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Introduction  

Introduction 

ñIn a world of radical uncertainty, there is no way to identify the probabilities of future events, 

nor a system of equations that describes individuals' attempt to cope with that uncertainty.ò 

(Lord Mervyn King, ñThe End of Alchemyò). 

The concept of uncertainty is a pillar throughout the analysis of the Private equity market. It is 

defined as the circumstance in which investors have difficulties in assessing current and 

expected marketôs condition due to high market volatility. 

The uncertainty mentioned by Lord Mervyn King is the so-called ñradical uncertaintyò which 

stress out the idea that each economical model canôt quantify or assess exactly which is the 

level of volatility and uncertainty of a market. Many scholars were skeptical of this method, 

but after the 2008 crisis they re-evaluated their positions on the quantifiability and 

predictability of uncertainty, promoting and accepting the idea that in the stock market 

investors cannot ignore uncertainty as a fundamental element of it. 

If this concept must be applied to the stock market, much more significant is analyze the 

presence of uncertainty in the Private Equity industry. 

Since the end of 1960 Private Equity industry was a significantly growing industry due to its 

profitability, over the securities offered by public equity market, and for its ability of granting 

an easier access to capital markets.  

Due to the nature of this market (institutional investment activity in risk capital of unlisted 

companies characterized by a high development potential) Private Equity funds arenôt subject 

to any disclosureôs duty and for this reason itôs hard to figure out the real performance of Private 

Equity funds. 

This paper aims to deepen Private Equity industry for what concern its historical background, 

activities, and its main concern: the assessment of the performance. 

In the first and second chapter I will analyze the Private Equity market and all its main features, 

from its history till funds structure and the activities and steps that a Private Equity fund manage 

in order to achieve value creation.  

In the third chapter instead, I will conduce my analysis throughout the performance of Private 

Equity companies. After an overview of the related literature and a focus on the main methods 

implied to assess valuation and the performance of a Private Equity fund (IRR and Multiples 

analysis), I will proceed to an understanding of the relative performance of Private Equity 

market compared to the public one. I will demonstrate there is an effective steadily 
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outperformance of Private Equity market despite the nominal performance recorded by the 

General Partners of the funds. 

In the second part of the analysis I demonstrate thereôs a correlation between the regulatory 

and social panorama of a country and its performance in Private Equity industry. I will focus 

on how much internal growth in terms of GDP and grade of development of each sector, 

including the financial one, affect the diffusion of the Private Equity phenomena.  

Furthermore, from this context I underline the necessary update from a regulatory point of view 

in order to manage, avoiding arbitrage and illusory and exaggerate results, and give to everyone 

the possibility to access the Private Equity industry. 
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Chapter 1 

 

1. Private Overview of the Private Equity market   

 

1.1 History of Private Equity  

a)  Early stages: the ARD 

The first approach to the Private Equity Market has begun its rise in the American context in 

the middle of 40ô, when the first Venture Capital fund, the ARD (American Research and 

Development Corporation) was founded in 1946 by Georges Doriot, an Harvard Business 

School professor. It was a publicly traded and closed investment company which tried to fix a 

common issue for the middle and small private American companies: a lack in financing 

opportunities for future growth. 

Its goals were: 

¶ Create a private institution able to obtain investments from institutional investors 

¶ Organize a system that was able to deliver and provide managerial expertise that was 

critical as the financing itself. 

ARD failed its mission because both of the continuous needs of capital from investors and for 

the bad prevision of the stock analyst that focus on the current negative earnings of the 

company. 

After a decade from the foundation of the ARD, there was in America the first incentive from 

the institutions to promote venture capital investments by private. In 1958, was founded the 

SBA1 (Small Business Administration) that should administrate, support and finance the 

SBICôs (Small Business Investment Companies). Those companies were authorized by the 

SBA to provide and manage capital to risky companies. In order to encourage the formation 

and the spread of this new economical trend, SBICsô were subject of two advantages: 

¶ They can borrow more than a half of their financing power from the SBA 

¶ Gain tax benefits as governmental incentive. 

Despite its initial success in managing more than 450mln of private capital investment and the 

license for more than 600 SBIC during the first five years of the program, the SBICsô system 

is destined to decline due to three main defects. 

 
1 One of the steps was passage of section 1244 of the Internal Revenue Code to allow individuals who invested $25,000 in small new businesses to 

write off any capi- tal losses against ordinary income. The major piece of legislation, however, was the Small Business Investment Act of 1958, 
which established Small Business Investment Companies. 
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¶ Not all the SBICs were able to deliver equity financing to all new ventures, meaning 

that just few of the whole system of the SBICsô can take advantage of the loans granted by the 

SBA since SBICs are required to pay themselves interest payments and so the group o SBICs 

that can benefit of this system restricts to the ones with positive cash flows. 

¶ The majority of the licensed SBICs attracted mostly private capital investment instead 

of the institutional one. For the peculiar investment structure of SBICs, privates were less 

willing to invest their capital in such risky private equity investments. 

¶ The most damage element for the program is related to a shared feeling: ñWrong people 

who operate SBICsò as an outgoing deputy of SBA said. 

b) The 1970s and the limited partnership  

A hot new-issues market in 1968-69 brought to a successful conclusion many of the new 

venture investments made during the 1960s. Though they had gained valuable experience and 

enjoyed modest personal rewards, private equity professionals saw an opportunity to improve 

upon existing arrangements. This provided the impetus for the formation of a significant 

number of venture capital limited partnerships. At Donaldson, Lufkin and Jenrette (DLJ), for 

example, a venture capital partnership management unit, Sprout Group, was formed to 

centralize and professionalize the firmôs private equity activities. DLJ had been active in 

organizing individual deals in the 1960s, with the result that ñpeople in every department were 

dabbling in venture capital.ò 

Limited partnerships also were attractive to many private equity professionals as a way of 

addressing the problem of compensation. Under the Investment Company Act of 1940, 

managers of publicly traded venture capital firms (including publicly held SBICs) could not 

receive stock options or other forms of performance-based competition. Even where there were 

no legal restrictions at bank affiliated SBICs and on the staffs of institutional investors. These 

salaries seemed especially inadequate compared with the earnings of the general partners at the 

handful of existing venture capital partnerships. Finally, limited partnerships were attractive as 

a way of avoiding SBIC-type investment restrictions and attracting investors more 

sophisticated than the retail shareholders of publicly traded SBICs.  

In 1969, newly formed venture capital partnerships raised a record $171 millions. In general, 

these partnerships were small ($2.5 million to $10 million) and raised money from individual 

investors; however, one, Heizer Corporation, raised $80 million from thirty-five institutional 
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investors. Between 1969 and 1975, approximately twenty-nine limited partnerships were 

formed, raising a total of 376 million dollars. Organized venture capital financing through 

limited partnerships was beginning to be recognized as an industry, and in 1973 the National 

Venture Capital Association was formed.  

c) The boost of venture capital limited partnership from the 80ô till nowadays  

The evolution of the limited partnership in combination with the numerous favorable regulatory 

and tax changes spurred the flow of capital to the private equity market. Commitments to 

private equity partnerships during 1980-82 totaled more than $3.5 billion, two and one-half 

times the commitments to private Equity during the entire decade of 70ô. Over the next three 

years, commitments surged to more than $4 billion annually. In 1986 and 1987 commitments 

more than doubled each year, reaching a 1987 peak of $17.8 billion. Since then, commitments 

have followed a cyclical pattern, reaching a low of $6.4 billion in 1990 and a high of $32.1 

billion in 1996.  

Such a steadily grown of the venture capital limited partnership during the 80ô, was followed 

by a decline in the last years of this decade. On the other hand, all the non-venture capital 

private equity investments took the floor. During the 90ô there was the same pattern but even 

more interesting was the huge new commitment in both, venture and non-venture capital 

private equity investments, at the beginning of the millennium. There was a change in the 

mindset of the investors, the institutional ones, that are seeking for new and alternative form of 

investments and an increasing willingness of the BoM2to sell to Private Equity groups 

especially to buyout3 firms. There was a boom in the private equity market reaching a total 

amount traded in 2000 of 199.2 billions U.S. dollar (statista: Value of venture capital 

investment in the United States from 1995 to 2020). This boom of the venture capital 

investments lead a huge number of company, most iconic case were in the IT industry4, was 

just the start for its develop. Looking at the report of Harvard Law School ñPrivate Equity: 

2021 Year in review and 2022 outlookò, in the last year Global Private Equity deal volume, 

touched 1.2 trillions dollar with an increase of 111% from 2020, and it is expected to growth. 

The boost to this sector and in particular of the huge number of  buyouts, was following the 

pattern of the past years that was made by both plentiful capital supply and an easier access to 

 
2 Board of Managers 
3 The proces through which a company is able to acquire control of a company ( by owning at least the 51% of companyôs voting shares).  
Corporatefinancialinstitute.com 
4 Microsoft and Apple 
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debt financing due to a lower interest rate and and favourable terms and condition to borrow 

money.  

 

Figure 1: Value of Venture Capital investment in the US from 1995-2020 

 

1.2 The Private Equity Market: Overview  

In Great Britain during ó700, from the banking activities, rose a new intermediation institution: 

the merchant banks. It provide activities such the placement of securities, advice to companies 

in crisis and extraordinary finance operations, participation in the risk capital of companies and 

the management of investment funds. Those services can be summarized in the system of 

financial activities related to fundraising, both from venture and non-venture capital. 

In the last years the applied concept of this new intermediary companies related to venture 

capital investments should update due to the increasing number of alternatives of investment 

in venture capital. Considered the developed financial panorama, this class of investment has 

a common floor: the undertaking of majority of the target companies. Investment in venture 
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capital from institutional investors, also defined by U.S. literature5 as ñactivities of Private 

Equityò, can be divided in two investment strategies: 

- Venture Capital funds 

- Buyout funds6 

Private Equity market is related to a peculiar asset class of investment. This expression refers 

to any kind of institutional venture capital investment activities in unlisted companies with a 

high potential of growth.7 The rationale of the Private Equity market is linked to investments 

in high growth companies earning both from the capital gain and from the sale of the 

participation in the target companies.  

Private Equity market typically is a medium-long term investment and brings both, the target 

company and the investing fund, in a win-win situation. On one hand the target company 

receives, beyond the financing, also the expertise and the know how provided by the fund. A 

private Equity fund in fact, especially with a buyout strategy, become part of the Management 

of the target company, thus having active participation in strategic and investment decisions. 

On the other hand, investors have interest in bring to success the company since, higher is the 

expected return of the target company and higher will be the selling price of their participation.   

The reason that lead Private Equity market to spread exponentially globally since the last two 

decade is the performance it offers despite the one that comes from investments in Public 

Equity market. The success of private equity operations, and its constant growth rates, are 

linked to its natural logic:  

1) businessô purchase 

2) quick guide of the business to success 

3) subsequent sale. 

This kind of activity perfectly combine management and finance skills, from companiesô 

analyses using financial models, to management skills, for the correct government of 

 
5 W. Bygrave, J.A. Timmons, Venture Capital at the Crossroad, Harvard Business School Press, Boston, 1992. 
 
6 A livello metodologico, lôanalisi del mercato statunitense del private equity e venture capital viene oggi comunemente ripartita tra attività 

realizzata dai venture capital funds e quella posta in essere dai buy out funds. Cfr. NVCA, 1999, Annual Report, Venture One, San 

Francisco, 1999. 

 
7 Borsaitaliana-glossiario finanziario 
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companies in which there was an investment. Private equity can have a twofold nature and can 

be both considered as a source of financing or a real investment.  

