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ABSTRACT

This paper seeks to analyze historical data on private market funds to support the
hypothesis that private credit will be the next major area of focus for both General Partners (GPs)
and Limited Partners (LPs) in coming years. By utilizing quantitative data on the private market
fundraising environment, historical returns of private market funds, and qualitative data on GP
and LP outlook on different private market funds this paper will provide evidence in support of
this hypothesis with analysis specifically centered on private equity, private credit, and private
real estate funds.
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Chapter 1
Background

Defining Private Market Funds
“Private market fund” is a term that refers to a number of different financial vehicles.
According to Towers Watson, a leading investment consulting firm and expert on alternative
investments, “private markets is an umbrella term encapsulating a variety of illiquid investments
– that is, investments that cannot be sold at short notice and require a long-term investment
horizon and patient capital.” (Towers Watson, 2012). By accepting this illiquidity and longer
investment horizon, investors can access both alpha and beta through private market funds Alpha in the form of enhanced returns beyond public markets and beta in the form of
diversification from standard public vehicles. For investors with both the capital and time to
access these funds, the uncorrelated diversified returns are an attractive investment opportunity.
The major categories are private equity, private credit, and private real estate. Private equity
refers to funds that purchase equity stakes in privately held companies, or purchase equity in
publicly held companies and take them private. Private credit refers to funds that purchase debt
not publicly available, and private real estate refers to funds that invest in real estate also not
publicly available, or directly invest in real estate. Furthermore, the complexity of these funds
varies greatly. For example, within Private Equity there exist a number of different fund
structures outside of the standard buyout fund. “Secondaries” refer to funds that purchase
existing private equity stakes on the highly illiquid private equity secondary market. “Co-
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investment” refers to LP’s directly investing in a single company alongside a GP with whom
they have a relationship. There even exist Private Equity funds of Private Equity firms. These so
called “GP Stakes” strategies refer to Private Equity funds which purchase equity stakes in other
Private Equity firms giving them returns from the funds owned by the firm in which they are
invested as well as returns based on the fees charged by that firm they are invested in. Often this
complexity is what deters potential investors. Without a solid understanding, the illiquidity risk
and confusing nature of the funds can overshadow the potential returns.

Private Equity in the Post Financial Crisis Years (2009-2012)
Over the past few years, the popularity of Private Equity has grown tremendously, but it
was not always this way. In the years immediately after the financial crisis Private Equity as an
asset class struggled significantly while LP’s and GP’s tried to recover from the recession.
Preqin, the world’s foremost leader in alternative asset research, has been polling LP’s and GP’s
since 2009 to assess their attitudes towards Private Equity. In their most recent 2018 surveys,
they conducted research of over 550 LP’s across the globe, ranging from public pension funds to
endowments (Preqin, H1 2018). Additionally they track GP’s and collect data on returns from
thousands of funds as well as information on fundraising, fee structures, and more. This
information in aggregate helps to give an understanding of how the Private Equity market has
changed over time. Preqin found that in 2009, 40% of LP’s made no new commitments to
Private Equity funds and 26% of LP’s felt that returns on their Private Equity allocations had
fallen short of their expectations (Preqin, H2 2011). In 2010 the percentage of LP’s that made no
new commitments to Private Equity increased to 42%. Despite LP’s poor perceptions of the asset
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class, 54% of LP’s were below their target allocations to Private Equity indicating ample room
for growth in the coming years (Preqin, H2 2011).
In 2011 Preqin noted that the market continued to struggle, however there were some
signs of improvements. In particular, fundraising in Q1 and Q2 began to pick up and outpaced
that of 2010. Furthermore, only 19% of LP’s felt that their Private Equity allocations had fallen
short of their return expectations, a significant decrease from the 26% of LP’s in 2009 (Preqin,
H2 2012). By 2012, only 33% of LP’s were below their target allocations. 47% of LP’s made
new commitments to Private Equity funds in the first half of 2012, and in June of 2012, 44% of
LP’s responded that they planned to commit more capital to Private Equity funds by the end of
the year. In December of 2012, only 28% of investors were below their target allocations to
Private Equity, nearly half the 54% of 3 years prior. Though some LP’s were still struggling with
pre-crisis era funds (2006 and 2007 vintages) whose returns were significantly cut down by the
crisis, only 16% of LP’s felt that their Private Equity investments had fallen short of their
expectations, a strong improvement from the 23% of LP’s who felt that way in 2009 (Preqin, H2
2012).

