which uncertainty can be financed in stages. 

18.23.2 Red flags and proportionality 

Red flags require interpretation. Rapid revenue growth may be genuine or driven by unsustainable discounts. A founder-related 
transaction may be legitimate or abusive depending on disclosure and terms. Customer concentration may be rational at seed stage 
but dangerous at growth stage. Diligence should be proportionate to capital at risk, but some issues are non-negotiable even for 
small investments: ownership authority, fraud, sanctions or corruption concerns, safety-critical claims, material litigation and 
integrity of financial records. 
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Table 18.11. Investor-side due diligence linked to valuation 

Workstream Core questions Valuation or deal consequence 

Commercial Who pays, why, how often, with what retention 
and switching behavior? 

Revenue growth, margin, customer concentration, 
terminal value and scenario probabilities. 

Financial Are revenue, cash, liabilities and burn reconciled? 
What are normalized economics? 

Cash-flow forecast, funding need, working capital, 
debt and valuation confidence. 

Product / technology Does the product work at required scale and 
security? Who owns the technology? 

Development cost, churn, cybersecurity liabilities, 
IP value and need for reserves. 

Legal / regulatory Is the company properly constituted, licensed and 
contractually protected? 

Closing conditions, indemnities, price adjustment, 
investment refusal or specialist advice. 

People / governance Can the team scale? Are incentives, ownership and 
decision rights clear? 

Board rights, vesting, hiring budget, key-person 
risk and follow-on strategy. 

Impact / responsibility What outcomes are claimed, measured and 
attributable? Who could be harmed? 

Mandate fit, reporting covenants, risk scenarios 
and moral red lines. 

Exit Who could buy the company, at what economics, 
under what market conditions? 

Exit multiple, timing, liquidity discount and 
portfolio reserve planning. 

 

18.24 Term Sheets, Investor Protections and Deal Structuring 

A venture term sheet summarizes the principal economic and control terms of a proposed financing before definitive documents 
are completed. The exact legal effect varies by jurisdiction and document. Investors and founders should use qualified counsel. The 
analytical task in this chapter is to understand the economics behind common terms so that contractual language is not treated as 
administrative detail. 

The National Venture Capital Association's model legal documents are widely used reference points in US venture financing and 
were updated in 2025 and 2026 to reflect legal and market developments, including mechanics for tranched financings (National 
Venture Capital Association [NVCA], 2026). They are templates, not universal law or advice, and African transactions must reflect 
the actual company jurisdiction, exchange-control rules, corporate law, tax, investor mandates and enforceability. 

18.24.1 Liquidation preference 

A liquidation preference determines how proceeds are distributed before or instead of common participation in specified exits 
or liquidations. A 1x non-participating preference generally allows an investor to choose between receiving the original investment 

amount first or converting to common and receiving the ownership share. A participating preference can allow the investor to 
receive the preference and then participate in remaining proceeds, sometimes subject to a cap. 

Consider an investor who pays US$5 million for 25% ownership with a 1x non-participating preference. At a US$12 million sale, 
converting to common yields US$3 million, so the investor would prefer the US$5 million preference. At a US$40 million sale, 
conversion yields US$10 million, so conversion is preferable. The preference changes downside allocation without changing the 
announced 25% ownership. 

18.24.2 Anti-dilution protection 

Anti-dilution clauses adjust conversion economics if a later financing occurs at a lower price. Full-ratchet protection can be 
highly punitive to founders and earlier common holders because it resets the conversion price to the new low price regardless of 
the amount raised. Broad-based weighted-average formulas account for the size of the down round and are generally less severe. 
Anti-dilution protection does not prevent economic dilution from issuing new shares; it redistributes some of that dilution. 

18.24.3 Pro-rata, pre-emption and follow-on rights 

Pro-rata rights allow investors to maintain a percentage ownership in later rounds, subject to conditions. They are valuable 
because successful companies may ration access to future financings. For a VC fund, pro-rata rights create a reserve-planning 
problem: capital committed to follow-ons cannot be invested elsewhere. Failing to reserve can force dilution in the best companies, 
while over-reserving can leave capital idle. 

18.24.4 Board and protective provisions 

Board seats, observer rights, information rights and vetoes over specified major actions are governance tools. Protective 
provisions may require investor approval for issuing senior securities, changing corporate documents, selling the company, 
incurring large debt or altering option pools. These rights can protect against opportunism but can also create deadlock or transfer 
disproportionate control to a minority investor. Governance quality depends on whether rights are proportionate, clear and used to 
protect enterprise value rather than extract private advantage. 

18.24.5 Founder vesting, leaver provisions and employee equity 

Investors commonly require founder equity to vest over time or be subject to repurchase under specified departure conditions. 
The economic rationale is retention and fairness: if a founder leaves early, remaining contributors should not necessarily bear 
permanent dilution for unperformed future service. Terms can nevertheless become coercive if they allow investors to confiscate 
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earned value, terminate founders strategically or make employee options economically inaccessible. Vesting, exercise windows and 
leaver rules should align contribution and ownership without creating hidden traps. 

18.24.6 Transfer, exit and financing-continuity rights 

Deal structure also governs what happens when ownership changes or the company needs new capital. Rights of first refusal can 
give specified holders priority to purchase shares proposed for transfer; co-sale or tag-along rights can permit minority holders to 
participate in a sale by a major shareholder. Drag-along provisions can require specified holders to support an approved company 
sale so that a small minority cannot block an otherwise valid exit. These terms reduce some coordination problems but must define 
approval thresholds, conflicts and treatment of different share classes carefully. 

Pay-to-play provisions can condition continued preferred protections on an investor's participation in later financing, while 
redemption rights can create a contractual path toward liquidity after a specified period. Both can be legitimate responses to 
financing dependence, yet either can destabilize a company if designed without regard to cash capacity and future investors. 
Control rights in venture finance are often state-contingent: their purpose is to respond to changes in performance and agency risk 

rather than to give one party unlimited authority (Hellmann, 1998). The professional test is whether a right protects a defined 
economic interest proportionately and transparently. 

Tranched financing connects capital release to time or milestones. NVCA's updated model documents incorporate mechanics for 
tranched financings, reflecting their continuing practical relevance (National Venture Capital Association [NVCA], 2026). Milestones 
should be objective, observable and linked to the uncertainty the next tranche is intended to resolve. Ambiguous milestones 
controlled unilaterally by the investor can convert staged financing into coercive renegotiation when a company is most vulnerable. 
African transactions additionally require jurisdiction-specific advice on corporate law, exchange control, tax, enforceability and 
cross-border investor rights; model documents are starting points, not portable law. 

Table 18.12. Common venture terms: economic purpose and possible abuse 

Term Legitimate purpose Risk if poorly designed 

Liquidation preference Protect downside and distinguish risk-bearing 
preferred capital. 

Excessive stacks or participation can make 
common equity nearly worthless at moderate 
exits. 

Anti-dilution Protect against severe repricing after a down 
round. 

Full ratchet can shift disproportionate dilution to 
founders and employees. 

Pro-rata right Allow investors to preserve ownership in later 
rounds. 

Large insider allocations can crowd out new 
capital or concentrate control. 

Board seat / observer Improve monitoring, strategy support and 
accountability. 

Board capture, conflicts, confidentiality problems 
or investor micromanagement. 

Protective provisions Prevent major value-changing actions without 
consent. 

Minority vetoes can create deadlock or become 
bargaining leverage unrelated to protection. 

