Wiley Finance Series .. l

e [ ~
-,-1;"* -
[

AH0Cauor

Private Markets

__.E

i

A Guide to Investing with Private Equity,
Private Debt and Private Real Assets

CYRIL DEMARIA
MAURICE PEDERGNANA
REMY HE
ROGER RISSI
SARAH DEBRAND

WILEY



Table of Contents

Cover

Title Page

Copyright

Dedication

Foreword

Acknowledgments

About the Authors

Data Sources
EFRONT INSIGHT
STEPSTONE

CAMBRIDGE ASSOCIATES VIA THOMSON EIKON
(NOW REFINITIV),

NOTES
Abbreviations and Acronyms

CHAPTER 1: Sources of Capital: Nature, Constraints,
and Objectives

1.1 BEHAVIORATL BIASES AND THEIR
CONSEQUENCES

1.2 TAYING THE GROUND FOR AN ASSET
ALLOCATION: ANALYZING INVESTORS

1.3 SUMMARY
NOTES

CHAPTER 2: Asset Allocation: Models, Limits, and
Adaptations

2.1 ARE PRIVATE MARKETS AN ASSET CLASS?

2.2 FRICTIONS BETWEEN ASSET ALLOCATION
AND PRIVATE MARKETS



clbr://internal.invalid/book/OPS/cover.xhtml

2.3 SETTING UP PRIVATE MARKFETS ALLOCATION
THRESHOLDS

2.4 SUMMARY
NOTES

CHAPTER 3: Private Markets Investingl

3.1 ACTIVE INVESTMENT STRATEGIES CALL FOR
DELEGATION AND INTERMEDIATION

3.2 BENEFITS AND CHAILLENGES OF PRIVATE
MARKETS INVESTING

3.3 STRATEGIES: PRIVATE EQUITY, PRIVATE
DEBT, _AND PRIVATE REAL ASSETS

CONCIUSION: BLURRY BORDERS
SUMMARY
NOTES

CHAPTER 4: The Three Dimensions of Investment
4.1 SETTING UP AN INVESTMENT HORIZON
4.2 SETTING UP THE RISK THRESHOLDS
4.3 SETTING UP RETURN EXPECTATIONS

4.4 ADDRESSING PRIVATE MARKET
SPECIFICITIES

SUMMARY
NOTES
CHAPTER 5: Portfolio Construction and Management

5.1 BUILDING PORTFOLIOS OF PRIVATE
MARKETS FUNDS

5.2 CONTROLLING AND ADJUSTING

5.3 PORTFOLIO CONSTRUCTION: THE
CONVERGENCE OF TOP-DOWN AND BOTTOM-UP
APPROACHES

SUMMARY




NOTE
General Conclusion

1. THE RISK OF REPRODUCING INVESTMENT
STRATEGIES

2. STRATEGIC AND POLITICAL GOALS
3. ESG AND IMPACT INVESTING
4. TOTAL COST OF OWNERSHIP AND FEES

5. DEALING WITH AGENTS, CONFLICTS OF
INTEREST, _AND NOISE

NOTES
Glossary
NOTE
Bibliography
BOOKS AND REPORTS
ACADEMIC PAPERS

NEWSLETTERS, PAPERS, PROFESSIONAL
STUDIES, REGUIATORY PAPERS, AND WHITE
PAPERS

PRESS ARTICLES AND PRESS RELEASES
DATA
WHITE PAPERS
NOTE
Index
End User License Agreement

List of Tables

Data Sources

Table 1 Sources and categories of information in
private markets



Chapter 1
TABLE 1.1 Investors in Private Equity (1991-2005)

TABLE 1.3 Asset Allocation of US University and
College Endowments (for Fisca...

TABLE 1.4 10-Year Returns of US University and
College Endowments

TABLE 1.5 Asset Mix and Returns of US DC and DB
Plans (1997-2014)

Chapter 2

TABLE 2.1 SBA's Proposal for Categorization and
Limits for Investments for Pe...

Chapter 3

TABLE 3.1 Correlations of .LBO fund investments
and co-investments by deal siz...

Chapter 4

TABLE 4.1 Predictability of the Payout of Individual
Private Market Strategie...

Chapter 5

TABLE 5.1 Market-neutral capital-weighted
allocation to private markets

TABLE 5.2 Matrix of the cash flows used in the
model

TABLE 5.3 Market-neutral portfolio: dimensions of
investment and output

TABLE 5.4 Market-neutral portfolio adjusted to the
reference year 1997

TABLE 5.5 Market-neutral portfolio (reference




TABLE 5.6 Market-neutral portfolio (reference
year: 1994) deployed over 3, 5,...

e )

TABLE 5.7 Comparison of the performance
depending_on the pace of deployment

TABLE 5.8 Comparison of the maximum exposure—
depending_on the pace of deploym...

