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2 A short introduction to Private Equity

What is private equity?
Put simply, private equity is a form of equity investment into companies not listed on any stock exchange. Today, it 
is practised by more than 5,200 firms globally, together managing approximately $3 trillion.1 The asset class covers 
a broad range of strategies, which all share a common theme – long-term investment with hands-on management.

The number of companies benefiting from private equity capital is vast2, and the typical investments include: unlisted, 
private companies at an early stage in their development; mature, cash-generative privately-owned companies;  
out-of-favor divisions of large corporations; or listed companies which can be taken private and overhauled.

For investors looking for attractive risk-adjusted returns relative to other asset classes, private equity has strong 
credentials. It continues to attract new capital with a surge in fundraising registered in 20133. It can be accessed in a 
variety of ways, such as an investment directly into a private equity manager’s fund, or via a primary fund-of-funds, 
which pools capital from a number of investors to put with a broader range of managers, as outlined below.

1 Credit Suisse Private Equity Market Overview, December 2013.
2 $365 billion, up 35% on 2012 data. Triago Quarterly Update, December 2013.
3 A Short (Sometimes Profitable) History of Private Equity,  John Steele Gordon, The Wall Street Journal, January 17, 2012. 
4 When a company incurs new debt in order to pay a special dividend to private investors or shareholders.

How private equity firms work
Private equity firms, or general partners (GPs), raise capital from investors, also known as limited partners (LPs), via, 
typically, 10-year closed end investment funds (usually limited to those who qualify as professional, institutional 
investors). Investors make a binding capital commitment to the fund, which is drawn as and when the firm finds 
a new investment to back. This is known as “blind pool” investing as the assets are typically unknown when a 
commitment to the fund is made. Senior staff, typically accredited investors, at the private equity firm can also 
pledge their own money to the private equity fund, and this shared approach can help the perception of  a tight 
alignment of interests with investors.

Founders and dealmakers at private equity firms have often developed deep experience in business 
and financial services earlier in their careers. Many partners at private equity firms have held  
high-ranking positions at companies, management consultants, investment banks or legal firms. Private equity 
businesses sometimes supplement their in-house teams with advisors drawn from senior posts in the industry, 
including CEOs and Chairmen of global blue-chip companies, as well as ex-government officials or diplomats. The  
diverse background of a private equity firm’s staff brings a wide range of contacts, which is critical for  
sourcing deals and establishing a competitive advantage in certain sectors or types of transactions. 

Firms generally charge management fees of 1-2% per annum to cover fixed costs, including due diligence,  
staff salaries, offices and travel, and receive performance fees – or carried interest – equivalent to a percentage  
of the profits from a fund. That incentive structure often only pays out after investors’ returns have passed a 
certain threshold (sometimes called a ‘hurdle’ or ‘preferred return’).

Distributions of capital back to investors are made when underlying companies are sold, or recapitalized, usually 
in the second half of the fund’s lifespan. The typical 10-year fund life, or five-year investment period, may be 
extended with agreement from investors. Common exit routes and sources of distributions include:

> IPO

> Sale to a strategic rival, such as a large public company

> Secondary sale to another private equity firm

> Dividend recapitalization4
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The importance of value creation
Private equity aims to outperform public benchmarks and to also create absolute value. Private equity deals 
can generate returns from sources which also benefit investments in other asset classes, such as GDP growth 
in a country where the company sells its products and services, or expanding valuation multiples. Leverage can  
optimize a company’s capital structure and help augment those returns. 

Private equity firms aim to create an additional ingredient to enhance returns, known in the industry as alpha. This 
critical component of performance stems largely from managers’ skills and efforts to transform companies, through 
a variety of methods, including improved management and 
governance, greater efficiencies or the opening of new export 
markets. We believe such performance cannot be replicated 
by simply leveraging a portfolio of publicly-traded securities:  
one academic study, conducted by the London Business  
School and HEC in Paris in 2010, demonstrated that superior 
buyout returns include a unique alpha component that has 
historically contributed nearly 5% to fund performance5.