The bottom definition means that Private Equity market can be used as an alternative for small 

and medium companies as substitute from bank loans and IPO operations. The latter, is related 

to the circumstance in which the investor are the same that are going to be part of the BoM; 

thus, behind the increase of target companyôs equity, thereôs the idea that an investor is now 

able to bring to success by himself, a company in which decides to invest in. The strength of 

the Private Equity market relies on this concept. Furthermore, the overall positive results and 

performances of these funds are also linked to some exogenous factors: 

1) high-powered incentives both for private equity portfolio managers and for the 

operating managers of businesses in the portfolio;  

2) aggressive use of debt, which provides financing and tax advantages;  

3) focus on cash flow and margin improvement; 

4) avoiding of restrictive public company regulations  

1.2.1 Private Equity Fund 

The investing activity in the private equity market, involves three main subject: the target 

company, the adviser and the private equity fund. The first one, as we already mentioned above, 

is the company that will be acquired. The others are the main components for private equity 

investment activity. Private equity fund is a pooled investment vehicle where the adviser, the 

private equity firm that manage the funds, pools together the money invested in the fund by all 

the investors and uses that money to make investments on behalf of the fund.  A relevant 

peculiarity of this market is that even if the adviser must be registered and must respect SECôs 

guidelines and requirements, private equity funds themselves are not registered with the SEC8. 

So, private equity funds are not subject to regular public disclosure requirements. 

Private Equity funds must satisfy at least one of these requirements to avoid to be registered as 

investment company under federal security laws. The Investment Company act of 1940 defines 

these conditions in sections 3(c)(1) and 3(c)(7). The latter specifies that a fund should not 

registered as an investment company if any issuer whose outstanding securities (other than 

 
8 Securities and Exchange Commission 
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short-term paper) are beneficially owned by not more than one hundred persons and that is not 

making and does not at that time propose to make a public offering of such securities. The 

bottom, excludes all the companies in which the issuer whose outstanding securities are owned 

exclusively by persons who, at the time of acquisition of such securities, are qualified 

purchasers9 and that is not making and does not at that time propose to make a public offering 

of such securities.  

This context is no longer acceptable for the Securities and Exchange Commission, due to the 

difficulties for the FSOC10 in estimate the effective systemic risk, and for the matter of 

protection of investors11. 

1.2.2 Private Equity Fund: Structure 

The most common legal structure used within the private equity investments market, is the 

limited partnership: it involves two main types of actors: a general partner (GP) and 

a Limited Partners (LPs). The limited partnership is usually a fixed-life investment vehicle, 

wherein the GP, or the management firm, has unlimited liability and the LPs, or investors, 

have limited liability and are not involved with day-to-day fund operations. The GP receives 

a management fee and a percentage of the profits, while the LPs receive a portion of 

the income and capital gains. Policies laid out in a Partnership Agreement manage the 

relationship between the GP and the LPs, covering terms, fees, investment structures, and 

other items that require mutual agreement before investment. A limited partnership model 

usually also includes an advisory committee and an investment committee. 

 
9 (i) any natural person (including any person who holds a joint, community property, or other similar shared ownership interest in an 

issuer that is excepted under section 3(c)(7) with that personôs qualified purchaser spouse) who owns not less than $5,000,000 in 

investments, as defined by the Commission; 

 

(ii) any company that owns not less than $5,000,000 in investments and that is owned directly or indirectly by or for 2 or more natural 
persons who are related as siblings or spouse (including former spouses), or direct lineal descendants by birth or adoption, spouses of such 

persons, the estates of such persons, or foundations, charitable organizations, or trusts established by or for the benefit of such persons;  

 

(iii) any trust that is not covered by clause (ii) and that was not formed for the specific purpose of acquiring the securities offered, as to 

which the trustee or other person authorized to make decisions with respect to the trust, and each settlor or other person who has 

contributed assets to the trust, is a person described in clause (i), (ii), or (iv); or  

 

(iv) any person, acting for its own account or the accounts of other qualified purchasers, who in the aggregate owns and invests on a 

discretionary basis, not less than $25,000,000 in investments.  
 
10 Financial Stability Oversight Councilôs 
 
11 The proposed emendement, requires current and continuos reporting for advisers to private equity funds. With this amendements, the SEC 

and FSOC will have more timely information with which can be assess risk to investors and markets more broadly.  
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The great success of private equity funds is also related to their historical high return. Investors 

have made use of more than $2 trillion into buyout funds over the past decade for a simple 

reason: they create profits. During the last 30 years, US buyouts have generated average net 

returns of 13.1%, compared with 8.1% for an alternative private-market performance 

benchmark, based on the LongNickels public market equivalent (PME)12 method and using the 

S&P 500 as the proxy. PE funds have outperformed public markets, even during one of the 

longest-ever bull markets. There are three main strategies a Private Equity fund/firm can 

implement. The decision over the one to undertake is strictly linked to which stage of the life 

cycle the company is experiencing 

 

Figure 2 ï financing along Life cycle of a company. 

 

Source: ñInvestors along the Company Life-Cycleò, 2016. 

 

We define the companyôs life cycle of a business as the following six-step development: 

 
12 Public Market Equivalent is a metric we often use at PitchBook to compare private capital fund performance to public indices. 

Essentially, the metric adapts public market returns into an IRR-like metric that accounts for irregular and fluctuating cash flows. Itôs 

designed to give investors more of an apples-to-apples comparison between private market funds and public benchmarks. It is exclusively 

used for private market funds and because of that investors may not be as familiar with using it. 
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1) Development:  

The business is just launched; sales are slow but in a potential increase. Thereôs a focus on 

marketing and on target customers rather than profits; in this phase the contribution of private 

equity is known as seed financing13. It is therefore the riskiest investment. The private equity 

investor14, in fact, invests in research and development. In most cases, these investments are 

made in markets characterized by high growth rates, with extreme profitability.  

2) Start-Up: The start-up stage concerns the start of the companyôs activity. In this case, 

private equity investors decide to invest on a business plan, not a simple idea. For this reason, 

this phase is yet a risky phase, in which entrepreneurs and companyôs founders require cash in 

order to proceed with their business; in this case companies have a negative profitability and 

need a great amount of money in order to buy the necessary equipment. Since this is also a very 

risky phase, the private equity investor can decide to institutionalize following different paths: 

Å Put option: an agreement between the private equity investor and the founders of the company 

thanks to which, when the business plan does not work, the founder is obliged to buy back the 

shares held by the investor;  

Å Collateral: it is a question of arranging some corporate assets to guarantee the investment and 

to protect the private equity fund in the event that the business plan does not work;  

Å Stock option for the investor: this is a real incentive for the proper functioning of the business 

plan rather than a form of guarantee;  

Å Balance between money and share: the investor, in addition to granting a form of financing 

that allows the company to have greater liquidity and therefore greater investment possibilities, 

can decide to become an important part of the company management in order to contribute to 

 
13 Seed financing is a type of equity-based financing. In other words, investors commit their capital in exchange for an equity 

interest in a company. (www.corporatefinanceinstitute.com) 

 
14 At this stage investors that have a key-role are the angel-investor: Angel investors are individuals who offer promising startup companies 
funding in exchange for a piece of the business, usually in the form of equity or royalties. Angel investors are commonly found in the 
following professions: Business professionals; C-level company executives, who have risen through the ranks and know what it takes to 
run a successful business; Successful small business owners and entrepreneurs who have already launched successful companies and 
know how to recognize start-ups that have a bright and profitable future;Investors who make financing small businesses a professional 
pastime; Crowdfunding platforms that raise pools of money in groups, with each person investing a small amount in exchange for a small 
share of any eventual profits, if the company proves successful. (www.Forbes.com) 
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the correct functioning of the business plan. The financial markets are unable to support the 

growth of companies in the phases just described, therefore the role played by private equity 

operators such as business angels15 and venture capital companies becomes fundamental.  

3) Early Growth: In the early-stage phase, a company generates positive sales revenues and 

evolving growth rates; both cash flow and profitability are still negative, albeit with sharply 

decreasing values (this is the last stage with negative values). Even in this phase, the role played 

by private equity funds is fundamental. It grants the needed liquidity to the company to 

continue the production process that has just started. However, as this is still a risky phase, very 

often private equity investors decide to adopt a hands-on approach that allows them to have a 

real impact on the management choices to be made. 

4) Rapid Growth: At this stage, the riskiness of the investment is moderate. This phase is 

characterized by a great profitability and cash flow growth, with widely positive sales. The 

companyôs main goal is to establish itself on the market, increasing its market share and 

becoming one of the most important players in the industry. In this type of operations, business 

growth can be internal (organic) or external. For this reason, the role played by a private equity 

investor, is very similar to that of a bank, with its financing similar to a bank loan; private 

equity investor allows the company to proceed with the purchase of fixed assets or, in general, 

it confers greater liquidity useful for financing projects that allow internal growth. In external 

growth operations (in most cases M&A operations), the private equity investor adopts a hands-

on approach, therefore it is proactive in managing the entire business process. M&A operations 

have essentially three main objectives: Å create a big player in the reference market by 

expanding the offer of products/services and having a greater geographical expansion; Å exploit 

the economic/strategic synergies (greater competitive advantages) due to the M&A operation, 

trying to diversify the offer on the market, becoming a research and development hub and 

therefore a real innovation engine; Å possibility of obtaining fundamental tax advantages, but 

also carrying out "internal outsourcing" operations that allow a strong reduction in production 

costs. 

5) Mature Age: This phase involves the intervention of a private equity operator in a company 

that is in the maturity phase. The company has positive profitability and cash flow but also 

stable sales revenues. In this phase the objective is strategic, the aim is to obtain a definitive 

 
15 The former operates in particular in the US, but they are not yet very present in Europe. These are companies that contribute risk capital 

and allow the development of business ideas which in turn make the markets more competitive, therefore more challenging and competitive. 

The role played by these incubators can be fundamental for improving the GDPôs growth rates of European countries. 
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and long-lasting success in one's own reference market. In this phase, the investor does not 

present serious risks and investorôs task is to support the company management in strategic 

operations towards a long-term expansion. In this phase, the most common operations carried 

out by private equity funds are: leverage buyout (LBO), private investment in public equity 

(PIPE) and corporate governance deals (CG). 

6) Decline: The riskiest phases in which to invest. Sales revenues have negative rates, the 

profitability of the investment in the company is temporarily low and there is often a great 

liquidityôs need in order to finance a recovery plan. Why does the investor decide to make this 

investment? Quite often the company is still profitable even if poorly managed and 

impoverished by the making of wrong investments. This phase presents, in turn, a further 

breakdown into:  

Å restructuring financing;  

Å distressed financing.  

In the first case, the company is experiencing a moment of severe crisis but is still alive, and 

therefore still has great potential. For this reason, the private equity investor decides to adopt a 

strong hand-on approach, in which, in addition to financial recovery of the company, as a real 

consultant, obtaining the majority of the shares, deals with the strategic plan of rebirth. In the 

second case, the company is at the end of its days, the choice of the private equity investor is 

therefore to finance the latter, in order to purchase patents, brands, equipment and other 

corporate assets that can be resold to a third-party buyer or to be included in another private 

equity transaction.  

The decision of the Private Equity Fund over which strategy has to be implement is based on 

which stage, of the ones mentioned above, the company target is living: Venture Capital (VC), 

Growth Equity, Buyouts. 

¶ Venture capital: Venture capital is a form of investment in early-stage companies with 

strong growth potential. The types of businesses venture capital funds invest in tend to be 

young and often pre-profit, and potentially even pre-revenue. Venture capital funds buy 

minority equity stakes in these companies and provide them with financial support and business 

expertise to help them grow and succeed. VCs take minority stakes in businesses, very often 

alongside other VCs and investors. Early-stage companies raise money in óroundsô which will 

see further investment from either the same investors and/or new ones to support the company 

as it grows. Many start-ups will also receive funding via angel investment, crowdfunding, 

grants, incubators or even friends and family. 



18 

 

 

Together, these form what is known as the óinnovation eco-systemô, a funding chain that 

provides capital and business expertise to early-stage, fast-growing companies. Furthermore, 

we have to provide a distinction between investments that comes from ñangel investorsò and 

venture capitalist. The latter invest in the target company at the ñdevelopmentò stage, mainly 

in R&D while the bottom start to financing the business when the business product or service 

starts to be commercialized.  