TABLE 5.9 Comparison of the performance with an
overcommitment of 35%

TABLE 5.10 Overcommitment and resulting
complete annual return for a targeted...

TABLE 5.11 Highest overcommitment applied
systematically and the resulting co...

TABLE 5.12 Use of secondary investments and
resulting_complete annualized ret...

TABLE 5.13 Use of secondary investments and
resulting_complete annualized ret...

TABLE 5.14 “Defensive” portfolio: dimensions of
investment and output

TABLE 5.15 “Aggressive” portfolio: dimensions of
investment and output

TABLE 5.16 Example of allocation to private equity

TABLE 5.17 Example of “house view” on
macroeconomic cycles, as of 2014

TABLE 5.18 Example of simplified top-down
approach, as of 2014

TABLE 5.19 Simplified combination of top-down

List of lllustrations



Chapter 1

FIGURE 1.1 Connection between family size,
structure and tolerance for risk...

FIGURE 1.2 Family office characteristics and risk
appetite

FIGURE 1.3 Main drivers of investment decisions
for family offices

FIGURE 1.4 Allocation of family offices to private

FIGURE 1.5 Underlying_considerations of family
offices integrating alternati...

Chapter 2

FIGURE 2.1 Asset Allocation for Select Categories
of Fund Investors

Chapter 3

FIGURE 3.1 Private markets: instruments and
landscape* Available in specif...

FIGURE 3.2 Private markets: classification of
investment strategiesNotes: ...

FIGURE 3.3 Performance of private equity funds of
fundsNote: “f.-of-funds”...

profile of private markets ...



markets strategies (1999...
FIGURE 3.10 Pooled average TVPI of US VC funds

FIGURE 3.12 Compared quarter-on-quarter
evolution of the TVPI active Western...

FIGURE 3.13 Capital calls, distributions, and
cumulative net cash flows (J-C...

FIGURE 3.14 Relative weight of private market
strategies, by amounts raised ...

FIGURE 3.15 Geographical focus of private market
funds, by amounts raised (1...

profile of US growth capit...

FIGURE 3.18 Return (TVPI)-risk (5 percent spread),
profile of US L.BO funds, b...

FIGURE 3.19 Return (TVPI)-risk (5 percent spread),
profile of European LBO fu...

FIGURE 3.20 Risk-return profile of listed and
private companies over similar...

FIGURE 3.21 Return profile of listed and private
companies over Similar time...

FIGURE 3.22 Risk profile of listed and private
companies over similar time-t...




Chapter 4

FIGURE 4.1 Average time to liquidity of realized
private markets funds, by i...

FIGURE 4.2 Average time to liquidity of realized
private markets funds, by t...

of realized private market...

FIGURE 4.4 Distribution of private equity funds of
funds based on their IRR...

FIGURE 4.5 Example of value bridge analysis

FIGURE 4.6 Dispersion of returns of American
direct start-up investments, Eu...

FIGURE 4.7 Pooled average multiples of investment
of US VC funds over time...

FIGURE 4.8 Top/bottom 5 percent and 25 percent
TVPI of global growth capital...

FIGURE 4.9 Quarterly TVPI of active top- and
bottom-quartile global growth f...

Chapter 5

FIGURE 5.1 Meeting_of the top-down and bottom-
up approaches

FIGURE 5.2 Bottom-up approach

FIGURE 5.3 Market-neutral portfolio (0 percent
risk-free rate, reference yea...

FIGURE 5.4 Market-neutral portfolio (0 percent
risk-free rate, reference yea...

FIGURE 5.5 Market-neutral portfolio (0O percent
risk-free rate, reference yea...




FIGURE 5.6 Market-neutral portfolio (0 percent
risk-free rate, reference yea...

FIGURE 5.7 Market-neutral portfolio (0 percent
risk-free rate, reference yea...

FIGURE 5.8 Market-neutral portfolio (0 percent
risk-free rate, reference yea...

FIGURE 5.9 Market-neutral portfolio (0O percent
risk-free rate, reference yea...

risk-free rate, reference ye...



Founded in 1807, John Wiley & Sons is the oldest
independent publishing company in the United States. With
offices in North America, Europe, Australia and Asia, Wiley
is globally committed to developing and marketing print
and electronic products and services for our customers’
professional and personal knowledge and understanding.

