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AT A GLANCE

For more than a decade, several large private-equity (PE) firms have pursued
diversification strategies that have enabled them to significantly increase assets
under management (AuM), continually adding to their debt and real-asset holdings
and shifting investment away from traditional leveraged buyout (LBO) funds.

WHY DO SOME FIRMS DIVERSIFY?

In their search for growth many PE firms have found opportunities other than
traditional buyout funds. They have leveraged their intellectual capital by realizing
operating synergies across different alternative-asset classes. This diversification
has both allowed PE firms to meet the needs of their limited partners (LPs) and
made the shares of those seeking to go public more attractive to investors.

WHY DO OTHERS REMAIN PURE PLAYS?

On the other end of the spectrum, many firms remain focused, succeeding by
specializing and demonstrating expertise and depth in specific industries or
regions, retaining their focus on core LBO activities, and maintaining closer
relationships with their LPs. There is no single right choice for all PE firms. But they
should consider carefully before they choose, because the direction a PE firm takes
today will shape its course for years to come.
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ORE THAN A DECADE ago, large private-equity (PE) firms such as The

Blackstone Group, Kohlberg Kravis Roberts (KKR), and The Carlyle Group
started to pursue diversification strategies that have allowed them to significantly
increase assets under management (AuM) and develop into broader alternative-
asset-management firms. Firms took different diversification paths, including
entering new regions and sectors, making different types of PE investments, such
as venture capital and minority stakes, and investing in other alternative-asset
classes. For example, an analysis of the AuM of four large alternative-asset-
management firms shows that they have continually added to their investments in
debt and specific real assets, including infrastructure, natural resources, and real
estate, while shifting focus away from traditional leveraged buyout (LBO) funds.
Among these firms, LBO funds as a percentage of AuM have declined from 46 per-
cent in 2010 to 27 percent in 2014. (See Exhibit 1.) Within this, the surge in debt
fund-raising, for direct lending in particular, has been notable. In 2014, financial
investors raised $29.1 billion for direct-lending funds, compared with only $7.1 bil-
lion in 2012.

Why Did These Firms Choose to Diversify?

Our analysis reveals several broad motivations for diversifying: firms’ search for
growth (and sometimes also their desire to go public), the synergies achievable
from being present across different alternative-asset classes, and demand from fund
investors. (See the sidebar “Blackstone: Building Scale.”)

FIRMS ASPIRE TO INCREASE AUM

During the boom years from 2006 to 2008, some of the largest buyout funds ever
were raised. The influx allowed firms to significantly increase AuM. Since 2008,
however, many general partners (GPs) have faced a more challenging fund-raising
environment. BCG analyzed funds raised from 2002 through 2015 by the ten largest
PE firms and found that the average capitalization of new flagship funds more than
doubled from around $6 billion from 2002 through 2006 to roughly $15 billion from
2007 through 2010. Since 2008, however, the average size of new LBO funds con-
tracted by 25 percent and fell to around $11 billion from 2011 through June 2015.
(See Exhibit 2.) Although there are exceptions—the latest Apollo fund raised
around $18 billion in 2014—most of the top firms have seen a significant decline in
the size of new LBO funds.

Firms therefore went looking beyond traditional buyout funds to grow their AuM.
For many large fund investors, also known as limited partners (LPs), PE makes up a
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average size of new
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from 2011 through
June 2015.



EXHIBIT 1 | For Alternative Asset Managers, Buyouts as a Proportion
of Assets Continue to Decline

TRADITIONAL BUYOUTS AS A SHARE OF AuM ABSOLUTE ASSET-
HAVE DECLINED WHILE OTHER ASSET CLASSES, CLASS CAGR,
PARTICULARLY REAL ESTATE AND DEBT, HAVE GROWN 2010-2014 (%)
Share of AuM (%)*
$283 billion $564 billion
13 Hedge funds @
& 24
60 37 Debt (2
19 ~
40 17 Real estate
20 46
27 LBO funds @
0
2010 2014

Sources: 10-K filings; BCG analysis.

Note: AuM = assets under management; LBO = leveraged buyout; CAGR = compound annual growth rate.
Because of rounding, not all percentages add up to 100.

*Funds included in the analysis are Blackstone, Carlyle, KKR, and Apollo, which are the top four alternative-
asset managers by AuM and have a strong historical buyout focus.

