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The Benefits
of Private Equity

   Investment



For many investors, private equity investment 
is considered the primary form of alternative 
investments. While no one definition exists, 
private equity consists of a wide range of 
investment opportunities which are generally 
non-public in nature and often involve direct 
management oversight for the primary investor. 
In this annual update, the return and risk 
characteristics of various private equity strategies 
are reviewed. Results show that traditional 
market factors, especially equity market return, 
often are highly correlated with private equity 
returns. Therefore, private equity may provide 
more of return enhancement rather than 

risk diversification to portfolios comprised 
principally of traditional stock and bond 
investments. Today, publicly traded firms also 
exist which invest directly in private equity. 
These vehicles offer a public-pricing-based 
return metric rather than the accounting-based 
return metrics often used to measure private 
equity returns. Analysis shows that, while the 
accounting-based (internal rate of return) and 
market-based returns often reflect similar return 
processes, differences do exist and investors 
should be aware of potential issues in the use  
of various private equity benchmarks. 
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that while private equity investments differ 
widely, traditional private equity indices may be 
better viewed as return enhancement vehicles 
to traditional equity biased portfolios. In short, 
while traditional private equity may provide 
diversification and return benefits, its co-
movement with other asset classes suggests that 
the impact of adding private equity to an existing 
stock and bond portfolio or to an existing mixed 
traditional (stock and bond) and alternative 
(hedge funds, CTA, real estate, and commodity) 
portfolio must be considered carefully. It is 
also important to point out that the sector has 
undergone dramatic transformations in recent 
years. For example, several private equity firms 
have undertaken public offerings, with their 
performance over time potentially reflecting the 
performance of other public equity orientated 
vehicles. 

investing in private equity
Private equity is often viewed as ownership 
in private or non-publicly traded business. 
These ownership stakes may take various forms 
(proprietorship, partnership, and other 
corporate or legal entities). It is important 
to note that private equity is viewed by some 
as including the entire range of non-public 
investments from early stage through final stage 
investment. For others, private equity is limited 
to that section of the non-public investment 
process in which capital is soon to be raised 
via public offering. Often private equity is 
discussed within various distinct stages or forms 
of investment. These include angel investors 
(generally seed capital), venture capital 

(startup/first state), leveraged buyouts, 
mezzanine investing and distressed debt 
investing (later stage investing). It is important 
to note that the long term goal of many private 
equity investments is to have the enterprise 
sold to other investors either through private 
sales, mergers, or even initial public offerings. 
Investors in private equity should also be 
aware that the non-public nature of the 
private equity holdings makes valuation of the 
underlying shares difficult. One cannot in this 
brief synopsis cover the various approaches to 
valuation or performance reporting. Often the 
basis for valuation is either accounting-based 
(risk adjusted cash flows) or various relative value 
assessments (comparisons to existing publicly 
traded firms). All of these approaches include 
a large discretionary factor on those providing 
the valuation assessments. In addition, the level 
of investor control has direct impact on relative 
value among the various ownership groups. 
We will discuss each of these sectors as well as 
available indices and investment products. 1

angel investors
Angel investing often is referred to capital 
that is raised at the initial stage of company 
creation. This capital is often provided even 
before initial product or organization structure 
is finalized. Given the lack of information as 
to the future profitability of such ventures, 
the expected risk and hence expected return 
on such angel investing is expected to be high. 
Moreover, future dilution issues as additional 
capital is required forms a vital part of the initial 
operating agreements. 

 

The Benefits of Private Equity

introduction

Private equity is a broad category that includes investments in a range of direct investments generally 

through structured general partner and limited partner governance vehicles. In this annual update, 

the risk and return characteristics of private equity investments are reviewed as well as the risk and 

return implications of adding private equity to purely traditional stock and bond portfolios and 

portfolios comprised of stocks, bonds and other various alternative investments. The results suggest

1 Investors are directed to organizations such as the European Venture Capital Association for detailed discussion of best practices in 
performance reporting of private equity investments. Whatever the standards, investors should realize that “fair value” accounting in 
which the underlying estimate value tracks actual market value at sale is still in a process of evolution.