The Wiley Finance series contains books written
specifically for finance and investment professionals as well
as sophisticated individual investors and their financial
advisors. Book topics range from portfolio management to
e-commerce, risk management, financial engineering,
valuation and financial instrument analysis, as well as much
more.

For a list of available titles, visit our Web site at
www.WileyFinance.com.



http://www.wileyfinance.com/

Asset Allocation and
Private Markets

A Guide to Investing with Private
Equity, Private Debt, and Private Real
Assets

CYRIL DEMARIA
MAURICE PEDERGNANA
REMY HE

ROGER RISSI

SARAH DEBRAND

WILEY



This edition first published 2021
© 2021 Cyril Demaria, Maurice Pedergnana, Rémy He and Roger Rissi
Registered office

John Wiley & Sons Ltd, The Atrium, Southern Gate, Chichester, West Sussex,
PO19 8SQ,

United Kingdom

For details of our global editorial offices, for customer services and for
information about how to apply for permission to reuse the copyright material
in this book please see our website at www.wiley.com.

All rights reserved. No part of this publication may be reproduced, stored in a
retrieval system, or transmitted, in any form or by any means, electronic,
mechanical, photocopying, recording or otherwise, except as permitted by the
UK Copyright, Designs and Patents Act 1988, without the prior permission of
the publisher.

Wiley publishes in a variety of print and electronic formats and by print-on-
demand. Some material included with standard print versions of this book may
not be included in e-books or in print-on-demand. If this book refers to media
such as a CD or DVD that is not included in the version you purchased, you may
download this material at http://booksupport.wiley.com. For more information
about Wiley products, visit www.wiley.com.

Designations used by companies to distinguish their products are often claimed
as trademarks. All brand names and product names used in this book are trade
names, service marks, trademarks or registered trademarks of their respective
owners. The publisher is not associated with any product or vendor mentioned
in this book.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have
used their best efforts in preparing this book, they make no representations or
warranties with respect to the accuracy or completeness of the contents of this
book and specifically disclaim any implied warranties of merchantability or
fitness for a particular purpose. It is sold on the understanding that the
publisher is not engaged in rendering professional services and neither the
publisher nor the author shall be liable for damages arising herefrom. If
professional advice or other expert assistance is required, the services of a
competent professional should be sought.

Library of Congress Cataloging-in-Publication Data:

Names: Demaria, Cyril, author. | Pedergnana, Maurice, author. | He, Rémy,
author.

Title: Asset allocation and private markets : a guide to investing with
private equity, private debt and private real assets / Cyril Demaria,
Maurice Pedergnana, Rémy He, Roger Rissi, Sarah Debrand.


http://www.wiley.com/
http://booksupport.wiley.com/
http://www.wiley.com/

Description: First Edition. | Hoboken : Wiley, 2021. | Includes index.

Identifiers: LCCN 2020056314 (print) | LCCN 2020056315 (ebook) | ISBN
9781119381006 (cloth) | ISBN 9781119381013 (adobe pdf) | ISBN
9781119380993 (epub)

Subjects: LCSH: Asset allocation. | Private equity. | Portfolio management.

Classification: LCC HG4529.5 .D45 2021 (print) | LCC HG4529.5 (ebook) | DDC
332.63/2—dc23

LC record available at https://lccn.loc.gov/2020056314
LC ebook record available at https://lccn.loc.gov/2020056315
Cover Design: Wiley

Cover Image: © Sielan / iStockphoto, © Vintage Tone / Shutterstock


https://lccn.loc.gov/2020056314
https://lccn.loc.gov/2020056315

To my family and friends, with a warm thank you for your
support. Nothing would have been possible without you.

—Cyril Demaria

To Dr. Cyril Demaria for giving me the opportunity to work
with him on this interesting project. To my family and my
wife Yuchen, a warm thank you for your love and support.

—Rémy He

To my professor Cyril Demaria, a massive thank you for his
consideration, time, and trust. I also would like to warmly
thank my parents, Anne and Philippe, my three elder
brothers, Mathieu, Thomas, and Quentin, and my fiancé
Florent for their kind support.

—Sarah Debrand



Foreword

In Asset Allocation and Private Markets, Cyril Demaria,
Maurice Pedergnana, Rémy He, Roger Rissi, and Sarah
Debrand bring their academic background and real-world
experience to bear for the benefit of readers wishing to
understand the ins and outs of private markets investing,
or so-called alternative investing. Relatively little has been
written about this field, which has gone from an exotic
investment specialty to an essential component of most
investment funds. A book on this subject is sorely needed.