Private Equity’s Growing Popularity and Possible Slowdown (2013 - Present)
In 2013, the momentum continued, and the market raised $481 billion, the largest amount
of capital since before the financial crisis. The percentage of LP’s dissatisfied with their returns
fell to 13%, and despite concerns over new regulations like the Dodd-Frank Act, Basel III, and
AIFMD (Alternative Investment Fund Managers Directive), 57% of LP’s made new
commitments to Private Equity in the first half of the year, showing continued growth in the
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space compared to the 47% that had done so in the year prior (Preqin, H1 2013). In December of
2014, only 8% of investors felt their Private Equity Investments fell short of their expectations
(Preqin, H2 2014).
In 2015, Preqin began to note a possible slowdown in the Private Equity industry. Dry
powder, the amount of uninvested capital that LP’s have committed to funds, had grown to $965
billion. 65% of investors reported concerns over high equity valuations. In 2016, this percentage
increased slightly to 67% (Preqin, H1 2015). Additionally, 56% of LP’s reported they were
concerned over the broader exit environment and 47% reported that they felt it would be harder
to find attractive investment opportunities than the year prior. In 2017, Private Equity remains
the largest alternative asset class, and is still popular with investors with only 5% of LP’s
reporting returns fell short of their expectations. However, the indicators of a potential downturn
that began in 2015 still persist with 70% of LP’s voicing concerns over valuations, 45%
reporting they felt it would be harder to find attractive investment opportunities than the year
prior, and 19% of LP’s reporting reduced confidence in the asset class (compared to only 9% in
2015) (Preqin, H1 2017). Paired with an unprecedented level of dry powder over $1 trillion, it
appears the asset class is at a crossroads, with both high popularity, and rising concerns over the
asset class’s ability to continue providing returns.
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Chapter 2
Industry Perspectives
Over the past decade since the financial crisis, the Private Equity Industry has clearly
undergone significant changes. In its current state it is enjoying the peak of its popularity, but is
also subject to growing concerns over the availability of investment opportunities and LP’s who
are questioning the longevity of the asset class’s success. Given the asset class’s current situation
and unclear future, numerous experts have analyzed the market to offer their views on where
Private Equity is headed.

Pepper Hamilton
In 2016, Pepper Hamilton, a US based law firm with a large investment funds practice,
released a special report on changing lifecycles in private equity funds. Specifically they
surveyed 50 PE firms across the US, specifically focused on middle market funds with AUM
ranging from $250 million to $2 billion. Their report reviewed the 2016 private equity landscape
and brought up a number of factors to watch in 2017. The overarching theme Pepper Hamilton
points to is lengthening lifecycles of funds stemming from a number of drivers ranging from
increased due diligence periods to increasing deal competition. Specifically they highlight that
more than half of GP respondents they surveyed (58%) feel the fundraising for their most recent
fund was longer than their previous fund with 16% responding that period had increased
significantly (Pepper Hamilton, 2016).
Pepper Hamilton highlights that purchase price multiples have risen to all-time highs with
an average of 10.3x Earnings Before Interest, Tax, Depreciation, and Amortization (EBITDA),
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further adding to the strain GPs face in fundraising. Post financial crisis regulations have also
increased scrutiny on funds and banks. Pressure on banks from the Dodd-Frank act to avoid
unsold high-yield debt has made financing leveraged buyouts more difficult, adding to the
fundraising issues in the private equity market. Additionally Pepper Hamilton reports these
regulatory changes have forced some firms to accept higher rates on debt, subsequently harming
their returns. In addition 56% of the GP respondents reported that the period from investment to
disposition had lengthened as well, 12% reporting it had done so significantly. Pepper Hamilton
argues that GPs are taking longer to raise and subsequently deploy capital which leaves LPs with
an increasingly illiquid investment. When polled, 66% of GPs responded that their most recent
fund took from 11 to 14 years from initial investment to closing the fund – Pepper Hamilton
notes that the general rule of thumb is to have a 10 year life (approximately 5 years to invest and
5 years to realize the investments’ value). They believe this is being caused by LPs who had seen
strong liquidity and returns in prior years who have now re-invested their capital in the asset
class (Pepper Hamilton, 2016).
Furthermore Pepper Hamilton notes that the number of funds LPs invested in dropped
24% from 2015 to 2016 with 1,061 funds splitting the $550 billion invested in private equity in
2016. Conversely, LPs have also contributed to the increasing life cycles of funds. Recognizing
the increasing illiquidity of their investments, they too are engaging in increased due diligence to
better understand how GPs are generating the returns they promise as well as the fee structures
they are being faced with. The final concern Pepper Hamilon notes is regarding the record
$1.31trillion of dry powder (uncalled capital under GP management) in the industry. With this
record amount of dry powder, 62% of GPs reported that they relaxed their buying criteria in

7

order to more quickly deploy LP capital, a practice which 86% of GPs fear will reduce returns
(Pepper Hamilton, 2016).

