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Today, private equity represents 11% of the
average portfolio allocation, significantly
above the 4% allocation in 2005.1 Despite
this increase, one could argue this level of
adoption is still below the optimal exposure
given the asset class’ strong performance
relative to public equity. 2 Increasing duration
and the associated illiquidity, in our view, are
the reasons why this allocation gap persists.
However, we believe that there are solutions
available within the private equity industry to
check or reverse this upward trend in duration
and allay investors’ concerns about increasing
their allocation to the asset class.
Prior to the Global Financial Crisis, approximately 40% of
private equity portfolio companies were sold within three years
of acquisition. From 2009–2020, however, the average holding
period has increased by 31%.3 As a consequence, the median
time it takes for a private equity fund to liquidate fully is now
longer than 13 years, while the average term for a PE vehicle
remains at 10 years.4 Although funds can be extended, Limited
Partners (LPs) have become increasingly frustrated with the
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frequency at which fund durations
exceed a decade. Logically, the longer
hold periods for these investments
have led to greater capital needs for the
existing portfolio (often described as
“follow on” investing). The quantum
of follow on capital has increased
meaningfully since 2009, with add-ons
representing 72% of all private equity
deal flow in 2020 compared with 57% in
2009, straining the capital reserves that
exist within the PE fund structures.5
This mismatch of duration and capital
needs has a variety of root causes. The
typical private equity fund structure
has not adapted to the growing and
maturing private equity market. The
ten-year fund life structure, which was
perhaps fitting twenty-five years ago, is
still the backbone of the vast majority
of funds today. As the private equity
market has become more competitive
and, hence, more efficient, General
Partners’ (GPs) value creation plans
often take longer to execute than
expected, elongating hold periods. Thus
GPs have often wanted to hold on to
their ‘winners’ in order to maximize
their potential value. These situations
frequently create conflict between
GPs and LPs and among the LPs
themselves—some of whom want to
stay on for a longer period of time, while
others demand nearer term liquidity. In
our view, three solutions have emerged
to combat the duration dilemma while
allowing the GP to continue to manage
a particular investment.
One answer to this challenge has been
the launch of longer duration or even
evergreen private equity funds such
as those introduced by a number of
reputable firms such as Apollo, KKR,
and Carlyle. In our opinion, while these
funds are a natural solution to this issue
and a laudable business extension for
these private equity firms, they appear

unlikely to penetrate the private equity
market on a broad level. We believe
only the largest private firms are able
to provide investors with comfort
that the governance, talent and focus
required will continue to exist over
these extended fund lives despite the
fact that few professionals are likely to
stay engaged for the full duration of the
vehicles. Furthermore, few investors in
private equity funds have a structure
that allows them to participate in such a
long-dated vehicle.
Another answer is the sale of positions
held within funds that have surpassed
their fund life to another fund of more
recent vintage that is managed by the
same private equity firm. This solution
enables the manager to continue owning
an asset that is viewed as attractive.
However, a conflict of interest stems
from the fact that a GP acts as a seller
and a buyer simultaneously. In certain
cases, a GP may not transfer 100% of
the ownership of the asset into the more
recent fund, creating misalignment
of interest. In our experience, there
are only a handful of situations in
which these issues were examined
and addressed when Limited Partner
Agreements (LPAs) were in the draft
stage. As such, a number of LPs have
struggled with lack of transparency,
information asymmetry and limited
time and resources to fully diligence
such transactions. Most problematic is
the fact that, in most cases, there is not
an independent third party responsible
for pricing these transactions.
We believe the best solution to this
problem has come from the private
equity secondaries market. The most
common transaction type within this
space is the acquisition of a diversified
portfolio of limited partnership interests
by a dedicated secondaries fund.7 A select
number of secondary buyers, however,

have abandoned this practice a number of
years ago in favor of a more concentrated
approach that enables them to isolate
and invest in assets that they believe
offer the greatest return potential. These
transactions are alternatively known as
“single-asset lift outs”, “transformational
secondaries” or “GP-led secondaries”.
This segment of the market has expanded
significantly in the past two years;
Evercore estimates the single-asset
market has ballooned from $2Bn in 2018
to $14Bn in 2020.6 Secondary buyers
in these instances work with GPs to
create vehicles that will hold one or more
“winners” that the GP wants to continue
to own and/or attractive investments
that require more time to achieve their
full growth potential. Single-asset lift
outs may provide significant benefits to
both GPs and LPs. First, they allow GPs
to continue to manage certain holdings
for a longer period of time and provide
them with follow on capital for use when
needed. Second, they offer existing LPs
the option to cash out or to remain
invested for a longer duration. Managers
that pursue concentrated strategies
benefit from the GP’s deep knowledge of
a specific asset and exposure to the assets
with the greatest return potential within
the GP’s portfolio.
The magnitude of the recent evolution
in the secondary market came as a
surprise to many market participants,
with total secondary deal volumes
doubling from 2016 to 2019.8 We
believe that single-asset lift outs will
serve as a catalyst for the continued
growth of the secondary market and,
more importantly, address the duration
concerns that may be preventing
asset allocators from dedicating a
greater proportion of their assets to
private equity.
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There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to invest
for the long-term, especially during periods of downturn in the market.
This piece has been prepared solely for informational purposes and
is not an offer, or a solicitation of an offer, to buy or sell any security
or instrument or to participate in any trading strategy. The material
contained herein has not been based on a consideration of any individual
recipient circumstances and is not investment advice, nor should it be
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Any product based on an index is in no way sponsored, endorsed, sold
or respect thereto.
Persons considering an alternative investment should refer to the specific
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strategies described in the preceding pages may not be suitable for the
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and on an ongoing basis, to determine such suitability.
Risks Relating to Private Equity Investments. Certain funds will typically
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expected to become, publicly traded and therefore may require a
substantial length of time to realize a return or fully liquidate. The
respective general partners cannot provide assurance that they will
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and involves a high degree of uncertainty. In addition to competition
from other investors, the availability of investment opportunities
generally will be subject to market conditions as well as, in many cases,
the prevailing regulatory or political climate. In addition, investments
in infrastructure may be subject to a variety of legal risks, including
environmental issues, land expropriation and other property-related
claims, industrial action and legal action from special interest groups.
This is prepared for sophisticated investors who are capable of
understanding the risks associated with the investments described herein
and may not be appropriate for the recipient. No investment should be
made without proper consideration of the risks and advice from your tax,
accounting, legal or other advisors as you deem appropriate.
Morgan Stanley does not render tax advice on tax accounting matters to
clients. This material was not intended or written to be used, and it cannot
be used with any taxpayer, for the purpose of avoiding penalties which
may be imposed on the taxpayer under U.S. federal tax laws. Federal
and state tax laws are complex and constantly changing. Clients should
always consult with a legal or tax advisor for information concerning
their individual situation.
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