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ven the challenging investment return environment that we are living in,

investors bave turned to alternative assets in order to generate extra return,

capture additional yield and diversify their portfolio. These assets include
private equity and infrastructure. The risk and return profiles of these emerging
asset classes matter to actuaries in various functions: asset-liability management,
pension valuation, risk management and asset management. At the last Society of
Actuaries Investment Symposium, beld in Philadelphia on March 26-27, Jfobn Gray,
a partner with Adams Street Partners, a private equity firm based in Chicago, and
David Rogers, a founding partner with Caledon Capital Management, an advisory
firm dedicated to the private equity and infrastructure market and located in Toron-
to, provided an overview of these asset classes. Following the positive reviews received
from symposium attendees, they have agreed to write an article based on their pre-
sentation. The article will start with a review of private equity investing and will
conclude with an overview of the infrastructure market.

PRIVATE EQUITY OVERVIEW

Although private equity investing has been around for more than 40 years,
in its infancy it was considered a boutique asset class, comprising a relatively
small percentage of the investable universe of available assets. Even today as
awareness of private equity has increased, and it has become an accepted and
commonly used investment by many institutional plans, private equity still
only represents about 4 percent of the investable pool of global assets.

In the early days, the private equity universe was limited to venture capi-
tal (VC) funds—often located either on the West Coast (Silicon Valley) or
the Northeast corridor of the United States (near Harvard University and
MIT). As private equity gained greater exposure and acceptance, so have the
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An Introduction to Private Equity and Infrastructure Investing—CONTINUED FROM PAGE 1

number of private equity vehi-
cles, strategies, consultants and
investor groups.

In today’s environment, inves-
tors can access private equity
through VC funds or a lever-
aged buyout (LBO) fund, or a
hybrid of the VC/LBO—such
as a co-investment vehicle
or secondary vehicle. Each
of these types of funds has a
unique combination of private
equity assets and each gener-
ates unique risk return charac-
teristic.

The following graphic illus-
trates the evolution of private
equity as an assets class:

many private equity cycles is
that size is the enemy of re-
turn in private equity. In the
chart on page 6, we track the
amount of assets raised annu-
ally in various private equity
vehicles (as represented by the
vertical bars). The dots rep-
resent vintage year returns (a
combination of all fund returns
that come to market in a specif-
ic year). As one can clearly see,
in the years leading to the peak
of assets raised there is a corre-
sponding decline in returns for
the aggregate market of private
equity assets.

So what makes private equity
interesting and would lead an

achieved because of market in-
efficiency and negotiated trans-
actions.

There are a number of attri-
butes of the private equity mod-
el that foster an environment of
strong long term investment
performance. First, the long
holding periods allow the Gen-
eral Partners (GPs) to focus
on fundamentally building the
business to maximize results in
the long-term—since they are
not concerned about meeting
quarterly earnings estimates.
On the other hand, if you in-
vest in an LBO fund that will
buy eight to 12 companies over
the next four years, your invest-

Nonetheless, to draw the con-
clusion from this long-winded
answer that private equity is an
illiquid asset that can be subject
to high volatility is short-sight-
ed. There have been many stud-
ies by leading academics that
prove that higher private equity
returns more than compensate
an investor for the illiquidity
that comes with the asset class.
In fact, based on industry data
and academic studies, private
equity has consistently out-
performed the public markets,
making it a very attractive asset
class for investors with long-
term investment objectives such
as funding and meeting pension
plan obligations. In addition, an
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As an asset class, private eq-
uity does not scale as easily as
other mainstream asset classes
such as publicly traded equi-
ty or fixed income markets.
In fact, one characteristic we
have strong convictions about,
based on our observations of

investor to include it as part
of a diversified portfolio? The
simple answer is the potential
for higher risk-adjusted returns
which are not perfectly cor-
related with other asset classes.
The additional alpha (the re-
turn in excess of the compen-
sation for the risk borne), is

ment is subject to each one of
those companies maturing and/
or restructuring over several
more years. In most cases, you
will experience a long holding
period for some portion of your
original investment that may be
in excess of 12 to 15 years.

investor that builds a private
equity portfolio with multiple
high quality and proven man-
agers, diverse private equity
sub-classes, and numerous vin-
tage years can protect against
poor outcomes and potentially
capture outsized returns.

