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High-net-worth clients are increasingly
looking to direct investments, a strategy

gaining popularity  with institutional
investors. Direct investments appeal to
wealthy individuals and family offices
because they not only eliminate the

management fees charged by investment
firms, but also because the investments
can align more closely with the values
and mindset of the investor. In this paper,
the first of three, we will focus on trends
in direct investing and motivations for
private wealth clients. Subsequently, we
will examine the performance of direct
investments relative to public markets and
private fund structures, and then explore
strategy development and keys to success.

In the context of a family office, a direct
investment represents an investment in a
company or asset which is a standalone
investment or a co-investment.! This
compares to an indirect investment where
the family office is relying on the expertise
of an intermediary (commonly known as a
general partner) to make an investmentin a
diversified fund structure, typically charging
management and performance fees.

About 67% of high-net-worth-focused
practices expect to increase their allocations
to direct investments over the next two
years, according to a recent study by Cerulli
Associates?, underscoring the prevalence of
direct investing; this compares to only 22%
who plan to increase investments to private
equity funds managed by third-parties.

It is worth mentioning that while direct
investing is showing an increase in
popularity, money into this space has ebbed
and flowed for decades; CB INSIGHTS?
notes that corporate venture capital is now
in its fourth wave (the four distinct eras
are: Conglomerate Venture Capital, 1960 -
1977; Silicon Valley, 1978-1994; Irrational
Exuberance 1995 - 2001; and the Unicorn
Era, 2002 to present).

The most obvious motivation for direct

investing is to save on the substantial fees

paid to intermediaries. Other significant

incentives include:

e Concentrating dollars into
conviction investments

e Capitalizing on family domain expertise

e Career opportunities for the next
generation

e Better alignment with family values,
i.e., pursuing opportunities with greater
emphasis on environmental, social and
governance (ESG) factors, and socially
responsible investments (SRI)

e Greater control and transparency over
investments

high-

Y A Limited Partner’s minority equity investment into
a company, which is alongside the lead sponsor’s
investment, typically a Fund’s General Partner.

2 ThinkAdvisor. “More HNWSs Ditching Private Equity for
Direct Investments.” Emily Zulz (February 2018).

3 https://www.cbinsights.com/research/report/
corporate-venture-capital-history/
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e Ability to time entry and exit points for
the investment

e Enhanced ability to customize
exposure

e Avoidance of distractions faced by
general partners such as fund raising or
dealing with client issues

risk

To be sure, direct investing also has its fair
share of detractors who point to the risks
associated with family offices investing
in individual companies and competing
head-to-head against well-resourced
general partners and corporations. While
venture capital and private equity direct

investments can generate high returns,
we advise caution and encourage a
well-developed strategy to underwrite

and monitor these investments and to
integrate their allocation with overall client
objectives.

Family offices should also be aware of the
motivations of institutional investors that
are involved in direct investing; in some
cases, this could create opportunities for

investment as well as competition for deals.
Institutional investors engaged in direct
investments include large endowments,
healthcare systems and corporations and,
like family offices, they have ramped up
their efforts. Corporations, as an example,
have increased their percentage of venture
capital deal value from roughly 27% in
2008 to 45% in 2018.* Venture capital
investments made by corporations (CVC)
through the third quarter of 2018 are
estimated at $39.3 billion (Exhibit 1).

In addition to enhancing returns, incentives
for institutional investors may include:

e Monetization of intellectual property

e Application of new technologies

e Improvement in patient outcomes and
experience for healthcare organizations

e Tools to facilitate operating efficiencies
and resource management

e Professional growth of employees and
ability to recruit talent

e Enhanced investment reputation

Exhibit 1: Investments by Corporations in Venture Capital
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Source: PitchBook-NVCA Venture Monitor (Data as of September 30, 2018)
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Potential fee savings are the primary driver
of enhanced returns within direct investing.
When the typical 2-and-20 private equity
fee structure is applied along with other
expenses, the total annual cost of these
investments is estimated to be 5%-t0-7%.°
Studies indicate that internal rates of return
for private equity funds historically have
been around 18% gross but only 11% when
layering in fees. Theoretically, if a direct
investment by a family office underperforms
on a relative gross basis, on a net basis it
still has the potential to outperform given
the magnitude of general partner fees.®

To find out more, stay tuned for our next
paper in April in which we discuss the
performance of direct investments and the
lessons learned based on the research in
this field.

4 3Q 2018 PitchBook NVCA Venture Monitor

5 Gompers and Lerner, 1999; Metrick and Yasuda, 2010
5 https://www.privateequityinternational.com/
wanted-by-Ips-efficient-fund-management/

DISCLAIMERS AND

DISCLOSURES

e Past performance is no
guarantee of future results.

e All investments carry some level of

risk. Diversification and other asset
allocation techniques do not ensure
profit or protect against losses.

The information in
been obtained from sources NEPC
believes to be reliable. While NEPC
has exercised reasonable professional
care in preparing this report, we
cannot guarantee the accuracy of all
source information contained within.

this report has

The opinions presented herein represent
the good faith views of NEPC as of the
date of this report and are subject to
change at any time.

DIRECT INVESTMENTS (PART 1): TRENDS AND MOTIVATIONS | 4

BOSTON | ATLANTA | CHARLOTTE | CHICAGO | DETROIT | LAS VEGAS | PORTLAND | SAN FRANCISCO
255 State Street, Boston, MA 02109 | P. 617.374.1300 | F. 617.374.1313

WWWw.nepc.com

RE




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.6
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 200
  /ColorImageDepth 8
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.75000
  /EncodeColorImages true
  /ColorImageFilter /FlateEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth 8
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /FlateEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [612.000 792.000]
>> setpagedevice