Founder vesting Align long-term contribution with ownership. Resetting vesting without credit for prior service 
can be punitive. 

Employee option pool Recruit and retain talent with upside 
participation. 

Pre-money pool increases can shift dilution to 
existing holders without transparent discussion. 

Information rights Reduce information asymmetry and support 
monitoring. 

Overbroad rights can create privacy, competition 
or data-security problems. 

Tranched financing Match capital to milestones and reduce unused 
capital. 

Ambiguous or investor-controlled milestones can 
create financing coercion at vulnerable moments. 

ROFR / co-sale rights Coordinate share transfers and protect participation 
when major holders sell. 

Can entrench insiders, slow legitimate transfers or 
create procedural traps if notice and timing are 
unclear. 

Drag-along / exit rights Enable an approved exit to proceed without holdout 
by a small minority. 

Low approval thresholds or conflicted votes can force 
minority holders into an exit on unfair terms. 

 

ETHICAL DILEMMA | When protection becomes extraction 

An investor can be legally entitled to negotiate strong downside protection. The moral question is whether the investor uses information and 
liquidity advantage to protect against genuine uncertainty or to obtain an asymmetric payoff that founders could not reasonably understand. 
Transparent modeling of exit waterfalls is a basic integrity practice. If a sophisticated investor would not explain the term's practical effect in 
ordinary language, that is itself a warning sign. 

 

18.25 VC Portfolio Strategy, Monitoring, Performance and Exit 

A venture fund is not simply a collection of independent startup bets. It is a portfolio with a fixed capital base, finite life, follow-
on obligations, ownership targets and an exit horizon. Because outcomes are highly skewed, portfolio construction should consider 
how many initial investments the fund can make, how much capital to reserve, expected ownership, sector and geographic 
concentration, stage mix and the probability that later rounds require more capital than expected. 
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18.25.1 Initial checks and reserves 

Suppose a US$100 million fund intends to invest US$2 million initially in 20 companies, using US$40 million. The remaining 
US$60 million is not "cash left over"; it may be a reserve for follow-ons, fees, expenses or new opportunities. If the fund reserves 

equally, it could place another US$3 million in each company, but equal follow-ons make little sense. Staged investing should 
concentrate additional capital where evidence improves expected payoff. That creates a selection problem: investors must avoid 
doubling down merely to avoid admitting that an earlier thesis failed. 

Syndication can provide additional expertise and reduce single-fund exposure, but it can also weaken accountability if each 
investor assumes others have completed diligence. Portfolio companies can face a coordination problem when investors have 
different fund lives, reserves or exit needs. Board governance should therefore make conflicts explicit. 

18.25.2 Monitoring and value creation 

Monitoring should track the assumptions that justified investment, not only a generic KPI dashboard. Relevant signals vary by 
business but often include cash runway, revenue quality, cohort retention, gross margin, contribution margin, working capital, 
credit losses, security incidents, regulatory milestones, hiring, customer concentration and financing readiness. Board reports 
should identify uncertainty and exceptions rather than bury adverse evidence under growth metrics. 

Investors can create value through recruitment, governance, pricing discipline, customer introductions, partnerships, financing 
strategy, operational expertise and preparation for exit. Hsu (2004) found evidence that entrepreneurs may accept lower valuations 
from more reputable venture investors, consistent with value attached to affiliation and services. Hellmann and Puri (2002) 
documented venture capital's association with professionalization of startup management. These effects are not automatic; an 

investor without relevant capability can destroy value through premature scaling or intrusive governance. 

18.25.3 IRR, MOIC, DPI and TVPI 

Private-market performance requires multiple measures because no single metric captures timing, realized value and remaining 
marks. 

MOIC = Total value received and remaining / Invested capital 

At deal level, a US$5 million investment producing US$15 million of proceeds has a 3.0x MOIC regardless of whether it took two 
years or ten. IRR incorporates timing by solving for the discount rate that sets the net present value of cash flows to zero. An 
illustrative cash-flow series of -100, -50, 0, +80 and +220 produces an IRR of about 22.6%. IRR can be sensitive to timing and to 
financing structures such as subscription credit lines, so it should not be read without multiples and cash-flow context. 

At fund level: 

DPI = Cumulative distributions to LPs / Paid-in capital TVPI = (Cumulative distributions + Residual value) / Paid-in capital RVPI 

= Residual value / Paid-in capital 

DPI measures realized cash returned. TVPI includes both realized distributions and unrealized net asset value. A fund with 
US$200 million paid in, US$120 million distributed and US$210 million residual value has DPI 0.60x, RVPI 1.05x and TVPI 1.65x. 
The residual value remains an estimate until realized. 

Kaplan and Schoar (2005) popularized public-market-equivalent reasoning for comparing private-equity cash flows with what 
equivalent timing in a public benchmark would have produced. Harris, Jenkinson and Kaplan (2014) showed why private-equity 
performance conclusions depend on data source, vintage and asset class. Private capital should therefore not be marketed through 
a single pooled IRR that hides dispersion, leverage, stale marks or selection. 

18.25.4 Exit strategies 

Trade sale is often the most common venture exit because a strategic buyer may value synergies unavailable to public investors. 
IPOs can provide price discovery and future liquidity but require scale, governance, disclosure and favorable market conditions. 
Secondary sales allow one investor to sell to another without company exit. Founder or company buybacks can return control but 
require financing. Liquidation is an exit when a business cannot justify further capital. 

Exit should be planned but not forced. A fund's life can create pressure to sell a good company too early; a founder's attachment 
can delay an economically rational sale; an investor seeking a high headline multiple can reject a fair exit and expose all 
stakeholders to later failure. The governance process should specify who can initiate, approve or block exits and how conflicts are 
managed. 
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Figure 18.5. Venture finance as staged risk-bearing and governance. 

Source/Note: Author's synthesis, drawing on Sahlman (1990), Gompers (1995), Kaplan and Stromberg (2004), and current venture-financing practice. 

Capital stages repeatedly re-price uncertainty and redistribute ownership, downside protection, information and control rights. 

Portfolio logic operates alongside company-level terms. 

18.26 African Investment and Venture Capital: Scale, Concentration and 

Local Capital 

Africa's investment environment contains a paradox. The continent has large long-horizon financing needs and a growing set of 
investable companies, yet capital markets remain uneven, exits can be shallow, and local institutional savings are not always 

connected efficiently to private enterprise. This is not adequately described by saying Africa "lacks capital." The allocation problem 
involves risk perception, currency mismatch, fund structures, regulation, market depth, pipeline quality, governance, ticket size and 
exit mechanisms. 

Current private-capital evidence shows both recovery and concentration. AVCA reported that in the first half of 2026 African 
venture funding rose 67% year on year to US$2.0 billion while deal volume fell 24% to 182 deals, the lowest first-half volume since 
2020. Three megadeals accounted for US$1.3 billion of the total, and final or interim fund closes reached US$558 million, already 
exceeding full-year 2025 fundraising (African Private Capital Association [AVCA], 2026a). Across African private capital more 
broadly, US$3.7 billion was deployed through 211 transactions in the first half of 2026, 65% more capital through 16% fewer deals; 
three transactions above US$250 million absorbed about 40% of capital deployed (AVCA, 2026b). These figures are important 
precisely because they resist a simple boom narrative. Capital value can rise while the number of financed companies falls. 

