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120

of the most promising French start-ups
are experiencing

40%

or more growth in turnover
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Allocating for the family
office portfolio — what role
might private equity play?
A recent article on French tech in Le Monde,
written by a partner for the consultancy firm
Roland Berger, states that turnover growth is
above 40% within the French start-up universe.
The top 120 businesses in this sphere have
recorded above 100% annual growth. These
figures compare to the 3% average annual
turnover growth posted by the CAC 40
companies.


This quote alone neatly summarises the role
that private equity can play in an asset
allocation strategy. That role is providing certain





investors with a way to capture the added value
generated by the economic fabric. 


A regular strategic asset allocation exercise
should aim for high performance, while being
in line with the risk appetite of the investor. As it
becomes easier to access private equity, more
investors, of many different types, are
integrating it into their allocations and
portfolios. Of course, these investors differ not
only in type (ranging from retail to institutional),
but also in their motivations, return
expectations and risk appetites. 
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From an
alternative asset
to a strategic
asset

“Private equity, i.e. shares of
unlisted companies, forms
the major part of the
economic fabric of many
developed countries.”
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A strategic asset allocation exercise is often
based on the three main asset classes (real
estate, bonds and equities). To a lesser extent,
it may include commodities, niche investments
such as collectibles, or so-called alternative
assets.


Relative lack of liquidity and access challenges
are two characteristics of private equity that
lead to people viewing it simply as another
alternative asset, in a similar way to how they
perceive hedge funds or structured products. In
my view, this classification is a mistake.


Private equity, i.e. shares of unlisted companies,
forms the major part of the economic fabric of
many developed countries. Therefore, it
shouldn’t be viewed merely as an alternative
asset, but rather a building block in the
constitution of a portfolio — much like bonds.
The liquidity offered by listed shares leads to a
bias in the allocation to the "equity" asset class.
This bias often favours listed shares, but with
the allocator forgetting that listed shares are
only a subset of the equity asset class.
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Traditional versus
enhanced asset allocation
for family office portfolios
A company may decide to go public for a
number of reasons, with the main ones being:

1

2

The need for very large amounts of new money
for large capital expenditure plans.

The need to offer liquidity to shareholders who
wish to sell shares anonymously.

“...it is arguable that 

listed equities are a 

subset of equities as 

a whole.”

The first reason may lead to companies
wishing to increase their financial leverage in
order to meet their growth objectives. This is
often the case in buoyant sectors. It might also
apply to companies active in specific sectors
(real estate, infrastructure, etc.) that need
regular capital increases to be able to acquire
revenue-generating assets.


The second reason for a stock-market listing
may involve smaller, sometimes more
profitable, companies operating in niche
sectors. In this case the signal given by 





the selling shareholders is rather noncommittal, giving the impression that "the juice
is out".


For these reasons, I do not personally view
private equity as an alternative asset class nor
even as a subset of equities. Instead, it is
arguable that listed equities are a subset of
equities as a whole. Nevertheless, listed
equities are certainly to be preferred by
investors whose liquidity constraints mean that
they cannot wait ten years before recovering all
or part of their capital.
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Traditional versus
enhanced
Private equity is all about rewarding patience.

risky assets with regards to these

All major wealthy families and investors

commitments, a buffer must be provided to

recognise patience as a virtue necessary for

manage the downside risk.



Listed equities

Equities

Alternative assets

Real estate

Real estate

Low-risk alternative assets

Bonds

Bonds

Traditional asset allocation






« Enhanced » asset allocation






long-term value creation. The decision to invest
in private equity should be a strategic decision,

Finally, while listed shares often pay an annual

not a tactical one. Such an investment must be

dividend, private equity cashflows are less

core, taken in the knowledge that it can

predictable. However, private equity funds

influence the other allocations of the wealth. 



often distribute cash following exits of
underlying portfolio company investments.

