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Executive Summary

The global financial crisis of 2008 brought the booming private equity market
to a halt. llliquid markets, cash-strapped investors and the scarcity of credit
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conspired to bring a multi-year bull run to an end. As confidence, economic
stability and liquidity returned in 2009, public markets rallied sharply. Private
equity activity, however, remains sluggish.

The SEI Knowledge Partnership surveyed institutional investors in order to

gauge their sentiment regarding their private equity investments. The survey was
completed by senior investment professionals at 51 organizations ranging in size
from less than $500 million to more than $20 billion in assets. Most participating

organizations were foundations, endowments, or public pension funds.




Private Equity Investors — Committed Yet Concerned

Private Equity Still Valued as
Source of Return Potential and
Diversification

The survey revealed that institutional investors
continue to view private equity as an important
source of return potential and diversification for
their portfolios. Target allocations have remained
relatively stable among the investors surveyed, with
a current average allocation of approximately 10% of
total portfolio assets. Moreover, investors planning to
increase their private equity investments during the
coming year outnumber those planning to decrease
their investments by a factor of nearly two to one.

Investors Have Concerns
Nonetheless

Despite this relative stability and optimism, institutional
investors continue to be concerned by liquidity,
performance, valuation, and transparency issues.
These concerns have caused them to be ever more
attentive and diligent as they select private equity fund
managers, paying particular attention to the quality

of management teams, the clarity of investment
processes, and the depth of sector expertise.




Private Equity Managers Must
Institutionalize Responses to
Investors’ Concerns

Private equity managers are no doubt familiar

with these investor concerns, and many have

had to address them by compromising on capital
commitments and, in some cases, reducing fees.
Nevertheless, it is critical for managers to appreciate
that investor concerns regarding valuation and
transparency, in particular, are not transitory but
represent an evolution in investor expectations

and are standard due-diligence focus areas.

As a result, managers would be well-served by
embedding transparency into their cultures and
processes by standardizing their specific responses
to transparency requests. While managers may

not need to provide the same level of transparency
to all clients, standardizing and institutionalizing
transparency practices will not only create
efficiencies, but also enable a consistent and
improved client (i.e., investor) experience. Similarly,
valuation practices should be standardized based
on industry best practices (e.g., having a pricing
committee comprised of individuals who provide

appropriate checks and balances).

A Different Kind of Relationship

Given the scarcity of cheap, readily available credit
and the current overhang of committed capital, it

is likely to be some time before we see a return to

the levels of past private equity activity. Despite this
sluggish environment, there is little doubt institutional
investors remain committed to their private equity
investments. It is equally clear that private equity fund
managers are increasingly likely to hear their investors
voicing concerns regarding liquidity, performance,
transparency, fees and valuation. Allocations may not
change materially, but the dialogue between private
equity investors and their managers will likely become
even more animated and substantive in the months
and years to come.
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Private Equity Investors — Committed Yet Concerned

Introduction

When global credit markets froze during the latter half of 2008, private equity activity ground to
a halt. For managers, the lack of debt financing made it virtually impossible to complete deals
toward the end of the year. Increasingly nervous investors second-guessed the multiples paid for
past investments, fretted over the illiquid nature of their private equity holdings, and struggled to
fulfill capital commitments for existing private equity investments.

As we approach year-end 2009, it appears a thaw is underway. Credit is more readily available,
though terms are still not particularly favorable. The number of initial public offerings is rising,
providing an exit for some existing private equity investments. Risk premiums have reached
more attractive levels, and while still modest compared to the past few years, fund raising is on
pace to exceed the annual amounts raised from 2001 through 2004 (see Figure 1). These trends
highlight the relatively robust appetite for private equity among institutional investors, although
both fund raising and investments are substantially lower than recent record years. In summary,
investors may be more skeptical and risk averse than pre-crisis, but many continue to view

private equity as an important source of return potential and diversification.

