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nce an investor decides to allocate capital to private equity, the first question is 
“How should I go about it?” Properly structured, private equity can be the most 
rewarding sector of an investment portfolio. Unfortunately, most investors in 
private equity don’t earn returns anywhere near what they need to compensate for 

the risks they have taken. The purpose of this paper is to summarize the private equity 
opportunity, identify the key risks, and outline a strategy for investing in private equity 
sensibly and profitably. This paper is designed to be useful to investors who are looking to 
put less than about $50 million into a diversified private equity portfolio. 

O 
 

An Introduction to Private Equity 

The asset class 

Private equity investing is the business of investing in privately-held companies or those 
that are taken private in the process. For most individual investors this is a prohibitively 
difficult and risky business. A more sensible channel is to invest in private equity funds 
(that is, limited partnerships) alongside a seasoned private equity investment firm. The 
present day private equity market emerged in the 1970s when private equity firms formed 
partnerships to provide private financing to start-up companies. These partnerships are 
raised by private equity firms who act as the general partner (GP). Investors who provide 
the capital are known as limited partners (LP). The date of the first investment into a 
company is known as the “vintage year.” Companies into which the fund invests will be in 
various phases of their own lives, giving rise to styles of investing. Private equity funds 
generally concentrate on a particular style of investing defined by the stage of development 
of the companies into which they invest.  
 
The stage of company development represents a range from start-ups to large, mature 
companies. A private equity fund will generally focus its investing in a particular segment 
along this range of maturity. Start-up companies are generally seeded by individual angel 
investors or venture capital firms. Once a firm has developed its business plan, product or 
service, but is pre-revenue, it is considered to be “early-stage” by venture capital firms. As 
these companies mature, produce revenues and develop a customer base, they are 
considered “late-stage or growth equity” venture capital candidates. More mature, often 
profitable and larger companies become the playground of the buyout funds. Buyout funds 
leverage their acquisitions of private companies with debt based on the cash flow 

© Copyright 2008 Greycourt & Co., Inc. 



 G R E Y C O U R T  W H I T E  P A P E R  P A G E  2 
 

 

 

© Copyright 2007 Greycourt & Co., Inc. 

  

 

 

 

characteristics of the underlying operating companies. Buyout firms will generally 
concentrate either on small, middle or large capitalization companies, sometimes a 
combination of two. A private equity firm’s commitment to a stage will be based on the 
skill sets, history and experience of the individuals in the firm. In addition to stage 
investing, there are “other” styles, including mezzanine debt investing, distressed 
investing, secondary investing, etc. 
 
Lastly, private equity is a global asset class.  Key drivers of opportunities in private equity 
in Europe, Asia and the US differ as we will discuss later but diversification into non-US 
markets is every bit as important as stage and vintage year diversification.  
 
Venture and buyout investing represent a riskier means of gaining exposure to equities than 
the public markets. The high leverage in buyout transactions and the early-stage nature of 
venture investing create greater risk and the investor has the right to expect materially 
higher investment returns as a result. A private equity firm’s goal is to invest in a private 
company and then sell its interest for a profit. This realization of the investment is known 
as the “exit” and generally occurs as the result of a sale, public floating of the stock or 
merger with another firm. The correlation of returns to the public markets varies with the 
stages of investment but is fairly high given the importance of IPOs as exit channels and 
the public market impact on corporate valuations in merger and acquisition activity. 
Overall, historic private equity returns represent a compelling opportunity for investors, 
and argue for an allocation to this asset class in a well-diversified investment program. As 
we will see, the aggregate returns of the asset class over a long period of time are in excess 
of the public markets. However, they carry considerable volatility along with issues 
associated with illiquidity, cyclicality and a dispersion of the returns. In the next few 
paragraphs of this paper we examine these return characteristics, their disparity and 
persistence amongst various fund investors, and, various other important considerations to 
investing in private equity. 
 