Indeed, private equity funds operate by raising

Typically, this begins to occur three-to-four

available capital, which they will call on when

years into the life of a fund. Exits happen by

they close a deal. With this operation of

selling to another fund, to a sector player or by

committed funds and fund calls, the investor

listing on the stock exchange with an initial

(known as the limited partner) is committed to

public offering process. For all these reasons,

the fund (known as the general partner) to pay

the creation of a private equity pocket within a

cash as soon as the latter calls it. For this

family estate requires a rigorous strategic

reason, the investor must have access to

allocation exercise and the construction of a

enough cash or very liquid assets to honour

cash generation plan over several years.

their commitments. If the investor invests into




The alternative assets block focuses on

The equities block is mainly exposed to

hedge funds and other income-generating

private equity, with a residual allocation to

assets.


listed equities
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“...the creation of a private 

equity pocket within a family 

estate requires a rigorous 

strategic allocation exercise 

and the construction of a 

cash generation plan over 

several years.”
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3%

How do we measure
the performance of
private equity?

10%

As private equity is not traded on a regular
basis, performance is measured at the time of
entry into a company and at the time of exit. We
do this by applying the difference between the
entry amount and the exit amount for the same
quantity of shares and taking into account a
possible dividend during the holding period
(although this is very rare). It’s important to note
that general partners (GPs) also carry out
valuation exercises, measuring the
performance of their portfolios each quarter.



The performance of a fund is simply the
aggregation of all the individual performances
of the different investments, minus the




On average, studies converge on a risk premium 

of around 3% for private equity

This leads to an expected return for private
equity of circa 10%

management fees charged by the fund’s
management team. Before an exit, the fund
may establish a new valuation of the
company, or it may use the valuation
calculated when the most recent new
investors entered. Numerous academic
studies have measured and compared the
performance of private equity to listed shares
using historical data. On average, they
converge on a risk premium (additional return)
of around 3% for private equity. This leads to
an expected return for private equity of circa
10% (taking into account a return of around 7
to 7.5% based on historical performances of
listed equity indices). [1, 2]
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Private equity performance
Private equity funds’ performance comes from their
ability to unlock the value in a company. They may
do this in one of three ways.

By increasing the top line through new market
1
openings and new product launches.

There are two things to bear in mind when

Second, returns are not generated on the cash

By using build-up strategies. This approach aims

considering private equity’s performance. First,

committed by the investor, but only on the

to bring together two medium-sized companies

there is a high dispersion of performance

amount that has been called by the fund.

valued at a scale of four to five times EBITDA

between the different funds. This highlights the

Therefore, the expected return is applied only to

(earnings before interest, taxes, depreciation,

importance of any given fund’s ability to select

the “cash at work”. Let’s take the example of an

and amortisation). The new entity will have a

the right companies and, above all, to bring in

existing equity allocation split into 50% of listed

larger EBITDA. Its aim will be to climb the

the right elements to optimise value creation.

equities and 5% cash, for which an investor has

valuation scale, reaching ten times EBITDA

Excluding private debt, infrastructure and real

decided to reduce their listed equity allocation to

thanks to attaining a critical size.

estate sectors and focusing on pure private

30% and invest the proceeds into private equity.

equity, the median performance (IRR: internal

The following table shows the evolution of the

rate of return) is 13.3% with a first quartile at

effective private equity and cash parts of the

21.3% and a fourth quartile at 6.7%. It is clear

portfolio. The table assumes that the amount

that access to top-tier funds is key to

that has been committed, but not yet called, is

generating returns.





invested in cash, avoiding any market risk. [3]




2

“It is clear that access 

By setting up a more appropriate financial
3
structure with more debt in order to maximise
return on equity.

to top-tier funds is key to
generating returns.”
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The evolution

of a private equity
allocation in a
portfolio
The level of "cash at work" depends also on many elements (e.g. the
J curve). We will look at these in more detail in a future report. The
"cash at work" grows year after year and decreases with no new
commitments, this supports the case for creating a private equity
allocation early enough to capture this expected return. 


