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Introduction

The use of private capital invesbr portfolios has grown tremendoustyer the las0 years aided
by thepublicsuccess 0f).S endowments like Yale and Harvard, wivere earlyadopters ofventure
capital and private equityin this papeywe review aspects oEJINR @I (i Shis®ty, lith Idhétern® &
growth prospects, and whgin increasing numbeand range of investors are utilisig the private
marketsglobally

We consider theize of thanvestable universe angthat propation of it consists oprivate and public
assets We thenoutline the incrediblediversity offered to private market investoend coversome
portfolio construction theoryto explain why investors are deciding toinvest privately.Return

enhancement lower risk,increasel transparency,and some truly differentiating featuresversus
public marketsare some of thebenefitsconsideedin thispaper.

We conclude with thehree broad themegouched onthroughout the paper, which are

1. Private capital can belzeneficialaddition to a portfolio, offering a wide range of exposures
and attributes thatcanadd significant valuand reduce volatility

2. The importance of thorough manager selection, a strong network, and thoughtful portfolio
construction, which are key tachievng optimal outcomes. Rarticularlywhen considering
the wide dispersiomf returns and alpha generation amodgferent private capitalfunds
andthe ¢persistenceé seen acrosfund vintages

3. There are many advantagés the longterm investor Gapturing the ownership/illiquidity
premium, investing in linevith long-term themes, oreducingtrading costs are somef the
potential benefitswe outline

We hope you enjoy this paper and, as always, would welcome the opportunity to dibassth you
in greater detalil



The Private Capital Universe

The Dutch East India Company was the first company in history to issue publicly tradableastbcks
bonds back in the early 1600sading2 Y ( KS ¢ 8roshise®tack axahddgdiin Amsterdam.
Continuingon with their financial pioneering, it is thought the Dutch were also the first to inaent
type of mutually-owned fund, an idea ofmerchant Adriaan Van Ketwiéh 1774. It had the name
Eendragt Maakt Magbr "Unity Creates Strength The closeeended fund was surprisingly well
constructed forits time?, allowing investors to seed a diversified investment portfolio arehtirade
shares ora secondary marketin muchthe sameway that investment trusts operate today. Closed
ended funds caught omapidly across Europe and reached America in the 18plgying a large role

in the financing of rail and other forms of transgation across the American continent and into Russia
and the EastThe first operended fundwasformed in Boston in 19241 KS al aal OKdza S G &
Trustwhichallowed forcontinuous creatiormnddestructionof shares depending on investor trading

General andlimited partnerships have been around since Roman tirmed carried interest was
perfected by themedievalFlorenines but private equity asnow defined and organised as an asset
class, is a more recent creatiokarly private equity firmswere the American Research and
Development Corporation (ARDC) and J.H. Whitney & Copbethich werefounded in 19480 help
provide capital and professional assistance to entrepreneund growing companiesThe private
equity unierse hassincegrown enormouslyand now offers an amazing array of differentb-asset
classes, investmerthemes sectors and regions of focusijth a variety ofrisk exposuresPrivate
credit and infrastructure vehicles, the lattéourne out of privatisation schemes, have seen rapid
adoption by investorseekingcontractual returns, duration matchin@nd in some cases a degree of
inflation protection. The disintermediation of banks and traditional sourcetebf and equity finance
for these asset catagies continues apace.

In Figurel we mapkey parts othe investablejprivate capitad universe(dotted linesdenote @ LINKA @ (i S
S |j dzj as énély be defined)Underneath each sulasset classthere are many additional more
specialised and derivativasset classes. Assieaicked debt canfor instancepe furtherdividedinto

the underlying loan, like mortgageacked securities (MBS), credit caekuritisationsand so forth

Venture capitakencompasseangel investingearly-stage venture, or latstage venturgand growth)
acrosstargeted specialised sectors, geographies aondinessmodels There is growing interest in

newer parts of the market, areasuch as itigation finance or more esoteriénvestmentsin
collectables, including finart and wine.The opportunityamong this illiquid set of asset categories is
verybroad, allowing investors and asset owners to focughmserisks and rewards which suit their
portfolio preferencesif not personal enjoyment.

1 https://medium.com/@ritukantojha/whoewas-abrahamvanketwichrandwhy-modernmutual-fund-
managersboth-admire-and-envy-him-81643b1d73e5
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Figurel: An Overview of the Private Universe
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What's Private and What's Public

Public markets arbeavilyregulated skewed towarddargeand midcap companiegby survival and
design) andimposea high level opublicdisclosure Businessestart privately andmay or may not
choose to go publicAskeret al? estimate thatprivate US firms accounted for 52.8% of aggregate
non-residential fixed investmenand an even larger share of privadector employment and sales
(68.7% and 58.7%, respectiveiy)2015 By comparisonan analysis of the globatvestablemarket
portfolio® in the same yeashowed public equiesmade up 94% of thavestable equity universat
$39.8tn versus $2.5tn in private equity.