2

th
e 

be
n

ef
it

s 
o

f 
pr

iv
at

e 
eq

u
it

y

venture capital
Venture capital involves the financing of start-up companies that often do not have a sufficient 
historical track record to be able to raise capital from traditional outside sources. Often these 
companies lack tangible assets and may not be expected to generate positive earnings in the near 
term. Venture capitalists often finance these companies by acquiring senior equity stakes with the 
expectation that these companies will ultimately be successful. 

leveraged buyouts
Leveraged buyouts are a way to take a publicly traded company private. Buyouts of companies in 
which control is concentrated in the hands of management are often called management buyouts. 
The purchase of the outstanding equity is usually financed by bonds issued by the corporation 
or loans from banks that are often secured by the assets or cash flows of the acquired and/or the 
acquiring company.  

mezzanine and distressed debt investing
Mezzanine and distressed debt financing can take various forms and serve various purposes. The 
distinctions between mezzanine and distressed debt can often become blurred. For instance, 
mezzanine debt is often used in an LBO; however, the mezzanine debt can become distressed debt  
if the company’s financial situation deteriorates following the LBO. 

private investment in public equity (pipe)

While technically not strictly a private equity strategy, it is worth mentioning the investment known 
as PIPEs (private investment in public equity). In PIPE investments, capital may be raised by direct 
placement of security issues. There are two forms of PIPEs: traditional and structured. Traditional 
PIPEs utilize common or preferred equity, whereas structured PIPEs issue convertible debt.

sources of returns
As noted earlier, private equity is a broad term for any equity type investment in a company that is 
generally not listed on a stock exchange. Holders of private equity investments will typically realize 
value in the form of capital gains through a sale to, or merger with, a competitor in the same sector, 
the sale to another private equity investor or by an eventual flotation on the stock market. 

Private equity is generally regarded as an investment which offers investors the opportunity to 
achieve superior long term returns compared to traditional stock and bond investment vehicles. 
The long term returns of private equity provide a premium over the performance of public equities. 
This premium is largely due to private equity’s participation in privately held companies which are 
inaccessible to traditional investors. The basis for returns to private equity is similar to that for 
traditional stock and bond investment; that is, a claim on long-term earnings, a return premium for 
providing capital to an illiquid and risky investment as well as positive alpha generated from unique 
trading strategies or private information. However, private investment vehicles have a net asset value 
which is often determined as an internal appraisal value, not by a public market.2 Actual returns are 
often measured as an internal rate of return or cash disbursements relative to capital investment. 
These cash flows may be lower at the initial stage than at later stages of the capital investment 
(known as the J-curve effect). It is also important to point out that private investors are often active 
participants in the management of their investments.

2 Several forms of publicly traded private equity vehicles have come into existence in recent years. These include, among others, publicly 
listed investment companies, business development companies and special purpose acquisition vehicles.
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empirical results
In this section, we use a private equity benchmark which consists of two components, each covering 
a distinct time period: First, from December 2003 onward, monthly returns are based on the S&P 
Private Equity Index. Second, for the period prior to December 2003, firms which were listed in the 
June 2007 S&P report were used to created an equal weighted private equity monthly return series 
back to 1991.3  Exhibit 1 illustrates the risk and return characteristics of the private equity index, 
traditional U.S. and global equity and bond indices, and other alternative investments: the CASAM/
CISDM Equal Weighted Hedge Fund and CTA indices, S&P-GSCI Commodity Index and the FTSE 
NAREIT All REITs Index. From 1991 to 2008, the private equity index reported lower annualized 
return and higher volatility than the S&P 500, CTA, hedge funds and real estate indices. From a 
risk adjusted return perspective, the private equity index exhibited a lower return to risk ratio than 
any other asset, with the exception of commodities. Other return and risk characteristics may play 
more important roles in private equity investment. For example, for the period 1992-2008, the 
minimum monthly return on the S&P 500 was -16.8% whereas the minimum monthly return on 
the private equity index was -30.3%, about twice that of the S&P 500. In contrast, the maximum 
monthly return for the S&P 500 over that period was 9.8% while the maximum monthly return 
on the private equity index was 41.9%, more than four times that of the S&P 500. In short, the 
potential for extreme positive returns may be one of the driving forces behind standalone private 
equity investment. 

