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Private Equity: A Brief Overview
An introduction to the fundamentals of an expanding, global industry
By David Snow, Executive Editor, PEI Media

Section 1
Introduction

transforming private equity market. I have bolded key terminology for easy reference.
PEI Media, through its flagship magazine Private Equity
Private equity, in a nutshell, is the investment of equity capital
International and other publications, has been covering the
in private companies.
global private equity market since 2001. I have been writing
In a typical private equity deal, an investor buys a stake in
about private equity since the late 1990s. During these years
a private company with the hope of ultimately realising an
I have on many occasions delivered my “private equity in a
increase in the value of that stake. There is today an increasnutshell” explanation to new reporters, members of the mainingly massive and variegated industry devoted to pursuing
stream media and curious friends. This primer is a slightly
wealth creation in roughly this manner.
more elaborate version of these chats, but only slightly. For
The private equity industry, once a rather obscure collecthe sake of brevity, I deliberately have left out detailed intion of specialist investment firms, is now a major force in
formation touching on private equity data, performance, tax,
financial and legal issues.
For these, you should consult the many educational
Private equity, in a nutshell, is the investment
materials available through
PEIMedia.com, among othof equity capital in private companies.
er resources.
Before we begin, a couple
of quick notes:
Although some media and
the world. It annually attracts and deploys hundreds of bilindustry participants use the term in different ways, the term
lions of dollars. Some (but not all) people and institutions that
private equity is used here to cover all forms of investment in
have allowed private equity firms to invest their money have
private companies, from early stage venture capital to growth
enjoyed stellar returns. This record of success (or perceived
equity to leveraged buyouts to turnaround investments of firecord of success) has led to private equity enjoying a high
nancially troubled companies.
degree of interest from investors, corporate executives, young
A private equity firm, in its most conventional form, is not
professionals, regulators, politicians, the press and the general
the only type of institution engaged in private equity investing.
public.
But it is the entity that will take centre stage for the purposes
This primer, “Private Equity: A Brief Overview”, is designed
of this discussion, as most of the private equity investment in
to give a quick tour through the basic structures and functhe world now is conducted by private equity firms deploying
tions of private equity firms, funds and deals, as well as to
capital out of dedicated funds that are typically structured as
note some important trends in today’s rapidly expanding and
blind-pool limited partnerships (more on this later).
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Section 2
Private equity firms
The practice of multiple parties conducting business through a
partnership is an ancient one. Among the earliest commercial
partnerships were ones formed to raise money for seafaring
ventures. The investors who stayed back home deemed it appropriate for the people who actually captained the ships to
receive a disproportionate share of the spoils. In today’s private equity trade, the private equity firms can be thought of as
the ships, and the general partners as the captains who get a
disproportionate share of profits (if there are any).
Private equity firms are groups of individuals who come
together to pursue private equity investments. While almost
all private equity professionals invest a portion of their own
money, private equity firms today primarily deploy capital on
behalf of others. These firms tend to be partnerships, similar
in form to other private professional services firms, like law
firms, for example. A private equity firm today might range
in size from two people and a secretary to hundreds of investment professionals.
The business model of a private equity firm is as follows –
raise capital from external sources, invest the capital in a series of private equity deals, sell (or “exit”) those investments
(often many years later), and return the proceeds from these
exits to the external capital partners while holding back 20
percent of the total profits for the partners of the private
equity firm. This 20 percent take is called carried interest.
Carried interest is the gravitational pull at the center of the
private equity universe. The general partners also earn substantial income from other fees, such as management fees
and transaction fees.
Private equity firms usually raise capital for investments into
a fund, usually in the form of a limited partnership, which is
a kind of fund that gives control and a disproportionate share
of the profits to the general partners, even though most of the
capital in the fund tends to come from external investors. As
limited partners, these investors have little control over how
the fund is managed and agree in advance to the lopsided profit-sharing agreement, as well as to the other fees.
When successful, a private equity firm can create a fortune for
its founders. Here’s a very simplistic example - let’s say a group
of five general partners (often referred to as GPs) raises a $500
million fund and invests it in a series of deals. When those
investments are finally all sold off, the resulting value is twice
that of the fund - $1 billion. This means the fund has a profit
of $500 million. As part of the profit sharing agreement, the
general partners keep 20 percent of this $500 million profit,
equal to $100 million. Assuming they all share equally in this
windfall, each general partner keeps $20 million. Nice work,