Cohn Reznick
Cohn Reznick, the 10th largest public accounting firm in the nation, professional services
provider, and investment advisory firm, discusses a number of private market trends to be
mindful of in their 2017 private equity outlook. Cohn Reznick notes that 2016 was a strong year
for private equity, but 2017 poses a number of “what-ifs”. Specifically they cite the new Trump
administration as the source of many uncertainties. For example, the President’s pledge to lower
corporate taxes could alter the amount of free cash available to portfolio companies and
potentially benefit private equity returns. However, they also note that President Trump has
discussed removing the carried interest tax deduction, treating it as normal income rather than
capital gains. This could increase taxes on carried interest to nearly 40%. This would greatly
affect the incomes of GPs and could potentially lead firms to change the way they structure their
fees (Cohn Reznick, 2017).
Another area related to the President that Cohn Reznick notes is foreign policy. Changes
to international trade, the potential implementation of a border-adjustment tax, and other tariffs
could harm portfolio companies producing overseas to lower costs. In turn this could damage the
returns being generated by private equity funds. In addition to policy that could affect production
of goods, they also cite immigration as a policy issue that could negatively impact labor costs.
GPs with portfolio companies employing H-1B visa holders could see their labor costs increase
under the President (Cohn Reznick, 2017).
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In terms of market uncertainty, Cohn Reznick writes that high valuations, caused by low
interest rates, are a cause for concern. These valuations not only force GPs to raise more capital,
but also make it more difficult for GPs to find acquisitions at attractive prices. As the Fed has
slowly but steadily continued to raise rates there is potential for valuations to lower.
Furthermore, these concerns over valuations have created increased competition for deals. With
fewer attractive investments and more GPs seeking to deploy their capital, fierce competition has
risen for those acquisitions that are attractive. Many GPs are taking longer in due diligence not
only to find attractive deals, but also to operationally diligence the target and find actionable
changes that can be made immediately after acquisition to generate returns sooner. Cohn Reznick
writes, “what was once a three month diligence process can now take four to six months before
closing deals” (Cohn Reznick, 2017).

Torrey Cove
Torrey Cove, an investment consulting firm specializing in alternative investments,
shares some similar sentiments in their 2017 private equity outlook. Like Cohn Reznick, Torrey
Cove’s report notes the election of President Trump as a major factor in their private equity
outlook. With the record highs US equity markets have been reaching, Torrey Cove expects to
see stronger returns as equity investments strengthen as well as a stronger exit environment.
Stemming from these high equity valuations, Torrey Cove also notes that purchase price
multiples remain at all-time highs of 10x EBITDA and upwards. They also specifically note that
middle market purchase prices recorded higher levels, up to 10.7x EBITDA, than did large
market purchase prices, up to 10x EBITDA. They believe this is the result of some megafunds
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dipping into middle market deals as a result of increasing competition for deals as well as to
deploy the record levels of dry powder in the industry. Though these record levels of undeployed
capital may indicate that deal valuations will remain high, Torrey Cove also notes that rising
interest rates may indicate GPs will begin utilizing less leverage and thus deal valuations may
fall. Overall they expect high valuations to drive a stronger exit environment, though political
uncertainty or potential mishaps could cause equity markets to correct, harming the exit
environment, but strengthening the deal environment allowing GPs to deploy capital at lower
purchase prices (TorreyCove, 2017).

McKinsey & Company
McKinsey & Company, the world's leading management consulting firm, discusses a
number of observations from 2016 as well as predictions for 2017 in their private markets review
“A Routinely Exceptional Year”. Like the other reports, McKinsey too cites geopolitical risks
such as brexit, US tax reform, and other US issues related to the election of President Trump, as
major concerns over the direction of private equity. Additionally they highlight increasing
competition amongst GPs seeking to deploy their capital. As the number of GPs has increased,
competition drives upward, and subsequently purchase prices increase. McKinsey reports that
only 25% of the Russell 3000 was valued below the median purchase price EBITDA multiple, a
clear indicator of how scarce attractive deals are. Though this may benefit the exit environment it
has obvious drawbacks on the deal environment, and McKinsey argues there may be a correction
in purchase prices approaching as the Fed raises interest rates. In terms of performance,
McKinsey reports that consistency has decreased with the number of funds in the same quartile
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as their predecessor fund has decreased from 33% (1995-1999) to 12% (2010-2013 the most
recent 4 year range with available data). This has been a driving factor in LPs increasingly
intense diligence of GPs and scrutiny of fee structures as well as a shift towards consolidating
their private equity allocations in fewer GPs (McKinsey & Company, 2017).
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Chapter 3
Quantitative Analysis