The 2025 market had already shown structural change. AVCA reported record strength in private debt and venture debt, while 
venture-capital deal value declined and financing shifted away from a few prior supersized fintech rounds (AVCA, 2026c). Partech 

separately estimated that total African technology venture funding, including equity and debt, reached US$4.1 billion in 2025, with 
debt growing faster than equity and the four largest country markets accounting for a large majority of funding (Partech Africa, 
2026). Differences in provider definitions mean these data sets should not be mechanically combined. Their common signal is that 
capital composition, not merely total funding, is changing. 

18.26.1 Local institutional capital and currency matching 

Domestic pension funds, insurers, collective investment schemes and sovereign institutions can deepen capital markets because 
their liabilities are often local-currency and long-horizon. Local capital can reduce some foreign-exchange mismatch and improve 
institutional familiarity. Yet fiduciary responsibility forbids treating domestic investment as automatically patriotic or safe. 
Concentration, governance and liquidity limits still apply. A pension fund should not finance a weak local project simply to meet a 
localization objective; it should ask whether risk-adjusted expected return and mandate fit are defensible. 

Rwanda's growing collective-investment assets and bond turnover indicate a broader local savings architecture (CMA Rwanda, 
2025). South Africa's deeper markets provide another end of the spectrum. The Johannesburg Stock Exchange reported that 
aggregate market capitalization of JSE-listed entities grew from R19.23 trillion to R24.18 trillion in 2025 while listing requirements 
and secondary-listing pathways were revised (JSE Limited, 2026). Depth matters because a functioning public market can provide 
benchmarks, liquidity and exit possibilities for private capital. It does not eliminate valuation risk or guarantee access for smaller 
enterprises. 

18.26.2 Development finance institutions and catalytic capital 

Development finance institutions (DFIs) remain important LPs and co-investors in African private capital. Their longer horizons 
and risk-sharing capacity can crowd in capital where markets are incomplete, but dependence on external development capital can 
also shape sector priorities, reporting frameworks and fund economics. AVCA's 2025 fundraising data showed substantial DFI 
participation in African private-capital funds. Responsible analysis should ask whether concessional or catalytic capital addresses a 
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genuine market failure, whether it mobilizes additional capital, and whether local institutions can gradually assume a larger role 
rather than creating permanent dependency. 

18.26.3 Exit depth as part of entry valuation 

An investor cannot value an African private company solely from entry growth prospects. Exit routes matter from the beginning. 
Thin IPO markets, limited strategic-buyer pools and currency restrictions can lengthen holding periods and raise required returns. 
Regional and cross-border acquirers can expand exit possibilities, but they also introduce competition-law, currency and political 
considerations. The investor should model multiple exit channels and treat exit timing as a distribution rather than a fixed year. 

AFRICAN CONTEXT | Do not add an "Africa premium" without mechanism 

A country or liquidity adjustment may be warranted, but a generic premium attached to the word "Africa" is not analysis. Identify the actual 
risks: market depth, sovereign spread, currency convertibility, legal enforcement, sector concentration, governance, exit liquidity, power 
reliability, security or tax. Then determine which risks belong in cash flows, which are diversifiable, which can be mitigated contractually, and 
which justify a higher required return. A transparent mechanism is superior to a stereotype disguised as a percentage. 

 

18.27 Comparative Global Case: The Government Pension Fund Global 

and Portfolio Discipline at Scale 

Norway's Government Pension Fund Global (GPFG), managed by Norges Bank Investment Management, provides a useful 
contrast with the Tyme venture case. Tyme involves a concentrated, illiquid private claim with negotiated terms and growth 
uncertainty. GPFG manages a globally diversified portfolio measured against public benchmarks under an explicit public mandate. 
The instruments differ, but the same investment principles remain: objectives, allocation, valuation, risk measurement, costs, 
governance and accountability. 

At 30 June 2026, GPFG reported a value of NOK 22.683 trillion. Equity investments accounted for 72.1% of the fund, fixed 
income 25.8%, unlisted real estate 1.6% and unlisted renewable-energy infrastructure 0.5%. The fund returned 9.44% in the first 
half of 2026 in its currency basket, 0.22 percentage points above its benchmark. Since 1998, its annualized return was 6.86%, with 

annualized net real return of 4.51% after inflation and management cost measures reported by the fund (Norges Bank Investment 
Management [NBIM], 2026). 

The case is educational because it separates absolute return from relative skill. A 9.44% half-year return sounds strong, but 
much of it came from broad market exposure: equity investments returned 12.95%, while fixed income returned 0.88%. Relative 
return versus the mandated benchmark was only 0.22 percentage points. The distinction prevents managers from claiming credit 
for market beta as though it were alpha. 

The fund also illustrates valuation hierarchy. NBIM reported that 98.0% of the portfolio at half-year 2026 was classified as Level 
1 or Level 2 using observable market information; unlisted real estate and renewable infrastructure relied on model-based Level 3 
valuation with unobservable inputs and external valuation processes (NBIM, 2026). That difference is directly relevant to private 
equity and venture capital. A stable quarterly mark is not comparable to a continuously traded market price without acknowledging 
the valuation process. 

Finally, GPFG demonstrates that responsible-investment activity is governance, not a substitute for return measurement. In the 
first half of 2026 NBIM reported voting on 75,757 resolutions at 6,899 shareholder meetings and holding 2,058 company meetings. 
Such scale creates influence, but size does not make every engagement position morally self-validating. A public asset owner must 
remain answerable to mandate, evidence, law, democratic authority and long-term beneficiaries. The analytical lesson is 
subsidiarity: investment institutions need enough authority to execute professional mandates, but their economic reach should be 
bounded by accountability and transparent objectives. 

Table 18.13. Tyme and GPFG: two very different investment problems 

Dimension Tyme Series D-style venture investment GPFG diversified institutional portfolio 

Price discovery Negotiated in episodic private financing. Continuous market prices for most assets, model 
valuations for a small unlisted share. 

Diversification A single company is highly concentrated. Thousands of securities across countries, 
currencies and asset classes. 

Governance Preferred rights, board/information rights and 
follow-on decisions can matter materially. 

Mandate, benchmark, voting, engagement, risk 
limits and public reporting dominate. 

Liquidity Limited until financing, secondary sale or exit. High for most listed assets; lower for unlisted real 
assets. 

Performance Security-level valuation and eventual exit 
proceeds; fund metrics such as IRR/MOIC. 

Time-weighted portfolio and benchmark-relative 
returns are central. 

Main analytical danger Headline valuation can hide security rights and 
future dilution. 

Strong market returns can be mistaken for 
manager alpha; benchmark and currency effects 
matter. 
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Dimension Tyme Series D-style venture investment GPFG diversified institutional portfolio 

Shared principle 
Capital must be priced, governed, monitored and 
reported against an explicit mandate with truthful 
evidence. 

Capital must be priced, governed, monitored and 
reported against an explicit mandate with truthful 
evidence. 

 

18.28 AI, Alternative Data and Investment Decision Support 

Artificial intelligence is changing the speed and breadth of investment analysis, but it has not changed the epistemic problem: an 
investor still must determine what evidence means, whether a model is valid for the decision, and who remains accountable when 
the model is wrong. In public markets, machine-learning systems can classify documents, extract signals from earnings calls, 
process satellite or transaction data, detect anomalies and support execution. In private markets, generative AI can accelerate data-
room review, summarize contracts, compare unit economics across portfolio companies and identify diligence questions. These 
uses can improve analyst productivity. They can also amplify low-quality data, automate spurious correlations, reproduce hidden 
biases, expose confidential information and generate persuasive but false explanations. 