if you can get it. This example doesn’t even factor in the other
potentially lucrative management and transaction fee streams
available to the general partners (to be discussed later).
The fortune-building possibilities of a private equity firm have
led to the establishment of thousands of such firms around the
world. As recently as the 1970s, it was hard to count more
than a few dozen private equity firms, primarily venture capital and leveraged buyout groups located in the United States.
Now there are private equity firms both miniscule and enormous in all the developed countries of the world and in most
of the emerging markets. A testament to the flexibility of the
traditional private equity firm structure, these firms pursue a
vast array of strategies. A key similarity among all of them is
fund structure: a limited partnership presided over by a group
of general partners.
Who are the general partners? They tend to be individuals
who have been able to convince investors that they will be
skilled at investing capital in private companies, adding value
to those companies, and exiting the investments in a time and
fashion that maximises profits for the investors. The skills
needed by GPs are highly specialised. They can be thought of
as a set of competencies, not all of which are necessarily possessed by single individuals.
Key skills that groups of GPs must possess include:
• Deal sourcing – Private equity firms need to be skilled at
finding attractive investment opportunities, at generating
great deal flow. This deal flow will come from a network
built up working in a particular industry, from aggressively
developing contacts among senior corporate executives. If
Bob the entrepreneur is thinking of selling his company,
a GP wants to hear about this first. A GP may argue that
his or her deal flow comes from exhaustive research into
a particular industry, which unearths opportunities overlooked by others. Today a large percentage of investment
opportunities go through intermediaries such as investment
banks, who charge a fee to the seller, and whose job it is to
secure the highest valuation possible, often in auction-like
sale processes. Many GPs argue that they enjoy proprietary
deal flow, meaning they source opportunities directly with
the potential sellers, bypassing intermediaries. (Industry
skeptics will tell you that many GPs overstate the degree to
which their deal flows are truly proprietary.)
• Research and due diligence – Before agreeing to do a deal,
general partners must painstakingly form a view on the future of a given industry or market, and then on the potential of a particular company within that market. The GPs
must be able to deeply understand the inner workings of a
potential portfolio company and, based on that, determine
the right price to be paid for the company. Private equity
GPs typically build elaborate models that tell them how
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their investment in a company will fare, given a range of
assumptions about the future performance of the company.
It may be that a company is forecast to do very well in the
future, but that the valuation of the company currently offered to potential investors, according to the GP’s model,
produces a return for the private equity firm that is too
low to be deemed acceptable. (Many GPs will claim that
their competitors pay too much for investments, while they
themselves exercise price discipline and hold out for investments that stand a higher chance of producing better returns.) Before a decision is made to invest in a company,
the private equity firm must perform rigorous due diligence
on its financial health, on the state of the market in which
it operates, and on the backgrounds of the executives leading the company. GPs often pay external consultants to do
some or all of this due diligence work. Failure to uncover
an important weakness during the due diligence process
can result in an investment disaster for the GPs and their
limited partners.
• Financial engineering – This is a bit of jargon that refers to

pany to run or oversee the new portfolio company. These
operating partners may simply be there to support the incumbent management of the portfolio company, or they
may entirely restructure the company, starting with the
firing of the incumbent management team. They may also
add new products, close factories, sell divisions and acquire
new divisions. A GP with purely investment banking-style
financial engineering skills may not have the wherewithal
to effectively change the operations of a portfolio company.
Likewise, someone who, for example, was a senior executive at a chemicals company for many years, may nevertheless not have the financial engineering skills needed to
structure the best investment result.
• Salesmanship – General partners must gain the confidence
of many parties. They must convince investors to sign up
for lengthy commitments to private equity funds. They must
convince the management of potential portfolio companies
that they will make for valuable investment partners. They
must convince potential buyers on the public markets or in
the M&A market that their portfolio companies are worthy of lofty valuations.
One finds no shortage
of charisma and selfA GP with purely investment banking-style financial engineering skills
confidence among sucmay not have the wherewithal to effectively change the operations of a
cessful GPs, personalportfolio company.
ity traits that result in
their being entrusted
a dealmakers’ ability to masterfully structure an investment
with vast sums of capital for long-term management, and
to his or her best advantage. A good financial engineer will
help them sell investments for more than what was origibe able to rework a company’s balance sheet and creatively
nally paid.
apply capital-market products, most importantly corporate
Private equity firm hierarchies vary from firm to firm. Typiloans, such that the equity provider is positioned to gain
cally the founding partners are in charge and take the lion’s
as much as possible from the deal. GPs with experience
share of the economics. The other senior-most partners – ofin the financial markets often possess advanced financial
ten called managing directors, partners, principals or general
engineering skills. These skills are most important when a
partners – are almost always entitled to a piece of the lucraportfolio company is being acquired, is itself making an
tive 20 percent profit share of the limited partnership called
acquisition or taking on new debt, or is being sold through
carried interest. A staff of supporting investment professionan M&A transaction or in an initial public offering. Skepals assist on generating deal flow, evaluating transactions and
tics warn that many GPs have failed because they applied
overseeing portfolio companies. The titles, moving downward,
sophisticated financial engineering in situations where the
typically include vice presidents, associates and analysts.
actual business fundamentals of the company were not well
Private equity firms today have larger and larger rosters
understood.
of professionals charged with the managing the voluminous
• Operating skills – Once a private equity firm has made an
non-deal aspects of the business. These professionals include
investment in a company, the GPs are charged with adding
chief financial officers, chief operating officers, investor relavalue to the company, or at least monitoring it to ensure
tions and communications professionals, general counsel, huthat its performance does not deteriorate. Many firms inman resources professionals, technology and capital markets
clude operating partners – executives who have experience
specialists. The addition of these back-office professionals is
running a company in a particular sector. For example, a
part of the institutionalisation of the private equity industry
private equity firm that acquires a chemicals company will
as it moves away from its scrappier boutique roots, where
often appoint a former CEO of another chemicals comhistorically a small group of GPs did everything themselves.
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Section 3
Private equity funds
Most private equity firms are in the business of managing
private equity funds on behalf of investors. The management
of these funds, usually structured as limited partnerships, involves a complex, staggered and years-spanning flow of cash
from the investors to the general partners to the portfolio
companies, back to the general partners and ultimately back
to the investors.
The long-term and illiquid nature of private equity funds
makes it difficult to measure their performance while they
are active. And because these partnerships are usually strictly
private, it is difficult if not impossible for outsiders to access
meaningful information on individual funds. Private equity is
therefore often described as an opaque, non-transparent asset
class.
Private equity funds are heralded by their supporters as vehicles that powerfully align the interests of the general partners
with the limited partners. Plainly put, GPs have a huge incentive to maximise returns for the limited partners, because
bigger returns mean bigger carried interest payouts for the
GPs. If the fund generates a loss or a mediocre return, the GPs
“don’t eat”. Skeptics point out that even loser funds generate
nice incomes for GPs thanks to payouts other than carried
interest. That said, GPs get into the private equity business
with the hope of building fortunes through carried interest.
If things don’t work out well, the other fees associated with
private equity fund management are nice consolation prizes,
but not overly exciting to ambitious GPs.
Private equity limited partnerships are sometimes called
blind-pool investment vehicles, because the limited partners
cannot “see” in advance what deals are going to be done. The
GPs themselves usually have no idea what the ultimate portfolio of private equity investments will be, but must stick to
the parameters codified in the limited partnership agreement
(LPA). If, for example, a limited partnership agreement calls
for the GPs to acquire power plants in the US, the GPs will get
in trouble if they instead end up investing in Chinese internet
start-ups.
Most private equity funds are designed to make a number
of investments over a specified amount of time called the investment period (typically five or six years). Most funds have
rules against any one deal getting too much capital from the
fund. These diversification rules may stipulate, for example,
that no one private equity investment can receive more than
20 percent of the capital from the fund. Some funds are created to do a single deal, but these will not be discussed here.
A discussion of the many kinds of private equity deals is
further below, but in general, a private equity fund is used to