¶  Growth Equity: is an investment opportunity in late-stage companies. Growth equity funds 

seek to invest in well-run companies with proven business and a history of significant and rapid 

revenue growth, which minimizes the technology adoption risks often associated with venture 

capital investing. Also, unlike venture capital deals, which are often made on speculative 

assumptions about the total addressable market for a product and future funding requirements, 

growth equity investments are typically underwritten on relatively defined profitability 

milestones and tend to have limited, quantifiable future funding needs to achieve their goals. 

Compared to VC16 investments, it differs for many aspects: 

1) Holding Period: VC investments requires higher holding time due to their nature. Those 

investments are made in the early stages of the business, and it requires much more time (on 

average from 5 to 7 years) to develop and consolidate within the market. Conversely, Growth 

Equity investments, are undertaken when the potential and the profitability of the company is 

already spread out. 

2) Risk Profile: Growth Equity investments, have a moderate level of risk since they are usually 

undertaken in a late stage of the business, when the company has already consolidated its 

presence in the market. Conversely, VC investments have an high risk profile due to the new 

market entry risk and the one associated to the launch of a new product. 

 

¶ Buyout: is the strategy to implement in the mature stage of life cycle of a company. 

Buyouts occur when a mature, is purchased by either a private equity firm or its existing 

management team: the investor became owner of the majority of shares17 and of the controlling 

interests over the company.  

Within the buyoutôs investment strategy, we have to make a distinction between the 

management and leveraged buyout. The latter is a strategy that is made in order to face a future 

 
16 Venture Capital 
17 Once the target company is acquired, all previous investors of the company cash in on their shares and exit. 
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organizational restructuring of the target company. The Private Equity fund assembles a 

management team that will be able to manage the acquired company throughout the 

organizational renewal and strive it towards an increase in profitability and on the overall going 

concern. The Private Equity fund will finance the designed management team the made the 

takeover of the company and they will obtain a non-controlling percentage of shares of the 

company as compensation. Within management buyout we can subcategorize this investment 

based on the decision of which management team is supposed to take control of the company. 

It should be an existing, the old, or both management team to made the takeover, depending on 

the Private Equity fund decision.   

The bottom, leveraged buyout (LBO18), is the largest portion of strategy used by funds in the 

Private Equity market, where in these takeover operations is involved a large use of outside 

debt financing. The target company in a buyout is commonly a closely held private business, 

a division or subsidiary of a large company or a public company. The mechanism behind 

these acquisitions through LBO, implies a small investment in the equity of the target 

company; conversely, the Private Equity fund make a massive use of leverage. The buyout is 

typically financed with 60 to 90 percent debt. The private equity firm invests funds from its 

investors as equity to cover the remaining 10 to 40 percent of the purchase price. The new 

management team of the purchased company typically also contributes to the new equity, 

although the amount is usually a small fraction of the equity dollars contributed. The chart 

displayed below, shows the number and combined transaction value of worldwide leveraged 

buyout transactions backed by a private equity fund sponsor based on data from CapitalIQ. In 

total, 17,171 private equity-sponsored buyout transactions occurred from January 1, 1970, to 

June 30, 2007. Overall buyout transaction activity mirrors the patterns in private equity fund- 

raising. Transaction and fundraising volumes exhibit a similar cyclicality. Transaction values 

peaked in 1988; dropped during the early 1990s, rose and peaked in the later 1990s, dropped 

in the early 2000s; and increased dramatically from 2004 to 2006.  

 

 

 

 

Figure 3: ñGlobal Private Equity transactions volume, 1985-2007ò 

 
18 Leverage BuyOut 
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 Source: CapitalIQ, Stromberg (2008), authorsô calculations.  

 

In conclusion to have a quick look to the three investment strategies, looking at the below table, 

we can easily state that in the early stage of the company, investors should act as a Venture 

Capital or as an Angel Investor. During the late stage of its business, investor can pursue a 

equity or capital growth in the company target. In the end, the maturity stage is characterized 

by a takeover of the target company itself by the fund. 

 

Figure 4: Comparison of Private Equityôs investment strategies 

 

Source: iCapital.com 
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Chapter 2 

 

2. Activities/regulatory framework/trends/public vs private equity  

In this chapter I will analyze, even if each private equity fund differs from each other by socio-

cultural aspects, regulatory framework, asset class on which the fund is supposed to invest in 

and the specific strategy to follow, how each fund follows the same path within the industry 

to reach its goal.  

Before analyzing the process that leads the private equity company to value creation, I focus 

on the main actors in this market. 

 

Figure 4: participants and investment flow in Private Equity market 

 

Source: EVCA 2007 

 

From the above graph, is possible to figure out which are the participant to this market: 

1) General Partner (GP) 

2) Limited Partner (LP) 

3) PE fund 

4) Portfolio/Investee companies 
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GP is the responsible, with unlimited capital, of process of fund sourcing and of managing the 

investee companies. LP instead, as the name suggests, have limited liabilities meaning that 

their liability for the investment is limited for how much money they invested in the private 

equity fund. Furthermore, the private equity fund, is a pool of money, a vehicle raises by the 

LP and managed by the GP. Private Equity fund shouldnôt be confused with private equity 

firm that, despite the fund, can include more than one fund. In conclusion, the investee is the 

destination, identified companies by the GP with high potential, of the pool of money raised 

by investors through the fund. 

The overall rationale behind the flow of delegation of decisions from LPs to the GP has to be 

searched in the LPA (Limited Partnership Agreement), an agreement that provides the 

assurance to the LPs that the GP will act in the interest of the fund and its value creation. 

 

Activities of Private Equity fund 

The investing activity of a Private Equity can be divided into four stages: 

- Fundraising Period 

- Structuring and Investment Period 

- Managing Period 

- Exiting Period 

The first stage involves the fundraising process and the selection of the investments. This stage 

should grant access to Private Equity firms to high-quality deals. This first step requires a 

huge amount of information to be analyzed to evaluate the capacity and the potential of an 

investment.  

The second stage is the Structuring Investment. It refers to the amount the type of securities 

that should be used as equity and all the other substantive investment agreements issued by 

the General Partner.  

The third stage involves a process of integration of the portfolioôs companiesô management. 

Through their presence in the companyôs Board of Management, they can exercise control 

over the strategic decisions of the company, also by providing all the operating, financial 

expertise.  

The fourth and last stage instead refers to the exit strategy of the fund from the investment. It 

is considered an integral part of the investment process in the Private Equity market since all 

the investors expect to receive a payback in a medium short temporary range. A fund can 

follow two different path to exit an investment: going public, mainly through the constitution 

of an IPO; the alternative is to sell the company on the private market.  
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1.a) Fundraising period 

The first step to pursue is the so-called business idea creation. 

Through this step private equity company have to sell its business idea to the investors, making 

the willing to invest their money into this project. In this phase all the attention is concentrated 

towards the target market and all its complementary information and concerns about 

macroeconomics assumptions, at which stage of the business lifecycle the target company is, 

in order to have a clear understanding of which strategy fits better the circumstances.  

Once the business idea has clearly reached investorsô mind, private equity company has to 

sell.  

In this phase, the most difficult part of the GP is to raise the first-time fund. Once the GP had 

created a good amount of track records from previous funds, the follow-on became easier. A 

central role in the fund raising is taken by the reputation of the GP throughout all the investorsô 

panorama: higher is the reliability and the performance obtained by GP and higher will be the 

willingness of investors and the attractiveness of the investment. The conclusion of this phase 

is sanctioned by the commitment letter of the investors that declare their interest and 

participation to the project. 

The last step to go through is the decision over the financial leverage to use to finance the 

investment: which level of debt and equity is required.  

 

Figure 5: Venture Capital investment process 

 

Source: Abacademies.org 
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Access to information about high-quality investment opportunities is crucial to a private 

equity partnership.  

General partners rely on relationships with investment bankers, brokers, consultants, lawyers, 

and accountants to obtain leads. Economies of scale apparently play an important role in deal 

flow: the larger the number of investments a partnership is involved in, the larger the number 

of investment opportunities it is exposed to. Partnerships compete directly with agents to 

locate candidate firms.  

Deals brought to the partnership by agents are less attractive than deals the partnership locates 

itself because agent-arranged deals involve additional fees and tend to get bid up in price by 

competing investors. Nonetheless, a portion of partnership investments are generated by 

agents. 

The already analyzed steps are inherent to the first phase described in the graph: ñbusiness 

opportunities reviewed to fit investments criteriaò. The second step instead, ñkey policies 

variables checking to achieve strategiesò, is related to the screening process of the proposed 

business idea. In this phase, to satisfy the sake of control and review, must be presented a due 

diligence document. 

a) Due Diligence  

Partnership managers receive hundreds of investment proposals. To be successful, they must 

be able to select efficiently the approximately 1% of these proposals that they invest in each 

year.  

Efficient selection is properly regarded as more art than  science  and  depends on  the acumen  

of the general partners acquired through experience operating businesses as well as experience 

in the private equity field. 

Investment proposals are first screened to eliminate those that are unpromising or that fail to 

meet the partnershipôs investment criteria. Private Equity partnerships typically specialize by 

type of investment, as well as by industry and location of the investment. 

Specialization reduces the number of investment opportunities considered and also reflects 

the degree of specialized knowledge required to make successful investment decisions.  

This initial review consumes only a few hours and results in the rejection of up to 90% of the 

proposals the partnership receives.  In many cases, the remaining proposals are subjected to a 

second review, which may take several days.  

Critical information included in the investment proposal is verified and the major assumptions 

of the business plans are scrutinized.    



25 

 

More than a half of the proposals that survived the initial screening are rejected at this stage. 

Proposals that survive these preliminary reviews become the subject of a more comprehensive 

due diligence process that can last up to six weeks (it includes visits to the firm, meetings and 

telephone discussions with key employees, customers, suppliers, and creditors, and the 

retention of outside lawyers, accountants, and industry consultants).   

For proposals that involve new ventures, the main concerns are: 

- the quality of the firmôs management 

- economic viability of the firmôs product or service.  

 

For proposals involving established firms, the general objective is to gain a thorough 

understanding of the existing business, although the precise focus of the investigation varies 

with the type of investment. 

In the case of distressed companies, efforts are focused on discussions with the companyôs 

lenders. In the case of a buyouts of family-owned businesses, management succession issues 

will warrant greater attention while in the case of highly leveraged acquisitions, efforts will 

focus on developing detailed cash flow projections.  

Extensive due diligence in the private equity market is needed because of informative lack 

regarding the issuer. Thus, the partnership must rely heavily on information that it is able to 

produce from the scratch. This context leads the management of the issuing firm to knows and 

doesnôt disclose to the outsider, an higher information level about many aspects of its business. 

This information asymmetry, combined with the fact that issuing private equity is very 

expensive, has the potential to create severe adverse selection problems for investors.  

In the private equity market, the problem of adverse selection is mitigated by the extensive 

amount of due diligence and by the fact that alternative sources of finance for private equity 

issuers are limited. Though they compete intensely to locate potential investment 

opportunities, partnerships also cooperate with one another, most often  through syndication19.  

The most common reasons for syndication are size and location of the deals.  Partnerships 

team up to finance larger deals because of restrictions on the percentage of a partnership fund 

that may be invested in a single deal.   

The geographic rationale for syndication is related to the value of local monitoring.  

 
19 Bank syndication is a type of loan offered to the same subscriber by a pool made up of two or more creditors with equal terms and 

conditions for all parties who adhere to the contract. Generally, a creditor is chosen as an agent who manages everything related to 

documentary practices on behalf of the participants.  
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A third, less common, reason for syndication is that it permits the validation of one 

partnershipôs judgement by another.  

Finally, by allowing other partnerships to participate in its deals, a partnership informally 

obliges others to return the favor in the future, thereby increasing its access to profitable deals.  

