by Tim Yates, Paul Von Steenburg, and Kent Scott,

Managing Directors, Commonfund

‘what, me? illiquid?’
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The actual time investors’
capital is locked up

may be less than half of the 12-year life
of a private capital partnership




Ithough it has been five years
since the collapse of Lehman
Brothers—an event that
transformed a bad recession

into a global financial crisis

—the scars of that traumatic
episode remain etched in the psyche of many
institutional investors. We have new worst-case
scenarios in our risk models and a greater
appreciation for so-called “black-swan” or “left-
tail” events. Nowhere is this lingering fear
more palpable than in the consideration of illiquid
investments as investors continue to think
through the amount of capital to lock up in

“illiquid” strategies. Because of this recent history
and uncertainty about the future, we often hear
investors ask, “Why should I lock up capital for
10-plus years? And if I should, how much?”

The answers to these questions include the
possibility of achieving excess return over more
liquid, efficient investment strategies as well as
the potential diversification benefit of investing in
a universe of smaller companies not available in
the public market. Many, including Commonfund,
have written about and demonstrated that,
historically, an “illiquidity premium” has existed
in the past. Moreover, we believe it will continue
to exist in the future. The potential for premium
returns, however, is not the subject of this
article. Instead, we address head-on investors’
misperception about illiquid investments:

they aren’t as illiquid as many fear.

For the purposes of this article, we focus on
private equity, an investment strategy generally
structured as 1o- to 12-year partnerships. As

such, there is a perception that investors lock up

their capital for more than a decade. The reality

is that capital is only exposed (i.e., illiquid) for a
portion of that time. An investor commits to
providing capital for 12 years, yet much of that
commitment remains undrawn over the life

of the investment. At Commonfund Capital, for
example, we typically commit to underlying
private equity managers over a two- to three-year
period following the final close of one of our
funds. Our managers then call capital to invest in
portfolio companies over an average period of
three to six years. We structure our funds with a
12-year term in order to cover the full life

cycle of those underlying manager investments.
However, each underlying company (and the
resulting distribution) will, on average, have a

much shorter lifecycle, as illustrated below.

In order to determine how long private equity
dollars are exposed to the market, we quantified
the capital call and distribution pace for a
fund-of-funds program using several different
methods. We selected a U.S.-focused private
equity fund as a representative fund for our
analysis. This fund was formed in January 2000
as the fourth in a series of multiple-manager,
U.S. private equity programs. The fund received
$452.2 million in capital commitments from
investors. The fund made commitments to

16 private equity managers and has called approx-
imately $439 million, or 97 percent of investor
commitments to date. As of September 30, 2013,
the fund had distributed $770.9 million to
investors, or approximately 1.8x invested capital.
We selected this fund since it has experienced

a full private equity life cycle. Of course, past

performance does not guarantee future results.

1The life cycle of a manager’s investment generally has the following components: sourcing and performing due diligence on an investment; providing initial funding;

transforming the company through value creation activities (such as growing revenues through adding product lines and geographic expansion, making strategic acquisitions, etc.);

sometimes committing follow-on funding; harvesting/selling the company; and making a distribution back to investors.
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UNDERLYING MANAGER INVESTMENTS
INTO PORTFOLIO COMPANIES

as of December 31, 2012, with the average time
between initial investment and final exit date

of those 423 realized companies being 4.5 years.

We also considered broader categories

beyond this particular fund, including realized

companies across all the private capital funds

throughout Commonfund Capital’s history. Over

that time, there have been more than 9,600

company realizations dating back to our first

venture capital, U.S. private equity and global

ex-U.S. private equity funds. These companies

have an average holding period of 5.2 years.

Second, we calculated a duration of the weighted

YEAR # OF INVESTMENTS
2000 40
2001 73
2002 68
2003 101
2004 113
2005 91
2006 54
2007 6
2008 3
2009 1
2010 1
20Mm 1
2012 0
Total 552

average cash flows, using monthly data for the

This analysis is for illustrative purposes only,

and does not necessarily represent the actual

returns an investor may have received.