There werearound 15,000 U.S private equitybacked companiesin 2018 compared to around
89,000 private US companies earning oar $20m of revenuda proxyof the potential universe)
making PE ownership around 1%fthe market by number Thisdwarfs the4,397 U.S domestic
publicly listed companie@lthoughthere aremoreconglomerates with a mix of businesses under one
brandin the listed market sthe comparisoris not quite applego-appleg. PEpenetration, or private
equity investments as percent of GDfn 2017 was 1.6% in the US, the highest of all developed
markets nearly doublehat of the UKat 0.9% andmuch more than thé&).5% for Europe as a whole
As an economy developprofessional private sector PE penetration (as opposed to State directed
assets) tendsto increase meaningnost emerging marketeconomiesshow lower than these
developedratios. Central Eastern Europe tia penetration of just 0.2%Globally, private edjty has
remained at around 10% of M&A volume over the recent paste expect he low penetration of
private equity coupled witha largerand more nascenbpportunity setto naturally create more
opportunity andadditionalcapitalinflows to theasset class

Figure2 shows the investable universe dsfined byGuptaet al2; or, said another way, if there was
one investor who owned all of the assets in the world that were for,ghle would be theiresultant
portfolio. In reality,theseassetsare spread amongst the global investor basaliffering proportions
What isstill surprising to uds the incredibly smalproportion of capitalinvested inprivate market
strategies We mentioneckarlierthat private US firmsaccount for52.8% of LS non-residential fixed
investment Despite this, fom Figure 2below it is evidentthat private capital is only a tiny part of
what isinvestable Of course, many of thgrivate companies/assets in the dinvestable universenay
never be for sal@or may they havesufficiently attractivecharacteristics foPE. Rvate capital we
contend, therefore still has room tayrow asa proportion ofinvestable assetss more investors
commit to the asset class arabpenetration increasesparticularly outside ofhe largest developed
market economiesand as public ownership is increasingly seen to be lackieffective governance
andadherence tdongerterm socially responsible criteria.

2 Corporate Investment and Stock Market Listing: A Pués/few of Financial Studies 28, no. 2-39D,
Askeret al. 2015

3 Global Markets & Return Drivers, Analysis for the Ministry of Finance, NoW&@|Guptaet al. 2016

4 AEA

5 Economic contribution of the S private equity sector in 2018, Prepared for the American Investment
Council

8 World Federation of Exchanges, 2018, Nasdaq and NYSE combined

7 https://iwww.bcg.com/engb/publications/2018/privateequity-hot-but-not-overheating

8 Invest Europe

% Global Private Equity Report 2020, Bain & Company
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Figure2: The$125 Trillion GlobalnvestableUniverse
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Morgan Stanleyf suggest four reasons ftausinesses wanting to remain privaid) the expansion of
private capitalavailability(2) technological advancements (3) barriergptdlicmarket entry and (4)
more attractive private market valuation¥echnolagy has increased the lewalf intangible assetat
young companigswhicharedza dzl t £ @ a Ol f | 0 f SMA @ISOK Yy 2 2@ &hand Ay A y B
one person can use it at the same time, creating more capiffatient businesseseedinglessin
physicaland working capitaassetswhich, in turn,need lessncrementalcapitalinvestmentas they
grow. Listed companies are also getting larger, the average listed company in$i&rndw has a
market cap of $10.4bn up from around $700m in 1976 (adjusted for inflgtiomreasing
concentration The bulk of US de-listings are due tatrategiccorporateM&A. Morgan Stanleghow
that the average age of companieadertaking an IP@ increasing, witlthe median age going from
7.9 years in 1974997 to 10.8 years from 199819 a 37% increaseéA related datapoint isthat
almost 100% of L% venture capital exits in the 1980s were via an IPBictv now represen&1094°.
The growthin buyoutforms ofprivate equity(leveraged buyout, management buyout, management
buy-in etc.)has giveriate-stageVCinvesteefirms a vable alternativeo listing

The number of companieisted on the AIM the Alternative Investment Market, a UK market for
smaller cap names), has fallen to ayiar low, acording to the Telegraph at end2019. There is
distinct lack of liquidity in many of the smakp namesand market dysfunctionality pos¥liFID and
other regulabry changes. The dramatidownfall of Neil Woodfordshowed K A &  Fquidify Q a

0 pyblc to Private Equity in the United States: A L-diesgm Look, Morgan StanleMauboussiret al. 2020
1 hitps:/iwww.telegraph.co.uk/business/2019/12/27/numbeaaim-listed-companiesfalls-10-yearlow/
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mismatch evidentduring the saleof KA & WR I A f ®lio whith léd ®RGrind IsdeBVhat is
initially marketed to investors as liquid might not necessarily beirsdts underlying portfolio
construction. Taking on illiquidity risk while missing out on many of the advantagesnedwhen
investing via PEs a missed opportunity

We see a similadynamicin real assetsAs at 2016rivestablereal estatewas estimated at$8.4tn
globally,with listed real estate accouirtgfor around17%($14tn)3, leavingnvestors who only invest
via liquid routes with a very small piece of the pi@hisnumber would be even smaller when we
consider how much of the real estate market is mutitutionally managedihvestablé€paround the
world.

The direct (nontbank intermediated) corporatéending marketprobably exceeds$ltn in size and

other parts oféalternative credié Y2 NB 6A RSt & R$Hth (fitaRcial asséts, BaE OS SR
assets, and specialty assetBanks havesubstantially retrenched fronfeveraged loan marketsas

holders(as opposed toriginatorg of these assetdn the US and Europethey held over 70% &f.S

Aaadza yOS Ay (GKS S| NI & havefilied the vbidaniBs@uitionsl Sayidlhagy 3 & G NI
pursued incrementalyield post2008 The story ismuch the same when @iking at other areas of

private debt, regulatios such asBasellll havedramaticallyincreased the cost of capital for banks,

causing them tananage their balance sheeterydifferently.



