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Introduction

Modern day private equity came into the public eye in the late 1980’s due to the maturation of the junk bond 

market and the leveraged buy-out craze which was so poignantly captured by the award winning book Barbarians 

at the Gate.1  However, private equity investing encompasses any investment in privately held debt or equity and 

has been around for centuries.  Until the advent of stock exchanges and listed securities, private equity was the 

sole way any company raised capital.  Over the last 50 years, the majority of capital raised (in dollar terms) has 

shifted to the public markets, which offer cheap access to large pools of capital.  However, private equity still plays 

an important role in the capital markets.  Today, private equity funds manage over $2.5 trillion in assets globally.2

Private Equity Sub-Classes

There are four main sub categories of private equity that cover the most common ways investors make investments.  

Venture capital and buyout are focused on making equity investments in private companies, while mezzanine 

lending and distressed debt are focused on lending to private companies.  Each of these four strategies is typically 

focused on a different part of a company’s life cycle.

While all four sub-asset classes are important private equity strategies, buyout remains by far the largest and most 

1 Barbarians at the Gate is the now famous book, written by Bryan Burrough and John Helyar, about the battle for RJR Nabisco 
   between venerable buyout shops Kholberg, Kravis & Roberts (KKR) and Forstman Little (run by Ted Forstman).  At the time RJR  
   Nabisco was the largest buyout in history and would not be eclipsed until over a decade later.

2 TheCityUK, Private Equity 2010

3 Preqin, Historical Private Equity Fundraising Statistics.

Exhibit 1:  Private Equity Sub-Classes
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Venture Capital Buyout & Mezzanine Distressed Debt

Source: Marquette Associates – Hypothetical company growth curve/lifecycle



Exhibit 2:  Private Equity Fundraising, 2008 - 2010

Venture Capital (“VC”)

important characteristics that are common to most venture investments.  First, the venture investors typically take 

compensation in the form of equity in the company.  While a venture investor surrenders some level of control 

by only having a minority stake, making sure management has the majority stake in the business helps to align 

management’s incentives with those of the outside investors.  Venture investments are typically in companies with 

little to no debt.  Because most investments are in early stage companies that are typically burning cash, they do 

fund operations and make strategic investments that will help the company grow.  Lastly, VC investing tends to be 

high-risk and high-reward.  Many of the largest technology companies today (i.e. Google, eBay, and Amazon.com) 

for every spectacular success there are numerous failures.  Because VC investing commonly features early stage 

companies, ultimate success of these companies is not guaranteed.  Reasons for company failures include products 

that never make it to market, lack of traction with customers, and consumption of available capital before becoming 

number of investments that turn out poorly.
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4 Stross, Randall E., eBoys: The True Story of the Six Tall Men Who Backed eBay and Other Billion-Dollar Start-Ups, New York: 
   Ballantine Books, 2000.

5  

6  
 
 

Within the venture segment of the private equity industry there are three main investment styles: seed capital, 

traditional, and growth.  The earliest investment stage is referred to as seed capital.  These investments are usually 

stage investments, most seed capital is often provided by angel investors, or corporate sponsors that have both 

capital and industry expertise.  Traditional VC focuses on companies that have begun to generate revenue or 

have achieved some degree of proof-of-concept, but need capital to grow.  The last area of the market is growth 

One of the most successful examples of venture capital investing comes from Benchmark Capital.  In 1997, 

Benchmark Fund I made a $5 million investment in an early stage company called eBay.  For their $5 million 

height of the internet bubble, Benchmark’s stake was worth $2.5 billion.4  While unusual, this is the type of return 

that has attracted investors to the VC industry. 

Buyout – Often referred to as leveraged buyout (LBO), these deals typically involve more mature companies 

5

ensure that management’s incentives are properly aligned.  Unlike venture capital where equity is “granted” to 

management, in buyout transactions management is often asked to contribute capital to the ownership structure.  

structure to generate returns.  Valuation metrics are far more important because target companies are relatively 

mature and growth rates are more modest.  Enterprise value to EBITDA (EV/EBITDA)  is the most common valuation 

metric used to value private companies.

