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“I've got liquidity problems.”

This phrase has become a badge of honour among large-cap fund
managers; a self-deprecating gloat that they’ve outgrown the
market and become a victim of their own success.

Introduction

While liquidity problems do infer historical success at fundraising or growing capital, they don’t portend future
success. Liquidity pressures prevent one from achieving the asset allocation they would otherwise intend, and

realising the entry and exit prices they would otherwise deserve.

Within the private equity space, Australia’s superannuation funds and large private equity funds are just as
exposed to liquidity problems - albeit with different nuances. And it’s costing them in opportunities and

performance.

In this piece, we run through the problem facing large superannuation and private equity funds, before
highlighting the performance they’re missing out on in the small and middle markets — just the part of the

market Schroders Capital plays.

Awash with cash

Australia’s superannuation industry controls an enormous pool of capital. As of September 2023, total

superannuation assets totalled $3.5 trillion, with $114 billion of it invested in unlisted equities.

It’s also an increasingly consolidated market. After a raft of M&A in recent years, the five largest funds now

command roughly a third of the industry’s funds under management.
So much capital controlled by so few funds invariably leads to gigantic pools of capital.

Large super funds have such huge amounts of capital to invest - and are continuously attracting new capital,
both through increasing compulsory superannuation contributions and through compounded returns — that
they have been forced to write large tickets to put the capital to work. This means generally in private equity

they are restricted to the large and mega cap buyout space which can absorb larger tickets into mega funds.

Additionally, given private equity tends to attract a c. 2% management fee and 20% performance fee, many
superannuation funds are trying to reign in this cost by accessing co-investments, where they invest alongside
the manager directly into the company and try to negotiate this company access for “free”. This dilutes the
overall costs of accessing fund and direct investments, however again — if a superannuation investment team
is going to spend days, weeks or months undertaking the required due diligence to invest directly, they will
need to do so at a size that justifies their time.

"Source: https://www.superannuation.asn.au/ArticleDocuments/269/SuperStats_September23.pdf.aspx?Embed=Y
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Figure 1 — Deal size vs. opportunity

Capital inefficiencies in private markets!

Total capital raised (2015-2019)

LARGE CAP $366bn

EV $1bn-$5bn 70% of capital
Businesses

(<1% of firms)

MIDDLE MARKET ~18,000 $118bn

EV $250m-5tbn ( Eﬁsmslffs) 23% of capital

LOWER MIDDLE

~440,000
MARKET! Businesses
EV up to $250m (96% of firms)

'Source: National Center for Middle Markets. Burgiss, including all North American buyouts. Lower Middle Market is
defined by funds whose sizes are between $50m-$500m. Middle Market is defined by funds whose sizes are between
$501m—-$2bn. Large Cap is defined by funds whose sizes are greater than $2bn.

Large private equity firms face similar problems. Like the big super funds, they have huge amounts of capital
to deploy and too few resources to filter opportunities outside the large and mega cap buyout space. So that’s

where they go, and it’s costing them.

Large Cap # Large Performance

There’s a misguided belief in some corners that, as a general rule, large caps deliver superior relative return

over small and mid-caps.
That’s simply not the case.

According to Preqin data from 2010 to 2022, fundraising among large cap funds grew by 10.7x while deal
flow grew at 3.6x. That despite there being 40x more small and mid-funds in the market than large funds.
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Figure 2 - Private equity buyout fundraising 2010 - 2022
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Source: Preqin, Schroders Capital, 2023. Fund size classification: Small: fund size below US$500m; Medium: fund size
between US$500m and US$2000m; Large: fund size above US$2000m. Fund of funds and single asset funds excluded.

This imbalance between capital supply and demand pushes up entry multiples, thereby compressing overall

growth multiples.

Small and mid-sized funds, by contrast, have seen deal flow growth of 4.2x against fundraising growth of 2.9x.

Lower capital supply coupled with relatively higher demand for capital encourages lower entry multiples.

These lower entry prices make a big difference. Expressed as EV/EBITDA multiples, it translates to a ~5-6x

discount.?

In short, we buy companies at low entry multiples while they’re small or mid-sized, and sell them up market

when they’re large caps.

Schroders Capital’s advantage

Ultimately, performance is what really matters — and we’ve got the receipts.

On average, small and mid-sized private equity managers — of which Schroders Capital is one — have
outperformed their large private equity peers both on a net total value paid in (TVPI) basis for vintages after

2005 and on a net internal rate of return (IRR) basis for vintages after 2009.

2 Source: Schroders Capital, 2023. 1Based on data on North American and European market from CapitallQ and the Baird
Global M&A report.

David beats Goliath — A story of private equity (4)



Figure 3 — Average net TVPI and IRR by fund vintage
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Source: Preqin, Schroders Capital, 2023. Performance numbers are net to investors. Fund size classification: Small: fund
size below $500m; Medium: fund size between $500m and $2000m; Large: fund size above $2000m. Includes all
strategies (VC, growth, buyout) excluding fund of funds, single asset funds.

This trend can also be seen across different geographic regions and investment strategies. Between 2000 and
2017 across Asia, North America and Europe, small and mid-sized funds delivered higher net returns than
large funds, while small and mid-venture, growth and buyout funds also outperformed their large
counterparts.

All this is not to say that liquidity isn’t a factor in the small and middle markets — it is.

