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PR EFACE :  PR I VATE  C A PITA L  101

The focus of this book is on long- term, risky, and illiquid investments. 
These may involve the provision of funds to individual projects, from de-
veloping a new drug to building a highway, but often such investments 
are also in companies, whether a Minneapolis- based provider of micro-
organisms for clinical tests or a Hong Kong– based satellite communica-
tions specialist.

The growing and thoughtful debate on long- term investments has been 
focused on ideas: Is the world running out of good ideas? Why have com-
panies found it seemingly harder to become more productive? Our 
agenda is to make progress in a different but essential direction: how to 
make sure that when good ideas arise, they are funded and nurtured by pa-
tient capital. Building on recent academic research, our own work, and 
many discussions with investors, this book outlines the key challenges 
facing long- term investments and suggests ways to address them. Before 
diving into the details, however, a few brief definitions are in order.

Throughout the book we often use the term private equity. Over the 
past several decades, private equity has been the primary way in which 
longer- term illiquid investments have been made. In the traditional struc-
ture of private equity, the money is raised and allocated through funds 
managed by specialized intermediaries known as general partners, or 
GPs, such as Sequoia Capital or the Blackstone Group. Some of these 
groups focus on start- ups— a style of investment known as venture 
capital— while others focus on mature firms undergoing transformations 
(buyouts). Yet another group focuses on firms that are in between, which 
are often already profitable but need capital and advice (growth equity). 
The sourcing of the deals, due diligence process, valuations, and sources 
of value creation following the investment are substantially different in 
these three segments of the private equity industry.
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X •  PREFACE

General partners raise funds from investors, which may be families, 
insurers, pensions, university endowments, or long- term pools that gov-
ernments set aside, known as sovereign wealth funds. The capital providers 
are collectively referred to as limited partners, or LPs, and the funds are 
known as limited partnerships. The funds typically have an eight-  to ten- 
year life span, sometimes with extensions.

Private equity investors typically manage several funds at one time, 
with various degrees of remaining maturity and sometimes with differ-
ent areas of focus. But for a large part of the industry’s history, private 
equity investors typically did just what their name promised: they in-
vested in privately held equity (as opposed to debt). For venture capital 
and growth equity, the investments were typically made in the form of 
complex preferred shares. For growth equity and buyouts, investors often 
used, in addition to their equity, debt borrowed from banks and other 
investors (together referred to as leverage). After the investment, the gen-
eral partners would hold the entity for five years or so, typically guiding 
its progress through one or more board seats. Once the investments were 
sold— whether to a corporate buyer (in what is known as a trade sale), 
an IPO (initial public offering) of publicly traded shares on a stock market, 
or even to another private equity group— the fund was wound down.

In exchange for their services, the general partners received a “man-
agement fee,” an annual payment often in the range of 1.5%– 2% of the total 
amount of funds raised (also known as committed capital), as well as a 20% 
share of the ultimate profits (carried interest) and sometimes additional 
“transaction fees.” But this model in recent years has begun to undergo 
change, with funds having longer lives, new structures, and including new 
types of investments.

This book draws on lessons from the past to make suggestions for the 
future. So we consider not only traditional fund models, as described 
above, but other ways to pursue concentrated and illiquid investments 
in risky projects. That said, in the interest of space we shy away from the 
challenges facing investors in publicly traded securities or those pursuing 
investment strategies with shorter horizons, such as the ones hedge funds 
and activist investors employ.

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



PRIVATE CAPITAL 101 •  XI

As we move through the chapters, we introduce several advanced con-
cepts concerning long- term investors and private equity. These include 
asset allocation, performance measurement, compensation, governance 
structures within institutional investors, the incentives (or “agency”) 
problems introduced by the fund structures, and so on. While this book 
is not intended as a textbook on the private equity industry, we explain 
the relevant concepts as we bring them up. We ultimately hope this book 
will be engaging to not only the industry participants but, more broadly, 
people who are interested in innovative ideas and how to bring them 
to life.
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CH A P TE R  1

The Need for Investing Long- Term

Long- term investing has never been more important than today. Many 
of society’s most intractable problems— from addressing the environ-
mental ills of the planet, to revitalizing decaying infrastructure in devel-
oped and developing nations alike, to ensuring national security, to the 
hunger for innovation to stimulate economic growth— resist easy solu-
tions. Rather, they can only be addressed with the thoughtful applica-
tion of time and money.

Moreover, it is increasingly clear that the “investor” who has tradition-
ally stepped up to address many of these problems— the government—
is unwilling or unable to do so in much of the world. In Europe, many 
ambitious efforts have been pared back or have proved ineffective. Con-
sider Spain, for instance. Its landscape is littered with “ghost airports” 
whose construction was funded by the European Union and the national 
government, despite the absence of demand for them.1 Some of these 
airports failed to attract a single commercial flight in the first few years 
after their construction.2 Meanwhile, the nation’s efforts to encourage 
alternative energy have been a victim of inconsistent policies. Numerous 
Spanish renewable energy companies teeter on the edge of bankruptcy, 
a consequence of the government’s abrupt shift from the promise of 
extended generous subsidies to a “solar tax” and draconian regulation.3

In the United States, the ideology of small government appears to be 
resulting in a reduced role of public investment in areas such as environ-
ment technology and innovation more generally. Even in areas targeted 
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by the current administration, such as President Trump’s much-hyped 
infrastructure plan, prospects are uncertain and the government antici-
pates playing a limited leadership role: the program seems to depend 
critically on private sector spending. And in defense research, since 9/11 
the trend appears to have favored short- run projects with well- defined 
end points, rather than the kind of expansive projects that characterized 
earlier decades and led to computing and communications 
breakthroughs.4

If the long- run needs are to be addressed, it seems clear that another 
set of actors will need to take the lead. Those best positioned to address 
them are likely to be the pools of capital in the hands of pensions, insur-
ers, sovereign wealth funds, endowments, and families. These organiza-
tions are given the responsibility of holding capital for many years, or even 
forever, in the case of universities and families.

In addition to their long time frames, these institutions command 
enormous sums of money. The Organization for Economic Coopera-
tion and Development (OECD) estimates that pensions in the nations 
under their purview alone held over $35 trillion in assets in 2015. They 
also estimate that the life insurers in the same countries had close to $15 
trillion in assets in 2015.5 As we seek to estimate the amount of investible 
assets held by sovereign wealth funds, endowments, and family offices, 
the task becomes progressively harder, but these run into trillions of 
dollars.6

The hunger of these parties— which we henceforth refer to as 
investors— for opportunities to invest long- term is greater than ever. Pub-
lic pensions and social insurance programs are facing huge shortfalls, 
which are unlikely to be made up with traditional stocks and bonds. For 
example, Moody’s estimates that US federal, state, and local pensions had 
a shortfall of $7 trillion in 2017 (not including the “big kahuna” of $13 tril-
lion of unfunded social security obligations).7 The same report suggests 
that the situation was little better in many other nations. Similarly, sov-
ereign wealth funds are being rapidly depleted in many nations as gov-
ernments spend their resources faster than they can garner returns, in 
hopes of avoiding crippling recessions and social unrest.
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In this era of depleted resources, generating attractive returns is a pri-
ority. But the challenge of doing so with traditional assets in an environ-
ment where stocks worldwide are anticipated to be modest performers 
over the coming years8 and interest rates are slowly being ratcheted up-
ward is substantial. As a result, in the past two decades investors have 
been increasingly lured to approaches such as the Yale model or the Ca-
nadian model, in which long- term assets such as private equity and real 
estate play an essential role. For instance, Yale— for many years a poster 
child for this kind of approach— over the past two decades (through the 
end of the 2016 fiscal year) earned only 5% annually from its bond hold-
ings and a more attractive 12% annually from its domestic equities, but 
14% and 16%, respectively, from private equity and real assets, such as 
timber and farmland. Meanwhile, Yale has earned an almost unbeliev-
able 77% annual return from its venture capital investments over the last 
two decades; by way of perspective, had someone invested a thousand 
dollars and gotten such a return over twenty years, it would have grown 
to $91 million!9 To be clear, that is only true if one can continuously 
reinvest all cash flows at the 77% rate of return.

Intuitively, the appeal of investing in the long term is clear. History is 
full of examples of savvy investors who went “against the grain” and en-
joyed fabulous returns as a result. John D. Rockefeller Jr.’s investments 
in Tokyo real estate beginning in 1946, Warren Buffett’s investments after 
the purchase of Berkshire Hathaway in 1965, and Charlie Lea’s decision 
to support Federal Express through a half dozen rounds of disappoint-
ments and earnings shortfalls have been justly celebrated.

So investors are looking beyond traditional stocks and bonds, in the 
hope of garnering more attractive returns by turning to stickier, longer- 
term investments. The Wall Street Journal estimates that the amount raised 
in US private markets, including private placements of debt and equity 
directly to investors, totaled $2.4 trillion in 2017, more than the $2.1 tril-
lion raised in public markets.10 Even if investors wanted to stick to pub-
lic markets, the supply of firms has shrunk, at least in the United States. 
Craig Doidge, Andrew Karolyi, and René Stulz document that the num-
ber of domestic exchange- listed firms has fallen by about one- half over 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



4 • CHAPTER 1

the last two decades.11 (In the rest of the world, the number of new 
listings continued to grow until recently, when the number appeared to 
level off.) Instead, investments in categories as diverse as young and re-
structuring ventures, highways and bridges, farmland, and wind farms 
have come into favor. In an ideal world, these disciplined investors would 
fill the capital gaps, simultaneously generating attractive financial returns 
and addressing social needs.

Yet in many cases, despite these substantial needs, investments in these 
areas have been problematic at best, plagued by distortions of many types. 
Far too often investors have taken a “quick and dirty” approach to com-
plex investments, and then been surprised when this approach did not 
work. The result has been a lot of wasted money and little real progress.

A dramatic example is the notorious “cleantech bubble.”12 In the years 
between 2008 and 2011, venture capitalists— newly awakened to the 
potential risks of global warming— plowed over $15 billion in firms 
working on areas such as solar, wind, and biofuels. In many cases, the 
investors, in their hurry to deploy capital into the next big thing, funded 
technologies that technologists had been unsuccessfully struggling with 
for decades. In others, such as the notorious Solyndra, inexperienced 
management, flush with cash from governmental and private inves-
tors, made a series of mistakes reflecting their lack of understanding of 
the market and the nature of the competition. Bad luck played a role as 
well, particularly the rapid fall in the price of natural gas as fracking spread 
like wildfire in the United States, the decline in government subsidies 
for cleantech firms after some well- publicized failures, and the financial 
pressures brought about by the Great Recession.

Within a few years, it was clear that these investments were struggling, 
and the enthusiasm for all things cleantech began to wane considerably 
in the venture community. Before long, social media and its myriad ap-
plications had emerged as the new next big thing for these investors. As 
a result, early- stage funding of cleantech firms fell from $1.4 billion in 2011 
to about $100 million in 2014. While some qualified successes may have 
come out of this investment boom— the emergence of Tesla and the 
electric car industry would be one case— it is hard not to feel that this 
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THE NEED FOR INVESTING LONG- TERM • 5

was an expensive and largely unsuccessful effort to address extremely 
complex issues that was abandoned when some seemingly appealing but 
naive initial approaches did not work out.

As a result of this and many other disappointments with their long- 
term investments, investors are increasingly seeking out fresh approaches 
to investing long- term. To cite three recent examples:

• In 2017, the then chief investment officer of the largest US public 
pension, Theodore Eliopoulos of the California Public Employees 
Retirement System (CalPERS), urged the $323 billion pension to 
begin a direct private investment program. This initiative would take 
a stake in privately held companies in areas such as life sciences, 
rather than investing through funds. In this way, CalPERS could 
help reduce the $800 million it paid in fees to private equity manag-
ers in the prior year, as well as holding the investments for more 
extended periods. Questions were raised as to whether the pension 
could pay the staff of this effort enough to attract top talent, even if 
they segregated the direct investment staff in a separate legal entity.13 
At the end of that year, the pension instead requested bids from 
major financial institutions to serve as a strategic partner for its 
private equity program.

• The Public Investment Fund, one of several sovereign wealth funds 
owned by the Kingdom of Saudi Arabia, made two massive commit-
ments to new private funds. While the PIF has existed for decades as 
a slow- moving holding company, in recent years it has been given a 
huge influx of public funds, with the promise of more to follow from 
the proceeds of the proposed Saudi Aramco privatization. Yet even 
by the standards of its often free- spending sovereign wealth fund 
peers, its actions have been striking. In the first move, it committed 
up to $45 billion to the Softbank Vision Fund. The Softbank fund, 
which had come very close to reaching its $100 billion goal in early 
2018, was thirty times larger than any other venture fund ever raised, 
and ten times the largest technology- focused buyout fund. In the 
second move, it tentatively committed to provide half of Blackstone’s 
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proposed $40 billion infrastructure fund. The proposed fund was 
twice as large as any that Blackstone had raised before. The move 
was particularly striking in light of Blackstone’s decision to abandon 
raising a $2 billion infrastructure fund in 2011 (though of course in a 
very different political climate). But as the Financial Times reported, 
the inexperience and governance structure of the Saudi fund raised 
concerns about the wisdom of this course both within and outside 
the Kingdom.14

• The investment office of a wealthy Asian family (whose name we 
cannot disclose) was ripped by dissension, as the professional 
investors complained about the casual approach taken by the family 
patriarch. In particular, the staff felt that the chair of the family 
office— the grandson of the founder who had sold his retail business 
to a global conglomerate for several billion dollars— was taking a far 
too undisciplined approach to investing in projects and companies. 
Their data suggested that the track record of the family’s investments 
over the past decade had been quite mixed. In turn, the patriarch 
argued that the family office staff was seeking to constrain his ability 
to respond quickly and flexibly to the opportunities that his global 
network were presenting to them.

These three episodes illustrate some of the critical land mines that 
long- run investment programs face. However desirable from an abstract 
perspective, the success of these programs in execution has been repeat-
edly hindered by the same issues. Thus, we are not great fans of investors 
simply diving into the pool of long- run investing, as so many are today. 
Indeed, the pursuit of long- term investments is no longer a focus of just 
the largest institutions: our work shows that, between 2008 and 2017, all 
pension funds aggressively expanded into alternative investments; a pat-
tern that holds for funds of all sizes, including those with only $50 mil-
lion in assets under management.15 There is an urgency to think carefully 
about the major pitfalls that others have encountered and to strategize 
about how they will overcome them. These barriers are not impossible 
to overcome— we will highlight numerous successful examples— but 
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THE NEED FOR INVESTING LONG- TERM • 7

without proper attention, they are certain to appear. The goal of this 
book is to identify these pitfalls and to propose actionable solutions to 
avoid them.

WHAT IS LONG- TERM INVESTING  
AND WHY IS IT NEEDED?

A natural starting question is, What exactly is long- term investing? In 
many discussions, the definition is left quite vague, reminiscent of US 
Supreme Court Justice Potter Stewart’s memorable delineation of ob-
scenity (“I know it when I see it”16). For instance, the World Economic 
Forum defines long- term investing as “investing with the expectation of 
holding an asset for an indefinite period of time by an investor with the 
capability to do so”17; while the Focusing Capital on the Long Term Proj-
ect, an august body of industry elders, defines long- term investing as “a 
multiyear time horizon for value creation.”18 Both definitions seem close 
to tautological.

For our purposes, we take a more prosaic definition of long- term in-
vesting: investments with typical holding periods exceeding five years 
that, in recent decades, have been typically pursued in private partner-
ships. This categorization includes investments in cutting- edge tech-
nologies, fast- growing private firms hungry for capital and more mature 
restructuring ones, infrastructure projects, and more esoteric catego-
ries, such as farmland and water. As we already indicated, main investors 
that primarily do long- term investing (whether directly or through in-
termediaries) include private and public pension funds, family offices, 
endowments, insurance companies, and sovereign wealth funds.

Meanwhile, short- term investing involves liquid assets that can be 
readily bought and sold, such as stocks and bonds. While few people 
boast about being short- term investors, there are a lot of them! The World 
Bank calculates (based on statistics from the World Federation of Ex-
changes) that the mean holding period of a stock has dropped from over 
five years in 1975 to under eight months in 2016; worldwide over a simi-
lar period, the decline has been from about four years to nine months.19 
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Our focus on long- term investing should not obscure the fact that short- 
term investing conveys important benefits as well, providing liquidity 
to capital markets.

In fact, the shortening of public equity holding periods may beg the 
question, Why do we need long- term investors at all? If a series of short- 
term investors each makes the decisions that maximize the value of the 
company they hold, wouldn’t we get to the right place, despite the mul-
tiplicity of owners? In other words, how can patient capital create value?

One answer is that assessing potentially innovative new products and 
services can be very hard. What appears to be a disastrous misstep in the 
short run can ultimately turn out to be an overwhelming success in the 
long term. This can be illustrated by considering some of the most revo-
lutionary product introductions of the last half century. Apple’s initial 
foray into mobile devices, the iPod, sharply undersold estimates after its 
2001 release in the face of critical skepticism.20 (Wired suggested that the 
name might be an abbreviation for “I Prefer Other Devices” or “I’d Pre-
fer Owning Discs,” while the New York Times snarked that “‘Breakthrough 
digital device’ might be pushing it.”21) As sales lagged projections, the 
company’s share price fell by 25%. Rather than reversing course, the board 
supported Steve Jobs. And by the time Apple stopped breaking out iPod 
sales in 2014, the firm had sold 390 million of these devices.22 The Boe-
ing 747 and IBM 360 are similar examples of products that ultimately 
proved to be wildly successful— and to have much broader societal im-
plications, at least mostly for the better— despite delays, cost overruns, 
and extensive criticism by stock analysts.23 And these same issues also 
face organizations that are simply trying to adopt technologies developed 
elsewhere.

The intuition behind these observations is formalized in a line of work 
on the myopic behavior of public markets started by Jeremy Stein.24 
While Apple, Boeing, and IBM may have had the deep pockets to ignore 
the suspects and finance their “troubled” projects, these may be more the 
exception than the rule. Stein depicts a world where the market rewards 
firms for having higher earnings, anticipating that more profits today pres-
ages even more next year. Managers, knowing this, feel compelled to 
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boost today’s earnings, even if it means not funding long- run projects that 
will ultimately create value. He argues that even though the investors 
know that the managers are doing this (and consequentially, the inves-
tors discount the price of the company’s shares), managers continue this 
behavior because all the other managers are doing the same thing. Thus, 
the managers are trapped in what economists call a “prisoner’s dilemma,” 
referring to a setting where two inmates inform on each other, even if they 
would be better off staying mum. In a similar vein, firms may cut long- 
run expenses to impress the market, even though the world would be 
better off had they collectively decided not to do so.

While Jeremy wrote this model in the 1980s, its depiction of the world 
is even truer today, given the proliferation of activist hedge fund inves-
tors such as Bill Ackman and Dan Loeb, who have successfully agitated 
for cost- cutting and restructurings at many “underperforming” firms. The 
academic finance literature has argued that in many cases interventions 
by hedge funds have boosted shareholder value and long- term firm per-
formance.25 But it is hard not to be suspicious that in some instances 
the single- minded focus of these activists on returning cash to investors 
leads to detrimental outcomes.

Private patient markets may have powerful advantages in this setting. 
In today’s world with its emphasis on big data and continuous measure-
ment, we might be inclined to think that the feedback provided by the 
public markets would always be a good thing. But practitioners frequently 
argue the very fact that the investment is privately held can insulate man-
agement from the pressures to “do the wrong thing” to please the mar-
kets. Outside of the public spotlight, it can be easier to undertake the 
riskier product development plan, the painful restructuring, or the sub-
stantial but slow- to- bear- fruit investment.

These claims about the virtues of private markets are intriguing but 
hard to prove. For the decision to go public is not a random or casual one. 
Firms that go public are disproportionately the more successful and 
promising ones. Shai Bernstein illustrates some of the virtues of private 
markets in an ingenious way: by comparing post- IPO behavior of com-
panies that go public with companies that filed to go public but were 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



10 •  CHAPTER 1

unable to complete the offering because the stock market fell in the months 
after their filing.26 (Because the market for new offerings is so fickle, an 
extended downturn may make it next to impossible to go public.) The 
companies that go public experience a relative decline in the quality of new 
ideas being generated by the firm. In this case the shortfall appears to result 
from the facts that many of the key inventors depart the firms (doubtless 
to other start- ups) and those who remain become less productive (pre-
sumably distracted by the joys of their newly acquired wealth).

Not only may public markets push managers to do the wrong thing, 
but they may not be very effective at providing oversight in the first place. 
In many cases, it is very hard for investors to discern what private infor-
mation and incentives the entrepreneurs and their cronies may have. For 
instance, when a firm raises equity from outside investors, the managers 
have an incentive to engage in wasteful expenditures (e.g., lavish offices) 
because they may benefit disproportionately without bearing the entire 
cost.27 In the context of long- term investing, entrepreneurs might invest 
in strategies, research, or projects that have high personal returns but low 
expected monetary payoffs to shareholders. As an example, consider a 
biotechnology company founder who chooses to invest in a certain type 
of research that brings him great recognition in the scientific community 
but provides little return for the investors. Consistent with this observa-
tion, Ilan Guedj and David Scharfstein have shown that the success rate 
of the pivotal clinical trials involving cancer drugs for cash- rich, young 
biotech firms is only 3%, as opposed to 35% for pharmaceutical compa-
nies.28 They suggest that in many cases the managers proceed despite 
clear indications of problems, eager to hold on to the role of CEO for as 
long as possible.

If entrepreneurs and investors could write detailed contracts cover-
ing every contingency, these problems might be avoided, but this is im-
practical. Even if the investors strongly suspect the entrepreneur has 
followed a certain action that was counter to their original agreement, 
they cannot prove it in a court of law. As a result, investors often shy away 
from these situations, making patient capital hard to find.
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We have highlighted two things that can go wrong with public market 
investing: the market may push the manager to be too short- term, and 
managers may promote their own agenda at the expense of the investors. 
A third difficulty is more prosaic. There may be misjudgments of the size 
of the opportunities. The difficulty of discerning which projects will be 
winners in the long run is not just confined to stock market analysts or 
the general public. Even those who specialize in investing in such proj-
ects can struggle to discern their potential. An example of the difficulty of 
determining long- term value is demonstrated in the context of Bessemer 
Venture Partners, a top- tier venture capital firm that has made its reputa-
tion investing in young firms. On its website, the organization has a long 
list of failures: terrific companies that it failed to invest in, and why. (Of 
course, Bessemer has also chosen many winners, or else it would not be 
around to put such a list together!) For instance, the organization reveals 
it declined the opportunity to invest in eBay when it was first founded 
because the investors could not see the value in a platform for trading 
comic books and Pez dispensers.29

Making this point more systematically, our colleagues Bill Kerr, 
Ramana Nanda, and Matt Rhodes- Kropf examined the ultimate invest-
ment outcomes of a single large and successful venture capital group. 30 
This firm routinely asks its team to score the deals that it undertakes at the 
deal closing. The striking finding that emerges from over a decade of 
transactions is that the initial ratings of the deals that ultimately turned 
out to be superwinners, moderate successes, and outright failures were 
essentially identical.

These three challenges— the pressure for short- run performance, the 
need to oversee managers, and the difficulty of determining which op-
portunities are greatest— suggests a role for a different type of strategy 
than investing short- term. Long- term investors who are actively involved 
in managing an investment may be able to contribute a lot of value. Al-
though they cannot predict up front whether the venture is going to be 
successful, they can work really closely with the companies and projects 
in which they have a stake. Ideally, long- run investors may be able to steer 
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the investments in the right direction as well as limit the kinds of distor-
tions discussed above.

In an increasing number of cases, as already suggested, long- term in-
vestors have adopted private investment partnerships as their vehicles 
of choice. These partnership investors employ tools— the screening of 
investments, the sophisticated transaction structures, the staging of in-
vestments, and the provision of oversight and informal coaching— that 
help ensure project success. If things are going poorly and cannot be al-
tered, they may sometimes cut off funding to avoid throwing good 
money after bad. In addition, private equity firms’ high- powered com-
pensation schemes give these investors incentives to monitor companies 
more closely, because individual compensation is closely linked to the 
firms’ returns.

Of course, long- run investing and private partnerships are not synony-
mous. Berkshire Hathaway, for instance, has made a series of highly 
successful acquisitions out of a public fund structure. TIAA, which man-
ages pensions for academic and medical professionals (among others), 
is well known for its active stances regarding the governance of particu-
lar public companies. These activities can have what economists term 
positive externalities: all investors benefit from the increase in value when 
they improve the operations of the firm.31 As has been well documented 
in the finance literature, the active involvement of the investor can help 
improve the outcome of the firms being financed.

But this process is not an easy one, and many organizations do not have 
the skill set or structure to successfully select and oversee investments. 
For instance, banks seem poorly designed to do these tasks. Bankers often 
do not have the necessary skills to evaluate projects with few tangible as-
sets and significant uncertainty, or to provide intense monitoring after 
the capital goes in. They are also often severely limited in their ability to 
take risks. Moreover, banks (as well as corporations) have found it dif-
ficult to replicate the compensation schemes of private partnerships. Or-
ganizations without high- powered incentives have found it difficult to 
retain personnel once the investors have developed a performance record 
that enables them to raise a fund of their own.32 So even in countries 
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where the financial sector is centered on the banking system, such as 
Germany and Japan, policymakers today are seeking to encourage the 
development of a private capital industry to ensure more adequate 
financing for risky entrepreneurial projects.

At least in theory, the willingness to take on investing long- term— 
and the consequent need to assess opaque projects, provide oversight, 
and face the danger of not being able to readily liquidate investments— 
should be rewarded. If profitable opportunities cannot be funded by 
traditional short- term investors in public markets, we anticipate that 
other ways would be developed to provide them capital. A long body 
of work on financial innovators has highlighted their energy and creativ-
ity in addressing the major financial challenges of the day, whether the 
need for funding sailing ships to travel from Europe to Asia for trade or 
to build the railroad networks of the United States.33 The explosion of 
private capital firms over the last three decades can be understood pre-
cisely as such a response. And indeed, a substantial body of evidence sug-
gests that venture capital– backed firms have greater innovation and 
job creation than their peers,34 while those funded by private equity 
experience increases in product safety, productivity, resiliency in eco-
nomic downturns, and innovation, as well as decreases in workplace 
injuries.35

THE CHALLENGES OF LONG- TERM INVESTING

In theory, therefore, investing for the long term provides important ben-
efits to companies and the economy. These investors allow projects that 
otherwise would not be funded to receive funding; they provide over-
sight and protect companies and projects from the potentially distorting 
pressures of public markets. Moreover, because the investors should be 
rewarded for their willingness to make these investments, the ultimate 
beneficiary groups— whether pensioners, citizens, or students— should 
also benefit. This all sounds terrific!

This begs another question: If it is all so wonderful, why is there a need 
for this book? Of course, it is not so simple and pretty a picture. There 
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is undoubtedly a confluence between a plethora of opportunities crying 
out for long- run investment and the desire on the part of many investors 
for higher- performing investments. But, as the cleantech story earlier sug-
gests, many forays by investors into long- term investing have had lim-
ited success. What accounts for these disappointments, which have 
been more the norm than we might like to believe?

Despite the appeal of long- term investing, and the potential for out-
sized gains, the experience for many investors has been mixed. The re-
turns in aggregate from many classes of alternatives as a whole have barely 
matched the public markets in recent years, not even providing compen-
sation for the greater risks and illiquidity that these investments bring 
along with them. In many cases, investors have approached long- term 
investments in a stop- start pattern, jumping in when markets are hot and 
dropping out when returns decline. And in all too many cases, the man-
agers of the funds doing these investments have done well, even as the 
individuals and institutions providing funding have suffered.

Consider, for instance, the experience of the state of Alabama, which 
has seen a substantial series of reverses in its pension investments, almost 
to the point of being comical, were it not for the state’s desperate need 
for resources.36 For decades, the Retirement Systems of Alabama has 
been under the purview of David Bronner, who had extensive powers to 
invest in assets of any type. Bronner sought to make long- term invest-
ments that ranged from purchasing office towers to buying large equity 
stakes in firms.