The investment 

Once an investor decides to allocate to private equity, the next question is “How?” There 
are several important challenges associated with realizing the historic high returns of the 
private equity asset class given the corresponding high volatility, illiquidity, and the 
sometimes very confusing range of implementation alternatives available. Important 
considerations include cyclicality, the disparity of returns amongst upper, median and 
lower quartile performing private equity firms, stages and vintage years, the importance of 
identifying and gaining access to top-tier managers, terms and conditions, conflicts of 
interest and the difficulty of sorting through all of this as a relatively small investor. A 
successful program will be long-term in nature, diversified across stages and vintage years, 
and have access to the best managers in the business. For other than the largest institutional 
investors, this turns out to be a rather tall order.  
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Access to the top-tier funds has always been difficult. In the venture capital and small to 
mid-cap buyout market it is extremely difficult, globally. In the US the equivalent of 
‘irrational exuberance’ in late 1990’s venture capital created an overhang of capital that 
took several years to absorb.  The consequence was that the better funds downsized, 
coming back to the market less frequently making access all the more difficult.  The 
collapse of the credit markets in 2007 all but crippled the larger buyout managers.  Two 
consequences are returns in that sector will be badly damaged for some time to come, and, 
there now exists additional pressure to access mid and small cap buyout funds. Investors 
are aggressively seeking out the more experienced managers, making the individual 
investor’s job very difficult. 
 

Private Equity Returns 
 
Private equity returns run in cycles and are strongly influenced by market conditions, 
credit markets, company valuations, liquidity for exits, merger and acquisition activity, and 
other factors, including the amount of money looking for exposure to the asset class. 
Private equity investing should be undertaken only with the long term in mind, i.e., 
investors should commit to a long-term plan of continuous investment in order to bridge 
the inevitable bad return years.  
 
Remember the “bubble-markets” of the late 1990’s? Billions of dollars flowed into venture 
capital, seeking the “next great thing.” New firms sprang to life in droves. Buyout firms 
wandered from their traditional discipline of investing in cash-positive enterprises and 
backed companies whose growth became dependent on access to high yield debt and 
vibrant stock markets. In the subsequent years of 2002-2003 the red ink flowed and dozens 
of those venture capital firms disappeared as investor money evaporated along with the 
“next great things.”  (However, the resulting depressed equity prices set the stage for great 
buyout returns a few years later.) The abundance of liquidity and investor appetite for 
‘mega-deals’ led to similar excess in the buyout markets of 2004-2007 finishing in a  
dramatic crash which will have a lasting impact on this sector’s returns. Investing for the 
long term with disciplined firms that have a history of success is of paramount importance. 
 
 
Return characteristics 
Returns vary amongst the stages of private equity. Historically, early stage venture capital 
returns are higher than later stage venture capital. Buyout returns are lower than those of 
venture capital, brought down by large and mega-cap fund performance, while small- and 
mid-cap returns are among the highest in the asset class. This can be explained by the 
difference in risk undertaken between the stages of investing. Early stage companies are 
pre-revenue and the winners can provide huge payoffs. On the other hand, failures are 
plentiful, so patience, granularity and access are a must. In the buyout arena, firms are 
more mature, cash flow positive and they have accepted business models. While the 
volatility is less, historic returns are lower.  
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 Not only do returns vary by stage, but stage investing is also cyclical. In the 1980s buyouts 
prevailed, while in the 1990s it was all about venture capital. In the early to mid-2000’s 
outsized returns were generated in buyout. Economic and market factors are critical to 
each sub-sector. Low interest rates, an active merger and acquisition market, large 
corporate appetites for backing new ideas or acquiring fledgling companies, all will play a 
role. What is important to the individual investor is to recognize the unpredictability of 
these events: one should be diversified to be protected against cycles and enjoy the long-
term returns that the asset class has historically provided. 
 

Investment performance 

Following is a summary of private equity performance by sector (as of 12/31/07): 
 

Fund Type 3 Yr 5Yr 10 Yr 20 Yr 
Seed/Early VC 4.6 4.2 35.4 20.9 
Balanced VC 13.9 12.4 15.7 14.6 
Later Stage VC 12.0 10.5 9.2 14.3 
All Venture 9.5 8.6 18.3 16.7 
Small Buyouts 7.3 8.1 4.2 11.9 
Medium Buyouts 12.8 12.0 9.4 12.6 
Large Buyouts 11.4 15.0 7.9 12.8 
Mega Buyouts 15.1 16.5 9.1 12.3 
All Buyouts 14.0 15.5 8.6 12.4 
Mezzanine 5.5 5.5 5.9 8.3 
All Private Equity 13.0 13.3 10.8 13.7 
NASDAQ 7.7 15.5 6.0 11.3 
S&P 500 8.6 12.8 5.9 11.8 

 
Source: Thompson Venture Economics/National Venture Capital Association 

 
 
As the chart suggests, longer term returns follow the expected patterns, but short and even 
intermediate term returns are unpredictable. Note, for example, that the recent performance 
of buyouts funds reverses the longer term performance. 
 