When deals are syndicated, the lead investor, generally the partnership that finds and initiates 

the deal, structures the deal and performs the lionôs share of the due diligence.  

In return, it can set terms and conditions that more closely meet its needs, although it rarely 

gets preferential terms. It appears that the majority of later-stage venture capital and middle-

market buyout investments are syndicated owing to their size.  Conversely, early-stage new 

ventures are more likely to be financed entirely by a single partnership, reflecting not only the 

more manageable size of early-stage investments but also the greater value of the services 

performed by the lead investor.  

The largest buyouts also tend to involve a single investor, a mega-buyout fund; the managers 

of these funds appear to be less collaborative endless willing to share information than the 

managers of other types of funds and are large enough to finance large deals entirely by 

themselves.  There may also be a secular trend at work: as the size of new partnership funds 

has grown over time, reliance on syndication apparently has diminished.  

Analyzing the factors that should affect the fund-raising process20 both in US and in the 

Western Europe market, we can state that the literature available and the empirical data about 

this topic are scarce due to the nature of the company in which Private Equity funds invest: 

unlisted company, in fact, are exempted to respect any disclosure duty.  

Itôs possible to develop and consider some proxies to have a better understanding of what 

influence most fund-raising decisions. According to the economic literatures, the following 

factors influence mostly the spread of private equity fund 

The presence of a developed stock market has the function of guarantee for those one who 

decided to invest in alternative asset classes. The stability of the stock market in fact ensures 

an exit strategy with an Initial Public Offer (IPO). This is one of the conditions for the 

existence and development of a Private Equity market. 

So, the main hypothesis is that ñThe higher the shares of the IPO exits in past transactions, 

the higher the future fundraising probability and volumeò. 

 
20 The amount available for investments in unlisted companies and the invested amount that comes from 

professional investors 
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PE management firms set clear investment objectives for each of their funds that, in turn, are 

in line with the expertise of fund management and that are communicated to LPs through 

private placements memoranda. These fund characteristics are important for limited partners 

to decide whether to commit capital, in line with their own investment objectives. 

When a PE firm decides to raise a new fund, the GP of the current fund begins a fundraising 

campaign that lasts anywhere from a few months to more than a year and a half, depending 

on the prestige and perceived ability of the PE firm, overall market conditions, and the size 

and terms of the fund being raised.  

Unlike mutual fund performance, private equity fund performance is reported using internal 

rates of return and value multiples (VMs). Before the Freedom of Information Act (FOIA) 

forced large public LPs to disclose the returns of individual funds in which they invested, 

leading to the emergence of third-party data aggregators such as Preqin in recent years, 

Venture Economics provided summary information about IRRs and VMs for a cohort of same 

vintage year, same fund type, same geographic region funds while maintaining the anonymity 

of individual funds that provided them with their performance data. 

 

By investing through a partnership rather than directly in issuing firms, investors delegate to 

the general partners the labor-intensive responsibilities of selecting, structuring, managing, 

and liquidating private equity investments. However, limited partners must be concerned with 

how effectively the general partners safeguard their interests. Among the more obvious ways 

in which general partners can further their own interests at the expense of the limited partners 

are spending too little effort monitoring and advising portfolio firms; charging excessive 

management fees; taking undue investment risks; and reserving the most attractive investment 

opportunities for themselves and their associates. Private equity partnerships address these 

problems in two basic ways.   

1) Partnerships have finite lives; to remain in business, private equity managers must 

regularly raise new funds and funds raising is less costly for more reputable firms;  

2) Second, the general partnersô compensation is closely linked to the partnershipôs 

performance.  

 

1.b) Structuring and Investment period 
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If after due diligence the partnership remains interested in investing in a firm, the partnership 

and the firm begin negotiating an investment agreement setting the financial and governance 

aspects of the deal.  

The main financial issues are the amount of ownership the partnership acquires and fair 

evaluation process through the determination of the price. 

Two main governance issues are: 

- managerial incentives at the portfolio company; 

- Partnershipôs ability to exert control over the firm, especially in the event that its 

performance suffers.  

 

a) The Partnershipôs Ownership Stake 

The partnershipôs ownership share is determined in essentially the same manner regardless of 

the type of equity issuedïby projecting the companyôs value on some future date and backing 

out the percent ownership that provides the partnership with its required rate of return.  

The values typically are based on multiples of projected after-tax earnings, EBIT, or cash-

flow. Required rates of return vary by investment type:  Venture capital partnerships report 

required returns of 50% on early-stage investments and 25% on later-stage investments; 

required returns on most non-venture investments are in the range of 15% to 25%. Because 

riskier investments generally require more attention and monitoring, their higher required 

rates of return reflect ï as the Capital Asset Pricing Model (CAPM) states, thereôs a correlation 

between the remuneration from and investment and the risk an investor will undertake- both 

a risk premium and compensation for the general partnersô time and effort. ñRequiredò rates 

of return on private equity investments of 15% to 50% are much higher than average 

partnership returns, which are in the mid-teens.  

The discrepancy suggests that partnerships consistently fail to earn their required rates of 

return or that private equity is systematically overpriced.  

The more likely explanation is that the ñrequiredò rate of return is the return the partnership 

expects to earn if the investment is a success. It is a conditional expected return.  

This conditional expected return approach to pricing deals reflects the fact that returns on 

private equity investments are highly skewed: more than half of all investments produce 

below-average returns, and a small number of investments yield extraordinarily large returns 

that raise the average.  

It is difficult determine the future value of the firm:  It is in the firmôs interest to project a high 

future value, as a high future value means that the firm will have to give less stock to the 
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partnership.  On the other hand, it is in the partnershipôs interest to adopt a more conservative 

forecast. 

This conflict is often resolved by offering the firmôs managers the opportunity to increase their 

shareholdings if certain performance objectives are met.  

 

b) Governance Issues 

Information asymmetries between investors and managers of the issuing firm give rise to a 

potential ñmoral hazard,ò whereby management pursues its own interests at the expense of 

investors. 

Private equity partnerships rely on various mechanisms to align the interests of managers and 

investors.  

These mechanisms can be classified into two main categories: 

- Those that relate to performance incentives, including the level of managerial stock 

ownership, the type of private equity issued to investors, and the terms of management 

employment contracts.  

- Those that relate to direct means of control of the firm, including board representation, 

allocation of voting rights and controlling access to additional financing. 

The failure of the internal control systems of many public corporations has been linked to the 

lack of stock ownership by senior managers. Senior managers typically own a significant share 

of their companyôs stock, and stock ownership often accounts for a large part of managersô 

total compensation.  

A common provision in both venture and non-venture financing is an equity ñearn-outò21.  

This arrangement allows management to increase its ownership share if certain performance 

objectives are met.   

Performance objectives can be stated in terms of earnings, the market value of the firm, or a 

combination of the two: 

 

c) Type of Equity Issued to Investors 

Convertible preferred stock is the type of private equity security most frequently issued to 

investors. 

 
21 contractual provision stating that the seller of a business is to obtain additional compensation in the future if the 

business achieves certain financial goals 
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The major difference between convertible preferred stock and common stock is that holders 

of preferred stock are paid before holders of common stock in the event of liquidation. From 

the partnershipôs standpoint, this type of equity issued reduces the partnershipôs investment 

risk. Moreover, it allows the parties involved in the partnership to take advantages from strong 

performance incentives to the companyôs management, because management typically holds 

common stock, or warrants to purchase common stock.  

 

d) Management Employment Contracts 

In principle, managementôs equity position in the firm could induce excessive risk-taking. 

However, management compensation can also be structured to include provisions that 

penalize poor performance, thereby offsetting incentives for risk-taking.   

Such provisions often take the form of employment contracts that specify conditions under 

which management can be replaced and buyback provisions that allow the firm to repurchase: 

a) managerôs shares if he or she is replaced. 

b) Mechanisms of Direct Control: although managerial incentives are a very important means 

of aligning the interests of management and investors, a private equity partnershipôs primary 

reliance is on its ability to exercise control over the firm in order to protects its interests.  

Mechanisms of control include the general partnersô representation on the firmôs board of 

directors, the allocation of voting rights, and controlling access to additional financing.  

 

e) Other Control Mechanisms 

Other mechanisms by which partnerships control and monitor the activities of the companies 

in which they invest include covenants (give the partnership the right to inspect the companyôs 

facilities, books, and records).  Other covenants require that the company not sell stock or 

securities, merge or sell the company, or enter large contracts without the approval of the 

partnership.  

 

1.c) Managing Investments 

After the investment is made, general partners are active not only in monitoring and governing 

their portfolio companies but also in providing an array of consulting services.    

Private equity firmsô defining characteristic is the ability to ñadd valueò by furnishing 

managerial assistance. In their monitoring and governance role, general partners help design 

compensation packages for senior managers, replace senior managers as necessary, and stay 
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abreast of the companyôs financial condition through regular board meetings and interim 

financial reports.  

They also remain informed through informal contacts with second- and third-level managers 

that they established during the due diligence process.  

General partners provide assistance by helping companies arrange  additional  financing,  hire  

top  management,  and  recruit  knowledgeable board members.  

General partners also may become involved in solving major operational problems, evaluating 

capital expenditures, and developing the companyôs long-term strategy. Naturally, the degree 

of involvement varies with the type of investment.   

Involvement is greatest in new venturesðfor which the quality of management is viewed as 

a key determinant of success or failureðand in certain non-venture situationsðfor which 

improving managerial performance is one of the underlying purposes of the investment 

(leveraged buyouts). For these two types of firms, private equity investors typically are also 

majority owners, so the investors have even greater incentive, as well as authority, to become 

involved in a companyôs decision-making. Even when the degree of partnership involvement 

is lowestðfor example, when the partnership is a minority investor in large private or public 

companiesðgeneral partners may spend as much as a third of their time with portfolio firms. 

A partnership rarely is a completely passive investor; an exception is the case of syndication 

when other partnerships may allow the lead investor to take the active management role. 

Because venture investments require intensive oversight, venture capital partnerships tend to 

specialize by industry and geographic area to a greater extent than other private equity 

partnerships.   

The high level of general partner participation in the management of young companiesðalong 

with the more demanding nature of the due diligence process for these companiesðis thought 

by some to account for the progression of some partnership management firms from venture 

investments to non-venture investments after one or two funds as the partnership managers 

succumb to venture capital ñburn-outò.  

 

1.d) Exiting Investment 

An important element of limited partnerships is the contractual agreement to end the 

partnership and repay the limited partners within a specified period of time.  

Though repayment of the limited partners with illiquid securities of the portfolio companies 

is sometimes unavoidable, it is highly undesirable, as the limited partners then have neither 
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liquidity nor control.  Consequently, there must be a clear route for the partnership to exit the 

firm. The three possible available exit routes are: 

- a public offering; 

- a private sale; 

- a share repurchase by the company. 

Each exit route has different ramifications for the limited partners, the general partners, and 

the companyôs management.   

A public offering generally results in the highest valuation of a company, and thus, is often 

the preferred exit route.  In addition, the companyôs management favors an IPO because it 

preserves the firmôs independence and provides it with continued access to capital by creating 

a liquid market for the firmôs securities.  However, a public offering, unlike a private sale, 

does not end the partnershipôs involvement with the firm. The partnership may be restricted 

from selling any or a portion of its shares in the offering by Rule 14422 which requires that 

private placements be held for an initial period of two years.  

The partnership also may be restricted from selling its shares by agreement with the 

underwriter. As a result, following a public offering there may be very little change in the 

number of shares or board seats held by the partnership. The economic literature, suggest that 

in many cases general partners remain actively involved with portfolio firms until the 

companyôs stock is eventually sold or distributed to the limited partners.  

A private sale has very different consequences. For the limited and general partners, a private 

sale is attractive as it provides payment in cash or marketable securities and ends the 

partnershipôs involvement with the firm. For the companyôs management, in contrast, a private 

sale is potentially unwelcome, to the extent that the company is merged with or acquired by a 

larger company and cannot remain independent.  