make equity investments in private companies. Debt used in
deal structures typically comes from other sources, such as
banks.
Here is how a private equity limited partnership works,
starting with a limited partner’s decision to commit capital
to the fund:
When a limited partner, aka an investor in a private equity
fund, decides to invest, no money changes hands initially. Instead, the limited partner agrees to commit a certain amount
of capital to a limited partnership, managed by the general
partners. In doing so, the limited partner, or LP, signs a legally
binding commitment to contribute capital to the fund whenever the GP requests it, up to the point where the LP’s size of
capital commitment is reached.
For example, let’s say that a large (fictitious) institutional
investor called Global Opportunity Corporation (GOC) has
agreed to invest with a private equity firm called RockStreet
Partners. RockStreet is raising a $1 billion private equity
fund, and GOC agrees to commit $100 million to the fund as
a limited partner. The fund eventually secures commitments
adding up to $1 billion from GOC and additional limited
partners.
The GPs of RockStreet now have $1 billion in “dry powder”
to deploy. The RockStreet team finds its first deal, which will
require $50 million in equity capital from the fund. RockStreet makes a capital call to its limited partners, requiring
them to transfer to the GP an amount of capital equal to their
pro rata share in the limited partnership. Because GOC has a
$100 million commitment to the $1 billion fund (equaling 10
percent), it is required to transfer to RockStreet 10 percent of
the equity needed for the deal, or $5 million. The other LPs
send in the rest of the capital depending on the size of their
respective commitments.
A year later, RockStreet does another deal, this time requiring GOC to send in $10 million. Over a total of five years
– the investment period specified in the limited partnership
agreement – a total of $100 million is drawn down from GOC
and invested in a series of RockStreet deals.
In the meantime, the first investment done by the RockStreet team is a huge success. The intrepid GPs have
managed to grow the value of the $50 million equity
investment into $150 million over four years. However, this impressive progress is only calculated as an
unrealised return because the investment has not yet been exited. In other words, none of the partners to the fund have
received their money back yet. Happily, after four years, the
RockStreet team sells the portfolio company in question to
a major international corporation, realising $150 million in
proceeds. This can now be counted as a realised return, because the investment has been liquidated and the GPs have
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cash in hand. Because this first deal has generated a profit of
$100 million (over the $50 million in equity capital initially
invested by the fund), it means carried interest of $20 million
for the extremely pleased GPs of RockStreet. The full $50 million from the initial capital call is returned in a series of distributions to the LPs on a pro-rata basis, along with the $80
million in profits after the GPs have taken out their “carry”.
For GOC, this means it gets back its $5 million initial investment in the deal, along with profits of $8 million (remember
that $2 million has been paid to the GPs as carried interest).
The GPs of RockStreet brag of getting “3x” gross return on
the deal ($50 million times three equals $150 million). The
LPs to the RockStreet fund are also happy, but remain cognisant that their own net return will be less after the carried
interest and other fees are taken out. They also are aware that
this is just one deal in larger collection of investments done by
the fund, and so they hope the other deals work out as well.
The above description dramatically simplifies the complex
back-and-forth capital flows of a private equity fund. The actual formula for returning the principal and profits to limited
partners is far more complicated and described below in an
explanation of a fund’s “waterfall”.
Over the “life” of the fund, which can last anywhere as long
as 10 to 15 years, the GPs of the $1 billion RockStreet fund
gradually make and then exit all of their investments in a collection of portfolio companies. One investment is held for
eight years. One is held for a relatively brief nine months (a
local newspaper calls this a “quick flip”). But eventually, all
the investments go through liquidity events and all the cash
proceeds are returned to the partners in the limited partnership according to an agreed-upon profit-sharing formula.
Some private equity firms will distribute profits to limited
partners in the form of publicly traded shares, called an inkind distribution. This can sometimes present problems when
the value of the shares decline after they have been distributed.
Although there are different formulas for waterfalls, here is
how a waterfall commonly used in the US works. It is often
called a “deals-realised-to-date” waterfall: When a deal is exited, cash proceeds become available, and these are distributed in a certain priority set by the limited partnership agreement. Some of the proceeds are first held in reserve. Then, if
there is any more cash available, the LPs are reimbursed for
their capital contributions to the specific deal that was just
exited. Then, if there is any left, the proceeds are used to pay
back LPs for capital used in any deals that have been written off (gone bust). Then, if there is any cash remaining, it is
used to pay the LPs back for any management fees they have
paid. Then, if there’s any cash left, the LPs are paid until they
have received a preferred return on the capital already drawn