Investors must be careful when investing, however, as the disparity 
of returns generated by private equity funds can be much more 
pronounced than those of public equities and fixed income funds. 
Fund and manager selection is critical to generating superior 
investment performance as top-quartile managers generally 
have outperformed median managers6 consistently and by a 
significant margin. The opportunity for great returns should be 
tempered with the real possibility of underperformance, and past 
performance is not indicative of future results.

Building a private equity portfolio
A broad range of institutions, including pension funds, sovereign wealth funds and endowments, as well as high net 
worth individuals, invest in private equity as it can offer a meaningful boost to the performance of their investment 
portfolios. Investments can be made directly into a privately-held company, or by investing in a private equity 
manager’s fund, or via a primary fund-of-funds, among other routes.

To maximize the impact of private equity returns, investors need to construct a portfolio that takes into account 
the long-term nature of the asset class. The cash profile of private equity follows a so-called J-curve (see Figure 2 
below), whereby calls are made early in the fund’s life with distributions at a later stage. Early in the fund’s life, 

5 Private Equity Fund Level Return Attribution: Evidence from U.K. Buyout Funds by Oliver Gottschalg, HEC Paris, and Eli Talmor and Florin Vasvari, London  
Business School, June 2010.
6 Sources: Thomson One, Bloomberg, data as of 30 September 2013.

For illustration purposes only.
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Figure 1: Components of buyout funds’ returns
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private equity managers draw fees for the day-to-day running of their businesses. This draw on investors’ capital 
while the investment program is getting underway creates a so-called j-curve: negative returns in the early stage of 
a fund’s life, which should turn positive as the fund’s investments mature and are then potentially maximized when 
all the underlying companies are sold. The result is that, often, investors’ commitments are rarely fully-deployed at 
any given point during the fund’s life. The effects of the J-curve can be mitigated through the use of secondary and 
co-investment strategies (described later), as well as on-going commitments to a range of funds.

Accessing private equity
There are a number of routes into the asset class, each with its own opportunities and risks. Investors should always 
consider their respective advantages or disadvantages and remember that past performance does not guarantee 
future results.

Primary fund

Many large and established investors invest directly into primary equity funds. Such investments offer the potential 
for higher returns than a fund-of-funds product (see later), but also involve greater concentration of risk.

Direct investors need teams of investment professionals experienced in private equity to analyze the market of 
private equity groups, as well as to manage ongoing investments and relationships with general partners. Many 
large and mid-market private equity firms only accept high minimum investor commitments to their funds, which 
can be a barrier to smaller pension funds or high net worth individuals. 

Primary fund-of-funds

Fund-of-funds invest in funds managed by private equity managers. Fund-of-funds typically charge an extra layer 
of fees, historically in the region of a 1% management fee and 10% carried interest, on top of underlying private 
equity fund managers’ fees. However, well-staffed and experienced fund-of-fund investors can offer the advantage 
of being a “one-stop shop” for an investor’s private equity needs, enabling easier implementation of a private equity 
program, especially for first-time investors. 

Operating companies

Fund-of-funds

Public equity 
managers

Private equity 
managers

Publicly-traded

Buy shares Make a direct 
investment

Privately held

Make 
Co-investments

Buy units in a 
fund

Make a 
commitment

Make a 
commitment

Private Investors 

For illustration purposes only. This information does not constitute an offer to sell or a solicitation of an offer to buy securities.  
Investors may lose some of all of their investment. 

Figure 3: Potential routes into private equity
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Fund-of-funds can also provide a very broad diversification of assets generally with commitments to tens of  
underlying private equity funds, and potentially hundreds of underlying companies, thus mitigating the risk of loss 
from any one manager or company. Fund-of-funds are generally offered as commingled or pooled investment 
vehicles which have a pre-determined investment and allocation strategy. 

Secondaries

A secondary market transaction transfers a limited partner interest in a private equity fund (i.e. in the fund’s existing 
portfolio companies as well as unfunded commitments) from the seller to a new investor. The seller is typically 
seeking liquidity prior to the termination of these funds. A secondary transaction can also consist of purchasing a 
portfolio of direct company interests, which are privately held.