CONTINUED ON PAGE 6
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With regard to portfolio con-
struction, we used our compa-
ny’s risk model to estimate the
impact of private equity"? ex-
posure’ on a standard equity?/
bond’ portfolio’s Sharpe Ratio
(The Sharpe ratio is the average
return earned in excess of the
risk-free rate per unit of vola-
tility or total risk. The higher
the Sharpe Ratio, the better the
fund’s historical risk-adjusted
performance).

Our research indicated that if
an institution is not subject to
illiquidity risk, additional pri-
vate equity assets® added to the
portfolio will increase the over-
all return as well as increase the
Sharpe Ratio.” After approxi-
mately 40 percent of the stock/
bond portfolio was invested
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in private equity, the overall
volatility reversed and began
to increase with any addition-
al private equity added to the
portfolio.

Up until now we have focused
on “private equity” as an asset
class without explaining the
different types of fund invest-
ments or strategies that are
available to private equity in-
vestors. An institution can be a
private equity investor a num-
ber of different ways, such as:

* buying a private company
and managing it internally
(sometimes referred to as a
“portfolio company”);

* investing in a fund that will
buy and manage companies;
or

* hiring a fund-of-funds
manager that pools your
capital with others and has
more buying power and di-
versification, and hopefully
more private equity knowl-
edge.

Some of the most common pri-
vate equity subclasses are out-
lined below.

By investing directly into a
VC Fund or LBO Fund, one
is making a legal commitment
through the life of the vehicle
(12 to 15 years). Although sec-
ondary buyers have created a
way of transferring this legal
obligation, one should assume
that once you commit you will
have a “long only” position in

the asset class through this ob-

ligation—all the way to the ma-
turity of the investment, when
portfolio funds and companies
have been liquidated and the
distribution of their proceeds
has been returned to its inves-
tors or Limited Partners (LPs).

The long life of a fund is trou-
blesome for portfolio construc-
tion and tactical asset alloca-
tion. If an investor evaluates
their portfolio’s asset allocation
and determines that the ex-
pected return for private equity
may be lower relative to his-
torical returns, there is a cost
to sell a long-only position in
the marketplace. To turn the
example around, a shift in mar-
ket trends and relationships
may give rise to an opportuni-
ty for private equity managers,
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Description

Invests in established companies,
often with the intention of improving
operations and/or financials

Provides capital to new or growing
businesses with perceived, long-term
growth potential

Targets profitable, but still maturing,
investee companies with significant
scope for growth

Buys corporate bonds of companies
that have either filed for bankruptcy or
appear likely to do so in the near future

Acquires stakes in private equity funds
from existing limited partners

Invests in a diversified mix of private
equity partnerships

Debts used to finance acquisitions and
buyouts

Includes infrastructure, natural
resources, and other private asset
classes

15.0%

which you can access through
private equity funds. However,
the factors that gave rise to the
opportunity can change quick-
ly; after 24 months of good re-
turns you may have to live with
that fund for another 10 years
or more. Therefore, it is very
difficult to “time” investments
in private equity. In fact, we
believe strongly that private eq-
uity investors should maintain
a steady, balanced approach to
investing in the asset class.

Secondary funds have a place
in a private equity portfolio,
and they can invest tactical-
ly based on economic market
conditions. A secondary fund
will buy a private equity fund
from another investor (or Lim-
ited Partner) that needs liquid-
ity. The fund will hold or own
interests in companies that the
GP purchased during its invest-

CONTINUED ON PAGE 8
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An Introduction to Private Equity and Infrastructure Investing

ment period (typically three to
five years). Since the second-
ary manager has the ability to
price the underlying companies
based on their analysis, and
negotiate with the seller, they
have the ability to take advan-
tage and set pricing based on
economic conditions and cur-
rent growth prospects for the
companies. During the finan-
cial crisis of 2008, there were
numerous opportunities for
secondary managers to create
liquidity for distressed sellers at
a deep discount to the market
value of their portfolio. It may
have come with risk, but it was
an example of how the second-
ary funds were tactical in pri-
vate equity investing.