2“Other” includes Carlyle’s investment solutions.

relatively small proportion of their overall investment allocations. For example,
CalPERS, the influential California state pension fund, has a total of $296 billion in
assets, but invests only $31 billion (or slightly more than 10 percent of assets) in PE.
In comparison, CalPERS invests 53 percent of assets in public equities and 9 per-
cent in real estate. In fact, according to a London Business School study of 1,200
U.S. and UK pension funds, public pension funds directly allocate on average only
about 5.6 percent of their assets to PE funds. While firms have made an effort to in-
crease allocations to their buyout funds, they are also increasing the availability of
investment opportunities in other asset classes to increase their allocation share
with LPs.

GPS ASPIRE TO GO PUBLIC

Several PE firms have aspired to go public as well. But because of the cyclical na-
ture of the buyout industry, PE firms need to diversify to make their shares more
attractive to initial public offering (IPO) investors. The five firms that have gone
public (Blackstone, KKR, Apollo, Carlyle, and Oaktree) had all diversified into two
or three other asset classes (such as real estate, debt, or funds of funds) by the
time of their IPO. Any PE firm looking to go public needs to address the market’s
concerns about the volatility of PE performance fees. For example, Carlyle’s IPO in
2012 was priced lower than expected because of the market’s concerns that Car-
lyle, with 63 percent of AuM in buyout investments, was insufficiently diversified.
At the time of Carlyle’s IPO, Fortune magazine reported that “it’s also possible that
Carlyle received an extra demerit for being the private equity-est of all the public-
ly traded private-equity firms (i.e., the least diverse).” At the time, 63 percent of
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BLACKSTONE
Building Scale

As one of the first traditional buyout
funds to diversify, Blackstone exempli-
fies the way firms have expanded into
other asset classes. (See the exhibit
below.) Blackstone’s diversification
started with the launch of its hedge-
fund business, Blackstone Alternative
Asset Management (BAAM) in 1990.
BAAM arose from the opportunity and
the investor need created when Black-
stone’s management team divested
some Blackrock shares and needed to

manage the proceeds. Similarly, Black-
stone established its real-estate
business in 1992 to capitalize on
real-estate investment opportunities
that arose after the buyout fund
acquired several hotel businesses. The
real estate group formally launched its
first real-estate fund in 1994 with a
modest $485 million in AuM.

After pausing its diversification drive
for several years, Blackstone set up a

THE EVOLUTION OF BLACKSTONE’S INVESTMENT FUNDS
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Sources: Pregin; company website; press searches.

Note: In addition to those shown in the time line, Blackstone launched a fund-of-funds product
in 2013.

*Blackstone acquired GSO Capital Partners in 2008.
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BLACKSTONE
(continued)

corporate-debt group in 1999. In 2008,
the firm established a full-range debt-
investment business—including, for
example, mezzanine debt, special sit-
uations, collateralized loan obligations,
and senior secured loans—by way of a
reverse merger with GSO Capital
Partners. Additionally, in 2005 Black-
stone acquired the Park Hill Group, a
third-party advisory business that
conducts placement services for funds.

Further pushing the limits of diversifi-
cation, Blackstone has also subdiver-
sified within each of its businesses
across regions, industries, and
investment structures. For example,
Blackstone has established regionally
dedicated real-estate funds such as
the Asia Real Estate Fund and the
Blackstone Real Estate Special
Situations Advisors. Blackstone’s PE
business, to cite another example,
features four categories of funds:
traditional buyout, tactical opportuni-

ties (including minority investments),
energy, and secondary products.

Although Blackstone was opportunis-
tic in its initial entry into other asset
classes, it made a strategic decision
to pursue diversification only in asset
classes in which it could build a
world-class business at scale. In some
cases, such as with venture capital,
the challenge of building a truly
scaled global business was a deter-
rent to entry.

Another example is Blackstone’s
divestment of its advisory business—
including restructuring advisory as
well as placement advisory—whose
growth was constrained by potential
conflicts with Blackstone’s investment
business. Because Blackstone couldn’t
grow the advisory business to scale, it
decided to divest it, in keeping with
the group’s broader diversification
strategy.

Carlyle’s AuM was in buyout investments, a number that has since declined to
about 33 percent, bringing Carlyle more closely into line with its peers.