Secondaries investing can mitigate the effects of the J-curve, by allowing an investor to access funds where capital 
has been invested and companies are closer to being sold. Such investments can also mitigate the “blind pool” risk 
of primary investing, as investors of portfolios can buy maturing companies and analyze how they have performed 

For illustration purposes only. 

Primary Fund-of-Funds Manager
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Fund-of-Funds Program

A primary fund-of-funds manager typically makes commitments to between 25-40 GPs (private equity managers) 
depending upon the strategy. Often there are commitments made to secondaries and co-investments in addition to 

the core primary funds portfolio. 

Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5 Portfolio 6 Portfolio 7

For illustration purposes only. 

Secondaries Program

A secondaries manager generally buys portfolios of existing private equity fund investments that are typically partially or 
fully-invested when acquired by the secondaries manager. Investors are therefore generally investing in a largely known portfolio 

of assets. Secondary funds are generally highly diversified and may hold investments in hundreds of underlying companies.

Secondaries Fund Manager

Figure 4: Primary fund-of-funds explained

Figure 5: Secondaries explained
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since purchase by the private equity manager. However, secondary investments can require even greater due 
diligence than primary investing. Investors of all sizes can access the market through funds similar to fund-of-funds 
vehicles, which historically have charged similar fees to primary funds-of-funds. 

Co-investment

Private equity co-investment provides a route for an investor to participate directly in portfolio company investments 
alongside a private equity fund. Alternatively, an investor could go direct into a company without investing  
alongside a private equity manager. Co-investments are sometimes used by investors as a means of reducing 
the impact of fees and carried interest on their portfolio of investments, and may potentially boost returns. This 
can be achieved because underlying managers offering co-investment opportunities generally do not charge a 
management fee and carried interest on these deals. This can reduce the overall fee charged to an investor in a  
co-investment fund, as compared to a GP’s primary fund.

Some large institutional investors employ staff to enable them to analyze and execute co-investment deals, which are 
sourced from a significant number of private equity fund managers. As with secondaries, some large private equity 
fund management groups have created co-investment funds for smaller investors to be able to access opportunities. 
Such funds can invest in a wide range of deals, from a diverse selection of managers across numerous strategies, 
geographic markets and deal sizes, mitigating the principal risk of co-investing – concentration of an investor’s 
capital into one deal.

Listed private equity

Listed private equity vehicles are public companies that themselves invest in a portfolio of private equity funds and 
companies. Listed private equity therefore provides the same exposure as unlisted institutional private equity, but 
in a way that stock market investors can access. Some of these vehicles invest directly into companies and some 
through a fund-of-funds model. As with unlisted private equity, a long-term view should be taken rather than 
frequent trading.

Listed private equity provides a more immediate way to invest in private equity, as investors typically acquire exposure 
to existing assets on purchasing shares. Despite being publicly traded, liquidity can be limited in listed private equity 
vehicle as many investors buy and sell shares infrequently. However, a properly-managed share purchase program 
still represents a faster route into private equity portfolio than through private closed-end funds or funds-of-funds.

Company
1

Company
2

Company
3

Co-investment

Co-investment Fund

GPs

About Pantheon

Pantheon is a leading international private equity fund investor that invests on behalf of over 400 institutional  
investors, including public and private pension plans, insurance companies, endowments and foundations. Pantheon 
has been delivering private equity solutions across a broad range of geographies and strategies for over 30 years and has 
$30.5 billion in assets under management (as of March 31, 2014). Pantheon’s investment strategies include primary fund  
programs, secondaries, co-investment, infrastructure and customized programs. Pantheon also manages and advises  
Pantheon International Participations PLC (“PIP”), an investment company listed on the London Stock Exchange. Pantheon  
employs over 190 staff, including a global investment team of more than 74 investment professionals (as of September 1, 2014).

For more information, go to www.pantheon.com. 

Figure 6: Co-investment explained



7 A short introduction to Private Equity

Common Key Terms of a Private Equity Fund
The following are typical key terms of a private equity fund.

Advisory Committee Fund agreements often establish an investor advisory committee appointed by the 
sponsor, but comprised of members representing a number of the fund’s investors. 
One of their key roles is on the resolution of conflicts of interest.

