BARINGS

ALTERNATIVES

Views from the LPAC

BARINGS INSIGHTS

Over our 25+ years investing across private markets, Barings has had the opportunity to hold
hundreds of Limited Partner Advisory Committee (LPAC) seats—helping mitigate conflicts
of interest, and making suggestions to General Partners (GPs) and Limited Partners (LPs) on
best practices. As the landscape has evolved, we've had the ability to identify several trends
throughout the space—and it is from this vantage point that we offer the following insights.

JULY 2019 1



BARINGS

1. Sell-Off of Equity Stakes

The Current Trend

In recent years, there's been a rising number of GPs looking to sell off pieces of equity in their
firms. According to data from PitchBook, the trend has accelerated materially this year (FIGURE 1),
with the three largest investors in the space currently seeking a combined $17 billion—more
than has been raised in the overall strategy in the last decade.! The motivations for this vary:
GPs might be looking to generate cash flow to support additional fundraising or operational
activities; they might use the capital to expand into different strategies and set up the structures
necessary to execute them; or they might see the benefit in gaining third party expertise. In 2018,
for example, GPs cited that equity capital was primarily used to launch initiatives in new sectors
and geographies, increase commitment to a fund, and seed new strategies.? That said, these
situations often generate more questions than answers: Will the future strategy stray from the
original fund strategy? How will the current talent be retained for succession planning? Who is

the incoming investor, and how will their goals and incentives as a new owner make an impact?

Our View

We encourage LPs to take a thoughtful, long-term approach to the partnership—and above all,
to proactively communicate with the GP and other LPs to understand the unique dynamics

of the transaction. When presented with a decision around a GP stake, LPs should dig deep
into the genesis of the transaction; strive to understand the rationale driving the sale and

the intended use of the proceeds; and ask whether or not the entity has proper alignment of
interests with their own organizations.

FIGURE 1: GP Stakes Fundraising Value—Including Open Funds
$25
$20

$15

($B)

$10

$5

o =EE B =

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
M Capital Raised WM Open Fundraising Total

SOURCE: Pitchbook. As of May 24, 2019.

2. Increased ESG Discussions

The Current Trend

Environmental, Social and Governance (ESG) integration into an investment process is
steadily becoming a best practice of managers. However, ESG adoption can vary depending
on geography and manager. Whereas European GPs tend to have a more mature approach
relative to other geographies—with ESG factored into the investment process and discussed

with investors at least annually—within North America, the landscape is still developing.

1. Source: Pitchbook. As of June 12, 2019.
2. Source: How GP Stakes Investing is Becoming Less Rare, Pitchbook. As of August 2018.
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As this has become more important to institutional investors, North
American GPs and LPs are having more advanced dialogue around ESG
documentation and measurement today. While these conversations
often have more of a focus on the “S” and the "G" components, there's a
growing need for a comprehensive risk approach—and they are beginning
to assume a heightened awareness for environmental issues as well.
Additionally, due to the growing demand by LPs for transparency, GPs are

incorporating better ESG monitoring and reporting as a standard practice.

Our View

The GP should have an established ESG policy and strive to provide all
LPs with an annual report on ESG-related fund details, which allows them
to hold the manager accountable. In the event that a portfolio company
generates headlines, the GP and LPs should have transparent dialogue
within the LPAC environment to discuss both the risks and opportunities
that it presents. We believe GPs can make investments that are in the best
interest of LPs, and still generate competitive returns without sacrificing
a sound ESG infrastructure. As an example, Barings has made the
integration of ESG criteria a core tenet of our research and investment
process, which incorporates a rating and monitoring system. Similarly,
GPs that have an ESG integration framework benefit from a more holistic
understanding of the complex issues, risks and value drivers that may
impact the portfolio over time. We suggest that LPs conduct thorough
independent research on the framework, and ask thoughtful questions

about all ESG-related aspects of the portfolio before investing.

3. Extended Fund Life and Fees

The Current Trend

When a fund comes to the end of its legal life and assets remain in

the portfolio, GPs are increasingly seeking an extension of the fund
duration to avoid a forced sale of the remaining holdings. In some
instances, these extensions also include payment of the management
fees beyond a timeframe that was originally contemplated or budgeted
by investors. Typically, the long-term nature of the partnership entails

a minimum of 10 years, often 12 with the stated extension period. For
LPs, ideally all assets will be liquidated by the end of the fund's life, and
the cash returned will be a multiple of their original investment—or in
the event that the fund goes beyond 12 years, they will only be paying
very nominal management and administrative fees. But this is not
always the case, and it increasingly results in LPs allocating more time to
investment oversight, and paying higher direct or indirect costs.