So far, so good. But many of these bets ended disastrously: in 2003, 
for instance, he invested $240 million into US Airways, an investment 
that netted eight board seats for the retirement system and the title of 
chairman for Bronner. The company ended up filing for bankruptcy in 
2004. Other forays, such as ones into broadcast media and newspapers 
a few years after, also encountered economic headwinds as digital media 
gained traction. The pension did not hesitate to invest in local projects 
as well, such as the RSA Tower in Mobile and the Robert Trent Jones Golf 
Trail, many of which had questionable economic logic. The return on the 
$200 million investment by state pensions in the golf course was reported 
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to be about 1.5% annually between 2011 and 2014, at a time when public 
equity markets were booming.37

But doubtless the biggest failure was what was supposed to be a $350 
million investment in 2007 into a new railcar facility in Barton, Alabama, 
which promised to create 1,800 jobs.38 Apparently, during the due dili-
gence process, the pension missed the facts that the facility would cost 
almost twice as much to build as the entrepreneur estimated, and that 
the entrepreneur had misrepresented his indebtedness and assets. Ulti-
mately, the project ended up in bankruptcy in 2010 before any railcars 
were produced. The pension took possession of the property and invested 
another $275 million to complete it.

The ultimate losses of the investment are hard to compute. The pension 
did succeed in leasing the plant to Navistar, which in turn has subleased 
portions of the facility to other firms. But this was hardly an arm’s- length 
deal. Navistar had received substantial investments from the pension to 
encourage it to construct diesel engine facilities elsewhere in the state, 
and as part of the transaction, the local economic development authority 
gave generous subsidies to Navistar based on jobs created at the facil-
ity.39 (The employment thresholds for these payments were subse-
quently revised downward when Navistar did not meet these targets.40) 
The CEO of the company reimbursed $21 million to the state pension 
as part of a deal to avoid criminal prosecution.41 But even Bronner ac-
knowledges that the losses on the project have been in the hundreds of 
millions.42

As a result of these miscues, as well as the more typical challenges of 
overly generous benefit promises to employees, Alabama is critically un-
derfunded. While the pension claims its unfunded liabilities are $16.7 
billion, calculations by Josh Rauh suggest a fairer estimate would be $46.3 
billion (one of the largest discrepancies in percentage terms of any 
state).43 This puts Alabama in the bottom quartile of state pensions both 
in regard to assets over liabilities (about 40%) and in the ratio of state 
pension liabilities to state tax revenue. The Alabama Policy Institute in-
dicates that payments to cover pension shortfalls were already the largest 
expenditure by the state after education in 2015, and projected that they 
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would rise sharply in subsequent years.44 Given the lagging performance 
and shaky finance of Americans’ public pensions, Alabama’s perfor-
mance is akin to finishing at the back of the marathon— painful for the 
participants and painful to watch.

If this was just the experience of one of the fifty states, it might be easy 
to dismiss. But, unfortunately, it is easy to find many others. Kentucky, for 
instance, has gained notoriety for being home to the worst- funded pen-
sion plan in the US.45 The Kentucky Retirement Systems (KRS) un-
funded pension liability was $32.8 billion at the end of the 2016 fiscal year, 
and under more conservative assumptions this number could be as high 
as $84 billion, or about $26,000 for every adult residing in the state.46 The 
perilous state of KRS does not just have problematic implications for state 
employees. The shortfall caused national bond-rating agencies to lower 
Kentucky’s credit rating, making it more expensive for the state to build 
schools, roads, and other public infrastructure projects. Indeed, the pen-
sion obligations were at the heart of the accounting firm Pricewater-
houseCoopers rating of Kentucky as the state with the next- to- worst 
financial position, ahead only of basket case New Jersey.47

How did Kentucky reach this unfortunate condition? A wide variety 
of systemic problems created its funding gap, but long- term investments 
were again a magnet for problematic behavior. For instance, a 2011 inves-
tigation by state auditors revealed $11.6 million in fees paid or commit-
ted to “placement agents” acting as intermediaries between KRS and 
private investment firms that needed help selling their products, a num-
ber of whom were close to the chief investment officer at the time.48 
(Although the US Securities and Exchange Commission (SEC) opened 
an inquiry into the matter, no charges were filed.) To cite one egregious 
consequence of this alleged “pay to play” decision- making, in 2009, KRS 
allocated more than $24 million to Lawrence Penn’s $120 million Camelot 
Acquisitions’ Secondary Opportunities fund. KRS was one of the fund’s 
biggest and earliest investors.49 An SEC investigation subsequently re-
vealed that Penn diverted $9.3 million from the investment vehicle to fuel 
his luxurious lifestyle, buying jewelry, a fancy car, and other lavish 
goods.50
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Nor is this a problem confined to south of the Mason- Dixon Line. 
Similar stories could be repeated in New Jersey, New York, Illinois, Cali-
fornia, and on and on. But beyond these tales of shenanigans, a broader 
lesson is clear: simply undertaking investments in long- run, illiquid as-
sets is not a magic potion for high returns.

Some of the problematic issues can be laid squarely at the feet of the 
families and institutions who ultimately control the funds:

• Inadequate incentive schemes to reward staff members for making 
the right choices for long- term performance;

• Poor processes for selecting investments, based more on the safety 
of a familiar brand name or the fashionable nature of the area rather 
than the nature of the investment, often driven by boards and 
advisers who do not steer in the right direction;

• A lack of tools for measuring their own financial position, whether 
the extent of their need for future capital, the amount of risks they 
are exposed to, or even in some cases how well they are doing and 
the extent of their holdings; and

• A failure to effectively communicate what they are doing to stake-
holders or potential partners, which in turn creates a cascading series 
of difficulties.

Other issues, though, must be laid at the feet of the investors who are 
managing funds seeking to undertake long- run investments:

• Inappropriate incentives that lead to the temptation to increase 
assets under management relentlessly, even if it translates into lower 
returns for the investors managing the funds (albeit not to the fund 
managers themselves).

• The gaming of performance, which makes traditional performance 
metrics— at best, often limited and flawed— even less revealing.

• The exploitation of market power by established private capital 
groups and a lack of coordination among investors who, desperate 
to access an attractively performing fund, bypass many of the 
principles of good governance (ironically, the same governance 
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principles that fund managers insist on in the companies in their 
portfolios)

• In many cases, concentration of power among the founding partners 
and a broader lack of fairness within the partnerships, leading to 
defections and attenuation of investment success over time.

Ultimately, the differing perspectives of capital providers and inves-
tors lead to a paradox. While long- run investors are all about funding 
change, the way in which these funds are organized has been remarkably 
noninnovative, despite the evident problems with the current model.

The issues with the current model of long- term investing are straight-
forward to describe but harder to fix. Because at its heart, patient long- 
run investing is hard and is characterized by infrequent information about 
how well things are going, due to long gestation periods and lack of mar-
ket feedback. It is thus hard to assess risk and reward and, consequen-
tially, to incentivize managers and govern funds.

But as vexing as these problems may seem, their solutions are not 
as remote as may first meet the eye. Around the world, a variety of ap-
proaches have been undertaken to address these concerns. These range 
from time- honored strategies by established family and endowment 
investors, to fresh approaches being taken by institutions newer to long- 
run investing, to new fund architectures being explored by intrepid man-
agers. From these best practices, a set of potential solutions can be 
identified.

ROAD MAP FOR THE BOOK

In this book, we explore this seemingly remote and challenging territory. 
Thus, while we do not hesitate to diagnose problems, much of our atten-
tion is devoted to promising solutions. We argue that the world of insti-
tutional and high- net- worth investors, despite their seeming distance 
from the daily existence of most of humanity, has profound impacts on our 
lives and those of our children. Understanding why investors go wrong, 
and how they can do a better job, is therefore important to all of us.
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After setting the stage in this introduction, in chapters 2 through 4 we 
look at the challenges and opportunities facing the individuals and in-
stitutions who provide the long- term capital.

In chapter 2, we begin with the history of long- term investing. We fea-
ture vignettes that capture some of the key historical moments, beginning 
with the John Maynard Keynes formulation of an investment strategy 
for King’s College at Cambridge, which established many of the prin-
ciples that long- term investors follow to this day. We then fast- forward 
to the pioneering family offices, focusing on the experience of the Rock-
efellers and their movement from opportunistic direct investing to an 
embrace of private capital funds.

We then highlight the diffusion of these ideas. These investment strate-
gies were first adopted with gusto by a small group of families and uni-
versity endowments, who initially operated in obscurity and later to great 
acclaim and interest. These approaches to long- term investing then spread 
to a much broader array of pension funds, sovereign funds, and other 
players. But this process of diffusion also saw evolution, most noticeably 
in the twenty- first century. In particular, while large institutions fre-
quently invested in the same types of funds as the endowments and the 
family offices, they also sought to exploit their size to get more favorable 
economic terms and to build their own direct investment capability.

In chapter 3, we explore the set of problems that afflict these investors. 
We first highlight the fundamental challenges that long- term investing 
poses. It is hard to determine, for instance, whether private capital is 
worth the trouble: not only are the data ambiguous but the main yard-
sticks used to assess performance are flawed. Second, determining which 
individual groups are the top performers, and whether they are likely to 
remain on top in the future, can be extraordinarily hard.

These challenges can be exacerbated by the special status of many long- 
run investors, in particular, the heavy representation of nonprofit or 
public (or quasi- public) institutions. In many cases, these investors have 
been plagued by a lack of resources, insufficient (or inappropriately 
designed) rewards to the investment team, and overconfidence in their 
ability to select investments.
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At the core of these issues lies a challenge of governance of these in-
vestors. Firefighters may have challenging jobs, but the kind of skills and 
training that prepare them to rush into a burning building to save a child 
are not necessarily linked to success on an investment committee over-
seeing the firefighters’ pensions. Similarly, the president of a local bank 
may be vital to the economic life of a small college town, but that indi-
vidual may not be the best person to oversee the school’s endowment. 
Yet many institutions are characterized by inexperienced, politically 
connected, or parochial boards, which can lead to poor choices, confu-
sion about missions, and many other pathologies.

In chapter 4, we explore some of the best practices to address these 
issues. We begin with reforms to the governance of these institutions that 
are long overdue. With structures that end up with dysfunctional over-
sight, it is almost impossible to expect that effective investment decisions 
can be made. We next turn to a seemingly mundane area: measurement. 
In many cases, institutions begin with broken yardsticks, and it is not sur-
prising that the decisions that flow from there are troublesome. We also 
target the sensitive and messy issues associated with reward structures 
to investment team members. The tempting solution is to simply say, “Pay 
more!” But the truth is that compensation at public and quasi- public or-
ganizations is almost surely always going to be constrained. Instead, 
much of the challenge has to be how to design schemes that match tan-
gible rewards with less costly (but often even more valuable) intrinsic 
ones, and making sure that the tasks people are being asked to do line 
up well with the skills the organization can plausibly attract. Finally, we 
emphasize the importance of investors effectively communicating about 
their strategy, both to potential financial partners and stakeholders.

In chapters 5 through 7, we turn to the perspectives of the fund pursu-
ing long- term investing. We begin with a review of the evolution of these 
funds. We highlight the way in which the pursuit of long- run gains— long 
practiced informally— became institutionalized over the course of the 
twentieth century. We also trace how seemingly reasonable features 
became codified over time, and the way in which this introduced distor-
tions into the industry.
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In chapter 5, we turn to the dramatic changes that affected investing 
in the 1980s. A technical ruling by the US Department of Labor in 
1978— little noticed at the time— opened the doors for pension funds 
to undertake alternative investment. This redefinition of the “prudent 
man rule” led to a flood of money into the industry, and profoundly re-
shaped many of the pioneering firms and opened the door to many 
others. By the end of the 1980s, the template for the current industry— 
with megagroups offering families of products and smaller specialists— 
was already taking shape. Each subsequent decade saw greater interest 
and an exacerbation of these trends.

We take a more comprehensive look at the issues afflicting long- run 
investment funds in chapter 6. We explore the inexorable lure of increas-
ing fund size, and how it drives managers to make decisions that may 
boost their own personal bottom line but often not the performance of 
the fund, particularly when it comes to raising new funds. Finally, we look 
within the partnerships and highlight how in many cases problematic 
behavior seeps in here as well, as founders benefit themselves at the 
expense of the next generation and outside investors.

We spend a considerable amount of time on the changing structure 
of the industry in chapter 6, particularly the increasingly dominant role 
of publicly traded funds and the sale of minority interests to outside in-
vestment groups. While these steps can address some of the succession 
and alignment issues identified, they pose their own set of issues. We 
highlight some of the ways that these moves can intensify problems that 
have always been implicit in private capital funds.

Again, we turn to best practices in chapter 7. Looking across a wide 
spectrum of funds, we highlight an array of creative organizations— 
young and old— that are addressing the issues delineated above. We 
also explore why addressing these issues has been seemingly so difficult 
for the industry, and what mechanisms might encourage greater change.

We focus our discussion here on four categories of changes. The first 
of these involves changes to the nature of partnerships. In many senses, 
long- term partnerships are about funding change but are often extremely 
resistant to changing the approach that was enshrined in the early 
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investment partnerships. The ten- year fixed-life partnership may have 
been appropriate for some investments but clearly does not fit others. 
Rethinking fund life, but also the way that funds are pushed to exit in-
vestments in set time frames more generally, is an important question. 
Our second suggestion is closely related: a rethinking of the way in which 
these partnerships are governed. While time and legal constraints limit 
what can be done there, a more active voice on the part of investors in 
these funds, typically called limited partners, or LPs, could be helpful.

Our third suggestion has to do with the way that fund performance 
is measured and reported. The current system, where each organization 
prepares their own numbers in an often inconsistent manner, is rife with 
issues: almost inevitably, groups present the numbers in the way that 
make them look best. Moreover, the common yardsticks used for these 
measures, such as internal rate of return, are themselves deeply flawed. 
Thus, there is a need for rethinking how long- term investments get mea-
sured, as well as who does the measuring: there is an urgent need for an 
independent certifying body to do these calculations.

Finally, we turn to incentives. When we look at the design of these re-
ward schemes, it is clear that these features— originally established to 
ensure proper incentives to maximize value— became at some point 
“weaponized.” Today they are a bargaining chip that swings back and 
forth, depending on whether investors or fund managers are in the driv-
er’s seat. Several reforms, having to do with the ways that investors are 
subsidized for costs incurred and the profits that are split over time, could 
help ensure better alignment.

In chapter 8, we look at the hybridization between investors and fund 
managers that has become commonplace in recent years. Institutional 
investors are increasingly attempting to do their own thing: to invest 
either alongside private capital groups or by themselves. We explore the 
very plausible rationales for such initiatives, as well as the substantial ob-
stacles that they face. We conclude with some suggested best practices 
for groups seeking to invest directly.

In the chapter 9, we end by looking at the future of the industry. Given 
the spotty track record of financial economists in seeing the future— from 
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Irving Fisher’s prediction in October 1929 that “stock prices have reached 
what looks like a permanently high plateau”51 to the blindness of many 
of our colleagues to the imminent arrival of the Global Financial Crisis 
(not to mention the prognosticators, who, like Paul Samuelson’s descrip-
tion of the stock market, “predicted nine of the last five recessions”52)— we 
instead have hedged our bets by laying out four scenarios. We highlight a 
set of changes that we believe are necessary to reach the most optimistic 
outcome.

FINAL THOUGHTS

This chapter has introduced the complex, often mysterious territory that 
our book undertakes to explore: long- term investments. We seek to do 
so in a manner that is distinct from bewildering arrays of reports put out 
by organizations ranging from the World Economic Forum to the Inter-
national Council of Sovereign Wealth Funds, which have previously 
explored these issues. These earlier works can almost universally be char-
acterized as “inside baseball”: written by industry professionals for in-
dustry professionals. Not only do they lack the texture and detail that an 
outsider would need to appreciate the issues at hand, they typically have 
all the excitement of a document produced by a committee of bankers 
and carefully vetted by a dozen lawyers.

We instead are writing a very different kind of book, one aimed at a 
general reader. As a result, we spend much more time seeking to lay out 
the critical issues, and illustrating through meaty examples how they 
manifest themselves in practice. The book does not presuppose techni-
cal knowledge of alternative investments, but instead seeks to walk read-
ers through the key institutional features.

Just as the French statesman Georges Clemenceau argued that war was 
too important to be left to the generals, we believe that long- term invest-
ing is too important to be left to investment committees. The invest-
ment choices made by pensions, endowments, and other investors have 
profound implications for our future financial health and, more gener-
ally, the future of the world.
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CH A P TE R  2

The Most Important People 
in the Room

At any private capital gathering, the attention of those in attendance is 
immediately drawn to the men (for, alas, the senior echelons of private 
capital partnerships are still overwhelmingly a man’s world) in Brioni suits 
speaking loudly about their latest deals. But these individuals, who run 
funds that invest in private equity, venture, and real estate projects, are 
managing money on behalf of large institutional and family investors. The 
investors they work for may be more shabbily dressed than those who 
manage the money, and certainly have fewer private jets, not to mention 
less spectacular birthday parties. But without the investors’ capital, the 
world of patient capital would be a shadow of what it is today.

So too, any discussion of patient capital has to begin with the organi-
zations who have the money. In this chapter, we introduce several main 
classes of institutional investors, who are undoubtedly the most impor-
tant people in the room. We look, in turn, at endowments, families, and 
pension funds, which have been (and remain) key providers of patient 
capital.

This list is certainly not exhaustive: for instance, we don’t spend much 
time in this chapter discussing banks, sovereign wealth funds, or insur-
ance companies, which have been important capital providers as well. 
Even so, for each of our chosen classes of investors, the history of their 
interactions with private capital could fill a volume many times the size 
of this one. Instead, we focus on just a few critical junctures in the 
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history of private capital. Thus, expect a few segues akin to the one in 
the movie 2001, where the hominid’s first club melds into a nuclear- 
armed spaceship. But despite these lacunae, we hope to convey a few 
insights about the critical characteristics of these investors and the evo-
lution of interest more generally in long- term investment.

Structurally, all the investors discussed here share the ability to allo-
cate large sums of money in long- term projects. As we argued in the 
introductory chapter, this ability is important not just to their own finan-
cial health but to all of us. But the path from theory to practice for many 
of these institutions has been daunting. The stories in this chapter hint 
at both the opportunities and the challenges of long- term investing.

ENDOWMENTS AND THE CENTRALITY OF EQUITY

As time goes on, I get more and more convinced that the right method 
in investment is to put fairly large sums into enterprises which one 
thinks one knows something about. . . . There are seldom more than 
two or three enterprises at any given time in which I personally feel 
myself entitled to put full confidence.

The reader might be excused for guessing that this quote was taken from 
The Essays of Warren Buffett, but the quote belongs to John Maynard 
Keynes.1 Keynes today is much more famous (and, in some circles, in-
famous) for his work on macroeconomic policy, which formed the foun-
dation for the post– World War II economic world order and, more 
recently, for many governments’ response to the Global Financial Crisis. 
But Keynes’s multifaceted career had another dimension: shaping the 
strategy of the King’s College endowment. His management of the en-
dowment from 1921 until his death in 1946 included many then- radical 
practices that are well accepted today. As a result, his approaches have 
profoundly influenced the investment philosophies of modern long- 
horizon investors.

Founded in 1441 as one of the many colleges of the University of Cam-
bridge, King’s College traditionally had maintained the bulk of its 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



26 • CHAPTER 2

portfolio in agricultural real estate located across England. (Interestingly, 
this strategy has come back in vogue among university endowments, 
but of course as only a small part of a diversified portfolio.) The college’s 
investment strategy had long yielded attractive returns but suffered dur-
ing the Agricultural Depression of the 1870s through 1890s, as declining 
transportation costs exposed British farmers to competition from the 
New World.

Keynes formulated a bold vision for his management of the endow-
ment. In particular, he argued that its investment strategy should capi-
talize on the long investment horizon of the College. After all, it had been 
in existence for nearly five centuries and anticipated many more centu-
ries of operation. One conclusion he drew was that the endowment could 
act as a contrarian investor during market downturns. Keynes success-
fully convinced his colleagues to allow him to create a “discretionary port-
folio” within King’s main endowment. This discretionary portfolio 
afforded Keynes unprecedented autonomy in choosing investments and 
freed him from any restrictions under the British government’s Trustee 
Acts of 1893 and 1900, which restricted endowment investments to a nar-
row class of securities that notably did not include equities.

To implement this strategy, Keynes sold off one- third of the college’s 
real estate portfolio by 1927 and channeled a portion of the proceeds into 
his new discretionary portfolio. Initially, the portfolio focused on short- 
term bets on macroeconomic conditions, sometimes with spectacular 
success and at other times less so. But in 1934, he departed from a market- 
timing strategy and instead undertook a new approach: buying and 
patiently holding specific equities, thus taking advantage of the en-
dowment’s long investment horizon. The equity turnover (the volume 
of purchases and sales divided by the value of stocks held) averaged 
55% between 1922 and 1929, but decreased to 30% over the 1930s when 
Keynes transitioned to a buy- and- hold strategy. It dropped even further 
to 14% from 1940 until his death in 1946.

A second principle was extensive investment in equities, rather than 
real estate, cash, or bonds. The equity weighting of Keynes’s discretion-
ary portfolio was substantial, averaging 75% in the 1920s, 57% in the 
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1930s, and 73% in the 1940s until Keynes’s death in 1946. By way of con-
trast, the traditional portfolio of the endowment averaged a 1% equity 
weighting under Keynes’s management. During Keynes’s tenure, none 
of the other Cambridge and Oxford college endowments shifted into eq-
uities, as he did. In fact, it was not until after World War II that St. Johns 
and Trinity, two of the largest Cambridge colleges, amended their rules 
in order to allow investments in equities. Similarly, the allocation to eq-
uities of Harvard’s and Yale’s endowments during the 1920s was just 16% 
and 24%, respectively.

Keynes’s strategy also entailed focusing on a few holdings. In the 1940s, 
when the patient strategy was fully implemented, the portfolio consisted 
of about sixty stocks. These firms were characterized by a strong degree 
of international diversification, an idea well ahead of its time. Many of 
his holdings were of small companies and “value” stocks, or ones that 
yielded attractive dividends relative to their market prices. These cate-
gories subsequently have been shown by academics to generate attrac-
tive returns.

One quote attributed to Keynes (at least apocryphally) was that “ideas 
shape the course of history.” In this setting, this quotation was certainly 
apt. Keynes clearly articulated a philosophy for the endowment: that it 
needed to focus on a long- term and patient investment strategy while 
taking an active approach to asset selection. He also established the cen-
trality of equity, as opposed to seemingly safer investments, at the heart 
of a long- term portfolio. And this philosophy translated successfully into 
action. Over the twenty- five years of managing the King’s College endow-
ment, Keynes’s discretionary portfolio generated a risk- adjusted return, 
or alpha, of approximately 7.7% annually.2

Keynes’s lesson about the importance of equity in long- term invest-
ing has been ignored at investors’ peril. One cautionary tale is the expe-
rience of another endowment, that of New York University, during the 
1980s and 1990s.3 If we are to grade endowments by the same criteria as 
President Trump seemingly evaluates cabinet members— that is, by their 
personal net worth— the team overseeing management of the NYU en-
dowment over this period would be graded as an A+. The day- to- day 
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management of the endowment was overseen by Larry Tisch, cofounder 
of the Loews Corporation, later CEO of CBS Television; and its invest-
ment committee consisted of a star- studded group of New York busi-
nessmen, including the then- president of Chase Manhattan, Thomas 
Labrecque, and the legendary Maurice “Ace” Greenberg of American 
International Group. But in an era when even the average mutual fund 
manager enjoyed double- digit growth, the NYU endowment under the 
leadership of these alums nonetheless gave up hundreds of millions of 
dollars. The reason was an overindulgence in the seeming safety of bonds.

To be fair, NYU’s conservative management strategy has to be under-
stood against the backdrop of its dire financial situation during the 
1970s. Unable to make its payroll in 1973, NYU fired staff, closed its en-
gineering school, and sold several of its assets (including its Bronx cam-
pus) to City University of New York.

Tisch entered the chairmanship of the NYU board of trustees at a time 
when NYU needed to recover from two brushes with insolvency, to grow 
its meager endowment, and to stop living primarily off of tuition reve-
nue. Facing these challenges, understandably, Tisch sought to instill sta-
bility into the endowment. Unwilling to risk even a small operating 
deficit, the investment committee focused on investing in bonds. In so 
doing, they were influenced by the fact that bond yields were high at the 
time and a set amount from the endowment was needed each year to pay 
for university operations. Given this logic, NYU reduced its equity alloca-
tion from 33% to 7% between 1981 and 1982 while increasing the endow-
ment’s allocation to bonds from 62% to 90%.

By the mid- 1980s, NYU’s finances had stabilized and bond yields had 
fallen sharply as Federal Reserve board chair Paul Volcker tamed infla-
tion. However, the investment committee maintained its conservative 
strategy, holding essentially a bond portfolio for several years. In a 1986 
study published by the National Association of College and University 
Business Officers, NYU’s performance ranked 254th out of 272 college 
endowments. After the stock market crash of 1987, the investment com-
mittee gave Tisch a standing ovation when he reported that NYU was 
the only endowment with over $3 million in the whole country that 
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owned no stocks whatsoever in 1987. But the strategy warranted only brief 
celebration, as the S&P 500 ended the year 5.2% above its level at the be-
ginning of the year. Although NYU’s annual reports after 1985 stopped 
providing information about asset allocation, it seems that NYU’s heavy 
allocation to bonds endured through the early 1990s.

How could NYU have left so much money on the table with this debt- 
heavy allocation, in spite of the disappointing returns year after year? 
The driver for these decisions seemed to be Tisch’s own macroeconomic 
views. For instance, the CBS pension fund allocated approximately 1% 
of its portfolio to equities during Tisch’s tenure as CEO. Later on, Tisch 
continued his bearish views at Loews Corporation: the firm reportedly 
lost approximately $2 billion of its capital between 1996 and 2000 through 
a series of large bets against the rising stock market. Back at NYU, George 
Heyman Jr., chairman of the school’s investment committee in 1987 and 
advisory director at Shearson Lehman Brothers, noted, “No one stood 
up and said we should be in equities.”4

Starting in 1996, the university’s leadership belatedly took steps to im-
prove the performance of NYU’s endowment, which paled in compari-
son to those of its peers of similar size and academic stature. Rather than 
relying on the trustees and investment committee to steer the endow-
ment exclusively, the school decided to bring new professional expertise 
to join the cause. In 1998, NYU established the new position of chief in-
vestment officer, hiring Maurice Maertens, former head of the Ford 
Motor Company pension fund. Under his leadership, NYU dramatically 
reshaped its allocation and also followed its peers into alternative asset 
classes.5

By 2007, NYU’s portfolio had a diversified asset allocation similar to 
other endowments. Equities made up 45% of the portfolio, with large 
commitments to equity- focused hedge funds, while only 15% of the port-
folio consisted of bonds. Private equity commitments amounted to 5% 
of the portfolio, with the remainder of the endowment invested in real 
assets and hedge funds that had low correlations with the stock market.

While NYU today is a terrific school, there is always a question of how 
much greater it could be. Fortune attempted to quantify NYU’s missed 
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opportunity: assuming average investment results, the magazine esti-
mated that, had the NYU trustees instead invested in a standard port-
folio consisting of 60% stocks and 40% bonds, NYU could have added 
another $200 million to the $500 million endowment between 1977, when 
NYU first adopted its bond- heavy strategy, and 1987.6 Doubtless the 
shortfall in the subsequent decade would have been substantial as well. 
And had those lost funds been reinvested in the ensuing bull markets, 
it would have translated into a substantially larger endowment for NYU 
and more academic resources today.

FAMILIES AND THE EMBRACE OF ILLIQUID FUNDS

While Keynes established the centrality of equity in long- term investing, 
his was an overwhelmingly liquid portfolio. It took others to reach the 
second key insight: that long- term investing would thrive with illiquid 
investments, and that private capital funds were an ideal way to exploit 
long- term opportunities.