Carried Interest This is the general partner’s share of the profits of the investments made within a 
private equity fund. It typically ranges from 5-20% of the profits.

Catch-up Once the general partner provides its limited partners with their preferred return, if 
any has been set, it then typically enters a catch-up period in which it receives the 
majority or all of the profits until the agreed upon profit-split, as determined by the 
carried interest, is reached.

Co-investment rights By having co-investment rights, an LP in a fund can invest directly in a company also 
backed by the fund manager itself.  In this way, the LP ends up with two separate 
stakes in the company; one, indirectly, through the private equity fund to which the 
LP has contributed; another, through its direct investment.

Clawback Gives the limited partners the right to reclaim a portion of the GP’s carried interest 
in the event that losses from later investments cause the GP to withhold too much 
carried interest.

Investment Constraints A percentage limit to ensure diversification by company or fund. For example, no 
more than 10% of capital commitments in any one portfolio company. 

GP Commitment Generally 1% in commingled strategies. The amount of capital that the GP contrib-
utes to its own fund in the same way that an LP does.

Investor Giveback Investors are typically required to return distributions to meet their share of any fund 
obligations or liabilities.

Investment Period Typically 3-5 years.

Key Person There are certain individuals (“key persons”) deemed to be important in  
managing the investments of the fund. Key person events vary from fund to fund.   
When triggered these events generally cause a suspension of the fund’s  
investment period. If triggered, the fund is typically prevented from making new 
investments until a sufficient number of new key persons are appointed to the  
satisfaction of the investors.

Preferred Return/Hurdle The minimum annual return that the limited partners are entitled to receive before  
the general partners may begin receiving carried interest. If there is a hurdle, the  
rate is typically around 8%. A minimum annual internal rate of return promised to 
the LPs before the GP shares in profits. 

Legal Structure Generally formed as limited partnerships but could also be limited liability companies.

Management Fee Generally based on committed capital and could be 2% per annum for a direct  
top-line management. Fees are lower for funds-of-funds.

Minimum Commitment Most private equity funds impose a minimum subscription amount or capital  
commitment threshold in order to become a limited partner. This is typically at least  
$5 million for funds aimed at institutional investors.

Organizational  
Expenses

The costs of establishing and running the fund. These generally include the out-of-
pocket expenses the manager incurred in forming the fund and any related vehicles, 
such as printing, travel, legal, accounting, filing and other organizational expenses.

Term Typically 10-13 years depending on whether direct or fund-of-funds. Extensions of 
one year at a time and usually no more than four years are common.

Transaction Fees May be charged by direct fund GPs.

Withdrawal Transfers of interests in private equity funds are severely limited, although may be 
permitted with the consent of the GP.
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 Glossary

Buyout Funds that acquire controlling interests in companies with a view towards later  
selling those companies or taking them public.

Carried Interest See “Common Key Terms”.

Clawback See “Common Key Terms”.

Co-investment Portfolio company investments alongside a private equity fund.

Committed Capital The amount of capital that each limited partner agrees to contribute to the fund 
when and as requested by the GP.

Direct Funds Private equity funds which invest in portfolio companies directly.

Distressed Funds that invest in debt securities of financially distressed companies at a discount.

Distribution Cash or stock returned to the LPs after the GP has exited from an investment.  Stock  
distributions are sometimes referred to as “in-kind” distributions.  The partnership  
agreement governs the timing of distributions to the limited partner, as well as how 
any profits are divided among the limited partners and the general partner.

Draw down Also known as capital calls. Issued to limited partners when the general partner has  
identified a new investment and a portion of the limited partner’s committed capital is  
required to pay for that investment.

DPI (Distributions to  
paid-in)

See “Realization Multiple” below.

Fund-of-Funds A private equity fund that, instead of making direct investments in companies,  
invests in a number of private equity funds, which in turn, invest the capital directly.

General Partner (GP) The firm managing the private equity fund.

GP Commitment See “Common Key Terms”.

Growth Equity Funds that invest in later-stage, pre-IPO companies.

Investment Period The period during which the general partner is permitted to make new investments on  
behalf of the private equity fund in portfolio companies.