The persistence of returns 

When we talk about the importance of “access,” we refer to the disparity of returns of 
upper-quartile performers versus those at the median and those in the bottom quartile. 
There is a persistence of investment returns with individual private equity partnerships. In 
MIT’s detailed research paper, “Private Equity Performance: Returns, Persistence and 
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Capital,” Steve Kaplan and Antionette Schoar quantitatively chronicle the relative success 
of firms that have raised several successful funds over those that have raised fewer:  
 

Returns persist strongly across funds raised by individual private equity 
partnerships. The returns also improve with partnership experience. Better 
performing funds are more likely to raise follow-on funds and raise larger funds 
than funds that perform poorly. Funds started in boom times are less likely to raise 
follow-on funds, suggesting that these funds subsequently perform worse. 
Aggregate industry returns are lower following a boom, but most of this effect is 
driven by the poor performance of new entrants, while the returns of established 
funds are much less affected by these industry cycles.1

 
It is these firms that are the most difficult to access.  
 
General partners whose funds outperform the industry in one fund are likely to outperform 
the industry in the next. This is far different from other asset classes, e.g., large-cap equity, 
where the persistence of performance is evident mainly on the downside. Much of the 
persistence in private equity returns can be explained by the reputation of the individuals 
in the firms and their ability to attract the very best entrepreneurs and opportunities. These 
firms have a rich history of making companies successful. The resulting record of success 
helps to establish proprietary deal flow. As the MIT paper suggests: 
 

…better funds may see and be able to invest in better investments. Second, private 
equity investors typically provide management or advisory inputs along with 
capital. If high-quality general partners are a scarce commodity, differences in 
returns between funds could persist. 

 
Such firms include Kleiner Perkins, Greylock, Sequoia, HIG, Bain and many others that 
are all but impossible for the individual to gain access to. “Smaller” investors obtain access 
to these managers through established funds of funds. 
 

Return differentials among PE firms 

The disparity of returns between the upper quartile performers, the median and the bottom 
quartile performers is dramatic, underscoring the importance of gaining access to the top 
performers. Note that this disparity, large as it is, is understated by “survivor bias,” i.e., it 
does not include the performance of funds that have failed or are no longer in business. 
Their inclusion would make the results even more compelling. 
 

 

 
1 Steven N. Kaplan, Antoinette Schoar, “Private Equity Performance: Returns, Persistence, and 
Capital Flows,” The Journal of Finance 60 (4), 1791–1823 (2005). 
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In the case of performance against the median, buyout’s top quartile performers have out-
performed by a factor of 10X, whereas venture capital’s top quartile has bested the median 
by 15X. In the investment world, outperformance on this scale is eye-popping, indeed. 
 
As was pointed out in the discussion of persistence of returns, firms that have raised more 
than one fund tend to outperform those that have raised a lesser number. (Hardly surprising 
– it’s a lot easier to raise that second fund if the first one went well.) This graph illustrates 
the success of venture capital funds that have raised successive funds. 
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Gaining Exposure to Private Equity 
 
Most sophisticated asset allocation programs will include exposure to private equity. The 
challenge is to create a durable program, gain access to managers that have a history of 
out-performance, and structure a portfolio that is well diversified across vintage years, 
geography, and the various stages of company maturity. There is also the challenge of 
reaching one’s target allocation to the asset class given the nature of the investment pattern 
(see Ramping up to Your Target Allocation, below). Constraints imposed by the size of an 
individual’s allocation to this asset class is a further complication. A normal allocation for 
the long-term investor is probably 10-20% of the total portfolio. Let’s take the case of a 
$100 million investment portfolio. How would an investor develop a well diversified 
portfolio that spans geography, time and style with “only” $10 to $20 million to invest, 
given the difficulty of getting access to the best managers and their generally high 
minimums of $5 million and up? 
 