The third exit route is a put of stock back to the firm, in the case of common stock, or a 

mandatory redemption, in the case of preferred shares. With puts of common stock, a valuation 

algorithm is agreed to in advance. For minority investments, a guaranteed buyout provision is 

essential, as it is the only means by which the partnership firm can be assured of liquidity.  For 

 
22 Restricted securities are securities acquired in an unregistered, private sale from the issuing company or from an 

affiliate of the issuer. They typically bear a ñrestrictiveò legend clearly stating that you may not resell them in the public 

marketplace unless the sale is exempt from the SECôs registration requirements.Rule 144 provides the most commonly 

used exemption for holders to sell restricted securities. To take advantage of this rule, you must meet several conditions, 

including a six-month or one-year holding period.Even if youôve met all the conditions of Rule 144, you still cannot sell 

your restricted securities to the public until youôve had the legend removed from the certificate. Only a transfer agent can 

remove a restrictive legend. But the transfer agent wonôt remove the legend unless the issuer consents. www.sec.gov 
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many investments, however, buybacks by the firm are considered a backup exit route and are 

used primarily when the investment has been unsuccessful. 

Partnerships add value through the choice of how and when to exit and obtaining the 

maximum value for the firm in connection with any given exit strategy.  

Several studies document the valuable role that partnerships play in connection with  public  

offerings.  

Historical records, shown off that venture capital-backed companies are usually underpriced 

by a smaller amount than companies that are not venture-backed; similarly, the degree of 

underpricing of venture-backed firms seems that has a negative relation to the size of the 

venture capitalistsô ownership stake, the age of the lead partnership management firm, and the 

length of time the lead partnership has served on the firmôs board.  

Furthermore, Private Equity partnerships, in many cases retain their ownership stake and 

board positions for some period after companies are taken public. Less underpricing has also 

been found in the case of reverse leveraged buyouts, which may also be a result of their 

affiliation with private equity partnerships. Also, of value in the process of going public is a 

partnershipôs ability to time the market. 

 

2) Fundraising: an essential activity of any independent private equity firms23. 

The importance of the ñRole of the Reputationò during the fundraising process is also stressed 

out in an investment model proposed by one of the biggest Private Equity company, the 

Swedish EQT, ñthe EQT Modelò. This model has the mission of make the future of most of 

the Private Equity companies ñfuture-proofò creating a positive impact through the 

investments undertaken.  

What EQT, is trying to stress out through its business model, is the idea that even if 

historically, the primary factor driving the strong growth in this industry has been consistent 

and stable returns24, nowadays the main concern is the skepticism to the ability of PE 

companies to maintain the same stability of return. In the last years, the pandemic was the 

demonstration of this. It undoubtedly reduced the value of PE portfolio companies. 

The good news, however, is that the decline in stock prices could help PE continue to 

outperform the public markets. Thus, while PEôs vast amounts of capital have long been 

 
23 Cumming, Fleming, & Suchard, 2005; Gompers & Lerner, 1998 
24 The median internal rate of return (IRR) for funds with vintage years 2010 through 2016 has been around 15%, with the 

top quartile at about 21% and the bottom quartile at 9% 
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thought as posing a major threat to the industry, the huge amount of dry powder may well turn 

out to be a blessing.  

But if PEôs future returns are uncertain, one thing is clear: the PE industry has become large 

and important enough to have systemic effects on social issues like income inequality and 

environmental issues like climate change. 

The large ñuniversal ownerò asset managers and asset owners are increasingly concerned 

about these system-level issues and are pushing for more sustainability reporting by public 

companies, to the extent possible as guided by and in accordance with a set of globally agreed-

upon standards. The PE industry to date has been ñselectiveò when it comes to information 

about sustainability. Considered the latter information, particular attention was paid to the so-

called responsible investments based on ESG factors, environmental, social and governance. 

 

 

3) Which factors affect the most Private Equity funds diffusion? Current trends  

 

3.1) ESG: strategic and decisional investment key-factor 

 

ESG (environmental, social and governance) criteria are criteria for evaluating a company's 

commitment according to three dimensions - environmental, social and governance -, which 

measure how sustainable and responsible it is. 

ESG principles are extra-financial parameters that are added to the "classic" economic 

parameters, thus increasing the information available to formulate an opinion on the company. 

For investors, the ESG criteria - or rather the ESG scores and ratings - also serve to assess 

their solidity in terms of investment. In fact, we speak of sustainable finance when, in addition 

to economic objectives, environmental and social ones are also taken into consideration. 

A sustainable and responsible company is therefore attentive to the environmental factor if it 

reduces greenhouse gas emissions; it is efficient in the use of energy and natural resources 

(water, raw materials, forests ...); does not pollute; protects biodiversity etc. The value given 

to the social factor is expressed, for example, in the quality of the work environment and the 

supply chain; in the development of human resources; in attention to gender equality, diversity 

and inclusion; in taking on corporate social responsibility in a broad sense. 

The third ESG factor - company governance - concerns ethics and transparency; control 

policies and procedures; in the case of joint-stock companies, the rights of the shareholders, 

the composition, independence and remuneration of the board of directors. 
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To varying degrees, the large listed PE firms conduct some sustainability reporting covering 

their own operations, but this reveals no more than the ñtip of the icebergò when it comes to 

their portfolio companies, where sustainability reporting is in a decidedly immature state. For 

the most part, even the largest GPs have yet to require information about the ESG performance 

for most of their portfolio companies that would be valuable to their LPs. But if the GPs are 

failing to take decisive steps and perhaps make good on their public statements of commitment 

to ESG, the LPs appear to be contributing to the problem. Though some LPs are gradually 

becoming more sophisticated, ESG remains largely a box-ticking exercise during the 

fundraising process that involves filling out an ESG due diligence questionnaire (DDQ)ðand 

the fact every LP has its own form suggests the challenges to voicing ESG concerns in a more 

forceful and effective way. Once the money has been committed, expressions of interest or 

concern tend to disappear. The GPs that earn the highest returns continue to get money, even 

if the results of the ESG DDQ arenôt the most impressive. To be sure, the more sophisticated 

GPs now incorporate ESG screen in their due diligence acquisition process to flag any major 

problems that could inhibit value creation. 

 

Figure 6: importance of subject area on ESG themes. 

 

Source: PwC Private Equity responsible investment summary 2021 and 2013 

 

 

 

 

 

Figure 7: ESG-oriented investing is seeing a significant rise 
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Source: Patturaja Murugaboopathy and Anurag Maan, Reuters, October 29,2021 

 

3.2) Slowdown of alternative investment methods 

Special Purpose Acquisition Companies (SPACs) are becoming a very popular system for 

debuting private companies on the stock exchange and are increasingly attracting the interest 

of institutional and private investors. 

The Special Purpose Acquisition Company (SPAC) IPO is an alternative to private equity 

also available to non-institutional investors. The SPAC formula aims to summarize the 

advantages to a large extent of a Private Equity operation and the tempting potential of an 

IPO investment. 

The SPAC can be considered as a fourth exiting strategy beyond the three mentioned above. 

A fund aimed at the acquisition of a private company with the aim of making it listed too, 

avoiding the costly paths and certain associated risks for the latter to a normal IPO operation. 

In this process, investors will benefit from some additional guarantees, hedges and decision-

making powers with respect to both IPOs and Private Equities transactions. 

SPACs, often called ñblank-check vehiclesò IPO before they have a target, raise capital based 

on the expertise and reputation of the manager, and then acquire a target through a reverse 

merger with the money raised through the IPO.  

SPACs offer private companies the ability to raise capital during their transition to public 

markets, but however, SPAC IPOs ultimately tend to be nearly as costly as traditional IPOs, 

may only bring a company to market a few months faster, and have a track record of poor 

performance. 
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Since 2015, SPACsô performance was extremely poor compared to non-SPAC companies. 

This is attributed to looser governance and less valuation orientation. Furthermore, recent 

studies, had detected the real problem of the slowdown of the SPACs in their insane 

valuations. So, in each SPAC, due to the fact that the valuations arenôt consistent, all the 

fluctuation of the price, will made the SPAC automatically more or less attractive. In the end, 

it was really that kind of excitement and ability to look forward that sat at the heart of why 

SPACs boomed so much in the first place.  

SPACsô phenomenon in the few last years, experience a decline in the share price decline. 

The SPAC frenzy and SPAC mania reach its peak a year ago and those companiesô share 

prices are now down 60% or more in the last 12 months. So you're talking about just really 

swift declines that have hurt a lot of individual investors and even a lot of Wall Street 

institutions.  

Funds managed by big names like BlackRock, Fidelity, they put money into a lot of these 

things at $10 a share, and now they're trading at 4, 5, 6, $7 a share. So, interest rates are going 

to go up and make a lot of speculative trades less attractive, hit tech stocks, cryptocurrencies, 

and all of that. But a lot of startups that went public through SPACs, that's where the damage 

is most acute.  

 

Figure 8: SPACs tumbling down 

 

 

 

Source: CNBC  
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Chapter 3 

 

3. Private Equity vs Public Equity Performance 

 

3.1 Overview 

The main reason behind the ñBoomò of the Private Equity phenomenon starting from the 1980, 

has to be detected in the institutional investorsô expectations over the potential return those 

investments in private equity offers compared both to alternatives asset class investment and 

public equity.  

Furthermore, the understanding of the private equity fundsô performance is a difficult task. The 

concept behind this issue is linked to disclosureôs regulation. Agents in the private market donôt 

have any duty of public disclosure about accounting records, investment in privately held 

companies and return on undertaken investments. 

In addition, the principles of valuing private companies are similar to those of valuing public 

companies; however, there are estimation problems that are unique to private companies. The 

valuer needs to deal with limited information available in terms of history and depth because 

private firms do not report their performance publicly and do not need to meet accounting and 

reporting standards that apply to public entities in many countries, as already mentioned. 

Another significant hurdle when valuing private firms is the difficulty of estimating risk 

parameters for discount rates. These require stock prices for equity which are not available for 

private firms. Further, private companies face acute uncertainties regarding their future 

operations making forecasting difficult. In fact, often they have negative cash flows and 

earnings. Since their profitability is expected to occur at some point in the future, the 

assessment of their current value can be a challenging task. Private companies also tend to have 

concentrated ownership, thus reported earnings might reflect discretionary expenses or are 

affected by tax motivations and the accounting records are subject to the risk of manipulation 

by the GP. 

Managers of private equity funds assess the values of private companies at several points in 

time when they invest in a financing round of the company (venture funds), acquire a company 

(buyout funds), list the company on an exchange, sell or liquidate the company. There were 

many efforts to limit this discretion of the GP, as we will see later, and one of this attempt was 
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the set-up of The International Private Equity and Venture Capital Valuation Guidelines Board 

(IPEV Guidelines Board). 

 

3.1.1 Public Equity vs Private Equity  

Considering disclosureôs obligations mentioned above, I will focus on the distinction between 

the meaning attributed to both public and private equity in literature.  

The most widespread, of Anglo-Saxon matrix, identifies with public equity the financing 

activity of a company through the open market, avoiding private negotiations. In Anglo-Saxon 

countries, public assets, called "public assets", are assets listed on the stock exchange, meaning 

that they can be examine by anyone. Public equity, therefore, is a strategy of fundraising based 

on the sale of a company's stock to the public. The main public equity structure and fundraising 

strategy, refers to the initial public offering: the IPO. 

On the other hand, the second way through which is possible to identify public equity is related 

to the source of the financing. The type of financial resources that comes from institutional 

investors (States, International Communities such as the EU), determine whether the 

investment undertaken belong to a Public or Private Equity. 

Furthermore, interpretation of "public" is a stretch considering that the prevailing literature, in 

contrasting public with private equity refers above all to the method of acquiring resources for 

investments, an open method, in which anyone can potentially participate. 

Looking closed to both the financing and investment methods, is possible to easily identify 

some distinctive elements. 