Exhibit 1:   Index Performance (1991-2008)

3 Standard & Poors private equity index tracks the performance of 30 leading listed private equity companies that meet their size, 
liquidity, exposure and activity requirements. The index is designed to provide tradable exposure to the leading publicly listed companies 
in the private equity space. The universe is all publicly listed companies in the Standard & Poor’s CapitalIQ (CIQ) database that engage 
in the private equity business, excluding real estate income and property trusts. Structures eligible for the index include publicly listed 
investment companies, business development companies, investment trusts, special purpose acquisition vehicles, buyout funds as well as 
private equity fund-of-funds. Approximately 70% of the index is comprised of buyout firms, with the remaining represented by venture 
capital firms. 

Stock, Bond and Private Equity  Barclays Capital  
Performance S&P 500 Bond Aggregate  Private Equity 

Annualized Total Return 7.93%  6.96%  7.65%                                               

Annualized Standard Deviation 14.37% 3.86%  25.13%                     

Information Ratio  0.55 1.81        0.30                                                  

Maximum Drawdown -44.73%                -5.15%                                         -70.33%

Correlation with Private Equity  0.61                   -0.05                                       1.00

  

Alternative Asset Performance Hedge Funds CTA Commodity Real Estate

Annualized Total Return 12.93%                 8.65%                2.77% 9.88%

Annualized Standard Deviation         7.42%           9.18%    21.04%                16.57%

Information Ratio 1.74 0.94 0.13 0.60                     

Maximum Drawdown -21.12%             -9.35%      -62.16%               -58.79%

Correlation with Private Equity                  0.72                     -0.15                   0.25                 0.42
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Exhibit 2:  Risk and Return Characteristics (1991-2008)

The results in Exhibit 1 also suggest that there is moderate to high correlation between private equity 
and other assets that are considered to have equity exposure (e.g. real estate, hedge funds and the 
S&P 500). This indicates potential limited diversification benefits to private equity investments 
in a diversified portfolio of traditional and other equity biased alternative assets.  In Exhibit 3, 
we consider the risk and returns of private equity in a portfolio context by combining the private 
equity index with U.S. traditional assets and other alternative investments (hedge funds, CTAs, 
commodities, real estate) for the 18 year period from 1991-2008. Portfolio B adds private equity 
to Portfolio A (a traditional U.S. stock/bond portfolio), providing a higher return but with higher 
standard deviation and drawdown. Similar results are found when private equity is added to a 
stock/bond/hedge fund/CTA/commodity/real estate portfolio (Portfolio C). In Portfolio D, which 
contains private equity, return is increased as well as risk (as measured by standard deviation and 
drawdown).  

The information ratios for portfolios which include at least a 10% investment in private equity 
(Portfolio B and D) are generally found to be dominated by those that invest solely in stock and 
bond investments and/or stock and bond portfolios which also include commodities, real estate, 
hedge funds and CTAs. This is illustrated in Exhibit 3 and graphically in Exhibit 4. Similarly, 
the maximum drawdown for portfolios which include at least a 10% investment in private equity 
(Portfolio B and D) are generally found to be dominated by those that invest solely in stock and bond 
investments and/or stock and bond portfolios which also include commodities, real estate, hedge 
funds and CTAs (Portfolio A and C). This is illustrated in Exhibit 3 and graphically in Exhibit 5. 
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Exhibit 3:   Portfolio Performance (1991-2008)

Exhibit 4:   Portfolio Information Ratio (1991-2008)

Exhibit 5:  Portfolio Maximum Drawdown (1991-2008)