Figure 1: Global private equity market
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Survey Results

To help gauge investor sentiment regarding their private equity investments and validate
whether a thaw is taking hold, the SEI Knowledge Partnership surveyed institutional investors
regarding their views on private equity. The online survey was completed by senior investment
professionals at 51 organizations ranging in size from less than $500 million in assets to
more than $20 billion. The goal of the survey was to analyze current behavior, motivations,
and concerns of investors to provide useful insights to private equity managers and investors
seeking benchmark data and trends in the private equity space. Three-quarters of participating
organizations were either foundations or endowments, with most remaining participants
identifying their organizations as public pension funds.
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Private Equity Investors — Committed Yet Concerned

Motivations for investing in private equity vary, with
most institutional investors citing two or more reasons
to invest. Return potential and portfolio diversification
are the most common, each cited by more than two-
thirds of survey participants as important objectives
(see Figure 2). Producing non-correlated returns is an
important objective for 42% of respondents, making it
the third most commonly cited reason.! More than a

More than 40% of the institutional investors (and 77%
of those with more than $1 billion in assets) report
that they have invested in private equity for ten years
or more (see Figure 3). This is notably higher than the
20% of institutional investors in the U.S. who have
invested in hedge funds for ten years or more.? The
remaining respondents exhibit widely varying levels of
private equity investing experience.

third of respondents indicate an interest in the ability Given the illiquid nature of the asset class, it is no

o exploit market opportunities, perhaps reflecting surprise most investors take the long view when it

an opportunistic view of distressed investing. Larger comes to their private equity investments, particularly

investors were significantly more likely to focus on when compared to their other holdings. Half of all

market opportunities, whereas smaller investors were . . .
respondents report an investment time horizon

far more likely to cite reduction of volatility as a reason extending more than ten years into the future (see

for investing in private equity. Figure 4). Over a quarter apply an investment horizon

of six to ten years to private equity investments.

\

Figure 2: Main objectives™ in allocating to private equity (% of respondents)
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Figure 3: Length of time investing in private equity (% of respondents)
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'Emerging research validates these objectives, suggesting that private equity outperformed public markets during the worst of the recent
financial crisis. For example, London-based research firm Pregin recently issued a report finding that, during the 12 months ending March 31,
2009, private equity returned -30%. In contrast, over the same twelve-month period the S&P 500 returned -38.1%, the MSCI Europe returned
-49.9%, and the MSCI Emerging Market Index returned -47.1%. See also Tom Johansmeyer, “Private equity returns down 30 percent — and
that'’s the good news,” DailyFinance, October 19, 2009.

2 SEI Knowledge Partnership & Greenwich Associates, “Hedge Funds Under the Microscope,” January 2009.



Figure 4: Investment time horizon for private equity investments (% of respondents)
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Private equity accounts for a relatively small slice allocation is 9.9%, with larger organizations tending
of portfolio assets at most organizations responding to have slightly higher targets (see Figure 6). Actual
to the survey. Despite a pronounced shift in asset allocations fall slightly short of stated targets in many
allocation toward alternative strategies by many cases, resulting in an average actual allocation of
endowments and pension plans in recent years, 8.8% (see Figure 7). Smaller organizations are more
almost two-thirds of the organizations responding likely to be underweighted relative to their targets.

to this survey indicate that allocations to private Larger organizations with more than $1 billion of
equity account for 10% or less of all portfolio assets are more likely to have actual allocations
assets (see Figure 5). The current average target aligned with their stated targets.

-

Figure 5: Current target allocation to private equity (% of respondents)
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Private Equity Investors — Committed Yet Concerned

Figure 6: Current target allocation to private equity
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Figure 7: Current actual allocation to private equity
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Figure 8: Planned changes to private equity allocation
over the next 12 months (% of respondents)
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The vast majority (76%) of respondents plan to

hold their allocations steady over the coming year
(see Figure 8). Less than 8% plan on lowering their
allocations. Of the remaining 16% increasing their
allocations to private equity, most plan to do so at

the expense of their allocation to actively managed
equities. The group increasing their allocation is
characterized by investors of all sizes, who tend to
have slightly lower current allocations to private equity
than the survey universe as a whole. Most say they
are planning modest increases of 1% to 2%, although
more than a third said they will increase their private
equity allocation by 3% to 5%.



