THE LEAD'

https://thel eadl eft.com/pul se-private-equity-1242017/

FoOF needs a reset

PitchBook | December 5, 2017

Capital raised by year and strategy

Buyout Funds (RHS) FoF (LHS) e====Secondary Funds (LHS)

$90 $350
$80 $300
$70

$250
$60
$50 $200
$40 $150
$30

$100
$20
$10 $50
$- $-

Download PitchBook’ s Report click here.

Are fund-of-funds obsolete? It's a question that’s been asked over the years, but one that is taking on more
urgency as the numbers continue to slide down and to the right. FoF fundraising declined afourth straight year in
2016 and is on track for a fifth consecutive decline this year. It’'s hard to blame a poor environment overall, as
fundraising across other private strategies, including secondaries, has surged to pre-crisis levels or higher. The
FoF model is distinctly unpopular at the moment.

The primary criticism of funds-of-funds, which still holds, is the extra layer of fees charged for their services on
top of primary manager fees. Fund-of-funds have always been expensive, but the market has tolerated that extra
layer given the convenience factor afforded to the LPs that back them. Reporting requirements are complicated,
relationships with primary managers are built-in, and unpredictable capital calls are taken care of. Those are all
persuasive factors for inexperienced LPs, and those periphera (and often overlooked) benefits have helped
sustain the FoF model, despite years of underperformance. But those points hold less weight today, as
ingtitutional investors continue to become more sophisticated and seek out higher returns from private equity,
which has taken on a “savior” role for underfunded pensions. In this environment, that extra layer of fees and
persistent underperformance have become harder to justify.
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The number of LPsin need of FoFs has become much smaller recently. Several large asset managers—Goldman
Sachs is an example—have built in-house “manager selection” programs that mimic the FoF model;
inexperienced LPs that have historically gravitated toward FoFs have more (and often cheaper) options available
today. Many of those new options have strayed from the FoF habit of simply re-upping with existing managers,
an iffy strategy given the dynamism of the PE market. First-time managers are usually shunned by the FoF
crowd, despite evidence that debut funds have historically outperformed follow-on funds. In a sense, choosing
PE managers is similar to picking stocks and bonds, but with the added complexities of key-man provisions,
succession planning and workplace culture.

It's safe to say the FoF is past its heyday, and may be on the verge of dying altogether. To regain relevance, it
will need to start reshaping its approach before its client base becomes even smaller than it is today.

Contact: Alex Lykken
alex.lykken@pitchbook.com