Portfolio A B C D

Annualized Returns 7.73% 7.95% 8.20% 8.36%

Standard Deviation 7.64% 8.55% 6.96% 8.04%

Information Ratio 1.01 0.93 1.18 1.04

Maximum Drawdown -20.98% -27.14% -21.90% -27.81%

Correlation with Private Equity 0.56  0.61

Portfolio A Equal Weights S&P 500 and Barclays Capital Bond Aggregate

Portfolio B       90% Portfolio A and 10% Private Equity

Portfolio C 75% Portfolio A and 25% HF/CTA/Real Estate/Commodities

Portfolio D 90% Portfolio C and 10% Private Equity
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private equity performance in extreme market environments
It is important to point out that the return and risk performance reported in the previous section 
is based on average performance over the entire period. In brief, the average performance may not 
provide explicit evidence on the potential benefits of private equity in periods of extreme market 
environments. The following exhibits show the annual returns for the period 1991-2008 ranked on 
the S&P 500 and the Barclays Capital Bond Aggregate. As shown, the private equity index exhibited 
negative returns on average, when the S&P 500 had its worst average returns, and exhibited positive 
returns on average, when the S&P 500 performed well. This is consistent with private equity’s 
relatively high correlation with equity markets. In addition, the private equity index exhibited 
positive returns on average, when the Barclays Capital Bond Aggregate Index had its worst average 
returns and exhibited mixed returns when the bond index performed well. This is consistent with 
private equity’s low correlation with the Barclays Capital Bond Aggregate Index. 

Exhibit 6: Private Equity Monthly Returns: Ranked on S&P 500 (1991-2008)

Exhibit 7: Private Equity Monthly Return: Ranked on Barclays Capital Aggregate (1991-2008)
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annual performance: private equity and s&p 500 index 
In the following exhibits, annual returns, standard deviation, and intra-year correlation for the 
private equity index and the S&P 500 are provided. Results show the extreme impact on private 
equity average returns of a few unique years (e.g., 1999 and 2003). Similarly, results show that the 
standard deviation for the private equity index has been generally greater than that of the S&P 500 
since 1999. Lastly, while the correlation between the private equity index and the S&P 500 is near 
0.61 for the overall period (Exhibit 1), the correlation ranges widely in individual years.

Exhibit 8: Annual Returns of the S&P 500 and the Private Equity Index (1991-2008)

Exhibit 9: Annual Volatility of the S&P 500 and the Private Equity Index (1991-2008)
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Exhibit 10: Annual Intra-Year Correlation of Private Equity with S&P 500 (1991-2008)

private equity and traditional asset performance: 2008
Results in Exhibit 11 show the risk and return performance of private equity, hedge funds, and 
traditional U.S. stocks and bonds for 2008. In this year, private equity underperformed every other 
asset class and strategy, which indicates that private equity, like traditional asset classes and various 
hedge fund strategies, was significantly impacted by the subprime crisis (the negative equity market 
performance and the rise in credit spreads (e.g., decline in high yield bond returns)).

Exhibit 11: Index Performance 2008
 

For private equity, 2008 represented two distinct market environments. While private equity 
performed poorly in both halves of the year, in the first six months of the year, the private equity 
index experienced more moderate losses (-18.6%), while in the second six months, it experienced an 
extremely high negative return (-56%), as equity markets plummeted and available credit dried up.
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Stock, Bond and Private Equity  Barclays Capital  
Performance S&P 500 Bond Aggregate  Private Equity 

Annualized Total Return -37.00% 5.24%  -64.15%

Annualized Standard Deviation 21.02% 6.09%  38.07%

Maximum Drawdown -37.66% -3.83%  -64.15%

Correlation with Private Equity 0.84 0.00  1.00

  

Alternative Asset Performance Hedge Funds CTA Commodity Real Estate

Annualized Total Return -19.16% 21.76% -46.49% -37.34%

Annualized Standard Deviation 11.04% 10.64% 42.85% 43.40%

Maximum Drawdown -19.92% -4.42% -62.16% -49.20%

Correlation with Private Equity 0.67 -0.40 0.63 0.85
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unique issues in private equity investment
As mentioned earlier, private equity returns are typically measured from the perspective of an 
internal rate of return or cash disbursements as a percentage of capital investment. As shown 
in Exhibit 12, these cash flows may be lower at the initial stage than at later stages of the capital 
investment (which is known as the J-curve effect). 

Exhibit 12:  Traditional Rate of Return Process

According to Venture Economics, the total investment in venture capital in United States companies 
increased from around $11 billion in 1996 to $102 billion in 2000, then declined to about $28 
billion in 2008, as seen in Exhibit 13. In recent years, several forms of publicly traded private 
equity vehicles have come into existence. These include, among others, publicly listed investment 
companies, business development companies and special purpose acquisition vehicles. We will discuss 
these vehicles in more detail in later sections. Our results show that the return streams of these 
vehicles closely track those of private equity indices. 

