Private Equity Trends & the Impact on the GIA

Private Equity 101 Secular Trends in Markets

[ S Qé&et bn3h® BE ecosystem A Fewer public companies
A Companies are more mature at IPO

Academic Debates Over PE The Future of PE for Insurance

A It outperforms! A Purchase multiples are at all time highs, but debt is still

A There is zero alphal! cheap, so buyout markets will continue to thrive

A It out-performs because idiosyncrasies risk A Selectionbias will continue to support Growth Equity
discounts are passed onto diversified investors A Insurance company exposure may not change until RBC

risk-charges change, but asset allocation will
A PE will eventually become exchange traded for retail
Investorg what then?

Dave Lipke

Head of Financial Insights
MassMutual



Asset Allocations of Insurance Companies

Most Life Insurance Companies have a 75% Allocation to Fixed Income
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What was the firstormal stock exchange?
a) Amsterdam Stock Exchange
b) Etruscan Stock Exchange
c) London Stock Exchange
d) New York Stock Exchange
e) Venetian Stock Exchange
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D@(S\J Private Markets

A Early Stage

, A Growth
< : : A Venture Capital
A Private Equity—— . ,

A Buyout A Largecap

A Real Estate A Mid-Market
A Private Debt A LowerMiddle
) Market

A Natural Resources

A Infrastructure




Private Equity
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Business Owner Portfolio Manager Wealthy Investor

Portfolio Company General Partner Limited Partner



Simplified Fund Structure

Portfolio Company —
| Longmeadow @
Portiolio Company Opportunities Fund Capital Calls
e
A Distributions Wealthy Investor
Portfolio Company 60¢KS aCdzyREé O
Portfolio Company Limited Partner
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Longmeadow Investment Advisers Portfolio Manager

A
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The Life of a PE Fund
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How Wealthy does an LP Need to Be?

Minimum Investment
per Fund:

Annual PE Investment:

PE Portfolio: $1.5B

\_

Total Assets $5B to $75B



Private Equity Valuation

Private Equity Valuation Faces Several Complexities Relative to Public Peers

Information
Asymmetry

Control
Premium

||Iqu|d|ty Idiosyncratic Risk
Discount

What is the Net Asset Value of a Portfolio Company or a Fund?

A B C D
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The Global PE markets account for nearly $6
capital. What percentage is VC?

a) 20%
b)  15%
c) 13%
d 9%

e) 5%
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Exhibit 7 Private markets AUM now totals $5.8 trillion.

Private market assets under management, 2018, %

100% = § billion 1,785 803 608 215 T69 2 909 246 4™
Rest of world 3 5 4

Europe

North =
America :
Buyout Venture capital  Growth Other Private debt Real estate  Natural
resources
Infrasiructure
Private equity Real assetis

Data source: Preqgin

SourcePrivate Markets Come of AgéMicKinsey Global Private Markets Review 2019
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US Securities Law

D% Regulatory Regime

A The Securities Act of 1933

A The Securities Exchange Act of 1934
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Why Private Markets?

D@é‘gﬂ Regulatory Regime

A Prerevenue, preproduct, and earlystage
A Abundant private capital

A Turnaround

A Risk and reward
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Replicating Private Equity with
Value Investing, Homemade Leverage, and Hold-to-Marturity Accounting

Erik Stafford”
December 2015

ABSTRACT

Private equty funds tend to select relatively small firms with low EBITDA multiples. Publicly

e e e e If you normalize the valuation assumptions

eliminates the majority of measured nsk. A passive porifolio of small. low EBITDA nmltiple stocks with
modest amounts of leverage and hold-to-maturity accounting of net asset value produces an unconditional

refurn distribution that 15 highly consistent with that of the pre-fee aggregate private equuty index The
passive replicating strategy represents an economically large improvement in risk- and hqudity-adjusted O r ’a p a a p p e a rS O e Z e ro.

refurns over direct allocations to pnivate equity funds, which charge average fees of 6% per year.

* Stafford 15 at Harvard Business School (estafford@hbs edu). I thank Malcolm Baker, Josh Coval, Vietoria
Ivashina, Enstin Mugford, André Perold, David Scharfstein, and Adi Sunderam for helpful comments and
discussions. Harvard Business School’s Division of Research provided research support.