CFA Institute's 2025 AI in Asset Management: Tools, Applications, and Frontiers describes AI as increasingly relevant to portfolio 

design, risk oversight and investment workflows while emphasizing transparency, accountability and human judgment (Simonian, 
2025). The appropriate conclusion is neither that AI should replace analysts nor that it should be excluded from serious investment 
work. It should be treated as a model-dependent decision aid whose contribution must be demonstrated against a defined baseline. 

18.28.1 Alternative data: more observations do not guarantee more information 

Alternative data can include web traffic, card transactions, geolocation aggregates, satellite images, shipping data, job postings, 
app downloads, product reviews and machine-readable text. Such data may reveal economic activity before conventional reports 
are published. Yet three validity questions precede any forecast. First, is the sample representative of the economic process being 
inferred? Second, is the measurement stable over time? Third, was the signal discovered before or after repeated searching across 
many variables? 

A change in a data vendor's coverage can look like a change in consumer demand. A satellite measure may be correlated with 
output only in particular seasons. Web-scraped prices can omit informal trade or cash purchases. In African markets, digital traces 
can be especially uneven across urban and rural populations, income groups and platforms. Data scarcity is not evidence of 
economic inactivity. Investment models should therefore document provenance, coverage, revisions, missingness and structural 
breaks rather than treating data volume as quality. 

18.28.2 Generative AI in diligence and valuation 

Generative AI is useful for document triage, but it should not become an unverified source of facts. A defensible private-market 
workflow can allow an AI system to identify clauses, flag inconsistencies or produce a first-pass industry map, while requiring 
analysts to trace every material conclusion back to primary documents. Sensitive data rooms should be governed by contractual 
confidentiality, access controls, approved model environments and retention rules. Founders should know what investor systems 
are processing their information, especially where customer or employee data are involved. 

AI-generated forecasts also create a false-precision risk. A model can produce a smooth five-year revenue path even when the 
underlying venture has only twelve months of operating history. The analytical response is not to ban forecasting. It is to expose the 
causal assumptions behind growth, margins, capital needs and terminal value, then stress them. The decision owner should be able 
to explain why the valuation changes when those assumptions change. 

18.28.3 Model governance, market integrity and "AI washing" 

Investment institutions need controls over model inventory, data lineage, access, validation, drift, overrides and retirement. 
Where AI affects trading or portfolio construction, independent challenge should test whether historical performance survives 
realistic transaction costs, regime shifts and out-of-sample data. Where AI influences suitability or advice, the institution should also 
test whether errors are distributed unfairly and whether affected clients can obtain human review. 

Technology claims themselves can mislead investors. In 2024, the U.S. Securities and Exchange Commission charged two 
investment advisers over false and misleading statements about their purported use of AI, an enforcement action that illustrates the 
broader principle that novelty does not relax ordinary duties of truthful disclosure (U.S. Securities and Exchange Commission [SEC], 
2024). The same principle applies to venture pitches. A startup should not describe ordinary automation as proprietary AI merely 
to raise valuation, and an investor should not reward such claims without technical diligence. 

EVIDENCE CHECK | Backtest performance is not deployment performance 

A model selected after trying many specifications has already consumed information from the historical sample. The relevant test is how it 
performs on genuinely unseen data, after transaction costs, data delays, model drift and operational constraints. For generative AI, add another 
test: can every material factual claim be traced to a reliable source? If not, the output is a hypothesis to investigate, not evidence to invest on. 

 

This section stops at investment-use governance. Chapter 20 develops technology strategy, AI architecture, intellectual 
property, cybersecurity and digital transformation in depth. 
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18.29 Faith, Ethics and Moral Reasoning: Capital as Stewardship, Power 

and Neighbour-Love 

Investment is not morally neutral because capital changes what organizations can build, whom they can employ, which risks 
they can transfer and how strongly investors can influence founders, workers and communities. The technical language of expected 
return, beta, discount rate, liquidation preference and exit multiple can obscure this human reality. Christian moral reasoning 
therefore begins neither by condemning profit nor by sanctifying every investment. It asks what the capital is enabling, whether the 
claim to return is justly obtained, how risk and power are distributed, and whether the investor can give an account of the decision 
before God and neighbour. 

The biblical tradition treats material resources as entrusted rather than self-created possessions. Jesus' parable of the talents 

assumes purposeful stewardship and accountability for entrusted resources (Matthew 25:14-30, CSB), while Scripture repeatedly 

condemns dishonest gain and false measurement (Proverbs 11:1, CSB). The moral relevance to investment is direct. Valuation 

involves estimates, but an estimate becomes deception when uncertainty is knowingly concealed to induce another party to 
transact on a materially false impression. Due diligence protects the investor, but truthfulness also constrains what the investor 
may claim to founders, co-investors and beneficiaries. 

Prudence is likewise distinct from fear. Proverbs commends foresight in the face of danger (Proverbs 22:3, CSB), and Jesus uses 

the image of counting the cost before building (Luke 14:28-30, CSB). In investment practice, prudence requires understanding 

downside, liquidity, leverage, concentration, duration and the possibility of permanent loss. It does not require refusing all risk. 
Productive enterprise necessarily bears uncertainty. The moral question is whether the risk is understood, proportionate to the 
mandate, fairly disclosed and borne by persons able to accept it. 

18.29.1 Legitimate return, speculation and the moral purpose of risk-bearing 

A productive investment can finance equipment, research, housing, infrastructure, inventories or a young enterprise. The 
investor bears uncertainty and may justly receive a return if value is created and contracts are fair. Speculation is not automatically 
immoral merely because the investor hopes to sell later at a higher price. Markets need liquidity and price discovery, and a trader 
can assume risks others wish to transfer. The moral concern arises when profit depends principally on deception, market 
manipulation, privileged misuse of information, predatory leverage, engineered fragility or the deliberate creation of harms from 
which the investor then profits. 

Christian reasoning therefore distinguishes risk-bearing from risk-dumping. A venture investor who accepts the possibility of 
loss to finance innovation is bearing risk. An investor who uses contractual power to secure nearly all upside while transferring 
foreseeable downside to poorly informed founders, workers or public guarantors may be shifting risk rather than bearing it. The 
legality of a term does not settle whether the bargain is just. 

18.29.2 Fiduciary duty and the problem of divided loyalties 

Professional investors often manage money that belongs economically to others: pension beneficiaries, savers, endowments, 
limited partners, policyholders or citizens. Fiduciary responsibility requires loyalty to the mandate, care, competence and 
avoidance or management of conflicts. From a Christian perspective, this responsibility is reinforced by the principle that stewards 

are accountable for what has been entrusted to them (1 Corinthians 4:2, CSB). A portfolio manager should not use client assets to 

pursue personal political causes, secure favors for related parties or generate fees through needless complexity. 

This does not mean that beneficiaries have no moral commitments. A Christian foundation may lawfully adopt restrictions that 
reflect its mission. A pension fund may be required by law to consider financially material environmental or governance risks. An 
impact fund may explicitly accept a different risk-return-impact objective. The discipline is mandate clarity. Moral preferences, legal 
duties and financial forecasts should not be blended into a vague claim that every preferred cause necessarily increases returns. 

18.29.3 Fair valuation, bargaining power and treatment of founders 

Private-market valuation is negotiated under information and power asymmetry. A founder may possess superior knowledge of 
the company but weak liquidity and little bargaining power. A large investor may have capital, legal resources and portfolio 
diversification that the founder lacks. Neither asymmetry makes a transaction unjust by itself. It does make informed consent, 
disclosure and contractual proportionality more important. 