Exhibit 13: US Venture Capital Investment (in Billions USD) (1995-2008)

Source: PriceWaterhouse Moneytree, Q1 2009
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private equity indices  
The previous analysis focused on the use of a private equity index based on the valuation of public 
firms who invest in various forms of private equity opportunities. There are a range of additional 
private equity indices available. Empirical results may well differ based on which performance 
measures one uses. An example of a non-investible index is published by Cambridge Associates 
(CA). The Cambridge Associates U.S. Venture Capital Index® is based on internal rate returns 
data compiled on funds representing more than three-fourths of venture capital dollars raised 
since 1981 and nearly two-thirds of leveraged buyout, subordinated debt, and special-situations 
partnerships since 1986. While these indices provide information on how these private equity sectors 
are performing, one cannot directly invest in these indices and realize the reported returns. An 
increasing number of investible private equity indices are available including those published by  
LPX GmbH (LPX). 

The historical performance for private equity indices as well as traditional investments over the 
period 2001-2008 is displayed in Exhibit 14. All calculations utilize quarterly data. Results in 
Exhibit 14 indicate the impact of using market-based returns versus accounting-based returns for 
the construction of private equity indices. While the CA Private Equity Index (accounting-based) 
realized the highest return over the period (8.4%), the return realized by the LPX Venture Capital/
Private Equity Indices (market-based) were -0.5% and -6.7%, respectively, and the Listed Private 
Equity and Venture Capital Indices were -3.7% and -9.6%, respectively. The difference in volatility 
is also evident; with the CA Private Equity and Venture Capital Indices reporting an annualized 
volatility of 12.6% and 13.5%, respectively, whereas the other equity-based private equity and venture 
capital indices generally reported a volatility of above 20% (see Exhibit 15).

Exhibit 14: Historical Performance of Private Equity Indices (2001-2008)

        Correlation with 
        BarCap Private 
Annualized Performance and  Annualized Standard Information Maximum    Bond Equity  
Correlations 2001-2008 Return Deviation Ratio Drawdown Skew Kurtosis S&P 500 Aggregate Index

Private Equity Index  -3.7% 32.5%       0.07 -69.8% -0.74 2.62 0.89 -0.38 1.00       

LPX50 Total Return -6.7%      30.2%     -0.05 -71.0% -1.21 3.02 0.89 -0.40      0.98  

LPX Major Market Total Return -5.1% 28.4% -0.01 -71.5% -1.53 4.52 0.87 -0.37 0.96 

Cambridge Private Equity     8.4% 12.6% 0.71 -23.3% -0.64 1.25 0.81 -0.41 0.75

LPX Buyout Total Return -2.6% 27.7% 0.08 -72.8% -2.00 6.46 0.83 -0.32 0.90

Listed Private Equity Venture -9.6% 32.0% -0.15 -62.1% 0.11 0.10 0.85 -0.43 0.93

LPX Direct Total Return -0.5% 29.0% 0.15 -69.3% -1.47 3.66 0.89 -0.37 0.93

Cambridge Venture Capital -6.6% 13.5% -0.43 -60.3% -0.71 -0.15 0.61 -0.40 0.50

S&P 500 -2.9% 17.5% -0.08 -39.1% -0.66 0.19 1.00 -0.49 0.89

Barclays Capital Bond Aggregate               5.7% 3.7% 1.52 -2.4% 0.10 -0.91 -0.49 1.00 -0.38                   
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Exhibit 15: Comparison of Private Equity Index Annualized Volatilities (2001-2008)

Private equity indices may also differ by market, such as the European or American markets. In 
Exhibit 16, we report on the relative performance of international market-based private equity 
indices. Results show that the returns and risk for the LPX total return indices are similar to that for 
our S&P based private equity index. Similarly, the returns of the LPX Europe, America, and UK are 
similar (approximately -6%) for the period 2001-2008 when denominated in US dollars. However, 
from an international investor’s perspective, it is important to focus on the potential currency 
impacts. Note for a U.S. investor, the returns in USD are less negative than those in Euro. In short, 
the relative movement in the Dollar/Euro resulted in better returns noted in USD. Nevertheless, 
these USD returns may not reflect the true return to local markets. When reviewing global portfolios, 
investors should consider whether to use returns based on local country currencies or on the 
currency of the investor’s home country. 