Our View

When the subject of charging management fees outside of the fund term
and extensions arises, we urge LPs to discuss the rationale with the GP and
LPAC members, in order to understand whether the proposed management
fees are consistent with the resources and value-add activities of the GP. In
regard to other fund administration and accounting expenses—sometimes

stemming from external services—the LPAC members should ensure that
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the GP keeps them minimal. We also encourage LPs to conduct detailed
due diligence to ensure they are comfortable with the terms outlined in the
Limited Partnership Agreement (LPA) for the entire duration of their fund
commitment. Particularly, they should be aware of the costs and timing
of future value creation initiatives, and the exit horizon for the remaining
assets—which should include a specific milestone-driven timeline to exit
any unrealized investments. Additionally, LPs should work to negotiate
management fees that are as low as possible, without hindering the GP’s
ability to make the most of its underlying assets. The LPAC can often
provide guidance on fee preferences.

While each situation will be different—in all cases, post-extension period
discussions between the LPs and GP are beneficial in establishing
expectations and creating accountability. In many instances, negotiating
lower management fees or eliminating post-extension period
management fees will be in the best interest of LPs—and we encourage
LPs to actively engage with the GP in these situations. LPs should not
necessarily aim to avoid management fees altogether—since it could limit
the ability of the GP to do its job in certain situations—but rather they
should push for transparency, and ensure that any management fees

beyond the extension period are reasonable and being effectively utilized.
4. Extended Capital Call Facilities

The Current Trend

It is gradually becoming commonplace for GPs to request the extension
of capital call facilities to one year, or potentially longer—straying from
the 30-to 90-day window typical of the past. This is largely to alleviate
the administrative burden and cost of issuing several rounds of capital
calls, and to streamline the process. However, it raises concern over
longer-term ramifications, mainly in terms of how it will affect future
return attribution. In some instances, aggressive use of these facilities
has resulted in a boost to overall IRR of as much as 300 basis points,
typically with the greatest impact earlier in the life of the fund.

LP sentiment on this topic tends to vary widely. Some favor the use of
longer duration facilities in an effort to maximize IRRs—particularly when
the impact to Multiple on Invested Capital (MOIC) is minimal, due to the
low costs and interest rates of these facilities today. Others, which tend to
be larger LPs, often prefer limited use of these facilities—with capital called
in smaller increments—as they can better manage their own cash flows,

with an equal or lower cost of borrowing than the underlying fund.

Our View

Going forward, we urge LPs to be cognizant of how these facilities are being
used when underwriting a track record, and request detailed performance
attribution at both the deal and fund level. They should also have their risk
management team conduct full back office and accounting due diligence
to ensure that the manager is using these facilities in a prudent manner—

not only to bridge the gap between when an investment is funded and
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when called capital is received, but also to reduce manager costs—rather than taking advantage of them to bolster short-term
returns. When LPs see an aggressive use of these facilities that can significantly enhance IRR, they should calculate the attribution
associated with the facility—versus that of traditional value-add activities—in order to get a true “apples to apples” comparison of
relative fund performance within the same vintage year. In all cases, we believe LPs deserve greater ongoing transparency around
facility expenses, interest rates, and the impact to net returns. Although the extended use of these facilities is common today,

the long-term continuation of this trend will require a low interest rate environment and sufficient supply of liquidity providers.

5. Accommodation of Bigger Checks

The Current Trend

Over the years, GPs have increasingly come back to LPACs at the end of a fundraising period with a request to raise the
fund's hard cap. In many instances, this action is driven by an LP who has a structural preference to write a larger check
due to its overall AUM size. But raising the fund's hard cap above its original target can also move the needle on where a
manager identifies investment opportunities—for example, straying into larger investments. A significant increase in fund
size can introduce problematic style drift, whereby the GP targets larger and larger deals, or stretches the team to take on
more deals than originally considered. It's true that LPs often see value in diversifying the investment base—but only to the
extent that it does not distract the GP or significantly alter the investment objective of the fund.