In-kind Distribution Distributions of stock (as opposed to cash).

Internal Rate of Return 
(IRR)

In a private equity fund, the net return earned by investors from the fund’s activ-
ity from inception to a stated date. The IRR is calculated as an annualized effective 
compounded rate of return, using monthly cash flows and annual valuations.

J-curve Used to illustrate the historical tendency of private equity funds to experience capital  
outflows and negative returns in early years and cash flow distributions and  
investment gains in future years as its portfolio companies mature.

Limited Partner (LP) Institutions or individuals who contribute capital to a private equity fund. 

Mezzanine Used to provide a middle layer of financing in some leveraged buyouts,  
subordinated to the senior debt layer, but above the equity layer. Mezzanine  
financing shares characteristics of both debt and equity financing.

Management Fee The annual fee, typically a percentage of LP commitments to the fund, is intended 
to cover the basic costs of running and administering a fund.

Multiple (gross and net) Also known as the investment multiple or TVPI. It is calculated by dividing the fund’s  
cumulative distributions and residual value by the paid-in capital. It gives a potential 
investor insight into the fund’s performance by showing the fund’s total value as a 
multiple of its cost basis. It does not take into account the time value of money.

Net Asset Value (NAV) The value of an investor’s holdings.

Paid-in Capital The cumulative amount of capital that has been drawn down.
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PIC Multiple The PIC multiple is calculated by dividing paid-in capital by committed capital. This 
ratio shows a potential investor the percentage of a fund’s committed capital that 
has actually been drawn down.

Portfolio Company A company in which a private equity fund invests.

Private Equity Fund Pools of actively-managed capital that invest primarily in private companies with the 
intent of creating value in the companies in which they invest.

Primaries Also known as primary investment. Pools of actively-managed capital that invest 
primarily in private companies with the intent of creating value in the companies in 
which they invest.

Preferred Return See “Common Key Terms”.

Realization Multiple Also known as the DPI. It is calculated by dividing the cumulative distributions by  
paid-in capital. The realization multiple, in conjunction with the investment multiple, 
gives a potential private equity investor insight into how much of the fund’s return 
has actually been “realized”, or paid out, to investors.

Residual Value Also known as the RVPI. It is calculated by dividing the fund’s residual value by paid-in  
capital. It provides a measurement, in conjunction with the investment multiple, of 
how much of the fund’s return is unrealized and dependent on the market value of its  
investments.

RVPI (Residual value to 
paid-in)

See “Residual Value” above.

Secondaries Also known as secondary investment. Purchasing existing private equity fund  
commitments from an investor seeking liquidity in such fund prior to its termination.

Term The life or duration of a private equity fund.

TVPI (Total value to  
paid-in)

See “Multiple” above.

Venture Capital Investment in early and development-stage companies.

Vintage Year The first year that the private equity fund draws down or “calls” committed capital 
is known as the fund’s vintage year.
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This document and the information contained herein is proprietary information of Pantheon; it may not be reproduced, provided or 
disclosed to others, or used for any other purpose, without the prior written permission of Pantheon; and must be returned promptly upon 
request.  This document is distributed by Pantheon which is comprised of operating entities principally based in San Francisco, London 
and Hong Kong. Pantheon Ventures Inc. and Pantheon Ventures (US) LP are registered as investment advisors with the U.S. Securities and 
Exchange Commission.  Pantheon Ventures (UK) LLP is authorised and regulated by the Financial Conduct Authority (FCA) in the United 
Kingdom.  Pantheon Ventures (HK) LLP is regulated by the Securities and Futures Commission in Hong Kong.
 
In Australia, this document and the information contained herein is intended only for wholesale investors under section 761G of the 
Corporations Act 2001 (Cth) (“Wholesale Investor”). By receiving this document you represent and warrant that you are a Wholesale 
Investor. Pantheon Ventures (UK) LLP  is exempt from the requirement to hold an Australian financial services licence under the Corporations 
Act 2001 (Cth) in relation to the provision of any financial product advice regarding the financial products which are referred to in this 
document and is regulated by the FCA under UK laws, which differ from Australian laws.
 