Exhibit 16: International LPX Private Equity Indices (2001-2008)
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Performance of LPX Indices Annualized Standard Maximum Correlation 
(2001-2008) Return Deviation Drawdown with S&P 500 

S&P 500 Total Return Index  -2.9% 15.0% -40.7% 1.00

Private Equity Index  -3.7% 26.4% -70.3% 0.83 

LPX50 Total Return USD            -6.7%       24.3% -71.6% 0.83

LPX Buyout Total Return USD -2.6% 22.7% -74.0% 0.75

LPX Listed Private Equity Venture USD -9.6% 27.2% -64.8% 0.78

LPX Direct Total Return USD -0.5% 23.2% -69.9% 0.81

LPX Major Market Total Return USD -5.1% 23.7% -72.2% 0.81

LPX Europe Total Return USD -5.4% 23.2% -70.0% 0.81

LPX America Total Return USD -6.0% 27.1% -74.3% 0.76

LPX UK Total Return USD -6.2% 23.1% -75.3% 0.69

LPX50 Total Return Euro -11.2% 23.3% -72.6% 0.81

LPX Buyout Total Return Euro -7.3% 21.5% -74.8% 0.73

LPX Listed Private Equity Venture Euro -14.0% 26.1% -73.6% 0.75

LPX Direct Total Return Euro -5.3% 22.1% -71.0% 0.80

LPX Major Market Total Return Euro -9.7% 22.6% -73.2% 0.79

LPX Europe Total Return Euro -10.0% 21.5% -71.1% 0.81

LPX America Total Return Euro -10.6% 26.9% -73.0% 0.71

LPX UK Total Return Euro -10.7% 21.9% -76.2% 0.67

Annualized Volatility of Private Equity Indices (2001-2008)
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Other Private Equity Alternatives
In recent years, there have been numerous developments in the private equity space. As mentioned 
earlier, there are several private equity firms whose shares are traded on the New York Stock 
Exchange and on other exchanges. In addition, there are other vehicles available such as Special 
Purpose Acquisition Corporations (SPAC) and Business Development Companies (BDC). 

private equity as public equity
In recent years, several large investment firms that have significant private equity interests have either 
gone public or filed documents for an initial public offering. These include Fortress Investment 
Group, Blackstone Group and Kohlberg Kravis Roberts among others. 

special purpose acquisition corporations (spac)

A special purpose acquisition corporation, commonly known as a “SPAC,” and formally as a 
“development stage company,” is a corporation formed to raise capital through an initial public 
offering of its securities for the funding of an acquisition of an existing operating company or 
companies. They are listed on various exchanges such as AMEX, NASDAQ as well as the Over-the-
Counter Bulletin Board (OTCBB). 

business development companies (bdc)

Business development companies (BDCs) are closed-end funds whose shares trade publicly on the 
open market. BDCs are specially regulated retail investment companies that typically make private 
equity type investments in small and middle-market companies. Recent BDCs sponsored by private 
equity groups have generally focused on mezzanine and debt investments. BDC managers may charge 
performance fees and have greater flexibility than do typical mutual funds to use leverage and to 
engage in certain affiliate transactions with portfolio companies. 

research in private equity
Anson (2007) analyses public and private equity to assess the effect that market returns have on 
private equity returns. Anson compares private equity returns to current, as well as lagged, market 
returns and finds that private equity returns are highly influenced by lagged market returns. He 
found that it takes about one year for the influence of public stock market returns to be fully 
incorporated into private equity returns. Furthermore, Anson finds that private equity manager 
alpha essentially disappears when lagged market returns are included in the analysis. Consistent 
with the author’s previous research, he finds that private equity managers are conservative in their 
valuation. They are quick to mark down their portfolios when public stock markets are weak, and 
slow to mark up their portfolios when markets are strong. Harris and Conroy (2007) reviews the 
previous literature on private equity. While their results show that the top firms exhibit a significant 
outperformance, the authors suggest that the average U.S. private equity investment does not earn 
sufficient returns to justify the lack of liquidity. 
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In the area of regulation, Ganor (2008) focuses on SEC’s rule 144. Rule 144 provides a mechanism 
for private equity investors to sell shares to the public without requiring the filing of a registration 
statement under certain restrictions. However, rule 144 imposes two alternative restrictions: a 
holding period restriction and a selling volume restriction. While previous research has suggested 
that rule 144 is insufficiently restrictive, Ganor suggests that the restrictions are excessive and 
should be abolished. She suggests that the restrictions are ineffective, and market forces could more 
efficiently achieve the goals of rule 144 without imposing the increased cost of capital or the incentive 
for sub-optimal investment levels that the rule generates.

