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HOULIHAN LOKEY CASE STUDY

Houlihan Lokey Assists Morningstar in the Creation
of the Morningstar Global Unicorn Indexes

THE CLIENT

Morningstar Indexes is a leading provider of index solutions that draw on Morningstar's data and research to help investors
understand evolving markets and build more effective portfolios.

INTRODUCTION

The huge shift of investor money from mainstream public markets to private markets is one of the biggest trends in the
global money management industry. Morningstar observed that the tools and benchmarks necessary to support investors'
needs have not kept pace. While capital continues to flow into them, private markets remain largely opaque. Because there
was no representative index for these limited-visibility companies, allocators lacked a true proxy for the private markets or
reliable performance benchmarks. Limited partners lacked the consistent, comparable information they needed to make
informed investment decisions. This lack of indexes, coupled with the lack of reporting requirements for private companies,
left many investors at a disadvantage.

THE CHALLENGE

The lack of regular, observable prices in private companies creates the potential for illusions in private company returns
when compared with public equity returns. Private companies, unlike public companies, are not required to disclose their
financial information. For an index to be a reasonable proxy of the market or the asset class, it should reflect the best
available pricing of the underlying securities.

Morningstar Indexes sought an advisor with substantial valuation experience to enhance its new index offering by providing
a practitioner's perspective and engaged Houlihan Lokey to fill this role. PitchBook, a subsidiary of Morningstar and

leading provider of private market data and research, joined forces with its parent company's indexes division to tackle the
challenge.

THE SOLUTION

Leveraging PitchBook's extensive data on private transactions, Morningstar and PitchBook created a first-of-its-kind family
of Unicorn Indexes, which represent the performance of late-stage, venture-capital-backed private companies that have
reached a post-money valuation of $1 billion.

Using public and private sources of information, Morningstar developed a matrix to value each unicorn daily. This mark-to-
model methodology uses three factors: past subject company deal data, comparable private company deal data, and public
market comparable values. The model was designed to overcome the obstacles of scarce, asymmetric information and
subjective human input.

In creating the model, Morningstar began with past deals, which reflect real-world valuations. However, the older the
deal, the less relevant it becomes. Deals of privately owned companies similar to the subject company also contributed
to price discovery. These comparisons are based on market intelligence provided by PitchBook industry analysts. Finally,
Morningstar and PitchBook mapped unicorns to public market industries, and a Morningstar index representing the
performance of the global industry peer group is used in the model.

Morningstar recognized the need to change the weighting of its models’ three inputs as their relevance changes over time.
The weight of the past deals factor and the comparable private market deals factor are decayed as time passes from their
respective deal dates.

In creating the Houlihan Lokey Private Performing Credit Index, we also faced challenges in model calibrations and
comparisons against public comparables and benchmarks. We applied that experience to our role as advisor to Morningstar
Indexes.



HOULIHAN LOKEY ROLE

Analyzed Morningstar's mark-to-model valuationmethodology

ldentified areas where the methodology may depart from ASC 820 and discussed potential approachesto
move towardfair value

Valuation « Provided expertise on comm on stock equivalents approach versus option pricing m ethadology for capital
Methodology raises of convertible preferred securities
Review » Discussed AICPA Valuation Guide concepts on whether observedtransactionswere done atfair value

+ Advised on potential additional sources of unicorn valuation estimates

Implementation
Review

Identified and discussed potential vulnerabilities, biases, and weaknesses of the main drivers of the model

Discussedback testing and model calibration

Documentation Reviewedfor clarity for the intended audience

Review

Suggestedlanguagerevisionstobringit morein line with commonly usedvaluation terminology

ldentified areas of potential ambiguity and offered possible clarifications

Identified certainlimitations thatwould be beneficial to disclose

THE OUTCOME

Applying its mark-to-model methodology, Morningstar launched the Morningstar PitchBook Global Unicorn Indexes, the
firstindex series to provide daily insights into the behavior and performance of late-stage venture-capital-backed companies.
The indexes empower investors to better understand and access this rapidly growing but difficult-to-track asset class. The
chart below shows the index values of the Morningstar Pitchbook US Unicorn Index and the Nasdagq for the past year.

——NASDAQ Morningstar PitchBook US Unicorn Index
1200

1100
1000
900
800
700
600
500

31-Dec-21 16-Feb-22 04-Apr-22 19-May-22 07-Jul-22 22-Aug-22 06-Oct-22 21-Nov-22 06-Jan-23
Morningstar Indexes conducted an efficacy test of its pricing model that spanned January 2021 to June 2022 and achieved
impressive results. The evaluation showed the model accurately identified 79.2% of major up rounds (where valuations rose
more than 5% from the previous investment round) and 73.1% of major down rounds (for those with drops larger than 5%).
An aggregate success rate across all deals was 78.8%.

As private equity investments become increasingly integrated into retirement and individual investment portfolios, investors
now have unprecedented access to a comprehensive market overview. The Morningstar PitchBook Global Unicorn Indexes
offer daily snapshots of late-stage venture opportunities, contributing significantly more transparency than ever before.

For more information on the Morningstar PitchBook Global Unicorn Indexes, click here.
For more information or to view Houlihan Lokey's Private Performing Credit Index, click here.
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https://hl.com/insights/insights-article/?id=17179874042

ABOUT PORTFOLIO VALUATION AND FUND ADVISORY SERVICES

Houlihan Lokey's Portfolio Valuation and Fund Advisory Services practice is a leading advisor to many of the world's
largest asset managers who rely on our strong reputation with regulators, auditors, and investors; private company,
structured product, and derivative valuation experience; and independent voice. We value illiquid assets on behalf of
hundreds of hedge funds, private equity firms, financial institutions, corporations, and investors. We rapidly mobilize the
right team for the job, drawing on our expertise in a wide variety of asset classes and industries along with our real-world
transaction experience and market knowledge from our dedicated global Financial and Valuation Advisory business.

OUR SERVICE AREAS

Fair Valuation for Financial Reporting Valuation Governance and Best Practices

Securitization and Regulatory Structured Products

Compliance Valuation Advisory
Portfolio

Portfolio Acquisition and Valuation and Fund Recapitalization and

Divestiture Services Fund Advisory Transaction Opinions
Services

GP and Fund Derivatives Valuation and

Manager Valuation Risk Management

GLOBAL RECOGNITION

The HFM Services Awards named Houlihan Lokey “Best Valuations Firm for Hard to Value Assets” in the U.S. in 2018-
2022 and in Europe in 2020-2022, and it was named “Best Valuations Firm"” in Asia in 2020-2022. Houlihan Lokey has
now won these awards in all three geographic regions for three consecutive years!
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The HFM Services Awards recognize hedge fund service providers that have demonstrated
exceptional client service, innovative product development, and strong and sustainable
AWARDS business growth over the prior 12 months.
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