down. In most funds, the preferred return is 8 percent per annum. After this point, if any capital remains, the GPs are paid
an amount equal to 20 percent of the proceeds, and the LPs
keep 80 percent.
A waterfall formula commonly used in Europe, sometimes
called the “all contributed capital first” waterfall, usually sees
the LPs get back all capital contributed to every deal before
the GPs can begin paying themselves carried interest. This is
different than the prior example, where some carry may be
paid if the very first exit produces enough cash. It often takes
longer for a GP to begin receiving carried interest under this
“all contributed capital first” formula.
At the end of a fund’s life, the GPs may be subject to what
is commonly called a clawback if it turns out that they have
overpaid themselves. In other words, if it turns out a GP
group has actually taken 21 percent of a fund’s profits, it may
be on the hook to pay that 1 percent back to the LPs. This can
be painful and even impossible if, for example, any of the GPs
in question have already spent the money, died, gone through
a divorce or left the firm. To avoid these painful clawback scenarios, some waterfall formulas involve escrow arrangements,
where carry is temporarily put in a sort of lock box until a
fuller picture of a fund’s performance is known.
A private equity fund also charges fees that materially impact the net returns of the limited partners. A management fee
of roughly 2 percent of committed capital is usually charged
to the limited partner. These fees are ostensibly designed to
pay for the operations of the private equity firm, but for more
established firms with very large funds, these fees have gone
beyond paying to keep the proverbial lights on. Management
fees have become important sources of GP wealth creation in
their own right.
An additional source of fee income to the GP comes in the
form of what can generally be described as transaction fees,
or deal fees. Not every GP charges deal fees. Venture capital
firms rarely do. These fees usually see the GP charge its own
portfolio companies for services rendered. For example, a GP
may charge a portfolio company a monitoring fee, ostensibly for the service of overseeing the company’s performance.
When the portfolio company is sold, the GP might charge
a fee to terminate the monitoring fee. Most limited partners
now require GPs to share these deal fees, an arrangement that
is spelled out in the limited partnership agreement. One such
arrangement may have the GP sharing 80 percent of the income generated from deal fees with the limited partners. This
sharing may come in the form of a management fee offset
arrangement, by which the LPs see a reduction in the amount
of management fees they pay equal to their share of the deal
fees generated.
Some industry skeptics have wondered how deal fees square
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The fundraising market is the greatest barrier to entry in private equity. If a team of general partners have not previously
managed a fund together, it is often difficult getting LPs to
commit, regardless of the merits of the investment strategy.
Limited partners often want to see a group’s previous experience, or track record, investing together and profitably exiting
from several private equity transactions. A firm that has one
Section 4
or more previous funds who has already delighted LPs with
Private equity fundraising
capital distributions will have a much easier time persuading
LPs to “re-up” for a follow-on fund. New investors are also
Before a private equity firm can get down to the business of
easier to attract when there is an established track record to
managing a fund, it must raise the fund from limited partners.
point to.
The private equity industry is today almost entirely dependent
Some market observers argue that LPs don’t take enough
on the private equity fundraising market, and fundraising is
chances with “first-time funds”. Often these groups are highly
still the lifeblood of private equity GPs.
motivated and in possession of unusual market insights and
Limited partners to private equity funds are overwhelmingly
skills. Others see too many risks in new GP groups.
institutional investors and wealthy individuals. LPs include
Private equity firms will often hire placement agents to advise
and assist them in
arguing their case
Commitments to U.S. Private Equity Partnerships by Sector
to
prospective
investors.
Place$250
$235.1
ment agents are
paid a negotiated
$200
fee often based
on the amount of
$155.2
$148.8
$150
new capital they
$125.5
raise for the fund.
$99.4
$92.9
$90.8
$100
Increasingly, pri$84.3
vate equity firms
$58.8
$50.1
$44.8
are bringing on
$50
$29.8 $31.5
$19.5
board in-house
$13.3
investor relations
0
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 June ’07
professionals to
perform
fundBuyouts / Corporate Finance
Secondaries / Other
Venture Capital
Mezzanine
raising duties as
Source: Dow Jones
well as keep inpublic and corporate pension plans, banks, insurance compavestors apprised of all developments throughout the life of
nies, sovereign investment funds, endowments, foundations,
the fund.
funds of funds (more about these below) and the professionFundraisings are usually launched with a target in mind,
Private equityoffices
time horizon
returns,families.
as of 2007
ally managed investment
of wealthy
sometimes stated explicitly on the cover of the PPM, someOver the years,30private equity fundraising has increased dratimes not. A GP will argue the target size of a fund is apmatically (see chart).
propriate for the targeted investment opportunities. For
A team of GPs may spend anywhere from two weeks to
example, a firm that says it specialises in doing deals that
25
two years in the fundraising process, depending on the level
require between $25 million and $100 million in equity per
of demand from LPs and other factors. GPs create a private
deal may target $750 million for a fund to complete roughly
20
placement memorandum (PPM), essentially a thick document
7 to 10 deals before needing to go back to investors for more
detailing the strategy, terms and risks of the proposed fund.
capital.
15
More importantly, the GPs and/or their fundraising represenFundraisings are sometimes divided into closings. If a firm
tatives will often travel to visit limited partners and persuade
has raised a certain amount of capital, it may hold a first close
10
them of the attractions
of committing to the fund.
on an amount shy of the total fundraising target. This allows
Net IRR (%)