In order to achieve this vintage year and style diversification, patience and persistence are 
needed. It means making annual commitments of, say, $5 to $10 million in order to reach 
the $10-20 million target. Since this money will be drawn down over a 4 to 7 year period, 
reaching the target allocation requires discipline and some luck, given the uncertainty of 
the draws, the unpredictable return of cash, and the changing size of the total portfolio over 
time.  
 
We recommend structuring a program with one or more “fund of funds” (FOFs) and 
committing to investing with them over a period of years to get the targeted diversification. 
This allows the investor access to multiple underlying funds whose minimum investments 
are far greater than the individual’s annual commitment would otherwise permit. 
 

The emergence of funds of funds 

Private equity funds of funds are a relatively new phenomenon. They have been around 
since the 1970s but proliferated in the 1990s as individuals and smaller institutions began 
to demand access to the asset class but were too small to gain direct access to the better 
individual funds. Funds of funds represent an efficient way to quickly build a diversified 
private equity program. There is a wide array of FOFs, sponsored by a variety of firms, 
including banks, off-shoots of diversified asset managers and independent firms. Most of 
the best individual private equity funds have fairly high minimum investment requirements 
and are all but closed to new investors. For the investor who will commit, say, $5 million 
annually, committing to a FOF in that amount permits access to multiple funds, vintage 
years and styles…at each commitment. This represents an effective alternative to building 
a direct private equity program. It is a way of delegating portfolio construction and 
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monitoring to a firm with the resources to do it and the access to top performers that is so 
important. In selecting FOFs for our clients it is important to consider the investor’s needs, 
the nature of the FOF offerings, and their distinctive characteristics. Amongst these 
important characteristics is their longevity, access to top-tier managers, proven 
relationships with these managers, fund size, the ability to identify tomorrow’s top-tier 
performers, reputation and reasonable fees and terms. It is decidedly an art, not a science, 
but one that is very attainable.  
 
Most FOFs have been raised since 1995. Given the disparity of private equity returns 
across upper quartile managers versus the mean and/or lower quartile managers, it is 
crucial that the FOF have access to the best managers, and be selective when structuring a 
portfolio of underlying funds. FOFs that seek size (for the sake of fees) tend to be forced 
into investing in too many funds, including those without an adequate track record. A 
friend of ours likens this to the old hot dog analogy…the best have no “fillers or 
extenders,” where taste gives way to mass. We want our clients to be exposed to the best, 
or “tastiest,” with a limit on “bets,” or “fillers.” Fund size discipline is important. A $200 
million FOF is in a position to be selective, investing in 15 to 20 underlying funds over, 
say, a 2-year period, and therefore not forced to make sub-top-tier investments. A $400 
million FOF will probably commit to 30-40 underlying funds over a 3-to-4 year period. In 
every event, the FOF needs to be patient, waiting for the best managers to return to the 
market, and not pressing to put money to work. 
 
The investment experience of the FOF management is critical. The GPs of the FOF should 
have years of market experience, a vested interest in the fund, interests aligned with the 
LPs, demonstrated manager selection capabilities, and proven relationships with and 
access to the top-tier managers.  
 
In 1995 there were 21 funds of funds globally that raised less than one billion dollars in the 
aggregate. In the years 1998 through 2000, commitment to funds of funds was $14 billion, 
$20 billion and $23 billion, through 58, 79 and 92 offerings, respectively. Predictably, 
following the bursting of the bubble and the decline in the public markets, interest in 
private equity waned and FOF activity dropped. As the markets rebounded in 2004-2007 
so did interest in private equity.  Today there are hundreds of FOF’s in existence globally. 
[create footnote: Private Equity Intelligence lists 1,010]  In 2006 alone 115 of these were 
in the market raising $41 billion. However,  there are only a handful of FOFs with 
reasonable minimum investment requirements that welcome serious “smaller” investors. 
Investors will be wise to structure their private equity programs around this group. 
    