In some sense, a discussion of which twentieth- century investor 
discovered illiquid investing is like debating whether the inventor of 
the safety match or the Zippo lighter discovered fire. Investing in illiquid 
assets has always been with us. Indeed, many trace the history of such 
investments back to Section 46 of the Code of Hammurabi, written 
about 1750 BC, which explicitly codifies the practice of agricultural 
partnerships.7

But if we look at the first half of the twentieth century, which might 
be considered the dawn of the modern era of investing, investment port-
folios were dominated by bonds and cash, with modest holdings of 
publicly traded stocks. To the extent that investors held illiquid invest-
ments, they were typically in the form of companies they controlled, in-
dividual real estate holdings (which the investors often hired managers 
to run), and angel investments in companies. Investments in private capi-
tal funds, which dominate the illiquid portion of many institutional 
investors’ portfolios today, were virtually unheard of.
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Today, of course, the picture is very different. And no class of institu-
tion was more important in this transition than the family office.

While several families could be highlighted as early pioneers in this 
style of investment, a natural choice is the Rockefellers.8 We will pass over 
the story of how John D. Rockefeller turned a $4,000 investment in an 
oil refinery into a controlling stake in Standard Oil, which ultimately was 
broken up, only to blossom again into businesses that were the prede-
cessors of Chevron, Exxon, and Mobil.

Our story really begins in 1934, when John D. Rockefeller Jr., John’s 
only son, set up a complex series of trusts for his six children. At the time, 
the bulk of the family’s investments was in the form of holdings in the 
family’s business and real estate (to name a few, the oil companies, the 
Chase Manhattan Bank, and the Rockefeller Center in Manhattan) and, to 
a lesser extent, traditional public equities and bonds. Over time, however, 
the family’s investment mix transformed into one where professionally 
managed funds played a substantially more important role.

Much of the credit for this transition goes to Laurance Rockefeller. As 
the fourth of the Rockefeller children, his visibility never rivaled that of 
several of his brothers, particularly politicians Nelson and Winthrop and 
banking magnate David. As the Independent noted in his obituary, Laur-
ance was “for the most part neglected in the hundreds of books about 
America’s most celebrated business dynasty [y]et . . . he may leave a more 
important legacy than his better- known siblings.”9 And one of the most 
important of these legacies was in the area of long- term investing.

Initially, many of Laurance’s investment activities followed the tem-
plate of wealthy individuals before him. His initial transactions were made 
based on personal relationships. Yet even here, he displayed a vision that 
surpassed most of his peers.

For instance, in 1938, he led what was essentially a carve- out of East-
ern Air Lines from General Motors, which had bought an agglomeration 
of local airlines a few years earlier. Rockefeller’s decision to pursue this 
transaction was driven by his friendship with race car driver and World 
War I fighter ace Eddie Rickenbacker. The war hero– turned- entrepreneur 
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had persuaded the automaker to buy a series of airline companies, and 
then consolidated the new corporate holdings. But Rickenbacker grew 
frustrated with the automaker’s management of these operations, and 
negotiated with Alfred P. Sloan, General Motors’ legendary leader, for 
the right to buy out the subsidiary for $3.5 million. Rockefeller not only 
provided the bulk of the funding for this transaction, but served on the 
board for most of the next five decades.

Similarly, in 1939, he wrote a check for $10,000 to James McDonnell. 
The engineer had just set up a small business in St. Louis, which Rock-
efeller joined as a director, to explore the development of an advanced 
type of fighter plane using the newly invented jet aircraft engine. By the 
end of World War II, McDonnell Aircraft Corporation had five thousand 
employees. It would go on to become a major military and commercial 
aerospace manufacturer before ultimately being folded into Boeing. These 
two successes convinced Laurance of the proposition that “people who 
play it safe in the long run have very dull lives.”

Laurance had two realizations during the course of his wartime ser-
vice, where he was a liaison officer shuttling between the Navy’s Bureau 
of Aeronautics and aircraft manufacturers on the West Coast. First, many 
of the technologies developed for the war, from navigation instrumenta-
tion to power systems, could have broad commercial applicability. Sec-
ond, the innovations would require capital and management to make the 
transition to industrial and civilian applications. As a result, to be suc-
cessful, his investing activities needed to become more systematized.

In January 1946, he began what at the time was called Rockefeller 
Brothers, Inc. (RBI) with capital of $1.5 million drawn from the family 
coffers. The fund had eight partners— Laurance and his five siblings as 
well as Harper Woodford, one of the top procurement officers during the 
war, and Ted Walkowicz, an MIT aeronautical engineer who had been 
a lieutenant colonel in the Air Force. Rather than having a set life, RBI 
was organized as an evergreen fund. Laurance anticipated that the invest-
ments would be held for a decade and then sold or taken public. Rather 
than being returned to investors (as in today’s standard fund), the 
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proceeds of the successful investments would flow back into the fund, 
ready to be used for subsequent investments.

Over the next twenty- three years, RBI made fifty- six invest-
ments. These included Piasecki Helicopter Corporation, which had a 
pioneering design for helicopter blades and was ultimately sold to Boe-
ing, and Reaction Motors, which developed the liquid propellant engine 
(including for the Bell X- 1, the first aircraft to exceed the speed of sound) 
and was acquired by Thiokol Chemical Corporation. RBI also funded a 
wide variety of companies developing other advanced technologies, such 
as Itek Corporation, which evolved from developing cameras for spy sat-
ellites to pioneering computer- aided design and optical disk technolo-
gies, and Thermo Electron Corporation, which developed an array of 
energy and instrumentation technologies.

During these first two decades, the Rockefeller family— especially 
Laurance— was intimately involved in the investment decision- making 
process. While the growing staff took on increasing roles over the 
years in evaluating and overseeing deals, the family had a critical voice. 
As Peter Crisp, who joined the firm in 1960 fresh from Harvard Business 
School and would go on to lead it for decades, related, “We didn’t 
make any moves or take any action without the advice and consent of 
our partners.”

In 1969, however, the firm reached a crossroads. The market for tech-
nology stocks was booming, creating extraordinary investment oppor-
tunities. Meanwhile, Laurance’s own interests were moving toward 
conservation, including his efforts to expand numerous national parks 
and to pioneer the development of the ecotourism industry, and other, 
further- out areas, such as the UFO Disclosure Initiative. Meanwhile, he 
had already invested in a number of pioneering venture funds, such as 
Draper Gather & Anderson, as well as early real estate development 
efforts.

He decided to transform RBI into a new entity called Venrock (the 
new name was an amalgamation of “venture” and “Rockefeller”). The new 
group was much more institutionalized, having a formal fund of $7.5 
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million. Funding was provided not just by the Rockefellers but also by 
several nonprofit entities with long- standing connections to the family. 
But the crucial transformation was the movement from what was essen-
tially a family office to an institutionalized entity, where investment 
professionals made the crucial decisions as to when to purchase and exit 
companies.

Under this new structure, Venrock would go on to make some spec-
tacular investments within its first decade, including funding Apple and 
Intel. The venture group would continue to transform itself in the years 
to come— moving to a structure with decade- long funds and opening 
the doors to a broader array of limited partners— but the 1969 transition 
was a critical one.

The transition that the Rockefeller family investment strategy under-
went, from individual to fund investing, was repeated elsewhere. Families 
increasingly realized both the opportunities that lay in long- term invest-
ments outside of the businesses that had made them rich, and their in-
ability to manage the complexity of these investments alone. As Bill 
Elfers, who was raising capital for the initial fund of the venture firm Grey-
lock about the time that Laurance was considering restructuring RBI, 
explained, one of the obstacles he faced was the desire for wealthy families 
like the Cornings to be the new fund’s sole financial backer. As he re-
lated, he only overcame this challenge by pointing out the size of the 
potential opportunity and the likelihood that “a group of compatible lim-
ited partners . . . could bring more to Greylock in terms of advice and 
contacts” than a single family.10

Of course, this great transition to professionally managed private capi-
tal funds was not driven just by families. Life insurance companies were 
important pioneers in directly investing in companies, often providing 
risky debt (so- called mezzanine loans) or preferred stock to companies 
that needed capital to grow. In fact, they were so successful at this pro-
cess that, as at numerous banks, many insurers ultimately spun off the 
private equity arms into independent entities. Ultimately, many moved 
a hybrid model, investing in both companies and funds. University en-
dowments, led by Yale and Harvard (whose approaches and experiences 
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we explore in depth in chapters 4 and 8), embraced investing in private 
funds in the 1970s and 1980s. A number of the chief investment officers 
there became intellectual leaders in formulating the case for long- term 
investments.

SCALING UP AND THE FOCUS ON FUNDS

The third key shift was the dramatic expansion of the institutional inves-
tors in private capital. The patient capital model, which began as a niche 
investment strategy practiced by a handful of family offices, insurers, and 
endowments, grew exponentially over the 1980s and ensuing decades.

Again, there were several transition points. One critical juncture was 
the clarification of an obscure rule in 1979 by the US Department of 
Labor. This administrative action changed what was known as the “pru-
dent man rule,” as stipulated by the Employment Retirement Income 
Security Act (ERISA) of 1974. For the first few years after the legislation’s 
enactment, the rule had stated that private pension managers had to in-
vest their funds’ resources with the care of a “prudent man”; that is, 
carefully and conservatively. Consequently, many pension funds avoided 
investing in private capital entirely. It was just too close to the line.

In early 1979, the Department of Labor ruled that pension fund manag-
ers could take into account portfolio diversification in determining the 
prudence of an investment. Thus, the ruling implied that the Labor De-
partment would not view allocation of a small fraction of a portfolio to 
illiquid funds as imprudent, even if a number of companies in the venture 
capitalist’s portfolio or real estate projects in a developer’s fund failed.

The policy shift was so little noticed that even the business journalists 
of the day did not cover it. But its consequences were dramatic. That clari-
fication flung the door open for corporate pension funds to invest in 
private capital. While the allocations of these institutions to private capi-
tal in the 1980s were very modest, even a small allocation of such a large 
pool led to very rapid growth of the sector.

This transition was followed by the entry of public pensions into this 
space a decade later. Initially, neither private nor public pension funds 
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invested in a dramatically different manner than the institutions and fami-
lies that preceded them. But their impact was important because of their 
sheer size. According to the Federal Reserve’s “Financial Accounts of the 
United States,” as of the end of 2017, the assets of US private and public 
pension funds stood at nearly $20 trillion, split roughly evenly between 
government (federal and state) and private pension funds.11 By compari-
son, the total financial assets of US life insurance companies were about 
a third of this staggering amount, and the total assets of 809 schools that 
participated in the 2017 National Association of College and University 
Business Officers was just over one- half trillion dollars. Although the al-
locations to private capital are often not as large as leading endowments 
and family offices, the sheer size of the pension fund assets mean that they 
dominate the charts of the world’s biggest private equity and other alter-
native investors.

A third wave stemmed from the globalization of private capital invest-
ing. While private capital was originally a very US- centered game, the 
investor pool inexorably globalized. What was a trickle beginning in the 
1980s turned into a flood in the 2000s. The pool of non- US investors 
changed as well, from a handful of British pensions, wealthy families, and 
sophisticated sovereign wealth funds to a much more diverse mix, includ-
ing everything from the Chinese insurers to the Colombian pension 
funds.

But what is striking, as one looks at the scaling up of investing during 
the 1980s and 1990s, is how closely the investors adhered to the playbook 
first written by Laurance Rockefeller and his peers in leading family of-
fices. Groups would allocate a percentage of their assets for private capi-
tal, evaluate funds, and then reap the proceeds, only to repeat the cycle. 
While the activity grew in scale and variety, the basic process remained 
the same.

One distinction from the approach of the early families was the in-
creased focus on funds as the primary tool to access private markets. 
The Rockefeller family during the period from the 1930s through the 
1960s held a variety of both partnership holdings and direct investments 
in companies and projects. This mixed approach was not untypical of 
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families, insurers, and other long- run investors of the era. But over the 
ensuing decades, it became far more common for investors to focus on 
funds as the primary method of accessing illiquid, long- term investments: 
at least, those investors not motivated by explicitly “strategic” purposes.

To illustrate this point, we highlight the experience of Singapore, which 
created two government- backed funds, one with an explicit economic 
development mission (Temasek) and one geared toward long- run finan-
cial returns (GIC). Both of these funds were of a type that became far 
more visible near the end of the twentieth century: sovereign wealth 
funds (SWFs).

Assets managed by SWFs worldwide increased more than seven times 
from 2001 to 2016, rising to $7.4 trillion. Over the same period, the num-
ber of funds tripled, reaching seventy- eight in 2016.12 Fueled by boom-
ing commodities prices, falling transportation costs, and globalization, 
exports for many nations rose at unprecedented rates for much of this 
period. For some of the countries, the newly obtained riches became so 
outsized that they could not be invested domestically without destabi-
lizing the local economy.

As a case in point, take Norway’s domestic fund, the Government Pen-
sion Fund Global (GPFG). With just $1 trillion in assets in the spring 
of 2018, it is the world’s largest fund of its kind. The population of Nor-
way, however, is only about five million people and the market cap of 
domestic companies is about $200 billion.13

These funds have been set up with differing motivations. In some 
cases, these are established to retain wealth for the current or future gen-
erations, particularly if the nation is dependent on exhaustible natural 
resources. A successful example can be seen in the experience of Kiribati, 
a collection of islands in the Pacific Ocean formerly known as the Gil-
bert Islands, with a population of under 100,000 residents.14 For many 
decades, the dominant export from the country was guano, used for fer-
tilizer. The island’s leaders set up the Kiribati Revenue Equalization 
Reserve Fund in 1956 and imposed a tax on production by foreign firms. 
The last guano was extracted in 1979, but the fund remains a key economic 
contributor. At $700 million, it is ten times the size of the nation’s gross 
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domestic product, and the interest generated by the fund represents 30% 
of the nation’s revenue.

In other cases, an SWF’s mandate may explicitly or implicitly include 
strategic or political goals, such as securing a supply of vital commodi-
ties or specific industry development, that go beyond pure profit motives. 
For example, the Russian Direct Investment Fund has stated mandates 
to increase the inflow of foreign direct investment into Russia, to mod-
ernize the Russian economy, and to attract the best talent in technology 
to Russia from across the world among its objectives.15 Abu Dhabi’s 
Mubadala Fund was established as a “principal agent in diversification 
of Abu Dhabi’s economy” and to “strengthen the Emirate’s social 
infrastructure.”16

Singapore’s experience illustrates both the nature of these sovereign 
investors and an important change among long- run investors in general 
in the 1970s and 1980s.17 Singapore had been born as an independent na-
tion in 1965, after a brief and unsuccessful union with Malaysia. Having 
no natural resources to speak of and an undeveloped economy, under the 
visionary leadership of Prime Minister Lee Kuan Yew (in collaboration 
with Dr. Goh Keng Swee, who later served as deputy prime minister), 
the government intervened aggressively to set up a series of government- 
linked companies (GLCs) to promote industrialization and trade. In so 
doing, they were driven by necessity. Singapore at the time was desper-
ately underdeveloped (with a per capita gross domestic product of $500), 
and relationships with its immediate neighbors were strained.

By 1974, this strategy was paying clear dividends, and the government 
moved to distance itself from the GLCs, so it could focus more cleanly 
on policy- making and regulatory roles. To do so, it created a new entity, 
Temasek, which received much of the equity in firms formerly held 
directly by the Ministry of Finance. Initially, Temasek’s role was as an ac-
tive shareholder in these firms. For instance, Temasek’s board chairman 
during its first dozen years was simultaneously the chairman of Singapore 
Airlines. Beginning in 1985, however, Singapore began a privatization 
program, which entailed Temasek selling significant stakes in many of its 
holdings, such as telecommunications provider SingTel and Mitsubishi 
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Singapore Heavy Industries. As these transactions were completed over 
the ensuing decade, Temasek’s coffers swelled.

In response, Temasek began making new investments. The agenda be-
hind these transactions was formalized in its 2002 charter. It highlighted 
that the entity would make investments into “new businesses with re-
gional and international potential in order to nurture new industrial 
clusters.”18 Thus, even in this new era, there was a strong emphasis on 
directly investing in companies— whether in Singapore or further 
afield— that would contribute to the nation’s economic development. 
These transactions included many companies in advanced technologies, 
such as information technology and pharmaceuticals, infrastructure in-
vestments in power and transport, and wide swaths of companies in 
other Asian nations.

Meanwhile, a very different approach was taken by the Government 
of Singapore Investment Corporation (now known as GIC Private Ltd.). 
The origins of the GIC lay in the nation’s concerns about its dwindling 
foreign reserves in the unstable global macroeconomic environment of 
the era and a sense that this investment activity was best pursued out-
side the central bank (where it had previously resided). Established as 
a stand- alone organization in 1981, GIC took a far less activist approach 
than Temasek.

The management of GIC first pushed the new fund to shift from hold-
ing government bonds to an emphasis on equities, with an allocation at 
the end of the 2016 fiscal year of 45% of its holdings in equity and 39% 
in debt.19 It also expanded into private market investing, with 16% of its 
holdings in 2016 being allocated to real estate and private equity. In ad-
dition to eschewing the kind of economic development– driven model 
that Temasek employed, the fund in its first decades undertook invest-
ments through partnerships.20

This focus on funds— at least, for those institutions like GIC that had 
the goal of long- run wealth creation— was a dominant theme of long- run 
investors during the 1980s, 1990s, and much of the first decade of the 
2000s. But the new century would see change, both for GIC and other 
investors. This brings us to the next example.
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BACK TO THE FUTURE

As we have highlighted above, most financially motivated long- term in-
vestors during the final decades of the twentieth century focused their 
private market activities on funds. They typically invested alongside many 
of their peers as limited partners in funds.

The first decade of the twenty- first century, however, saw a sharp 
departure from this “business as usual” approach. Two major new strat-
egies emerged: investors showed an increased willingness to go it alone, 
and to leverage their scale to extract concessions from their fund manag-
ers. We again highlight two funds that epitomized these trends.

Of all the investors based outside the United States who have become 
major players in the long- run investing arena in this millennium, certainly 
the most influential have been a handful within a couple of hours’ drive 
of the northern border. A number of large Canadian pension funds, includ-
ing the Ontario Teachers Pension Fund and the Caisse de Dépôt et Place-
ment du Québec, developed an approach to private equity investing that 
incorporated the model developed by family offices and endowments, but 
they added a new twist: a major commitment to direct investing.

We focus here on the development of what arguably has been the most 
visible of these pioneers, the Canada Pension Plan Investment Board, or 
CPPIB.21 The Canada Pension Plan (CPP) was established in 1966 as a 
layer of retirement savings sitting between the Old Age Security System 
(similar to Social Security in the US) and individual savings. It collected 
mandated contributions from employers and workers, and offered ben-
efits that were a set percentage of wages, paid by the contributions of 
previous years and the returns from the Plan’s investments.

For the first thirty years of the CPP’s existence, expenses rose as ben-
efits like inflation indexing were added. Funds were invested in non-
negotiable Canadian government fixed income bonds and also loaned 
to the provinces at submarket interest rates for projects such as building 
schools and roads. These projects may have benefited Canadian society 
but not surprisingly did little for the CPP’s bottom line. Furthermore, 
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population changes were working against the CPP. At the inception of 
the CPP, the coverage ratio, or the number of workers per retiree, was 
6:1. In the early 1990s, with the demographic pressure of retiring baby 
boomers, the government realized that the coverage ratio was falling 
sharply. The CPP faced either drastic cuts in benefits or sharp increases 
in contribution rates. Between 1995 and 1997, the federal and provincial 
governments, which shared the responsibility for pensions and rarely 
agreed on anything, managed to craft a solution.

The CPP Investment Board was established in 1997 in response to 
these problems. It was given the mandate to contribute to the financial 
strength of the CPP and help sustain the pensions of eighteen million 
CPP contributors and beneficiaries by investing “with a view to achiev-
ing a maximum rate of return, without undue risk of loss, having regard 
to the factors that may affect the funding of the Canada Pension Plan.”22 
As a first step to solvency, the mandated contribution was increased to 
9.9% of wages.

The second step was an adjustment of the investment policy. From its 
inception until 2005, CPPIB generally pursued a passive investment strat-
egy targeting a basket of 65% equities and 35% fixed income securities.23 
Moreover, it was compelled, like all Canadian pension plans, to keep at 
least 70% of its portfolio in domestic holdings.24 Motivated by the need 
to generate satisfactory returns, CPPIB’s new CEO, David Denison, 
shifted the fund’s investment strategy, with help of Mark Wiseman, whom 
he recruited to head the new private investments group (and who sub-
sequently succeeded him as the pension’s head).

Part of CPPIB’s new approach was quite similar to that employed by 
families, endowments, and pensions around the world. The CPPIB team 
searched for and invested in top private capital funds. While the group’s 
investments had initially focused on large and mega buyout groups in 
North America and Europe, it moved steadily to more global and mid-
market funds. The process of evaluating funds similarly followed a 
template familiar to sophisticated investors around the world. One dif-
ference from many investors was a more aggressive use of the secondary 
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market— essentially, interests in funds that were already under way, in 
which the fund owners for some reason needed to sell.

Where the fund differed more dramatically from the traditional model 
was in its emphasis on what it termed principal investing. Initially, the 
group attempted to coinvest in transactions alongside private equity 
groups. In some cases, this approach led to spectacular results. For in-
stance, the California- based private equity firm Silver Lake approached 
the team about possible participation in an acquisition of a well- known 
Internet phone service provider. Originally founded in 2003, Skype Tech-
nologies had been acquired by eBay in 2005, but eBay had later decided 
that Skype was not a good complement for its online auction business.25 
CPPIB had been an investor in several of Silver Lake’s funds and had been 
actively exploring how to work together in other ways, so it was natural 
that the private equity group reached out when it had a large and com-
plex transaction to undertake. In November of 2009, CPPIB invested 
US$300 million in Skype as part of a consortium led by Silver Lake that 
also included Index Ventures and Andreessen Horowitz. The group pur-
chased a 65% stake of Skype from eBay for $1.9 billion in a deal that 
valued Skype at $2.75 billion overall and left eBay with a 35% equity 
stake.26 Eighteen months later, in May of 2011, Microsoft purchased Skype 
for $8.5 billion, generating a return of $939 million for CPPIB from its 
direct investment (its investment in Silver Lake yielded another $50 mil-
lion in gains).27

After honing its investment process coinvesting in deals, the group 
soon began cosponsoring deals. When cosponsoring deals, the team 
worked alongside the fund manager in due diligence and deal structur-
ing, sharing information without duplicating efforts. In some cases, they 
would even go solo in transactions in Canada, where they had a deep 
understanding of the market. An example of such a cosponsored trans-
action was its purchase, along with the private equity fund Apax Partners 
and its Canadian pension peer the Public Sector Pension Investment 
Board, of San Antonio– based medical device maker Kinetic Concepts. 
The $6.1 billion deal was the second largest private equity transaction of 
2011. The company, now known as Acelity, remains in the investors’ 
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portfolio, though they did sell off one of its three divisions for $2.9 billion 
in 2017.

CPPIB was also aggressive in championing new categories of private 
equity, where they typically led their own transactions. While they were 
not the first, they often invested in these at a speed and scale that rela-
tively few other investors had done before. One of these categories was 
infrastructure. By investing in electric, water, and gas utilities, as well as 
transportation properties such as ports, airports, and toll roads, the in-
vestment board hoped to exploit their deep pockets and long time ho-
rizon. Another area was private debt, where they aggressively scanned 
the horizon for opportunities in private bonds, riskier mezzanine loans, 
and other forms of lending.

The second trend, as we hinted, was for investors to exploit what econ-
omists might term “economies of scale.” Many public pensions, as the 
Alabama example in chapter 1 suggests, have faced challenges when they 
have tried to do too much in- house. Thus, many others have felt that they 
would do better to continue to rely on outside managers. But they have 
sought to translate the lure of their large pools of capital into better deals 
with fund managers.

This trend is most closely associated with Britt Harris, who for over 
ten years was the chief investment officer of the Teacher Retirement Sys-
tem of Texas (TRS). The pension fund, the eighteenth largest in the 
world and fifth largest in the US, invests on behalf of over 1.4 million ac-
tive and retired educators in the state. Upon his arrival in Austin from 
the pension fund of GTE Corporation, Harris led TRS into alternative 
asset class investments. But he did so in a different way, reflecting the heft 
of the fund he managed.

Harris’s big idea moment had come several years earlier while he was 
at GTE. He was inspired by a conversation with executives at Motorola, 
who urged him to think about his “product” and to determine who his 
“critical suppliers” were. These terms are commonly used in many indus-
tries but not in investment management. Harris explained: “No, they 
[outside asset managers] are not actually that critical. In fact, they are a 
kind of necessary evil. And every meeting that we have between them 
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and us is basically a debate where they try to show us that they are a lot 
smarter than they really are, and we try to prove to them that they are not 
as smart as they think they are.”28

Harris proceeded to examine GTE’s portfolio management using the 
framework of a manufacturing company. And so the product was identi-
fied as “a customized investment return within certain risk parameters 
over a long period of time.” Crucially, there was repetition: “Investing 
is a basic repeat process. It’s not like producing screwdrivers, but there is 
a consistency there.” Next on his list was to create a system to align in-
centives with GTE’s suppliers (outside asset managers) through the for-
mation of a few critical relationships.

Harris’s work culminated in the establishment of a new strategic part-
nership program in which GTE allocated $1 billion to four large manag-
ers of public equities to invest using strategies customized for GTE. This 
strategic partnership program proved successful, resulting in top- quartile 
performance over the following decade. Having observed the benefits 
of maintaining close relationships with money managers while at GTE, 
Harris advocated establishing a similar program at TRS when he took 
his post as its CIO in 2006.

Harris began with his public market portfolio. After a nine- month vet-
ting process, Harris and his team invited four firms to participate— 
BlackRock, Lehman Brothers, Morgan Stanley, and JP Morgan. Harris 
gave each firm $1 billion to manage on behalf of TRS. Despite a few 
issues, TRS’s public equities strategic partnership network performed 
reasonably well. After Lehman’s bankruptcy, Neuberger Investment 
Management acquired Lehman’s TRS asset management accounts. 
The program was later expanded.

Harris then extended this logic to private capital. Here he was moti-
vated by what he perceived as a one- sided deal between investors and 
fund managers. In particular, even when they underperformed, he felt 
the fund managers often received substantial economic windfalls. Thus, 
the interests between investors and their managers were not well aligned. 
He stated, “If you imagine a pendulum, with ‘100% pro limited partners’ 
on one side and ‘100% pro private equity firms’ on the other side, the 
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pendulum only swings on one side, between the midpoint and the pri-
vate equity firms.”

In an attempt to address this issue, he offered multi- billion- dollar al-
locations to a select number of alternative asset management firms. The 
funds would have a flexible mandate to invest across different asset classes. 
In exchange, they would charge lower fees to TRS. The funds would also 
engage in “carry netting”: if a fund’s investment for TRS in private eq-
uity did well and its real estate deals did poorly, it would not be able to 
get its full profit share on the private equity deals. Apollo and KKR, which 
were selected in a competitive process, have each received $3 billion to 
manage as of mid- 2018.

The jury is still out on both of these innovations, with important ques-
tions being raised about their viability. (Harris himself has moved on to 
a role as chief investment officer of the University of Texas Investment 
Management Company, which managed $43 billion at the end of 2017.) 
For instance, can investors build and retain top- tier internal investment 
teams? And will the investors be able to convince the very best fund man-
agers to accept a large allocation of funds in exchange for lower com-
pensation? We explore these and other issues in depth in subsequent 
chapters.

But what is clear is that the past decade has seen a rethinking of the 
traditional relationship between investor and fund manager. The inno-
vations closely associated with Denison, Harris, and Wiseman have been 
widely emulated across pensions and sovereign wealth funds around 
the world.

FINAL THOUGHTS

These accounts have sketched the broad arc of how the thinking of in-
vestors about patient capital has shifted over time. Nonetheless, we hope 
a few clear messages have come through:

• A systematic approach to long- term investing is a relatively recent 
phenomenon.
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• Institutional investors have gradually developed a variety of ap-
proaches to overcoming the main challenges to long- term investing.

• There is no one right answer here, but a variety of alternative 
approaches.