Within the buyout space there is some differentiation of strategy largely based on the size of the underlying 

portfolio companies.  Typically the industry is broken into four size categories: small, middle market, large, and 

industry in the following manner:

 

 

 

 

       with an EV of more than $1 billion.  
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7  
    http://www.bloomberg.com/apps/news?pid=21070001&sid=anzx9nym0h2w 

8 “Fantasy Deal Making: 2007 LBOs at 2004 Prices,” Wall St. Journal, August 20, 2007,  
    http://blogs.wsj.com/deals/2007/08/20/fantasy-deal-making-2007-lbos-at-2004-prices/tab/print/ 

Exhibit 3:  Purchase Price Multiples by Size, 1999 - 2010

While large and mega buyout funds have raised a substantial amount of capital in the last decade, purchase price 

multiples have tended to be lower in the small and middle market segments of the buyout space.  Lower purchase 

multiples for smaller companies are common because these businesses tend to be less diverse (and thus seen as 

riskier), can carry less leverage (which is used to enhance returns on larger deals), and the smaller transaction size 

often means that sales are not perfectly competitive.  As a result, funds that invest in companies at the smaller end 

of the market have the ability to generate outsized returns for their investors. 

While smaller deals are often more lucrative, large buyouts can also be very effective.  The largest buyout deal in 

7

$45B (slightly more than 8x EV/EBITDA), but contributed just $8.5B of equity capital to the deal, while the rest of 

8

Date of 
Acquisition

Date of 
Sale

Growth

Enterprise Value $45.00 $49.50

Debt

Equity $8.50

This is simply meant to demonstrate a hypothetical exit where a relatively modest increase in the enterprise value of 
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9 Payment-in-Kind (PIK) allows borrowers to make their coupon payments in cash or in stock (i.e. equity) at their discretion.  This gives  

high rates of return for their investors with relatively modest growth in the underlying value of their portfolio 

 

destruction of equity value as well.   

Mezzanine – While both buyout and venture strategies are focused on the equity part of the capital structure, 

to equity holders.  This means that in the event of a default or bankruptcy, mezzanine debt holders get paid 

before equity holders, but after the more senior debt holders.  As mezzanine debt has a preferred position in the 

capital structure (relative to equity) the returns are usually lower than buyout and venture strategies that focus 

on the equity portion of the capital structure.  However, mezzanine investors have more downside protection in 

the event of default because of their position in the capital structure.  Mezzanine debt is often utilized used in 

conjunction with a leveraged buyout which requires higher amounts of debt than most traditional lenders (i.e. 

compensate mezzanine lenders for the risk they take being farther down in the capital structure (behind senior 

9.  Finally, 

of equity participation.  The amount of equity participation can vary considerably, but typically helps to align the 

two or three years it is in place.  

Capital Structure Amount
Interest 

Rate

Senior Debt $20M

Junior Debt $10M

Mezzanine Debt $10M

Equity $10M

For a typical buyout deal the senior debt will amount to 2x EBITDA, junior debt will amount to an additional 1x 

EBITDA and mezzanine debt will be needed for the last “turn” of EBITDA.  This chart provides an example of the 

The most common distinction in the mezzanine space is typically between funds that focus on “sponsored” 

transactions and those that do not.  Firms that focus on sponsored transactions work with other private equity 

a transaction, and because the sponsor’s equity is junior to the mezzanine debt, they are highly motivated to make 

the deal succeed.  Non-sponsored mezzanine deals are with privately owned or even public companies that are  
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10  “Mezzanine Debt Loses its Shine with Investors”, Wall St. Journal, February 18, 2009.   

11   Anson, Mark, CAIA Level I, (Wiley, 2009), pg. 481-482.   

with capital structure reorganizations.  These deals tend to be much harder to source than sponsored deals, but 

lenders often get better terms as a result.

While mezzanine lenders are protected to some degree due to the equity capital below them in the capital 

of Peter Cooper Village and Stuyvesant Town (a large apartment complex in lower Manhattan) by Tishman Speyer 

and The Blackstone Group.  However, Tishman and Blackstone contributed less than $500M of equity into the 

wiping out both the equity holders and the mezzanine lenders.10  This example, however, is more of an outlier, as 

mezzanine lenders often generate high rates of return and quickly return capital to investors because of the cash 

coupons they receive on their debt investments.  

Distressed – Distressed debt investing seeks to purchase the debt of distressed companies.  Distressed debt 

investing differs from other private equity strategies in that it often involves purchasing the debt of public and 

private companies.  Unlike mezzanine lenders which lend to healthy companies and take junior positions in the 

companies’ capital structures, distressed debt investors typically buy more senior pieces of the capital structure, 

including bank loans, senior debt, and senior subordinated debt.  Distressed debt investors generate returns 

improves (due to a turnaround in the operating environment or the injection of additional equity capital) the senior 

bonds will eventually be paid back at par.  However, prudent distressed investors typically do not invest in the debt 

securities unless they believe that they can generate a positive return even if the company goes into bankruptcy.  