What are the options available
to an institution for building a
private equity portfolio? One

could invest in private equity by
purchasing companies, growing
revenues, making them more
efficient on the cost side and
then selling them at a price
higher than the purchase price.
The large Canadian public
pension plans (Ontario Teach-
ers, CPP, OMERS, etc.) have
been investing in companies
for years and have been very
successful. However, the or-
ganizations that have done this
successfully are large programs,
with experienced and well-paid
professionals conducting the
activity and have enough re-
sources to diversify away the
risk with multiple companies.
This strategy is difficult to
replicate without substantial
resources in assets and expen-
sive investment professionals.
Therefore, there are really

Fund-of-Funds Manager Selection is also Important

three primary ways of begin-
ning a private equity program:

1. hire a staff of private equity
experts and pick funds;

2. hire a non-discretionary
manager to choose funds on
your behalf and piggyback
off of their research; or

3. hire a fund-of-funds advisor
to pool your capital with oth-
ers and build a diverse port-
folio of funds, secondaries
and co-investments.

From a cost perspective, the
most cost effective option de-
pends on the size of the pri-
vate equity allocation. As an
example, if you determine you
would like to invest $20 mil-
lion dollars every other year
into the asset class and you
want to pick funds yourself, you

may have difficulty achieving
the proper amount of diversi-
fication. You may also have an
issue with regard to accessing
the best—the highest quality
and potentially top-performing
funds, as these are more likely
than not going to be oversub-
scribed—leaving you with only
second or third tier managers
as investment options. Access
to the top der funds remains an
issue no matter what route one
chooses. The graph that follows
is quite busy, but it displays the
range of returns of vintage year
funds for different managers.
The chart shows the top ter
(i.e., quartile) fund versus the
bottom tier fund, as well as top
tier for fund-of-fund provid-
ers versus the bottom tier. The
critical point that this graph
makes is the differential in the
range of returns. In some years,
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there is nearly a 25 percent gap
between upper tier and bottom
tier performers, highlighting
the need for quality fund selec-
tion. Consistent quality fund
selection and access to the top
oversubscribed funds are most
critical in building a successful
private equity program.

No matter what route you
choose to build a private eq-
uity portfolio, the key compo-
nents to consider in a manager
are: direct access into top tier
funds, a well-written trade al-
location policy that distributes
the funds fairly, and one that is
multidisciplinary to help diver-
sify away the risks associated
with private equity volatility.

Finally, although private equi-
ty investments are long-term
binding commitments, port-
folio monitoring can still also
add value. Monitoring involves
playing an active role after in-
vestments have been made,
with the objective of reducing
risk, improving/creating li-
quidity, properly gauging val-
uations, evaluating reporting
performance and ensuring con-
formance with various terms
and covenants. Examples of
portfolio monitoring activities
include analyzing quarterly re-
ports, attending annual meet-
ings and making visits to the
underlying portfolio companies
as required. In addition, private
equity investors are often invit-
ed to sit on advisory boards.

INFRASTRUCTURE—A
GROWING ASSET CLASS

Infrastructure as an asset class
is growing increasingly attrac-
tive as institutional investors
seek investments that are more

resilient to economic cycles,
have lower correlations with
traditional asset classes, provide
predictable current yield, offer
less volatility and provide some
inflation protection. There’s no
question that infrastructure in-
vesting is becoming more pop-
ular in institutional portfolios.

The deterioration of aging in-
frastructure in developed mar-
kets coupled with a surge of
new projects in developing and
emerging markets is expected
to generate a steady four per-
cent annual growth rate for
infrastructure investment into
the second half of this decade,
pushing total investment re-
quirements to $4 trillion dol-
lars, according to Bain & Com-

pany.

Pension fund and
other institutional
continue to look to infrastruc-
ture as a growing part of their
asset allocation mix as it can
assist them in hedging some of
their long term liabilities, while

providing ongoing yield.

WHAT IS
INFRASTRUCTURE?

From an investment perspec-
tive, infrastructure can be de-
fined as asset-based businesses
providing essential services
that offer predictable returns.
Infrastructure assets are often
divided between economic and
social infrastructure assets.

investors
investors

Economic infrastructure en-
compasses assets that support
and sustain the economic activ-
ities of a region. These assets,
such as roads, bridges, airports,
ports, electric, gas and water
utilities, pipelines, and power

generation stations, can be de-
veloped and owned by either
government or private sector
enterprises. Private financing
for economic infrastructure,
particularly new projects has
been one way of financing in-
frastructure in OECD coun-
tries and is now becoming more
common in emerging econo-
mies.