The Price of Diversifiable Risk in Venture Capital and Private

FEquity *

Michael Ewens'
Charles M. Jones?
Matthew Rhodes-Kropfs

February 19, 2013

*We thank Larry Glosten, Alexander Ljunggvist, Steven Kaplan, Ramana Nanda, Mike Riordan, Tano
Santos, Antoinette Schoar, Per Stromberg, 5. Viswanathan and participants at the 2003 Amencan Finance
Assocation meeting, the NYSE-Stanford conference on Entreprencurial Finance and IPOs, the Yale con-
ference on Entrepreneurship, VO and [POs, and the New York University conference on Entrepreneurship,

VC and IPOs for theirr comments. We are grateful to The Eugene M. Lang Entrepreneurship Center for
financial support. Special thanks go to Jesse Reyes and Thomson Venture Economics, who provided the

Venture Feonomies data and to Maryam Haque and Brendan Hughes of Dow Jones who provided LP
Source. All errors are our own.

iEwens: Carnegie Mellon University, Tepper School of Business 5000 Forbes Ave Pittshurgh, PA 15213,
mewensEem.edu

tJones: Columbia University, Graduate School of Business, New York, NY 10027, ¢j88SGcolumbia.edu

Eﬂhﬂdﬂi-]{mp[: Harvard Umversity, Rock Center 313 Boston Massachusetts 02163,
mrhodeskropfahhs.edu
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Private Equity has delivered diversification
and performance benefits for qualified purchasers.

While structural challenges, such as capital calls, complicated fee structures, and illiquidity,

have historically made Private Equity unsuitable for mass market Investors, the upside Is appealing.

. dzé 2dzii FdzyRa KIF @S FI NJ 2 dzii LIS NF 2 XFYR KIS SYyKIYOSR AYy@Sauz2NARQ 201t NBGdzNY
Index returns (rebased to 100 Dec 31, 2000) @ PrEQin Buyoutindex @ S&P 500 index HiStoricaI a|pha over S&P 500 1

w00 398 A Active management of portfolio companies is proven to deliver

Improvement in EBITDA margins.

300

Lower beta than S&P (0.4 to0 0.7) 2

200 A A replicating portfolio of small cap stocks lost 86% of value during

2008 financial crisis. The buyout index lost 20% of value.

A Individual general partners incorporate idiosyncratic risk into
valuation prices, but LPs can diversify risk. 3

15

Diversification of portfolio

R requin

A Fewer companies are public now than ever before
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The number of public companies in the U.S.
dropped nearly 50% between 1996 and 2016.

Fewer public companies in the U.S. reduces investment opportunities for retall investors and signals challenges

for Ameri caodos capilital mar ket s
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Source: Craig Doidge, G. Andrew Karolyi, René M. Stulz, "The U.5. Listing Gap,” Joumnal of Financial Economics, Vol 123, No. 3, March 2017, 464-
487 and Credit Suisse esfimates.



The average age of a company at IPO
has Increased from 8 years to 11 years.
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Long term capital market expectations

are less favorable then previous decades

Private Equity exposure could

-

6.6%

90s

Average 16year Treasury Bond Yield

00s

~

help to mitigate the impact of long

-term yield compression.
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10-Year Return ExpectationsTraditional 60/40 Portfolio
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What should insurance company CIOs do with their PE

allocations?

a) Reduce them! Multiplies are at an all time high! Go from 3% to 1.5%!
‘ b) Keep the good times rolling! Keep allocations around 3%.
- c) Increase from 3% to 4% or 5%. The risk is worth the reward!
d) Shift PE allocations from buyout to venture capital (and growth funds)
e) Other?




PE and Insurance Companies

A Risk Based Capital (RBC) limits private equity exposure on a practical level for instance companies
A But PE is probably less risky than some expect, especially for avintdie, multifund GIA
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A Insurance companies value the low correlation of PE to public markets (uncorrelated risk if talking to
a salesman) just as much as the yield

A Selection bias between public and private markets is a real concern

A What does thepotential negative selection biasf the public marketsimply about thecredit
guality of investment graddixed income securitieswhich constitutes the majority of both Heath
and Life insurance company GIAs?



Some Bold Predictions

A PE access will become available to retail investors within the next 20 years!
A If PE does become listed, the relatively low beta (0.4 to 0.7) will no longer be an advantage of the asset class far msyances

A Insurance companies have not meaningfully allocated PE portfolios to growth compamsésad buyouts remain the focusas high gowth
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