In most instances this is a Chapter 11 reorganization where the distressed company’s equity holders are wiped out 

Chapter 7 (liquidation) and distressed investors attempt to buy debt at such a steep discount that proceeds from 

the liquidation of the company’s assets will be greater than the cost of the securities they purchased.

A prime example of this “debt-for-control” style of distressed investing comes from Oaktree Capital Management’s 

takeover of Regal Cinemas.  Regal Cinemas was taken private in 1998 by KKR and Hicks, Muse, Tate & Furst.  The 

precarious capital structure and a slowdown in the broader economy.  Oaktree, a specialist in distressed debt, 

substantial gain on its investment.11

featured the highest rates of return, but requires the longest holding period and experiences negative outcomes 

most frequently.  Buyout deals tend to have slightly lower rates of return, but experience negative outcomes less 

frequently and realizations often occur more quickly than in VC investments.  Lastly, mezzanine typically generates 

the lowest returns, but has the lowest risk.  The cash coupon helps to shorten the duration of the investment and 
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because mezzanine sits above equity in the capital structure there is some “downside” protection.  Distressed 

Sub Category
Expected 

Return
Financing

Duration of 
Investment

Relative 
Risk

Stage
Success 

Rate

Investor 
Ownership 

Stake

Venture Capital
Equity

High Early Low
Less than 

Buyout
Debt and 

Equity
Medium

Growth - 
Mature

Medium
More than 

Mezzanine Low Mature High None

Distressed Varies Varies 1 - 5 years
Low to 

Medium
Mature - 
Declining

High

Source: Marquette Associates.  This table represents Marquette’s best estimate of typical returns, risk, duration, and investment 

style of each sub asset class within the private equity industry.  

Non-U.S. – Over the last twenty years, the private equity industry has expanded well beyond the U.S. borders to 

the rest of the developed world, and more recently to emerging economies such as China and Brazil.  The non-U.S. 

private equity markets mainly function in a similar manner to the market in the U.S., however there are a number 

of key attributes a prospective market should possess to be reasonably attractive to private equity investors.  

First, outside capital must be welcome, there must be strong property rights, and relatively well developed rule 

of law to help protect investor capital.  Second, there must be developed capital markets, both credit (to enhance 

procedures and practices are preferable, particularly for investors in private debt (distressed and mezzanine 

investors).  Most of the developed markets around the world meet these criteria and have well developed private 

equity markets.  These standards are also increasingly being met in developing markets.  However, due to the 

idiosyncrasies of each market, Europe has developed into a large market for buyout transactions, but venture and 

mezzanine lending remain scarce.  Conversely, Asia and other emerging economics have little private debt, but 

successful and growing venture capital and growth buyout markets.

Just as investors have increased their allocations to publicly-traded international debt and equity, investors in 

private equity should do the same.  However, it is imperative that before making allocations to non-U.S. private 

equity funds, investors ensure that the local markets meet the previously stated criteria that are the foundation for 

a successful U.S.-based private equity program. 

Private Equity Position Paper March 2011 8



Exhibit 4:  Private Equity Fund Structure

Mechanics of Investing

Historically, private equity investing consisted of individuals and institutions providing equity and debt capital to 

functions much like other areas of the asset management industry.  Today there are a large number of established 

the fund and the investors the limited partners (LP).   GPs are paid both a management and a performance fee, 

and responsible for raising the necessary capital, investing the fund’s capital in a number of different portfolio 

partners.  This structure limits the liability of the limited partners to their investment in the fund and protects them 

from being sued for the actions of the general partner or the underlying portfolio companies.

companies.  Fund-of-funds charge an extra layer of fees, but bring extensive industry knowledge to their selection 

provide ongoing monitoring of the GPs where they have committed capital.  
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Exhibit 5:  Private Equity Fund-of-Fund Structure

 

 

            size of their funds, due to their investment strategy or the market opportunity, and may not take capital  

       commitments from investors that have not invested in their previous funds.  However, by investing  

      with private equity fund-of-funds investors can get exposure to funds that they would otherwise  

             be unable to access.  