Section 5:
Private equity
deals

with the notion that GPs are supposed to enhance the financial standing of their portfolio companies. They also wonder whether deal fees also offset a GPs incentive to generate
wealth through the carried interest, thereby putting the GPs’
interests somewhat out of alignment with the interests of
the LPs.
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the firm to begin making investments. A final close means
the limited partnership in question is through raising capital.
Sometimes funds hold final closes on amounts well below their
stated targets, which can be embarrassing for GPs and signal
that LPs didn’t have as much demand for the fund as originally
thought. Frequently fundraisings are canceled when the GPs
fail to garner enough commitments, although you won’t often
read about such failures.
The more trumpeted fundraising story occurs when a fund is
oversubscribed – when a fund has raised more capital than the
target. Some funds are met with such demand that they raise
two or three times more than originally planned. LPs who
commit to these funds are not always pleased to see the fund
size balloon, because they suspect that the extra capital may
lead the GPs to deals of a size and nature in which they have
less experience. On the other hand, when fund sizes are kept
in line with targets despite huge LP demand, many LPs complain that they aren’t given the allocations to the fund they had
hoped for. In these cases, GPs like to highlight the considerable
restraint they exercised while huge capital commitments were
being dangled in front of them.
Private equity funds are restricted to individual and institutional investors of a certain wealth level. These are called
accredited investors. In the US, a section of the securities code
prohibits GPs and other raisers of private funds from generally
advertising or soliciting investments. Many GPs and their lawyers interpret this to mean that no mention of the fundraising
should appear in the press, if possible.
Most limited partners have earmarked a certain percentage
of their overall investment capital to private equity funds, and
some have dedicated teams of professionals to monitor existing commitments to GPs, to deal with all the capital calls and
distributions, as well as to evaluate new opportunities. Many
also employ consultants, sometimes called gatekeepers, to help
them manage their portfolios of interests in private equity
funds. The private equity advisory business is booming and
getting bigger. Some advisors have discretion to make commitments to new funds without the approval of their LP clients,
and other relationships are non-discretionary, meaning the advisors need some form of approval from the client in order to
make a commitment to a fund (advisors prefer discretionary
accounts).
Some advisors will set up separate accounts for their clients
to invest in the private equity asset class. Other advisors specialise in co-mingled accounts, commonly referred to as funds
of funds. Funds of funds have become among the most important sources of capital to private equity funds. These are
usually limited partnerships that in turn commit capital to
private equity limited partnerships. They appeal to investors
who perhaps do not have enough capital to meet minimum

commitments required by large private equity funds (which
can be as high as $25 million or more), as well as to investors
who lack the expertise to select and monitor private equity
fund commitments.
A good fund of funds manager and/or advisor must be able
to demonstrate:
• Access – Professional managers of capital earmarked for
private equity funds will claim to have relationships with
experienced and successful general partners. They will claim
these relationships allow a client access to investment opportunities not available to others.
• Screening skills – Private equity funds of funds and advisors
will claim to be able to perform meaningful due diligence
on managers of private equity funds in order to ascertain
which fund managers stand a chance of performing well
going forward. Often a strong track record is the best predictor of future success, but as stated above, it is difficult
to measure performance halfway through a private equity
fund’s life, and so funds of fund managers and private equity advisors must make assessments of interim performance.
They must determine who has been smart and who has been
merely lucky.
• Allocation skills – Depending on a fund of funds’ strategy, it
will offer an expertise in building a diversified portfolio of
private equity fund interests for a client. This is sometimes
based on a view of broader market opportunities and cycles
as much as it is on the underlying skills of the chosen GPs.
Sometimes private equity advisors will pool together the
commitments of a number of smaller investors in order to
commit to a single fund. These are called feeder funds.
Limited partners today have a greater ability to make coinvestments alongside the GPs directly in deals. This means
that in addition to having capital called down through the
limited partnership to fund an investment, the LP essentially
“doubles down” with an additional direct equity investment
in the company. Some GPs charge fees and a watered-down
version of carried interest on co-investments, some do not.
LPs like co-investing because it gives them greater exposure to
certain deals. Many GPs welcome LP co-investment because
it allows them to do larger deals without hitting up against
the diversification clause in the partnership agreement. Some
LPs complain that GPs do not grant enough meaningful coinvestment opportunities, and some GPs complain that few
LPs have the wherewithal to quickly evaluate and act on coinvestment opportunities.
When a limited partner commits capital to a private equity
fund, it may not back out of its commitment or otherwise pull
out of the fund. Failure to transfer capital when the GP requests it results in a default, which may carry with it a severe
penalty imposed at the discretion of the GP.
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But because the circumstances and appetites of LPs do change
over the years, private equity has seen the development of a
robust secondary market for interests in private equity funds.
With the GP’s permission, an LP may sell its interest in a fund
to another LP. Several private equity firms exist that specialise
in secondary transactions. In many cases, one LP will sell its
interest to another LP in the same fund, or to a new LP that
wants exposure to the GP in question. It is tricky to arrive at
a value for a private equity fund interest. Usually the value of
several underlying, unrealised investments must be taken into
account, together with the expected future performance of the
fund. An LP that has entered a private equity fund through
a secondary transaction becomes responsible for honouring
all future capital calls made by the fund’s GP, but if the GP
in question has proven to be inept at private equity investing,
that commitment can be viewed as more of a liability than an
opportunity.