In chapter 3, we helicopter up to consider the broader challenges that 
await would- be long- term investors.

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



CH A P TE R  3

The Long- Term Conundrum

The need for or the dream of attractive returns has lured many investors 
to patient capital, whether families, insurers, endowments, pensions, or 
sovereign wealth funds. With deep pockets and extended horizons, these 
investors are increasingly hopeful that long- term investments will yield 
outsized returns. And indeed, there are any number of such long- term 
investments that have yielded tremendously attractive returns. In chap-
ter 2, we saw several case studies, where institutions— sometimes 
through trial and error— figured out novel and apparently successful 
 approaches to providing patient capital.

This all sounds terrific! The problem is that, in many cases, well- 
intentioned strategies to pursue long- term investments have not 
 garnered happy outcomes. Rather, they have turned into the financial 
equivalent of black holes. In part, this has reflected poor decisions made 
by investment committees and staff at the individual groups. But there 
are also common denominators; more fundamental problems that 
make long- term investing difficult. The stories of the Alabama and Ken-
tucky pensions that we recounted in chapter 1 are more common than 
might be hoped.

These types of difficulties are the focus of this chapter. Here we heli-
copter up to look at the broad sweep of the landscape, and highlight two 
fundamental challenges that lie at the heart of the problems that many 
investors have faced in this arena. First, it is hard to understand what re-
alistic returns can be expected. Second, and following from the first 
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issue, selecting managers that can deliver such returns is very 
challenging.

APPEARANCE VERSUS REALITY

The first challenge is, despite claims to the contrary, that returns in this 
arena simply have not been that good in recent years. Essentially, long- 
term investors may be fishing for a large bass in a pond where bluegills 
and guppies predominate.

This claim may appear puzzling. In virtually any forum where the man-
agers of private capital funds (frequently termed general partners, or 
GPs) assemble— from star- studded confabs such as the World Economic 
Forum gathering at Davos to the humblest annual meeting— claims that 
they are wonderful investors invariably follow. In this respect, long- term 
investing has its similarities to Garrison Keillor’s Lake Wobegon, where 
“all the children are above average.”

In part, this reflects the imprecision with which performance is often 
measured and the lack of clear guidelines as to how to calculate returns. 
The consequence of this “fuzzy math” has been readily apparent in pri-
vate equity. For instance, Bob Harris and Ruedi Stucke, using three popu-
lar data sources, found that even modest variations in methodology can 
result in half of all funds being able to claim “top quartile” results.1

By far the favorite tools that private investors use to present their per-
formance are two warhorses. The multiple of funds invested is the ratio 
of money out to money in, while the internal rate of return (or IRR) cap-
tures the annual yield of these investments. These two measures are 
remarkable for both their limitations as metrics and the inconsistency 
with which they are applied. As pioneering venture capitalist Bill Elfers 
once observed, “If the devil can quote Scripture, in his spare time he may 
be working on [private capital] return methodology.”2

Consider, for instance, the multiple of invested capital. Knowing how 
many times your money you have made is nice but not sufficient infor-
mation. Your happiness upon doubling your money is likely to be tem-
pered, if instead of doing so over a year and a half (an annualized return 
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of 58%), the doubling took fifteen years to accomplish (a yearly return 
of 5%).

The IRR is an even uglier nag. Essentially, it measures how quickly a 
manager grows investors’ money, no matter how small an amount is 
grown. An investment that turns one penny into two pennies in a day 
would generate an IRR roughly equal to 8 with 109 zeros afterward, but 
you would still only be one cent richer! Not surprisingly, this perfor-
mance metric rewards groups that have a few quick hits over a short 
span of time— whether a real estate project that is quickly flipped to 
 another developer or a start- up that is sold off to a large corporation— 
over those who patiently build capital over longer periods. Thus, during 
periods where the markets are frothy, the IRR definitely favors the hare 
over the tortoise.

It might be asked, “Isn’t it in the best interests of the investors to have 
high returns?” Of course, high IRRs are good news in the short run. The 
problem is what is often termed reinvestment risk. Even if someone has 
backed a fabulous fast rabbit for a 100- yard dash, there is no guarantee 
that there will be another hare ready and waiting for an investment when 
the first one finishes its sprint. And if there is no next fast rabbit, the 
alternative may be much slower: a lazy bunny, lollygagging in a clover 
patch. As a result, the overall performance is likely to be far lower than 
the IRR of the initial rabbit suggested. Because it is risky and costly for 
long- run investors to fund, evaluate, and oversee funds, it is likely in their 
best interest to opt for groups that can generate less stratospheric returns 
over longer periods. Yet the ubiquitous IRR measure may point them in 
exactly the wrong direction.

Moreover, the IRR measure is relatively easy to manipulate to gener-
ate higher returns. Groups use a magician’s bag of tricks to “juice” their 
IRRs. For instance, a popular variant is called the “time zero” method. 
This approach assumes that all the investments made by the fund occur 
on the first day of the fund. Sometimes this methodology generates a 
lower IRR than placing all the investments on the actual days when they 
occurred; at other times, it generates a higher return. Needless to say, 
groups prefer to use this methodology in the latter case!
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A more pernicious form of gaming is the recent craze for subscription 
credit lines. Essentially, the process works as follows. In the traditional 
world, investment funds drew down capital as they needed it from their 
investors, typically just before they deployed it in investments (often 
alongside debt from banks and other sources). In recent years, however, 
the funds have been employing a new strategy: borrowing from a bank 
against the promised (but undrawn) commitments. Ultimately, they call 
down the funds, repaying the credit line (and the associated interest) with 
the money from the investors. Because the investment period in which 
the investors’ money was tied up in the firm is so much shorter, but the 
entry and exit amounts similar (less the interest paid to the bank), the 
IRR will in all likelihood be much higher.

This practice is troublesome in two ways. First, it makes the IRR a less 
meaningful measure of performance (like the time zero method de-
scribed above). In the extreme, an investment fund could call down its 
funds a day before it exited a transaction and end up with a nearly infi-
nite IRR! Even more worrisome, as the founder of Oaktree Capital, How-
ard Marks, notes, is the way in which this borrowing may magnify the 
impact of a crisis in the notoriously cyclical private markets.3 In particu-
lar, if these lines are withdrawn by banks during a financial crisis, then 
investors are likely to receive a wave of demands for capital during pre-
cisely those periods when liquidity is tightest. These capital drawdowns 
would be not to fund new investments, but rather to replace bank debt 
in deals made quarters or years before— many of which are likely to be 
underwater. In this scenario, many investors may be unable or unwilling 
to fund their capital commitments, leading to massive defaults.

This discussion might lead you to ask whether there are better yard-
sticks for performance, where such measurement and gaming problems 
are less prevalent. The answer is undoubtedly yes— to a point. Finance 
researchers— and a small set of thoughtful practitioners— have gravitated 
to an alternative known as the public market equivalent (PME). This mea-
sure computes the ratio of the return of a private market fund (or a 
basket of funds) to the equivalent returns that would have been garnered 
in the public markets, had one bought and sold stock at exactly the same 
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time. If the PME is greater than one, the private fund (or funds) has done 
better than the public market; if less than one, the private fund has 
underperformed.

This methodology can best be illustrated with a couple of examples.4 
Consider a case where a buyout fund draws down $100 million in June 
2004 and returns a distribution of $200 million in April 2007. An inves-
tor could have alternatively invested in the public market, but the same 
investment in June 2004 in the S&P 500 would have yielded only $139.52 
million if sold in April 2007. The PME of 1.43 (or 200/139.52) in this case 
indicates that the private equity investment was superior. On the other 
hand, a $10 million investment in a venture fund in January 1993 that was 
liquidated in December 1999 for $40 million looks pretty spectacular. But 
since an investment at the same time in the S&P 500 would have yielded 
$39.16 million in December 1999, the PME is a disappointing 1.03 
(40/39.16)— indicating that the investment yielded barely more than the 
public market securities that would not have tied up the investor’s money 
in an illiquid vehicle.

As is often the case, there are today a variety of variants of the PME. 
For instance, while initial versions used the S&P 500 or another broad 
market benchmark as the measure of public market activity; today’s tai-
lored PMEs use benchmarks of firms with similar size, risk characteris-
tics, and/or industry composition.

PMEs have many virtues. They give a clear sense of private market fund 
performance, not just on a stand- alone basis but relative to the most im-
portant benchmark of all, the public markets. PMEs avoid some of the 
strange features of IRRs, whose weirdness we have not even begun to do 
justice to.

At the same time, they are not a panacea. For instance, a PME calcu-
lation would have problems grappling with assessing a group that made 
aggressive use of subscription credit lines. Similarly, there are reports of 
funds that “shop for an index” that purportedly best reflects their strat-
egy, but in practice simply makes their performance look better. One so-
lution might be to insist that everyone benchmark their performance to 
the S&P 500. But this would be throwing out the baby with the bathwater. 
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After all, even the newest pension trustee is likely to appreciate that it is 
more exciting to earn a 15% annual return from a less risky fund: from a 
credit fund than from an equity fund, from a large- capitalization stock than 
from a small- cap one, and from a deal in the US than from one in Turkey.

In any case, once we look behind the seemingly shimmering curtain 
of gaudy claims by individual private capital managers, the picture is very 
different. Consider private equity, whose performance has been the best 
documented. The industry leaders are not bashful in proclaiming their 
outperformance: the 2017 Milken Institute panels, for instance, were full 
of industry titans proclaiming the superiority of the asset class. But the 
evidence increasingly shows exactly the opposite: in aggregate, private 
equity performance has deteriorated to the point of mediocrity.

Consider, for example, a provocative recent analysis by Bob Harris, 
Tim Jenkinson, and Steve Kaplan.5 The researchers looked at the perfor-
mance of private equity funds using information from Burgiss, which 
compiles data from pensions and other investors. At first glance, the re-
turns of different crops of funds in figure 3.1 seem reasonable. (The data 
are divided by the year in which the fund forms, or the vintage year. The 
most recent vintage years are not included because these investments re-
quire several years to mature sufficiently to have meaningful perfor-
mance numbers.)

But when the authors compute the PMEs of the various vintages, pre-
sented in figure 3.2, a much starker picture emerges. Private equity 
funds, after an extended period of performing better than the public mar-
kets, have done no better than the public markets over the past decade. 
The thought comes to mind that this might be an artifact of some pecu-
liarity in the Burgiss data. But a similar analysis of data compiled by 
State Street Bank in their role as custodian for many large institutional 
investors shows a very similar pattern (also depicted in the figure).6

Of course, our interpretation of this finding must be cautious for sev-
eral reasons:

• First, these analyses include funds that are yet to be liquidated. A 
number of studies suggest interim valuations by private equity 
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groups are frequently conservative, so performance for more recent 
years may increase for these funds over time.7

• Second, virtually all performance papers are limited to the US 
market, which is understandable in light of the availability of data. 
While the time series for Europe is considerably shorter, it seems 
that PMEs are significantly higher (against European stock indices) 
and do not necessarily show the same downward trend as in the US.

• Third, as we will revisit in chapter 9, the decline in performance 
could be a permanent shift in a maturing industry, or it could also 
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have to do with the highly abnormal investment environment in the 
postcrisis period.

• Finally, these results say nothing about the ability of private equity 
groups to generate attractive gross returns. It simply says that after 
fees, the returns that investors have received have declined. This is a 
theme we return to in chapter 6.

The lack of outperformance is worrisome because of the nature of pri-
vate capital investing. One key feature of these funds, as we have repeat-
edly emphasized, is their illiquidity. As a limited partner, this entails 
making a commitment of a decade or longer to a fund. While investors 
can sell their partnership interests on what is termed the secondary mar-
ket, it is an inefficient one in general. Just like the foreign exchange op-
erators dealing in dollars and euros at the airport, the gap between the 
price at which someone can buy and sell partnership interests is fre-
quently substantial. This is particularly true if an investor is seeking to 
sell interests not in a Blackstone or Carlyle fund but rather in a smaller, 
less well- known group.

Normally, investors expect to be compensated for holding illiquid se-
curities by receiving higher returns. In one influential paper, Lubos Pas-
tor and Rob Stambaugh suggest that over recent decades, the holders 
of the least liquid 10% of US stocks enjoy an annual return 7.5% higher 
than those holding the most liquid decile of stocks.8 These authors, and 
many who have followed, have interpreted this liquidity premium as not 
some anomalous bonus, but rather as compensation for assuming the 
risks of illiquidity: holding a liquid security is valuable, as the holder can 
generate cash when it is really needed.

To cite one famous example of the dangers of illiquidity, the hedge 
fund Long- Term Capital Management specialized in buying less liquid 
securities, while selling short (i.e., betting against) more liquid ones.9 A 
typical trade that they undertook might have involved the purchase of 
Treasury bonds that had twenty- nine years maturity remaining (termed 
“off the run” in trader argot) while selling short the thirty- year ones (“on 
the run”), which had a much more robust market. The firm thrived for 
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a number of years, harvesting the premium for holding illiquid assets. But 
when the markets seized up after the 1998 Russian debt crisis, Long- Term 
Capital faced a different kind of “run.” Investors began demanding their 
money back and the banks— which had been all too willing to allow the 
hedge fund gurus to become extraordinarily leveraged— began calling 
in their loans. As a result, the hedge fund was forced to liquidate its il-
liquid securities in a fire sale. Needless to say, many of these trades were 
executed at huge losses, and the ensuing collapse of Long- Term Capital 
almost brought down Wall Street with it.

A second reason why the disappearance of outperformance is worri-
some has to do with the risk of private equity funds relative to the public 
market. One of the guiding principles of financial economics since the 
pioneering work of John Lintner, William F. Sharpe, and Jack Treynor— 
which built in turn on the revolutionary insights of Harry Markow-
itz— is that investors in riskier equities should be compensated with 
higher returns. Moreover, one of the key drivers of riskiness of equity is 
how indebted the firm is. These insights, while derived from elegant 
mathematical modeling, are also intuitive: a highly indebted firm is more 
likely to go bankrupt, wiping out the equity holders. But if the firm pros-
pers, the equity holders in a highly leveraged firm will garner a greater 
return on (considerably smaller) investments.

And of course private equity firms are typically more leveraged than 
the standard firm in the S&P 500. While the typical nonfinancial com-
pany on the index in 2016 had a debt- to- EBITDA ratio of 2.3— that is to 
say, their debts could be repaid by a little more than two years of pretax 
operating earnings— the ratio for large private equity transactions closed 
the same year was 5.5.10 Thus, it would not be surprising if private equity 
portfolios were riskier than the S&P 500, a risk that investors should be 
compensated for. Indeed, there is a substantial (though somewhat daunt-
ing to read) academic literature that seeks to determine the beta of 
private equity transactions. While a thorough review of this literature is 
beyond the scope of this book (especially since we hope our readers 
will stick with us for a few more chapters!), there is consensus that the 
beta is well above 1 (a beta of 1 implies the same risk as the market as a 
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whole). The high leverage of private equity– backed firms makes the 
equity quite risky.

Thus, the apparent lack of outperformance of private equity in recent 
years can better be characterized as true underperformance, once the 
 expected rewards for lack of liquidity and greater risk are taken into ac-
count. Moreover, when we look at the performance of other forms of 
private capital, many of the recent report cards are also disappointing. 
For instance, Preqin reports that the annualized returns of real estate pri-
vate equity for the ten years ending in June 2016 are 5.0%, which lags 
what you would have earned had you held a basket of equities or long- 
term bonds over the same period (7.4% and 9.5%, respectively).11

The crucial final question is how to interpret the data of poor re-
turns. One possibility is that this is an anomaly. Figure 3.2 suggests that 
the Reagan years— another period of rapid growth in private equity 
investing— saw poor returns as well. Once the market corrected after 
the 1987 market crash and the ensuing junk bond collapse, and many 
investors exited the industry, the PMEs of the survivors climbed steadily 
higher. In the same way, the most recent decade may be an anomalous 
period in terms of private investing, with too much fund- raising, overly 
high valuations, and, consequentially, poor returns.

Alternatively, it may be that the experiences of the 1990s and 2000s 
have been the anomaly. In this scenario, private capital may be increas-
ingly resembling the hedge fund world, where it appears the large num-
ber of players competing in a highly efficient market have been unable 
to earn returns (at least after their substantial fees and incentive pay-
ments) that adequately compensate investors for the risks they are tak-
ing on. It may be that the combination of highly competitive markets and 
substantial fee structures preclude attractive returns in private capital as 
well. We return to these questions in chapter 9.

THE GREAT GAZELLE HUNT

If returns in private capital as a whole have been unexceptional, then the 
route to success has to be through the selection of particularly good man-
agers. But finding these fleet gazelles can be a daunting task in its own 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



THE LONG- TERM CONUNDRUM • 57

right. Moreover, the difficulty of selecting top- tier managers seems to 
have increased substantially in recent years, for reasons that we now 
discuss.

To be sure, illiquid markets populated by long- term investors are char-
acterized by broad disparities in performance. This divergence is high-
lighted in figure 3.3, which shows the difference between the long- term 
performance of a manager whose performance beats three- quarters of 
the other managers and one who only achieves the median, that is, the 
midpoint of performance.12 Essentially, the calculation asks what the dif-
ference would be in yearly returns if capital were committed for a de-
cade (ending in December 2016) to a top- tier manager versus a typical 
manager. Among bond managers, the divergence is very small: less than 
four- tenths of one percentage point annually. This lack of divergence re-
flects the fact that the market for US Treasury bonds is huge and very 
efficient. Unless a fund manager is willing to gamble on the direction of 
interest rate movements, the gains to be had here are very modest 
indeed.

Turning to managers who hold equities, it is not surprising that we find 
that the dispersion of returns is larger than for bond managers. These se-
curities are far less likely to move in lockstep, and there should be more 
rewards for superior investment insights. Nor is it remarkable that those 
who invest in emerging market securities have a larger dispersion than 
those who hold US large- capitalization stocks.

But what is less expected is how modest the dispersion is (0.9% and 
1.3%, respectively). The small magnitude of these gaps reflects the fact that 
we are looking at decade- long returns. Thus, while in 2015 an investor 
specializing in Chinese securities may have done well, and a Brazilian 
specialist undoubtedly prospered in 2016, over the long term, these dif-
ferences are much less pronounced. And similarly for investors in tech-
nology versus financial stocks, growth versus value securities, and so 
forth. The kind of gains that an individual manager is likely to make are 
thus quite limited. This bunching of performance explains why, in many 
compilations of the best fund managers over the long term, groups that 
specialize in index funds (such as BlackRock and Vanguard) crowd the 
top of the list. The indexing approach of these groups allows them to 
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charge dramatically lower fees, which often trumps the added perfor-
mance that all but the very best active managers can achieve.13

As we move across the spectrum to investors in private securities, how-
ever, we see a different pattern. The interquartile ranges are dramatically 
higher, with leveraged buyouts of real estate at 5.1%, private equity at 6.7%, 
and venture capital at 9.4%. Why might the performance differ so dra-
matically across managers in these markets? There are at least three 
answers:

• First, it is simply harder to evaluate private managers in advance, 
which implies that some managers who are of lower quality will get 
funding. A real estate group may have a good track record because 
the team is smart and competent, or it may have simply gotten lucky 
with a large transaction. A departing executive may have been an 
underperformer (as the partners he is deserting may claim) or the 
key architect for the fund’s success. As a senior partner at one of the 
largest private equity firms told the MBA students whose class he 
was visiting, “The secret of this [private equity] profession is that 
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Figure 3.3. Difference in annual return (1st quartile vs. median).  
Source: Compiled by the authors using Cambridge Associates data.
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those of you who will make it to partner will do so without any 
sensible record of performance.” More formally, Arthur Korteweg 
and Morten Søorensen have shown that to really distinguish 
between whether a private capital group is actually better than its 
peers or just lucky, analysts must assess the performance of as many 
as twenty- five funds!14 Because of the long- term nature of these 
investments, it takes a lifelong career to build a track record that 
shows consistency. While potential investors try to answer these 
questions during their “due diligence” process, definitive answers are 
hard to come by. Thus, almost inevitably, substandard groups will 
glean capital from even the most sophisticated investors.

• Second, it is far harder to duplicate the success of funds. By carefully 
observing the trades of a mutual fund or even a hedge fund, some-
one might be able to “reverse engineer” its decision- making process. 
But replicating the approach of a top- tier private investor is much more 
challenging. Senior venture capital investors are likely to have a rich 
network of contacts with entrepreneurs, investment bankers, and 
senior corporate executives, which allows them to help portfolio 
companies extensively. Moreover, such a senior investor is likely to be a 
proven “brand name,” whom entrepreneurs seek to involve with their 
company as a signal of their quality. These skills are hard for an outsider 
to replicate, no matter how keen their insights about market evolution.

• Finally, Lady Luck deals capricious hands in the private investment 
business. Many groups have gone from being highly sought after by 
investors and admired by their peers to a much less happy place in a 
few bad years, whether due to mistaken insights about a sector or 
an entrepreneur or overoptimism about their ability to grow. An 
example is Bain Capital, which, after a series of spectacular funds in 
the 1980s, 1990s, and early 2000s, had a third- quartile result with its 
2006 fund and a bottom quartile finish with its 2008 fund. (Perhaps 
not coincidentally, these were the two largest funds the group ever 
raised.) After righting the ship, the firm raised an eleventh fund in 
2013, which again sits comfortably in the top quartile.15
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These differences are even more dramatic as we approach the ex-
treme ends of the performance spectrum. Figure 3.4 plots the annual-
ized performance from inception to closing (or until the end of 2016) 
of all mature funds with performance data in Thomson Reuters, based 
on our own analysis. It highlights that, while the range between the 
median and the seventy- fifth percentile may be large, it is dwarfed by 
the performance differential between the median and the ninetieth, 
ninety- fifth, and ninety- ninth percentiles (20%, 31%, and 75%, respec-
tively). Thus, if an investor chooses the right managers, decent returns 
can result, even during the years when private capital as a whole per-
forms dismally. There is just such a gap between the “contenders” and 
the “pretenders.”

The second defining characteristic of private markets is the stickiness 
of performance. Groups that have performed well in one fund have 
tended to do so in the next fund, and the fund after. The left- hand panel 
of table 3.1 shows the historical pattern for private equity funds, as identi-
fied by Bob Harris, Tim Jenkinson, Steve Kaplan, and Ruedi Stucke.16 
The table illustrates the probabilities of transitioning among different 
performance quartiles for two subsequent funds raised by the same pri-
vate equity firm. The columns assign any given fund to a performance 
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quartile, “1” being the top performers. The rows show the same division, 
focusing on the next fund raised by the group. The left panel only includes 
funds raised in 2000 or before. If there were no persistence of 
performance— that is, if top performers would be no more likely to out-
perform than underperform in the next fund— the number in each cell 
would be 25% (since there are four possible outcomes and they are all 
equally likely). But in reality, the prior winners are far more likely to be 
in the top quartile: 37.5% will repeat. And similarly, funds in the bottom 
quartile are more likely to again be losers.

This pattern is striking because of the difference with public markets. 
A substantial literature has examined the persistence of performance in 
mutual funds— or lack of it. Although financial economists initially be-
lieved that mutual fund managers had “hot hands”— that is, groups that 
did well in one year were likely to continue to do so in the following 
years— more sophisticated analytical techniques revealed these as sta-
tistical flukes.17 Even among hedge funds, which rely on the development 
of proprietary analytical tools, financial researchers have been able to find 
little evidence of long- run persistence.18 There has been some evidence 
of persistence on a quarterly basis: that is, a hedge fund with superior 
performance in a given quarter may continue for a second quarter. But 
academics have been unable to find any sign of higher performance a half 
year (two quarters) or year later. (Indeed, hedgies have a phrase, “alpha 
extinction,” to capture this phenomenon.)

Table 3.1. Buyout Fund Performance by Performance Quartile

Pre- 2001 Post- 2000

Subsequent fund quartile Subsequent fund quartile

1 2 3 4 1 2 3 4

Previous 
fund 
quartile

1 37.5% 25.0% 18.8% 18.8% Previous  
fund  
quartile

1 22.0% 28.8% 30.5% 18.6%
2 30.4% 21.7% 30.4% 17.4% 2 24.5% 22.6% 32.1% 20.8%
3 21.4% 25.0% 32.1% 21.4% 3 15.4% 28.2% 38.5% 17.9%
4 17.4% 26.1% 30.4% 26.1% 4 21.4% 14.3% 32.1% 32.1%

Source: Compiled by the authors from Harris, Jenkinson, Kaplan, and Stucke, “Has Persistence Persisted in Private Equity?”
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The wide disparity of returns, and the persistence of the winners, has 
meant that the returns to successful manager- picking in private equity 
have been high. Essentially, private capital has been a racetrack where, 
if someone can select a winning horse in a race, it is the odds- on favorite 
to win the next race and the race after. Moreover, private capital has tra-
ditionally featured grandfather rights: the tendency of groups to tradi-
tionally first turn to their existing investors before engaging in discussions 
with new ones. Thus, the successful bettors get to go back to the betting 
window first when the horse runs again, leading to many would- be punt-
ers deprived of a chance to make a wager. This description suggests that 
private capital may have been a very unfair game, but also a quite lucra-
tive one for those with a deep understanding of the industry.

Traditionally, it has been one class of investors who have very much 
benefited from this “inside game”: endowments and foundations, par-
ticularly at elite schools. Historically, there have been dramatic differ-
ences in returns across classes of limited partners. In an examination of 
private equity investments from the 1980s and 1990s by Josh Lerner, 
Antoinette Schoar, and Wan Wongsunwai, the average annual returns of 
the private equity funds that endowments invested in were nearly 21% 
greater than those of the average limited partner in the sample.19 These 
differences in performance held even when controlled for observable 
characteristics, such as the year the fund was formed and the type of 
fund, which are important determinants of success.

It is natural to wonder whether this reflects greater sophistication in 
picking funds on the part of endowments or just the vision of having been 
early to the asset class. This alternative explanation is not implausible: 
endowments recognized the potential of private capital long before most 
pension funds did. After all, Harvard’s endowment was the first institu-
tional investor in Kleiner Perkins, and consequentially had a seat at the 
table when thousands of investors were clamoring to get into the venture 
group’s subsequent funds.

The analysis by Lerner, Schoar, and Wongsunwai seeks to unscram-
ble this puzzle in a variety of ways. For instance, it focuses on reinvest-
ment decisions where, as mentioned above, getting access should be 
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much less of a problem. Follow- on funds in which endowments de-
cide to reinvest have much better performance than those funds in which 
they do not reinvest, suggesting that these investors are good at forecast-
ing the performance of follow- on funds. Other classes of investors do 
not demonstrate these performance patterns. In fact, for corporate pen-
sions, the funds in which they turn down reinvestment opportunities 
actually outperform the ones they green- light: these groups would 
have been better off using a Magic 8- Ball to make their reinvestment 
decisions. These findings suggest that endowments proactively use the 
information they gain as early investors to improve their investment deci-
sions, while other limited partners seem less willing or able to use this 
information.

Similarly, the analysis looks at investments in young private equity 
groups and those that raised less than they originally sought. If perfor-
mance differences are driven mainly by the superior access of endow-
ments to top- tier, established groups, then the performance difference 
should disappear in this setting. These struggling groups are typically 
desperate to raise money anywhere they can. Again, the endowments do 
better than their peers. Nor do the funds selected by the endowments 
appear to be riskier than those chosen by the others, which might be 
another explanation for the differences.

It is important to note that this is simply a general pattern, not a uni-
versal result. And the effects documented in this study were concentrated 
in the larger endowments, typically at larger schools that were more se-
lective in their admissions.20 And to be sure, these same years saw poor 
decisions on the part of certain endowment managers, some worthy of 
the Kentucky pension managers that we met in chapter 1. For instance, 
the University of Rochester fell from having the third largest endowment 
in the country during the early 1970s to the twenty- fifth largest by 1995. 
The root cause was the endowment managers’ decision to make heavy 
allocations to local companies, apparently out of some misplaced spirit 
of civic pride.21 This strategy went awry when many of these firms proved 
to be spectacularly inept in adapting to technological change, especially 
Kodak and Xerox.
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Why have other investors not duplicated the secret sauce of the en-
dowments? In part, this may reflect the limits that these institutions face. 
Many public pension funds and sovereign wealth funds are extremely 
large, with hundreds of billions of dollars in assets. They often feel con-
strained to have a relatively modest number of relationships with outside 
managers, so their staff can really understand how each of their fund man-
agers is doing. Thus, the minimum check size that these groups can write 
is often very large. (It might be worth wondering why these groups don’t 
hire more investment staff, or even an outside manager, so they can write 
smaller checks. We return to this question below and in chapter 4.)