Private Capital Growth

Private capital fundraising has growha CAGR df0.7% from 2004 to 2018 This dipped in 20020
following theyears of the GreatifancialCrisis and has beegrowing at a rate of 13.0%since.This
growth isevidentacross all private marketsset classednfrastructurehas grown particularly fastith

the privatisation of governmermwned infrastructure assetbeing adriving force of growthwith
fundraisingincreasngat a rate of 4.6% annuallysince 2004McKinsey® note that theprivatisation

of governmentowned infrastructure has beeexpanding at a rate of 27% annually over the last 5
years We expect thiprivatisationand the secondary trading of infrastructure assetsontinuegiven

the asset clagttractiveness for liabilitydriven and inflatiorsensitiveinvestors like pension funds.

Privateequity continues to be the largest segmeuoit the private markets at around60%of funds
raised or $89bn'?in 2019 Megafundshavedriven this volumegrowth, making up around half ¢fie
total 2019 fundraisingvith the proportionof funds above $10bat 35% of thisupfrom 23% in 2018.
We expect private debtaccumulationto grow againin the coronavirusaftermath. Private debt
typically erjoys higher interest rategwhich may be fixed or floating, senior or subordinatédufin
banksyndicatedcorporate debtwith the benefit ofhavingbetter covenantprotectionon the whole

This growh has seen the average duration dfy powder (dry powder divided by M&A volume)
increaseslightly over the last few years to 2%§ears, although still welldbow the 2008 peak of 417
yearsand slightly above thaverage of the last five yeaf.2 year$. Thissuggess that the growth in
fundraising has &en met with firms finding more deals asdcceeding iputting capitalto workin a
timely manner

This growth hasome despite regulationthat have been causimganyinstitutional investorsto stick

to more liquid securities. ERIS#nd DoddFrankrules in the US, the defined contribution (DC)
pension charge cap in the UK for defduitds, and the introduction oSolvency lacross Europlas
reduceddemand from regulated investorsvhile wealthy familiesand endowments remaitargely
unconstrained. K, there is some evidence that regulators are starting to see the benefits of private
capitd in some of the more regulated parts of the markene example ishe Department of Labour
encouraging private eqtyi in 401(k) plangemployersponsoredJSDC pensions)

2Preqin Ltd
13 A New Decade for Private MarketscKinsey Global Private Markets Review 2020
14 Global Private Equity Report 2020, Bain & Company
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The Efficient Frontier

Thus far, we have outlined the diversity and growth of private capital, while reflecting on its size
relative to both the investable and dnvestableuniverse In this section, we consider how the
introduction of private assets affects portfolio construction and why an increasing number of investors
are allocating to this part of the markélhe Efficient Frontiercreated by economist Harry Markowitz

in 1952, lays théoundationof modern portfolio construction

Modern portfolio theoryand the efficient frontier has letb the welkknown 60/40 stock and bond
portfolios many investors still hold today. This section covers some of that theory at a high level and
rolls i forward to today, taking into account new investable asset classes, such as those seen in private
capital.

al Ny 26AGT F2dzyR | gte& 2F O2YLMziAy3a | LINPE& F2NJ |
plotting the standard deviation and expecteeturns of all possible assets in the portfolio in varying
O2YO0AYlIA2y&aT CAIdz2NE o aK2ga GKAA AY LAOGUGZ2NRILE F
of risk, which is covered in more detail elsewhere in this paper). All the possible agaitble are

shown as grey dots with, say, asset #1 being U.S. Treasuries (low return near-freerisite (Rf) or

cash, with low volatility) and asset #2 being UK equities (higher volatility, higher return). In this
particular portfolio, therefore, lhere are six investable assets. Computing all possible combinations of

these assets, taking into account their correlation with one another (i.e. how related or dependent

their volatilities and returns are with the other assets in the portfolio), creake§t a STFA OASY G T
shown in gold. If a portfolio sits on this line, it has the maximum return for that level of risk (without

utilising leverage).

Figure3: A Constrained Investor
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The dotted capitahbllocation line introduces the riskee (Rf) asset into the portfolio. The optimal
portfolio is where the capital allocation line touches the efficient frontier, this is the most efficient (i.e.
the lowest level of risk per unit of return) portfolio pob& when using cash or leverage. If you move
left on the capital allocation line, you hold an increasing percentage of thdrdéskasset with the
optimal portfolio to achieve your return. Moving to the right means borrowing and adding leverage



to the optimal portfolio. In reality, it is much more expensive than the-figle rate to borrow and
increase returns, which is why you rarely see this at scale in practice.

Figure 4 takes this theory one step further and introduces some additional assets tortfaip (we

now have 15). Perhaps asset #3 is European private equity and #4 is U.S. infrastructure. Adding
additional assets which are uncorrelated to the existing portfolio creates more possible combinations,
pushing the efficient frontier to the lefthis means you take less risk (volatility) for a given level of
return. This result ultimately explains why so many institutional investors have begun investing in
alternative assets like hedge funds and private capital. An increased opportunity set theemare

more possible assets to add to your portfolio. This either leads to substitution, whereby a new asset
replaces an existing one, or addition where an extra asset is added alongside all the others. The latter
option has limits, of course, as a pimiio should be kept as simple as possible (see Complexity later).

