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Why Private Equity?

I
f the stock market could tell its story for the last ten years (through the end 

of 2015), it would probably look something like a tennis match, with the 2008 

financial crisis and its aftershocks on one side of the net and Quantitative 

Easing and other stimulative central bank measures on the other. Through 

all the back and forth, private equity handily outperformed major private and 

public indices. It also bested most of these indices in the boom years of the 

previous decade (starting at the end of 1995). 

In the two very different 10-year periods through YE 2015, Private 
Equity a clear winner

What is the portfolio impact of including private equity?

PE’s outperformance is interesting in a vacuum, but potential portfolio impact 

is more relevant to the investor experience. Let’s compare two illustrative 

examples and start even further back, in 1990, in order to give a sense of what 

a long-term commitment to private equity would have achieved: 
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1995 - 2005 2005 - 2015

Annualized returns calculated from December 31, 1995 to December 31, 2005 and from December 31, 2005 to December 31, 2015, respectively. Sources: For Barclays US 

Aggregate Bond TR USD, Morningstar. For  S&P 500: Yahoo Finance. For Private Equity, Venture Capital and Real Estate indices, Cambridge Associates. About Cambridge 

indices:  The Cambridge Associates LLC U.S. Private Equity Index® is a horizon calculation based on data compiled from 1,251 U.S. private equity funds (buyout, growth 

equity, private equity energy and mezzanine funds), including fully liquidated partnerships, formed between 1986 and 2015. The Cambridge Associates LLC U.S. Venture 

Capital Index® is an end-to-end calculation based on data compiled from 1,569 U.S. venture capital funds (1,002 early stage, 175 late & expansion stage, 386 multi-stage 

and 6 venture debt funds), including fully liquidated partnerships, formed between 1981 and 2015. The Cambridge Associates LLC Real Estate Index is an end-to-end 

calculation based on data compiled from 815 real estate funds (including opportunistic and valued-added funds) formed between 1986 and 2015. The universe of funds 

included in the CA indices may not represent all available funds and may, as a result, overstate performance of the fund universe. All Cambridge Associates indices shown 

above reflect pooled horizon return, net of fees, expenses, and carried interest. Historic quarterly returns are updated in each year-end report to adjust for changes in the 

index sample.  Past returns are no guarantee of future results. It is not possible to invest directly in an index.

0% 4% 8% 12% 16% 20%

S&P 500

Barclays
Aggregate

CA Real Estate
Index

CA Venture
Capital Index

CA Private
Equity Index

S&P 500

Barclays
Aggregate

CA Real Estate
Index

CA Venture
Capital Index

CA Private
Equity Index

0% 2% 4% 6% 8% 10% 12%



2Artivest | Why Private Equity?

Investor A invests his portfolio traditionally (60% stocks/40% bonds) on 

December 31, 1990. 

Investor B reduces the stock and bond allocations of a 60/40 portfolio 

proportionally to carve out 15%, which she invests in a private equity program 

that consists of the whole private equity fund universe. (Note that the PE 

universe can’t actually be indexed — this is theoretical.) Below, we compare 

her investment results with Investor A’s.

The Private Equity Mystique

Private equity’s persistent outperformance over public markets has been the 

subject of multiple studies from which some consistent themes have emerged. 

A significant portion of private equity’s return —  at least half according to 

consultant EY —  is attributable to improvements that fund managers make to 

portfolio companies after acquiring them. These changes can include adjusting 

the company’s capital structure and creating financial incentives for company 

management (“financial engineering”), controlling the company’s board 

(“governance engineering”) and improving the actual nuts and bolts of how 

the company is run (“operational engineering”).1,2 Unlike their counterparts 

at mutual funds, PE managers typically have the requisite ownership stake in 
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Private Equity Impact on Portfolio Return (1990 - 2015)

110 bps
Return enhancement (annualized)