Depending on the parameters used to model private equity cash
flows, “cash at work” represents, at its maximum, around 25% of the
amounts committed. This maximum is reached, for equal
commitments every year, after 5-6 years. This is an incentive to start
a private equity portfolio early. By being unhesitant to subscribe
more in the first few years, investors may reach the target level of
cash at work more quickly.
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Public equities

Private equity

Cash weight

Before private equity 

commitment

50%

0%

5%

After private equity commitment  
and before any contribution

30%

0%

25%

After private equity contribution  
for 50% of the commitment

30%

10%

15%

After private equity contribution 

for 100% of the commitment

30%

20%

5%
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What is the risk 

of private equity?
The complacent answer to this question would be to
say that it must be the same as listed equities since it is
part of the equity asset class. Not quite! Some factors
related to size and to private equity itself make it a
comparatively riskier investment. 


At the company level, private equity businesses may be
less established in their markets and have more of a
challenger role, which can make the top-line risk
greater. They may also have more highly leveraged
financial structures with a lower "distance to default"
and a greater interest rate risk on the renewal of the
debt. At the fund level, risk depends on and is defined
by a wide variety of factors. These include strategy, the
manager’s track record, geographic location and fund
size and concentration.




On the other hand, a more controversial argument
stems from the assumption that less liquidity brings
more risk, especially with private equity. Many argue
that it is this lack of liquidity that is remunerated
through the private equity risk premium compared to
listed shares. 


This is highly debatable. High liquidity allows investors
to buy and sell shares easily and frequently, depending
on many factors. This creates a "market filter", i.e. a gap
between the fundamental value of a stock and its
market value. It is this market filter that creates a lot of
volatility in listed stocks that is not found in private
equity. Some investor surveys are beginning to point to
the disutility of liquidity. Private equity investors see the
lack of liquidity as an additional utility factor.


“Some investor surveys 

are beginning to point to 

the disutility of liquidity.”
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Reasons to use
private equity in a 

strategic allocation
Increase exposure to companies at
different stages of development

Improving the 

continuum

“Private equity provides
easier access to pure
players…”


Private equity allows investors to increase
exposure to companies that are at a different
stage of development compared to most listed
companies. The best-known and largest private
equity funds are buyout funds. These invest in
companies whose size and stage of
development may be comparable to some
listed small caps.

11

In addition, however, there are several highperforming funds that focus on start-up and
scale-up companies, which may offer
significant innovation and return potential.
Some of these companies have burgeoning
sales, but may still have negative profitability
and perhaps a relatively higher risk of
bankruptcy. This is particularly the case for
venture funds.


Between venture and buyout, funds focus
mainly on growth companies. These may
come at a higher price because their product or
service has already been validated by a group
of customers. The companies targeted are
often at the scaling stage which means doubledigit EBITDA growth and an attractive risk/
reward for the investor.


Private equity significantly improves the asset
allocation continuum and allows investors to
build an allocation with a greater number of
risk/return type of opportunities on the
Markowitz curve. By giving access to a broader
range of companies and sectors than

listed equities, private equity offers a larger
spectrum of risk/return profiles. This is also
true in comparison to other asset classes for
which the risk/return spectrum is more
concentrated, as shown in the next figure.




Access to 

pure players
Many families or investors favour investment
themes or verticals based on a family tradition,
an aspiration or simply a societal or
macroeconomic view. Vertical examples
include health, renewable energy, fintech or ecommerce. Few companies listed on the stock
exchange can achieve this objective because
the number of listed pure players is relatively
small. The vertical considered will often be a
business line of a larger group, representing a
small fraction of the overall top line or EBITDA.
Private equity provides easier access to pure
players with some funds specialising in these
verticals.
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Larger spectrum of risk/return
possibilities for private equity


Expected return

Private equity can give
access to a wide range of
risk/return profiles
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Aligning interests
The way private equity works, and the way funds are
remunerated, creates an alignment of interests that is very
favourable to the investor. The fund remuneration is typically
split into two parts: management fees and carried interest.
Management fees, usually close to 1 to 1.5% of the committed
amount, are a funding source for the fund to pay for all of the
analysis and sourcing work. 


The second part of their remuneration, carried interest, is the
real source of revenue for the fund manager. It is applied if the
investor’s IRR reaches a predefined target return, typically 8%.
The carried interest is usually 20% of the extra remuneration
above 8%. This 8% is just above the historical average of listed
equities’ performance (see long historic S&P 500 total return
performance). This fee structure is a way to incentivise fund
managers to source successful firms, implement changes to
create value, and finally, to take care of the exit timing and
process.