First, we looked at the average age of fully

realized companies in the fund. The underlying

managers in the fund invested in 552 invest-

ments, with the majority of those investments

made between 2001 and 2005. Approximately

423 investments in the portfolio were fully realized

U.S. private equity fund. The fund called capital
from investors between January 2000 and
August 2007. The average time it took the fund
to call capital, weighted by the size of the capital
call, was 4.0 years. The fund first distributed
capital back to investors in December 2000. The
average time it took the fund to distribute
capital back to investors, weighted by the size of
the distribution, was 8.2 years. The delta
between the average capital call and distribution

duration was 4.2 years, demonstrating that the

NET CAPITAL INVESTMENT — THE FUND

In the private equity
fund case history, the
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Accounting for capital calls and distributions back to investors,

the actual time capital is locked up may be less than half of a partnership’s 12-year life.

dollar-weighted average time between capital

being invested and capital being distributed is
substantially less than half of the 12-year term
of the fund.

The fund began distributing capital back
to investors while continuing to make new commit-
ments to managers and also making capital
calls. The “net capital investment,” or percentage
of investors’ capital invested, never exceeded
51 percent of the total commitment amount over

the life of the fund when netted against

RETURN GOAL ON CASH INVESTED
Finally, we considered the average time for each
capital call to achieve a return of 1.8x to investors,
which is our goal for return multiples on our
private equity strategies. For this analysis, we
assumed the capital committed in the first
capital call was returned as the first distribution,
much like a first-in-first-out, or “FIFO,” calcu-
lation where the first dollar invested is the first
dollar distributed. (We note that this would
not always be the case as investment time periods
vary widely by company.) Using this assumption,
we calculated that each dollar invested returned
$1.80 (1.8x) in cash back to investors within an
average of 4.6 years (weighted by dollars called).
As our analysis demonstrates, it can take
approximately four to five years for companies
to become fully realized and capital
distributed. Below is a table summarizing

results of our analyses.

CONCLUSION

When considering their illiquidity budget

and liquidity needs, institutional investors should
understand the true illiquidity of a private
capital program. The data cited here provides
evidence that the actual time investors’

capital is locked up may be less than half of the

distributions. stated 12-year life of a partnership. ||
ANALYSIS NUMBER OF YEARS
Average age of fully realized investments 4.5
Weighted average duration between capital calls and distributions 4.2
Weighted average time for capital call to return goal (1.8x) 4.6
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DISCLOSURE STATEMENT

Commonfund Insight for Strategic Investors (“Insight”) has been prepared
and published by The Common Fund for Nonprofit Organizations and its affiliated

companies (collectively, “Commonfund”).

Any mention of Commonfund investment fund(s) within /nsight is not intended to
constitute an offer to sell, or a solicitation of an offer to buy, interests in such
fund(s). Offerings of any interests in funds (or any other securities) may only be
made by means of formal offering documents, such as Information for Members
(for endowment funds) or the applicable confidential placement memoranda.
Investors should consult the offering documents and any supplemental materials

before investing. Read all materials carefully before investing or sending money.

Statements made by third-party authors, interviewees or by Commonfund authors
in Insight that pertain to any class of security, or that of a particular company(s),
may not be construed as an indication that Commonfund intends to buy, hold or sell
such securities for any fund, or that it has already done so. Mentions of successful
companies should not be read to predict the future performance of those companies

or of any fund.

Economic and investment views presented by any authors within /nsight do not
necessarily reflect those of Commonfund. Views advanced by third-party authors
may be based on factors not explicitly stated in /nsight. Views contained within
Insight (including views on asset allocation or spending policies, as well as invest-
ment matters) must not be regarded as recommendations or as advice for the
reader’s investment use. Additionally, all economic and investment views presented
are based on market or other conditions as of the date of this publication’s
issuance, or as otherwise indicated. Commonfund disclaims any responsibility to

update such views.

Investment managers utilized by Commonfund may or may not subscribe to the
views expressed in Insight when making investment decisions for Commonfund
funds. The views presented in /nsight must not be interpreted as an indication of the

trading intent of managers controlling Commonfund funds.

Past performance of any Commonfund fund is no guarantee of future results.

Securities offered through Commonfund Securities, Inc. (“CSI”), a member of FINRA.
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