Figure4: An Unconstrained Investor
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al Nl 26AlGT Qa STFAOASY(H TNRY A& prablens bt larise wheh  KS 2 N
constructing a portfolio in practice. The theory also relies entirely on sensitive assumptions, some of

which may be hard to model. In the next sectiore think through some of these and consider the

benefits private capital can provide.
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Portfolio Construction & Private Assets

Thinking Holistically

The complexity of the worlth whichwe live makesfficient portfolio management a difficult task
there are los of variables to consideall of which are constantlyevolvingin a complexadaptive
systent®. Herewe outline somemportant areas to consider when constructing a portfaindreview
them from theprivate capitalperspective. The firsttwo, return andvolatility, build onthe efficient
frontier frameworkmentioned abovethe factorsthat follow are examples obthers that should also
be considered

One of thedrivingforcesof private capitagrowth has beerthe additionallong-term return that many
of these investmentsnayprovideversustheir liquid counterpartsparticularly in the lovinterestrate
environment we find ourselves in todayhe additional returnavailable inprivate equityis well
evidencedin academia such asone study by Brown et al® which found global private equity
consistently outperformedagainst the MSCI ACWI (a developed and emerging market equity index)
for all years since 1988A metastudy by Kaplan and Sensbyalso findsbuyout funds have
outperformed listed marketsby around 20%over the life of the fundlt isimportant to adjust the
returns ofpublic and privatenvestments to make them comparabléRRis typically calculatecsa
moneyweighted returnwhile compound returns are timaeighted.In the low interest rate worldof
today, private capital is of huge importance fmvestorsseekingto reach theirinflation-adjusted
return objectivest®!®

Investorsdemandr y WA f f A |j dzA R kdmpershidsEhenkodkig opskmedditional risk
in the form of bwer liquidity (whichwe extend toalso beinga cost relating tchigher governance
Research supports thia study by Amihuét al2° shows that less liquid public stocgenerate higher
returnsthan similar more liquid stockeven when it is the same company trading in two locations
(althoughsome studies findhis trait is less evident irfrontier markets, thought to be offset by the
additional diversification thesmarketsoffer?t). The private marketare able tameet thisextra return
requirementbecauseone can accedsindamentally differenteturn drivershereversus publiassets
Wheninvesting ina public companyyou often own a fraction of its market camdexertinginfluence
on the management team is left to proxy voting quasirelatedissueso what you may care about
(e.g.trying to change thdoard compositiorto catalyse a reduction inarbon emission Trading in
public stockoutside of any engagemeid reduced toa zero-sumendeavourbetween the buyer and
the seller.The ability of private market managerspgoomote and effecthangeat companies or assets

15 A complex adaptive system is a system in which a perfect understanding of the individual parts does not
automatically convey a perfect understanding of the Wehsystem's behaviour

6 Have Private Equity Returns Really Declir@a®vnet al., 2019

17 Charles A. Dice Center for Research in Financial Econ®mnicge Equity Performance: A Sury&aplan
and Sensoy, 2014

8 Such aCdPER®/hoseassumed rate ofeturn has been largely constarinse the 1980s, while Treasury
yields have fallen from the low teens lmw single digits today

19 hitps:/iwww.ft.com/content/fdb793a4712e-477-9a8 1 7f67aefda2la

20 Liquidity and Asset PriceBoundations and Trends in Finance Vol. 1, No 4 (200§8869Amihucet al,,
2005

21|s there an illiquidity premium in frontier market§?(i S NBSeZ &h,202Q
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throughdirectownership negptiate bilateral termsand/or convincethe founder of a company to sell
some equity at a discouned price (perhaps because the private equiponsoris able to add

significantvalueto the companybeyond justits capital contributiof areuniquely privateand value

accretive

Alignment is hugely importanAt Time Partners, eispend a lot of time understanding the alignment
of ageneral partnerithe managerand its employee$o limited partners {nvestory. Moreover,the
alignment ofan underlying compan§ lanagement team to the private equity fund is equailiynot
more, important. Private capitatreatesunique incentive structures for each investmerto much
better unite aninvestor and managemerfggentsversuspublic marketsWe are even seeing sorlRé&
firms setmanagemenKPIn environmental or social objectivegsr instance to reduce CQ or waste
products The nature of pblic marketreateshorttermismand executive compensationaten not
strongly enough linked tthe longer-term success of a companyhisshorttermism isevidencedn
research Grahamet al?? show that the majority of company managemenavoid pursuing an
ultimately profitable project if ithurts that quartel® earningsHarvardBusiness Revieivfinds the
salariesof typical LBO businesamit managers are around 20 times mosensitive tocompany
performance thann the typical public companyt is this additional sensitivity that is so effective in
aligningthe interests of Pvestors anccompany management

When private and public assets are companesearchers uséhe averageof many private markets
funds in that cohort. Looking below the surface we finthd private universe has anuch wider
dispersion of returnshan is seen in public market$he difference between théest and the worst
fund in U.S private equity isaround 10 times larger than thedivergenceof the highest and lowest
returning active managen U.S public equiies. There areseveralpossibleexplanationdor this; the
more active nature of private market investifgz returns come from manager skjlhot from index
inclusior), havingmore concentrated fundsthe benchmark agnostic nature of privafands or
differencesin the capital structureWhatever the reasorfor combination of them)it makes fund
selection extremely important in the private landscape.