FIRMS REALIZE SUBSTANTIAL OPERATIONAL SYNERGIES FROM

DIVERSIFICATION

Given their growth ambitions, some firms sought to leverage their intellectual
capital by realizing operating synergies from their diversification activities as a
source of competitive advantage. They have invested significantly in risk and com-
pliance systems to ensure that they can realize operational synergies such as the

following:

e Deal-Sourcing Synergies. Flagship buyout funds can provide visibility across a
broad array of investment opportunities, in many cases, across locations and
industries. Therefore, buyout funds receive leads to potential deals that, while
they are not ideal buyout transactions, might be more suitable for funds focused
on other asset classes. Similarly, a buyout fund might acquire a company that
includes a simultaneous opportunity to invest in another asset class, such as
debt. For example, many of Triton’s buyouts have involved a debt component
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EXHIBIT 2 | Since 2008, the Average Flagship Fund Has Contracted, Constraining the Growth of

the Core LBO Offering

PRIOR TO 2007, FLAGSHIP LBO
FUNDS AVERAGED $6 BILLION
FOR THE TOP TEN PE FIRMS™...

Funds raised for flagship
LBO funds ($billions)?

...AND DOUBLED TO AN AVERAGE
$15 BILLION DURING THE
BOOM YEARS

Funds raised for flagship
LBO funds ($billions)?

SINCE THEN, THE FIRMS’ LBO
FUNDS HAVE CONTRACTED TO AN
AVERAGE $11 BILLION

Funds raised for flagship
LBO funds ($billions)?
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Sources: Pregin; BCG analysis.
Note: LBO = leveraged buyout; PE = private equity.
Top ten largest firms in total LBO assets accumulated.

2Most firms raised one flagship fund in each period. Bain Capital raised two flagship funds ($8 billion in 2006 and $11 billion in 2008) during the
2006-2008 boom period. TPG raised two flagship funds ($15 billion in 2006 and $19 billion in 2008). Apollo raised two flagship funds ($10 billion in

2006 and $15 billion in 2008). Hellman & Friedman (H&F) raised a new fund of $9 billion in May 2015.
3TPG’s latest fund closed at $6.5 billion in March 2015.

that would be resold to the market after the acquisition. But Triton found that
in several cases the debt offered an attractive return and was potentially a good
investment for its debt fund.

Deal Evaluation Synergies. The ability to accurately value companies is a core
expertise of many PE firms. The same valuation expertise can be applicable
across asset classes if target investments are similar. For example, Triton’s core
expertise is in investing in midsize Western European companies in the consum-
er, business services, and industrial sectors. Triton has considerable skill in eval-
uating such companies and, therefore, seeks different investment opportunities
across asset classes that suit its valuation expertise. Its entry into the debt mar-
ket allows it to focus its valuation expertise on the same set of target companies
but directs it toward a different asset class.

e Deal Execution Synergies. Because diversified PE firms can offer a larger range of
investment solutions, including mixed-asset-class integrated solutions, such firms
can also be compelling partners for corporations. This capability can be a sig-
nificant competitive advantage for both closing deals and exposing LPs to differ-
entiated investment opportunities. In many cases, having a multiasset platform
can also help close a deal. Blackstone’s buyout fund, for example, frequently
partners with its real-estate division to structure and invest in acquisitions.
Blackstone’s acquisition of Centre Parcs and Cineworld are prime examples of
deals that leveraged expertise from both the buyout and the real estate groups.
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In addition to the
operational synergies,
there are also sub-
stantial marketing
synergies from
diversification.

e Portfolio Management Synergies. A diversified firm can also leverage its expertise
from different funds to help its portfolio companies grow. For example, Black-
stone’s real-estate-operations team contributes significant development exper-
tise to help grow the companies acquired by the buyout business. Deals such
as the Center Parcs and Cineworld acquisitions, which included sizable real-
property holdings, created opportunities for Blackstone to leverage the scale
of its real-estate operations to develop new properties and grow the assets.

Likewise, Blackstone’s global group purchasing program harnesses the combined
purchasing power of Blackstone’s PE and real-estate portfolio companies. More than
$4 billion of annual spending is managed through group purchasing programs in
more than 70 categories, including such essential products and services as IT hard-
ware and software, office supplies, overnight small-parcel shipments, hotels, insur-
ance, energy, and telecommunications. On a global basis, approximately 95 percent
of Blackstone’s portfolio companies have taken advantage of the group purchasing
initiatives. Taken together, Blackstone’s portfolio companies represent a significant
market, enabling its vendors to deliver outsize cost savings. As a result of its critical
mass and buying power, the Blackstone Group purchasing program has achieved
more than $700 million in annualized savings for portfolio companies since 2005.