Expected Decline of Private Equity
Since 2009 there has been clear a surge in LP interest in Private Equity. The asset class regained
momentum post financial crisis, and for the past few years has enjoyed strong returns and
investor confidence. But with the public equity market reaching record highs there are new
concerns over the future of private equity. As mentioned by Preqin and various other industry
experts, many of these concerns stem from valuations, exit opportunities, and high dry powder
levels. Average EBITDA purchase price multiples have begun to exceed 10x while they have
been in the single digits in the past. The last time EBITDA multiples were approaching these
levels was before the financial crisis (Pepper Hamilton, 2016). These high multiples and
valuations force GP’s to spend longer raising their funds, as they require more capital, in order to
execute buyouts in this high valuation environment. This longer fundraising period results in
LP’s waiting longer to receive their capital back. In addition, these high valuations can harm
returns. Intuitively it is more difficult to turn $20 billion into $40 billion than $10 billion into $20
billion. In addition, a major concern of GP’s and LP’s is high dry powder levels. Dry powder is
the amount of capital in a fund that has yet to be invested. Because valuations are so high, GP’s
are having difficulty successfully deploying capital and acquiring targets, resulting in high
amounts of dry powder. According to Preqin, dry powder in Private Equity in Q3 2017 had
reached over $1 trillion, its highest levels ever (Preqin, Q3 2017).
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Table 1 Private Equity Dry Powder Levels (Preqin, Q3 2017)

Year
2009
2010
2011
2012
2013
2014
2015
2016
2017

Private Equity
Dry Powder ($bn)
675
619
599
560
674
689
754
838
1,004

In an effort to deploy dry powder faster,
many GP’s reported they have “relaxed buying
criteria” which may deploy capital faster, but
hastily made investments can result in weaker
returns, and many GP’s also reported they felt

this practice would harm LP returns (Pepper Hamilton, 2016). Lastly, LP’s and GP’s both
reported concerns over the private equity exit environment (Preqin, H1 2017). All in all, this
paints a somber picture of private equity’s future, and indicates a coming decline in LP interest
in private equity.

Analysis of Private Credit (Number of Funds, Capital Raised, and Dry Powder)
As Private Equity’s popularity declines amongst GP’s and LP’s, Private Credit appears to
be the asset class that will fill the space. At the end of 2017, Preqin reported 324 Private Credit
funds targeting a total of $153 billion. More than half of these funds were located in North
America (172 funds) the largest of which included 3G Capital’s Special Situations Fund V,
Goldman Sachs’ Merchant Banking Division’s Mezzanine Partners VII, and other well
recognized firms such as Apollo, Ares, Oaktree, and KKR (Preqin, Q3 2017).
The first quantitative analysis I performed was on the broader fundraising environment.
Specifically I compared private equity, private credit, and private real estate on the basis of
number of funds raised per year, capital raised per year, and dry powder levels per year.
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Table 2. Number of Funds Over time (Preqin, H1 2017)

Year
2011
2012
2013
2014
2015
2016
CAGR

Private Equity
1,023
1,006
1,075
1,201
1,188
1,243
3.97%

Private Credit
96
114
159
149
170
163
11.17%

Private Real Estate
282
335
327
339
351
321
2.62%

Beginning with number of funds closed per year we see that Private Equity is still by far the
dominant asset class with Private Real Estate and Private Credit trailing hundreds of funds
behind. However, as many McKinsey & Co. notes, the vast number of funds in Private Equity
contributes to high competition for deals and can negatively impact the space. Furthermore,
looking beyond the sheer number of funds in a particular asset class, the Compound Annual
Growth Rates (CAGR) for each asset class over the recorded time period shows a different
picture regarding the growth of each class. From 2011-2016, Private Credit boasted a growth rate
of just under 3X that of Private Equity and over 4X that of Private Real Estate. This is a clear
indicator that Private Credit is growing at a more rapid pace then its competing asset classes.
Table 3. Aggregate Capital Raised Per Year ($bn) (Preqin, H1 2017)

Year
2011
2012
2013
2014
2015
2016
CAGR

Private Equity
226
234
316
359
344
414
12.83%

Private Credit
44
63
72
74
100
97
17.15%

Private Real Estate
78
85
108
114
136
126
9.97%
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Next, when comparing the asset classes on the basis of aggregate capital raised, we again see the
same picture. Although Private Equity has a higher level of capital, when comparing 2011-2016
CAGR’s we see that Private Credit has grown at a rate over 17%, outpacing the other two asset
classes. Combined with the analysis of number of funds closed per year, this displays a clear
trend of Private Credit growing rapidly and outpacing both Private Equity and Private Real
Estate (Preqin, H1 2017).
Growth alone, does not make an asset class attractive. As many industry experts have
commented, size or growth of an asset class can also negatively impact its success if time spent
fundraising increases significantly or if investment opportunities dry up with high competition.
Table 4. Time Spent in Market (Preqin, H1 2017)