 

Stocksô Price: in Private Equity market, the price of the shares to be exchange is directly 

defined through a negotiation of the involved parties.  of the is that while this occurs through 

direct negotiation with the entrepreneur with whom the value of the shares is defined, with 

Public Equity the price of the shares is defined by the market. 

 

Investors: in Public Equity, the investor assumes a more detached attitude, in the sense that he 

limits himself to providing capital and nothing more while in Private Equity the private 

investor, in function of the direct relationship with the entrepreneur mentioned above, 

collaborates also in terms of skills and experience, also contributing with their personal 

relationships, with their knowledge, facilitating access to specific networks and allowing better 

performances also through cost rationalization. 
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Governance: in the case of a public investor, there is no specific intention to assume a role 

within governance, although having acquired shares, the activity tends to be limited to the 

contribution of capital. Unlike in the case of Private Equity, there is a clear willingness of the 

investor to take on direct role within the company, aimed mainly at maximizing returns on 

investment by improving performance indicators. 

Another difference is in the expected duration of the investment. In Private Equity there is 

generally a greater propensity for long-term objectives, the public investor, on the other hand, 

is more interested in short-term objectives and the exit is defined by the prices established by 

market laws and not predetermined in advance (including times and methods) as in private 

equity. 

Currently, the landscape of opportunities for companies to access public equity is growing; the 

European Union, the State and the Regions have now consolidated this procedure. 

During the 2014-2020 programming, now in the closing phase, the European Commission 

provided for with Regulation no. 1303/2013 the establishment of specific financial instruments, 

including forms of co-investment that take the form of a fund managed by a financial 

intermediary that invests in the capital (equity) of SMEs. The co-investment instrument aims 

to attract private resources (alongside public ones) in the capital of the beneficiary SMEs, 

aimed at investing in the constitution, start-up and expansion phases or for the realization of 

new projects, for the penetration of new markets or for new developments by existing 

companies through co-investment agreements with co-investors transaction by transaction, but 

also to provide more capital to increase the volume of investments. 

As private placements are less regulated than a public investment, they usually involve greater 

risks and are therefore generally aimed at more sophisticated investors. Typically, these 

investors are accredited investors as defined by investment regulations with specific net worth 

and they can be individuals, institutions, banks or pension funds. 

Offering a private placement will generally be very similar to an initial public offering. Private 

companies often collaborate with investment banks to structure the offer. Investment bankers 

help structure the value of private shares or paid-up capital as it is used in the offering. 

Investment bankers can also help companies test investment demand and set an investment 

date. Unlike public investment, private companies can also solicit commitments from investors 

over time that help with long-term planning. 

All companies need capital to run their business, and offering private equity helps companies 

grow. Often, a private equity agreement is concluded with the intention that one day the 
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company will go public. However, starting as a private company gives management the 

freedom to make distributions and manage equity at their discretion. It also allows them to 

avoid certain regulatory and reporting requirements, including those included in the anti-fraud 

law. 

 

3.2 Performance literature review 

The high complexity issue of the measurement of the performance within the Private Equity 

market, had always caught the attention of many scholars.  

The following studies all show private equity significantly outperforming public equity 

benchmarks.  

Ljungqvist and Richardson (2003) find excess returns in the U.S. private equity market within 

the range 5% - 8% points per annum compared to the stock index S&P 500.  

As we already seen, Limited Partner data should be of high quality since LP invest on it and 

have a strong incentive to maintain its accuracy. Nonetheless, Lerner, Schoar and Wongsunwai 

(2007) report significant differences in skill and performance between limited partners, making 

it difficult to generalize from such studies. 

The Thomson VentureXpert (TVE) private equity database is broad in coverage and has been 

a natural destination for researchers looking for representativeness. Using TVEôs dataest, 

Kaplan and Schoar (2005, KS) find that net returns from U.S. buyout funds are slightly below 

the S&P 500. Phalippou and Gottschalg (2009, PG) show a significant underperformance of 

the entire asset class.  

These findings have been influential and widely referenced in the past. However, recent 

evidence suggests that a significant proportion of the records in those datasets had missing cash 

flow data that could result in a systematic downward bias in measured performance (Stucke 

(2011), Phalippou (2012)). Aside from the data issues the structure of the private equity 

industry makes difficult an objective understanding of performance. Below Iôll analyze the 

main theories and studies of the literature about PEôs performance undertaken by Gompers and 

Lerner (1997), Hwang, Quigley, and Woodward (2005), Cochrane (2005), Driessen, Lin, and 

Phalippou (2012), Ang et al. (2014). 

The first theory about PE performance were proposed by Gompers and Lerner in 1997. They 

tried to assess PE investments performance in two different ways. The first one implies the 

analysis of the change in prices of firms, backed by private equity investors once they became 
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public. The second approach requires the calculation of the IRR to understand the performance 

of the private equity funds25. 

The first method can be easily brought forward by recking at index such as the ñVenture Capital 

100ò26. The construction of this index is as easy, from a timely point of view, as inconsistent 

and with limitations from a performance analysis point of view. This approach has mainly two 

boundaries. Evaluating a public company, backed from private equity investors, doesnôt take 

into consideration many factors. The factors that can affect the performance of a private equity 

fund and a public company are different, and for this reason is mostly wrong to base the 

valuation of a private equity fund on the actual performance of the public company. One of 

these is a large number of fundsô investments inflows towards a single venture fund, creating 

an environment in which ñtoo many funds are chasing too few dealsò. In the circumstance the 

price of a public company isnôt affected since public investors can easily move their capital 

across industries and securities. Another element that reflects the incompatible valuation of PE 

funds through the analysis of backed private equity companies became public is the absence of 

adequate public comparable. The index used for the analysis in fact, doesnôt represent a good 

proxy for the understanding of PE performance.  

Gompers and Lerner, for the second approach wanted to calculate the Internal Rate of Return 

of the private equity funds to understand their overall performance. To proceed with this 

system, they started by collecting data directly from institutional investors about the inflows 

and outflows of capital towards PE funds. This study let the scholars to have a relative 

understanding of the quarterly and annual return of PE funds compared to small capitalization 

stocks. Although this method seems to move concrete first step to the proper way of 

measurement of the performance, it presents two main limitations:  

1) inconsistent valuation of investment from Private Equity groups 

2) conservative assumptions are still in use, despite all the reforming efforts, for the 

computation of returns 

For the analysis of the bottom issue, we have to take into consideration both the established 

and the less-established private equity firms. The first ones tend to use a more conservative 

investment strategy, holding their investment as a cost till they are liquidated and the company 

goes public, despite the second typology of firms that focus their strategy on a raising follow-

 
25 ñRisk and Reward in Private Equity Investments: The Challenge of Performance Assessmentò; Authors: Paul A. Gompers and Josh 

Lerner; The Journal of Private Equity, Winter 1997, Vol. 1, No. 2 (Winter 1997), pp. 5- 12; Published by: Euromoney Institutional Investor 

PLC. 

 
26 A monthly report, published on Venture Capital Journal, of the prices of the least liquid public firms with the smallest market 

capitalization; Galante[1995]  
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on funds. Collecting funds is a difficult task for small private equity groups since institutional 

investors arenôt willing to invest in first-time funds due to the expectations of low returns rather 

the one offered by other partnerships on the private equity market. This circumstance leads 

small private equity group to incur in an aggressive behavior in the fundraising step in 

presenting performance and return from their investments, in order to overcome the 

expectationsô bias of potential investors. Among the aggressive behaviors is possible to notice: 

- the valuation of still-private equity firms above their cost 

- Worst firms that are part of the portfolio arenôt discounted for the valuation 

- Failing the discount of illiquid shares of public companies still held in the private equity 

portfolio. 

All these differences in the valuation process can lead the investors in overthinking about the 

performance of certain subset of private equity groups. Beyond the appearance, even if 

comparing interim returns of both experienced and small private equity groups seems to have 

different performance, in the long term it is the same for both groups.  

The second issue mentioned above, is related to one of the subset groups taken into 

consideration: the established firms and their valuation method. There were a lot of efforts to 

create standards in order to produce proxies for the valuation of privately held firms in private 

equity groups portfolios, without any effective success due to the exploitation of ñloopholesò 

standards to avoid a standardized valuation.  

The presence of standardization efforts and the valuation method commonly used by 

established private equity group, involve the employment of more conservative valuation 

method (mainly the valuation of the investment as a cost). This is a double-faced situation: on 

one hand it allows all the investors to compare, to be clearly informed about the performance 

of a certain group of private equity funds and also to avoid being deceived by aggressive 

reporting policies. On the other hand, is difficult for private equity organizations to demonstrate 

they outperformed the equity market since the adjusted risk return both private equity and 

public equity market are not comparable. Thereôs inconsistency between reported returns of 

private equity market and alternative asset class investments. Comparisonôs difficulties lies in 

the so-called ñstale price27ò problem. In the public equity market, the value of quoted 

companies can be monitored on a daily base despite the increase in the value of private equity 

firms is known after a long horizon time period after the fundraising process. Its value is 

accessible to potential investors only during the exiting activity of a private equity fund both 

 
27 An old price of the asset that does not reflect the most recent information. Source: https://www.nasdaq.com/glossary/s/stale-price  

https://www.nasdaq.com/glossary/s/stale-price
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through the Initial Public Offer on the stock exchange market or a third partiesô follow-on 

investment.  

A possible solution to overcome the ñstale priceò problem is the ñmark to marketò theory. Its 

rationale is to anticipate the ñmaterialò event (IPO, LBO) for the valuation process through 

reexamination and revaluation on a periodic base.  

Pursuing this analysis allows investors to take advantage both of a compatible set of return and 

report of the performance between private and private equity companies and allows to assess a 

sharply defined risk measure of the private equity portfolio.  

Hwang, Quigley, and Woodward use the same dataset, but with fewer missing financing 

rounds. They find that average performance is close to that of the S&P 500. Studies of VC 

returns do not, therefore, contradict our findings in any obvious way. In addition, we note above 

that gross-of-fees performance in our dataset is also relatively high. 

Hwang, Quigley, and Woodward, constructed an index of Venture Capital firms, building on 

the concept deriving a clear benchmark for evaluating the perfomance of PE funds. 

Constructing the index was difficult, as pricing events for PE were intermittent and infrequent. 

The pricing was only possible in the case of raising capital and selling shares through IPO, 

acquisition, and cession. In addition, the valuations for trades are reported every time based on 

true value. 

They developed a standardized price index using a repeat sales technique. They constructed 

histories pricing events and estimated the probabilities of companies revealing values, and 

using probabilities, they constructed an index by a repeat valuation method, which used 

transactions for companies that revealed the value or for which price or return were available. 

They were the first to apply a hybrid repeat sales approach to private companies to correct a 

non-timely reporting selection bias. The index reflected gross returns from direct investments  

the companies, not the returns to Venture Capital funds. These results are not reliable due to 

the selection bias: the dataset taken into consideration is not fully reliable to run this analysis. 

The following study undertook by Cochrane [2005] tries to overcome this problem.  

Cochrane [2005], wants to analyze whether investments in venture capital behave as securities 

traded in the public market. He attempted to correct the selection bias28 in PE in the dataset 

used by previous studies, with a maximum likelihood estimation29: Cochrane [2005] finds that 

 
28 Selection bias incurs in the circumstance in which the selection of a dataset used to run an analysis, proper randomization is not achieved 
29 The fundamental data unit is a financing round. Each round can have one of three basic fates. First, the firm can go public, be acquired, or 

get a new round of financing. These fates give us a new valuation, so we can measure a return. For this discussion, I lump all three fates 

together under the name ñnew financing round.ò Second, the firm may go out of business. Third, the firm may remain private at the end of 

the sample. We need to calculate the probabilities of these three events, and the probability of the observed return if the firm gets new 
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log returns of VC investments have negative alphas, but arithmetic returns (and alpha) are high.  