 

         sub-asset classes of private equity across various fund sizes and vintage years.  Investors that cannot  

 

 

 

         Secondaries are typically sold by limited partners that need to monetize their investment in a private  

           equity fund for various reasons and seek to sell their interest in the fund to other investors.   Secondary  

         buyers assume the selling LP’s interest in the private equity fund.  This means they receive all of the  

          future distributions from the fund and are responsible for all unfunded commitments.  Because of the  

        illiquid nature of private equity investing, buyers of secondaries typically pay a discount to the net  

             asset value of the underlying investments in the fund.  As a result, secondaries can be attractive because  

         they can enhance returns, offer additional vintage year exposure, and provide the prospective buyer  

         with good transparency into the fund’s investments.  Marquette’s recommended secondary exposure  

 

             at executing secondary transactions.
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12 This recommendation is based on allocating $10 million annually for 5 years.  After year 5, distributions from existing private equity  
     allocations should fund the majority of future private equity commitments.  This recommendation is also a minimum requirement and    

13 “Exit” is the term commonly used in the private equity industry to describe the sale of a portfolio company to another owner.   

Exhibit 6:  Life Cycle of Private Equity Funds

 

         the underlying private equity managers in their funds.  These deals are attractive because they allow  

             the fund-of-fund manager to overweight the “best ideas” from the underlying portfolio companies.  This  

           gives investors more exposure to the companies that the fund-of-fund managers think will generate the  

 

        underlying fund when a co-investment is made because the investment is made by the fund-of-fund  

          directly into the portfolio company.  While the majority of the sourcing and monitoring of the portfolio  

             companies still falls to the underlying GP, it is important that the fund-of-funds’ investment team have the  

       experience and personnel to evaluate deals on its own.  Marquette’s recommended co-investment  

The decision to invest in private equity fund-of-funds versus directly in private equity funds is largely based on 

would recommend that unless an investor can commit at least $50M to the private equity asset class the client 
12

Commitment Period

life for the fund, typically ten years for a direct fund, and twelve for a fund-of-funds.

the capital investors have committed.  Once the investment period has concluded, the general partner has the 

remaining life of the fund to grow the portfolio companies and eventually “exit” the investment by selling the 

portfolio companies.

end of the fund’s life, it is advantageous to hold on to a portfolio company most funds allow for a one- or two-

classes demand.  Due to the long duration of this asset class, it is not appropriate for all investors because of the 

length of the engagement.
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14  
 

    a strategic acquisition.

Exhibit 7:  Cash Flow Example

Cash Flows

As capital is committed to private equity funds over time - not all at once like traditional asset classes - the size 

14   

Fund also often have provisions that allow managers to recycle capital from investments that are realized during 

the fund’s investment period.  Once a portfolio company has been purchased the general partner then shifts his 

focus to growing the company and looking for a favorable exit.  Exits are the drivers of performance for private 

that the amount of capital allocated to private equity varies depending on the timing and size of the acquisitions 

to LPs, not retained by the GP for additional investment.  As the chart below shows, it is unusual for LPs to ever 

have an investment in a fund equal to the amount of capital they have committed because most funds begin 

making distributions before they have fully called all of their investors’ capital.  One other note on the chart below: 

that have large, very successful deals early in the life cycle, they could return a substantial amount of the investor’s 

historically been typical of the industry.
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This chart shows the amount of capital called and distributed each year on the left axis, and shows the investor’s total 
invested capital, as a percentage of committed capital, in each year on the right axis.  Private equity funds typically 
have large capital calls in the early years of the fund’s life, and then make large distributions towards the end of the 
fund’s life as portfolio companies are sold.  In this example we show a fund with a 1.75x multiple, a 14% IRR, and two 
one year extensions.
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15  
    holding large cash balances and reduces their incentive to deploy capital too quickly.  Second, investment performance is based  

 
 

     fees based on performance.    

J-Curve

One of the unique characteristics of investing in private equity funds is that investor capital is committed to funds, 

agreements to buy or invest in private companies.  As a result, investors make commitments to private equity funds 
15  However, management fees are charged 

on committed capital not invested capital, while investment performance is calculated based only on invested 

capital. This causes most private equity funds to report negative investment performance during the early years of 

the fund because of the negative effect of management fees.  For example, a typical management fee for a private 

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7

Committed Capital $100.0 $100.0 $100.0 $100.0 $100.0 $100.0 $100.0

Total Capital Called $12.0 $44.0 $94.0 $98.0 $100.0

Called Capital $12.0 $25.0 $25.0 $2.0 $2.0 $2.0

Management Fee $2.0 $2.0 $2.0 $2.0 $2.0 $2.0 $2.0

Expense Ratio

Invested Capital $10.0 $41.5 $70.7 $120.0 $158.7

IRR

thereafter.  IRR calculation assumes no distributions and is calculated based on invested capital.