There is evidencdo suggestthat performance pelistenceexistsin private marketsa study* by
Pantheonfinds G are more likely than by chance to remain in theieviousperformance quartile
(this is particularly strong for venture capitaljth a follow-on fund, but conclude there are mumber
of other factors at play requiring both quantitative and qualitative diligence to understaop-
performing GPs tend to be heavily oversubscriivile spin-outs with great management teams need
extra underwriting care given the heightened businegerational risk Cavagnarcet al?® study
performancepersistence at thé Rleveland demonstratethat some LPsanearn consistently higher
returns(than is expected by chaae) versus theaverageof their peers This speaks to the importance
of GRLPrelationships andhorough due diligence both of whichadd a lot of valugo sourcing
understandng, and negotiaing access to the best managers

We have outlined how broad and diverse the private capital universmisething thatis extremely
useful when constructing a portfoliddding assets with a correlatiasfless tharoneto your portfolio
will make it more efficien{although thisshould nd be donead infinitum as we note in the complexity

22The Economic Implications of Corporate Financial Reporting, Grahaln2005

23 https://hbr.org/1989/09/eclipseof-the-publiccorporation

24 hittps://www. pantheon.com/wp-content/uploads/2020/02/Infocus _Persistence pays_off.pdf
BaSFadz2NAy3a LyadAddziazylt Ly@SaizNh@ngrde®? ¢ +d al {Ay3
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section) An asseQ @turns are linked to the underlying driveiar that return. The return on dorestry
investment will be dependent on very different risksadirect lendingfund. When we look within
credit, lending to homeowners hasdifferent set ofrisk characteristics than to businesqesg. the
latter are shorterterm loars and will be more correlated to equitiegiven the loans are to
corporates.

It is often assuméd that private equity igust levered equity andnanyinvestorscreate assumptins
for their portfolio construction algorithms to reflect that (higher volatilttyan listedmarketsand a
beta to equities of aboveneto reflecta correlation ofoneto equities. While buyout private equity
does use debto acquire a company, there iften less debt irthe resultantcapital structurethan is
used inlisted equity?®. Additionally PEsponsors structurgheir investmers to create favourable
risk/return dynamis. This could bevia a mixture of debt, preferred shares, and commequity,
and/or through investing gradually over tim&rowth equity and venture capitaponsorsregularly
uselittle or no debtwhen investing

In a paper for State Street Global Advisors, Retad ?” find that U.S private equity has a beta to the
S&P 500 of around 0.5That means that if the S&P moved 10% up or dow8,ddivate equity funds

in aggregatewould only move 5% in theame directionshowing there is much more to PE than just
leveraged equityPrivate returnsaare more skitbased tharthose in the listed space. The valgkill a
manager adds is inherentigiosyncraticto each manageand hencelargelyuncorrelated creating
additional diversification.Moreover, a study?® of the differences in private equitgnd listed equity
showed that the private investment universeauisderweightto the developed market Americgsl2%)

in favour of the rest of the world, particularly Eurofer%) and emerging Asikac (+10%}he main
overweightin the latterbeing Chinawhen drilling down into the sector splits globally, private equity
isunderweight financials-{5%),consumer staples$%), and telecommunication service2%). This

is in favour ofinformation technology(+9%), real estatetb%), andconsumer discretioary (+5%).
Private equity gives invests access to differentepgraphies and sector® listed markets often
naturally over-allocating toareas of highest growthThisis evidenced bymany managers raising
flexible capital or distressed/special situatifumds toprovide capital to companies under stress from
the pandemic

The same studyhowed the trué® volatility of private equity to be around 13.3%, comipay
favourably tolisted equities The authorgositthat listed equities exhibit 8.5% monmlatility than
the oneyear forward expected earnings of tin@nderlying index constituents'he excess volatilitg
larger for more liquid indicesuch aghe S&P 500 when compared ligss liquid ones like thRussell
2000.Private equity has less exgare to excess volatilitgsthe process used to value investments is
basedless oninvestorsentimentor speculation Thegrowth of ETFs and retail trading platforms like
Robinhoods further increasing the volatility of listed stocksgures shows thisn more detail.

26 https:/iwww.cobaltlp.com/blog/leveragemultiples-private-equity/

27 The Privée Equity Conundrum: Reconciling Private and Public Equity Risk/Return Profiles, SSg#,aRudin
2019

28 Evaluating Investments In Unlisted Equity ForkuewegianGovernment Pension Fund Global (GPFG),
Dgskelanct al,, 2018

29 After adjusting for angffects ofreturn smoothing
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Figure5: Private versus Public Equity Volatility
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Finally, one important way to reduce volatilitydssersification within private markets by fund and
vintage year. Diller and Herger of Capital Dynaroarspleteda study® using random selection and
Monte Carb simulations Hgure 6 below shows their radts. Picking funds at random can create
enough diversification toeduce the iCaR(eaning hvestedCapital atRiskat a 99% confidence level,
or, said another way, there is expected to be a 99% chance of not lasingich as the iCaR) 0%,
given enouf fund and vintagediversification (noting thathey use justU.S and Europearfunds
acrossVC and buyoytso more diversity can be easihtroduced. Adding in higkguality portfolio
construction in-depthfund due diligenceandadirect/co-investment programmeés likely to improve
outcomes even more.