We only observe a valuation when a firm goes public, receives new financing, or is acquired, 

events that more likely occur when the firm is experiencing good returns. He identify and 

measure the increasing probability of observing: 

- return as value increases 

- the parameters of the underlying return distribution 

- at which stage firms go out of business.  

He base the analysis on measured returns from investment to IPO, acquisition, or additional 

financing excluding any valuationsô attempt in intermediate dates.  

The selection bias correction dramatically lowers estimates of the overall performance of 

Private Equity market,  suggesting that private equity marketôs performance and securities 

publicly traded are much more similar than the estimates reported without the correction of the 

selection bias. He corrected the selection bias using log-normal distribution, reducing the return 

estimates, such that the estimated average log return is 15% per year, not 108%. A market 

model in logs gives a slope coefficient of 1.7 and a -7.1%, not +92%, intercept. Mean arithmetic 

returns are 59%, not 698%. The arithmetic alpha is 32%, not 462%. The standard deviation of 

arithmetic returns is 107%, not 3,282%. 

He reported large volatile returns when there was a new round of financing or in the same way, 

thereôs a steadily decrease in the riskiness of the investment during the last rounds of it. Mean 

returns, alphas and betas all decline steadily from first to fourth round investments, while 

idiosyncratic variance remains the same.  

 

Figure 9: pattern of normal distribution and log normal distribution 

Source: Investopedia 

 
financing. Source: The Risk and Return of Venture Capital John H. Cochrane Graduate School of Business, University of Chicago March 

19, 2004. 
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In addition, Cochrane discovered two factors explain the pattern returnsô: 

1) firm's age 

2) the patterns of exits as a function of the firm's age.  

He concluded that the distribution of returns remains constant across horizons and exits occur 

slowly as a function of firm's age; the pattern of exit with time rather than return drives low 

return and high volatility, and high volatility rather than high mean drives the core findings of 

high arithmetic average returns. VC firm returns were found to behave like the smallest 

NASDAQ stock only.  

Cochrane concluded that there is nothing special about VC and not a deep difference in the 

performance between both market. 

Driessen, Lin, and Phalippou [2012] proposed a risk and return methodology for PE funds. 

Their model method extends the IRR approach by using a dynamic discount rate30. The study 

attempts to demonstrate that this theory can be run through the GMM31 (generalized method 

of moments) estimation. This method doesnôt require any assumption for the probability 

distribution of 1 period returns. This is a key contribution because it is basically impossible to 

estimate this distribution when an asset is not traded and doesnôt have disclosureôs duty despite 

what previous studies of Cochrane [2005] and Hwang, Quigley, and Woodward [2005] tried to 

figure out. 

The proposed model develops a new econometric methodology to estimate the risk and return 

of an asset using cash flow data. This study develops the standard IRR calculations towards a 

dynamic setting and tries to solve for the abnormal return32 and risk exposure that best fit the 

cross section of private equity fund cash flows. A simulation study shows that the small-sample 

properties of our method are satisfactory. Our method can be used for other limited life 

nontraded private partnerships and for corporate investments in case the chief financial officer 

observes a stream of cash flows from a division/project but no market values.They used the 

general moment method (GMM), to estimate the performance and risk exposure of non-traded 

assets. They used actual cash flow data rather than self-reported net asset values, which do not 

 
30 For example, in case of a market model, the discount rate in period t equals 1 + rf,t + Ŭ + ɓrm,t. Then, if one assumes that the Ŭ and ɓ are 

the same across a cross section of funds, a natural approach is to find the Ŭ and ɓ that provide the best fit of this cross section of cash flows. 

This boils down to finding the Ŭ and ɓ that bring the NPVs of (portfolios of) funds closest to 0. 

31 Statistical estimator who provides an operative, flexible and more generalized approach for the construction of statistical tests. Source: 

ñStato dellôarte e prospettive del Metodo dei Momenti Generalizzati (GMM): unôanalisi criticaò, Luigi Cembalo  

32 Abnormal rate of return or óalphaô is the return generated by a given stock or portfolio over a period of time which is higher than the 

return generated by its benchmark or the expected rate of return. It is a measure of performance on a risk-adjusted basis. 
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require any distribution assumptions, and built their article based on the concept of alphas and 

betas of PE funds and the computational difficulties of performance assessment resulting from 

noncontinuous reporting in the PE industry.  

In using the GMM approach, the authors proposed two solutions for the estimation problem:  

1) Minimizing the distance between the log of the present value of investments and the 

log of the present value of dividends;   

2) Establishing a ratio of the present values of investments and dividends and a ratio of 

the present value of investments and the value obtained in the approach just given.  

Ang et al. [2014] developed a methodology to estimate time series returns based on the cash 

flows accruing to partners using PE data from 1993 to 2011. They decomposed PE returns into 

components attributable to traded factors and time-varying PE premiums and used the Bayesian 

Markov chain Monte Carlo (BMCM) process to filter time-varying PE returns using fund-level 

NPVs. They documented high PE volatility compared to industry indexes and found less serial 

dependence in PE returns compared to the industry. They also decomposed PE returns into 

systematic and idiosyncratic components and found that market factor is the most important 

systematic factor explaining differences in PE returns and that the time-varying premium is 

highly persistent and shows strong cyclically. They supported the view of capital market 

segmentation as a potential driver of PE returns and concluded that cyclically of the PE risk 

premium could be related to behavioral frictions.  

 

3.3 Valuation approaches for Private Equity fundsô performance 

An investment in a private equity fund reflects an investment in a stream of cash flows provided 

by the underlying portfolio companies. This seems to be similar to an investment in a bond that 

pays coupons but in fact there are significant differences between the two. Bonds typically have 

a cash outflow at the beginning and cash inflows whose timing and magnitude can be predicted 

with relative accuracy given the terms of the bond contract. However, in the case of a private 

equity fund, the timing and magnitude of the series of cash flows is highly uncertain. 

As a result, measuring the performance of an investment in a private equity fund is not obvious. 

The most widely used measure of performance is the internal rate of return (IRR). Calculation 

of the IRR takes into consideration the timing of cash contributions and distributions to and 

from the fund partnership and the length of time an investment in the fund has been held. 

Another widely accepted measure of performance is the investment multiple. This measures 

the proceeds received from a fund plus the valuation of any remaining investments divided by 

the capital contributed by the investors to the fund. 
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3.3.1 IRR Approach 

The internal rate of return is a valuation approach based on the comparison between return of 

different investments. All the valuation process takes into consideration the cash flows over 

the established duration of the investment, drawdowns, distributions through capital gains and 

dividends and in the end through the examination of the residual value of the fund. IRRs are 

often used by the PE industry to measure returns, because they offer a means of comparing two 

investments with irregular timings and size of cash flows. They are, however, a measure that 

canôt directly be taken into account in the public markets. In the Private Equity market, there 

arenôt any kind of benchmarking metrics neither measure to understand firmsô performance 

based on the market return proxy. IRR is an absolute measure of performance that is beyond 

any proxy (as the ones used in the valuation process in the public equity market), and for this 

reason the use of this approach, underlines its first limitation: performance outcomes from the 

public and private equity market canôt be compared.  

Uses and strengths  

The IRR allows investments with irregular cash flows, one of the defining features of private 

equity and venture capital funds, to be analyzed. In doing so, it offers a way to compare and 

rank different investments, clearly showing which investments offer the best rates of return.  

The IRR considers the time value of money. For example, having £100 today is (generally) 

worth more than an expected £100 in a year, and the IRR accounts for this in its calculations. 

Relatively easy to calculate in a standard fashion with the assistance of a computer and can be 

straightforward to interpret.  

Limitations  

The IRR assumes that cash flows are reinvested at the same rate of return. This can lead to the 

over or understatement of the performance of a given investment where the returns on 

reinvestment do not match those produced by the investment and should be accounted for when 

comparing IRRs.  

The IRR is not an effective way of assessing mutually exclusive projects, as it does not take 

into account the scale of the projects ï this can be difficult when two projects require a 

significantly different amount of capital, but the smaller project has a higher IRR.  

If returns are looked at only on an IRR basis, then there is the potential for performance to be 

artificially improved by changing the timings of distributions back to investors. Early wins 

(quick returns of significant amounts early in the life of the fund or investment) can 

disproportionately boost the IRR.  
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Since the IRR represents the discount rate at which the value of all cash flows equals zero, it is 

possible that multiple IRRs, or no IRR at all, can be calculated in some cases. 

 

3.3.2. MIRR Approach 

As the Internal rate of return, this valuation method measures the attractiveness of an 

investment. This is just a modification of the previous method used to solve some issues linked 

to the financial measure that arise with the IRR method. 

The modified internal rate of return (MIRR) and the internal rate of return (IRR) are two closely 

related concepts. The MIRR was introduced to address a few problems associated with the 

IRR. For example, one of the main problems with the IRR is the assumption that the obtained 

positive cash flows are reinvested at the same rate at which they were generated. Alternatively, 

the MIRR considers that the proceeds from the positive cash flows of a project will be 

reinvested at the external rate of return. Frequently, the external rate of return is set equal to 

the companyôs cost of capital. 

Also, in some cases, the calculations of IRR may provide two solutions. This fact creates 

ambiguity and unnecessary confusion regarding the correct outcome. Unlike the IRR, the 

MIRR calculations always return a single solution. 

The common view is that the MIRR provides a more realistic picture of the return on the 

investment project relative to the standard IRR. The MIRR is commonly lower than the IRR.  

 

3.3.3. Multiples Approach 

The multiples approach is a valuation theory based on the idea that similar assets sell at similar 

prices. It assumes that the type of ratio used in comparing firms, such as operating margins or 

cash flows, is the same across similar firms. 

Generally, "multiples" is a generic term for a class of different indicators that can be used to 

value a stock. A multiple is simply a ratio that is calculated by dividing the market or estimated 

value of an asset by a specific item on the financial statements. The multiples approach is a 

comparable analysis method that seeks to value similar companies using the same financial 

metrics. 

An analyst using the valuation approach assumes that a particular ratio is applicable and applies 

to various companies operating within the same line of business or industry. In other words, 

the idea behind multiples analysis is that when firms are comparable, the multiples approach 

can be used to determine the value of one firm based on the value of another. The multiples 

approach seeks to capture many of a firm's operating and financial characteristics in a single 
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number that can be multiplied by a specific financial metric to yield an enterprise or equity 

value. 

The simplicity of using multiples in valuation is both an advantage and a disadvantage. It is a 

disadvantage because it simplifies complex information into just a single value or a series of 

values. This effectively disregards other factors that affect a companyôs intrinsic value, such as 

growth or decline. However, this simplicity allows a financial analyst to make quick 

computations to assess a companyôs value. 

Meanwhile, using multiple analysis can also lead to difficulty in comparing companies or 

assets. This is because companies, even when they seem to have identical business operations, 

may have different accounting policies. As such, multiples may be easily misinterpreted, and 

comparisons are not as conclusive. They need to be adjusted for different accounting policies. 

Multiples analysis also disregards the future ï it is static. It only considers the companyôs 

position for a certain time period and fails to include the companyôs growth in its business 

operations. However, there are ways to adjust for this using certain multiples that look at 

ñleadingò ratios. 

Among Private Equity performanceôs valuation through multiple approach, the literature 

commonly uses the following multiples: 

a) TVPI (Total Value to Paid-In-Capital): is the sum of the distribution to date, plus the 

remaining undistributed value of fundsô assets, divided by paid-in capital. It doesnôt account 

for the timing of capital call and distributions and can be reported on a gross or net of fee basis.  

b) DPI (Distribution to Paid-In-Capital): it measures how much of a fundôs return has 

been distributed to the investors. Normally, at the beginning of fundôs life, this ratio is equal to 

0 since none distribution occurs; conversely, in the latest stage of their life, funds have this 

ratio equal or above 1.0, meaning that the fund is now able to produce capital gain on the 

investment. 

c) PIC (Paid-In-Capital to committed capital): this ratio, gives perspective on how much 

capital cumulatively has been drawn down to date. It is also called the ñdry powder ratioò since 

it indicates how much capital is left to be deployed by the fund. 