THERE IS INVESTOR APPETITE FOR DIVERSIFIED SOLUTIONS

In addition to the operational synergies, there are also substantial marketing syner-
gies from diversification. KKR, for one, has relentlessly built on the benefits that its
diversification affords to offer its LPs a compelling value proposition. (See the side-
bar “KKR’s Diversification in the Round.”).

Especially for large LPs such as pension funds, diversified funds can offer several
compelling benefits, including the following:

e A Credible and Trusted One-Stop Shop. LPs can invest in multiple funds that match
their asset-allocation needs. Pension and sovereign-wealth funds are typically
invested across many different asset classes in order to diversify risk. For LPs
that might have limited in-house capacity to pick the best of breed in each asset
class, a trusted and credible diversified fund offers a compelling alternative.

e Lower Management Fees. Many large LPs are attracted to multiasset funds
because they allow investors to deploy more capital through fewer GPs, thereby
reducing overall management fees. Recently, U.S. public pension funds have
come under political scrutiny for the amount they spend on management fees,
and, as a result, they are reducing the number of GPs in an effort to cut costs.
For example, CalPERS announced recently that it was looking to shrink its roster
of PE managers by two-thirds to 120 in order to cut costs. Since that CalPERS
announcement, other funds such as the Future Fund (Australia’s sovereign-
wealth fund) have made similar statements.

e Better-Aligned Performance Fees. Some multiasset managers offer a combined-
performance fee structure, which charges carried interest, or carry, only if the
overall performance of all investments across all asset classes clears a specified
combined hurdle rate. For example, an LP may invest with one firm across
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KKR’S DIVERSIFICATION IN THE ROUND

Johannes Huth, head of KKR Europe,
the Middle East, and Africa, told us,
“We have been thoughtful about our
organic growth, entering new markets
and businesses where we believe they
build on our areas of strength,
intellectual capital, and industry
relationships and where attractive
opportunities exist to further broaden
our asset and investor base.”

As a matter of fact, few firms have
gone further in building on the
synergies unleashed by diversification
than KKR—both between different
products and in marketing.

For example, KKR’s real-estate team
leverages resources from other KKR
platforms, including the buyout group
and the debt team. Access to KKR’s
diverse platforms is a source of
competitive advantage, because, Huth
said, it “provides far greater resources
to source, analyze, and execute real
estate transactions and address the
needs of our clients.” To cite another
example, KKR’s credit platform has
built on KKR’s buyout history and

experience, and this has “resulted in a
deep and established network of
relationships with banks, advisors,
companies, sponsors, and trading
counterparties. It is this network that
we believe gives us a competitive
advantage of finding and identifying
investments for our clients.” KKR
recognizes that the sourcing synergies
among its different investment
platforms provide a competitive
advantage that helps KKR generate
better deals and, therefore, higher
returns for its investors.

KKR also realizes marketing synergies
through diversification. It has a
dedicated 70-person sales team whose
mandate includes offering tailored
alternative-asset investment solutions
beyond specific investment funds.

In short, KKR rarely passes up an
opportunity to use its diverse invest-
ment platforms to improve deal
sourcing and execution and to offer
compelling value propositions to a
broad range of investors.

several different funds. Under a typical performance-fee structure, the LP would
pay carry on every fund that outperformed its benchmark. Under a combined
hurdle-rate structure, the LP would pay carry only if the net performance across
all funds should exceed the required rate. This structure accounts for the
underperformance of investments in some asset classes and better aligns the
GP’s performance incentives with the overall performance of an LP’s portfolio.

e (Curated Investment Solutions. LPs are starting to look for additional full-service
asset-management solutions, in which PE firms have more latitude to allocate
and invest capital on behalf of the LP across a range of funds. In many ways,
large diversified funds are assuming the role of traditional asset managers
rather than acting as typical PE GPs. In 2011, for example, the Teacher Retire-
ment System of Texas (TRS) committed $3 billion to both KKR and Apollo
Global Management to manage as a separate account. TRS committed an
additional $2 billion to each manager in 2015. KKR and Apollo had mandates to
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invest the capital using several different strategies across their asset funds and
even had the latitude to place capital in new investment opportunities as they
arose. The partnership deal was attractive to TRS’s managers because they
believed that the investment expertise of KKR and Apollo was superior to their
own and would enable the fund to achieve better returns.