Over time, as a larger amount of capital is called, invested, and investments begin to generate positive investment 

is referred to as the “j-curve” since most private equity funds show negative investment returns in the early years 

of their lives.

Fees

Private equity funds charge both a management fee and a performance fee (carried interest).  As mentioned in 

our discussion of the j-curve, the management fee is based on committed capital, not invested capital, and thus 

has a deleterious effect on performance during the early years of most private equity funds.  Management fees for 

the investment period, management fees are based on the amount of capital that has been called, not the amount 

of capital that has been committed.  Often, there is also a decrease in the management fee after the investment 

capital, but it is important to remember this is in addition to the fees the underlying funds charge.  Private equity 

  are met.  
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16 Internal rate of return (IRR) is the common performance metric that is used in the private equity industry.  The IRR is the interest rate  
 

    (i.e. distributions).   

17 This is often referred to as a European waterfall.  During good times GPs can often secure their carried interest on a deal-by-deal  
    basis but that postpones the time it takes for LPs to recoup their original investment and thus lowers the IRR realized by the LPs.  

compounded, but are based only on called capital not committed capital.  It is also considered industry best 

preferred return.17   Fund expenses are also born by the fund and thus act as a drag on performance.  Expenses 

include the operating expenses of the fund such as annual tax and audit, legal fees, and offering fees associated 

with the formation of the fund.  Lastly, transaction and monitoring fees are often paid by the underlying portfolio 

offset to the management fee, and not be retained by the GP as is sometimes the case. 

Performance

As we have detailed, there are a number of drawbacks to making private equity investments, primarily related to 

the illiquidity and long duration of the asset class, as well as high fees.  Given these drawbacks, why would investors 

This tighter leash on management has, historically, provided senior management with a strong incentive (positive: 

Third, unlike the public equity markets, where all equity holders own common shares with equal rights, 

on very favorable terms, with a priority position for their equity, guaranteed rates of return, and convertible  

 

asymmetrical payoff opportunities.

in their capital structure than most publicly traded or family owned businesses.  This additional leverage can help
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18 Lerner, Schoar, and Wong in “Smart Institutions, Foolish Choices? The Limited Partner Performance Puzzle” argue that private equity  
 

     returns have outpaced public equity benchmarks.  

robust than the data for traditional asset classes.  In fact, two recent academic research papers examining the 

returns of the private equity industry came to opposite conclusions when examining the historic performance of 

the asset class. One paper argued returns have underperformed public markets while the other demonstrated 

that private equity outperformed.18  While we believe there are a number of compelling factors that make it likely 

to allocate capital to private equity is not solely based on historic performance data, but also based  

on our belief that the aforementioned structural advantages, that are unique to private equity, are likely  

to drive outsized returns in the future.  

When analyzing returns, it is important to understand that private equity returns are typically measured two 

The other way to measure private equity returns is the multiple.  This is simply a cash-on-cash return with no regard 

to timing.  Once a fund has been fully liquidated the multiple is the total cash paid out to LPs divided by the total 

cash called by the GP.  For active funds the multiple is the total cash distributed to LPs plus the current market value 

of the fund’s investments, divided by the amount of cash called by the GP.  For example, a 2x fund would have 

called $100 of LP capital and returned $200 back to LPs.  Investors should consider both IRRs and multiples when 

effect on IRRs.  IRRs are based on annual rates of return, therefore a fund that generates a very quick return can 

have much higher IRRs.  Consider the following example:

Fund A Fund B

Initial Investment ($100) ($100)

Year 1 $0 $0

Year 2 $75 $0

Year 3 $75 $0

Year 4 $75 $0

Year 5 $0 $400

Multiple 2.25 4.00

IRR
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19 Industry standard benchmark we use for our analysis is the Venture Economics All PE Pooled Average.  “The Pooled Average is the  
 
 

    greater impact on the pooled average.”

Exhibit 8: Risk & Return (Sept 1987 - June 2010)

Both funds have the same IRR, but Fund B has a much higher multiple.  Because IRR is simply a discount rate, the 

longer periods of time (which leads to larger multiples).  Looking at the sub-asset classes of private equity, VC 

tends to have the higher multiples, but IRRs can vary because investments often take many years to be realized.  