Figure6: The Effects of Fund and Vintage Diversification

Distribution [d]
iCaR: 0% E§ 15 funds per vintage year over 15 years
’ 156 o
2 - =
=
° iCaR: 0% ! Distribution [c]
F 112 1 fund per vintage year over 15 years
3 - -
2
o iCaR: 22% Distribution [b]
= [ . 15 funds in one vintage year
el
iCaR: 84% Distribution [a]
: 1 fund
et : f : | I : : |
0 0.5 1 15 2 2.5 3 35 i
Multiple

SourceCapital Dynamics analysis based on Venture Economics data up to 30 June 2007 including European and USIfaisd¢@snc
buyout funds with vintage years 1983 to 2003 (2,699 funds). Monte Carlo Simulation with random selection

30 Assessing the risk of private equity fund investme@tstistian Diller and Ivan Herger, Capital Dynamics
2009
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Brunnermeier and Pederseputline two types of liquidity in their 208 paper': market liquidity and
funding liquidity Market liquidityis the difference betweefundamental value and transaction price
¢ the more illiquid an assehe furtherit should trade away from fundamental value. Funding liquidity
is the ease by which an inster can obtain funding foan asset, although the two are obviously
strongly linked in periods of tightening liquiditRelating these tgrivate equity, market liquidity is
how quickly an investor carealise caslor buy a secondary positipiwhile funding liquidity is the
demand on investors to meet drawdowns redeploy distributions

The secondary markein direct PE assets and partnership interekts developedquicly, with
liquidity deepeningandthe marketnow spanning a broader universe of fundsich asnfrastructure
and private debtAs a result of this maturity, thefgave beerlots ofinnovatiorsto reduce thespread
between fundamental value and transaction prideferred paymentsare an example of this arate
a form ofYteeQleverage wherby the purchaselR 2 S& y Qi  bkdcanday htidesiinkl Sfter a
set periodfollowing completion.Bven with these advancegi;ansactions still take a matter of weeks
to months to completegiving private capital lower market liquiditizdn listed assetsLower liquidity
reduces an investors ability to rebalanmreating potential slippage to ttietarget allocationalthough
we believe this is more than compensated for with the additional return from illiquid strateGies
reduction intrading costsshould alsde considered, atudy by Johnsd¥ finds thatliquidity-driven
trading (viz. forced trading around things likpen-end fund inflows and outflowsyeduces open
ended mutual fund returns by.12%per annum.

Funding liquidity carbe significantly mitigatedhrough diversification Amature programmeacross
vintagescan be predictedver time with distributed cash matdhg, if not exceedingcapital cak,
possible because large proportion of the cashflowariation (92.1%) is idiosyncratid¢o each fund
(and hence diversifiableDuring times of market stresshe demand forcashin private capital
portfolios canexhibitsomepro-cyclicalcharacteristicsA study on the procyclicality of private equity
cash flow® finds that capital callsstay consistent to prerisis levels, while distributions reduce
However, given théarge proportion of cashflow variation that is idiosyncratie(92.1%) this effect

is relatively small.

Many investors overestimatthe level of liquidity they requireBlaciRock®* simulaed investors
liquidity needsoverthe Great Financial Crissperiod of extremdiquidity stress andfound thateven
investors with high spending needs (definedspendingover 8%pa) can have a 20% allocation to
illiquid assetdased on conservative modellinigvestors with low spending needsinincreasethis
to nearly 80%at 0% spending)depending on the miwf assets in the liquighart of the portfolio,
without consideringcurtailing commitments or accessing the secondary market for liquidity.

Longterm investorssuch asendowment haveutilised private equityfor many yearsTheir spending
rates aretypicdly around 5%with private marketallocations varing across institutions. Two of the
largest, Yale and Harvard, ha#% and28% in private markets (private equity, venture capital, and
real estate as at 2019, respectivelyHarvardare trying to grow their private equity holdings ahdve
allocated additional capital to hedge funds which sit somewhere betwisggd and private equities

31 Market Liquidity and Funding LiquigiBrunnermeieret al., 2008

32 predictable Investment Horizons and Wealth Transfers among Mutual Fund Sharehtbtexsyret al.
2003

33 Cyclicality, Performance Measurement, and Cash Flow Liquidity in Private, Rplitysoret al. 2011
34 https://www.blackrock.com/institutions/erus/insights/portfolicdesign/privatemarketsin-modern

portfolios
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in terms of liquidity accountng for some of the difference between the twBension funds are are
heavily regulated than endowments agenerallynewer toprivate asset classeMercer® note that
only 14% oEuropeanpension funds invest in private equiasof 2020,which isa marked increase
from the year before(8%) Ther overall average weighto private equity is still relatively low,
however, attirca6.5% of returrseeking asset¥.They alsmote that the use of alternativegénerally
private assets and hedge fundicreases greatly with pension fund sigeerhaps a proxy for
governance)with the smalleshaving an allocation of around 12%, and the largest nearly. 30%

Limiting portfolio complexity is related to the levelaiftsourcing/use of service providers andtte
additional gain to the portfoliorersus taking oran anount of complexity An investor would be
irrational to have fivalifferent managers trading I$ government bonds as the will almost certainly
be offsetting/competing positions and the managers will gquire an unnecessary amount of
monitoring. Conversely adding international equities to an invest@f00%allocated to theirhome
country would be a worthwhile decision faimost zero longerm additional cost Figure6 above
shows the additional benefit of adding a larger number of fyndsile Figure” below shows howhis
effect diminishes(for funds of the same type) The pape¥ for Figure7 creates many possible
portfolios from a pool of venture capital fusdbelow is the proportion of resulting portfolios that
have an overall return of less thdnOx (i.e. that lose moneyWe see that as funds are added, this
proportion drops The green line shows thatith more and more fundgthe resultant benefito the
portfolio (the reduction in loss raté¥ reducirg (\Nb the resultat 12 fundss likely aranomaly).