A down round can be economically necessary. Anti-dilution protection can be legitimate compensation for valuation risk. Board 
control can protect investors against misuse of capital. Yet the same tools can become oppressive when they are structured to 

capture value unrelated to the investor's contribution, exploit temporary founder distress or make future financing practically 

impossible. The Christian obligation to treat others as one would wish to be treated (Matthew 7:12, CSB) does not eliminate hard 

negotiation; it forbids using superior power as permission for deception or exploitation. 

18.29.4 Workers, customers and persons outside the cap table 

Shareholders and founders are not the only people affected by investment terms. Growth covenants can encourage layoffs, 
unsafe expansion, manipulative customer acquisition or hidden environmental costs. A liquidation event can enrich investors while 
workers lose unvested claims or communities inherit abandoned obligations. These consequences do not mean that every job must 
be preserved or every failing company financed indefinitely. They mean that investors should treat foreseeable third-party effects 
as morally relevant evidence rather than external noise. 

https://www.biblegateway.com/passage/?search=Matthew%2025%3A14-30&version=CSB
https://www.biblegateway.com/passage/?search=Proverbs%2011%3A1&version=CSB
https://www.biblegateway.com/passage/?search=Proverbs%2022%3A3&version=CSB
https://www.biblegateway.com/passage/?search=Luke%2014%3A28-30&version=CSB
https://www.biblegateway.com/passage/?search=1%20Corinthians%204%3A2&version=CSB
https://www.biblegateway.com/passage/?search=Matthew%207%3A12&version=CSB
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Chapter 13 established the book-wide framework of human dignity, rights, governance and remedy. Chapter 18 applies that 
architecture to capital allocation. Where an investor can influence conduct, influence creates responsibility proportionate to 
knowledge, leverage and capacity. An LP cannot plausibly govern every portfolio-company decision, but a controlling investor 
cannot disclaim all responsibility for a harmful strategy it approved or incentivized. 

18.29.5 Alternative ethical perspectives and points of convergence 

Consequentialist reasoning evaluates investment by aggregate outcomes such as wealth creation, innovation, employment, 
environmental effects and welfare. Its strength is attention to real consequences; its weakness is the danger of sacrificing 
vulnerable minorities to aggregate gain. Deontological approaches emphasize duties, rights, honesty and consent, preventing some 
outcomes from being justified merely by high returns. Rights-based theories protect property, contract and bodily or informational 
integrity, while justice approaches ask how benefits, burdens and opportunities are distributed. Virtue ethics asks what kind of 
investor the practices of greed, courage, temperance, patience and honesty are forming. Care ethics gives attention to dependence 
and relationships that formal contracts can overlook. Stakeholder approaches widen the field of morally relevant interests but can 
become indeterminate if no principled hierarchy guides conflicts. 

Christian moral reasoning can learn from these analytical distinctions without reducing itself to any one of them. It grounds 
human worth in creation by God, treats truth and justice as duties rather than optional preferences, values prudent consequences, 
forms character through stewardship and directs economic power toward love of neighbour. It also preserves moral limits: a 
profitable action is not legitimate simply because aggregate benefits exceed harms. 

Table 18.14. Moral questions across investment practice 

Investment decision Technical question Moral question that remains 

Asset allocation What mix best meets return, risk and liquidity 
objectives? 

Does the mandate respect beneficiaries, stated 
constraints and foreseeable harms, or is capital 
being used for managers' private preferences? 

Security valuation What are the defensible cash flows, multiples and 
required return? 

Are uncertainty and conflicts represented 
truthfully, or is valuation being engineered to 
induce a transaction? 

Leverage Does borrowing improve expected equity return 
and capital efficiency? 

Who bears the downside if the leverage fails, and 
were they able to understand or consent to that 
exposure? 

VC term sheet How should downside protection and control 
rights be allocated? 

Are protections proportionate to capital at risk, or 
does bargaining power become extraction? 

Portfolio-company growth Which strategy maximizes enterprise value? 
Are workers, customers and communities treated 
as persons, or merely variables to be optimized 
away? 

Impact or ESG mandate How are financially material risks and mission 
outcomes incorporated? 

Are moral objectives stated honestly, measured 
credibly and kept distinct from unsupported 
promises of superior returns? 

Exit Which route maximizes risk-adjusted proceeds? Does exit pressure encourage deception, unsafe 
scaling or abandonment of legitimate obligations? 

 

FAITH AND VOCATION | The investor as steward rather than owner without accountability 

Investment work can be a vocation of patient capital allocation: investigating truth, bearing risk, funding productive enterprise, protecting 
beneficiaries and disciplining waste. Its corruption is not simply "wanting profit." It is treating wealth, information and bargaining power as if 
they carried no obligation to God or neighbour. The Christian investor therefore seeks competent return and moral faithfulness together, 
knowing that stewardship is judged not only by what was earned but by how it was earned and what the capital made possible. 

 

18.30 Professional Toolkit: The Investment and Venture Stewardship 

Protocol 

A strong investment memo should make the decision auditable before it makes the decision persuasive. The Investment and 
Venture Stewardship Protocol (IVSP) below integrates public securities, FDI and venture capital without pretending that the same 
data exist in every asset class. Its purpose is not to produce one score. It is to force explicit assumptions, ownership of judgment and 
disciplined challenge. 
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Figure 18.6. The Investment and Venture Stewardship Protocol (IVSP). 

Source/Note: Author's synthesis. 

The protocol separates mandate, evidence, valuation, risk, terms, moral legitimacy, decision and post-investment learning so that 

neither a model nor a committee can hide the assumptions that produced the choice. 

18.30.1 Mandate and constraints 

State who owns the capital and the objective being served. Specify return target, risk tolerance, liquidity need, horizon, currency, 

legal restrictions, concentration limits, policy benchmark, rebalancing rule, tax considerations, mission constraints and delegated 
decision rights. A proposal outside the mandate should be rejected or the mandate changed through proper authority, not 
rationalized after the fact. 

18.30.2 Evidence and variant perception 

Define what is known, estimated, assumed and contested. Identify primary evidence, data limitations and conflicts. For public 
securities, state the information that differs from market consensus. For private investments, state what the investor believes that 
the negotiated price does not already reflect. If no variant view exists, the thesis may simply be market exposure in an expensive 
wrapper. 

18.30.3 Economics and valuation 

Model base, downside and upside cases. Use at least two valuation approaches where possible and explain why they differ. 
Reconcile enterprise and equity value, net debt, dilution and security rights. For projects, make cash-flow currency and discount 
rate consistent. For private assets, calibrate fair-value methods to transaction evidence and document changes in operating, market 
and security-level assumptions. For VC, model ownership through at least the next financing round and a plausible exit waterfall. 

18.30.4 Risk architecture 

Name the mechanism of loss, not merely the category. Distinguish volatility from permanent impairment, market risk from 
liquidity risk, and diversifiable from concentrated exposure. Identify leverage, covenant, currency, political, technology, governance, 
cybersecurity and key-person risks where relevant. State which risks can be transferred, mitigated or monitored and which must 
simply be borne. 

18.30.5 Terms, governance and incentives 

For private assets, translate legal terms into economics under actual scenarios. Identify board rights, information rights, 
reserved matters, liquidation preference, anti-dilution, vesting, option-pool treatment, pro-rata rights, transfer restrictions and exit 
control. For public funds and mandates, identify benchmark, fee structure, securities-lending arrangements, voting responsibility 
and conflicts. Ask how each term changes behavior. 