Section 5
Private equity deals
Private equity can mean investment in private companies in
all sectors of the economy, in any geography, in any stage
of growth, using any strategy and deal structure. There are
private equity firms that specialise in very narrowly defined
strategies. For example, one firm may only invest in the buyouts of small, retail-sector companies based in Canada. Some
firms claim to be entirely opportunistic, with a mandate to do
any attractive deal, anywhere, of any size.
The vast majority of private equity deals involve the investment of capital in a private company in exchange for an equity stake in the company. Some firms, primarily mezzanine
debt specialists, make loans to private companies, often in
conjunction with an equity infusion.
A key ingredient to today’s private equity deal is the granting of equity incentives to the senior management within the
portfolio companies. Most private equity deals involve senior management either buying or being granted options to
receive a substantial percentage of a company’s equity, which
can turn into a fortune when there is a liquidity event, or,
by contrast, cause great personal financial pain if the company fails. Equity incentive schemes fall under the muchballyhooed notion of alignment of interest in private equity,
where all parties, from the corporate management to the GPs
to the LPs, are all highly incentivised to root for the increased
value of the investment.
There are as many investment styles in private equity as
there are firms. Below are very broad descriptions of basic
private equity strategies. Many firms will pursue some version of these strategies, but with some specialisation around

size of deal, geography and industry sector.
• Leveraged buyouts - When one reads the words “private
equity” in the media today, the term is usually referring to
leveraged buyouts, which have captured the attention of
the world because of their increasing sizes, debt levels and
famous corporate targets.
In a leveraged buyout, a private equity firm acquires a company in much the way that a person buys a house – by using a
certain amount of equity and borrowing the rest. The leverage
(debt) is an attractive component of the deal because it can
amplify the returns generated by the investment. But increasing the leverage in a deal also increases the risk that a company
will go bankrupt and wipe out the investment.
To use an example, in an “LBO”, a private equity firm may
agree to buy a company for a total of $1 billion. The firm may
draw down $200 million in equity from its fund, and then
secure the additional $800 million in debt from one or more
lending institutions. If things go according to plan, the portfolio company itself services the loans with the cash flow from
its operations. Buyout firms have historically therefore been
attracted to companies that have strong cash flow. Because of
the leverage applied, if the buyout firm in the example above
sells its portfolio companies several years later for a total of
$1.2 billion, it has essentially doubled its money. The firm receives back its $200 million equity investment as well as an additional $200 million. In addition, the company may have paid
down, say, $200 million in debt, meaning an additional $200
million in proceeds goes to the fortunate private equity firm.
Buyouts typically see the private equity firm take a majority
stake in the company, which usually means the private equity
firm has a control position. Control is deemed advantageous
because it means the private equity firm can force change,
whether it be altering the strategy of the company or replacing members of the management team. This ability to effect
change in a portfolio company is one of the key selling points
of the private equity asset class, and allows many GPs to describe themselves as active investors, as opposed to passive.
Many buyouts involve the acquisition of companies that are
already private. But many buyouts, and certainly the largest
buyouts, tend to be privatisations of publicly traded companies. In these cases, the senior executives of the target corporations usually work with the private equity firms at presenting
the case for the privatisation, while being careful to convince
shareholders and regulators that the corporation is going private at a fair and competitive valuation.
The dynamics of the buyout market are highly dependent
on the debt markets. When lending institutions have a large
appetite for risk, as they did at the beginning of 2007, private
equity firms can secure very generous levels of debt financing,
measured in multiples of a company’s earnings. In the 1980s,
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some buyout deals were completed where lenders agreed to
lend 100 times a company’s earnings. At the beginning of
2007, some buyout deals were getting completed at debt levels of as much as 10 times EBITDA (earnings before interest,
taxes, debt and amortisation), still high by historic standards.
In the early part of the 2000s, following the telecom and
internet market crash, GPs complained that banks and lending institutions had become overly conservative, not willing
to provide debt financing to leveraged buyouts at the levels
enjoyed by GPs in the previous years.
Where debt financing is not as available, GPs intent on getting leveraged buyout deals done need to inject more equity
into a deal. So perhaps a $1 billion LBO deal might in less
heady times require a GP to use as much as $500 million in
equity. Once banks loosen up several years later, the private
equity deal sponsors are able to refinance deals at more attractive terms.
In large or complex leveraged buyouts, private equity firms
will sometimes partner with other private equity firms to share
capital and expertise. Sometimes buyout firms will partner