Social infrastructure broadly
refers to facilities that provide
services to a community, such
as hospitals, courthouses and
schools. Historically, social in-
frastructure has been financed
exclusively by governments.
Several developed countries,
however, have a relatively long
track-record of allowing private
financing for social infrastruc-
ture, generically referred to
as public-private partnerships
(PPP). We will discuss PPPs
later in this article.

To drill down deeper within
economic and social infrastruc-
ture, a further categorization
exists based on the stage of
development of an infrastruc-
ture project. Greenfield as-
sets are those that are in the
development or construction
phase, while brownfield assets
are fully developed, operat-
ing and generating revenue.
While brownfield assets tend
to provide returns immediately
after acquisition via cash yield,
greenfield assets require a lon-
ger time frame to be developed
and constructed. Investment in
greenfield assets assumes con-
struction and ramp-up risk and
thus should provide for higher
returns.

BENEFITS OF
INFRASTRUCTURE
INVESTING

Diversification Benefit — In-
frastructure has historically had
a low correlation to other as-
set classes, which consequently
provides good diversification
for an institutional portfolio
containing equities and bonds.
Given the monopolistic char-
acteristics of many infrastruc-
ture assets and the relatively
low elasticity of demand for
the services provided, infra-
structure assets tend to weath-
er the downward storms that
are inevitably reflected in the
public markets. In this respect,
infrastructure can provide a
defensive component to an in-
vestment portfolio and is an
effective way to help diversify
market risk.

Liability Matching - Infra-
structure as an asset class can be
instrumental in providing long-
term return profiles that resem-
ble the long-term liabilities of
many institutions. Some public
pension funds will even place
their infrastructure investments
in the liability hedging bucket.
Infrastructure contracts and
industry regulations, often in-
clude provisions that tie service
price increases to the rate of in-
flation or allow the operator to
pass along higher costs, helping
to maintain profit margins as
inflation changes. This is par-
ticularly of benefit to pension
funds and insurance companies
with inflation-linked liabilities.

Low volatility — Infrastructure
investments should provide rel-
atively stable cash flow profiles
that are emphasized over cap-

CONTINUED ON PAGE 10
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An Introduction to Private Equity and Infrastructure Investing

ital gains in the overall return
equation. This return profile,
therefore, provides attractive
risk-adjusted returns with rel-
atively low volatility compared
to public markets.

Yield - With the continuing
low interest environment, in-
stitutional investors are hun-
gry for yield enhancing invest-
ments. With the right partner
and asset, infrastructure is able
to provide stable and attractive
yields with limited risk in low
interest rate environments.

Duration - Infrastructure as-
sets tend to be long lived. When
matched with  appropriate
commercial and/or regulatory
environments, infrastructure
investments can provide the
preceding characteristics over
a relatively long time horizon.

RISK/RETURN PROFILE
OF INFRASTRUCTURE
INVESTMENTS

Now that we understand what
infrastructure is and why insti-
tutions have chosen to invest
in it, we can begin to decon-
struct the asset class and start
assessing the different cat-
egories that exist within it
As you can see in the chart
attached, we have broken out
certain assets into catego-
ries that reflect their typical
risk-return profile.

i) Social Infrastructure: As
mentioned above, social in-
frastructure refers to facilities
and structures that are built
to support communities.
While social infrastructure
projects in the U.S. have gen-
erally been built by govern-
ments, in Canada, Australia
and the UK., governments

10 | AUGUST 2015 RISKS & REWARDS

have been active in using the
PPP model for new projects. In
this model the role of govern-
ment is essentially transformed
from that of a project developer
who retains and manages the
risks of the construction, de-
livery, and operation and main-
tenance of a facility, to that of
the long-term purchaser of the
services provided by the proj-
ect sponsors who are contract-
ed to build and maintain the
facility. Under this model, the
government agency provides
an availability-based payment
in return for the facility being
made available for public use on
time and on budget. In order to
maintain integrity in the bid-
ding process for these projects,
it must be conducted in a fair
and open manner, where strong
governance is set initially and
the process is run transparently,
thus reducing the risk of third
party improprieties. While the
benefits of this model to gov-
ernment are arguably extensive,
they are beyond the scope of
this article.