18.30.6 Legitimacy and stewardship 

Apply the Chapter 13 REGMA framework to the investment-specific decision. Test truthfulness, human dignity, justice, 
corruption exposure, affected persons, contractual fairness, conscience, externalities and legitimate profit. Identify moral red lines 
that return cannot override. Where the investor uses an ESG, impact or faith-based screen, state whether it is a financial-risk input, 
a normative constraint or both. 

18.30.7 Decision, sizing and conditions 

The decision is not merely buy or reject. It may be buy at a lower price, invest a smaller amount, stage capital, require a 
covenant, seek co-investment, hedge a currency, delay until evidence improves or walk away. Position size should reflect 
conviction, downside, correlation, liquidity and mandate, not excitement. 
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18.30.8 Monitoring and learning 

Record the assumptions that would falsify the thesis. Define indicators, review frequency, information rights, valuation update 
rules and escalation thresholds. Separate thesis deterioration from ordinary price movement. For venture investments, predefine 

follow-on criteria so that sunk cost and relationship pressure do not automatically produce additional capital. At exit or write-off, 
conduct a decision-quality review rather than only celebrating or blaming the outcome. 

Table 18.15. IVSP investment memo template 

Field Decision-ready content 

Mandate Owner of capital; objective; horizon; liquidity; currency; legal/mission constraints; decision rights. 

Opportunity Asset/project/company; security; amount; price; timing; use of proceeds; why now. 

Evidence Primary sources; key metrics; data quality; what is known versus assumed; conflicting evidence. 

Thesis Mechanism of value creation; variant perception; catalysts; expected holding period. 

Valuation Methods; base/downside/upside; discount rate; terminal assumptions; comparables; dilution; rights; margin of 
safety. 

Risk Permanent-loss mechanisms; liquidity; leverage; currency; country/political; governance; technology; 
concentration; mitigation. 

Terms and incentives Fees; covenants; preferences; board/control rights; compensation; conflicts; downside allocation. 

Stewardship Human and societal effects; moral constraints; integrity risks; impact claims; remedy and escalation. 

Decision Invest/reject/defer; amount; conditions precedent; approval authority; documentation. 

Monitoring KPIs; thesis-breakers; valuation review; follow-on rules; exit criteria; post-decision review date. 

 

18.31 Common Misconceptions, Analytical Errors and Professional 

Pitfalls 

Investment mistakes often arise from a correct tool applied to the wrong question. The most common error is to treat return as 
an attribute of an asset rather than as an outcome conditional on the price paid. A brilliant company can be a poor investment at an 
excessive valuation, while an ordinary business can be attractive at a sufficiently discounted price if risks are understood. 

A second error is to equate volatility with all risk. Standard deviation is indispensable to portfolio theory, but illiquidity, fraud, 
insolvency, political confiscation, permanent technological obsolescence and mission violation can matter even when observed 
price volatility is low. Private assets may look statistically stable because they are valued infrequently. 

A third error is false diversification. Ten banks in five African countries may share exposure to the same sovereign debt, dollar 
funding or commodity cycle. A global technology portfolio may hold many securities but one economic factor. Diversification 
requires covariance analysis and causal understanding, not a count of names. 

A fourth error is model worship. CAPM, DCF, multiples, technical indicators and AI models are tools with assumptions. A 
spreadsheet does not eliminate judgment; it can hide it in cells. Analysts should challenge input provenance, terminal value, beta, 
growth, margins, comparables and scenario probabilities. 

A fifth error is double-counting risk. Analysts sometimes reduce forecast cash flows for political uncertainty and then add a large 
country premium to the discount rate for the same risk. The resulting valuation can be excessively punitive without being more 
scientific. Every adjustment should identify the distinct risk it captures. 

A sixth error is treating private-round headlines as common-equity fair value. Preferred rights, option pools, warrants, 
convertibles and liquidation preferences can make the economic value of different claims diverge. Fully diluted cap tables and 
waterfalls are mandatory when terms are material. 

A seventh error is IRR fixation. IRR can be increased by early distributions, leverage or subscription facilities even when total 
value creation changes little. Read IRR with MOIC, DPI, TVPI, PME, leverage and the underlying cash-flow pattern. 

An eighth error is confusing attractive social language with evidence. "Green," "inclusive," "impact," "AI-powered" and "Africa-
focused" can describe genuine strategy, weak marketing or both. Labels should trigger questions, not suspend them. Test 
definitions, baselines, additionality, measurement, financial materiality and governance. 

A ninth error is backward-looking performance chasing. A manager with recent outperformance may simply have benefited 
from factor exposure or favorable regime. A venture fund with one exceptional exit may have a weak remaining portfolio. 
Performance must be decomposed before it is extrapolated. 

A tenth error is neglecting the exit when entering. An investment can be fundamentally sound but unsuitable for an investor 
whose liabilities require liquidity before the asset can reasonably be sold. Exit depth, transfer restrictions, capital controls and 
buyer universe belong in entry valuation. 
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MANAGERIAL INSIGHT | A precise "no" can be a high-quality investment decision 

Rejecting an opportunity because the valuation cannot be defended, the downside cannot be financed, the governance cannot be trusted or the 
mandate would be violated is not failure to invest. Capital has option value. The investor who cannot explain why an opportunity should be 
owned at this price, in this size, under these terms and by this portfolio has not completed the analysis. 

 

An eleventh error is benchmark neglect. A portfolio can earn a high absolute return while adding little value relative to the risks 

the mandate authorized, and a low-volatility active portfolio can appear skillful if compared with an inappropriate benchmark. 
Policy benchmark, tracking error, fees and attribution should be specified before performance is judged. 

A twelfth error is ignoring fund-level economics. Attractive gross deal multiples can translate into mediocre LP outcomes after 
management fees, carried interest, expenses, delayed exits and weak reinvestment of distributions. Private-capital analysis should 
reconcile company performance, fund cash flows, valuation marks and the actual waterfall rather than treating gross portfolio-
company returns as the investor's return. 

18.32 Chapter Synthesis and Hand-Off to Chapter 19 

This chapter has treated investment as the discipline of allocating scarce capital under uncertainty while remaining answerable 
for valuation, risk, governance and consequences. Public markets provide prices and liquidity but do not eliminate information 
problems. A defensible mandate therefore requires an investment policy statement, a strategic allocation, an appropriate 
benchmark and a rebalancing rule before securities are selected. Portfolio theory demonstrates why covariance matters; CAPM and 
multifactor models provide structured benchmarks but do not make expected return observable. Benchmark-relative attribution 
distinguishes market exposure from active judgment. Fundamental analysis translates business economics into cash-flow and 
valuation judgments, while technical analysis can describe price behavior only when its signals survive out-of-sample and cost-
aware testing. Fixed-income investing adds term-structure, duration, convexity, credit and liability-matching questions. 
International investment adds currency, country, political and institutional frictions. Private equity and venture capital add 
illiquidity, fair-value governance, negotiated security rights, fund-level fees and waterfalls, staged financing and severe uncertainty. 
Across all of these domains, a return is meaningful only relative to the price, capital, risk, time, benchmark, liquidity, fees and 
contractual rights required to earn it. 