Conversely, mezzanine debt investing typically has low multiples, but good IRRs because investors begin receiving 

between venture and mezzanine investing in terms of both IRRs and multiples.  Due to the illiquid nature of private 

equity, the long lead times needed to make investments in private equity funds, and the cash and fee drag from 

committed but uninvested capital, Marquette believes that multiples are equally, if not more, important than IRRs.  

Not only are there two different ways to examine the returns of private equity funds, but there are numerous ways 

asset classes.  This is simply a look at the growth of a dollar invested in private equity, as an asset class, compared 

to other asset classes.  Growth of a dollar can be very helpful in understanding the performance of private equity 

compared to other asset classes over time and how private equity can enhance portfolio returns.  No matter how 

returns are analyzed, investors should only focus on returns net of fees.  All industry return data included here is 

after all fees have been deducted.  

As is clear from the chart in Exhibit 8, Private Equity returns have substantially outperformed all other asset classes 

over long periods of time.19 
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Pooled

Dow Jones 
Total Stock 

Market
Russell 2000 S&P 500
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Return (CAGR)

Risk (Annualized 
Standard Deviation)

Source: Bloomberg, Venture Economics.  Analysis begins in 4Q1987 when the Venture Economics benchmark contained 100 
funds.  While the index has return data going back to 1983 it is derived from the returns of less than 100 funds, which we believe 
is not a large enough sample size for the purposes of our analysis.  We would also note that prior to the adoption of FAS 157 

equity industry appears to be less volatile than it really is and likely to be in the future.  Thus, while we include it in this chart, we 
do not believe standard deviation is a relevant metric for assessing in the risk of private equity compared to other asset classes.  
CAGR is a common acronym for compound annual growth rate.



Exhibit 9:  

to traditional asset classes.   

Not only is private equity an attractive asset class because it has outperformed other asset classes over the last 

markets.  As a result, investors who can tolerate holding an illiquid asset class in their portfolio are likely to achieve 

equity has underperformed.  Therefore, investors must have a substantially long investment horizon to be assured 
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Source: Bloomberg, Venture Economics.  All data based on linked quarterly returns.
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Exhibit 10:  Rolling Five-Year Returns, 1992 - 2010
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Exhibit 11: Correlations Jan. 1992 - June 2010

Despite these compelling statistics, it is important to remember that private equity returns have shown a 

high degree of correlation to U.S. equity benchmarks.  Not surprisingly, adding private equity to a traditional 

private equity has shown both a high correlation to public equity benchmarks and a similar negative correlation 

to bonds.  It is important to note that risk metrics based on standard deviation of quarterly returns may not 

limits how meaningful risk metrics are when compared to other asset classes.  Marquette’s position is that 

while the standard deviation of returns has historically been less than the other U.S. equity asset classes, this 

is more the result of valuation and accounting practices in the industry.  Investors should think of private equity  

as the riskiest asset class in their portfolios.  

The other way to analyze private equity returns is by vintage year performance.  While examining annualized 

returns can be helpful when comparing private equity to other asset classes this is not actually how private equity 

portfolios are constructed.  Unlike traditional asset classes, where investors can easily remain fully invested in 

the asset class, private equity funds are launched and liquidated every year.  Thus for investors to maintain their 

allocations to private equity, they must make new commitments every year.  As the chart in Exhibit 12 shows, 

IRRs can differ substantially depending upon which vintage year an investor selects.  Importantly, however, is that 

private equity still outperforms a similar investment in the S&P 500 on a vintage year basis as well.
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Source: Bloomberg, Venture Economics.  All data based on linked quarterly returns.

Dow Jones Total 
Stock Market

Russell 2000 S&P 500 BarCap US Agg
VE All PE 
Pooled

Dow Jones Total Stock Market 1.000

Russell 2000 0.917 1.000

S&P 500 0.992 0.879 1.000

BarCap US Agg -0.175 -0.150 1.000

VE All PE Pooled 0.729 0.649 0.708 -0.219 1.000

Exhibit 12:  IRR by Vintage Year, 1987 - 2002

Source: Bloomberg, Venture Economics, Preqin.  Preqin does not calculate a Pooled IRR so Median IRR, a common industry benchmark for looking 
at vintage year returns, is used instead.  Note that vintage years less than ten years old are not fully liquidated and thus returns may ultimately differ 
from those shown.  While Preqin and Venture Economics are the two most commonly used sources for private equity returns there are two important 
differences between the two.  First, while there is substantial overlap, the two benchmarks do not contain all the same underlying funds.  Second, Preqin 
data is reported by the LPs while Venture Economics data is reported by the GPs.  S&P vintage year returns calculated by making four equal investments 
in the S&P total return index at the end of each quarter during the vintage year.  Cash drag and fees are not included in the calculations.   