Driessen, Lin and Phalippou (2008) provide a new GMM-based methodology to use cash flow 
data to measure the performance and risk of non-traded assets. Using a sample of almost 1000 
private equity funds, they find that venture capital funds typically have betas larger than 3, while 
buyout funds have betas under one. They find that VC funds exhibit significant negative abnormal 
performance, while buyout funds exhibit no abnormal performance. In addition, larger firms 
outperform smaller firms, but the outperformance is due to higher risk, not alpha. Their results also 
indicate that for their subset of funds, NAV overstates fund values.

conclusions
In this article, we examined the benefits of private equity investments. The results suggest private 
equity investments may be better viewed as return enhancement vehicles to traditional equity biased 
portfolios. In short, while traditional private equity investments may provide diversification and 
return benefits, the impact of their co-movement with equity and equity impacted assets as well as 
their valuation difficulties must be considered carefully when analyzing the benefits of adding them 
to an existing stock and bond portfolio, or to an existing mixed traditional (stock and bond) and 
alternative (hedge funds, CTA, real estate, and commodity) portfolio. 

Lastly, the private equity sector has undergone significant changes in recent years. These include 
the listing of major private equity firms on stocks exchanges, as well as the growth in the number 
of special purpose acquisition companies (SPAC) and business development companies (BDC). It 
is important to note that the return and risk characteristics of publicly traded private equity firms 
differ from traditional accounting-based private equity indices. Investors should be aware that the 
dynamic nature of the private equity market requires that investors use historical data with care and 
that they focus on the current market conditions driving valuations.
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Appendix
appendix i: performance 2001-2008
The following exhibit provides the risk and return characteristics of the private equity index, 
traditional U.S. equity and bond indices, as well as other alternative investment indices for 
the period of 2001-2008. Portfolio combinations which include traditional assets, alternative 
investments, such as hedge funds and CTAs, and private equity for the most recent eight year period 
of 2001-2008 are also reviewed. Over the period of analysis, the private equity index reported 
lower annualized return and higher risk (as measured by standard deviation) than the S&P 500, the 
Barclays Capital Bond Aggregate, CASAM/CISDM EW Hedge Fund and CTA indices, real estate, 
and the commodities index. 

Index Performance 2001-2008

 

The correlations between the private equity index and other equity sensitive assets, such as real estate,  
hedge funds and the S&P 500, are both significant. However, the correlations of private equity 
with the other non-equity based indices are very low, suggesting that, over the most recent 8 year 
period, additional diversification benefits can be achieved by adding private equity to an non-
equity based portfolio, but that adding private equity to an equity biased portfolio may offer limited 
diversification. As shown in Portfolio B, adding private equity to a traditional U.S. stock/bond 
portfolio results in a lower return and higher risk (standard deviation and drawdown) than a pure 
stock and bond portfolio. Similarly, when private equity is combined with a stock/bond/hedge funds/
CTA/commodities/real estate portfolio, as in Portfolio D, return is again lower and risk in terms of 
standard deviation and drawdown is increased. 