The varying characteristics of funds of funds 

Funds of funds come with differing ownership. Some fund GPs are completely 
independent, some are sponsored by banks, and some are associated with diversified 
investment companies. We strongly favor the independent firms and selectively 
recommend some FOFs sponsored by diversified investment firms. Our concerns are 
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mainly access to top-tier managers, the GPs’ alignment of interest with the LPs, terms and 
conditions, and conflicts of interest.  
 
Funds of funds also differ in their approach to diversification, both as to styles and vintage 
year commitments. Some concentrate on one stage, e.g., early or late-stage venture capital, 
large-cap buyout, small to mid-cap buyout, etc. Others are diversified across these and 
other asset classes. In addition to the US there are very high quality independent Asian, 
European and Israeli FOFs. For the initial investor, we will recommend starting a program 
to gain access to this range of styles, geographic and vintage year exposure. Many of the 
better FOFs will also have access to the same underlying managers. To avoid manager 
overlap it is important to consider the right mix of FOFs for the individual investor. 
 
Fund of funds vary in their approach to fundraising. The variation is in the frequency with 
which they are in the market and the number of underlying funds to which each of their 
offerings will commit. Typically, the more often a FOF is in the market, the fewer 
underlying funds it will commit to and its vintage year coverage will be shorter. For those 
that raise funds less frequently, they will typically commit to a larger number of 
underlying funds over a greater number of vintage years. In either case, it is important to 
re-invest with the selected FOF as it comes back to the market in order to achieve the goals 
associated with diversification and access to top-tier managers as those managers return to 
the market.  
 
As the private equity portfolio matures, we will recommend opportunistic commitments to 
more narrowly focused fund of funds to complement the diversification. Such 
commitments might focus on early stage venture capital, secondary investment offerings or 
small to mid-cap buyout, both in the US and elsewhere as a few examples. These 
extensions into the sub-sectors can provide exposure to areas that have historically 
provided higher returns than the norm without creating undue concentration. 
 
The number of investor-friendly FOFs is extremely limited, particularly those that truly 
have access to the better private equity funds and who have the infrastructure to adequately 
perform due diligence and monitor and report performance. Many of these funds were 
typically started by groups of individuals that had had extensive experience working with 
individual funds either at banks, family offices or investing institutions, providing them 
with continuing access to, and knowledge about, the better and more established firms as 
well as promising emerging firms. 
 

Asia, Europe and Israel 

With the maturation of private equity outside the United States and the weathering of a few 
cycles, quality FOFs have emerged. Many years ago the smaller investor relied on their US 
fund of funds for access to non-US funds and several of them did and do a good job.  
However, there are now several Asia, Europe and Israel specific FOFs that are in position 
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to extend access to top performing country specific funds that are very hard to discover 
and access.   
 
Europe’s economy is the largest in the world measured by GDP.  Private equity 
opportunities are mainly in buyout and mainly resulting from the consequence of EEC 
integration generating a high level of cross-border merger and acquisition activity.  Private 
equity firms also add value to smaller companies that wish to expand geographically, 
overcoming a variety of barriers such as language, legal and regulatory.  Unlike the US 
where the 80/20 rule applies to large v. smaller buyout, in Europe it is much closer to 
50/50.  The market is still emerging.  Europe’s private equity investment activity 2004-
2006 as a percent of its GDP was about half that of the US.  As is the case in the US, 
returns are the highest with small and mid-cap funds, which are the most difficult to 
access. 
 
Asia contains some of the fastest growing economies and rapidly emerging middle classes, 
offering a wide range of opportunities in private equity.  In 2007 the amount of money 
raised for private equity was considerably less than either the US or Europe but returns 
were admirable considering the collapse of the debt markets.  Broadly speaking, Asian 
private equity is not as dependent on debt as it is elsewhere.  Opportunities vary from 
country to country.  Buyout is most prevalent in Korea, Japan and Australia.  Venture 
capital, or growth equity, dominates the opportunity in China and India.  In nearly all cases 
there has been a rapid emergence of smaller independent quality funds that are generating 
the highest returns, and predictably, are the hardest to access.  In the last 4 years several 
high quality, independent, but hard to access FOFs have emerged. 
 