The African evidence shows why investment analysis must resist both pessimistic stereotyping and promotional optimism. 
Capital-market depth varies materially across the continent; Rwanda's expanding bond and collective-investment infrastructure, 
South Africa's deeper exchange ecosystem, growing private debt and concentrated venture funding are different parts of one 
evolving capital-allocation system. The investor's task is to identify specific mechanisms rather than attach unexplained premiums 
or discounts to geography. 

The deeper conclusion is moral as well as financial. Capital is power to choose among possible futures. Fiduciaries must protect 
beneficiaries, founders must be treated fairly, workers and customers cannot disappear behind a cap table, and technology cannot 
absolve human beings of judgment. Christian stewardship therefore does not weaken investment rigor. It intensifies the demand for 
truth, prudence, fair dealing, responsible risk-bearing and accountability for foreseeable consequences. 

Chapter 19 changes the unit of analysis from investor choice to the rules and statecraft surrounding cross-border commerce. An 

investor may price a project correctly and still encounter tariffs, origin rules, subsidies, export controls, treaty protections, 
sanctions, dispute procedures or geopolitical coercion. The next chapter therefore asks how trade law, policy and commercial 
diplomacy shape the legal and political field within which capital and enterprise operate. 

Key Terms 

Table 18.16. Key terms 

Term Working definition 

Alpha Return unexplained by the chosen benchmark model; interpretation depends on model adequacy. 

Beta Sensitivity of an asset's return to the market return in the CAPM framework. 

Capital Asset Pricing Model 
(CAPM) Equilibrium model relating expected return to systematic market risk. 

Carried interest Performance participation allocated to a private-fund manager under the partnership agreement after specified waterfall conditions 
are met. 

Convexity Second-order measure of a bond's price sensitivity to yield changes; complements duration when rate changes are larger or curvature 
matters. 

Correlation Standardized measure of co-movement between two returns; central to diversification. 

DCF Valuation method discounting expected future cash flows to present value. 

Diversification Combining exposures so that imperfect correlation reduces portfolio-specific risk. 

DPI Private-fund distributions to paid-in capital; a realized-cash multiple. 

Enterprise value Value of operations attributable to all capital providers before deducting net debt and other equity adjustments. 

Expected return Probability-weighted average of possible returns; not a promised return. 
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Term Working definition 

Free cash flow to firm 
(FCFF) Cash flow available to debt and equity capital providers after operating investment needs. 

Fully diluted capitalization Ownership denominator including issued shares and specified options, warrants and convertible instruments assumed outstanding or 
converted under the transaction definition. 

Information ratio Average benchmark-relative return per unit of tracking error over a consistent measurement period. 

IRR Discount rate that sets the net present value of a cash-flow stream to zero. 

J-curve Common private-fund pattern in which early net returns may be negative before mature exits and distributions raise cumulative 
performance. 

Liquidation preference Contractual priority governing distributions to preferred investors in specified exit or liquidation events. 

Liquidity Ability to transact in meaningful size quickly and at low price impact. 

Margin of safety Difference between a defensible estimate of value and the price paid, interpreted with model uncertainty. 

Modern Portfolio Theory 
(MPT) Mean-variance framework for choosing portfolios using expected return, variance and covariance. 

MOIC Multiple of invested capital, measured as total value relative to invested capital. 

NPV Present value of expected cash inflows minus present value of cash outflows at the required return. 

Post-money valuation Value attributed to a company immediately after a financing round; economic meaning depends on security rights and capitalization. 

Preferred share Equity security with rights that can differ materially from common equity, including priority, conversion or control provisions. 

Public Market Equivalent 
(PME) Family of methods comparing private-fund cash flows with a public-market benchmark. 

Risk premium Expected return above a reference risk-free return required for bearing specified risk. 

SAFE Contractual right to receive future equity under defined financing or liquidity conditions; not necessarily debt. 

Sharpe ratio Excess return per unit of total return volatility. 

Strategic asset allocation Long-run portfolio mix chosen to meet mandate objectives and constraints before short-term active tilts. 

Tracking error Volatility of portfolio return relative to its benchmark, typically measured as the standard deviation of active return. 

TVPI Private-fund total value, realized distributions plus residual value, divided by paid-in capital. 

Venture capital Equity-oriented financing of high-uncertainty growth ventures combined with staged funding and governance or monitoring. 

WACC Weighted average required return of debt and equity used for cash flows available to all capital providers when currencies and risk are 
consistent. 

 

Concept-Check Questions 

1. Why can a high-quality company still be a poor investment at a particular price? 

2. Distinguish expected return, realized return, nominal return and real return. 

3. Why does covariance matter more than the number of securities in a portfolio? 

4. What does beta measure, and what important risks can it fail to capture? 

5. Why should alpha always be stated relative to a benchmark model? 

6. Under what conditions can a DCF valuation be highly sensitive to terminal value? 

7. Why can an apparently "comparable" company be an unsuitable valuation peer? 

8. Distinguish enterprise value from equity value. 

9. What is the difference between project NPV and equity IRR in an FDI investment? 

10. Why can home bias be both behaviorally understandable and financially costly? 

11. How do liquidation preferences change the meaning of a headline startup valuation? 

12. Why should IRR be read together with MOIC, DPI and TVPI in private markets? 

13. What additional risks arise when investment analysis uses alternative data and generative AI? 

14. Why is a sustainable-investment label not evidence of either superior return or moral legitimacy? 

15. What is the core distinction between productive risk-bearing and destructive speculation developed in this chapter? 

16. Why should strategic asset allocation, tactical allocation and security selection be evaluated separately? 

17. Why can a recent private financing round be relevant evidence for fair value without being a sufficient valuation method by itself? 

18. How do management fees, carried interest, the J-curve and the distribution waterfall change the interpretation of gross private-market 
returns? 



 
ACROSS MARKETS AND BORDERS CHAPTER 18 

OPEN CHRISTIAN PRESS  |  36 

Higher-Order Analytical and Critical-Thinking Questions 

1. A pension fund can improve expected return by allocating 8% to illiquid private equity, but its beneficiaries are aging and cash 

outflows are rising. Construct the argument for and against the allocation, distinguishing expected return from liquidity risk. 

2. A listed African telecom has a global beta of 0.8 but operates in a country with thin capital markets and recurrent convertibility 

restrictions. Explain at least three defensible approaches to required return and the dangers of double-counting risk. 

3. Does the Efficient Market Hypothesis make fundamental analysis irrational? Answer separately for information discovery, 

governance monitoring, price efficiency and private markets. 

4. A venture investor offers a 20% higher headline valuation but demands a 2x participating liquidation preference and broad veto 

rights. Explain why founders should compare economic scenarios rather than valuation headlines. 

5. Critically evaluate the claim that technical analysis can work because other investors believe it works. What evidence would 

distinguish a self-reinforcing pattern from data mining? 

6. Should a sovereign pension fund accept a lower expected return to invest more domestically? Frame the issue using fiduciary 

duty, externalities, market development, concentration and democratic mandate. 

7. How should an investor distinguish financially material climate risk from a political or moral objective that beneficiaries may 

legitimately contest? 

8. An AI model improves one-year default prediction but relies heavily on mobile-location and social-network variables. What 

additional tests are required before it can support investment or lending decisions? 

9. Is a venture capitalist morally responsible when portfolio-company growth targets predictably encourage misleading sales 

practices? Develop a proportional-accountability argument based on information, influence and governance rights. 

10. Compare the investment logic of buying a diversified public index with investing in a single late-stage African fintech. Which 

risks are priced by the market, which are negotiated, and which remain difficult to quantify? 