Blackstone’s new Total Alternative Solution Advisors is similar to the asset manage-
ment services for large LPs but is targeted at high-net-worth individuals (HNWIs),
enabling them to invest in one of Blackstone’s existing funds. Carlyle, for its part,
builds on the fund-of-funds offering it obtained through its acquisition of AlpInvest,
as well as hedge funds obtained when it acquired Diversified Global Asset Manage-
ment. The result is a curated fund for HNWIs with a pooled vehicle that allocates
capital across Carlyle’s buyout funds. Given that on average, HNWIs allocate only

2 to 3 percent of their invested capital to alternative assets (including both PE and
hedge funds), there is clear potential to increase this allocation.

Why Do Some PE Firms Choose to Remain Pure Plays?

On the other end of the spectrum, many firms have remained focused, succeeding
by specializing and demonstrating expertise and depth in specific industries or re-
gions. The Boston Consulting Group recently analyzed the investment strategies of
19 of the largest PE firms. The analysis reveals that about a quarter of the firms—
S5—are still pure buyout funds. Of the 14 firms that have diversified, the majority—
8 of 14—have selectively diversified along only one dimension, and only 6 have
diversified across multiple asset classes. (See Exhibit 3.) At the 2015 SuperReturn
International conference, Guy Hands, of Terra Firma, predicted that smaller firms
would return to their PE roots and concentrate on smaller, focused fund-raising
rather than seeking to become large generalist asset managers.

EXHIBIT 3 | PE Firms Can Be Broadly Categorized into Three Levels of Diversification

DESCRIPTION TYPICAL AuM EXAMPLE FIRMS
. . Apollo
Firms with significant ; g
AUNFscross e $50 bilon t S Captal
DIVERSIFIED ang) g crgi%séslgtcs Uaggg $290 billion The Ca&l%ls Group
public markets TPG
3i Group
' _ EQT Partners
_ Firms with some CVC Capital Partners
SELECTIVELY investment or small $8 billion to HgCapital
DIVERSIFIED funds in one or two $65 billion Permira
other asset classes Triton
Towerbrook

Warburg Pincus

Advent International

Firms focused purely aps Apax Partners
PURE-PLAY PE on traditional late-stage $$12t§]g}ﬁ?oﬁ° IK Investment Partners
equity investments PAI Partners

Montagu Private Equity

Source: BCG analysis.
Note: AuM = assets under management; PE = private equity.
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Pure-play PE firms offer critical advantages, including the following:

e They alleviate investor concerns that PE firms lose focus on core LBO activities
as management attention disperses across multiple asset classes. By remaining
pure plays, they can keep their top talent focused on their core activities.

e They eliminate the risk of incentive misalignment between GP and LPs. Some
LPs are concerned that management fees are so high for large multiasset-class
firms that performance fees become a secondary objective.

e They avoid concerns about deal allocation between funds. In many cases,
diversified GPs have discretion to allocate investments to specific funds, as some
deals might be suitable for more than one.

e They address LP needs for specific exposures. LPs looking to fill specific expo-
sures in their portfolio will look for best-of-breed pure-play funds—for example,
those that focus on a specific country. This can also apply to larger funds. Cinven,
for example, has prospered by focusing on buyouts of large Eurozone players.

E FIRMS CHOOSING between diversification and specialization will reach differ-

ing conclusions, depending on their current strategy and position in the market.
Large diversified firms will continue to push to diversify and further establish them-
selves as alternative asset managers with multiple product lines. For example, while
Blackstone is spinning off its advisory business, KKR Capital Markets continues to
advise on executing financing transactions. Similarly, to strengthen its presence in
hedge funds, in August 2015, KKR acquired a 24.9 percent minority stake in Marshall
Wace, a London-based hedge fund with £22 billion in AuM. Meanwhile, Blackstone
is contemplating launching a fund that, like Berkshire Hathaway, takes a long-term-
value-investor approach to a relatively small portfolio of high-quality businesses.

Some midsize firms might engage in opportunistic diversification, either by acquiring
or building a team in a sector adjacent to its core. Triton, for example, carefully and
selectively diversifies as opportunities present themselves. It has started taking mi-
nority stakes in public companies and expanded into a £500 million debt fund while
maintaining its focus on the types of companies that are in its buyout-fund portfolio,
meticulously allocating control positions gained through debt purchases to its main
PE fund and minority debt positions to its debt fund. Small, pure-play PE firms,
meanwhile, will likely specialize further to clearly define their focus areas, be it by
region, industry, or a matrix of the two. This strategy seeks to attract LPs that seek
best-of-breed specialty buyout funds.

As should be clear, there is no single right choice applicable to all PE firms. But ev-
ery firm should deliberate carefully before it chooses, because the direction it takes
today will shape the firm’s course for years to come.
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