For instance, one Canadian fund indicated that, because of reasoning 
similar to that above, it would undertake no investment smaller than $250 
million. Furthermore, out of a desire to avoid being seen as having a dis-
proportionate influence on any fund, it sought to limit its investment to 
no more than 10% of any fund. These rules meant that there were numer-
ous promising classes of investments where it could not invest: for in-
stance, in venture capital, only a handful of funds have reached a size of 
$2.5 billion or above.

Even if the institutions are able to undertake these smaller transactions, 
they often lack the resources and incentives to carefully assess, for in-
stance, the fifteen Scandinavian buyout funds in the market, to figure 
out which has the most promising strategy. Instead, writing a large check 
to a well- known group is often the preferred answer. The phrase, some-
times attributed to Gene Amdahl (who left IBM in 1970 to start his own 
competing firm), “no one ever got fired for buying IBM” lives on in the 
investment world!

And alas, in many investment classes, big is not necessarily beautiful. 
Figure 3.5 presents what we believe to be the most careful look to date 
at the relationship between transaction size and returns. The figure de-
picts the gross returns (i.e., returns before fees) calculated in a variety of 
ways, for mega-  versus middle- market transactions in the United States 
and Europe. The superior performance of the middle- market transactions 
are apparent, with returns several percentage points higher using each 
metric. This disparity is not surprising: the largest transactions are almost 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



THE LONG- TERM CONUNDRUM • 65

surely well shopped across sophisticated investment groups. Conse-
quently, the dimensions of each transaction are carefully analyzed by 
many parties and the chances of a bargain limited. Moving down into 
middle- market transactions, the ability of groups to snag a diamond in 
the rough is considerably greater. On a similar note, researchers have high-
lighted that first- time funds— frequently, smaller funds that are shunned 
by investors as too risky— actually perform well above the median fund.22

Resource constraints are also a real issue. Despite the huge amount 
of capital that these institutions control, they are often starved for funds 
internally. One sovereign fund manager of our acquaintance has noted 
while he could buy the General Motors Building on Fifth Avenue in Man-
hattan if he wished, it is impossible to buy a new chair for his office. The 
picture within many US public pension funds is even grimmer. We have 
seen groups who deploy billions of dollars of private capital per year yet 
are unable to obtain permission to spend $20,000 for a subscription to 
a basic data set such as Preqin or to undertake more than one overseas 
trip per year. Needless to say, if the data purchases or travel allowed the 
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Figure 3.5. Gross returns from private equity deals.  
Source: Compiled by the authors from Ulf Axelson, Morten Sørensen,  

and Per Strömberg, “The Alpha and Beta of Buyout Deals,”  
Working Paper, London School of Economics, 2014.
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investment team to make decisions that boosted the pension’s returns by 
even a tiny amount— say, 0.001%— the expenditure would have paid for 
itself many times over! When considering these groups, it is hard not to 
think of the Air India pilots, whom the New York Times memorably de-
picted as preferring to fly with newspaper- covered windows.23 Perhaps 
they will avoid disaster for quite a while, but it is hard to feel that “flying 
blind” is a wise policy.

This penny- wise and pound- foolish mentality also manifests itself in 
compensation policy. In many public pensions, investment officers in-
dividually handing out hundreds of millions of dollars a year are earning 
under $100,000. In extreme cases, this can lead to outright bribery of in-
vestment professionals, as happened in the notorious scandal at the 
California Public Employees’ Retirement System. In this case, senior of-
ficials at CalPERS were provided with private jet trips, luxury hotel 
suites, gifts, and even a paid wedding from a prominent placement agent, 
Alfred Villalobos, who in turn charged tens of millions of dollars in fees 
to the groups he represented (such as Apollo, Ares, Aurora Capital, CIM, 
and Relational).24

But these kinds of egregious scandals obscure the more pervasive dis-
tortions that low compensation can engender. Organizations seeking to 
offer even modest bonus schemes to their employees can come under 
scrutiny, as Britt Harris at the Teachers’ Retirement System of Texas 
(whom we introduced in the last chapter) found out when it was revealed 
that he had paid out bonuses to his investment managers to make up for 
stagnating compensation that the fiscally conservative state legislature 
refused to raise.25 By way of context, in the 2010 fiscal year, TRS was the 
top- performing large public investment fund in the nation. The incen-
tives were based on specific criteria and paid out $9 million in bonuses 
to fifty- four staff members whose performance had surpassed previously 
stipulated benchmarks. Represented as an annualized share of assets 
under management, this sum was tiny: about 0.002%. (Contrast that with 
the 1.5% or 2% annual fee that TRS was paying many of its fund managers, 
not to mention profit shares.)
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These payouts nonetheless triggered an investigative piece by the Dal-
las Morning News, entitled “Texas Teacher Pension Fund Gave More in 
Bonuses Than All Other State Agencies Combined, Analysis Shows.”26 
The story noted that Texas was giving millions of dollars in bonuses even 
while slashing budgets for education and health care. The article and 
follow- ons highlighted that the $9 million in payouts between 2007 and 
2011 represented the lion’s share of the $13 million in bonuses paid to 
Texas state employees over these years.

Stakeholders were quick to weigh in. Tim Lee, executive director of 
the Texas Retired Teachers Association, said the bonuses left him with 
a feeling of “almost, maybe disgust.”27 And Texas politicians were united 
in a rare display of bipartisan agreement. For instance, Representative 
Sylvester Turner, a Houston Democrat, noted: “I don’t care how well 
things have performed in their investment portfolio. Anyone would be 
hard- pressed to justify those types of bonuses, at this particular time, in 
this particular state.”28

The result of these constraints is frequently a revolving door, where 
young people come to a pension, build experience and networks for a 
few years, and then depart. In theory, such a revolving door may not be 
a bad idea. Such a policy may allow a public institution to hire high- 
quality personnel that they might not attract otherwise. For instance, 
US Attorney’s offices have traditionally hired bright law school gradu-
ates, knowing that the vast majority will head off to private practice after 
a few years of honing their litigation skills.

But frequent rotations can be more worrisome if they affect investment 
decisions. And indeed, in many cases, individuals departing large pen-
sions head to investor relations positions at large investment groups 
(which have large internal teams) or to intermediaries who primarily 
work with (and for) large firms. In such a setting, it is likely that there are 
great incentives not to “rock the boat” and to view investment requests 
from large groups favorably. More generally, given how long it takes for 
a fund to reveal itself as successful or not, a fund manager may be strongly 
tempted to recommend a “name brand” fund rather than a more 
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adventurous pick of a first- time fund. By the time the new fund proves 
itself a success, the investment officer will be long gone, and someone else 
will claim all the credit. Meanwhile, if the new group runs into early dif-
ficulties, the investment professional who went out on a limb to recom-
mend it may be blamed.

And it is worth noting that in recent years even endowments are find-
ing the private investment process increasingly tough going. A recent 
update of the study of performance across limited partners by Berk Sen-
soy, Yingdi Wang, and Mike Weisbach found that funds chosen during 
the first few years of the new century displayed a different pattern. In in-
vestments made during the 1999– 2006 period, endowments no longer 
seemed to have a differential advantage in private capital investing. Not 
only did they no longer seem to have superior access to funds that were 
likely to restrict admission, but they did not make better investment se-
lections than other types of institutional investors.29

It is natural to wonder what might be behind this weakening of the 
endowment advantage. In large part, the deterioration of the circum-
stances that were conducive to successful long- run investment returns 
in this area seem to be at fault. First, as figure 3.6 depicts, the dispersion 
of returns seems to be getting smaller in more recent vintages of funds: 
the funds that are at the seventy- fifth and twenty- fifth percentiles differ 
less than in earlier years. Thus, the returns from being a good selector of 
investment managers are lower than in the past.

Second, as the right side of table 3.1 depicts, it seems the private capi-
tal performance has become less persistent, at least in private equity.30 
Only 50.8% of funds that follow an above- the- median fund are above the 
median themselves, just as we would expect if there were no persistence 
and performance was being driven by chance. These results are not un-
controversial. Other scholars, using differing data sets, have concluded 
the decline of persistence is actually modest in buyouts but striking in 
venture capital. But the results do suggest that even for the most seasoned 
private capital investors, the selection of good groups can increasingly 
be a struggle.
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In part, this pattern may be due to the transparency of today’s invest-
ments and the consequent speed of imitation. In the past, there was 
often a substantial lag between the time endowments first began invest-
ing in an asset class and other institutions followed. For instance, many 
of the Ivy League schools and their peers began investing in venture capi-
tal in the early 1970s. Most corporate and public pensions did not follow 
until the 1980s and 1990s, respectively. But today the lags are much 
shorter. Within a couple of years of Harvard’s initiating a program to in-
vest in forestland, for instance, many other institutions had adopted 
similar initiatives. The same dynamics also play themselves out at the in-
dividual fund level: an investment by an elite endowment into a fund 
can trigger a rush of capital seeking to gain access to the same fund. It 
is ironic that on the campuses of a number of elite universities, student 
activists are demanding greater disclosure of their endowment’s holdings. 
Such steps would be likely to intensify the problem of imitative invest-
ment, leading to lower returns and fewer resources for future generations 
of students.

We dig deeper into what may be behind this seeming decline in per-
sistence in chapter 6, when we explore the challenges that managers of 
investment partnerships face.
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Figure 3.6. Buyout PMEs by vintage year. 
Source: Compiled by the authors from Tim Jenkinson, “Is Private Equity  
Still Out- Performing Public Markets?,” unpublished presentation, 2015.
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FINAL THOUGHTS

This chapter has highlighted the fundamental challenges that long- term 
investors face as they seek to implement these programs. It may have been 
a little depressing as a result, but these problems are important to 
understand.

Chapter 4 is far cheerier, as we highlight approaches through which 
institutions and families around the world have overcome these 
difficulties.
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CH A P TE R  4

Investing as If  the Long 
Term Mattered

As we noted in the previous chapter, it is much easier to diagnose prob-
lems than to offer solutions to them. Many shelves full of articles, re-
ports, and books seek to offer analyses and remedies to the alleged fail-
ures of investors and the managers to whom they provide capital.

Looking back at the granddaddies of this literature— pieces with 
 titles like “Managing Our Way to Economic Decline” (published in 1980)1 
and The American Disease (1984)2— it is hard not to get the feeling that 
the same diagnoses and same cures have been offered for a long, long 
time. Certain aspects of this literature have changed over time: for in-
stance, the enthusiasm for exhorting Americans to follow the templates 
of Japanese investors and European managers as role models has mark-
edly dimmed. But many of the same themes have been sounded again 
and again.

Making this task particularly challenging is that the precision with 
which we can assess solutions is limited at best. Normally, economists 
and other social scientists try to assess new ideas— whether the efficacy 
of new classroom strategies or medical reimbursement schemes— by run-
ning experiments. A randomly selected group encounters a changed 
policy while otherwise similar controls remain unchanged. Unfortu-
nately, we have not found a large number of pensions and sovereign 
funds willing to let us experiment with the governance and compensation 
schemes! Thus, we proceed here not with the 95% certainty that journal 
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publications demand but rather much closer to 60% or 70% confidence. 
As a result, we are almost certain that some of our prescriptions will not 
stand the test of time. Nonetheless, it is our hope that these insights, de-
rived from case studies, conversations with practitioners, and academic 
frameworks, will nonetheless be helpful.

Many of the critiques of institutional investors in the earlier literature 
have been at the thirty- thousand- foot level, with broad admonitions to 
“think like an owner!” As inspiring as these broad exhortations might be, 
we focus our advice on a more granular level. We highlight here four spe-
cific areas where we feel there are important opportunities for investors 
to improve: governance, measurement, incentives, and communication. In 
each of these areas, we argue, investors have a long way to go in address-
ing the limitations of the traditional approaches. But before we plunge 
into the weeds, we highlight two examples of investors who are taking 
creative approaches to long- term investing.

Writing about great long- term investors can be boring because there 
is just too much agreement as to whom to put at the top of the list! A 
sports talk host arguing that Usain Bolt is at the top of the list of great 
sprinters or Serena Williams is the best female tennis player is unlikely 
to light up the studio lines with angry and excited callers. In the same way, 
putting Yale’s endowment on a list of top long- term investors is 
unremarkable.

This lack of controversy reflects, of course, how well Yale has done over 
the past three decades. Under the leadership of David Swensen and Dean 
Takahashi, the endowment has increased tenfold in inflation- adjusted 
value since 1985.3 Looking over the twenty years from July 1996 to June 
2016, the endowment experienced extraordinary success in a wide vari-
ety of asset classes, from venture capital (an annualized return of 77%) 
to natural resources (16.2%) to foreign public equities (14%). Even in the 
last decade, a difficult period for many endowments, Yale has beaten its 
active benchmarks in every asset class. Had it performed instead only as 
well as its benchmarks over this period, the school would have been $6 
billion poorer.
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Yale’s success might be likened by a cynic to the infinite monkey theo-
rem postulated by mathematician Émile Borel, who envisioned a massive 
room of typing primates eventually replicating with near certainty the 
sonnets of William Shakespeare. With all the institutions seeking to beat 
the market in a myriad of ways, surely it is inevitable that a handful will.

Perhaps alleviating this concern is that Yale’s success did not appear 
to be the consequence of random choices but rather was grounded in a 
clear philosophy:4

• An emphasis on equities, whether publicly traded or private. The 
endowment team argued that equities have two advantages. First, 
stocks have historically performed far better than bonds. Second, 
unlike debt instruments, which typically fall in value during periods 
of inflation, equities should fare better during these times, which 
place substantial pressure on endowments.

• A second principle was diversification. In general, Yale believed that 
risk could be more effectively reduced by limiting aggregate expo-
sure to any single asset class, rather than by attempting to time 
markets. Underlying this approach was a skepticism that the team 
was better than the market in anticipating economic fluctuations.

• Third, Swensen believed strongly in using outside managers for 
all but the most routine or indexed investments. These external 
investment advisers were given considerable autonomy to imple-
ment their strategies as they saw fit, with relatively little interference 
from Yale. The managers were chosen carefully after a lengthy and 
probing analysis of their abilities, comparative advantages, perfor-
mance records, and reputations.

• A fourth principle was to seek opportunities in less efficient markets. 
Because the differences in returns between managers have histori-
cally been so much greater in inefficient asset classes, as we dis-
cussed in chapter 3, the returns from selecting better managers were 
greater here. As a result, less than a quarter of Yale’s endowment was 
in public stocks, bonds, and cash at the end of the 2017 fiscal year.
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• Finally, the Yale philosophy focused critically on the explicit and 
implicit incentives facing outside managers. In Swensen’s view, most 
of the asset management business had poorly aligned incentives 
built into typical client- manager relationships. For instance, manag-
ers typically prospered if their assets under management grew large, 
not necessarily if they performed well for their clients. The Investments 
Office tried to structure innovative relationships and fee structures 
with their external managers to align the managers’ interests as closely 
as possible with those of Yale.

Now the phone lines are lighting up! Yale’s success has nonetheless 
attracted depreciators. One critique, voiced by grandees as diverse as Mal-
colm Gladwell and Warren Buffett,5 is that this strategy has entailed 
the payment of too many fees. For instance, Buffett has pointed out that 
the amount paid to investment managers would have been far less had 
Yale adopted an allocation to equity and bond index funds. While this 
particular claim of the “sage of Omaha” is undoubtedly true, it obscures 
the fact that Yale’s performance is far better than what a passive approach 
would have yielded. In fact, the endowment estimates that had it adopted 
a passive approach (for instance, 60% indexed equity and 40% debt) be-
tween 1986 and 2016, Yale would have ended up more than $25 billion 
poorer!6 While this lesson is one that many investment committee mem-
bers have struggled to absorb, higher fees do not necessarily equal lower 
returns. In fact, David Robinson and Berk Sensoy have found no consis-
tent relationship between fees and returns across over 800 private equity 
and venture capital funds. Managers with higher fees delivered sufficiently 
higher performance to offset the drag of the compensation.7

A second line of attack has been to compare the endowment to other 
investors that have had spectacular success. Typically, the critics select 
a small endowment holding a highly undiversified portfolio, and high-
light that institution’s success. For instance, New York Times columnist 
James Stewart compared Yale’s performance in the 2015 fiscal year unfa-
vorably to Southern Virginia University (SVU), a small Mormon col-
lege, which at the time had an endowment of about $1 million. The 
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endowment head there had focused on a handful of US stocks and had 
chosen Apple and a hot biotechnology company. Stewart concluded that 
“maybe one day we’ll be reading about the Southern Virginia model.”8 
Of course, the thrust of this argument was dented somewhat when the 
value of SVU’s endowment fell by 4.8% in fiscal year 2016, placing it well 
in the bottom quartile of very small university endowments (those with 
under $20 million at the end of 2016).9 Meanwhile, of the eight largest 
endowments (those with over $10 billion in assets), only one school had 
a worse performance than Southern Virginia in 2016. Dare we utter the 
words “fake news”?

A harder- to- rebut critique is that, viewed as a whole, the past thirty 
years have been a benign environment for Yale’s strategy. With Yale’s cur-
rent target asset allocation, over 90% of the endowment’s assets were 
expected to produce equity- like returns. The past three decades have been 
fabulous for equity. An original $1 investment at the beginning of 1986 
in large- company US stocks would be worth almost $17 by the end of 
2016, and one in small- company stocks nearly $27; meanwhile, a com-
parable investment in US Treasury bills would have yielded under $3.10 
At the same time, alternatives have prospered. On the venture capital side, 
there has been extensive innovation and (until 2000) a robust market for 
new issues. Buyouts and hedge funds have benefited, at least until re-
cently, from the plethora of “value” investment opportunities and the 
ready availability of debt on favorable terms. Whether these conditions 
continue to hold in the decade to come remains to be seen.

But it would be misleading to think that innovation in long- term in-
vesting has begun and ended with Yale’s endowment. For over the past 
decade, we have seen around the globe a rich and creative variety of ap-
proaches emerge across the full range of the institutional spectrum. A 
thoughtful strategy that originated from a very different place is Pension-
Danmark’s initiative regarding infrastructure investing.11 While this 
program is much newer, and thus our evaluation of its success must be 
much more tentative, its design and execution seem highly promising.

Denmark is a small, pleasant place known to most— at least since the 
Viking era— for LEGO, Hans Christian Andersen, and remarkable taste 
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for information transparency. Another of its claims to fame, however, is 
its pension system, frequently ranked as the best in the world in compi-
lations such as the Australian Centre for Financial Studies’ Melbourne 
Mercer Global Pension Index. As they note, a “first class and robust re-
tirement income system that delivers good benefits, is sustainable and 
has a high level of integrity.”12

PensionDanmark is the largest of the nation’s occupational pension 
schemes and the fourth- largest pension provider in Denmark overall. It 
offers pensions and insurance products to more than 660,000 members 
working in 27,500 companies, managing roughly $25 billion. As part of 
a portfolio overhaul in 2010, PensionDanmark allocated 20% of its invest-
ment portfolio to “stable alternatives,” a portfolio of real estate and direct 
infrastructure investments. We highlight here its direct infrastructure 
investing program.

As we noted in the book’s introduction (chapter 1), despite the tre-
mendous need for infrastructure investment in the developed and de-
veloping markets, infrastructure assets still make up a minor part of most 
institutional investors’ portfolios.13 One reason is that the track record 
of these investments has been poor, due to a wide variety of issues rang-
ing from political interference in projects, to the problematic incentive 
structure of many funds, to the incompatibility of the long project lives 
with frequently limited fund durations.14 While some pensions and sov-
ereign funds have set up groups to invest directly, only the largest groups 
have generally played in this arena. Moreover, institutions have struggled 
with the more general challenges associated with direct investing, which 
we highlight in chapter 8.

Following the 2010 review, PensionDanmark decided to allocate 10% 
of its assets to infrastructure investments. Conscious of the potential pit-
falls of these funds, PensionDanmark decided that its infrastructure 
portfolio should consist primarily of direct investments; specifically, that 
it would focus on direct equity investments in unlisted infrastructure proj-
ects. The rationale for this strategy was the sense that there were op-
portunities in the newer and less crowded segments of the infrastructure 
market.
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The team then established a number of criteria for choosing 
investments:

• First, they sought assets that were characterized by low demand and 
price risks. Thus, they sought projects where the demand was not 
strongly correlated with the business cycle, or where the prices 
could be locked for extended periods. Examples included power 
distribution networks and regulated utilities with fixed price 
agreements.

• Second, the team looked for investments that they believed had low 
regulatory or political risk. Thus, they limited themselves to invest-
ing in the European and North American markets, where the 
regulatory framework for private infrastructure investments was 
stronger and better understood. This approach, while avoiding the 
“surprises” that investors in China and Russia have encountered, 
was not foolproof. For example, under the pressure of the financial 
crisis, between 2008 and 2013 Spain retroactively rolled back various 
subsidies and imposed tax hikes on the solar power sector, which 
previously it had been energetically encouraging.15 Many investors, 
including PensionDanmark, were financially hurt by this decision.

• Third, their small size (at least relative to many of their sovereign 
fund competitors) allowed them to be more nimble and pursue 
smaller opportunities that were “below the radar” of their peers. 
They were willing to invest in earlier- stage opportunities that many 
infrastructure investors avoided, such as greenfield infrastructure 
projects where the asset was still being constructed.

• Finally, by law, the maximum equity stake that PensionDanmark 
could take in a direct investment was 50%. Thus, the direct infra-
structure investments had to be carried out in partnerships. The 
fund focused on experienced industrial firms with deep technical 
expertise and similar risk appetite, such as DONG Energy, E.ON, 
and GDF Suez. Furthermore, because partners were in charge of 
managing the asset, it was especially important that interests 
remained well aligned over the life span of the investment. To this 
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end, the team aimed for deal structures where its joint venture 
partners held significant financial stakes in the projects, so that 
the partners would have “skin in the game” and be invested in the 
success or failure of the projects.

The seven- member team took an incremental approach to investing, 
seeking to build out their capabilities and the comfort of the investment 
committee. Consider its experience with wind power. In 2010, the team 
began with a straightforward investment in a brownfield (already-built) 
Danish offshore wind farm, Nysted. In 2011, they moved on to a signifi-
cantly larger investment in the Anholt offshore wind farm, the largest 
offshore wind farm in Denmark and the third- largest in the world. In this 
transaction, they deployed five times as much capital as before. While 
this investment was made before construction began, PensionDanmark 
limited its risk: the turbine manufacturer, Siemens, agreed to guarantee 
the output of the wind turbines for five years. The contract also dictated 
that once Anholt was operational, the power generated was to be sold 
for a rate guaranteed by the Danish government for twelve years. In 2012, 
they invested in three US onshore wind farms operated by E.ON, where 
90% of the power generated was to be sold under a fifteen- year, fixed- price 
purchase agreement.

The firm has also sought to address the perceived limitations of exist-
ing infrastructure funds in an entrepreneurial way. PensionDanmark 
seeded Copenhagen Infrastructure Partners (CIP), an infrastructure fund 
management company founded by five successful investors at DONG 
Energy. In 2012, PensionDanmark became the sole investor in CIP’s first 
fund, committing €800m (at the time, just about $1 billion) to the newly 
established fund manager over a 20- year investment time horizon. Being 
the seed investor gave PensionDanmark privileged access to CIP’s ideas 
and future investment funds. The partnership also charged significantly 
lower management fees than the market norms.

Working closely with an aligned counterparty like CIP allowed Pen-
sionDanmark to benefit from the expertise of a third- party manager while 
avoiding many of its typical downsides. It also enabled the pension to 
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significantly increase the pace of investment into infrastructure projects, 
and to invest in projects whose complexity was beyond the capability of 
its internal team and not of interest to its corporate partners. Of course, 
the relationship was mutually beneficial. CIP found a long- term, com-
mitted partner to back its inaugural fund. In 2015, PensionDanmark com-
mitted another €500m (about $555 million) to CIP’s second fund.

While the ultimate success of the program will not really be knowable 
for a while— say, until 2030— PensionDanmark presents an interesting 
case. Its experience illustrates how a medium- sized fund without the 
pedigree or track record of a Yale can identify a relatively neglected mar-
ket niche, proceed in an incremental manner, and garner the partners it 
needs. By gradually building up a team with a clear vision and mandate, 
targeting well- differentiated markets, and carefully structuring deals, Pen-
sionDanmark is a counterpoint to the kind of impulsiveness and trend- 
following that we have seen in much of the investment world.16

GOVERNANCE

We now turn to the hallmarks of what we regard as keys to successful 
long- run investing programs.17 While each of the four aspects we explore 
here are essential, none is more critical than effective governance. Long- 
term commitments, as we have highlighted, are hard to assess for a 
considerable time, leading naturally to questions about the quality of 
investment decisions. Good governance is the first line of defense to 
ensure that good judgment is exercised, and patience prevails.

An active and professional board or investment committee can make 
an enormous difference in the design and implementation of a long- term 
investment strategy. The most effective of these bodies in our observa-
tion see their role not as micromanaging the decisions of the investment 
staff, but in setting broad policy directions and serving as an informed 
sounding board as the staff grapples with challenges. A board with a 
solid long- term orientation can ignore the noise of short- term market 
movements and focus on the predictors of long- term growth and op-
portunity. The governance of the investment effort can contribute to 
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creating an environment that nurtures talent and encourages a long- term 
perspective.

So how does an organization construct such a visionary governance 
body? Even if the fund is investing on behalf of its employees, having 
them dominate the investment committee— as is so often the case— 
makes little sense, whether they are schoolteachers or generals. Our 
prescription may sound dangerously close to advocating that long- run 
investing be entrusted not to the people but rather to the elites. We real-
ize that this has been an unpopular position in the United States at least 
since William F. Buckley declared in 1963 that “I should sooner live in a 
society governed by the first two thousand names in the Boston tele-
phone directory than in a society governed by the two thousand faculty 
members of Harvard University.”18 Certainly, the bus drivers, nurses, and 
teachers that we have met at investment committee meetings have been 
incredibly dedicated people, frequently discharging their board duties 
in addition to their taxing and modestly compensated day jobs.

Moreover, having “elite” investment committee members is no cure- 
all. To quote sports data guru Paul DePodesta, “Your goal shouldn’t be 
to buy players. Your goal should be to buy wins.”19 Some of the examples 
we gave earlier highlight the pathologies that elite board members may 
introduce, from the politician pushing for an investment in a fund of a 
major donor, to the wheeler- dealer entrepreneur who encourages reck-
less market timing, to the private capital investor who pressures an en-
dowment to invest in his funds.

There are also more subtle failures of elite board members. Even in the 
world of private university endowments where the constraints that public 
pensions face are less likely to rear their heads, episodes abound where 
schools have pursued strategies that ultimately would have been success-
ful. But despite these good directions, the investment committees aban-
doned them in the face of initial losses, which triggered media scrutiny 
and alumni complaints.

To cite one vivid example, the Ford Foundation had encouraged uni-
versities to invest more into small- capitalization stocks in the late 1960s. 
A task force consisting of McGeorge Bundy, the foundation’s president 
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(who had previously been the national security adviser to Presidents Ken-
nedy and Johnson), and a number of distinguished academic leaders 
reviewed the historical returns data. They concluded that “past thinking 
by many endowment managers has been overly influenced by fear of an-
other major crash. Although nobody can ever be certain what the future 
may bring, we do not think that a long- term policy founded on such fear 
can survive dispassionate analysis.”20 Rather, they recommended an 
equity- heavy investment strategy, with a particular emphasis on small- 
capitalization stocks.