11. A private-equity fund reports strong gross portfolio-company returns but only modest net TVPI. Develop a diagnostic that separates 
operating performance, leverage, fees, carried interest, valuation marks, timing and exit conditions. 

12. An institutional portfolio has outperformed its benchmark for three years but with rising tracking error and concentration in one factor. 
Explain how you would distinguish skill, compensated risk, benchmark mismatch and style drift. 

Applied Case Problem: Kivu Health Logistics Expansion 

Kivu Health Logistics (KHL) is a fictional East African cold-chain company that distributes temperature-sensitive medicines. The 
company operates profitably in Rwanda and proposes a five-year expansion into two neighboring markets. It seeks US$10 million 
equivalent in new capital. Management forecasts project free cash flow of US$2.4 million in Year 1, US$2.8 million in Year 2, US$3.2 
million in Year 3, US$3.6 million in Year 4 and US$4.0 million in Year 5. It estimates a terminal resale value of US$5.0 million at the 
end of Year 5. The proposed project discount rate is 14% in US-dollar terms. 

The expansion would require new refrigerated vehicles, warehouse capacity and software. Forty percent of operating costs 

would be in local currencies, while most pharmaceutical customers would contract in local currency. Vehicle leases and some 
equipment purchases would be denominated in US dollars. The company expects regulatory approvals but has not yet secured 
them. One target country has a history of temporary foreign-exchange convertibility restrictions. KHL's current owners prefer 
equity because debt service could be difficult during launch, but an investment fund proposes a US$10 million preferred-equity 
investment with a 1x non-participating liquidation preference, one board seat, reserved-matter consent over debt and major 
acquisitions, and pro-rata rights in the next round. 

The base-case NPV of the projected cash flows at 14% is approximately US$3.23 million before considering transaction costs, 
taxes beyond the simplified forecast, currency mismatch or delays. This positive NPV does not settle the investment decision. 

Prepare a complete investment committee memo using the IVSP. Recalculate the NPV if Year 1 launch is delayed by six months 
and every annual operating cash flow is 15% lower than forecast. Identify which currency and political risks should be modeled in 
cash flows, which might justify a required-return adjustment and which can be mitigated operationally. Evaluate whether the 

preferred-equity terms are proportionate to the capital at risk. Specify the diligence evidence required on cold-chain performance, 
licenses, customer concentration, working capital, insurance, cybersecurity and medicine-loss incidents. Conclude with a 
recommended investment amount, conditions precedent, monitoring indicators and explicit moral red lines concerning patient 
safety, product integrity, worker treatment and corruption. 

Ethical and Faith-Informed Dilemma: The Growth Covenant 

A venture fund holds a board seat in a digital-lending company that is preparing for its next round. The company needs to 
double monthly revenue within twelve months to meet the growth case used in the fund's latest valuation. Management proposes 
three changes: broaden approval criteria for repeat borrowers, increase automated refinancing prompts, and make late-payment 
warnings more psychologically urgent. Internal analysis predicts that these changes will lift revenue but also increase the 
proportion of borrowers who refinance before fully repaying existing balances. The company is legally permitted to offer the 
products if disclosures are made, and no regulator has prohibited the interface design. 

The fund's partners know that missing the growth target could trigger a down round and materially reduce the fund's reported 
TVPI. They also know that the next fundraising cycle begins in nine months. One partner argues that borrowers are adults who can 
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read the terms; another argues that the board should require independent consumer-outcome testing before growth changes are 
approved. 

Analyze the dilemma using financial incentives, governance rights, fiduciary duty and the Chapter 13 moral framework. Then 
apply the Christian principles of truthfulness, neighbour-love, justice, stewardship and responsibility for foreseeable harm. Explain 
why legal compliance is necessary but not sufficient. State what evidence you would demand, which product or interface safeguards 
you would require, how the fund should handle the valuation consequence if the growth plan is slowed, and what decision you 
would record in the board minutes. 

Data and Evidence Exercise: African Capital Allocation Dashboard 

Build a short investment-market dashboard from the following verified, date-specific observations. WFE reported global equity 
market capitalization of US$151.94 trillion at end-2025, 18.5% higher than end-2024 (WFE, 2026). Rwanda's CMA reported FRW 
148.5 billion of secondary bond turnover and FRW 71.4 billion of collective-investment-scheme AUM for the year ended June 2025 
(CMA Rwanda, 2025). JSE reported listed-entity market capitalization rising from R19.23 trillion to R24.18 trillion in 2025 (JSE 
Limited, 2026). Partech reported US$4.1 billion of African technology equity and debt funding in 2025, of which US$1.64 billion was 
debt (Partech Africa, 2026). AVCA reported US$2.0 billion of African venture funding across 182 deals in H1 2026, with three 

megadeals accounting for US$1.3 billion (AVCA, 2026a). 

Calculate the JSE market-cap growth rate and verify the reported approximation. Calculate debt as a share of Partech's 2025 
total African tech funding. Calculate the share of H1 2026 AVCA venture funding represented by the three megadeals. Explain why 
none of these percentages can be combined into a single "African investment growth rate." Then write a 250-word evidence note 
distinguishing market depth, trading liquidity, fund AUM, venture financing and capital concentration. State at least three 
denominator or methodology questions you would ask before comparing the sources. 
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Annotated Further Reading 

Markowitz (1952), "Portfolio Selection." The foundational mean-variance article. Read it to understand why portfolio risk depends on 
covariance and why selecting individually attractive securities is not the same as constructing an efficient portfolio. 

Fama and French (1992, 1993). These papers are essential for understanding why a single market beta did not exhaust empirical 
patterns in equity returns and why CAPM should be treated as a benchmark rather than a complete description of expected returns. 

Gornall and Strebulaev (2020), "Squaring Venture Capital Valuations with Reality." An unusually valuable bridge between finance 
theory and venture practice because it shows how heterogeneous preferred-share rights can make headline private-company valuations 
economically misleading. 

Kaplan and Stromberg (2004), "Characteristics, Contracts, and Actions." A detailed empirical window into how venture investors 
evaluate firms and allocate cash-flow, control and governance rights. Particularly useful before reading or negotiating term sheets. 

Lerner and Nanda (2020), "Venture Capital's Role in Financing Innovation." A balanced synthesis of what VC contributes to innovation 
and where the model may concentrate financing geographically, technologically or institutionally. 

Harvey (1995), "Predictable Risk and Returns in Emerging Markets." A classic study for challenging the assumption that emerging 
markets are simply developed markets with a larger risk premium. Useful for thinking about segmentation, diversification and model 
limitations. 

*UN Trade and Development (2026), World Investment Report 2026.* Authoritative current evidence on global FDI concentration, project 
patterns and policy uncertainty. Read the empirical chapters while keeping separate the report's descriptive evidence, analytical 
interpretation and policy prescriptions. 

African Private Capital Association (2026), Q2 private-capital and venture reports. Useful current evidence on African private capital, 
including deal concentration, fundraising and venture-market composition. Compare definitions with other providers before aggregating 
figures. 

*Simonian (2025), AI in Asset Management.* A contemporary practitioner-research collection on AI applications in investment. Most useful 
when read alongside the model-governance, provenance and human-accountability principles developed in Chapters 5 and 20 of this book. 

International Private Equity and Venture Capital Valuation Guidelines Board (2025). A practical professional reference for fair-value 
thinking in private capital. It should support, not replace, judgment about assumptions, security rights and uncertainty. 

https://www.ycombinator.com/documents

