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In the rapidly expanding literature on private equity, the role of the private equity fund investor is the least discussed. Most importantly, private equity investments are illiquid due to the lack of a well-developed secondary market and due to restrictions on the sale of private equity fund investments. In this paper, we address an issue that concerns the investor, namely that of achieving and maintaining a desired exposure to private equity, possibly as part of a larger investment portfolio. This is of great practical relevance for institutional investors such as pension funds, insurance companies or endowments, which often aim for a specific private equity exposure as part of their long-term strategic asset allocation. 
The vast majority of private equity investments take place through ‘funds’, which typically have a finite life ranging from 10 to 14 years. The investors’ capital commitments are only gradually called to be invested and distributions occur before all committed capital has been invested, while in practice of course the timing of these cash flows is typically unknown ex ante. We show that the differences in distributions across vintage years are widespread. The distributions range from a low of 3% for funds that started in 1983 to a high of 95% for funds dating from 1996 after four years since portfolio inception. Furthermore we show that the average maximum investment degree for all the funds in our data-set is reached between three and four years, and is slightly below 0.6. This means that at maximum 60% of total capital will actually be invested in private equity and that we hold at least 40% cash. The fact that the maximum investment degree is well below one and the time-varying nature of the cash flows suggests that achieving a certain level of private equity exposure requires a dynamic strategy, where more commitments are made than the amount of the initially available capital (overcommitment).

Our recommitment strategy explicitly takes into account characteristics of the private equity portfolio held at each point in time for determining the level of new commitments to be made.

These characteristics include the current distributions, the uncalled capital from earlier commitments as well as the current investment degree. Committing the paid out distributions is intuitive, as liquidated investments must be reinvested to keep the allocation at the desired level. Capital that is not called within a certain period of time is recommitted in order to prevent leakage of private equity exposure. The investment degree is used as a multiplier to speed up the adjustment of the investment degree to the desired level as it measures the actual exposure to private equity relative to the sum of the available cash and private equity investments, that is, the desired exposure.

Our results based on historical simulations using the Thomson Venture Economics database can be summarized as follows. For portfolios diversified across venture capital and buy-out capital and across the US and Europe, we find that our recommitment strategy is capable of maintaining a stable investment degree that is close to the target level, while keeping the probability of liquidity shortfall within reasonable bounds. In addition, we show that the quality of the strategy can be further improved if an investor can use the 3-year future investment degree of the current portfolio to scale up or down his new commitments (instead of the current investment degree). Alternatively, an investor that can permit herself a higher allocation could consider a 20% overcommitment in the recommitment of distributions and uncalled capital. We find that this brings the average portfolio exposure closer to the target, but at the cost of a higher risk of being overexposed. Furthermore we also find that a 30% overcommitment is required to achieve the desired exposure to private equity when starting a new portfolio. Sensitivity analysis shows that our strategy remains successful when the portfolio is restricted to a certain type of private equity capital or to a specific region.