This recommendation, if followed by the endowments for the next 
several decades, would ultimately have yielded very attractive returns. But 
in practice, it was almost as much of a disaster as Bundy’s earlier advo-
cacy of aggressive US military intervention in Vietnam. Having increased 
their allocation to small- capitalization stocks at the peak of the 1960s bull 
market, the schools’ endowment staffs were bitterly criticized by the 
media, alumni, and their investment committees for their poor timing: 
returns for stocks in general, and small- capitalization stocks in particu-
lar, were poor for most of the 1970s. In the face of unrelenting criticism, 
the investment committees at many of these schools abandoned these 
strategies at exactly the wrong time.

Another example along the same lines are the endowment managers 
who attempted to hedge out their exposure to venture capital in the late 
1990s. A number of these managers were forced by their investment 
committees (often dominated by venture investors!) to abandon their 
positions right before the 2000 technology market collapse after ex-
periencing several quarters where the hedges lost money. They then 
experienced huge losses during the dot- com crash that followed, with 
no hedges in place.

So what are the governance qualities that allow some investors to pur-
sue successful, frequently unconventional investment strategies while 
many others do not? Research touts the benefit of a board with financial 
expertise, long terms of service with appropriate term limits, substantial 
disclosure, and relatively few meetings.21 As one practitioner prescribed: 
“Board members should be collegial, helpful, humble, and open- minded 
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individuals with relevant experience and a deep dedication to the orga-
nization’s mission.”22

Yet despite these seemingly obvious qualifications, studies have found 
that many board members may not be particularly well prepared for their 
responsibilities. One study of UK pension boards found not only that 
“many trustees are not especially expert in investment,” but more wor-
risomely, they did not avail themselves of opportunities that the institu-
tion provided to increase their knowledge. Nor, it appeared, did many 
prepare for meetings.23 Observing that board members were supposed 
to represent the beneficiaries of the fund, a later study had a gentler ap-
praisal, saying, “It is not a question of whether Board members should 
become experts in this area [investment], as that is not a realistic expec-
tation. That said, board members must be capable of strategic think-
ing.”24 In November 2009, the UK’s Pensions Act established a code of 
“Trustee Knowledge and Understanding” to help ensure that trustees had 
“appropriate knowledge and understanding of the law relating to pensions 
and trusts . . . and the investment of the assets of such schemes.”25

Assembling an expert board can be particularly difficult for public pen-
sion funds because they serve a number of constituencies.26 Many have 
to balance the demands of politicians, for instance, when the governor 
appoints a few members, with the need to provide wide representation 
of their contributors, and the ex- officio membership of certain officehold-
ers. For example, CalPERS has a thirteen- member board that includes 
six directors elected by the membership for four- year (renewable) terms, 
three political appointees (two by the governor and one by the senate), 
and four members who serve ex- officio, such as the state treasurer. The 
board meets monthly and its presidency is decided annually.27 Among 
other issues, a significant potential exists for shifting membership, which 
can hamper the creation of an effective team dynamic.

High- performing pension boards, we would argue, should include ap-
pointees chosen for their financial acumen. A fraught question relates 
to the selection of members elected or otherwise chosen by the benefi-
ciaries. According to one intriguing analysis based on a small sample of 
US funds, too few or too many beneficiaries reduce performance.28 “Just 
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enough,” the author argues, may help to ensure responsibility to their 
electorate and to disseminate information more broadly throughout the 
membership. But excessive representation, especially of retirees, has been 
found to create short- termism, risk aversion, and herding behavior.29 A 
starker conclusion emerges from recent, more rigorous work by Aleksan-
dar Andonov, Yael Hochberg, and Josh Rauh, who show that direct or 
indirect representation on pension fund boards by state officials is nega-
tively related to the performance of private equity investments made by 
the fund. More generally, they find that a lack of financial experience 
among the board members also contributes to underperformance.30

To address the issue of underperformance stemming from the com-
position of a fund’s board, some have noted the need for controls to 
mitigate conflicts of interest.31 One common manifestation of these con-
flicts are political distortions at public funds of all kinds. As we discussed 
in chapter 2, the Canadian Pension Plan struggled in its first decades with 
pressures to undertake politically favored investments. One crucial part 
of the reforms adopted by the Canadian government when the pension 
was placed under the oversight of its new investment board was a dra-
matic restructuring of its governance.32 It adopted a structure that former 
CEO Mark Wiseman referred to as “turducken,” except instead of a series 
of stuffed poultry, it featured “a partnership model inside a Crown corpo-
ration inside a pension plan.”33 In order to limit political influence, the 
CPPIB governance was set up as a twelve- member board notionally ap-
pointed by the federal and provincial governments, with appointments 
based entirely on business acumen, not political connections. The board 
of directors in turn appointed the CEO, with no right of veto from any 
government. The organization’s mandate was set as to invest “solely for 
the benefit of CPP members” to achieve the best long- term risk- weighted 
returns for the plan’s beneficiaries, regardless of government policy objec-
tives. To further insulate CPPIB from political influence, any changes to 
its charter required approval by an amending process more stringent than 
that of the Canadian constitution itself.

It is interesting to note the impact of two aspects of board life— 
meeting frequency and tenure— on the performance of boards 
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overseeing long- term investment programs. Frequent meetings can be 
difficult to integrate with a long- term strategy.34 They provide the oppor-
tunity for nearly constant feedback, conveying overly precise informa-
tion on short- term changes in the portfolio’s value. This can lead to more 
frequent assessments of the portfolio’s performance. The sense that the 
board needs to do something can lead to micromanagement of the invest-
ment strategy, which at its worst can lead to rapid changes in strategy 
rather than long- term commitments.

It is often difficult for inexperienced board members to see the big 
picture of an entire investment portfolio and strategy. Rather than assess 
the level of risk in the portfolio overall, for instance, it can be easier, es-
pecially for individuals new to investing, to focus on a particular fund 
or deal. Such micromanagement distorts the goals of long- term invest-
ment and distracts the investment staff from exploring strategies, evalu-
ating managers, and developing long- term relationships with the best 
funds and trust with the market.

Even without going to that extreme, if the staff knows it must defend 
its strategy to the board on a monthly basis, it may tend toward more 
conventional approaches that are likely to perform as well as the market, 
rather than a long- term strategy that might deviate from short- term 
benchmarks and require extensive explanation. This can create “closet 
indexers,” the phenomenon of ostensibly long- term investors pursuing 
a strategy that closely follows shorter- term indexes.35

Tenure also appears to play a role in board performance. While the 
boards of many university endowments are known for their many years 
of service, other boards— particularly those of public pension funds— 
have shorter appointments, sometimes legally mandated terms of two 
to four years. A tension immediately arises: individuals with a two-  or 
four- year term are overseeing an investment program that ought to have 
a time horizon many times that. This difference can set up a tension be-
tween the director’s desire to make an impact in a relatively short period 
and the timeline over which a long- term strategy shows results, especially 
if a new strategy might incur losses in the short term.
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Such institutional risk aversion could increase, with an inevitable focus 
on short- term results, if the pension plan’s chief investment officer or 
other staff members have a short time horizon as well. A CEO/CIO seek-
ing to be well- positioned for the next move and a board member with 
a short legally mandated tenure may both be inspired to focus on good 
performance in the short term rather than the long term, given the time 
lag between implementation and fruition.36 Meanwhile, a leadership and 
staff with considerable experience who have worked together for many 
years can be a powerful advantage. Long- run investing is by its nature a 
highly subjective process. Shared experiences provide a common back-
ground that helps them undertake complex investment decisions with 
seemingly no right answer.

MEASUREMENT

While both the origins and generality of the phrase “if you can’t measure 
it, you can’t manage it” have been debated, its applicability to long- term 
investing is undeniable. In a world with a real need for returns and very 
ambiguous routes to reaching them, investment committees gravitate to-
ward metrics like an overboard man in a cold sea to a life buoy. And as 
we described in chapter 3, the common metrics used to track performance 
of long- term investments have clear benefits but also possess substantial 
drawbacks. In an effort to measure performance, investment committees 
frequently choose inadequate metrics. Moreover, they typically look at 
them far too frequently. How the organization articulates its performance 
profoundly shapes its ability to successfully commit to a long- term strat-
egy. It is important, then, that an organization takes these biases into 
account and thinks carefully about how to place each of the measure-
ments into a long- term context.

The desire for measurement undoubtedly leads to unproductive 
decision- making. Noted one practitioner, “In private equity, people want 
to pull out their cards to see if they were right in making a given invest-
ment. The most objective measure of performance is an exit. So the 
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investors encourage the fund managers— or sometimes it’s the manag-
ers themselves— to create realization events to validate their strategies.”37 
In many cases, a later exit would allow the company to accrete more 
value, but fund management requires an earlier exit. Indeed, our col-
league Paul Gompers has shown how the pressure to generate exits to 
raise follow- on funds leads young venture capitalists to leave substantial 
“money on the table,” by rushing companies to market too early.38 Of 
course, these pressures are augmented by the compensation scheme that 
private capital funds employ. As one investor stated, “We invest in assets 
that should be held for more than five to seven years. Yet the GPs want to 
realize carry for the end of a 7– 10 year fund, so we end up with short- 
term exits on a long- term asset.”39

These observations bring us face- to- face with a complex dilemma. A 
major focus of accounting policymakers over the past decade has been 
ensuring that financial statements more readily reflect what is really going 
on. This desire first manifested itself in the US when the Financial Ac-
counting Standards Board issued Standard 157 in 2006. This rule defined 
what it termed fair value: “the price that would be received to sell an asset 
or paid to transfer a liability in an orderly transaction between market 
participants at the measurement date.” Similar measures had been ad-
opted by the International Accounting Standards Board several years 
before and in Europe in 2004.

On the one hand, transparency sounds like an indisputably good thing. 
If private capital groups valued their companies fairly, and everyone be-
lieved these valuations, the kind of distortions that we alluded to before 
would go away. For instance, private capital groups would feel no com-
punction to rush their firms to market because the companies could plau-
sibly get as high a valuation as private entities. There would be fewer 
surprises as a company valued at cost suddenly soared in value after an 
IPO or acquisition. Valuations would more closely approximate reality 
and make it easier for the institutional investors to plan their budgets, 
make investment allocations, and assess their future liquidity needs. 
Moreover, investors would better understand the amount of risk in each 
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asset class because they would receive more frequent information on 
price changes.

On the other hand, a dozen years in, mark- to- market just does not 
seem to be working too well in private capital. The kind of ideal world 
where financial statements are highly transparent has not arrived, despite 
the adoption of this standard by the high gods of accounting. In part, this 
reflects the fact that valuing most risky entrepreneurial ventures is a com-
plex exercise, with a large number of unknowns. Groups can very plau-
sibly take different approaches to valuing firms. But it also reflects the fact 
these funds are run by human beings! For instance, Greg Brown, Oleg 
Gredil, and Steve Kaplan have found that leading groups tend to be more 
conservative in valuing unexited investments.40

An interesting illustration of this observation came in response to 
a Wall Street Journal exposé highlighting the seemingly lagging returns 
of Andreessen Horowitz.41 In response, the venture group put out a 
memo— with the discerning title “When Is a ‘Mark’ Not a Mark?”— 
highlighting how their mark- to- market methodology differed from 
many peers.42 In particular, they pointed out that many other venture 
firms were quite aggressive in their valuations.

Consider a case where a hot “unicorn” like Slack sold a 10% stake in 
itself for $400 million to a group. In this instance, many of their peers 
would value the firm at $4 billion and value their equity stake accordingly. 
This approach would be correct had the new investors bought common 
stock. But in actuality, in most cases, this type of financing is done using 
preferred stock, with all sorts of special rights and privileges, such as the 
right to get paid first if the firm is wound down. Thus, even though the 
shares the new investor bought were convertible into 10% of the common 
stock, they were actually getting considerably more of the likely payouts. 
Andreessen Horowitz noted that reflecting this fact, they (correctly, we 
may add) valued Slack more conservatively, and this contributed to their 
seemingly lower returns.43

But there is a second issue as well. More frequent pricing may work 
against long- term investment by explicitly reporting interim variations 
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that have little if any impact on the investment’s eventual realized value. 
This can introduce deleterious consequences even when the fund has 
performed better than the market as a whole.

At least in private, chief investment officers often argue that frequent 
valuation information about long- term investments may actually be 
counterproductive. Excessively frequent measurement, they feel, intro-
duces a short- term orientation that may distort long- term investments. 
For instance, a wholesale drop in the public markets will undoubtedly 
reduce the value of a portfolio that is marked- to- market. But what if the 
investor plans to hold the assets for decades? The investor might well wish 
to buy into the depressed market. But a combination of regulatory pres-
sures and human psychology may lead to pressures on the organization 
to do the opposite. Such behavior ends up defeating the entire purpose 
of long- term investments: making and holding investments over an in-
definite amount of time by an organization with the capability of doing 
so. Especially for a high- profile fund, such as a public pension, an an-
nouncement of quarterly portfolio losses is usually followed by intense 
media and political criticism. Requiring long- term investors to adopt 
short- term measurements introduces a short- term orientation. Such 
short- termism robs society of the important benefits that long- term in-
vestment provides.

So how, then, can investors effectively keep a scorecard of their per-
formance? We highlight four approaches:

• Commit to the use of long- term measurements. Accepting and defining 
a long- term perspective can set expectations. An example is the 
decision by the Future Fund, Australia’s sovereign wealth fund, to 
measure performance over a rolling ten- year period (although the 
fund’s managers would report these results on a quarterly basis).44 
The longer time horizon, along with a strategy to invest across six 
broadly defined asset classes, provided the fund with greater flexibil-
ity. As of March 31, 2017, it reported that the fund has returned 7.7% 
annually since its inception, exceeding the benchmark return 
target of 6.9%.45 While the firm also actually reports its quarterly 
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performance, it does so at the bottom of a table at the end of the 
report. A number of chief investment officers have used similar 
framing to get their committees to focus on long- run performance 
measures.

• Focus on a limited— but diverse— set of metrics. In our interviews, a 
number of experts mentioned that they focused on a limited 
number of metrics. All were slightly different, so it is difficult to 
create a definitive list of key performance measures. The critical 
aspect, however, is that in each situation the investor determined 
the metrics that provided the information deemed necessary to 
make decisions. Reams of data that cannot be acted upon are not 
information but inconveniences. As one expert noted, paraphrasing 
Einstein, “[Risk metrics] should be as simple as possible, but not too 
simple.”46

• Be directionally correct. Being “precisely wrong” rather than “roughly 
right” is a dangerous waste of energy. For instance, although risk 
measurements are difficult to calculate, risk is ignored at our peril, 
as many investors discovered in 2008 and 2009. Being consistent 
and transparent about an approximate value is preferable to either 
ignoring it or spending excessive energy on precise but short- lived 
quantifications.

• Pause periodically to take a holistic view. A last observation would 
be the importance of a critical, almost academic, perspective. Many 
of the most successful long- run investors and their leadership 
indulge periodically in a process of self- evaluation, pausing to 
consider the circumstances that led them to make investments that 
proved to be particularly successful or problematic. For instance, 
this exercise might consist of a review of the five best investments 
that were turned down, or the rationales behind the original decisions 
to invest in what proved to be the lowest- performing funds they 
selected. Thus, moving away from the traditional metrics of success, 
the investors can get a perspective on their activities.
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INCENTIVES

If boards and staff are to work well together in an environment marked 
by long time frames and uncertain metrics, they must establish a signifi-
cant level of trust. A key concern in turn is longevity among the staff. In 
long- term investing, much intellectual capital accumulates over time. 
Fund staff and their investment managers who develop relationships and 
understanding can generate ideas and share information. If a group does 
not have a stable team, or lacks the experience to make credible judg-
ments, it is unlikely to be regarded as a credible investor. Meanwhile, 
their shared experiences provide a common background that helps them 
undertake complex and subjective investment decisions.

This argument is easy in theory but much harder in practice. The “re-
volving doors” in recent years at many high- profile endowments and 
pensions underscore that the demand for investment talent is probably 
greater than it has ever been. The increased interest in alternative invest-
ments, and the demand for talent to lead the growing number of invest-
ment funds pursuing sophisticated strategies worldwide, are likely to 
 increase the temptation for managers to pursue their activities 
elsewhere.

This brings us to the topic of compensation. Getting the incentives 
right for long- term investing is very hard. First, many of these institutions 
are governments or nonprofits, where even the hint of market- level com-
pensation can spur outrage, whether justified or not.

But even if we lived in a world without media and its spectacle- hungry 
audience, designing an ideal pay scheme would still be challenging. For 
ultimately, as behavioral finance researchers have documented, humans 
are a peculiar kind of animal: we like the short term. An average person 
is highly averse to short- term losses and to avoid them would be willing 
to forego substantial payoffs later.47 Thus, the challenge for any long- term 
investor is tailoring an evaluation scheme that balances short- term re-
wards with the organization’s long- term goals.

Complicating things further, often well- intentioned incentives may 
lead managers to behave in ways that are quite different from those 
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intended by the owners (for instance, sovereign entities or pension fund 
contributors). The classic “principal- agent” problem manifests itself when 
individual managers (whether internal staff or hired consultants such as 
gatekeepers) pursue activities that reward them the most, even if they run 
contrary to the best interests of the principal or owner. These distortions 
can occur, for instance, when an endowment’s staff is compensated based 
on year- over- year performance, encouraging the adoption of short- term 
high- growth strategies, although the owner wants long- term outperfor-
mance. In part, this issue can be overcome with a carefully chosen and 
thoughtfully applied incentive scheme. While there is no magic bullet, 
there is a large body of thoughtful research to guide us through issues 
related to compensation.

In short, in addition to the level of compensation, we have to reexam-
ine the structure of rewards that has been used by many investors and 
has proved problematic. The favored tool has been a salary and bonus, 
which almost invariably leads to a focus on current performance that is 
counterproductive. Instead, in many conversations across all investor 
types, there appears to be a consensus that the compensation scheme 
mirroring that of private equity groups would be ideal. A salary and some 
type of carried interest (or an ability to invest alongside the fund) best 
links immediate decisions to long- run performance. But these schemes 
are relatively rare.

At the same time, a number of examples of creative structures have 
sprung up, with family offices leading the way. In many cases, these 
have been schemes where performance has been measured over three-  to 
five- year time horizons: given staff turnover, decades- long schemes just 
may not be realistic. A compensation system that is excessively long- term 
may have difficulty retaining staff because the individuals foresee being 
gone before any rewards for their work are paid out. Some groups added a 
provision that provides an adjustment if a promising investment turns bad. 
For instance, some of the payment may be held in an escrow account, or 
actually “clawed back” from the team member if things turn south.

One certainty is that there is no right answer here. Groups differ in the 
extent to which
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• Performance is linked to that of the overall organization, or just that 
of one’s specific group. The benefits of a strong team orientation are 
easily understood, but at the same time, top performers should not 
be punished for the deficiencies of others.

• Good decision- making that turns out to be “unlucky” is nonetheless 
rewarded. For instance, an investor may decide to undertake 
investments with African private capital groups, even though it is 
likely that there will be some “rookie mistakes” along the way. Some 
groups have tried to craft a reward system that encourages creative 
strategy exploration.

• Bonuses are awarded on the basis of purely quantitative factors or 
are based on more subjective considerations. While the former 
option often seems to be chosen because of its perceived “fairness,” a 
broad metric can capture important but hard- to- measure aspects of 
individuals’ contributions.

• Negative nominal returns of the entire fund may trigger a cessation 
or dramatic curtailment of bonuses, even if benchmarks are ex-
ceeded. We personally are not great fans of the concept that poor 
short- term performance should lead to a dramatic curtailment of 
compensation. The motivation to avoid controversies is understand-
able. But this approach again sends a message that, ultimately, it is 
short- run performance that really matters.

But some other issues are much harder to address with a formal 
scheme, such as the danger discussed previously here and in chapter 3 
that staff members will take actions that position themselves well for their 
next job. Moreover, many of the resources considered critical for execut-
ing a long- term investment strategy (travel to meet a team or money for 
research tools and training) are the first to be cut when budgets are 
squeezed. Meanwhile, the staff may be blamed if performance falls. 
As a result, they may be more risk averse than would be ideal, to avoid 
embarrassment and keep their jobs. As discussed earlier, for public 
and nonprofit investment organizations, compensation offers additional 
challenges. Due to political dynamics and public pressure, these groups 
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generally cannot offer lucrative payouts. The possibility of substantial 
rewards for the team— even if it is conditioned on high realized  returns—
is often inconceivable.

This brings us to the distinction, long understood by psychologists, 
between intrinsic and extrinsic motivation. Intrinsic motivation is where 
people pursue activities out of the joy of the activity itself, rather than 
due to formal rewards or pressure; extrinsic motivation is the opposite. 
It is clear that intrinsic motivation is a powerful incentive for investors: 
many talented investment managers at long- term investment groups are 
compensated at far below market rates. And yet they remain, presumably 
because so many of their rewards are nonpecuniary. As humans, we have 
a strong desire for work that fulfills a broader mission.

As a consequence, many of the organizations that have been the best 
at recruiting talented investment staff have done so by emphasizing the 
organization’s mission. For instance, Alexander Hetherington, a director 
and a 2006 Yale graduate noted, “To be interested in [working for Yale’s 
Investments Office], it helps a lot if you feel a real connection to Yale and 
want to do something good for the University.”48 Similarly, the major Ca-
nadian pension funds have had considerable success with members of 
the “Canadian Diaspora” who are working overseas in major financial 
institutions, by offering the chance to live in Canada, pursue a global ca-
reer, and make a difference to the lives and retirements of millions of 
Canadians, along with a competitive salary.49 This observation is similar 
to the research findings of our colleague Teresa Amabile, who has found 
that in creative activities (and, certainly, long- term investing is one), an 
overemphasis on explicit extrinsic motivations can have a detrimental 
effect.50

Thus, one important— though often neglected— aspect of compen-
sation is how to make the team connected to the broader mission. A shared 
sense of purpose, whether the mission is education or the provision of 
retirement security, can encourage pride in and commitment to an or-
ganization’s work. Giving the team the chance to see the outcome of 
their work and to feel connected to others working in different ways to 
that end can go a long way. Other attributes of a successful and 
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high- retention workplace include a clear promotion path, a stimulating 
work environment, and opportunities to learn and to grow.

It might also help going younger when building a team. A number of 
endowment heads told us that they have more success by recruiting 
young graduates, who have never yet “tasted the forbidden fruit” of 
Wall Street and are consequently willing to work for extended periods at 
modest salaries, rather than by dangling large pay packages in front of 
Wall Street veterans.

Sadly, many forces cut against the use of intrinsic motivation. Seeking 
to prevent scandals, public pension funds have in many cases so limited 
the discretion and roles of their staff that the sense of excitement and 
mission is lost. Some liberal arts schools have abandoned having invest-
ment teams teach in undergraduate classes, because the staff became de-
moralized after being berated by campus radicals for the perceived sins 
of the endowment, such as investing in companies that had something 
to do with oil and gas, Israel, timber harvesting, nonorganic farming, or 
an endless list of other perceived offenses. (Never mind the generous 
scholarships paid for by the same endowment.)

In short, incentive schemes can intrude on the best intentions of the 
individuals governing the investor. Unless the compensation system 
guards against it, incentives can send a message that is very different from 
the “vision statement” endorsed by the board and chief investment of-
ficer. And human nature being what it is, it is likely to be the incentives 
that most profoundly affect the team’s behavior.

COMMUNICATION

We live today in an era of fishbowl- like transparency. Despite the best 
efforts of many long- term investors to stay “below the radar screen,” 
public scrutiny is a fact of life for many investors. And if facts are not 
available, speculation will fill its place. The challenge in many cases is no 
longer how to stay out of the public eye but rather how to communicate 
effectively.
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To illustrate how the world has changed, consider the experience of 
Harvard’s endowment during the crisis of 1973. That year, the Arab na-
tions imposed an oil embargo on the US, and small- capitalization domes-
tic equities— a mainstay of the Harvard portfolio at the time— dropped 
by 31%.51 Like many other institutions, Harvard’s portfolio was adversely 
affected, and it needed to do some painful restructuring of holdings. Yet 
aside from a couple of brief mentions in the Boston Globe, the endow-
ment’s difficulties essentially passed without public notice— largely, it 
appears, due to adroit management of information by the endowment. 
Needless to say, the university fielded no calls about its financial position 
from reporters at Bloomberg Television or CNBC, because neither ex-
isted! By way of contrast, after the heavy losses associated with the crisis 
following the collapse of Lehman Brothers in mid- September 2008, the 
university felt compelled to put out a statement ten weeks later detailing 
its losses.52

Family offices may still be able to avoid scrutiny in many cases, as they 
often hide in plain sight behind generic names. But endowments, pen-
sions, and sovereign funds do not enjoy the same luxury. Rather, one criti-
cal key to success has become communication, at least in two important 
ways.

The first communication challenge is to market the entity as a desir-
able investor. As we emphasized in chapter 2, we live in a world that is 
hungry for long- run investments. As a result, private capital groups with 
a successful track record can afford to be very choosy as to whose money 
they accept. Even first- time venture funds started by seasoned entrepre-
neurs and venture professionals have been besieged by investors looking 
to get in the door. The least pleasant manifestation of this phenomenon 
has been private capital funds that demand excessively favorable eco-
nomic terms, confident that even if many of their existing investors are 
disillusioned by their greed, there will be others in line to take their place.

Thus, a counterintuitive challenge that many investors face is to con-
vince fund managers to take their money— and to hopefully be invited 
to invest because they are seen as an attractive partner, as opposed to 
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“dumb money” that is willing to agree to egregious and unfair terms! Even 
endowments and foundations, which prior to the financial crisis were 
seen as particularly desirable investors, are being forced in many cases 
to scramble to access funds. This reflects in large part the liquidity pres-
sures that many endowments experienced during the crisis, and the 
consequent emphasis of many private capital groups of getting a diverse 
array of desirable investors.

So how does an investment organization become a desirable investor? 
The first step is just getting “out there.” While the very largest private capi-
tal groups may be filled with specialists who have an encyclopedic knowl-
edge of every money pot in the world, many teams are not. And many of 
the most exciting investment opportunities lie with these smaller organi-
zations. The sheer number of faces in the crowd make it hard for investors 
to stand out without a concerted effort to attend and speak at conferences, 
visit private capital groups, and cultivate an image as a thoughtful industry 
actor. Thus, all but the highest- profile investors face the challenge of 
building awareness of themselves as an attractive source of financing.

What are the elements that are associated with a desirable limited part-
ner? Among these are stability of the management team, considerable 
liquidity and resources, and an ongoing organizational commitment to 
long- term investing. The key criteria in this setting are a lot more like 
Match.com than Tinder.

Another dimension that factors into desirability is not to be too tough 
on terms. Certainly, as we explore at length in chapter 6, some of the re-
cent economic changes by general partners have been unappealing. But 
it is important to remember that these are businesses still characterized 
by substantial dispersion in returns, as we discussed in chapter 3. An or-
ganization is likely to be at least as well off with the higher- performing 
but “greedier” group than with a generous underachiever.

The second communication challenge relates to the broader set of 
stakeholders, whether pensioners, family members, faculty, students, or 
alumni. In an ideal world, the boards of directors and chief investment 
officers should be willing to explain and defend their investment strat-
egy to constituents.
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This communication is important at all times, but never more than 
during market downturns that sharply affect the reported performance of 
the portfolio. Understandably, those with an interest in the success of the 
fund, whether it is pension contributors, alumni, or family members, be-
come concerned when the value of the fund falls. These fluctuations can 
create huge public and political pressure, forcing managers to devote a lot 
of time to explaining the results and, sometimes, trying to save their jobs.

A common outcome is so- called panic selling and the rapid alteration 
of strategies. Panic selling refers to situations when managers and boards 
aggressively sell off their portfolios, usually at market bottoms due to a 
shift in investment strategy. This was especially evident during the Global 
Financial Crisis, when even some boards with a long history of long- term 
investments abandoned that strategy and instructed the staff to sell pri-
vate assets on the secondary market. The consequences for returns over 
the next decade were in many cases substantial; the adverse impact for 
the investors’ reputations even longer lasting.