dom, the higher the risks and potential rewards. Unlike buyout funds, it is considered acceptable for the average venture
capital fund to have several investment failures. But among the
investments that prove profitable can be some huge winners,
like Google, although this is an extreme example.
Venture capital firms often invest in syndicates alongside
each other in order to spread risk and share opportunities and
expertise.
Venture capital market research indicates that, even more
so than in the buyout market, a venture capital firm’s deal
network can mean the difference between stellar success and
abject failure. Super-connected venture capitalists tend to see
the best deals, while everyone else gets the B-list ideas, some
research indicates. That said, revolutionary technology has
and will continue to come from surprising places, and venture
capital firms that have positioned themselves to capture this
overlooked deal flow are primed to benefit should the next
Google come along.
• Growth equity - In between venture capital and buyouts is a
wide space that is often called growth equity. Private equity
firms in this space often have
substantial amounts of capital to invest, but are willing to
Where debt financing is not as available, GPs intent on
take a minority position in exgetting leveraged buyout deals done need to inject more
change for a stake in a growing
equity into a deal.
company. Growth equity often
does not involve any debt.
with corporations on these investments, or with their own
• Turnaround investing - Sometimes called distressed inlimited partners.
vesting or, more pejoratively, vulture capital, turnaround
• Venture capital - Venture capital deals almost exclusively ininvesting is a specialised strategy by which GPs look for
volve firms taking equity stakes in young companies, many
companies that are financially troubled. These special situaof which do not have proven business models, or even revtions are deemed attractive because they hold forth the openues to speak of. Where buyout firms typically look for
portunity to acquire a company at a steep discount. The
target companies with predictable cash flows, venture capirisk, of course, is that the troubled company cannot be
tal investors look for companies that have potentially revoturned around and sinks into bankruptcy, wiping out the
lutionary technologies or business methods, which offer the
private equity firm’s investment. But if a GP is successful
potential for enormous returns if the business plans prove
at improving the operations of a company, either through
successful.
restructuring its debt, replacing management or repositionThe venture capital market divides target companies roughly
ing its business strategy and assets, the upside potential can
by stage of development. Early and/or seed-stage companies
be significant.
require mere “seeds” of equity to get going – it could be two
Some firms only acquire the debt of a troubled company on
guys in the computer science department at a university who
the expectation that an improvement in the company’s proshave nothing more than an idea and a few lines of code. Some
pects will cause the price of the debt to rise. Many hedge funds
venture capital firms only invest in a company if it has hit some
are engaged in this strategy. But a strategy more akin to traverifiable business milestone, such as having a product on the
ditional private equity has GPs acquiring debt in a troubled
market, or having a certain amount of revenue. Some venture
company and converting that debt into a controlling equity
capital firms, typically with relatively large funds, look for rapposition. Distressed specialists will be adept at navigating the
idly growing companies that already have profits but need a
debt markets and court systems, as many troubled companies
large amount of capital to get to the next stage of growth.
are in or near bankruptcy. Distressed firms also frequently
The earlier the stage targeted, goes the conventional wismust deal with labour unions and companies in very mature

No part of this document may be reproduced without prior written permission from PEI Media

Private Equity: A Brief Overview

10

Section 1:
Introduction
Section 2:
Private equity
firms
Section 3:
Private equity
funds
Section 4:
Private equity
fundraising
Section 5:
Private equity
deals
Section 6:
Private equity
performance
Section 7:
Recent trends in
private equity

MEDIA
PEIMedia.com

and/or cyclical industries.
• Mezzanine debt - Many private equity firms have separate
mezzanine debt funds, or make mezzanine investments out
of the same vehicle from which they draw down equity capital. Mezzanine debt is subordinate to senior debt, which is
the typically the largest and safest of the loan tranches involved in a leveraged buyout. A mezzanine loan to a private
company is always at a higher rate than that of the more
senior loans, but is also riskier because if the company goes
bankrupt, the mezzanine lenders can get wiped out. Mezzanine debt often involves warrants, which allow the lender
to convert some of the loan into an equity position in the
company. Mezzanine debt funds are often limited partnerships with structures very similar to those of mainstream
private equity funds.
• Private equity real estate – This is not so much a type of
deal, but a subset of the alternative investment asset class.
Increasingly, investment in property is being done through
private equity funds. As with their business-focused counterparts, private equity real estate GPs tend to look for assets that can be somehow improved over the course of ownership, or which are located somewhere that increases the
asset’s risk profile, and therefore return potential.
• Infrastructure - As with real estate, the acquisition of infrastructure assets – roads, airports, ports, pipelines and the
like – is increasingly being done through private equity-style
limited partnerships. However, many of these funds have
much longer-term investment horizons, or are so-called permanent capital vehicles, meaning that investment realisations are not necessarily pursued.
However a private equity firm invests in a company, it has
an eye on eventually liquidating the investment at a profit –
the exit. Private equity firms have several options for exiting
a successful investment, including a sale to a strategic buyer,
usually a corporation. Private equity firms have in recent times
sold many portfolio investments to each other in sponsor-tosponsor transactions, also known as secondary or tertiary
buyouts . The advantage of a sale is that it very often involves
a cash payment, meaning the GPs may immediately distribute the winnings to their LPs (and hopefully themselves at the
same time).
Another popular form of exit is the initial public offering
(IPO), whereby the portfolio company, or part of the company, is listed on an exchange. These exits are dependent on
the mood of the public markets, but if all goes well they can
lead to very high valuations. The downside to IPO exits is that
private equity firms sometimes take years to sell down their
position in the company, but if share prices go up in the meantime, no one complains.
In recent years, private equity firms have executed what is

referred to as a dividend recapitalisation to achieve partial liquidity from an investment. In these deals, the GPs take out
a loan against an existing portfolio company, but use all or
part of the proceeds from the loan to pay a dividend to themselves. These dividends increase the debt burden on the portfolio company, but at the same time can enhance and hasten
returns.

