
6/18/2018 CalPERS feeling the heat on PE investments

https://www.fundmap.com/news/calpers-feeling-the-heat-on-pe-investments/ 1/7

News and Analysis

Analysis |  Pension Plans

CalPERS feeling the heat on PE
investments

The negative attention comes at a time the fund is preparing to review its
private equity strategy

 Dietrich Knauth | 14 Jul 2017

The largest public pension fund in the U.S. is feeling pressure over its

private equity investments, and criticism over fee transparency has gotten

under the skin of the giant fund’s CIO.

Although the California Public Employees’ Retirement System (CalPERS)

has attracted criticism before over fees and risk, the negative attention

comes at a time the fund is preparing to review its private equity strategy.

The discussion at the fund’s June meeting fueled speculation that CalPERS

could pull back from private equity, which currently accounts for $25.9bn

of the fund’s $323.8bn portfolio.

Tensions were obvious from the start of the meeting, which took place on

June 19. CIO Ted Eliopoulos opened with an unusual defense of a staff

that he said had been “denigrated and attacked” over its investments in

private equity. Eliopoulos suggested that CalPERS might be near a “tipping

point,” where negative attention is “making it increasingly difficult for
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CalPERS to compete successfully in the private equity marketplace.” At the

end of his opening statement, most board members offered applause in

support of the private equity staff in attendance at the meeting.

“What happened was, Ted came out and had a pity party,” CalPERS board

member J.J. Jelincic told MMR.

CalPERS’ private equity investments first became a particular target for

criticism in 2015, when its investment staff reported that CalPERS didn’t

have the ability to track carried interest payments that the fund made to

private equity firms. Even with that history, the June meeting marked a

notable shift in tone, and the CIO’s comments pushed other board

members to publicly declare their support for private equity. Eliopoulos

warned at the meeting that scrutiny could force the fund into a “much-

reduced” commitment to private equity, a comment which was picked up

in media accounts and which spurred a response from the board member

Henry Jones reaffirming CalPERS’ commitment to private equity.

“Ted’s comment that ‘well maybe we won’t do private equity any more’ was

so far off base that, quite frankly, they had to react,” said Jelincic, who has

been the voice of dissent on private equity and fees on the CalPERS board.

CalPERS board members quickly tried to stifle speculation that the

megafund was planning to exit the private equity market, both at the

meeting and in the days afterward. At the meeting, board president Rob

Feckner praised Eliopoulos and staff for “poise” and “courage” in the face

of criticism, and board member Ron Lind said that the whole private equity

industry is becoming more transparent as a result of CalPERS’ participation

in groups like the Institutional Limited Partners Association (ILPA). More

than that, Lind said that the fund needs the returns provided by private

equity, which is the only asset class whose return forecast is above 7% over

the next ten years

“I don’t think you’ll find much appetite on the board to get out of private

equity investment,” Lind said at the meeting.
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Jones, who chairs the CalPERS investment committee, issued a statement a

few days later, saying that the pension fund is “willing to take the heat” that

comes with its private equity investments, and remains committed to the

asset class. Few investments are as essential to CalPERS’ success as private

equity, which has contributed over $25bn in profits to the fund since 1990,

Jones said. A CalPERS representative declined to provide further

comment.

Jelincic said that he hasn’t advocated for CalPERS to get out of the private

equity market, he just wants the board to better understand costs and risks

before forging ahead with private equity investments. Jelincic said he

made a motion to stop CalPERS from entering into private equity

agreements unless the general partner identified, in advance, all the types

of fees they will charge. That motion “died for lack of a second” vote in

support, he said.

The scrutiny on fees might drive potential PE partners away in a

competitive environment, Eliopoulos said at the meeting. “From a

competitive standpoint in getting access to private equity managers and

their skill set – there are lots of institutional investors pouring into this

space,” he added. “It makes for a very challenging environment.”

The idea that transparency concerns could drive private equity firms to

choose other limited partners isn’t far-fetched, according to Sanjay

Mansukhani, the lead private equity manager research consultant at Willis

Towers Watson. Wanting everything spelled out in black and white can be

the mark of an inexperienced private equity investor, which can drive GPs

away, he said. Since there is so much demand for private equity, general

partners are in a position to choose who they want to work with, and

upfront data demands can be a deterrent even if they are coming from

investors with a lot of money to spend.

“Having a large pool of money is not a factor in itself,” Mansukhani told

MMR. “GPs want to work with investors who understand private equity. …

It’s for the LPs to strike the right balance between understanding what is it

they absolutely must have, and building a working relationship with GPs.”
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For Jelincic, though, CalPERS can demand a lot more transparency without

scaring private equity managers away.

“We can do a lot of pushing back before a GP will walk away from a billion

dollar check,” Jelincic said.

Transparency has been a matter of increasing concern throughout the

world of alternative investments as asset classes like private equity become

more mainstream. But industry practices are lagging behind the increased

demand, and asset managers and investors continue to grapple with

opaque data on alternative investments, scarcity of resources and talent to

analyze that data, complex transparency regulations, and an unclear

division of responsibility (MMR, 6/27/17).

Private equity, in particular, has drawn attention from the U.S Securities and

Exchange Commission, researchers, and investors who have raised

concerns about the risks of hidden fees in the asset class. The Pew

Research Trust issued a study in February that found that state-sponsored

funds paid more than $4bn a year in unreported investment fees over and

above the $10bn that the funds reported in expenses, primarily in

performance payments made to private equity managers.

While CalPERS’ board has affirmed its commitment to private equity, there

remains some debate over how it will set and meet its targets. CalPERS is

meeting to discuss private equity strategy further at an off site meeting

later in July.

Jelincic has also questioned CalPERS’ focus on leveraged buyouts – which

currently has a 60% target in CalPERS private equity strategy, as it presents

an easier path to hitting allocation targets because they allow the fund to

write a big check. Eliopoulos has said that CalPERS needs to further discuss

its comfort level with private equity – the current year target is 8%, down

from 14 percent in recent years – and gauge whether the investment

opportunities available will enable it to meet those targets.

Over the longer term, CalPERS is likely to reduce the number of its private

equity managers, if not the size of its overall commitment to the asset class.

CalPERS plans to reduce the number of outside managers it works with
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from 160 to 100 by 2020, Eliopoulos said.Most of these reductions would

come from private equity.

For Jelincic, who is retiring after his term ends in January 2018, the

important thing is for the board to get a better handle on the risks and

costs. “If we don’t know what risk we’re running, I don’t know how to

evaluate these results.”
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