Our View

As a best practice when conducting their due diligence process, LPs should work to understand the GP management team's
ability and capacity to invest the fund within the stated strategy and time frame—including an analysis of capital deployed
per annum, deals per partner, board seat capacity, and capital reserve usage policies. Importantly, LPs should understand
that their goals are not always aligned with a manager’s request to raise hard caps—and we suggest that they be mindful of
the GP's actions. Specifically, LPs should remain attentive that the manager doesn't: (1) deviate from its deal size targets, (2)
increase the number of portfolio companies managed, or require unmanageable tuck-in M&A execution, (3) lose the ability
to execute and manage a larger fund, including the professional bandwidth to invest, operate and monitor its investments,

or (4) dilute the other LPs, especially if there are existing deals already funded with the original capital commitments.
6. Inclusion of GP-Friendly LPA Terms

The Current Trend

As partnerships have become progressively sophisticated over time, the LPA terms have gotten more granular and
nuanced—and there's been a noticeable shift toward agreements that incorporate more favorable terms for the GP.
Specifically, there are a few areas where these “off market” LPA terms are GP-friendly and particularly impactful:

¢ Inclusion of direct GP costs, formation costs and maintenance costs in fund expenses
* Removal of parameters around formation and operation of co-investment vehicles, leading to conflicts of interest
between fund LPs and co-investors

» Variance of key investment terms, including all investment restrictions and the investment period length, with only LPAC consent

While this tip in the GP-LP balance raises concerns—it is really an issue that depends which side of the table you're sitting
on. Many GPs believe that LPA terms have moved in the direction of becoming too LP-friendly, whereas many LPs have

become frustrated with GP terms that they believe are too aggressive.

Our View

We urge LPs to evaluate the GP's actions, and ensure that they are investing with a trustworthy, reasonable and transparent
manager that views current LPA terms in the context of a long-term partnership with LPs. Additionally, with LPAC support on
its behalf, LPs should strive to negotiate the best possible terms, and ensure that those terms are in line with the market. In
the event that they believe the LPA terms are weighted too heavily toward the GP, they should work with the LPAC to make
revisions and weave in more LP-friendly terms—with the input of both internal and external counsel. We encourage LPs to
push for transparency from the GP, and collaborate on mutually important issues. Additionally, we emphasize the importance
for LPs to begin legal reviews earlier in the due diligence process, in order to address any issues that can be detected up front.
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Barings is a $317+ billion* global financial services firm dedicated to meeting the evolving investment and
capital needs of our clients and customers. Through active asset management and direct origination, we provide

innovative solutions and access to differentiated opportunities across public and private capital markets.

A subsidiary of MassMutual, Barings maintains a strong global presence with business and investment

professionals located across North America, Europe and Asia Pa

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject
to change without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily
indicative of the future or likely performance. Investment involves risk. The value of any investments and any income
generated may go down as well as up and is not guaranteed by Barings or any other person. PAST PERFORMANCE IS
NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples
set forth in this document are provided for illustrative purposes only and are not indicative of any future investment
results, future portfolio composition or investments. The composition, size of, and risks associated with an investment
may differ substantially from any examples set forth in this document. No representation is made that an investment will
be profitable or will not incur losses. Where appropriate, changes in the currency exchange rates may affect the value
of investments. Prospective investors should read the offering documents, if applicable, for the details and specific risk
factors of any Fund/Strategy discussed in this document

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its global
affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings
Japan Limited, Barings Real Estate Advisers Europe Finance LLP, BREAE AIFM LLP, Baring Asset Management Limited,
Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland)
Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland
Sarl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC
(each, individually, an "Affiliate”).

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale
of any financial instrument or service in any jurisdiction. The material herein was prepared without any consideration of
the investment objectives, financial situation or particular needs of anyone who may receive it. This document is not, and
must not be treated as, investment advice, an investment recommendation, investment research, or a recommendation
about the suitability or appropriateness of any security, commodity, investment, or particular investment strategy, and
must not be construed as a projection or prediction

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in

good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual
portfolio management teams may hold different views than the views expressed herein and may make different
investment decisions for different clients. Parts of this document may be based on information received from sources we
believe to be reliable. Although every effort is taken to ensure that the information contained in this document is accurate,
Barings makes no representation or warranty, express or implied, regarding the accuracy, completeness or adequacy of
the information

Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or
available in their jurisdiction.

Copyright in this document is owned by Barings. Information in this document may be used for your own personal use,
but may not be altered, reproduced or distributed without Barings’ consent

LEARN MORE AT BARINGS.COM
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