Israel private equity was traditionally a venture capital market and remains so today but 
with an emerging later stage/buyout component. Key drivers in private equity in Israel 
include outsized national expenditures on R&D and one of the most highly educated 
populations in the world.  Again, access to smaller emerging funds is very difficult. 
 

Other Issues 

Illiquidity and the dreaded “J-Curve” effect 

Investors in private equity should have a relatively long investment horizon as returns on 
commitments do not materialize for several years and the penalty for abandoning a 
commitment is severe. Most fund partnerships have a twelve year life with the possibility 
of one to two year extensions thereafter – it’s a long time to have your capital tied up if 
you’ve changed your mind about PE exposure. 
 
Another reality of investing in private equity is that returns in the early years are almost 
always negative as money flows out to meet capital calls before returns materialize. This 
phenomenon is referred to as the “J-Curve” and can be illustrated graphically.  
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Fund Life Cycle and the J-Curve
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Note: Assumes $1MM commitment. Actual fund performance is not represented by this graph. For illustrative purposes only, as all 
numbers are hypothetical. 

 
Investors who are new to private equity are often horrified by the sudden drop in value of 
their investment, but more experienced investors recognize that the J-Curve is almost 
inevitable. The J-Curve occurs for a number of reasons but the primary ones are these: 

♦ Organizational expenses of private equity partnerships are deducted immediately, so no 
sooner does an investor meet the first capital call then his or her return immediately 
turns negative.2 

♦ Smart general partners will identify bad investments quickly and write them down or 
off, while good investments will take time to pay off. 

♦ Most of the better PE firms follow very conservative policies when writing investments 
up or down: bad developments cause immediate write-downs, while happy 
developments don’t result in write-ups until some event occurs confirming the higher 
valuation. 

 

Ramping up to your target allocation 

Once again, we return to the art department. In private equity investing, and investing 
through FOFs, there is a considerable lag between commitments and actual investment of 
capital. Funds of funds commit to underlying private equity partnerships over a two-to-
four year period. In turn, the underlying funds generally invest in operating companies 
over a three-to-seven year period. As a result, the investor in a fund of funds can expect 

                                                 
2 Another unhappy effect of the J-Curve is that fees, including startup fees, are applied against a 
smaller asset base, making already-high PE fees look even more outrageous. This situation will, 
however, correct itself in time. 
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that cash exposure to the asset class will rise rather slowly. Compounding this, realizations 
will start as early as the third year and accelerate in years 4-7. As a result and in most 
cases, less than 70% of a commitment will ever be outstanding. For this reason, we 
recommend carefully over-committing to the asset class and reinvesting over time. The 
graph below is a hypothetical view of cash flows and valuations of a blended fund of 
funds. It serves to show what might happen, based on the historic pattern of commitments, 
capital calls and returns with a well-diversified fund of funds:  
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Waterfall analysis is a quantitative approach to thinking about the requirements of repeated 
commitments to fund of funds in order to reach the target allocation and sustaining it. The 
likely pattern of cash flows to and from various funds of funds will help to determine how 
much and how frequently commitments should be made to achieve a target allocation and 
how long it will take to get to that target. Taking into consideration various commitment 
sizes also allows us to project the out of pocket exposure over time.  
 
For example, the following graph shows the yearly required commitments for an investor 
with $160 million in assets to achieve a chosen allocation to private equity (15%.) The 
goal is to maintain a 15% exposure over time, despite unpredictable returns, varying 
capital call and distribution schedules, and a broader non-private equity portfolio that 
compounds over time.  
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Waterfall analysis is a useful tool that can pave the way for more detailed planning, such 
as potential ways to accomplish diversification by strategy, geography and vintage year. 
However, it is important to remember that a waterfall analysis is only an estimate. 
Therefore, a private equity program should be re-evaluated regularly throughout the 
forecast period as the actual investments materialize and market conditions change.   