In Europe and the United Kingdom, this document and the information contained herein is provided by Pantheon Ventures (UK) LLP solely 
to professional clients or eligible counterparties for the purposes of the rules of the Financial Conduct Authority.  In all other jurisdictions, 
this document is intended for institutional clients and investors to whom this document can be lawfully distributed without any prior 
regulatory approval or action. 
 
Nothing in this document constitutes an offer or solicitation to invest in a fund managed or advised by Pantheon or 
recommendation to purchase any security or service.  Nothing contained in this document is intended to constitute legal, 
tax, securities or investment advice. Unless stated otherwise all views expressed herein represent Pantheon’s opinion. The 
general opinions and information contained in this publication should not be acted or relied upon by any person without 
obtaining specific and relevant legal, tax, securities or investment advice. In general, alternative investments such as private equity 
or infrastructure involve a high degree of risk, including potential loss of principal invested.  These investments can be highly illiquid, charge 
higher fees than other investments, and typically do not grow at an even rate of return and may decline in value.  These investments 
are not subject to the same regulatory requirements as registered investment products.  In addition, past performance is not necessarily 
indicative of future results.  This presentation may include “forward-looking statements”.  All projections, forecasts or related statements 
or expressions of opinion are forward-looking statements.  Although Pantheon believes that the expectations reflected in such forward-
looking statements are reasonable, it can give no assurance that such expectations will prove to be correct, and such forward-looking 
statements should not be regarded as a guarantee, prediction or definitive statement of fact or probability. All information or discussion 
in these materials regarding funds managed/advised by Pantheon or its affiliates is qualified entirely by the terms and provisions of the 
relevant private placement memorandum(s) and limited partnership agreement(s) for such fund(s). 
 
Any reference to the title of “Partner” in these materials refers to such person’s capacity as a partner of Pantheon Ventures (UK) LLP.  In 
addition, any reference to the title of “Partner” for persons located in the United States refers to such person’s capacity as a limited partner 
of Pantheon Ventures (US) LP.

Risks

Please keep the following general risks in mind when investing in private funds.  This document does not contain a complete description 
of a Fund and the risks associated with an investment therein, and is subject to, and qualified in its entirety by, a private placement 
memorandum.  Any decision to invest in a Fund must be based solely upon the information set forth in its PPM, which should be carefully 
read by prospective subscribers for Interests and their respective advisors.

> A private fund investment involves a high degree of risk as such investments are speculative, subject to high return volatility and will 
be illiquid on a long term basis.  Investors may lose their entire investment.

> Private funds are sold in private placements and may be offered only to individuals who are both Qualified Purchasers and/or Accredited 
Investors and for whom the investment is otherwise suitable.

> Private fund managers typically take several years to invest a fund’s capital.  Investors will not realize the full potential benefits of the 
investment in the near term, and there will likely be little or no near-term cash flow distributed by a fund during the commitment 
period.  Interests may not be transferred, assigned or otherwise disposed of without the prior written consent of the manager.

> Private funds are subject to significant fees and expenses, typically, management fees and a 20% carried interest in the net profits 
generated by a fund and paid to its manager. Private fund investments are affected by complex tax considerations.

> Private funds may make a limited number of investments. These investments involve a high degree of risk.  In addition, funds may 
make minority investments where the fund may not be able to protect its investment or control or influence effectively the business or 
affairs of the underlying investment. The performance of a fund may be substantially adversely affected by a single investment.  Private 
fund investments are less transparent than public investments and private fund investors are afforded less regulatory protections than 
investors in registered public securities.

> Private fund investors are subject to periodic capital calls. Failure to make required capital contributions when due will cause severe 
consequences to the investor, including possible forfeiture of all investments in the fund made to date.

> As always, past performance is not indicative of future results.

Investment products are not FDIC insured, are not Bank Guarantee and may lose value.

Placement services offered through AMG Distributors, Inc. Member FINRA, SIPC

This document is intended to provide interested persons with insight on private equity and is not intended to promote any manager or 
firm, nor does it intend to advertise their performance.  Information in this report is not intended to address the needs of any particular 
investor.  

Copyright © Pantheon 2014. All rights reserved.
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