ii) Core and Core-Plus: Core
infrastructure assets are rela-
tively stable in nature and often
have high sustainable barriers
to entry. It allows for a long-
term hold period which pro-
vides pension fund investors
the flexibility of using the cash
flows from the asset to offset
their long duration liabilities.
Core infrastructure assets are
considered low risk and gen-
erally provide most of their
return through a healthy yield.
Core-Plus infrastructure assets
may also be regulated, however,
they are much more susceptible
to demand risks. Assets that fall
under this category include air-
ports, ports and railways. One
key attribute for both core and
core plus infrastructure assets is
the ability to generate inflation
linked cash flows which may
prove instrumental in hedging
inflation linked liabilities.

iii) Value-add: These types of
assets reside higher on the risk

curve and can be greenfield
or are operating in unregulat-
ed industries/markets. These
higher risks though are justified
by the higher return targets
these assets seek to generate
through both yield and capital
appreciation.

ACCESSING
INFRASTRUCTURE

How does one obtain exposure
to infrastructure? An institu-
tional investor can utilize vari-
ous structures to gain exposure
to this asset class. The most
feasible approach depends on
the investor’s strategy, liquidity
requirements, budget, size and
experience of the in-house in-
vestment team.

Unlisted Infrastructure Funds:
"This approach is very similar to
a private equity funds model.
A high-caliber fund manager
provides access to quality infra-
structure assets and enhanced
risk-adjusted returns. However,
with annual management fees
and performance fees, this ap-
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» Ports
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proach is typically the highest
cost method to access the space.
This approach does not require
a large in-house team of infra-
structure investment profes-
sionals and relies on the inves-
tor identifying top quartile fund
managers, which can often be a
difficult task. One drawback of
this structure for closed-end
funds is the tradeoff between
short- and long-term commit-
ment as many unlisted funds
start divesting after holding an
asset for a relatively short time.
A possibility exists to invest in
open-end unlisted funds which
theoretically put an investor’s
money to work immediately
and have the flexibility to hold
assets indefinitely. However,
competition for access to open-
end funds has grown recently
with investors waiting in long
queues before their money is
put to work. Liquidity may also
become a concern as it is limit-
ed to specific time periods and
may not be offered if an inves-
tor is seeking a quick exit.

Direct Infrastructure In-
vestments: Another method
of access is unlisted direct in-
frastructure investments. This
consists of direct investments
in the equity or debt of infra-
structure assets, and it requires
a strong degree of expertise in

infrastructure investing and a
higher risk appetite. Compared
to the fund method it is a low-
er cost alternative and can be
done through either leading or
co-investing with partners in a
particular asset. This approach
can also be implemented by
entering into a separately man-
aged account with an experi-
enced asset manager.

Listed Infrastructure: This
approach is ideal for investors
with significant liquidity re-
quirements. The investor sim-
ply buys shares or an index of
listed infrastructure companies
on an exchange. While this is
the lowest cost approach, these
investments are subject to pub-
lic market volatility and have
the highest correlation to equi-
ty markets.

CONCLUSION

As institutional investors search
for further portfolio diversifi-
cation, improved yield and in-
flation hedges, infrastructure
should continue to grow as an
asset class. The strong growth
profile it provides combined
with an increasing number of
investment opportunities and
strong return characteristics,
will make it an attractive asset
class for many years to come. l
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ENDNOTES

1

Defined as a globally diversified
set of private equity investments—
companies (or funds that invest in
companies) that are not listed on a
publicly-traded exchange.

Based on total return for the trailing
10 year period ended 9/30/2014

Based on Adams Street Partners’
factor-based risk model. Addition-
al details on the methodology are
available upon request.

Represented by the MSCI World
Total Return Index

Represented by the Barclays US
Aggregate Bond Index

Source: Burgiss. The Burgiss data
presented hereincludes a global set
of funds which are invested on a pri-
mary basis in buyout and excludes
secondary investments. Numbers
are subject to updates by Burgiss.
Burgiss is a recognized source of
private equity data, and the Bur-
giss Manager Universe includes
funds representing the full range
of private capital strategies; it may
not include all private equity funds
and may include some funds which
have investment focuses that Ad-
ams Street Partners does not invest
in. Data and caluclations by Burgiss,
sourced on February 5, 2015.

Calculated as (Expected Return —
Risk Free Rate)/(Expected Volatility).
Risk Free Rate is assumed to be 2%.

AUGUST 2015 RISKS & REWARDS | 11