Fifty years ago, when people talked about “investments,”
they basically meant publicly traded stocks and bonds.
While there's no standard definition of alternative
investments, they can be understood as “alternatives to
stocks and bonds” or simply “everything else,” and decades
ago they were largely unknown. (People were working in
many of the fields that are now aggregated under the label
“alternative investments,” but they were few in number, the
capital they managed was modest, and their activities were
anything but the household word many of them have
become).

The main categories of alternative investing came to
prominence over the last 30-40 years. The biggest, now
called “private equity,” was called “leveraged buyouts” in
the mid-1970s and grew many-fold in the 1980s, facilitated
by the availability of high yield bond financing. Real estate
investing, venture capital, and private lending joined
private equity in more frequent use. And 15 or 20 years
ago, the term “alternative investments” sprung up to
describe them all.



Alternative or private markets strategies remained
relatively obscure sidelines until roughly the mid-2000s.
Then the poor performance of public equities in 2000-02
(the first three-year decline in the Standard & Poor's 500
equity index since the Great Depression) sent investors
looking for alternatives to public stocks, and the reduction
of interest rates to low levels to fight the Global Financial
Crisis in 2008 vastly reduced the yields available on bonds.

Twenty or 30 years ago, most institutional investors such as
pension funds, endowments, and insurance companies
treated asset classes other than stocks and bonds as
luxuries, a bit of which might be added to spice up
portfolios. Now, with equities felt to be at full to high prices
and bond yields at all-time lows, they have become
indispensable portfolio components, and their use has
grown exponentially. And yet relatively little has been
written to establish their intellectual foundation.

Now, in their book, Cyril Demaria and his co-authors point
out some of the aspects that require the serious investor's
attention.

As with interest rates (actually, due in good part to the
low level of today's interest rates), the prospective
returns on all asset classes—and certainly publicly
listed stocks and bonds—are some of the lowest in
history.

And yet the returns desired or required by many
institutional investors have not been reduced
correspondingly.

So-called beta markets have become increasingly
efficient (that is, have become more “perfect” markets,
where it is expected that the vast majority of investors'
returns will be a function of the performance of the
underlying market). Thus it is assumed that investor



skill will contribute relatively little to investment
returns there.

Investors have concluded that (a) alternative
investments are capable of providing returns that are
at high absolute levels and superior to stocks and
bonds, as they have in the past, and (b) part of this
edge will come from the skill (or “alpha”) of investment
managers working in private markets, which are less
picked over and thus are “less perfect.”

Thus, capital flows to alternative investments have
surged.

The foregoing has raised some questions:

To what extent did the past superior returns on
alternative investments come as compensation for
incremental risk borne, rather than as a “free lunch”?

To what extent was it merely compensation for these
investments' inherent illiquidity, and what are the
ramifications?

To what extent have the increased capital flows and
increased attention on alternative investments
rendered these markets more competitive and
“perfect”—reducing investors' ability to demonstrate
alpha and hampering the search for incremental
return?

To what extent have the factors mentioned added to
these investments' riskiness?

Alternative or private markets investments present an
interesting conundrum: Many investors face goals that
require them to pursue high returns in today's low-return
world. They have no choice but to turn to alternative
investments for a good part of the solution. But alternative



investments entail increased risk, reduced liquidity, and
reliance on managers for skillful management (and thus the
introduction of “manager risk”).

Will alternative investments turn out to be a panacea or a
pitfall? Because of the uncertainty inherent in investment
and the competitive nature of the markets themselves,
there cannot be an easy answer that applies to everyone.
Skillful managers will help investors reach their goals in
alternative investments, while the rest will frustrate their
efforts. The risk and illiquidity entailed will be bearable for
investors who approach the subject prudently and
knowledgeably, but they may sink others. At a minimum,
Asset Allocation and Private Markets by Cyril Demaria and
his co-authors will help open investors' eyes to the
considerations entailed in trying to be among the winners
rather than the losers.

Howard Marks
Co-founder and Co-Chairman
Oaktree Capital Management
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Data Sources

Data sources are a particular topic of interest for private markets: there is no
comprehensive database of activity and performance of private equity funds. Practitioners
and academic writers access various complementary or competing sources, some of which
are restricted and some are accessible to a larger public. Table 1 provides an in-depth
perspective on the mosaic of sources available.

Databases with a restricted access are often provided to academic writers by fund
investors or built by academic institutions (such as the Private Capital Research
Institutel). We could access one of these sources for this book, provided by StepStoneZ, a
fund investor (see below). We are very grateful for this opportunity.