Secondary offerings 

Secondary investing is the business of buying limited partnership interests from investors 
in funds prior to their maturity. There are several motivating interests for a limited partner 
to opt out of its commitment during the life of the fund. In some cases the investor’s 
strategy or target allocation might change. The investor might become unable or unwilling 
to meet its commitment. Whatever the cause, the most likely solution is a sale to a third 
party, e.g., a secondary buyer. In most cases the general partner will control the sale. In the 
case of very large sales, an auction may take place among larger secondary funds. At this 
writing there are numerous multi-billion dollar secondary funds pursuing this strategy. We 
think that the auction process tends to drive up prices, thus diluting return potential. But 
there are a handful of smaller, focused, exclusively secondary funds that deal one-on-one 
with general partners for smaller interests that have produced high, counter-cyclical returns 
by raising and disbursing small funds aimed at “bite-sized” investments. The typical 
approach is to carefully evaluate each partnership interest based on the underlying 
company valuations, thereby lessening risk and accelerating returns. The advantage of 
these funds is that the money goes out faster, there is little or no “J-Curve” effect and 
returns occur earlier. Secondary investing, opportunistically, is an excellent enhancement 
to a diversified program. It can also serve to accelerate attaining an investor’s target 
allocation to the asset class. 
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 Terms and conditions 
 An investor’s interest in a fund of funds is governed by a partnership agreement. While the 
list of important terms and conditions is lengthy and interrelated, there are several issues 
that rise to the top. First, is the fee structure fair? Management fees range from 50 to 100 
basis points per annum. Often, there is a scaling down in the latter years of the life of the 
fund, recognizing the declining work load of the general partner. Second, is the general 
partner’s interest aligned with that of the limited partners? This is generally reflected in the 
profit sharing structure between the two parties. Profit sharing, or the so-called “carry,” is 
an important indicator of alignment of interests. While the carried interest will impact 
returns, it serves as an incentive for management to produce higher returns and has less of 
an impact on overall returns than the management fee. While it is true that funds of funds 
represent another layer of fees to the investor, we consider these fees to be more than 
offset by access to the top performers that the best funds of funds provide. Lastly, are there 
any potential conflicts of interest and are there remedies to control them? 
 

A word about conflicts of interest 

The best independent FOFs carefully avoid most conflicts of interest and provide access to 
the best underlying partnerships. At the other end of the spectrum are often FOFs 
sponsored by banks, where the offering memorandums normally articulate in elaborate 
detail the potential for conflicts of interest. These include the relationship that bank 
affiliates, such as investment banking arms, maintain with large buyout firms that they will 
be investing with, where they have fee relationships. The banks may have a lending or 
underwriting relationship with the operating companies in the banks’ funds. Other affiliate 
funds of the bank may compete with the bank’s FOF for investments in underlying funds 
and/or companies. The banks might be working with firms that will be bought from, or 
sold to, their own fund. Also, in the event that there is the potential for secondary 
investing, investors have to be concerned with these conflicts as they relate to affiliated 
advisors to the transaction and the potential that the seller is a related party. Further, since 
FOFs and secondary offerings are “blind pools”, it is uncertain whether they will be 
dealing with their own offerings and/or clients. Finally, and perhaps of most concern, the 
general partner of the sponsored FOF is usually the ultimate parent firm whose interest lies 
with all of its subsidiaries, including competing funds, investment bankers, underwriters, 
asset managers, and the like. There is little or no protection for the limited partners in the 
partnership agreements. 
 

Conclusion 
 
Private equity investing is not without its challenges. However, long-term historic returns 
argue strongly for exposure to this asset class for most significant investors. The most 
important considerations are structure of the investment program (that is, vintage year, 
geography and stage diversification), access to top-tier performers, and knowledge about 
emerging private equity firms. 
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GREYCOURT & CO., INC. 
February 2007 (revised June 2008) 
 
(This paper was written by David R. Lovejoy, Chief Operating Officer of Greycourt & Co., Inc. Mr. 
Lovejoy can be reached at Greycourt & Co., Inc., 607 College Avenue, Pittsburgh, PA 15232, (412) 
361-0100, fax 412-361-0300, dlovejoy@greycourt.com, www.greycourt.com) 
 
 

Please note that this presentation is intended to provide interested persons with an 
insight on the capital markets and is not intended to promote any manager or firm, 
nor does it intend to advertise their performance. All opinions expressed are those 
of Greycourt & Co., Inc. The information in this report is not intended to address 
the needs of any particular investor. 

mailto:dlovejoy@greycourt.com
http://www.greycourt.com/
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