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Diversification and liquidity can safely kindle the per-
formance of institutional investors’ dry powder assets 
while they wait for private markets to call.  

In fact, a diversified, highly liquid portfolio that provides the 
highest return for the risk taken can balance the shortfall 
risk, which is the potential for having insufficient capital when 
private market managers call capital, and opportunity cost, 
which is the risk of returns forgone by being away from the 
desired allocation. 

This dynamic dominates traditional approaches such as 
leaving dry powder — capital that is committed to private 
markets but not yet called and invested by private market 
managers — disbursed throughout the strategic asset alloca-
tion, or holding dry powder in cash or public market assets 
that attempt to replicate the private market, according to a 
recent report titled “A New Approach to Dry Powder Invest-
ing,” by Wells Fargo Asset Management.

“We know all the reasons why institutional investors look 
for illiquid or private investments,” said Daniel Morris, chief 
investment officer and head of systematic investments at 
Wells Fargo Asset Management. “But they end up with a 
structural challenge about how to invest while they’re wait-
ing for their dry powder assets to be put to work, and it’s 
testing a different part of their mindset. It’s no longer about 
looking at private investment, it’s about thinking about liq-
uid investments again.”

While the challenge of investing dry powder has been an 
issue as long as there have been private markets, the re-
sponse to that challenge requires a fresh look, according 
to Kevin Kneafsey, senior investment strategist multi-asset 
solutions, at Wells Fargo Asset Management. 

“What has changed is that there [are] now over $2.3 trillion 
in global dry powder assets, [an amount that has] grown 
2.7 times over the last nine years. [It] now impacts a much 
broader swath of investors than it used to and impacts them 
at a greater scale,” Kneafsey said. 

UNIQUE CHARACTERISTICS, UNIQUE PORTFOLIO

The three characteristics specific to dry powder investing, 
according to Morris, include:

1) It’s funded with a future fixed-dollar commitment that’s 
legally binding; 

2) The size and timing of the capital calls are uncertain; 
and

3) The time horizon for capital calls can be up to five years.

The first characteristic gives rise to shortfall risk, the second 
eliminates the possibility of cash flow matching and the third 
creates potentially meaningful opportunity cost of forgone 
returns. This trade-off between shortfall risk and opportunity 
cost creates the dry powder dilemma, Morris said. 

According to the report, holding dry powder in cash and/or 
equities carries its own risks with a potential for varying neg-
ative impacts. For example, while cash can minimize shortfall 
risk, with its low risk of capital loss, it has high opportunity 
cost because expected cash returns are less than those of 
other asset classes. Meanwhile, replicating private market 
assets with public equities, for example, can significantly 
lessen the opportunity cost with higher expected returns, but 
it can present greater shortfall risk because potential market 
losses could lead to insufficient capital when calls are made.

“Few investors can play the extremes: ‘I want to solve the 
opportunity cost problem, so I’m going to invest in equity’; 
or ‘I’m going to solve for certainty and avoid shortfall, so I 
just want to invest in cash,’” Morris said. “And you can’t say, 
‘I want take half of one and a half of the other’ and think that 
you get a better outcome. It’s just a scaled version of the 
risk — so you’re basically trying to make two wrongs into a 
right. You need to think, ‘How can we optimize the trade-off 
between these two and actually build a better portfolio that 
starts to minimize shortfall risk, minimize opportunity cost, 
with sufficient liquidity, and meet that need without having an 
actual hedge available?’ That’s exactly where the dry powder 
portfolio comes in.”

Wells Fargo’s recommended dry powder strategy adheres to 
a maximum Sharpe ratio, requiring greater diversification of 
a wider variety of assets, Morris and Kneafsey said.

“Diversification is about how you spend risk, not how you 
spend capital,” Kneafsey said. “And the big risks in a portfo-
lio are things like their exposures to economic growth, to in-
terest rates and to inflation. It’s balancing those macro risks.”
 
An appropriate asset mix, Kneafsey said, “is a well-balanced 
portfolio across assets that are really exposed to economic 
growth risk — assets such as equities and credit spreads — 
balanced with assets that are really sensitive to interest rate 
changes — assets like sovereign bonds. And then a bit less 
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of an investment in assets that will rally when inflation could 
hurt both those growth-sensitive assets and those rate-sen-
sitive assets.”

Because institutional investors have different sensitivities to 
shortfall risk and differing needs for more return, “there is 
that ability to take that maximum Sharpe ratio portfolio and 
apply some leverage to it, if an investor needs lower oppor-
tunity cost and they’re willing to take more shortfall risk,” 
Kneafsey said. “But it’s the same pro-rata weightings in that 
portfolio, whether it’s levered or unlevered.”

BREAKING HABITS

When it comes to assets parked temporarily before deploy-
ment, most institutional investors have stuck to the basics 
of leaving it invested throughout their strategic asset alloca-
tion or invested in cash or in a replicating asset like public 
equities, Kneafsey said. This approach is borne out of their 
deep experience in public markets, where transition man-
agement suggests exposures be replicated when moved 
from one manager or portfolio to another, as there is no 
risk of shortfall.

“I think most investors have come into [the private markets] 
space having spent a lot of time in public markets,” Kneafsey 
said. “They took that public market mindset: ‘What do we do? 
We replicate. We buy the best benchmark for this, or if the 
transition horizon is short enough, we hold cash.’ Those are 
the two obvious answers, and they’re actually not the right 
answers for dry powder.” 

Along with risk reduction and liquidity, an incredibly vola-
tile and uncertain 2020 has created another good reason 
to have a more diversified dry powder portfolio, Morris said.

“If you think back over nine years of growth through ear-
ly this year, we’ve actually had pretty much rising markets 
throughout that period,” he said. “But now, [investors] are 
seeing that growth challenged in a number of different plac-
es. COVID-19 led to the fall in equity markets, and those 
were bigger in world markets than in U.S. markets. So those 
with a global portfolio would have been impacted more than 
those with a more domestic portfolio. And typically, we’ve 
seen people move to more global portfolios. And interest 
rates are low, so holding fixed-income portfolios with a big 
yield carry is not there either. And we’re seeing yields com-
press significantly over the last nine years as well. Those big 
drivers have put people in a trickier spot right now than they 
would have been for any of those prior years.

“This environment has created a situation in which care-
ful investment of dry powder is even more important,” 
Morris said. ■
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This environment has created a 
situation in which careful investment 

of dry powder is even more important.
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Diversification is about how you 
spend risk, not how you spend capital.   

- KEVIN KNEAFSEY