A group with a set of long- term investment beliefs would respond, “It 
was worth X; it’s priced at half of X.” A truly long- term investor follows 
this with, “Let’s buy more.” But it takes a strong stomach and a support-
ive board to implement this strategy when journalists and politicians 
are complaining about losses in a pension fund. True governance and 
effective communication on the part of the board and the fund’s upper 
management is critical at this time.

An extensive literature in social psychology and behavioral econom-
ics suggests that humans have evolved to go with the herd and to over-
value short- term information.53 Both of these characteristics, it has been 
suggested, may exacerbate financial bubbles and crashes, making it dif-
ficult to convince a nervous board that a downturn is exactly the right 
time to buy secondary positions from distressed long- term investors. 
Without clear and confident communication, the outcomes of downturns 
are likely to be ugly.

This exhortation does not imply, of course, just disclosing informa-
tion in crises. In many cases, poor performance during downturns has 
been driven by aspects of a fund’s strategy that were hitherto obscured: 
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an internal hedge fund that was never disclosed, hidden leverage, and the 
like. In some cases, it appears that even some members of the investors’ 
investment committee did not fully understand their position. Often the 
combination of the poor returns and the revelation of aspects of the fund’s 
strategy that were previously hidden serves to dramatically undermine 
confidence. While we are not arguing that investors should display every 
position to the world at large, clear communication of strategy and tac-
tics is important.

FINAL THOUGHTS

We began this chapter with the gold standard of the Yale endowment. 
The key elements of its program are no secrets, but its success has been 
difficult to replicate, as many investors who have attempted to do so have 
found. If there is a “secret sauce” to the Yale approach, it is not in the pre-
cise mixture of asset classes chosen. Rather, it is in the clarity of its in-
vestment philosophy and the rigorous and systematic way it has pursued 
its goals.

That message is why our second example, PensionDanmark, is so in-
triguing. This pension had none of the first- mover advantages that Yale 
did, nor a stellar alumni base to draw upon to staff or oversee its program. 
But they succeeded nonetheless in formulating a clear strategy, focusing 
on a set of opportunities where they had some advantages, and then ex-
ecuting their plan in a systematic way.

As we have highlighted here, successful long- run investing is much 
more a function of having a great organization than wizardry in stock 
picking. The building blocks delineated here— governance, measure-
ment, incentives, and communication— may seem mundane, but they 
are truly essential to success.

In the next chapter, we shift our perspective to the other side of the 
table: the often mysterious world of private capital funds. These orga-
nizations are very different, from the nature of the employees to the in-
centive problems at work. But when we dig deeper, we find that many of 
the same fundamental challenges are present.
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The Genesis of  Private Capital

In the next three chapters, we shift our focus from the long- term inves-
tors themselves to the funds that they work with. As we have discussed 
in chapter 3, as much as they want illiquid long- run investments in their 
portfolios, it is difficult for these investors to offer the incentives and the 
environment to do such investments internally on a sustained basis. With 
rare exceptions, it seems essential that the bulk of the heavy lifting in this 
arena be done by external investors.

Private capital organizations finance high- risk, high- reward companies 
and projects. They protect the value of their equity stakes by undertak-
ing careful due diligence before making the investments and by retain-
ing powerful oversight rights afterward. The arenas in which they invest 
differ, but can include start- up companies requiring substantial capital 
to grow, troubled companies that need to undergo a turnaround or re-
structuring, and projects to develop infrastructure, natural resources, and 
real estate. In each case, the risks surrounding the project are sufficiently 
large (often requiring intensive external supervision) and the capital 
needs great enough that the entrepreneurs are unlikely to be able to fi-
nance the projects exclusively through bank loans or other debt 
financing.

Private capital managed by dedicated funds today plays a critical role 
in the American economy and, increasingly, elsewhere around the globe. 
This influence can be seen most clearly in the financing of companies. 
At the end of the first quarter of 2018, the five most valuable companies 
in the world— Apple, Alphabet (Google), Microsoft, Amazon, and 
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Tencent— were all backed by venture capitalists. More generally, of all 
initial public offerings in the US between 1999 and 2009, over 60% of the 
entrepreneurial companies going public were venture- backed.1 This is 
an extraordinary percentage considering that only one- sixth of 1% of all 
companies are backed by venture capital. Among buyouts, between one- 
quarter and three- quarters of a percent of the entire US private sector 
workforce has been involved in a buyout each year over the course of this 
century (with the exception of 2009).2 Cumulatively, these transactions 
have had a profound effect on the economy across many dimensions, for 
better or worse.

In this chapter, we seek to understand the origins of these investors 
and their impact. This task is a big one, which could fill a volume many 
times the size of this book. Thus, we do so through five vignettes, which 
capture some of the representative dynamics as the industry has evolved 
from World War II until today.

THE PIONEER OF THE PROFESSIONAL  
LONG- TERM INVESTMENT

In its initial decades, the private capital industry was predominantly an 
American phenomenon. It had its origins in the family offices that man-
aged the wealth of high- net- worth individuals in the last decades of the 
nineteenth and the first decades of the twentieth century. Wealthy 
families such as the Phippses, Rockefellers, Vanderbilts, and Whitneys 
invested in and advised a variety of business enterprises, including the 
predecessor entities to AT&T, Eastern Airlines, McDonnell- Douglas, 
and W. R. Grace. Gradually, these families began involving outsiders to 
select and oversee those investments.

The first formal private capital firm, American Research and Devel-
opment (ARD), was not established until after World War II.3 Because 
institutional investors were reluctant to invest, ARD was structured as 
a publicly traded closed- end fund (i.e., the number of shares issued by 
the fund was fixed) and was marketed mostly to individuals. The few 
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other venture organizations begun in the decade after ARD’s formation 
were also structured as closed- end funds.

Georges Doriot, born in 1899, served in the French Army during World 
War I before moving to the United States to get an MBA from Harvard 
Business School. After one year at Harvard, Doriot dropped out to get 
experience working on Wall Street. He returned to Harvard in 1925, 
though, to serve as an assistant dean. While at Harvard, Doriot taught 
a course titled “Manufacturing,” in which he discussed the advantages 
and strategies behind venture capital investing.

After distinguished service managing logistics for the US Army during 
World War II, Doriot returned to campus, determined to put his ideas 
into practice. He founded ARD in 1946, with the express goal of exploiting 
the discoveries developed in New England’s universities and research 
laboratories, which otherwise might languish for lack of capital. In this 
effort, he was joined by Vermont senator Ralph Flanders and MIT presi-
dent Karl Compton, who supported the effort during its formative years.

Even before making the fund’s first investment, Doriot laid out the 
template that venture investors have followed in large part to this day. 
First, he prioritized investing in forward- thinking companies focused on 
science and engineering. Doriot explained, “ARD does not invest in the 
ordinary sense. Rather, it creates by taking calculated risks in selected 
companies in whose growth it believes.”4 The word selected was a critical 
one: ARD funded only one out of every twenty- five proposals it 
received.

Second, Doriot emphasized the importance of the fund structure. 
Rather than pooling funds on a deal- by- deal basis, he sought to create 
a pool from which he could draw down funds as opportunities presented 
themselves. In this way, he could decide quickly, without second- guessing 
the worthiness of perceived opportunities.

It is worth emphasizing how much of a departure Doriot’s conception 
of an equity fund to finance and govern companies was from the received 
wisdom. Immediately prior to the war, the New England Council, an 
assemblage of local business leaders, had appointed a committee to 
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explore how financing young companies could offset the job losses as-
sociated with the departure of shoe- making and textiles to the South. 
The elders had recommended a revolving fund that was very different 
from venture capital:

Funds to provide for further research in the small percentage of cases 
where competent opinion considers it warranted, for pilot production, 
for prosecution of patents, and the final commercialization through sale 
or licensing and, in rare instances, perhaps through the organization of 
a company, are necessary. . . . If such a fund could be created, it might, 
through administration by trustees, be utilized for carrying approved proj-
ects through the sequence of research, experimental production and 
finally, commercialization. It should be considered that this fund offers 
a source of permanent capital, but that it would be replenished through 
profits received from license fees or the sale of the product or process 
outright to an existing manufacturer.5

Yet despite the acuity and clarity of Doriot’s vision, ARD struggled in 
its first decade. After the $500,000 it had raised from its initial backers, 
additional funding had been slow to come by. Its profile as a non- 
dividend- paying entity with losses stretching out for the foreseeable 
future did not excite many institutions. Moreover, the frequent articles 
about ARD’s social goals of promoting economic development and en-
trepreneurship raised concerns among investors that financial returns 
were second- order. Early on, a decision was made to raise money by tak-
ing ARD public, when many of the seemingly natural investors, such as 
Harvard’s endowment, State Street Bank, and numerous Boston- area 
insurers, declined to invest. Even then, no investment bank was willing 
to underwrite the offering, and it was largely sold off in small blocks to 
retail investors on a “best efforts” basis. In the initial public offering, the 
fund only raised $3.5 million, short of the $5 million goal. Moreover, the 
offering was heavily hyped by the brokers ARD had hired.

The reality was (predictably) different. A number of companies went 
bankrupt, such as Island Packers, a tuna fish–packing company. Others, 
like Tracerlab, which manufactured radiation detectors, eventually proved 
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successful but were slow to move to profitability. Major shareholders, 
such as MIT, liquidated their stakes. Over time, the firm gained a 
better sense of which sectors were conducive to venture activity, with a 
move to earlier- stage firms and ones more dependent on novel tech-
nologies. But while the team refined its investment model, the lack of 
early success was inconsistent with the initial promises during the stock 
sales. During the course of the 1950s, Doriot spent much of his time 
personally dealing with disillusioned investors in the face of portfolio 
companies suffering from operational troubles and market turbulence. 
More generally, as the initial postwar wave of enthusiasm for venture 
capital cooled, ARD struggled to maintain interest in the entity.

Doriot attributed his struggles to the short- term nature of investors: 
“Bankers, investors, brokers, etc. generally speaking . . . have come to the 
conclusion that creative venture capital was a fanciful idea of the past 
which should be mostly discarded on account of the fact that it cannot 
be made to pay very quickly.”6 But Doriot did not help his cause with 
numerous pronouncements suggesting that financial considerations were 
far from paramount. One example was his 1967 statement, “We are re-
ally doctors of childhood diseases here. When bankers or brokers tell me 
I should sell an ailing company I ask them, ‘would you sell a child run-
ning a temperature of 104?’ ”7 The experience of “zombie” firms like Ion-
ics raised the question of whether the evergreen structure that charac-
terized the ARD fund was appropriate. Once the capital was raised, ARD 
had no obligation to ever return the capital, and could keep on investing 
until the firm ran out of money or was acquired. As Spencer Ante 
succinctly explains, “Much of Wall Street still viewed ARD as a freak 
philanthropic enterprise dreamed up by a strange mélange of Harvard 
professors and State Street financiers.”8

ARD’s structure as a closed- end investment fund also proved prob-
lematic. In addition to the pressures from investors to generate steady 
streams of cash, which was inconsistent with the underlying nature of the 
investments, other issues emerged. For much of its life span, ARD traded 
at a discount to its net asset value (not uncommon for publicly traded 
closed- end funds), which was a distraction to management.
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But despite these limitations, ARD proved to be a savvy investor. 
ARD’s annualized return from 1946 to 1971 was 14.7% per annum, signifi-
cantly above the compound return of 12.8% for the Dow Jones Industrial 
Average for the same period.9 Consistent with the feast- or- famine nature 
of venture capital ever since, the bulk of the return was driven by an in-
vestment of $70,000 in Digital Equipment Corporation (DEC) in 1957, 
in exchange for 70% ownership of the company. The minicomputer 
manufacturer experienced explosive growth in the ensuing years, and 
this single investment sealed ARD’s legacy. By the time of ARD’s final 
distribution to its investors in 1971, the investment had created gains of 
$355 million for the investors.

ARD’s validation of the success of a venture capital firm, however, con-
tained the seeds of its own destruction. Its triumph generated numerous 
competitors. These included the government- backed Small Business In-
vestment Companies (SBICs) established in 1958, many of which fea-
tured inexperienced but cash- rich investment teams. More formidable 
were the early investment partnerships that soon followed.

As these new firms proliferated, other weaknesses of ARD’s status as 
a publicly traded entity became apparent. The Securities Act of 1940 pro-
hibited investment managers at publicly traded funds from taking eq-
uity stakes or receiving options in either their investment company or 
their portfolio companies. These limits on incentive- based compensa-
tion resulted in staff defections. These became particularly acute as the 
amount of wealth created by the DEC deal became apparent to the team.

Not only did competing funds siphon off many of the most promis-
ing team members, but they also had more investment flexibility. ARD 
was forced to frequently use debt or debt- like instruments to ensure a 
steady cash flow to satisfy investors. As alternative financing options pro-
liferated, ARD’s deal structures were rejected by a number of entrepre-
neurs, who (reasonably) believed that all their cash flow should go into 
advancing the growth of the business.

ARD was never able to overcome the limitations engendered by its 
structure. The combination of staff defections, increased competition 
for investments, and ARD’s inability to restructure itself proved 
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overwhelming. Ultimately, Doriot sold the company to the manufactur-
ing conglomerate Textron in 1972, and ARD soon ceased to be a factor 
in the venture industry.

CREATING THE FUND MODEL

The first venture capital limited partnership— Draper, Gaither & 
Anderson— was formed in 1958. Imitators soon followed, but limited 
partnerships accounted for a minority of the venture pool during the 
1960s and 1970s. Most venture organizations raised money either through 
closed- end public pools (like ARD) or the federally guaranteed SBICs 
that proliferated during the 1960s. And while the market for SBICs in the 
late 1960s and early 1970s was strong, incentive problems ultimately led 
to the collapse of the sector. As a result, the annual flow of money into 
private capital during its first three decades never exceeded a few hun-
dred million dollars and usually was substantially less. During these years, 
while a few funds made a considerable number of investments in buy-
outs, real estate, and distressed situations, private capital organizations 
were universally referred to as venture capital funds.

General William Draper, a long- serving military officer and occasional 
industrialist, founded Draper, Gaither & Anderson (DGA) in 1958 along 
with Rand Corporation founder Rowan Gaither and Air Force general 
Frederick Anderson.10 DGA was notable for its location (it was one of 
the pioneering firms in Silicon Valley) but particularly for its structure. 
With a small number of private backers— of its $6 million fund, the ven-
erable investment bank Lazard Frères contributed $1.5 million and the 
Rockefellers and two other leading families nearly as much— it eschewed 
the publicly traded structure of earlier funds. Rather, it adopted the model 
that would become standard in the industry, the limited partnership.

In making this choice, the partners were swayed by the difficulties that 
Doriot had faced with ARD: for much of ARD’s first fifteen years, Doriot 
had struggled to raise capital. While much of this dissatisfaction may have 
reflected the naiveté of inexperienced investors, even knowledgeable in-
vestors criticized ARD’s tendency to stick with troubled firms too long. 
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The limited partnership structure that DGA introduced to the venture 
capital industry addressed several concerns. By raising funds up front, 
the venture capitalist firm received all the money it needed for the life 
of the fund. There would be no need to go “back to the well” every year 
or two for another tranche of capital, as Doriot had been required to do. 
(To be precise, investors in venture capital limited partnerships are not 
typically required to put in all the capital that they commit to the fund 
up front. Rather, they promise the funds, and then the general partners 
draw down the capital as needed.)

Moreover, the new firm’s founders felt that the ARD structure had 
brought about excessively conservative thinking. As Pete Bancroft, one 
of the junior investment professionals at DGA, noted of their predeces-
sors, “They did not dare as greatly or as well.”11 Much of this could be 
attributed to the compensation scheme at the Boston firm: everyone, 
including Doriot, received a salary— there was no explicit link of com-
pensation to performance. Instead, at DGA, not only were the partners 
major investors (contributing $700,000 of the capital, or more than 10% 
of the funds), but they also got a significant profit share. In particular, the 
DGA partners received 40% of the capital gains (well above the 20% to 
30% standard in the industry today), in addition to their proportionate 
share of the amount going to the limited partners.

But at the same time, there were advantages of the new structure for 
the limited partners. The venture capitalists only raised funds for a set 
period, typically seven to ten years, with the possibility of an extension 
for a few more. This stipulation provided a distinct time limit for the ven-
ture capitalists’ activity: there would be no nurturing sick firms indefi-
nitely. Moreover, the investors had the assurance that, ultimately, they 
would get back whatever money remained. While it would be very hard 
to dislodge the manager of an evergreen fund like ARD without an ex-
pensive battle for control of the board, limited partnerships simply wind 
up. Unless a venture firm can convince investors to ante up for a new fund, 
they will go out of business.

The partnership structure also addressed investors’ concerns by draw-
ing a sharp line between the limited and general partner. The limited 
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partners were limited in the sense that their liability was capped by the 
amount they invested. For instance, if the fund invested in a biotechnol-
ogy company whose drug unfortunately ended up killing several people 
during a clinical trial, the general partners running the fund might face 
many millions of dollars of claims for damages,12 but the investors would 
not. This was important to many investors, as an investor putting a few 
million dollars into a venture fund does not want to have to worry about 
the risk of losing many millions more if something goes wrong with a 
high- risk investment.

At the same time, the fact that the general partner needed to return 
to the limited partner for funds meant that the institutional and individ-
ual investors who provided the capital could have a lot of power. Bill 
Draper, General Draper’s son and the eventual founder of Sutter Hill and 
a number of other venture groups, related how, while working for his 
father at DGA, they were approached about investing in the first con-
dominium development in Hawaii.13 The investment appeared to be 
highly promising. But midway through the due diligence process, 
Draper was summoned to Rockefeller Center, and dressed down by one 
of the family office’s partners for investing outside of their promised 
mandate and expertise. He was told in no uncertain terms that the Rock-
efellers could access such investments through much more knowledge-
able, real estate–focused intermediaries. As a result, they were forced to 
turn down the investment, which ultimately provided a higher return 
than any of the deals in DGA’s portfolio.

Ultimately, Draper and his colleagues had limited success, and the fund 
undertook its final distribution to its limited partners in 1966. But in the 
years between Draper, Gaither & Anderson’s inception and its dissolu-
tion, the limited partnership had been demonstrated to be a powerful 
way to invest venture capital. Two of the most successful groups launched 
in these years were Greylock (which we discuss in chapter 7) and Davis 
& Rock (Rock would go on to fund, among other firms, Apple, Intel, 
and Scientific Data Systems, venture capital’s first billion- dollar exit, 
while Davis would go on to found the Mayfield Funds, which continues 
to be a leading venture group to this day).
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Undoubtedly, the creation of the venture capital limited partnership 
represented the fund’s most important legacy, which addressed many of 
the drawbacks of publicly traded closed- end funds such as ARD. But lim-
ited partnerships also posed issues of their own, as subsequent fund 
managers discovered— among them that these partnerships too could 
be swayed by the whims of investment fashion.

THE BROADENING OF PRIVATE CAPITAL

Activity in the private capital industry increased dramatically in the late 
1970s and early 1980s. Industry observers attributed much of the shift to 
the US Department of Labor’s clarification of the Employee Retirement 
Income Security Act’s “prudent man rule” in 1979. Prior to this year, the 
legislation seemingly limited the ability of pension funds to invest sub-
stantial amounts of money into venture capital or other high- risk asset 
classes, and pension fund managers consequentially shied away from 
these funds. The Department of Labor’s clarification of the rule explic-
itly allowed pension managers to invest in high- risk assets, including 
private capital. Numerous specialized funds— concentrating in areas 
such as leveraged buyouts, mezzanine transactions, and such hybrids 
as venture leasing— sprang up during the years following the rule 
clarification.

The subsequent years saw both very good and trying times for private 
capital investors. With the limited number of funds and investors, the 
structure of the deals was shaped by supply- and- demand conditions. A 
sudden increase in demand for private capital investing services in the 
early 1980s increased the bargaining power of the fund managers, allow-
ing them to enter into agreements with more freedom and also with 
higher levels of fees. The fund managers were definitely in the driver’s seat.

That said, the 1980s saw venture capitalists back many of the most 
 successful high- technology companies, including Cisco Systems, Genen-
tech, Microsoft, and Sun Microsystems. Numerous successful buyouts— 
such as Avis, Beatrice, Dr Pepper, Gibson Greetings, and McCall 
Pattern— garnered considerable public attention during that period. At 
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the same time, commitments to the private capital industry during this 
decade were very uneven. The annual flow of money into venture capital 
funds increased by a factor of ten during the first half of the 1980s but 
steadily declined from 1987 through 1991. Buyouts underwent an even 
more dramatic rise through the 1980s, followed by a precipitous fall at the 
end of the decade.

Much of this pattern was driven by the changing returns from these 
investments. Returns on venture capital funds had declined sharply in 
the mid- 1980s after being exceedingly attractive in earlier years. This fall 
was apparently triggered by overinvestment in a few industries, such as 
“Winchester” computer disk drives, and the entry of many inexperienced 
venture capitalists. Buyout returns underwent a similar decline in the late 
1980s, due in large part to the increased competition between groups for 
transactions. As investors became disappointed with returns, they com-
mitted less capital to the industry.

The dynamics of the private capital business during this period were 
perhaps best captured by Kohlberg Kravis Roberts & Co. (KKR), which 
captured the power— and the potential pitfalls— of the private capital 
model like no group before.14 Although the term leveraged buyout may 
have been new, the transactions that KKR championed were not. Some 
point to J. P. Morgan’s assemblage of the International Mercantile Ma-
rine Company in the early days of the twentieth century as the pioneer-
ing buyout, an effort that floundered on debt and the decline of world 
trade around World War I.15 Others highlight Henry Ford’s debt- fueled 
“take private” of his eponymous automaker in the late 1910s.16 In any case, 
by the 1960s, it had become commonplace for publicly traded holding 
companies to be used to undertake leveraged acquisitions. While some 
of the pioneers of these transactions are still active today (for instance, 
Berkshire Hathaway and Onex Corporation), many more, such as Victor 
Posner’s DWG Corporation and Malcolm McLean’s McLean Industries, 
are largely forgotten.

The vast majority of buyouts in the years before KKR’s formation were 
far less glamorous affairs than the Ford or Morgan transactions, often in-
volving small family businesses that were undergoing generational 
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transformations. Small investor groups would purchase shares of the busi-
ness, often with a small slice of their own equity and the remainder 
borrowed from banks and insurers. When the business was later sold at 
a premium, the heavy leverage would mean that the profits of the equity- 
holders were multiplied manyfold.

KKR grew out of the activities of Jerry Kohlberg on the Bear Stearns 
trading desk, beginning with Stern Metals in 1965. Joined by George 
Roberts in 1969 and Henry Kravis shortly thereafter, they undertook 
transactions using the investment bank’s capital. The marriage of this 
activity and investment banking was an uneasy one (as many subse-
quent deal- doers would discover). Not only was the time frame of these 
transactions very different from those typically pursued on the trading 
floor, but they required an increasing amount of the banking partner-
ship’s capital, which became a source of tension once the market 
slumped in 1973. These tensions— along with personality clashes— led 
the three to depart in 1976 to begin their own firm.

Starting with the $26 million buyout of A. J. Industries, the partners 
began pursuing transactions. Before long, the firm was bagging much 
larger game. The 1979 buyout of Houdaille Industries was a $380 million 
transaction that was financed with a mere $25 million of equity (most of 
which came from coinvestors and management, given the small size of 
the 1976 fund).17 This transaction set KKR on the route to ever larger and 
more audacious deals over the next decade.

One of the critical innovations by KKR was coupling buyouts with the 
limited partnership structure that had primarily been used by venture 
funds to date. Beginning with the $31 million 1976 fund, KKR raised pro-
gressively larger pools of capital. Several set records for the largest pools 
of capital raised to date, including the $357 million 1980 fund, the $1 bil-
lion 1984 fund, and the $6.1 billion 1986 fund. This sharply distinguished 
KKR from many of its predecessors, who had to assemble the equity 
for these transactions on a deal- by- deal basis or rely on the good humor 
of the financial institutions that employed them. (Of course, given the 
extraordinarily leveraged nature of the 1980s deals, plenty of attention 
was devoted to relationships with the banks.) It also allowed the firm 
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to invest in building a real institution, with a distinct culture and 
worldview.

Like many financial entrepreneurs, the success of Kohlberg, Kravis, 
and Roberts was in part due to the skills of the team but also to being in 
the right place at the right time— because these years coincided with two 
major realizations by American business.

The first of these was that the conglomerate model, which had pro-
liferated during the “go-go” 1960s, was deeply flawed. In many cases, the 
companies consisted of a loose confederation of entities with too many 
lines of business to be effectively overseen. Corporate managements, 
which often owned little equity in the entity, appeared more concerned 
about their own compensation and perks than the returns to investors. 
Meanwhile, the boards were frequently “toothless tigers”: the directors 
frequently had little personal financial stake in the firm’s success but were 
anxious not to endanger their own sinecures by asking too many prob-
ing questions. Private equity investors could thus create value by carv-
ing off underperforming divisions. The combination of a more readily 
managed, focused business, intense monitoring by equity owners who 
dominated the board, and the provision of generous option grants to 
management could affect dramatic transformations.

The second of these realizations related to the power of leverage. As 
a long- lingering consequence of the Great Depression, many US corpo-
rations had eschewed the extensive use of debt. KKR and its peers ar-
gued that this conservative approach was problematic. Not only was debt 
financing cheaper than equity, due to the tax deductibility of interest, but 
it had additional benefits. Foremost among these was the way in which 
leverage could create pressure for change in a way that no amount of 
pounding on the boardroom table could. In particular, the required in-
terest and principal repayments would vacuum up what financial 
economists termed free cash flow that otherwise might go to pet projects 
or corporate jets. Moreover, the debt amplified the returns to the equity 
investors (although also amplifying its risk).

Of course, if the business lost value, the equity- holders— and perhaps 
some of the debt- holders— could be wiped out. Indeed, while KKR’s 
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first funds generated very attractive returns— the first six funds gener-
ated returns of 24% after fees and carry— many of the first funds were 
characterized by one transaction in which the entirety of the firm’s 
equity was lost. These failed transactions also had wrenching impacts 
on the stakeholders. (While a thorough discussion of the extensive lit-
erature of the effects of private equity on the companies they back 
would take us too far afield, we have written extensively on these issues 
elsewhere.18)

As with their venture capital predecessors, KKR and its pioneering 
peers were victims of their own success: their spectacular performance 
in the late 1970s and early 1980s attracted ever more capital to the indus-
try and spurred many imitators. As a result, not only did the investors 
pay increasingly more for transactions, but the intensity of the competi-
tion led to heavily indebted balance sheets with little room for error.

There was no more dramatic illustration of this than RJR Nabisco. 
Clearly, this was a firm with plenty of fat to trim: the country club mem-
berships for executives, the fleet of corporate jets, and a (could- be) team 
of athletes on six-  and seven- figure retainers stand out. But control of 
the firm turned into a battle royal between virtually all the major buy-
out groups of the day, as well as RJR’s own management. It was as far 
from the “proprietary deal” that groups like to boast about as can be 
imagined.

Without wading into the discussion of whether the $31.4 billion trans-
action could be justified at the time, it is clear that the deal soon encoun-
tered difficulties. In part, this can be attributed to the collapse in the junk 
bond market triggered by the troubles of Drexel Burnham Lambert, 
which prompted an upward revision of interest rates and greatly exac-
erbated the financial pressures associated with its indebtedness. In ad-
dition to the sheer amount of debt that RJR had assumed, the number 
and dueling agendas of the creditors posed grave issues. Ultimately, the 
buyout group undertook a complex series of restructurings that ulti-
mately salvaged the equity invested in the deal (and a little more). And 
KKR itself went on to live another day, raising much more capital and 
doing many other transactions and initiatives.
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KKR’s experiences in its first fifteen years illustrate several key points. 
They showed how the limited partnership model employed by General 
Draper, Arthur Rock, and their peers could be adapted to very different 
kinds of investments. They also highlighted the way in which the part-
nership model could scale to accommodate much larger and more 
complex transactions. At the same time, their experiences in those years 
illustrated in a particularly dramatic form— though neither for the first nor 
the last time— the way in which private markets seemed particularly 
prone to booms and the consequent disruptive busts.

