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A public-private equity investment approach
is one that combines public equity and
private equity investments within the same
portfolio. In recent years this has grown in
scale globally, with several billion dollars
raised for new and existing offerings; we
believe there is much more to come. In this
paper we describe what we believe to be the
attractions of a hybrid approach that invests
in both public and private equities.

Investor interest in private equity is growing...

Global assets under management (AUM’) in alternatives (e.g.
private equity, infrastructure and other types of private assets) is
expected to increase 1.6x from 2020 levels by the end of 2025 to
$17.2tn. Within this, the private equity asset class is expected to
grow the most at a CAGR of 15.6% between 2020 and 2025 (Exhibit
1) vs. a growth rate of 5% or less for all other asset classes.

Exhibit 1: Private Equity Assets under management ($bn)’
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...and the concept of investing in a company throughout its
multiple growth stages is increasing in familiarity.

While we see the private equity class as an attractive investment
opportunity on a standalone basis, and one that is suitable for
some clients, we note that at some point after the initial public
offer (IPQO’) of a portfolio company, private equity funds are
usually forced sellers. In this context, these funds are not able to
invest across a company's lifecycle. In contrast, ‘lifecycle investing’
occurs when investors are shareholders of a company throughout
multiple stages of the company’s life, and where an IPO is not
viewed as an opportunity to exit.
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A similar concept that has risen in prominence is ‘crossover
investing’, where investors usually become shareholders at the
private round that just precedes a company'’s public market listing
(the round may occur 6-18 months before), with the intention to
remain investors thereafter.

The advantages of the integrated public-private equity model
over a segregated approach

Some may argue it is possible for asset allocators or other
investors to achieve a public-private equity exposure by investing
separately in distinct wholly-private equity and wholly-public
equity vehicles. We take the view that such an approach contains
an important disadvantage in that it removes the opportunity for a
centralised point of governance.

Centralising the governance function means the capital allocation
decision is then made by a single fund management team in
such a way that synergies are created, investment returns are
maximised, consistency in active stewardship is maintained

and appropriate sector diversification is achieved. In addition,
centralising the governance function allows the investment team
to use the wider perspective gained by investing across public
and private asset classes to create what it believes to be the best
possible portfolio. We discuss these points further in the rest of
this document.

How public-private equity investing can widen an investor’s
perspective and create a competitive edge

Public companies are subject to strict reporting rules and at times
also choose to limit the amount of information they provide to
the market for competitive reasons. In both cases this results in
reduced disclosure to public market investors. In contrast, private
companies provide their investors with more information, and in
the case where a public company has decided to reduce or avoid
disclosure for a particular division, a private company competing
in the same sub-industry can potentially provide further insights
around the industry landscape such as competition and demand
trends. This can also be particularly useful when assessing the
attractiveness (or otherwise) of niche or undercapitalised areas of
the market.

Exhibit 2: Index sector weightings in UK & US
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To put it explicitly, having sight of companies operating in both
the public and private markets can be useful in increasing
investment conviction. A single fund management team that
works together on the same investment approach can use

this wider knowledge base to select what it views as the best
companies operating in any given industry. In contrast, anyone
investing in separate wholly-public and wholly-private equity
vehicles in an attempt to create a synthetic public-private equity
exposure does not benefit from such a centralised knowledge
function, nor the competitive edge.

A wider perspective is crucial at the time of an IPO

A number of institutional investors shy away from taking part

in the IPO process for several reasons. One is the belief that

they have not obtained sufficient information to appraise the
investment, particularly within the short time frame available

(in the UK approximately three weeks from the publication of

the ‘Intention To Float’ document to the flotation itself. Although
there can be ‘Early Look’ stages, where companies seeking to
IPO meet investors three to six months before the issue of the
Intention To Float document, these are typically only reserved for
a select few investors).

There are two ways to narrow the knowledge gap, in our view. The
firstis to invest prior to the IPO when the company is still private;
such private funding rounds present investors with due diligence
information that can be used to make better decisions, with
processes lasting up to several weeks or months. For institutional
investors that are also concerned about receiving low allocations
in a traditional IPO round, investing prior to listing can avoid this.

The second way to close the information gap is to consult in-depth
with colleagues specialising in the private markets who have
previous knowledge of the company, its competitors and/or the
industry it operates in (as long as material non-public information is
not exchanged of course).

A combined public-private equity investment approach can utilise
both methods, which we believe may be useful when involved in
an IPO process.
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Combining public equity and private equity investments
widens an investor’s opportunity set

Bringing together both public and private equities in the same
investment approach also allows investment managers to access
the widest possible set of opportunities. The degree of sector
diversification across a number of global indices varies depending
on country. For instance, the tech sector in the UK is equal to
only 1.4% of the market capitalisation of the overall index, whilst
in the US this is 29.9% (Exhibit 2). As at the time of writing, there
are only a few payment companies listed on the London Stock
Exchange; this means that UK-focussed public equity investors
interested in fintech businesses are denied an opportunity to
invest in fast growing, non-listed UK businesses. The wider
opportunity set allows public-private equity investors to consider
the best investments whether they be public or private, which
again supports the need for the earlier mentioned centralised
governance function. Furthermore, it also ensures that the
appropriate level of sector diversification is achieved.