Portfolio Performance 2001-2008

Stock, Bond and Private Equity  Barclays Capital  
Performance S&P 500 Bond Aggregate  Private Equity 

Annualized Total Return -2.89% 5.74%  -3.67%     

Annualized Standard Deviation                   15.05%     3.99%  26.43%

Information Ratio -0.19 1.44  -0.14

Maximum Drawdown -40.68%  -3.83%  -70.33%

Correlation with Private Equity 0.83 0.06  1.00

  

Alternative Asset Performance Hedge Funds CTA Commodity Real Estate

Annualized Total Return 5.58%                      9.17%                -0.47%                      6.41%

Annualized Standard Deviation 6.62% 8.75% 25.57% 20.95%

Information Ratio 0.84 1.05 0.02 0.31

Maximum Drawdown -21.12% -8.75% -62.16%               -58.79%

Correlation with Private Equity 0.80 -0.14 0.29 0.62

Portfolio A B C D

Annualized Returns 1.68% 1.34% 2.88% 2.42%

Standard Deviation 7.51% 9.04% 7.28% 8.89%

Information Ratio 0.22 0.15 0.39 0.27

Maximum Drawdown -20.98% -27.14% -21.90% -27.81%

Correlation with Private Equity 0.81  0.84

Portfolio A Equal Weights S&P 500 and Barclays Capital Bond Aggregate

Portfolio B       90% Portfolio A and 10% Private Equity

Portfolio C 75% Portfolio A and 25% HF/CTA/Real Estate/Commodities

Portfolio D 90% Portfolio C and 10% Private Equity



15

th
e 

be
n

ef
it

s 
o

f 
pr

iv
at

e 
eq

u
it

y

appendix ii: terminology: from national venture capital association

Seed: Finance provided for the development of a business concept, perhaps involving the production 
of a business plan, prototypes and initial research.

Start-up: Financing provided to companies for use in product development and initial marketing. 
Companies may be in the process of being set up or may have been in business for a short time, but 
have not yet sold their product commercially.

Other early stage: Financing provided to companies that have completed the product development 
stage and require further funds to initiate commercial manufacturing and sales. They may not yet be 
generating profits.

Expansion: Sometimes known as “development capital” provided for the growth and expansion 
of an established company. Funds may be used to finance increased production capacity, product 
development, provide additional working capital, and/or for marketing.

Bridge financing: Short-term venture capital funding provided to a company generally planning to 
float within a year.

Secondary purchase/Replacement equity: Purchase of existing shares in a company from another 
private equity firm, or from another shareholder or shareholders.

Rescue/turnaround: Financing provided to a company in difficulty or to rescue it from receivership.

Management buy-out (MBO): Funds provided to enable the current operating management and 
investors to acquire an existing product line or business.

Management buy-in (MBI): Funds provided to enable an external manager or group of managers to 
buy into a company.

Institutional buy-out (IBO): The purchase of a company by a private equity firm following which the 
incumbent and/or incoming management will be given or acquire a stake in the business.

Leveraged build-up (LBU): When a private equity firm buys a company as principal with the aim of 
making further relevant acquisitions to develop an enlarged business group.

Mezzanine finance: Loan finance sitting between equity and secured debt, often provided as part of a 
private equity package.

Public to private: Finance provided to take a quoted company into private ownership.

Purchase of quoted shares: Venture capital firms prepared to take stakes and/or acquire shares in 
quoted companies. 
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appendix iii: comparison of rolling one-year returns of different 
private equity indices 
In the following, rolling one-year returns per quarter for the period of Q4 2004 to Q4 2008 are 
shown graphically. One should notice that, while all three indices presented here, the Cambridge 
Private Equity, Venture Capital and S&P Private Equity Index, obtain similar returns from Q4 2004 
to Q2 2007, the two Cambridge indices, which are accounting-based indices, differ significantly 
from the S&P Private Equity Index from Q4 2007 to Q4 2008 due to their differences in index 
calculation. Investors who want to engage in private equity investment should be aware of this 
difference. 
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appendix iv: correlations of private equity index irrs by industry 
In the following exhibit, the correlations between different industry IRRs of the Cambridge 
Associates Private Equity indices and the S&P Equity Industry indices are given. As shown, 
correlations between the private equity return and the related equity return are generally low to 
moderate. This is at least partially due to the differing underlying calculation of returns (private 
equity IRRs are accounting-based, while equity returns are market-based).  

Annualized Correlations of Private Equity IRRs with S&P Equity Index Returns by Industry  
(1997-2008) 

* correlations from 2004-2008 due to data availability 
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appendix v: venture capital investment volumes by industry  
(1995-2008)

Source: PricewaterhouseCoopers/National Venture Capital Association MoneyTree™ Report (Data: Thomson Reuters, Investments by 
Industry Q1 1995 - Q1 2009) 
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