Perspectives

2018 Market Preview: Private Equity

RELATIVE OPPORTUNITY FUELING GROWTH

Private equity investors in 2017 benefited from strong overall
industry performance, with U.S. funds up 12% YTD,' exceeding
the growth of U.S. small cap equities with the Russell 2000 up
11% over the same time horizon. This year international private
equity funds have broadly outperformed U.S. private equity funds,
reversing the consistent outperformance delivered by U.S. funds
since the credit crisis, with buyout funds on average producing the
strongest performance across the industry up 17% YTD? and with
venture funds lagging, only up 9% YTD.?

2017 will best be remembered for the robust fundraising efforts
of private equity managers as they collected over $400 billion

of global commitments. Investors continue to pour capital into

the private equity market as they seek attractive relative returns
in an increasingly expensive market. We believe institutional
portfolios that can withstand the illiquidity risk should have or
maintain reasonable exposure to private equity as asset class
returns are likely to continue to outpace the future returns of most
other asset classes, improving the overall risk-adjusted returns of
portfolios.
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Exhibit 1: Average U.S. Private Equity Fundraising
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Exhibit 2: Collective Industry Fundraising and Dry Powder
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Strong fundraising has built the level of dry powder across the industry to over $1.4 trillion. Fundraising
accelerated in 2017 due to an increase in the average fund size to $542 million, up 33% YoY, aided by the
significant growth of buyout funds in the upper-middle market combined with the successful raises of two
of the largest funds on record with SoftBank’s $93 billion Vision Fund and Apollo’s $24.7 billion Fund IX.
Additionally, fundraising has benefited from the expanding number of funds investing in private credit,
international, and emerging markets.
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Exhibit 3: Market Capitalization: U.S. Private Equity vs. U.S. Equity
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From an overall capitalization perspective the U.S. private equity industry has actually declined over the last
seven years relative to the U.S. public markets. This is primarily due to rising valuations which have contributed
more to the strong public market performance over this cycle.

The market environment has presented many opportunities for managers as elevated valuations, the duration
of this market cycle, and aging populations are attracting high quality private businesses to market. Many
business founders from the baby boomer generation are selling their companies to private equity firms as they
near retirement, lack a logical successor, or are simply attracted to sell at these high valuation levels.

Exhibit 4: Global Transaction Volumes
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Private equity managers must now work harder to uncover attractive investments, which requires expanded
sourcing and thoughtful underwriting efforts. Despite the rising levels of dry powder, transaction volume is
consistent with recent historical levels, with far fewer mega deals, and high valuations have slowed the pace
of capital deployment. In fact, industry transaction volume is substantially below the peak levels experienced
in 2006 and 2007. Exit activity remained lighter than expected as both strategic and financial acquirers were
reluctant to deploy capital at elevated valuations ahead of potential tax reform. Venture and growth equity
exits were also lighter due to a few high profile IPO failures, primarily Snap and Blue Apron which have since
declined nearly 50% and 68%, respectively. Private equity funds typically deploy capital over the first 4-6
years of the fund; the light transaction volume and growing dry powder indicates the industry is hesitant to
deploy capital at these multiples and quality businesses were reluctant to sell prior to tax reform. However,
managers are careful not to wait too long since funds charge fees on undeployed capital which can diminish
future returns. Due to this dynamic, we believe transaction volumes are unsustainably low and should point to
an inflection in transaction volume over the next few years.

Exhibit 5: Investment Opportunity Set: U.S. Private Equity vs. U.S. Public Equity
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The industry continues to expand as new investors and managers are attracted to the broader investable
opportunity set within private markets. The robust levels of private capital available should continue to allow
businesses to remain private longer, as private equity managers take their turn strategically improving and
growing privately held companies into larger and more sustainable enterprises. Over time we should see
additional growth in the investable universe as the industry further penetrates the 6+ million privately owned
businesses in the U.S.
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Across the private equity industry valuations have trended higher, partly due to improving fundamentals for
small businesses in the U.S., and partly due to an increasingly attractive sellers’ market, as strategic and financial
buyers are anticipated to deploy capital over the next few years. It should be noted, however, that these
valuations — now averaging 10.7x EBITDA — still remain well below public market valuations. Throughout this
growth cycle private valuations have not risen as significantly as they have in the public markets. Over the last
decade valuations for private equity have averaged a 20-40% discount to the Russell 2000 (Exhibit ).

Exhibit 6: Valuations: U.S. Private Equity vs. U.S. Equity
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LOOKING FORWARD TO 2018

In evaluating the pipeline of funds expected to fundraise in 2018 — assuming the capital markets hold up — we
are likely to see another very strong fundraising environment as the investor appetite for private equity remains
elevated. In an overall expensive market, private valuations are less inflated which should continue to attract
capital from valuation sensitive investors as they rebalance portfolios. However, we believe 2018 is more likely
to be defined by a significant increase in volume and size of market transactions as capital is deployed following
tax reform and consecutive years of aggressive fundraising.

With a growing supply-demand imbalance, we believe private market valuations are likely to be supported
at these levels as capital is deployed. This sellers’ market should deliver strong returns for existing investors
while generating a slightly lower return for recent and future investors. The reduced benefit from multiple
expansion and increased pressure to deploy capital is likely to widen the dispersion of industry fund returns.
High quality managers with established track records, dedicated resources, strong sourcing capabilities,
rigorous underwriting, and the ability to actively contribute to the growth of small and mid-sized companies
should separate the performance of funds within recent and future vintages.

We believe tax reform will ultimately have a positive impact on the private equity industry due to the significant
reduction of the effective corporate tax to 21%. Undoubtedly, the most critical threat for the industry centers on
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the reduced deductibility of interest expense. When acquiring a company, it is common for private equity firms
to borrow 50-65% of the transaction value from either a bank or private credit fund. The private equity fund has
historically been able to write-off all of the interest expense from this loan, but tax reform has now limited the

deduction to 30% of EBITDA. This limitation will limit the use of more aggressive capital structures and reduce
investment returns from managers focused on the mid-to-large buyout market where more leverage is most
commonly used on stable business acquisitions. As structured, these tax reform measures are inherently pro-
cyclical, as they significantly lower the effective tax rates on businesses which should help to accelerate their
growth which more than offsets the negative impact from the change in interest deductibility. However, in a
less favorable market environment the reduction of interest deductibility may require a struggling business to
pay a larger portion of its declining profits in taxes, thus increasing the financial stress on the business.

Exhibit 7: Transaction Multiples: Buyout Multiples by Enterprise Value
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We believe investor focus in 2018 should remain on high quality managers within the small buyout market.
These managers should see attractive opportunities generating above market returns as they benefit from
persistent market inefficiencies. In this increasingly competitive environment, small businesses should continue
to benefit the most from a private equity firm’s active management approach and strategic advice to accelerate
growth. Furthermore, the successful scaling of small businesses should allow for multiple expansions as the
business is more efficiently sold into a significantly larger pool of capital. ®

' Based on preliminary performance of the Cambridge Associates LLC U.S. Private Equity Index through September 30, 2017
2Based on preliminary performance of Cambridge Associates Global Buyout Index through September 30, 2017
3Based on preliminary performance of Cambridge Associates Venture Capital Index through September 30, 2017
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused client service approach and careful research. Marquette has served a single mission since 1986 —
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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