6 Months or Less
7-12 Months
13-18 Months
19-24 Months
More than 24 Months

Private Equity
13%
24%
18%
15%
30%

Private Credit
14%
29%
34%
12%
11%

Private Real Estate
15%
21%
17%
17%
31%

When analyzing the average amount of time spent fundraising in each asset class we see that
30% of Private Equity funds and 31% of Private Real Estate funds spend over 2 years fund
raising, while only 11% of Private Credit funds do the same. Though this is largely attributable
to the amount of capital each asset class is targeting, it nonetheless shows that Private Credit
offers a more expedient investment opportunity (Preqin, H1 2017).
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Table 5. Dry Powder Level Per Year ($bn) (Preqin, H1 2017)

Year
2009
2010
2011
2012
2013
2014
2015
2016
2017
CAGR

Private Equity
675
619
599
560
674
689
754
838
1,004
8.30%

Private Credit
109
117
136
134
196
181
218
217
234
3.64%

Private Real Estate
176
150
164
136
201
195
228
238
249
4.37%

On top of this, analyzing dry powder levels in each of the three asset classes shows us
that even with its rapid growth, Private Credit GPs have continued to invest LP capital at an
efficient rate. Although the number of Private Credit funds is growing faster than the other two
asset classes (at a multiple of 3X and 4X) and the aggregate capital being raised is growing faster
than the other two asset classes, the amount of dry powder is growing at a slower rate. This
shows us that unlike Private equity, in which many industry experts are concerned over rising
competition and availability of investment opportunities, Private Credit has grown and its LPs
continue to find investment opportunities despite rising competition, a signal of continued room
for growth.
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Analysis of Returns (TVPI and DPI)
Second, I analyzed historical returns across the three asset classes. The returns are
measured with three calculations – Total Value to Paid In (TVPI), Distributions to Paid In (DPI),
and Residual Value to Paid In (RVPI). DPI is the ratio of cash distributions paid back to LP’s
over the total capital LP’s have paid into the fund. RVPI is the ratio of remaining value invested
that has yet to be paid out to LP’s over the total capital LP’s have paid into the fund. Together
these two ratios add up to TVPI which measures the total value of the investment, both what has
been paid back to LP’s (distributions) and what has not yet been paid back (residual value), over
the capital LP’s have paid into the fund.
Figure 1 Private Equity Returns (1990-2017) (Preqin, 2018)

Private Equity TVPI, DPI, and RVPI
300.00%

TVPI

DPI

250.00%

Percent Return

200.00%

150.00%

100.00%

50.00%

0.00%

Vintage Year
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Over time, DPI and TVPI will converge (ideally above 100%) while RVPI approaches
0%, as GP’s distribute all of the remaining value in an investment. This can be seen in figure 1
below which displays Private Equity TVPI, DPI, and RVPI over time. For older funder, TVPI
and DPI are equal while RVPI is 0. Newer funds have lower DPI while RVPI and TVPI
converge (Preqin, 2018).
Table 6 Analysis of TVPI (Preqin, 2018)

Mean
Standard
Deviation
5YR CAGR

Private Equity
153.05%

Private Credit
143.52%

Private Real Estate
149.05%

0.391318787
-85.36%

0.214531109
-82.97%

0.332201905
-87.67%

Private Equity and Private Real Estate tend to have higher TVPI than Private Credit. Over the
period for which data is available, Private Equity averaged 153.05% TVPI, Private Real Estate
averaged 149.05%, and Private Credit average 143.52%. However, this lower TVPI is expected
as credit offers a lower return for lower risk. A clear indicator of this is standard deviation and
CAGR. When looking at the standard deviation of TVPI for each of the asset classes, we see that
over the period of available data, Private Equity has a standard deviation of 0.39, Private Real
Estate has a standard deviation of 0.33, while Private Credit only has a standard deviation of
0.21. Additionally, 5 year CAGR’s can show how steeply TVPI has changed over the past 5
years for each asset class. With TVPI, CAGR’s are expected to be negative because older funds
will have higher return multiples than younger funds as private market funds take years to realize
returns. That being said, the lower (more negative) the value of the CAGR, the more steeply
TVPI has declined over a five year period. Alternatively, a less negative CAGR would indicate
added stability as TVPI has declined less over that period. Over the past five years, Private
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Equity has a TVPI CAGR of -85.4%, Private Real Estate has a TVPI CAGR of -87.7%, and
Private Credit has a TVPI CAGR of -82%. Both standard deviation and TVPI CAGR paint a
clear picture of Private Credit as a stable and consistent way to generate significant return with
less risk than Private Equity and Private Real Estate (Preqin, 2018).
Another benefit of Private Credit is its ability to pay distributions sooner in a fund’s life.
As seen below in figure 2, in more recent funds, private credit consistently pays higher
distributions. For the oldest funds for which data is available we see that Private Equity and
Private Real Estate have paid higher distributions. However, this is because those funds have
completely paid out their value (their RVPI is 0). For all years where Private Equity still had a
median RVPI greater than 0 (2001 onward), Private Credit had a higher DPI. This is a clear
indicator of Private Credit’s ability to pay consistent distributions at an earlier time than Private
Equity and often than Private Real Estate. Although Private Real Estate has higher DPI than
Private Credit in some more recent vintages, this is not always the case, and Private Real Estate
has a volatile historical track record with DPI (Preqin, 2018).
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Figure 2 Comparison of Distributions to Paid In (Preqin, 2018)