Figure7: Adding more funds to a portfolio

25.00% 12.00%
20.00% 10.00%
8.00%
15.00%
6.00%
10.00%
4.00%
5.00% 2.00%
0.00% 0.00%
3 9 12 15 21 30 36
# of Funds
Portfolios returning less than 1.0x (LHS) e 3| as funds are added (RHS)

Source: HarbourVest, Time Partners. Venture capital portfolio of 80% US, 10% Europe, 10% Asistage years 1992017.

Pantheon produced a similar white paper on the optimal number of private capital funds (buyout and
venture) and come out at eomparablenumber to that detailed above, suggesting-2 funds in a

35 Mercer European Asset Allocation Insights 2020

36 Estimated by Time Partners. Private equity is 3% of assets, this is adjusiEzbtot for the 3% in fixed
income, taken to be purely liability matching assets

37 Rethinking risk: the myth afver-diversificationHarbourVest, 2018
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mature portfolio across vintage.Investorsought to balarce diversification return enhancement
andcomplexity.A portfolio with 100private market fund might be suitable for a very large universal
owner, a sovereign wealth furid a good examp|éut would not be suitable for a pension fund with
£10min total assets Additionally, allocatingto many funds can cause a loss of conviction and pull a
L2 NI F2f A2Qa Nibustdzbidérage avestond Fead taibk @indful of thebommitment as
ashare ofthe total private marketfund, largeinvestorswill want to share capital between managers
to control this. Owningless than 10% of a private capital funteans the manager is not too reliant
on your capitalwhen it comes to the next fundraisevhich restricts large asset owners or asset
managers frommanysmaller fundstherefore pushing their ownership to largeap companiedt is
necessary to balance this withfluencethough. Ovning ~5% of a partnershigvill usuallyput an
investor in the running foa seat on the advisorgommittee promoting closer engagemerand

2 @S NE A 3 K imaBagemeérk & theattr@rdhip.

Usingprivate capital fundsncreasé | LJ2 daiingFegitf pagi@larlydue tothe finite nature of
many fundsand continuoustwo-way cashflovs. Having a finite fund lifereates therequirementto
endlesslyunderwrite and renew funds (although, we would argue an investor needs to do this work
regularlyanyway, even if they are in liquid fundsid potentially ind new manager# the buyout
manager you liked a few years ago now has a different team laaslaltered its strategyto target
larger companiesConstant cashflows requiraore ongoing work than a simple buy and hold listed
equity fundwith reinvesteddividends The use of an advisean geatly reducehe burdenassociated
with both of theseelements

Given oullong-term horizonandheritage having been parof the foundation ofimpact investingwe

are strong proponergfor the incorporation of environmental, social, and governance (ESG) factors
into decision makingThis is not a matter of philanthropy meta-study*® of 200 academic studies,
newspaper articles, and books fouB8% of research linked good ESG practickstter operational
performance with 80% of studies positively linking stock price performance with good sustainability
practices. ESG integrationas important portfolio construction lens because it helps manage risk
while forcing an investor to conder longterm trends. A company can makeore money today by
skirting regulations to minimise cost, bdb you trust your asset manager to redeem before the
regulatoryfine is postedtomorrow? Better run companies with a positive purpose will attract more
customersattract higher quality employeesandhavehigherbrandvalue

ESG istronglylinked to reputational riskin an increasingly interconnected world, corporate fraud or
malpractice is mor@roneto be discovered and is more widely disseminateateit is. Considering
ESG factors meanmsvestors are less likely ®ee themselves in maewspaperheadline as backers of
socially unacceptable practicéhis is prticularly importantwhere capital isnanagedor the younger
generation

Many investorsnow incorporate ESG factors into thedecisiormakingprocess from considering

longrterm investment trends(e.g.renewableenergy 2 a il dzReAy 3 GKSANI Ay@Saay
policy andexaminingtheir portfolio decisions versug. It is extremely hardo lobby a companyo

changein the public marketsg; it has taken a long time and lots of resistanceyéi big oil tocommit

to going carbon neutraClimate Action 100+ and the Institutional Investors Group on Climate Change

38 https://www.pantheon.com/wpcontent/uploads/2020/01/DiversificatiofstudyTrend TowardsMore-
ConcentratedPrimaryPortfolios.pdf
39 How sustainability can drive financial outperformance, University of Oxford and Arabesque BaR0D&b
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(IGCC) arexamples of initiativesconnectinglarger, likeminded asset owners toexert greater
influencein this regard

When considering ES@ithin private capital, thereis a wide spectrum of beliefand approaches
among managers. Many, particularly in theSUand some emerging marketgan be relatively
dismissiveof ESG factorsr may considerthem only at a superficial¥ (i A O fevelaCankiefselysome
managersseeESGs anextremelyimportant part of underwritingand maycreatedirect KPIdinked
to financial incentives for company management to work towaiiti&n there are impact managers,
specifically investing to catalyse positive change in a particular, avb&ch is often not at the
detriment of financial returis (we actually believe it cagield better outcomesin some cases).
Investorsutilising private @pitalcan invest withfirms witha similar set of beliefs to thenin turn, this
uses stewardship and ownership dceate changén line withthose beliefslt isa much more direct
transparent,and accountable relationship.