Two-thirds of survey respondents report they make
their private equity investments as limited partners
in private equity funds (see Figure 9), and over half
invest via funds of funds — indicating that many do
both. Co-investment vehicles and direct investments
are exceedingly rare among survey respondents.
Additionally, only 30% of all respondents say they
participate in the secondary market, but larger

organizations are much more likely to do so than
their smaller compatriots (see Figure 10). Sellers of
secondaries currently outnumber buyers, as some
organizations attempt to unwind positions built up
over recent years.? As liquidity returns to the market
and spreads narrow, activity in the secondary market
is likely to increase.

Figure 9: Means* of investing in private equity (% of respondents)
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Figure 10: Participation in private equity secondary market (% of respondents)
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3A number of endowments attempted to sell off parts of their private equity portfolios in the midst of the financial crisis without much success.

Even as markets stabilized and began to recover during the first half of 2009, bids for private equity assets in the secondary market were
heavily discounted. Craig Karmin and Peter Lattman, “Stanford Puts $1 Billion in Assets on Block,” Wall Street Journal, October 3, 2009.
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Figure 11: Factors considered when selecting private equity managers
(Higher = More Important)

Quality of
Management Team

Clarity of
Investment Philosophy

Sector Expertise

Compliance
Infrastructure

Portfolio Transparency

Quality of Reporting
and Communications

Investment Performance
(2 -3 Years)

Overall Client Service

Fees

0.0 0.5 1.0 15 2.0 25 3.0 35 4.0
Average Rating

Source: SEI Knowledge Partnership, 2009

/

When it comes to selecting private
equity managers, institutional investors
rely on a wide variety of criteria. Given
the opportunity to rate these factors
on a scale of 1 (least important) to 4
(most important), survey participants
provide responses in a strikingly
narrow range (see Figure 11). At the
top, with an average rating of 3.7, is
the quality of a firm’s management
team, including its credentials,
pedigree, and industry reputation.
Clarity of investment philosophy (3.6)
and sector expertise (3.5) round

out the top three criteria used when
selecting managers. Surprisingly, fees
play a significantly lesser role.

Coming so soon on the heels of the global financial
crisis in which liquidity (or lack thereof) played such
a prominent role, it is not surprising that liquidity

risk is the concern most likely to keep investors up

at night (see Figure 12). Poor performance, both
absolute and relative, is a key concern for nearly

as many respondents. Among the comments from
survey respondents, transparency — of the investment
process, holdings, and accounting methodology — is
cited as an important issue by multiple respondents.

Asking survey participants to identify the single
most important issue facing them as private equity

investors elicited a wide variety of responses, from
which several key themes emerge. Liquidity concerns
are again the most prominent, albeit in a variety

of guises. Most commonly cited is the matter of
meeting capital calls. Others are primarily concerned
with delayed returns from existing investments

due to longer time frames to realize profits. Yet
another variation on the liquidity theme came from a
respondent who noted that liquidity constraints had
reduced their ability to maintain the desired vintage-
year diversification.

4There is little doubt that liquidity is gradually returning to the market, as evidenced by the Blackstone Group’s recent announcement that
it would soon be taking eight of its portfolio companies public. Zackary Scheidt, “Blackstone Successfully Plays Both Sides of the Market,”

SeekingAlpha, October 12, 2009.

Investment opportunities and the credit to finance them are still a far cry from pre-crisis days, however, and some funds have simply decided
to let their cash-strapped limited partners reduce the size of their commitments. Peter Lattman, “Buyout Firm Sun Capital Offers to Cut Fund’s

Size,” Wall Street Journal, October 16, 2009.