Comparison of Distributions to Paid In (DPI)
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This quantitative analysis of Private Credit’s higher growth in capital fundraising and
number of funds in the market, slower rate of dry powder growth, and more stable TVPI
indicates that Private Credit is a more attractive opportunity for LP’s than Private Equity or
Private Real Estate. While Private Equity GP’s struggle to deploy capital in the face of exorbitant
purchase price multiples, TVPI figures could decrease. Alternatively, Private Credit presents an
opportunity to achieve stable returns, and with Private Equity’s historically higher TVPI in
questions, Private Credit’s historical 143.52% average TVPI is all the more attractive (Preqin,
2018).
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Chapter 4
Qualitative Analysis
Lastly, I analyzed qualitative data on GP’s and LP’s outlook for private credit. What I
found was that a large portion of LP’s were pleased with private credit’s performance in 2016,
and many reported that they expect to increase their allocations in coming years and invest more
in the class than in the past. According to Preqin’s 2017 Alternative Assets Outlook, 57% of
LP’s planned to invest more in Private Credit over the next 12 months. The next highest
percentage was from Private Equity with only 40% of LP’s responding they planned to increase
capital invested in the asset class. Furthermore, 62% of LP’s intend to allocate more to Private
Credit in the long term, with only 48% planning to do so with Private Equity (Preqin, H1 2017).

Figure 3 Percent of LP's Planning to Increase Allocation (Preqin, H1 2017)