Relative to Investor A’s

29.12%
Cumulative return enhancement over  

25-year period

+$1.718M
to year-end 2015 value of $1M initial 

investment

-27 bps
Annual portfolio risk reduction (change 

to annualized standard deviation)

Investor B
15% PE

Investor A
60/40 (no PE)

Performance and risk results for Investors A and B calculated using quarterly returns of S&P 500 Index, Barclays US Aggregate Bond Index and Cambridge Associates 

LLC U.S. Private Equity Index®. Consistent with Cambridge Associates’s approach, the private equity returns in Investor B's portfolio do not reflect the performance of the 

funds eliminated from the index. Including the performance of such funds would have resulted in a lower return.Past returns are no guarantee of future results. It is not 

possible to invest directly in an index.
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and status at portfolio companies to effect significant change, a different role 

from the more limited mutual fund framework of identifying and purchasing 

shares of undervalued companies in the hope of capital appreciation. 

Another part of the outperformance consists of an illiquidity premium, or 

compensation for the illiquidity of the asset class. Much like a bank needs to 

pay a higher interest rate on Certificates of Deposit than for assets in checking 

accounts, the returns generated by private equity funds need to exceed those 

available from marketable securities in order to make the sacrifice of liquidity 

worthwhile. Investors should weigh their individual need for cash flow and 

neither undervalue liquidity (i.e. invest more heavily in illiquids than makes 

them comfortable) nor overvalue it (prize liquidity for its own sake despite 

more than adequate cash flow from income or other assets). Advisors can help 

investors find the right balance.

Manager Selection Alpha

The long-term capital afforded by private equity funds’ structure gives fund 

managers the freedom to create value, making a tangible, situation-specific 

contribution to each investment. 

The value-add can begin before 

an investment is even made. Top 

private fund managers often utilize 

deep industry relationships to attain 

critical information about prospective 

portfolio companies during diligence. 

As a result of these idiosyncratic 

“value levers,” there is a significant 

performance gap between the top-

returning funds and the median, 

making manager selection a potential 

source of alpha in private equity 

investing.

Since timing is important in investing 

and since PE funds have a finite 

life, we believe the most illustrative 

% of PE vintage years where upper 
quartile outperforms median fund by...

100 - 500 bps 

35%

>1000 bps 

24%

500 - 1000 bps 

41%

Upper quartile funds often outperform 
median fund by 500 bps or more

For vintages 1986 to 2014. Source for Median and Upper Quartile private 

equity returns: Cambridge Associates.  Based on data compiled from 

1,239 U.S. private equity funds (buyout, growth equity, private equity 

energy and mezzanine funds), including fully liquidated partnerships, 

formed between 1986 and 2014. Internal rates of return are net of fees, 

expenses and carried interest. CA research shows that most funds take at 

least six years to settle into their final quartile ranking, and previous to 

this settling they typically rank in 2-3 other quartiles; therefore fund or 

benchmark performance metrics from more recent vintage years may be 

less meaningful.
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framework for measuring potential manager selection alpha is comparing each 

fund to others in its “vintage,” or the year it initiates investing. Each vintage’s 

funds are ranked by annualized return and separated into performance 

quartiles. Between 1986 (the initiation of the Cambridge Associates LLC U.S. 

Private Equity Index®) and 2014 (arguably the latest mature vintage), the worst 

 — performing fund in the top quartile outperformed the median fund by 500 

basis points or more in nearly two thirds of vintages. 

People, Process, Philosophy

While no one possesses a crystal ball in private fund investing, there are 

determinants of outperformance (and underperformance) that manager 

selection professionals are trained to identify. When vetting a fund, it is 

important, for example, to determine that the people responsible for past 

successes are still at the helm. Pipeline review and a deal sourcing discussion 

are also key. A fund’s investor relations professionals are trained to promote 

the fertility of the fund’s opportunity set and the strength of its “deal flow,” 

or access to attractive transactions. Analysts can assess the veracity of these 

claims by examining the fund’s deal pipeline, looking at prospective deals and 

at investments that the team has opted to pass up. This is a great way to see 

the team’s investment and risk management processes in action and make a 

determination as to their sustainability and potential repeatability. 