S&P 500VE Pooled IRRPreqin Median IRR
1987 1988 1989 1990 1991 1992 1994 1995 1997 1998 1999 2000 2001 2002
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Exhibit 13: Marquette Asset Allocation Results

Asset Allocation Software

In addition to rigorously analyzing historical data, it is useful to consider the input of our asset allocation software, 

allocation in a multi-asset portfolio, one can increase the risk-adjusted performance of the overall portfolio.  Results 

are similar if the private equity investment is direct rather than through a fund-of-funds utilization. 

paper, these higher returns are due to a number of structural factors that are unique to private market investing.   

 

 

 

         of the investment can help prevent investors from making poor investment decisions.  Because deals  

           tend to be large and infrequent they are subject to high levels of due diligence and this often leads to  

        better price discovery.  As a result, deals are less likely to occur at extremely depressed valuations.   

 

             selling at the bottom.  
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A B

Broad Fixed Income

Broad US Equity

Private Equity Fund-of-Funds 0% 10%

Total

A B

Avg. Annualized 10 Yr. Return

Avg. Annualized 10 Yr. Volatility

Downside Probability (Return <7.5%)

Downside Risk (Return <7.5%)

Source: Marquette Proprietary Asset Allocation Model 



 

 

              substantial value and lead to stronger sales and earnings growth.  

 

          a longer-term approach to capital allocation decisions.  They are not subject to the pressures of Wall  

 

Risks

Similar to any investment that is expected to generate strong returns, there are a number of risks that investors 

assume in order to generate those returns.  These include:

 

             and private equity fund-of-funds usually have a twelve-year term.  Once an investor makes an investment  

 

 

 

           attractive) and return capital to investors by selling portfolio companies when markets are buoyant (and  

             valuations are rich).  This can exacerbate investors’ concerns about private equity liquidity.

 

              equity is an actively managed asset class, there is no passive benchmark investors can access to replicate  

          the average returns generated by the industry.  Thus manager selection plays a crucial role in making  

 

 

                difference between funds ranked in the 25th percentile and the 75th percentile of their peers, in any given  

         vintage year, for all U.S. private equity funds.  Private equity funds are often judged on their relative  

           ranking (based on returns) to other funds in the industry during the same vintage year.  As the chart in  

 

         and surprisingly consistent over time.  Selecting managers and avoiding funds that fall in the bottom  

 

             equity asset class.
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20  The SEC does not regulate investments in private companies and while private companies have outside auditors, they are not  

Exhibit 14:  IRR Dispersion

 

  smaller, capital structures are usually more aggressively leveraged, regulatory oversight is weaker, and  

  funds tend to be highly concentrated, owning a limited number of portfolio companies.20   All types of  

  private equity losses occur when the value of the underlying portfolio company shrinks, however, each  

  sub-asset class has different risks associated with its investments.

 

 

    companies are burning cash, thus once an investment is made there is a race to grow the company  

 

 

 

    valuation, the venture investor must decide whether to sink more cash into the company or let  

    the company liquidate.    

   o Buyout – Most buyout transactions involve leveraging the capital structure of a portfolio company  

    to generate higher returns.  Leverage of 4x to 5x EBITDA is very common.  However, if EBITDA  

 

    capital structure may become unsustainable either because it cannot pay the interest on its debt  

 

   o Mezzanine – Mezzanine debt sits between senior debt and equity in the capital structure.   

    However, because of the high interest charged, mezzanine debt is used only in highly leveraged  

    capital structures to enhance the returns of the equity holders.  Subsequently a substantial  

 

    mezzanine holders as well.
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funds in a given vintage year and the bottom of the red bar marks the 75th percentile for funds in a given year.  The black  mark is 
the median IRR.   
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      their investments at fair value on a quarterly basis.  

   o Distressed – While distressed funds typically buy debt at less than face value they can still lose  

    money if their estimation of the value of the underlying company and the company’s debt proves  

    too optimistic.  Since distressed debt investors are buying senior bonds of deeply troubled  

    companies it is possible that the target company may end up being liquidated instead of  

    restructured as a going concern.  In this scenario, if the distressed debt buyer was valuing the  

    company as a going concern, they may end up paying too much for the bonds. 