2021 was a particularly heady year with a high level of deal activity. So the subsequent drop in activity is an

expected correction.

That said, tighter liquidity conditions have been felt predominantly at the upper end of town, as IPOs dried up
in 2023. But we don’t rely on IPOs to exit out positions. We tend to sell our businesses to other funds or

corporates, and while exits here are down, they’re not at levels that make us uncomfortable.

In summary

Any private equity fund that is well managed, with the right portfolio of investments, can generate attractive
return. But large size is not a guarantee of performance in and of itself. Just the opposite.

As the data shows, all things being equal, funds that buy small and mid-cap companies statistically perform
better than their large cap peers thanks to a greater number of opportunities, lower entry multiples and a
longer runway for growth. Just how we at Schroders Capital like it.
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Key risk considerations

While private equity investments offer potentially significant capital returns, funds and companies may face

business and financial uncertainties. There can be no assurance that their use of the financing will be

profitable to them or to any Fund. Investing in private equity and venture capital funds and unlisted companies

entails a higher risk than investing in companies listed on a recognised stock exchange or on other regulated

markets. The below table highlights some of the key risk factors that contribute to the higher level of risk

associated with private equity investments. For more details and a complete list of key risk factors, please

refer to the PDS of Schroder Specialist Private Equity Fund.

Investment risk

Private equity investments typically display uncertainties which do not exist to the same extent in
other investments (e.g. listed securities). Private equity investments may be in entities which
have only existed for a short time, which have little business experience, whose products do not
have an established market, or which are faced with restructuring etc. Any forecast of future
growth in value may therefore often be encumbered with greater uncertainties than is the case
with many other investments. The Underlying Fund is also permitted to invest in other private
equity funds established in jurisdictions with no or little regulatory supervision, which may result
in higher risk, and there are also costs associated with such investments that would be borne by
investors in the Underlying Fund, including the Fund.

Underlying Fund
structure

The directors of the Underlying Fund have broad discretion to cease the withdrawal of shares in
the Underlying Fund. Any restriction will directly limit the ability of the Fund to redeem the
interests it holds in the Underlying Fund. In addition, net withdrawals out of the Underlying Fund
are generally limited at 5% of NAV per calendar quarter. This may limit the ability of investors to
withdraw from the Fund. In addition, as the Fund invests substantially all of its assets in the
Underlying Fund, it is exposed to the risk that the investment manager of the Underlying Fund
may make poor investment decisions or that the investment strategy of the Underlying Fund is
not successful.

Capital loss risk

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.

Market risk Market risk is the risk of investment losses due to negative effects of the capital markets on the
overall performance of the Fund.

Credit risk The Underlying Fund will have an investor commitment/draw-down funding model which
exposes the investment vehicle to the credit risk of its investors. If an investor fails to comply
with a drawdown notice, the investment vehicle may be unable to pay its obligations when due.

Liquidity risk Given the illiquid nature of private equity investments, investing in private equity are subject to

asset liquidity risk. This liquidity risk is a result of the likelihood that a loss from current net asset
value would be realised if an asset in the Fund or Underlying Fund needed to be sold quickly in
the secondary market to meet the obligations of the Fund or Underlying Fund.

Currency risk

Investments in companies or instruments which are denominated in currencies other than the
Fund’s or Underlying Fund’s respective currency expose the Fund to the risk of losses in case
foreign currencies depreciate.

Valuation risk

It may be difficult to find appropriate pricing references in respect of unlisted investments. This
difficulty may have an impact on the valuation of the portfolio of investments of a sub-fund.
Certain investments are valued on the basis of estimated prices and therefore subject to
potentially greater pricing uncertainties than listed securities.
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Important information

This document is issued by Schroder Investment Management Australia Limited (ABN 22 000 443 274, AFSL
226473) (Schroders). Itis intended solely for wholesale clients (as defined under the Corporations Act 2001
(Cth)) and is not suitable for distribution to retail clients. This document does not contain and should not be
taken as containing any financial product advice or financial product recommendations. This document does
not take into consideration any recipient’s objectives, financial situation or needs. Before making any decision
relating to the Schroder Specialist Private Equity Fund (“the Fund”), you should obtain and read a copy of the
product disclosure statement available at www.schroders.com.au or other relevant disclosure document for
that fund and consider the appropriateness of the fund to your objectives, financial situation and needs. You

can also refer to the target market determination for the Fund at www.schroders.com.au.

All investments carry risk, and the repayment of capital and performance in any of the funds named in this
document are not guaranteed by Schroders or any company in the Schroders Group. The material contained

in this document is not intended to provide, and should not be relied on for accounting, legal or tax advice.

Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is
contained in this document. To the maximum extent permitted by law, Schroders, every company in the
Schroders plc group, and their respective directors, officers, employees, consultants and agents exclude all
liability (however arising) for any direct or indirect loss or damage that may be suffered by the recipient or any

other person in connection with this document.

Opinions, estimates and projections contained in this document reflect the opinions of the authors as at the
date of this document and are subject to change without notice. “Forward-looking” information, such as
forecasts or projections, are not guarantees of any future performance and there is no assurance that any
forecast or projection will be realised. Past performance is not a reliable indicator of future performance. All
references to securities, sectors, regions and/or countries are made for illustrative purposes only and are not

to be construed as recommendations to buy, sell or hold.

Telephone calls and other electronic communications with Schroders representatives may be recorded.
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