Strong performance of past vintages, rather than a promise of more good 

things to come, should be considered a launching point for a deeper look at a 

prospective fund investment. The objective of any manager selection process 

is not to find the single manager that is destined to deliver the strongest 

returns. Rather, advisors are charged with constructing a quality private 

equity portfolio that is diversified by vintage year, manager and sub-asset 

class. Private equity defines an incredibly diverse array of opportunities, 

from buyout (acquiring companies for later sale) to real estate, infrastructure, 

venture, distressed investing and beyond. Particularly in light of low fixed 

income yields and volatile public equity markets, private equity represents an 

alternative reality well worth pursuing. 
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Sources:

1. Harvard Business School. “What do Private Equity Firms Say they Do?” Paul Gompers Steven 
N. Kaplan Vladimir Mukharlyamov. 2015

2. “How do private equity investors create value?” EY. 2014

General Investment Related Disclosures:

This research report provides general information only. The comments provided herein 
are a general market overview and do not constitute investment advice, are not predictive 
of any future market performance, and do not constitute an offer or sale or any form of 
general solicitation or general advertising of interests in any fund or investment vehicle 
(“Fund”) managed directly or indirectly by Artivest Holdings, Inc. Any such offer will 
only be made in compliance with applicable state and federal securities laws pursuant 
to an offering memorandum and related offering documents which will be provided to 
qualified prospective investors upon request. Similarly, this information is not intended 
to provide specific advice, recommendations, or projected returns.

It is important to note that all investments are subject to risks that affect their performance in 
different market cycles. There are significant differences between public and private equities, 
which include but are not limited to, the fact that public equities have a lower barrier to entry 
than private equities. There is also greater access to information about public companies. Private 
equities typically have a longer time horizon than public equities before profits, if any, are 
realized. Public equities provide greater liquidity whereas private equities are considered highly 
illiquid. The analyses herein are based on numerous assumptions and past market conditions. 
Different benchmarks, market conditions and other assumptions could result in materially 
different outcomes.

Neither the information nor any opinion expressed constitutes an offer or an invitation to make 
an offer, to buy or sell any securities or other financial instrument or any derivative related to 
such securities or instruments (e.g., options, futures, warrants, and contracts for differences). 
This report is not intended to provide personal investment advice and it does not take into 
account the specific investment objectives, financial situation and the particular needs of any 
specific person. Investors should seek financial advice regarding the appropriateness of investing 
in financial instruments and implementing investment strategies discussed or recommended 
in this report and should understand that statements regarding future prospects may not be 
realized.

This research report is prepared for the use of persons who have accepted the Artivest “Terms 
of Use” and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any 
form or manner, without the express written consent of Artivest Holdings, Inc or its affiliates 
(“Artivest”). Any unauthorized use or disclosure is prohibited. Receipt and review of this 
research report constitutes your agreement not to redistribute, retransmit, or disclose to others 
the contents, opinions, conclusion, or information contained in this report without first obtaining 
expressed permission from an authorized officer of Artivest. These materials are based on public 
information.

The information herein was obtained from various sources and we do not guarantee its accuracy. 
This report may contain links to third-party websites. Artivest is not responsible for the content 
of any third-party website or any linked content contained in a third-party website. Content 
contained on such third-party websites is not part of this report and is not incorporated by 
reference into this report. The inclusion of a link in this report does not imply any endorsement 
by or any affiliation with Artivest. Access to any third-party website is at your own risk, and you 
should always review the terms and privacy policies at third-party websites before submitting 
any personal information to them. Artivest is not responsible for such terms and privacy policies 
and expressly disclaims any liability for them.

Neither Artivest nor any officer or employee of Artivest accepts any liability whatsoever for 
any direct, indirect or consequential damages or losses arising from any use of this report or its 
contents.
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