 

  goes into each transaction and the diligent ongoing monitoring of portfolio companies.  However, because  

  fees are charged on committed capital, not invested capital, there is substantial performance risk for funds  

  that are slow to invest LP capital.  Performance fees eat into returns and can give general partners the  

  incentive to pursue high risk, high return deals in order to generate a higher performance fee.  

 

  to accounting and valuations standards21 general partners continue to have substantial leeway in how  

  they value portfolio companies.  Because these companies are not traded on a public exchange, the  

  manager has considerable discretion on valuation.  Consequently, there is a risk that interim performance  

  and valuation metrics may eventually prove illusorily.

Recommendation

In summary private equity is an attractive asset class for the following reasons:

1. Attractive long-term returns 

2. Access to private market investing 

and help to generate superior absolute returns.  

Given the attractive return characteristics of the private equity asset class, Marquette recommends including 

portfolio.  The following constitutes Marquette’s recommendation with regards to the private equity asset class: 

 

 

 

  based on invested capital not committed capital after the end of the investment period and should decline  

 

 

  should be taken by the GP until all investor capital plus the preferred return has been returned to LPs.  A  

  European waterfall structure is mandatory for fund-of-funds and preferable for direct funds.  If carried  

  interest is paid on a deal-by-deal basis, after the original investment plus the preferred return is repaid,  
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22  Clawback provisions typically require general partners to hold back a portion of the performance fees that they take during the life of  
     the fund in case certain performance hurdles are not met.  This is common if a fund takes performance fees on a deal-by-deal basis  
     since early deals may generate high rates of returns (and thus deliver large performance fees to the GP) that are not matched by the  
     remaining deals in the fund.

23  Institutional Limited Partners Association, “Private Equity Principles”, http://ilpa.org/ilpa-private-equity-principles/.  

  then a clawback22 provision should apply to all carried interest that is taken by the GP during the life  

  of the fund.   Origination expenses charged to the fund should be capped and annual expenses charged to  

 

 

 

 

  mezzanine and distressed funds, a three-year capital recycling period is acceptable.  

Marquette endorses the Private Equity Principles laid out by the Institutional Limited Partners Association (“ILPA”) 

and believes these serve as an excellent benchmark for best practices in the private equity industry.    We 

 

set forth by the ILPA.  

Manager selection is also critical in maximizing consistent private equity returns because private equity is an 

actively managed asset class.  The key factors to consider in manager selection include:

 

 

 

 

  managers.  There should also be limits on raising additional funds in the current strategy until a substantial  

  amount of capital from the current fund has been invested.  

 

  their peers is because private market transactions tend to be less transparent than public market  

 

 

 

 

  varied over time.  Firms that shift industry focus, have substantial increases in fund size or target company  

  size, or change investment strategy (i.e. switch from a value focus to an operational focus) tend to have  

 

  simply by looking at IRR and multiple before a fund has fully matured can be misleading.  In addition to  

  traditional performance metrics, investors should look for groups that have a low loss ratio (number of  

  deals that return less than their investment), and consistent performance across multiple funds.
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http://ilpa.org/ilpa-private-equity-principles/


 

 

  chance of repeating their performance in the future as long as their fund size and investment strategy  

 

  top tier performance more consistently in private equity.  Thus investors should focus on groups with a  

  long track record and solid performance.

 

 

 

 

  together for a long period of time is often a crucial determinant of success.  

Firms that reach these standards are more likely to generate strong returns for their limited partners and meet the 

expectations that investors have when making an allocation to the private equity asset class.
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PREPARED BY MARQUETTE ASSOCIATES 

180 North LaSalle St, Ste 3500, Chicago, Illinois 60601   PHONE 312-527-5500   WEB marquetteassociates.com 

all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, projections and comments on 

securities are for illustrative purposes only and do not constitute recommendations.  Past performance does not 

guarantee future results. 

About Marquette Associates

programs with a focused three-point approach and carefully researched advice. For 25 years Marquette has served 

this mission in close collaboration with clients – enabling institutions to be more effective investment stewards. 

advising institutions. For more information, please visit www.marquetteassociates.com.
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