Performance is also seen as a key issue, particularly
in light of the cost, risk, and illiquidity associated with
private equity as an asset class. Several investors note
that the relatively high cost of private equity investing
means that only exceptional returns are worthwhile.®

A number of respondents say their most pressing
issue is quality deal flow. Interestingly, this position
reflects two diametrically opposing viewpoints. Some
investors say attractive investments are scarce. Others
bemoan the fact that they cannot take full advantage
of the plethora of attractive investment opportunities
available to them at a time when valuations are
relatively low. One respondent goes so far as to assert

that the 2009-2010 vintage will produce some of the
best returns in “anyone’s careers.”

A number of respondents fretted over the difficulty in
valuing private equity investments, with some going
on to add that this particular issue created challenges
when communicating with their boards. At least one
respondent, a senior professional at an organization
with more than $20 billion in assets, is not overly
concerned with current valuations or how they are
calculated. Instead, he says that the biggest issue
facing him was “...reminding the board that this is a
long-term asset that has performed well for them over
the prior 20 years. Stay the course!”

-

Figure 12: Concerns* about private equity investments (% of respondents)
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SWhile the majority of fund managers are not deviating from their existing fee structures, some have begun to trim or refund fees. Mark Calvey,
“Private Equity Firm TPG Trims Its Fee,” San Francisco Business Times, October 22, 2009.

At the same time, some prominent investors are opting to manage more assets in-house, in part to rein in fee expenses. Craig Karmin,

“Harvard Endowment Regroups,” Wall Street Journal, August 24, 2009.
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Private Equity Investors — Committed Yet Concerned

Conclusion

The private equity market is exhibiting signs of life after having almost

ground to a complete halt during 2008. Institutional investors are more
skeptical and risk-averse than they were prior to the financial crisis, but many
continue to view private equity as an important source of return potential

and diversification for their portfolios. Most investors continue to take the
long view, and allocations remain relatively stable. Nevertheless, liquidity and
performance concerns continue to weigh on many institutional investors. And
given the industry’s reliance on leverage and the huge overhang of committed
capital, it is likely to be some time before we see a return to the levels of
activity during 2006 to 2008. In the meantime, institutional investors remain
committed, relying on their private equity investments to provide performance
and diversification benefits to their long-term portfolios.




Notes on Survey Methodology

SEl Knowledge Partnership surveyed institutional
investors regarding private equity investments
from mid-August to mid-September of 2009. The
online survey was completed by senior investment
professionals at 51 organizations. Data was
aggregated, validated, and analyzed during late
September.

Three-quarters of participating organizations were
either foundations or endowments, with most
remaining participants identifying their organizations
as public pension funds. Organizations with less
than $500 million in assets accounted for more than
half of the survey universe (see Figure 13). One out
of four participants reported $1 billion of assets or
more, ranging up to organizations with assets in
excess of $20 billion.

About SEI

SEI (NASDAQ:SEIC) is a leading global provider of
outsourced asset management, investment processing
and investment operations solutions. The company’s
innovative solutions help corporations, financial
institutions, financial advisors, and affluent families
create and manage wealth. As of September 30, 2009,
through its subsidiaries and partnerships in which the
company has a significant interest, SEl administers
$383 billion in mutual fund and pooled assets and
manages $156 billion in assets. SEI serves clients,
conducts or is registered to conduct business and/

or operations, from numerous offices worldwide. For
more information, visit www.seic.com.

SEl's Investment Manager Services division provides
total operations outsourcing solutions to global
investment managers focused on mutual funds, hedge

Figure 13: Survey respondents by size (% of respondents)
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and private equity funds, exchange traded funds,
collective trusts, separately managed accounts and
institutional and private client services. The division
applies operating services, technologies, and business
and regulatory knowledge to each client’s business
objectives. Its resources enable clients to meet the
demands of the marketplace and sharpen business
strategies by focusing on their core competencies.

The SEI Knowledge Partnership is an ongoing source
of action-oriented business intelligence and guidance
for SEI's investment manager clients. It helps clients
understand the issues that will shape future business
conditions, keep abreast of changing best practices,
and develop more competitive business strategies. The
Partnership is an initiative of SEI's Investment Manager
Services division.
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