Percent of LP's Planning to Increase Allocation
70.0%
60.0%

62.0%
57.0%
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93% of LP’s reported that their expectations were met or exceeded by Private Credit.
Furthermore, 11% of LP’s invest in Private Credit from a dedicated sleeve of their portfolio
rather than as a subset of private equity or a different sleeve, and this number is expected to
continue increasing in the future (Preqin, H1 2017).
In addition, institutions are broadly under allocated to private credit. Across the board,
institutions’ target allocations to private credit exceed their actual allocations which indicates
room for more capital to be deployed to the asset class. In particular, public pension funds are
2% under allocated on average. That 2% translates to $128 billion in capital allocated to, but not
yet invested in private credit (Preqin, H1 2017).
Figure 4 Institutional Investor Private Credit Allocation (Preqin, H1 2017)
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Private credit as an asset class offers many features that make it attractive in our current
market environment. With high equity valuations, low yields, the end of a credit cycle, and
potential for an equity market correction, private credit offers many comforts to investors. Its
timely deployment of capital, stable total returns, and stable distributions can be attractive to
investors expecting a potential market correction. In addition, with the end of the credit cycle and
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potential rising rate environment, the floating rates that many private credit firms employ offer
protection from interest rate risk. Lastly, convertible vehicles that utilize equity kickers can be an
added bonus for LP’s unsure of what will happen to equity markets in coming years (Pepper
Hamilton, 2016).
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Chapter 5
Conclusion
Private market funds offer LP’s the opportunity to achieve returns above those in public
markets for higher situational and illiquidity risk. They provide LP’s with diversification through
returns that are often uncorrelated with public markets and allow LP’s to take advantage of
special situations that are often inaccessible through public equity investments. Private Equity is
oldest and most popular amongst investors of the different private asset classes and overtime has
seen up’s and down’s. From its early history in the mid-20th century, to the peak of leveraged
buyout bubble in the 1980’s, to Private Equity’s eventual decline in the financial crisis and
subsequent rebound bringing the industry to where it is today, the asset class has seen both ends
of the swinging pendulum of its popularity. Today, Private Equity stands at a high point in its
popularity amongst LP’s. However, conditions in the industry and in public equity markets are
cause for concern and indicate that the asset class will soon see significant decline in popularity
amongst investors.
In its stead, there are many different asset classes that stand to grow the most out of
Private Equity’s impending decline. Private Real Estate, Private Infrastructure, or Hedge funds
utilizing quantitative or algorithmic trading strategies, all have strong potential to attract more
LP’s than they have in the past. Even within Private Equity, newer strategies like secondaries,
co-investing, and GP stakes all stand to see their popularity grow in place of standard buyout
funds. However, Private Credit stands above all of these other options for a number of
quantitative and qualitative reasons.
Private Credit’s has a much stronger CAGR for number of funds raised per year at
11.17%, significantly higher than Private Equity’s 3.97% and Private Real Estate’s 2.62%. In
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addition, Private Credit has a 17.15% CAGR for aggregate capital raised per year, also
significantly higher than Private Equity’s 12.83% and Private Real Estate’s 9.97%. Both of these
growth rates show that Private Credit as an asset class is by far outpacing its competitors. To add
to the optimistic picture painted by these CAGR’s only 11% of Private Credit funds spend more
than 2 years fundraising while 30% of Private Equity funds and 31% of Private Real Estate funds
do so. On top of this, Private Credit dry powder has a CAGR of only 3.64% while Private Equity
has a CAGR of 8.30% and Private Real Estate has a CAGR of 4.37%. These statistics show that
not only is Private Credit growing faster than Private Equity and Private Real Estate, but Private
Credit GP’s continue to be able to raise capital in an expedient manner and are able to continue
investing capital efficiently without piling up dry powder as rapidly as Private Equity and Private
Real Estate GP’s are (Preqin, H1 2017). In addition to this, historically, Private Credit has
offered returns that are more stable than those of Private Equity and Private Real Estate. Private
Credit’s historical returns have a standard deviation of only 0.2145, while Private Equity’s is
0.3913, and Private Real Estate’s is 0.3322. Furthermore, Private Credit’s returns’ 5 year CAGR
is -82.97%, less negative than Private Equity’s -85.36%, and Private Real Estate’s -87.67%
representing a less steep drop off in returns over time than Private Equity or Private Real Estate
(Preqin, 2018). This paints an overall picture of stability in Private Credit’s returns which can be
attractive to LP’s concerned about Private Equity’s uncertain future, or even the potential for a
market correction in the public equity markets.
On the qualitative side, the data points to an equally optimistic future for Private Credit.
57% of LP’s intend to increase their allocations to Private Credit in the next 12 months, and 62%
intend to do so over the longer term. Only 40% and 48% of LP’s said the same for Private Equity
respectively. Lastly, across the board, institutional investors are under allocated to Private Credit,
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with public pensions alone being $128 billion below their target allocations (Preqin, H1 2017).
Paired with the quantitative data analysis performed above, Private Credit has ample space for
growth and high popularity with LP’s who have available capital to fill that space. With all this
in mind, Private Credit stands to grow tremendously and gain the most as Private Equity
declines.
Understanding the direction that these Private Market asset classes will take in the future
is of great importance to both LP’s and GP’s. From the LP standpoint, understanding which asset
classes will continue to provide returns in the future will greatly impact the long term success of
their portfolios. Understanding which asset classes have capacity for additional capital and which
asset classes are able to continue investing capital in attractive opportunities will determine how
LP’s allocate their portfolios in the future and can greatly impact their returns. For GP’s this
information is important as it determines what types of funds they should focus on in the future.
Understanding what is popular with LP’s is essential to raising a fund in an appropriate amount
of time and being able to raise enough capital from LP’s. Additionally, understanding LP
preferences can aid GP’s in structuring the terms for their funds.
Looking forward, a number of different factors could impact the future of Private Credit.
The US’s current rising rate environment is detrimental to Private Equity firms as they borrow
significant amounts of capital to finance leveraged buyouts. This could make Private Credit a
more attractive investment. Furthermore, as borrowing from banks becomes increasingly
expensive, other sources of debt financing such as Private Credit may become more attractive to
companies seeking to borrow capital. Additionally, public equity markets have been soaring to
record heights in recent months. Some bearish observers of the market believe these valuations
are unwarranted and expect a significant market correction in the future. If this were to happen,

26

there would be a plethora of opportunities for Private Credit funds to offer debt financing to
struggling companies, and specifically a large growth in the number of distressed debt
opportunities.
While conducting the research for this analysis there were a number of limiting factors
which would not be present in an ideal study. To further strengthen the analysis performed in this
report, analyzing specific funds in each asset class would help to more clearly show growth
trends by removing potential outliers. The figures from Preqin used in this report were aggregate
statistics for the hundreds of GP’s in each asset class that Preqin surveys. However, with a full
subscription to Preqin’s services (which was unfortunately well beyond the budget for this
thesis) would allow the user to find fundraising, TVPI, DPI, and RVPI data for specific funds.
Analyzing the five to ten largest funds in the different asset classes could help to show how the
trends displayed in the aggregate statistics in this report reflect on individual GP’s. Additionally,
Preqin and other services such as MandateWire record actual search activity and track Requests
For Proposals (RFP’s) from LP’s. Though this information was also outside of the budget
constraints for this thesis, the information could show an increase in the number of RFP’s for
Private Credit as well as an increasing amount of capital being allocated to Private Credit in
these RFP’s helping to give real examples of the trends discussed in the quantitative analysis.
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Appendix A: Private Equity Returns (1990-2017)
Private Equity
Vintage TVPI
DPI
222.20% 222.20%
1990
241.00% 241.00%
1991
204.90% 204.90%
1992
247.30% 247.30%
1993
198.00% 198.00%
1994
190.10% 190.10%
1995
180.10% 180.10%
1996
150.00% 150.00%
1997
136.30% 136.30%
1998
122.30% 122.30%
1999
133.90% 133.90%
2000
151.00% 149.70%
2001
144.80% 143.80%
2002
149.60% 142.40%
2003
144.00% 129.00%
2004
139.80% 118.70%
2005
143.50% 109.00%
2006
150.30% 101.30%
2007
151.80% 89.80%
2008
145.40% 72.50%
2009
145.30% 56.60%
2010
137.10% 33.90%
2011
128.10% 23.20%
2012
120.10% 10.10%
2013
111.00% 4.50%
2014
104.70% 0.00%
2015
99.00%
0.00%
2016
93.80%
0.00%
2017