Investing earlier could enhance portfolio returns

One attraction of combining private equity and public equity
holdings in a single investment approach is the ability to
potentially generate higher returns. Exhibit 3illustrates that in the
decade ending 2020, private equity and venture capital strategies
returned a CAGR of 14.4% and 14.1% respectively, whilst public
equities generated 10.5%.

Whilst we recognise that greater returns have historically been
generated in the private markets, to reiterate observations made
earlier, there are limitations to sole private equity strategies that
mean they may not be suitable for all clients. Furthermore, we
would expect that an investment team that has full view of the
public and private equity landscape may be able to generate
additional alpha for its clients. As such, for clients that seek to
enhance their public equity returns, we believe a public-private
equity investment approach could be considered.

Investing earlier may be financially beneficial to both public-
private equity investors and prospective IPO candidates

As discussed earlier, investing in a company prior to its IPO is one
way to close the knowledge gap and ensure a sizeable allocation
at the IPO. In addition, this ability to ‘lifecycle invest’ from the
venture or growth capital stage may provide public-private equity
investors with an opportunity to enter at a lower valuation to the
IPO price, thus potentially providing such investors with a superior
ability to outperform relative to other public equity investors that
enter at a higher price.

What's more, we have found that IPO candidates seek out long
term financial partners early on, with a mutual understanding
that these partners may act as cornerstone investors for the
listing. In particular, our experience is that companies with an end
goal to IPO are more likely to select investment firms that have
internal capacity to invest in the public equity markets. Building a
relationship in earlier funding rounds is an important competitive
advantage that lifecycle investors have relative to non-lifecycle
investors, as it also puts the former in good stead to potentially
receive greater allocations in follow-on public equity raisings.

A single point of governance can be a powerful driver of
companies’ progress in ESG

By investing in companies when they have may have limited
sustainability infrastructure and before they reach the public
markets, lifecycle investors have the opportunity to drive
significant change through partnership on ESG issues. This can
include implementing diversity & inclusion and environmental
practices at an early stage, and recommending an appropriate
board structure. As such the magnitude of the impact that
lifecycle investors (and to a lesser extent crossover investors) are
likely to have should be greater than those investing at, or after,
the IPO stage.

While not every investment within a public-private equity portfolio
may be a private company seeking to list, we believe that a public-
private equity investor's ESG reporting as a whole is likely to show
greater demonstrable active stewardship improvements than that
of non public-private equity funds. In addition, the consistency

in stewardship created by a singular team across both asset
classes is preferential to asset allocators selecting and investing in
distinctly separate public equity and private equity vehicles.

Not all companies IPO: a multi-layered approach to public-
private equity investing

Although it is generally IPOs that grab the headlines, our
research suggests that only c.10% of private companies actually
seek a stock market listing, thus implying that most private
equity transactions are trade sales either to other private equity
firms or corporates. As such, investment managers that have
exposure to private companies seeking all types of exit routes
not only widens the universe of investment prospects in the
private market, but it also means such an investment approach
is not wholly dependent on whether or not an IPO process

is successful.

Exhibit 3: Performance of venture capital and private equity strategies vs. public equities: December 2010 - December 2020
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Schroders’ approach to public-private equity investing comprises
the following:

- Private companies where we intend to exit our investment via
trade sale to another private equity firm or corporate;

‘Lifecycle investments'’ - i.e. earlier investments made in private
companies that plan to eventually list on a stock exchange. We
intend to continue to be shareholders post-IPO; and

Conclusion

We believe there are several attractions of a combined public
and private investment portfolio. Most critically, a central
point of governance means that each part of a portfolio can be
managed with reference to the other. This enables monitoring
of diversification - by sector or geography - and of other
underlying exposures - such as correlations. It also means an
overall portfolio can be aligned to a single set of overarching
risk, return and impact objectives.
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- Companies that are already publicly listed, where the
due diligence that we have gained from our public and
private market expertise helps to provide a well-informed
view of the overall industry, competitive landscape and
investment opportunity

In our view, this three-pronged approach allows us to implement the
attributes of public-private equity investing on a multi-layered basis.

In our view, bringing together public and private equity

also widens the investment team'’s perspective, creating an
edge when it comes to in-depth understanding of particular
industries, especially those where there may be few publicly-
listed companies for comparison.

Past performance is not a guide to future performance and may not
be repeated. The value of investments and the income from them may
go down as well as up and investors may not get back the amounts
originally invested. Exchange rate changes may cause the value of
any overseas investments to rise or fall. This document may contain
‘forward-looking’ information, such as forecasts or projections. Please
note that any such information is not a guarantee of any future
performance and there is no assurance that any forecast or projection
will be realised.
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