Goverment bonds

Corporate bonds

Public equities

Private equities

Risk / Standard deviation
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What is the place of
private equity in a global
asset allocation?
Why we shouldn’t think of private equity as just
one more “alternative” asset class among many

In my view, rather than thinking of private equity as
just one more “alternative” asset class among
many, we should consider it a strategic asset class
for sophisticated investors with reasonable wealth
and no specific liquidity needs. 


Undeniably, these two characteristics are key for an
investor who wishes to build an exposure to the
widest possible equity spectrum. And in the
allocation process, it is therefore crucial to model
the cash flows of private equity funds in order to
determine the cash at work and the amounts to be
committed each year. This modelling exercise is
intrinsically linked to the J curve concept, a subject
I will discuss in more detail in a future report.
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Disclaimer

The views, opinions and estimates expressed  
herein constitute personal judgments of certain
members of the Titanbay Ltd. (Titanbay) team  
based on current market conditions and are  
subject to change without notice. This information
in no way constitutes Titanbay research and
should not be treated as such. Titanbay does not
make investment recommendations, and no
communication, including this document, should
be construed as a recommendation for any
security offered on or off the Titanbay investment
platform. The views contained herein are not to be
taken as advice or a recommendation to buy or sell
any investment in any jurisdiction. Any forecasts,
figures, opinions or investment techniques and
strategies set out are for information purposes
only, based on certain assumptions and current
market conditions and are subject to change
without prior notice. All information presented
herein is considered to be accurate at the time of
production.  


This material does not contain sufficient
information to support an investment decision and
it should not be relied upon by you in evaluating the
merits of investing in any securities or products. In
addition, investors should make an independent
assessment of the legal, regulatory, tax, credit and
accounting implications and determine, together
with their own professional advisers, if any
investment mentioned herein is
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believed to be suitable to their personalgoals.
Investors should ensure that they obtain all
available relevant information before making any
investment. It should be noted that investment in
private placements involves risks, the value of
investments and the income from them may
fluctuate in accordance with market conditions
and taxation agreements and investors may not
get back the full amount invested. Past
performance is not indicative of future results.
Non-affiliated entities mentioned are for
informational purposes only and should not be
construed as an endorsement or sponsorship of
Titanbay. 



typically receive illiquid and/or restricted
membership interests that may be  
subject to holding period requirements and/or
liquidity concerns. Investments in private equity  
are highly illiquid and those investors who cannot
hold an investment for the long term (at least 10
years) should not invest. The external Alternative
Investment Fund Manager is Avega Capital
Management S.A., a public limited company
(société anonyme) formed under the laws of
Luxembourg, with registered office at 2, rue
Edward Steichen, L-2540 Luxembourg, Grand
Duchy of Luxembourg, and registered with the
RCS under number B 246.691. 



Investments in private placements, and private
equity investments via feeder funds in particular
(such as through the Feeder), are speculative in
nature and involve a high degree of risk. The value
of an investment may go down as well as up, and
investors may not get back their money originally
invested. Investors who cannot afford to lose their
entire investment should not invest. Past
performance is not indicative of future
performance. Please refer to the respective fund
documentation for details about potential risks,
charges and expenses. Prospective investors
should carefully analyse the risk warnings and
disclosures for the respective fund or investment
vehicle set out therein. For private equity
investments via feeder funds, investors will

The representative in Switzerland is ARM Swiss
Representatives SA, Route de Cité-Ouest 2,1196
Gland, Switzerland. The paying agent in
Switzerland is Banque Cantonale de Genève, 17
quai de l’Ile, Geneva, Switzerland. The Prospectus,
the Articles of Association and annual financial
statements can be obtained free of charge from
the representative in Switzerland. The place of
performance and jurisdiction is the registered
office of the representative in Switzerland with
regards to the Shares distributed in and from
Switzerland. Titanbay is an Appointed
Representative of Brooklands Fund Management
Limited which is authorised and regulated by the
Financial Conduct Authority with firm reference
number 757575.
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