 

3.4 Assessing Private Equity Performance: IRR vs TVPI 

In PE, the CFs are made up of outflows for contributed capital (capital calls or takedowns), and 

inflows from distributions.  
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Total fund performance can be measured both by the SI-IRR33 and by the investment multiple, 

TVPI34.  

In order to assess which one of these two approach is the most suitable to represent Private 

Equity fundsô performance, we have to consider the discontinuous and irregular timing of 

Private Equity cash flows. Investors, for this reason want the most possible holistic panorama 

over the performance of the fund. The most suitable solution is to overcome the problems of 

the quantity of returned capital and how efficiently this process happens35 through a synergy 

between both methods: IRR and TVPI.  

Based on an investment sample, we can easily understand how both metrics, through synergy 

can overcome issues that arise from the use of one single method of them.  

 

TVPI is higher for Investment B, and its total profits ($3.8 million) are more than twice the 

profits realized on Investment A ($1.4 million).  

Conversely, since IRR, time weights the CFs, it measures the speed with which cash is returned 

to investors and as we can see from the table, thereôs a distributionsô termination in Investment 

A (year 4) and therefore we can state that an earlier distribution can positively affect the IRR. 

Time weighting the CFs also gives GPs incentives to delay capital calls and accelerate exits, 

making IRR subject to manipulation.  

On the other side, TVPI is not time weighted, and it isnôt subject to concerns about 

manipulation. 

 

Limitation of IRR and TVPI metrics 

Since PE is a long-lived asset class, performance is measured more accurately the longer the 

period over which the fundôs performance is evaluated. We start by calculating the net SI-IRR 

and TVPIs to LPs for the fund through year 7. Capital calls and distributions are recognized at 

 
33 The equity IRR at vehicle level after any vehicle-level fees, taxes and carried interest are deducted. This calculation is from inception 

through to the current quarter adopting NAV (adjusted to eliminate the effect of fees, taxes and carried interest if necessary) as the final end 

value 
34 total value to paid-in capital 
35 IRR measures the time and the speed involved to return back the money to the investors; conversely, the TVPI metric, defines properly 

the quantity that should be returned to the investors. 
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the point in time they are paid or received. If the fund is not fully liquidated, the remaining 

value, NAV before distributions (NAVb), is assumed to be distributed as a liquidating dividend 

to LPs (net of carry). In year 7, NAVb is $960 million, but by this point, LPs have received 

more in cumulative distributions than their $820 million of paid-in capital (LPs are made whole 

in year 5), so that the entirety of $960 million is subject to carry. GPs receive $192 million 

($960 million × 20%). leaving $768 million to be distributed to LPs. The net SI-IRR 0_7 to 

LPs is 18.4% and the net TVPI to LPs is 2.2× (the sum of distributions to LPs [$1,820 million] 

divided by paid-in capital [$820 million]). 

A limitation of these metrics is that they assume the NAV of the fund is liquid, while in reality 

it is the unrealized (and often the illiquid) portion of the fund. Distributions are received in cash 

(or shares of stock), and the cumulative cash LPs receive is measured by the DPI metric. While 

there is little debate over the value of distributions, the value of NAV is estimated by GPs 

following fair-market-value guidelines. The guidelines urge managers to ñmark to marketò 

fund assets using valuation methodologies that are objective and timely (e.g., recent similar 

transactions, prices of similar securities, or multiples of related companies or investments). 

Auditors and appraisers often are brought in to assess and verify fair market value. 

Traditionally, the PE industry has relied heavily on the cost or the value of the latest round of 

financing as an approximation to fair value. GPs justify the use of historic cost as being 

ñconservative,ò but they tend to be slower (relative to public equities) to mark down assets after 

market declines. There is also generally a lag between when a PE portfolio is valued and when 

its performance is reported to LPs, and in times of market volatility, concerns remain about the 

accuracy of NAV, even in the aftermath of FASB 157. Consequently, a key issue in assessing 

PE performance is how accurately NAV reflects the potential realized market value of the 

assets. For these reasons, much of the literature on PE performance has argued that 

performance can only be measured accurately for fully realized funds36.  

 

3.5 Methodology  

After an overview over the Private Equity market, the history, the main features and the 

activities of funds, from the fundraising till the exit strategy, Iôm going to analyze the most 

controversial question mark about the Private Equity world: the performance that a fund can 

achieve. The goal of this study is to present and analyze the performance of Private Equity 

companies compared with a public equity indexes and bonds, with the extent to demonstrate if 

 
36 Terminal NAV of the project is 0 
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the results of the Private Equity market are, in such a consistent way, outperforming the results 

of the public market. 

The first research question I want to deepen throughout this chapter is:  

 

Does the private equity market steadily outperform the public equity market? 

 

To run this analysis, Iôll proceed with two steps.  

Firstly, I will structure an analysis of the return of both public and private equity funds through 

a comparison of the offered yield instead of the IRR due to the fact that the internal rate of 

return used to compare cash flows from public and private equity is not fully meaningful 

because of the different timing and irregularity of the mentioned cash flows. I will calculate 

the rate of return of treasury bonds, corporate bonds, and stock indices, through the reference 

and the data of the platform Refinitiv. I will focus on the geographical area of the US and the 

EU since those are the areas in which thereôs a boost of this market. In conclusion, Iôll compare 

these results with the performance of the Private Equity indexes. 

The second step Iôll follow, implies the use the PME (Public Market Equivalent) to clearly 

understand if the Private Equity market trend over the years, mirrors the path previously 

demonstrated with a comparison with the main stock indexes of the targeted geographical area 

mentioned above. The PME approach is a benchmark method that allows privateôs equity 

investors to gauge a relative understanding of private fundsô performance compared with public 

markets. Private equity returns, however, are not directly comparable with public market 

indices, due to the asset classôs illiquid nature and irregular timing of cash flows. The 

development of the public market equivalent (PME) measure of returns however, provides a 

more meaningful comparison. 

PME metrics benchmark the performance of a fund, or a group of funds, against an appropriate 

public market index while accounting for the timings of the fund cash flows. 

The second research question I will focus on is: 

 

There is a connection between the performance of a Private Equity fund and the social and 

cultural texture of a country? 

 

To run this analysis, I will take into consideration the major trends and results, divided by 

geographical area, of private equity market. After this analysis I will focus on aspects mainly 

related to risk aversion and moral hazard of potential investors and their trust degree towards 
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the mode of use of the capital raised by the funds, and the main regulatory guidelines for each 

country. 

 

3.6 Sample and variables 

For the analysis of the performance I considered as variables, treasury bonds, corporate bonds, 

stock indexes of both North American and European market. 

For what concern treasury bonds, I gauge the historical series of the last 10 years (31/12/2012-

30/09/2022) of both the US 10 years treasury bonds37 and the European bond, for which I 

considered the German 10 years government bond38. 

Corporate Bonds are debt securities representing a loan issued by a joint stock company or a 

limited partnership. I will consider the Corporate Bonds as ETF (Exchange Traded Fund) that 

underline the ability of the corporate bonds to be traded easily on the stock market despite 

treasury bonds. The main advantages of considering ETF Corporate bonds come from: 

- Transparency: since they are linked to quoted portfolios, they are subject to disclosureôs 

duties. 

- High liquidity: they are listed assets and is extremely easy to sell or buy stocks of it. 

- Efficiency: ETF have a passive management and for this reason, ETF doesnôt incur in 

high management fees or transaction costs. Management fees on an active management fund 

is about 2% despite the ETF for which accounts about 0,5%. 

There are two categories of ETF corporate bonds: investment grade39 and high yield40. For the 

sake of the analysis, I have only considered the high yield corporate bonds due to their nature, 

in order to demonstrate the outperforming performance of Private Equity funds also over the 

investments that offer the higher yield. 

For US market I took the S&P US High Yield Corporate Bond Index.41 For what concern the 

European market I used the iShares EUR High Yield Corporate Bond UCITS ETF EUR (Dist). 

IShare is a fund provided by BlackRock that aims to track as closely as possible the 

 
37 Source: CNBC 
38 Standard&Poors gives to this bond an AAA rating, meaning that it has the less riskiest probability of credit defalut 
39 ñIvestment Grade corporate bonds (meaning those rated BBB- and above) have historically been touted as a high quality safe haven for 
investors seeking a steady stream of income and yield, but with limited appetite for default risk.ò 

Source: JPMorgan Asset Management 

 
40 ñA high-yield corporate bond is a type of corporate bond that offers a higher rate of interest because of its higher risk of default. When 

companies with a greater estimated default risk issue bonds, they may be unable to obtain an investment-grade bond credit rating. As a 
result, they typically issue bonds with higher interest rates in order to entice investors and compensate them for this higher risk.ò 

Source: sec.gov  
 
41 The S&P U.S. High Yield Corporate Bond Index is designed to track the performance of U.S. dollar denominated, high-yield corporate 

bonds issued by companies whose country of risk use official G-10 currencies 

Source: SPglobal.com 
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performance of an index composed of high yield corporate bonds denominated in euros. The 

iShares EUR High Yield Corporate Bond UCITS ETF EUR (Dist) invests in Corporate Bonds 

with focus Global. The ETF has a currency exposure to the EUR currency. 

Furthermore, I accounted the main stock indexes of both US and EU. For the US I choose the 

NASDAQ Composite, that includes all the companies listed on the stock exchange market, and 

the S&P500, the most important US index that mirrors the performances of the biggest 500 

companies in the US for market capitalization; conversely for EU market, I take the Italian 

FTSE MIB index and the Great Britain Index FTSE 100. 

For what concern the US private equity side, I choose to consider the private equity index 

provided by Refinitiv Workspace platform: PE Buyout Indices measure the performance of 

the U.S. private equity buyout industry through a combination of liquid and publicly traded 

assets. 

These publicly traded assets are allocated across seven sector portfolios, each representing a 

different sector in which U.S. PE buyout firms invest. 

The series consists of the PE buyout research private equity index, which is a comprehensive 

and highly representative indicator of the U.S. PE buyout industry, while the PE Buyout Index 

is a ground-breaking, investable index tracking the performance of our PE Buyout Research 

Index using liquid public securities. 

On the other hand, the European private equity performance should be summarized by the LPX 

Europe Listed Private Equity Index TR. It represents the performance of Listed Private Equity 

companies, which are listed on a European stock exchange. The LPX Europe comprises the 30 

most highly capitalized and liquid companies and is diversified across private equity 

investment styles, financing styles and vintages. 

 

3.7 Performance Analysis 

Following the previous literature and studies about the performance and its limitation, I want 

to provide an answer to the previous research question through the analysis of historical trend.  

  

3.7.1 Treasury Bonds 

US Panorama    
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Figure 10: US treasury bonds and US PE index 

 

Source: personal production 

 

In the graph above thereôs the comparison between rates of return of treasury bonds and the 

Private Equity index for the US. Itôs easy to deduce, due to the nature of the treasury bonds, 

they offered both low level of volatility of the bond and low return, that thereôs an almost 

constant outperformance of the Private Equity index. 

 

EU Panorama 

Figure 11: EU treasury bonds and EU PE index 

 

Source: personal production 

 

For the EU Panorama we are not facing a different scenario. We can still face an outstanding 

performance of private equity market. 
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3.7.2 ETF Corporate Bonds 

ETF Corporate Bonds can be considered as stocks traded on the exchange market and for this 

reason, they should follow the path of the stock indexes. We have a demonstration of this trends 

as per US and EU market. US corporate bond, on February 2020 and December 2018 when, 

despite the widespread crunches, it face opposite and huge return of respectively of 32,8% with 

a delta of about 45% and 16,7% with a delta of about 20%. 

 

US Panorama 

Figure 12: US ETF corporate bonds and US PE index 

 

Source: personal production 

 

EU Panorama 

Figure 13: EU ETF corporate bonds and EU PE index 

 