Section 6
Private equity performance
The short explanation for why the private equity industry has
become so large is that a number of private equity funds have
performed very, very well for their limited partners, and other
institutions have become aware of this and clamoured to commit capital to the asset class.
More so than other investment asset classes, however, private
equity performance is very difficult to measure and compare.
The two standard views of performance are the internal rate
of return (IRR) and value multiple. A gross IRR or gross value
multiple relates to the performance of a fund or deal before
a GP has paid itself fees. The net IRR or value multiple is the
performance that the LP experiences after all the fees have
been paid. It is important to distinguish between the two.
Although there are different methods of calculating an IRR,
in general it represents the average annual return generated by
an investment. Time matters greatly in the IRR. An investment
that has doubled in value over three years will have a much
higher IRR than one that has doubled in value over eight
years. The value multiple is simply how much the value of
equity capital has increased over a specified time period (1.2x,
3.7x, etc.).
A truism of private equity performance is that, in the end, the
only thing that matters is how much money you got back compared with how much money you put in. As already stated, the
returns of a private equity fund are not fully known until after
the very last investment has been liquidated. This might be 15
years after the first capital call.
But the investment market demands periodic reporting, and
general partners need to point to some record of investment
history when they go out to raise the next fund, and this means
private equity performance is and will continue to be measured in the interim.
The most solid type of return is a realised return, which is
measured based on the cash that has been returned to an LP.
An unrealised return takes into account the estimated value
of an investment prior to its exit. Because private equity is a
highly illiquid investment strategy, no one knows for certain
the value of a portfolio investment until it is sold to someone
else. This is especially true of early stage venture capital deals,
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Section 7
Recent trends in private equity
As the private equity industry has matured and grown, it has
given rise to innovations and encountered challenges unimagined just a few years ago. Below are some brief notes on some
of these trends:
Size. While the number of private equity firms have proliferated around the world, the size of long-established players,
and the deals they do, has most captured the attention of the
world. As limited partners have increased their allocations to
the asset class, and as new LPs have joined in, veteran firms
have been able to raise larger and larger funds. A $20 billion
fund can make investments of much larger magnitude than
can a $5 billion, the latter of which, five years ago, would have
been among the largest private equity funds in the world. At
the same time, a surge of liquidity has allowed GPs to raise
hereto unheard-of amounts of debt for buyout deals. From
Asia to North America to Europe, buyout deal-size records
have been successively shattered, with $50 billion buyout
deals no longer out of reach. Even the industry’s biggest boosters worry that the risk appetite in the debt market will change.
By the middle of 2007, a “correction” to the debt markets had
unfolded. But the private equity funds involve typically tenyear capital lock-ups, and so record sums raised for private
equity in recent years remain on call for deployment even if
deal sizes decrease and leverage dries up.
Specialisation. In order to better compete, many private equity firms have created specialised industry “silos” manned
with investment professionals with deep expertise in a select
range of businesses. In addition, the past decade has the seen
the rise of private equity firms that specialise in one particular
sector – energy, for example.
Globalisation. While local private equity firms are increasingly popping up in emerging economies, the very largest
private equity firms, based largely in the US and the UK, are
almost all opening offices abroad, primarily on both sides of
the Atlantic and in Asia. Not only do these firms recognise that
compelling deals are to be done overseas, but their domestic
portfolio companies increasingly need to establish global operations in order to thrive.
Convergence. Many private equity firms now manage multiple funds with multiple strategies, including debt funds, hedge
funds, distressed funds, infrastructure funds and private equity
real estate funds. In addition, hedge funds and other alternative investment vehicles are crossing over into private equity
territory. This blurring of strategies has been a counterpoint of
the trend toward increased sector specialisation.
Institutionalisation. Private equity firms were previously
viewed as mere shell entities for the management of private

equity funds. Now some private equity firms, through their
management companies, have powerful franchise value and
institutional-quality business infrastructures. As the headcount
increases at private equity firms and founders eye retirement,
there is concern that few private equity firms have solid succession plans in place. The value of the general partnerships, as
well as the need to create long-term ownership structures, has
led many private equity firms to sell stakes in their management companies. More recently, several very prominent firms
with private equity programmes, including Blackstone, KKR
and Fortress Investment, have chosen the public markets as a
path to rewarding founders while ensuring a long-term capital
resource for the franchise.
Disclosure. As private equity has grown in prominence, firms
that were formerly highly secretive have been compelled to reveal more to the public. Disclosure is a pre-condition for going
public, but even firms that are content to remain private entities are encountering pressure from politicians and regulators
to be more open or have openness forced upon them. In the
US, a new lobbying group called the Private Equity Council
has been formed specifically to better explain private equity to
lawmakers and their constituents, many of whom view buyout firms as predatory job-destroyers. In the UK, an industry
panel has called for greater transparency. A wave of so-called
freedom-of-information requests beginning in the early 2000s
led many public-institutions that commit to private equity
funds, such as public pensions, to disclose fund performance
information to the public. At first GPs were outraged, but now
this level of disclosure is grudgingly accepted by all but a very
few private equity firms.
Tax troubles. Private equity GPs have recently been put under hot lights because government concerns over the taxes
they pay, or don’t pay. In several Asian countries, local politicians have decried complex private equity deal structures that
allowed GPs to avoid taxes on windfall exit proceeds. In the
UK and the US, a growing number of politicians have suddenly decided that the tax on carried interest is unfairly low. It
is unclear what effect a higher carried interest tax would have
on the market, other than make thousands of GPs very, very
unhappy.
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New York, 2007
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