Databases accessible to the public can be sorted into two categories: bottom-up and top-
down sources. Bottom-up databases rely on different sources of variable to low quality
from voluntary disclosures by fund investors and fund managers, public information, and
disclosures under the US Freedom of Information Act (FOIA) in the US. They usually lack
historical depth, as they usually start at best from the mid-1990s. The geographical
coverage is also uneven and difficult to assess in its representativeness. The advantage of
these databases is that providers such as Preqin3 and Pitchbook? provide full access to
the data, down to single individual funds or investments. We have used the Preqin
database for statistics of activity and to assess our own statistics on fund performance.

Top-down databases deliver an aggregate access to the underlying data, often collected
directly at the source from fund investors and fund managers. These are essentially fund
performance data. eFront Insight, Cambridge Associates, and Burgiss collect data
about private market funds and aggregate them so that they are anonymized. Data is
aggregated according to the year of the creation of funds (their “vintage year”). Data is
homogeneous, of good quality, and delivers a good perspective on the cash flows and
valuations of funds. For this book, we have had access to the data of Cambridge
Associates and eFront Pevara (now Insight, see below). We are very grateful to eFront for
having granted us access to this data.

Therefore our sources combine high quality sources from eFront, StepStone, and
Cambridge Associated (through Thomson Reuters Eikon, now Refinitiv). These data
sources are further detailed below.

EFRONT INSIGHT

The eFront Insight database is generally considered as one of the most accurate and
reliable sources of performance benchmark data in private markets. This database has
been developed by eFront, a leading software provider specializing in alternative
investments since 1999. Benchmarks based on the Insight database can be produced
through eFront's software online. This software provides analytical tools supporting
investors so they can make informed decisions, by quickly and easily benchmarking the
performance of a portfolio, identifying market trends, and performing due diligence on
potential investments.

This database contains information on more than 4000 funds, including the underlying
cash flows. The source of the information is the data contribution of a wide variety of
investors across the globe, including pension funds, funds-of-funds, and insurance
companies, among others. The broad range of contributors makes the database diverse in
terms of geographical coverage, investment strategies, and vintage, which in turn reduces
the risk of bias. In terms of composition:



North America and Europe account for 85% of the information contained in the
database;

Strategies include a wide range of private market strategies, from private equity
(such as leveraged buyout, and venture capital), private debt (such as mezzanine and
distressed debt), private real assets (private real estate, infrastructure, and natural
resources), as well as secondary and funds-of-funds; and

Vintages are rather well represented in the database from 1991 to date.

This data is sourced directly from the middle and back office software of the investors.
Data (including data points on capital calls, distributions, net asset values, etc.) is
collected directly from limited partners on a quarterly basis. Contributors provide data
that is both anonymized and normalized, spanning from inception to date.

This data is cross-checked by eFront, thus guaranteeing the high quality and reliability of
the aggregated data. Data consistency and reliability are ensured by a comprehensive
series of manual and automated validation checks, run by a dedicated team of data
specialists. These quality checks aim to:

Identify inconsistencies in historical values or fund attributes;

Detect gaps in data, duplicates, or null values;

Identify cash flow issues;

Neutralize currency effects; and

Validate complete cash flow extraction by looking into PICC, DPI, and TVPI ratios.

STEPSTONE

StepStone is a global private markets investment firm focused on providing customized
investment solutions and advisory and data services to its clients. Its clients include some
of the world's largest public and private defined benefit and defined contribution pension
funds, sovereign wealth funds and insurance companies, as well as prominent
endowments, foundations, family offices and private wealth clients, which include high-
net-worth and mass affluent individuals. StepStone partners with its clients to develop
and build private markets portfolios designed to meet their specific objectives across the
private equity, infrastructure, private debt and real estate asset classes.

StepStone Private Markets Intelligence (SPI), the firm's proprietary analytics platform,
has gathered performance data on more than 10,000 investment managers and 26,000
private market funds. StepStone has accumulated through its research and due diligence
activities performance data and cash flows on more than 65,000 private investments.

We have had access to its private debt loan database, which includes 124,000 tranches
with up to 170 single characteristics. The cash flows are a generic replication of average
private debts of different vintage years. Included in the construction are funds with a
target size of 40-50 loans, where loans can be associated to a unique fund. After
evaluating the database, 23 funds comprising approximately 1,000 loans were analyzed.

Assumptions to replicate cash flows were2:
— 1.25% management fees and 15% carried interest over a 6% hurdle rate;
— Loans contributed to 90% of the fund sizes;

— Loans are drawn at launch and repaid at realization date;
— Coupons are paid assuming a gross yield equal to the internal rate of return; and
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