RVPI
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
1.30%
1.00%
7.20%
15.00%
21.10%
34.50%
49.00%
62.00%
72.90%
88.70%
103.20%
104.90%
110.00%
106.50%
104.70%
99.00%
93.80%

Mean
Standard Deviation
5YR CAGR
10YR CAGR

153.05%
0.391318787
-85.36%
-93.76%

20YR CAGR

-96.87%
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Appendix B: Private Credit Returns (1990-2017)
Private Credit
Vintage TVPI
DPI
RVPI
186.30% 186.30% 0.00%
1990
189.10% 189.10% 0.00%
1991
135.40% 135.40% 0.00%
1992
183.90% 183.90% 0.00%
1993
149.70% 149.70% 0.00%
1994
162.50% 162.50% 0.00%
1995
142.00% 142.00% 0.00%
1996
150.80% 150.80% 0.00%
1997
139.30% 139.30% 0.00%
1998
160.00% 160.00% 0.00%
1999
155.30% 155.30% 0.00%
2000
155.70% 155.70% 0.00%
2001
156.70% 156.70% 0.00%
2002
138.30% 138.30% 0.00%
2003
142.20% 142.20% 0.00%
2004
144.40% 137.70% 6.70%
2005
144.90% 137.30% 7.60%
2006
141.20% 132.70% 8.50%
2007
141.00% 130.00% 11.00%
2008
143.10% 135.90% 7.20%
2009
147.00% 113.20% 33.80%
2010
132.20% 58.70% 73.50%
2011
119.80% 43.60% 76.20%
2012
121.60% 34.40% 87.20% Mean
2013
115.10% 18.50% 96.60% Standard Deviation
2014
112.00% 5.10% 106.90% 5YR CAGR
2015
107.10% 5.40% 101.70% 10YR CAGR
2016
102.00% 0.00% 102.00% 20YR CAGR
2017

143.52%
0.214531109
-82.97%
-92.78%
-96.62%
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Appendix C: Private Real Estate Returns (1990-2017)
Private Real Estate
Vintage TVPI
DPI
173.10% 173.10%
1990
192.40% 192.40%
1991
177.90% 177.90%
1992
251.40% 251.40%
1993
191.50% 191.50%
1994
166.50% 166.50%
1995
164.00% 164.00%
1996
153.10% 153.10%
1997
155.50% 155.50%
1998
173.00% 173.00%
1999
161.00% 161.00%
2000
155.50% 155.50%
2001
156.00% 156.00%
2002
154.50% 154.50%
2003
118.40% 118.40%
2004
98.50% 98.50%
2005
112.30% 112.10%
2006
122.50% 121.90%
2007
112.50% 112.50%
2008
156.50% 156.50%
2009
148.60% 137.20%
2010
153.30% 133.00%
2011
153.60% 75.30%
2012
134.00% 49.00%
2013
121.40% 19.30%
2014
117.00% 9.90%
2015
104.80% 2.70%
2016
94.70%
0.00%
2017

RVPI
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.20%
0.60%
0.00%
0.00%
11.40%
20.30%
78.30%
85.00%
102.10%
107.10%
102.10%
94.70%

Mean
Standard Deviation
5YR CAGR
10YR CAGR

149.05%
0.332201905
-87.67%
-92.27%

20YR CAGR

-96.91%
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Appendix D: Institutional Investor Private Credit Allocation

Foundation
Asset Manager
Endowment Plan
Public Pension Fund
Private Sector Pension Fund
Insurance Company

Average Current Allocation
4.2%
4.5%
3.5%
3.2%
2.8%
2.6%

Average Target Allocation
12.2%
8.7%
6.1%
5.2%
4.7%
5.1%
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