There @ae many othemreasto considermost fallingunderneaththe umbrella ofvolatility, correlation,
and return and many might be specific to you as an investéor example, dx considerations,
cost/valuefor money, incorporating macro viewsdnflation sensitivity transparency,and currency
exposureall require assessment and may be aiddufough the use of private capitalFigure 8
illustrates how addingniddle-marketprivate equity to a portfolican reducets market cap and stock
concentrdion (perhapsby moving away fronthe dominance of technology the S&P500)

Figure 8 Market Cap and Concentration

Invested Capital

large MarketCap Small
High Concentration Low
For illustration only

Figure 9 splits out some different return drivers and shows how adding private capital to a portfolio
can favourably adjust these exposures, adding some illiquidity and increasing the retoimgdoom
skill (alpha) while reducing the reliance on pure equity risk.

18



Figure 9:Changing the Mix of Return Drivers
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For illustration only Alpha Qant = quantitative skipérhaps from ajuantitativemacro hedge fund); Alpha Discret = discretionary;itiha Thematic skill in
picking and investing in lorg@rm themes
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Conclusion

There are three tbad themes throughout this paper:

1. Private capital can belzeneficialaddition to a portfolio, offering a wide range of exposures
and attributes thatcanadd significant valuand reduce volatility

2. The importance of thorough manager selection, a strong network, and thoughtful portfolio
construction, which aredy toachieving optimabutcomes. Particularly when considering
the wide dispersion of returns and alpha generation among different private capital funds
YR GKS GLISNEA&AGSYy OS¢ aSSy I ONRraa FdzyR @Ayl 3

3. There are many advantagés the longterm investor.Capturing the ownership/illiquidity
premium, investing in linevith long-term themes, or reducing trading costs are soofi¢he
potential benefitswe outline

COVIBL9 hascreatedmuchuncertainty,depressngreal interest rateswith awave of monetary and
fiscal stimuludntroducedto support the global economyrom a financial perspectivéje volatile
markets are creating a lot of opporturés which private capital is very well placed to capitalise on,
while alsocementingthe need tocreate a robust and weliversified portfolio to deal with a wide
range ofpossiblefuture outcomes.The additional returrand differentiatedset ofrisks that pivate
market investmentsiow offer isitself encouragingnore and more investors to allocatapitalto the

asset classThisis increasing private capit@ importance, penetration, and share of the investable
universe around the worldFor socially or mvironmentally focussed investors, private capital,
particularly through managers with strong ESG integration or perhaps thematically or impact
focussed, can create strong alignment while catalysing change more quickly than is possible through
public markés.

Private capital managers are able to change and improve assets in a way that is very difficult to do in
a public setting, adding value through improving governance, operations, and financial
structure/alignment. Studies of limited partn@erformanceshowreturn persistencethose that are

skilled atdue diligenceand havestrong LFGPrelationshipsend to do better thartheir peers

We expecthe private capitaimarketto continue to grow in sizand depth, as well as increasiag a
proportion of investorportfolios globally as investors take advantage of its many benefits.
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About Time Partners

Time Partners was formed in 2015 combining best advice, creative solutions, and a client-first
philosophy.

Time Partners is a specialist adviser focused on private markets. We provide high-quality, strategic advice
to investment platforms, asset managers, family offices, and entrepreneurs worldwide, helping them
across all aspects of private market investing. We pride ourselves on our independence, network, and
ability to influence change.

Our investment advisory services include:

1 Assisting in the development of long-term investment strategies, tailored to each client's
particular requirements

1 Supporting across all stages of the investment process, including sourcing, selecting, reviewing,
and building a portfolio of the best-in-class private equity managers

1 Helping with accessing and securing allocations to the most in-demand funds

9 Expert advice across private equity, private credit, real assets, venture capital, and impact
investing

Time Partners has significant expertise in sustainable investing and impact investing. We played a crucial
part in the development of the impact investment industry globally. We were founder members of the G8
Impact Investing Taskforce, an initiative set up to catalyse the development of the social impact
investment market; we currently chair the Sustainable Development Capital Initiative (SDCI) for the City
of London Corporation, developing the UK as a leading hub for development finance; and we were chair
of the DNA Summit, a world gathering of innovation leaders looking to solve some of humanity’s most
testing challenges.

We recognise that the ability to measure the impact of an investment is key. Time Partners co-created a
metric known as the External Rate of Return (the "ERR") with Robyn Klinger-Vidra of the LSE. The ERR is
a holistic, inclusive and transparent platform for measuring the overall social and economic impact of a
business’s activities, allowing greater ability for assessment of whether impact is being created on a
continuous basis.

Our senior team has significant experience in private equity at both the GP and LP level, and as directors
or chairs of private companies. We also have a network of Industry Advisers with a breadth of experience
across private markets. We wish to thank a number of our Industry Advisers for their input into this paper.
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Time Partners
Clutha House
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