PREMATURE EXPANSION

The boom and bust of the 1980s was repeated in the 1990s on an un-
precedented scale. Much of the decade saw dramatic growth and excel-
lent returns in almost every part of the private capital industry. This 
recovery was triggered by several factors. First, the industry stabilized 
following the exit of many inexperienced investors at the beginning of 
the decade, ensuring that the remaining groups faced less competition 
for transactions. The healthy market for initial public offerings during 
much of the decade meant that it was easier for all investors to exit pri-
vate transactions. Meanwhile, the extent of technological innovation— 
particularly in information technology– related industries— created 
extraordinary opportunities for venture capitalists. New capital com-
mitments to both venture and buyout funds rose in response to these 
changing circumstances, increasing to record levels by the late 1990s 
and 2000.

But as is often the case, the growth of private capital increased at a pace 
that could not be sustained. Institutional and individual investors— 
attracted especially by the tremendously high returns enjoyed by ven-
ture funds— flooded money into the industry. In many cases, funds grew 
rapidly in size. In other cases, venture groups that should not have raised 
capital at all succeeded in garnering considerable funds. Excessive growth 
led to overstretched partners, inadequate due diligence, and, in many 
cases, poor investment decisions.
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One clear example of the dangers of overreaching was the experience 
of 3i.19 The oldest private capital group in Europe, 3i stood out from its 
peers along several dimensions. It had been founded in 1945 by the UK 
government and funded by a consortium of banks to provide capital for 
small- and medium- sized businesses in the post–World War II rebuilding 
effort. 3i initially used both debt and equity to fulfill its mandate, and ex-
panded into far- flung product lines like consulting, securities under-
writing, and ship financing. Over time, it became a more traditional pri-
vate equity group, focusing on buyouts and growth capital and shedding 
many of its ancillary activities. It also expanded its footprint into conti-
nental Europe and elsewhere. These efforts yielded some real successes, 
including investments in Bond Helicopters, Caledonian Airways (later 
British Caledonian), and Oxford Instruments, the pioneer of magnetic 
resonance imaging.

In July 1994, 3i made a transition that was virtually unheard of in Eu-
rope at the time: the firm went public on the London Stock Exchange. 
In this way, the banks could unwind their shares and 3i could attract a new 
investor base. The offering was initially seen as a success: by September 
of that year, 3i’s market cap had risen enough that it was included in the 
FTSE- 100 market index of leading British firms.

As the decade progressed, however, 3i’s management became increas-
ingly frustrated with its perception and valuation in the market. The 
market viewed the firm as, in the words of one observer, more of a “quaint 
throwback than a go- ahead investor.”20 As the technology market had 
soared, 3i appeared to be left behind: its stock price had increased by only 
39% between the beginning of 1996 and 1999, even as the tech- heavy 
NASDAQ had more than doubled and even the staid FT- 100 firms had 
gone up by nearly 50%.21

At the behest of Brian Larcombe, who became 3i’s CEO in 1997, 
the firm sought to address the market perception. Beginning in 1999, 
the investment company began aggressively moving into early- stage 
investments. 3i increased its pace of start- up investments tenfold in 
three years, and directed much of its later- stage investments from its tra-
ditional transactions involving mature firms to follow- on investments in 
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technology companies. Meanwhile, in 1999 it opened offices in Silicon 
Valley and Boston to increase its exposure to early- stage deals there. The 
result was undoubtedly successful— in the short run. Its stock price nearly 
tripled between January 1, 1999, and mid- 2000, breaking the thousand- 
pence mark in August 2000. The Boston Globe even dubbed it “the big-
gest venture firm you’ve never heard of.”22

But dark clouds were gathering. In March 2000, the market for new 
offerings of technology companies— and the valuation of those firms that 
were traded— began collapsing. Many seasoned venture capitalists, hav-
ing been through such market cycles before, began pulling back from 
new investments, instead focusing on nurturing the existing companies 
in their portfolio. Meanwhile, 3i, convinced it was giving the market what 
it wanted, plunged ahead. In mid- April 2000, it launched a £400 million 
(about $600 million at the time) European technology fund quoted on 
the London Stock Exchange. Its investments in start- up firms actually 
peaked in the fiscal year ending March 31, 2001, a year in which technol-
ogy stocks (and venture returns) had been in a virtually continuous 
state of decline. Even as late as May 2001, the firm expressed its desire to 
keep investing at least half its new capital in the technology sector. Lar-
combe professed, “This is not a time to be shy of making new invest-
ments— I have little doubt that the fastest growing businesses will con-
tinue to be technology companies.”23

By the end of 2001, however, the optimistic tone was gone at 3i. The 
extent of the folly was apparent. The firm reported a loss of almost £1 bil-
lion for the fiscal year ending March 31, 2002 (at the time, $1.5 billion), 
driven by the poor performance of its technology portfolio. Needless to 
say, its stock price plummeted as well, falling below £3 by the first quar-
ter of 2003 from its peak of nearly £18 in September 2000: it had given 
back all the gains from the giddy years of 1999 and 2000, and was trading 
below where it was at the beginning of 1996. The firm responded by 
dramatically curtailing its new technology investments, laying off 17% of 
its staff, and entering a “triage” process to salvage its portfolio.

In 2004, the venture capital group, which accounted for as much as 
50% of the firm’s investment value at the peak of the bubble, was still 
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recovering from the 2001 crash. Lacombe retired as CEO, and Phillip 
Yea took over. One of Yea’s first priorities was to increase the selectivity 
of the venture business line while working down the size of the portfolio. 
Managing partner Rod Perry cut back venture investments and closed 
numerous offices and sector groups. The team also cut the portfolio of 
four hundred companies to a hundred and reduced its staff by 75%. Philip 
Yea explained, “Early- stage has not been an easy place. It is a natural evolu-
tion, because there is more value for us in later- stage companies interna-
tionally and that is what we have been doing more and more.”24

But the biggest cost to the firm may have been the distraction in the 
ensuing years posed by this troubled portfolio. The process of working 
out the portfolio of doomed technology companies proved to be a tor-
tuous one: it was not until 2008– 2009 that it closed down its Silicon Val-
ley office and sold its remaining holdings to a consortium of secondary 
funds. While management struggled with these issues through the early 
and mid- 2000s, opportunities abounded in 3i’s traditional market: eq-
uity investments in mid- sized European firms. 3i’s later- stage funds 
showed attractive returns during this period, but younger rivals such as 
Montagu and Permira had superior returns and more rapid growth. It is 
hard not to feel that the distraction of dealing with the portfolio of trou-
bled technology investments— brought about by a desire to please the 
public markets— led to 3i not being able to fully take advantage of the 
opportunities when conditions in its core markets were best.

While 3i was one of the pioneers in turning to public markets, and did 
a strategic detour of epic proportions, it was certainly not unique. Nu-
merous other groups would seek to raise capital in subsequent years from 
public sources, first in the late 1990s and then again beginning in the mid-
dle of the next decade. Even more ubiquitous were efforts by groups to 
expand across asset classes, geographies, and transaction sizes. Few of 
these groups, it is true, rivaled 3i in the audacity and the futility of their 
expansion efforts. But there were certainly numerous disappointments 
and mixed outcomes alongside the successes. Many of the problem cases 
had much the same drivers as 3i’s, such as a desire to provide the “flavor 
of the moment” to investors (whether or not it fit the group’s skill set well) 
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and the absence of careful strategic planning about what would be re-
quired for success.

Although overshadowed by the venture capital boom, the 1990s also 
saw innovation in the types of private capital raised. The most important 
of these was the rise of real estate private equity.25 While institutions and 
families had long invested in real estate, many of these deals were done 
through direct transactions or publicly traded real estate investment 
trusts. Many credit Sam Zell with forming the first real estate private eq-
uity fund, Zell- Merrill I, which was raised in 1988. In establishing this 
fund, modeled directly after venture and buyout funds, Zell was moti-
vated by the excessively leveraged transactions that characterized the 
deals of the day. He correctly anticipated that there would be ample 
chances for an “opportunistic” fund that could swoop in and buy dis-
tressed properties once the market collapsed.

Keeping with the adage that success breeds imitation, Zell was soon 
joined by others, first by Goldman Sachs and the Whitehall funds, and 
then by a plethora of others. These included dedicated groups (for in-
stance, AEW, Colony, Lone Star, and Starwood), investment bank affili-
ated funds (CSFB and Lehman soon joined Goldman in sponsoring 
funds), and buyout groups that crossed over to offer products (Angelo 
Gordon Apollo, Blackstone, and Cerberus, to name a few).

THE SCALING OF PRIVATE CAPITAL

The first years of the twenty- first century saw the emergence of “finan-
cial supermarkets” for institutional investors that offered wide ranges 
of alternative investment products. Private capital funds, while in the 
business of funding innovations of many kinds, had been remarkably 
steadfast in retaining their structure since the mid- 1960s. In recent years, 
however, a flurry of experimentation has taken hold in the industry, as 
firms try to resolve the question of structure and scale. Among the 
changes have been the establishment of affiliate offices and entire 
funds in different regions, and the expansion of the offerings of buyout 
firms to include real estate, mezzanine, distressed debt, and bond funds.
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The increased diversity of the types of funds being raised was an 
innovation in itself. One dramatic example was in real estate private 
equity, which, as we mentioned, had been dominated in the 1990s by 
opportunistic funds that sought to buy distressed or deeply discounted 
assets. Over the course of the first decade of the 2000s, it became com-
monplace to see funds devoted to core assets, which featured safe 
properties with limited upside; value- added funds, which undertook 
development projects; and core- plus funds, which sat in between the 
two on the risk- reward spectrum.

These patterns were repeated elsewhere. For instance, trading in sec-
ondary interests in private funds (i.e., stakes in already seasoned funds), 
hitherto a modest backwater, exploded as both existing firms and new 
entrants raised substantial capital. Similarly, the volume of capital devoted 
to funds investing in natural resources, such as farmland and timber, ex-
panded dramatically. In addition, the decade saw the creation of new 
categories. In perhaps the most striking examples, funds that employed 
the standard private capital structure to invest in infrastructure (with 
some modifications) were introduced by the Australian bank Mac-
quarie in the first days of the new millennium. Again the category soon 
attracted other players, such as Alinda Capital Partners and Global Infra-
structure Partners.

The expansions in firm scope were accompanied by increases in the 
amount and types of private capital raised. Most dramatic was the buy-
out sector, which underwent a tremendous boom in activity between 
2004 and 2007. Fueled by the increased appetite of institutional inves-
tors for alternative investments, a greater willingness of boards of direc-
tors and managers to sell to private capital groups, and— last but not 
least— a wave of debt on generous terms and with few protective cov-
enants, the industry experienced explosive growth. As in many earlier 
booms, as the influx in capital continued, valuations rose, and standards 
for undertaking deals in many cases fell. It was not surprising to industry 
observers, then, that the financial crisis of 2007– 2008 triggered a major 
downturn in the market. What was more surprising was the speed of 
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recovery: by the early 2010s, many of the troubled investments had been 
restructured, and a considerable number of transactions were being 
exited through secondary buyouts or initial public offerings. Collateral-
ized loan obligations (or CLOs) and covenant- lite lending had returned 
with a vengeance.

So, what explains the sudden changes in the structure of private capital 
groups in the twenty- first century? We believe that this reflected a more 
fundamental shift in the industry, as groups struggled to address the in-
creasing efficiency of the markets in which they invested. Facing increased 
competition, they sought new ways to differentiate themselves.

Evidence of the increased efficiency of these markets can be seen 
in many places. While private capital for much of its first decades had 
the flavor of a cottage industry, with a considerable number of relatively 
small firms working alongside one another, today it is much more 
competitive.

Given this changed competitive environment, the leading firms are 
increasingly seeking to differentiate themselves from the mass of other 
investors. They are employing a variety of tools to build up and distin-
guish their “brands” from their competitors. These steps include the stra-
tegic partnerships, international operations, provision of additional 
services, and aggressive fund- raising described above, as well as many 
other initiatives to extend their visibility in the US and abroad. (Of course, 
these steps by themselves are no substitute for the ability to build better 
companies and to generate superior investment returns!)

To be sure, private capital is not unique in this transformation. For 
instance, the investment banking industry, the financial supermarket for 
corporations, had undergone a similar transformation several years ear-
lier, as the leading “bulge bracket” firms solidified their leadership posi-
tions. The gap between the leading banks and the following ones greatly 
increased in the 1970s, as the leading groups enhanced their range of 
activities and boosted their hiring of personnel. Similarly, the manage-
ment of the major banks was transformed during these years, as proce-
dures were systematized and management structures formalized.
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Undoubtedly, the firm that has encapsulated this trend is the Black-
stone Group.26 The Blackstone Group was founded in 1985 by Stephen 
Schwarzman and Peter Peterson following their departures from Lehman 
Brothers. “The story of Blackstone was really the story of the failure of 
Lehman,” said J. Tomilson Hill, vice chairman, president, and CEO of 
Blackstone’s approximately $68 billion hedge funds business, who joined 
the firm in 1993.27 Previously, Peterson had been chairman and co- CEO 
of Lehman, chairman and CEO of Bell and Howell Corporation, and 
secretary of commerce for the Nixon administration. Schwarzman 
had been global head of Lehman’s mergers and acquisitions (M&A) 
practice.

As a way to get started and generate revenue, the founders looked to 
build an M&A advisory business with a more entrepreneurial spirit and 
with a different culture than Lehman’s. Each put up $200,000, and they 
opened Blackstone’s first office on Park Avenue in New York City in the 
autumn of 1985. In 1987, Schwarzman decided it was time to augment 
Blackstone’s M&A advisory business by raising a $1 billion leveraged buy-
out fund. Neither Schwarzman nor Peterson had experience on the 
principal side of buyouts. Their first few marketing pitches, including 
those to the Massachusetts Institute of Technology endowment board 
and the Delta Airlines pension fund, failed. Finally, Peterson secured a 
meeting with the chief investment officer at Prudential Insurance, with 
whom he had a good relationship from previous dealings. Prudential 
committed $100 million to the fund, becoming the lead investor, and was 
followed by the Mitsubishi Industrial Group, General Electric, General 
Motors, and others. Soon Blackstone had raised $635 million, closing the 
fund- raising round the day before the stock market crash of 1987. By 1988, 
the fund had grown to $850 million, the largest first- time fund at the time.

In 1989, Blackstone made its first deal, a $640 million buyout for the 
transportation subsidiaries of USX, U.S. Steel’s parent company (later 
Transtar). Blackstone invested $13.4 million of its own capital, acquiring 
a 51% stake in the new company, improving operations, and weathering 
economic cycles over the fifteen- year course of the investment. When 
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Blackstone exited in 2003, the deal had earned their investors twenty- five 
times their investment. “It was the best single deal ever done at the firm,” 
said Hill. “It proved the point that if you had relationships and were clever, 
you could turn lemons into lemonade.”28 Other early deals included a buy-
out of the railroad company Chicago and Northwestern (CNW) in 1989 
for $1.6 billion; a $177 million acquisition of Great Lakes Dredge and 
Dock Company in 1991; and the purchase of Union Carbide and Mitsubi-
shi’s joint venture, UCAR, in 1994 for $1.2 billion, on which Blackstone 
earned 3.6 times its investment by its 1997 exit. Of course, not all early 
deals succeeded. In 1989, Blackstone’s $122 million investment in Collins 
and Aikman and $330 million leveraged buyout of Edgcomb Metals Com-
pany both turned sour. Nevertheless, although some deals struggled, 
the firm generated solid returns overall.

Blackstone was among the first firms to focus on product line diver-
sification. In 1990, Blackstone began expanding beyond private equity 
and advisory services, starting with a “fund of hedge funds” that began 
as a high- risk- adjusted return vehicle in liquid alternatives for the part-
ners to invest their own money. Next came the launch of an opportunis-
tic real estate fund in 1992 that blossomed under the leadership of Jon 
Gray, an alternative credit business in 1999, the opening of a European 
office in 2000, the launching of senior debt funds in 2002, a proprietary 
hedge fund in 2005, an Asian office in 2006, the acquisition of GSO— an 
alternative asset manager specializing in credit products— in 2008; the 
list goes on and on. From its humble roots thirty years ago as a two- person 
M&A boutique, Blackstone became the most diversified private equity 
firm, with $434 billion under management at the beginning of 2018, nearly 
two times larger than its biggest competitor.

Another key change in this century was a shift in ownership structure, 
with several large private equity firms becoming publicly traded entities. 
Once again, Blackstone was one of the earlier private capital groups to 
go public. In 2006, Schwarzman and Blackstone’s president, Tony James, 
began discussing an initial public offering (IPO), which could bring an 
influx of capital as well as a liquid security for acquisitions and stock- based 
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compensation. In addition, it would facilitate an orderly generational 
transition as Peterson exited the firm, providing him “a share of the value 
that he’d created in Blackstone without selling the firm,” said Schwarz-
man.29 The exposure brought on by an IPO could also help cement Black-
stone’s premium brand in the industry. But going public meant becom-
ing subject to increased transparency and filing requirements, expanding 
corporate legal and compliance staff, and having to weather the volatil-
ity and changing tastes of the stock market.

A key attribute of the offering, they decided, had to be the publicly 
traded partnership (PTP) structure, which maintained much of Black-
stone’s existing governance and minimized interference with the firm’s 
traditional way of operating. In addition to crafting the PTP to maintain 
the firm’s culture and his own authority over operations, Schwarzman 
went so far as to warn public investors about his ultimate priorities: “We 
had a section of the prospectus titled: ‘We Intend to Be a Different Kind 
of Public Company.’ I wanted our new public investors to understand that 
we place the interests of our investment funds first, even if that adversely 
affects our near term results.”30 As Schwarzman’s company hinted, and 
we discuss at length in chapter 6, the structure introduced a conflict: the 
limited partners naturally desire high returns while shareholders are likely 
to welcome more assets and fees, even if returns suffer to some extent. 
Nonetheless, in June 2007, the company sold 14% of the equity in the 
general partnership, raising $5 billion, the biggest IPO in the US in five 
years.

The future success of Blackstone is of course not guaranteed. We have 
seen many examples of investment groups that, after enjoying an ex-
tended run of success, go “off the rails” and encounter difficulties. In 
particular, generational succession, the surfeit of uninvested capital in 
many alternative investment areas, and increasing competition from in-
stitutions that want to “go it alone” can all be highlighted as challenges. 
But so far change has been smooth, including the replacement of James 
by Jon Gray as president and chief operating officer in February 2018, 
reflecting Blackstone’s strong culture and shared approach to doing 
business.
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FINAL THOUGHTS

We began by noting that the history of private capital could fill many vol-
umes. These five snapshots of particular firms can neither do justice to 
the industry nor even to the firms themselves. That being acknowledged, 
the vignettes presented in this chapter highlight the challenges in find-
ing an appropriate structure for private capital investing, the many 
strengths of the limited partnership model, the way in which the model 
has come to encompass many more types of companies and projects, and 
the increasing complexity of the investment groups themselves.

In the next chapter, we turn to looking more systematically at the chal-
lenges of the limited partnership model as currently practiced.
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The Fund Manager’s Challenge

As we emphasized in chapter 5, the private capital partnership was cre-
ated as a solution to the problems posed by the illiquid and highly un-
certain nature of long- term investments. The deferral of much of the com-
pensation, which is linked to performance, until the investments are 
realized helps alleviate the information problems in these settings.

But in many cases these partnerships do not work in the ways that the 
pioneering capital investors envisioned. A whole series of deleterious be-
haviors can creep in, as fund managers make decisions that reflect their 
own interests rather than those of their investors. In some cases, these 
distortions seem quite deliberate, where investors exploit the informa-
tion gaps to make decisions that seem clearly wrong.

Consider the case of Mike Rothenberg.1 Rothenberg founded his 
eponymous venture firm while still at Harvard Business School, from 
which he graduated in 2013. His concept was to undertake an alternative 
approach to venture capital, drawing on his network of buddies from his 
undergraduate days at Stanford, his business school classmates, and his 
globe- trotting friends to generate deal flow. Initially, the effort seemed 
to be working. Early investments included Revel, Robinhood, and 
SpaceX. With an investment style that featured quick decisions— 
sometimes after no more than an hour’s conversation— Rothenberg 
built the fund’s portfolio. Moreover, Rothenberg undoubtedly mas-
tered the visionary (or perhaps we should say hype- ridden and over-
wrought argot) of Silicon Valley. He pitched his fund, for instance, as 
the combination of “the service- model approach of Andreessen 
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Horowitz, and the founder- first community building offline and online 
approach of First Round Capital, with the processing power and reach 
of Silicon Valley Angels, and the discretion of Floodgate and the judg-
ment of Sequoia.”2

Playing a not small part of the Rothenberg Ventures’ hype was the 
founder’s willingness to spend lavishly at a level only approached by rap 
stars, which earned him the title of “[Silicon] Valley’s Party Animal.” The 
firm had as many as sixty employees (including three personal assistants 
and a driver), many times those of its comparably sized peers. This was 
just the beginning: luxury boxes at San Francisco sports events, an an-
nual party that entailed renting Giants Stadium, a Rothenberg Ventures– 
sponsored race car in Global Rallycross meets, a private jet club mem-
bership, and a Super Bowl suite (billed as essential for fund- raising).

Not surprisingly, whispers soon began surrounding the firm. Rothen-
berg was seen as hopelessly overcommitted, and more interested in 
hanging out with Hollywood royalty than in the grinding process of seek-
ing out new investments. Staff members began complaining— and then 
suing— about unpaid wages and expenses. Media accounts raised ques-
tions on how a group that had raised less than $50 million could afford 
the extravagant spending it was undertaking.

And then came the federal investigators.3 A number of the allegations 
surrounding Rothenberg related to the use of investors’ funds, including 
undisclosed loans of the investment funds to the founder’s personal bank 
accounts. But perhaps the most serious allegations revolved around a 
company that Rothenberg himself founded in 2015 called River Studios, 
whose primary accomplishments to date seemed to be shooting virtual 
reality videos for Björk and Coldplay. This company was funded by $5 
million from Rothenberg Ventures— much larger than its typical 
$100,000 investment— but apparently investors were never informed that 
the fund was undertaking this transaction. According to the SEC’s charges 
in late 2018, “over a three- year period, Rothenberg and his firm misap-
propriated millions of dollars from the funds, including an estimated $7 
million of excess fees.” Rothenberg Ventures settled the charges without 
confirming or denying the allegations.4
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There are many other none- too- pretty stories where partnerships have 
gone wrong. In many cases, the root of the problems seems to be the very 
process of growth itself, or the failure of the firm to adjust as it grows. 
Mistaken judgments, overconfidence, and an inability to relinquish 
control can have equally devastating effects on a firm’s success. Consider, 
for instance, the story of Forstmann Little.

Forstmann Little was one of the true private equity pioneers.5 Founded 
in 1978, the very dawn of the modern buyout age, by Theodore (Ted) 
Forstmann, his younger brother Nick, and Brian Little, the firm did a 
number of early, highly successful transactions. For instance, in its 1984 
acquisition of Dr Pepper, Forstmann Little’s limited partners are said to 
have earned 8.5 times the original amount in under three years. These 
spectacular gains were achieved by cutting overhead, boosting market-
ing, selling off unrelated subsidiaries such as a textile company and a tele-
vision station, and splitting off the bottling plants and the Canada Dry 
subsidiary. Ted Forstmann was a pioneer in raising a mezzanine fund to 
finance his deals, allowing them to close transactions faster, pay fewer fees, 
and consume less of Forstmann Little’s equity.6 Despite occasional set-
backs associated with Forstmann’s unwillingness to use high- yield 
debt— a decision that led to the loss of transactions such as Revlon, Du-
racell, and RJR Nabisco (although this last loss was probably for the 
best)— the firm prospered in its first two decades: until the late 1990s, 
Forstmann Little had annual returns rumored to be close to 60%. Inves-
tors flocked to the fund, as it expanded from its original $400,000 fund 
to $300 million in 1983 and a then record $2.7 billion in 1987.

The three partners were a study in opposites, with Ted the control-
ling visionary, Little the detailed financier, and Nick managing public 
relations, not only with investors but also with his abrasive brother. 
Ted needed to control all aspects of the deal, even to the point of pre-
cluding the firm’s participation with others. As one journalist wrote 
about Ted, “He needed to be in charge of everything. Nor did he seem to 
have much appreciation for his partners: When it came to dealmaking, 
he liked to say, he was Picasso, and the others guys were holding the 
ladder.”7
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In the late 1990s, though, Forstmann Little shifted strategy. The part-
nership had changed with Little’s retirement. A new partner, Erskine 
Bowles, had been recruited in Little’s place. The firm had successfully ex-
ited the Gulfstream investment, but still had more than $3.6 billion to 
deploy.

At a time of a lot of media attention to telecommunications and soft-
ware, Forstmann Little invested $2 billion in McLeod USA and XO 
Communications, both venture investments in areas in which Forstmann 
had little investment experience. In early 2001, Nick Forstmann died, 
Bowles left the firm, and the telecom bubble burst, leaving McLeod and 
XO on the brink of bankruptcy. The following year, the state of Connecti-
cut sued Forstmann Little for breach of contract for investing in the two 
companies. After a long trial, Forstmann Little was convicted on violat-
ing details of their partnership agreement, but was not found liable for 
monetary damages. Forstmann decided not to raise another fund and 
instead managed out the last of the portfolio companies.

At its heart, we believe that Forstmann Little’s troubles cannot be at-
tributed to the kind of ethical issues that allegedly tripped up Mike 
Rothenberg. Rather, the pioneering firm stumbled on the difficulties 
faced by rapidly growing private capital groups that underinvest in build-
ing organizational structure and investment capabilities. Perhaps as a 
result of an inability to deploy the capital that it was raising in its tradi-
tional kind of transactions, the firm undertook an abrupt change of focus. 
The firm was leanly staffed, having not built up the kind of deep bench 
of investment professionals and industry practice areas that its rivals such 
as the Blackstone Group and Kohlberg Kravis Roberts were already con-
structing. As it moved into areas and deal types where it had little or no 
experience, it was uniquely vulnerable to the shock of the telecom bub-
ble’s bursting. What specific steps the firm could have taken to avoid its 
meltdown can be debated. It is clear, however, that Forstmann’s person-
ality was such that no strong second- in- command existed, either to help 
make decisions or to contest those that might have been ill advised.

In chapters 3 and 4, we saw that there were many obstacles that pre-
cluded family offices, pensions, and sovereign funds from successfully 
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pursuing long- run investments. These two sobering stories suggest that 
private capital groups also face challenges, which we explore in this chap-
ter. We highlight three sets of concerns: the design of incentives, the 
effects of increasing firm size, and the issues around generational suc-
cession. While important concerns are raised here, in the next chapter 
we address how they can be solved.

THE DESIGN OF INCENTIVES

The first concern for private capital groups has to do with the nature of the 
incentives offered by the private capital funds. Almost all private capital 
funds, whether focused on farmland or real estate, infrastructure or new 
ventures, employ a similar compensation scheme. An annual fee to the 
investment professionals is complemented with a share of the profits. 
Both the level and the nature of the rewards frequently raise concerns for 
investors.

The origin of the compensation schemes employed by private capital 
has been lost in the mists of history. Some have pointed to the contracts 
entered into by whaling crews and their backers in colonial Massachusetts. 
Others have traced back to the fourteenth century commenda contracts of 
the Genoese and Venetian trading families, or even further back to the 
Byzantine cheokoinonia or the Muslim muqarada.8 Many of these earlier 
agreements established the principle that the providers of capital pay some 
sort of fee or salary over time to their partners who provide the labor, in 
addition to a share of the profits. In a surprisingly large number of cases, 
the split of the profits between capital and labor has been set at 80:20.

Whatever the origins, the structure that has emerged is frequently re-
ferred to as “two and twenty.” The annual fee is frequently set at 2%, 
often calculated as a share of the total amount raised by the fund, though 
the percentage typically goes down (or the base on which the fees are 
calculated shrinks) as the fund reaches its final years. Larger groups may 
charge smaller amounts, as do those specializing in areas such as 
infrastructure.
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The profit share, or carried interest, may be calculated in a myriad of 
different ways, but typically entails provision to the investment profes-
sionals of one- fifth of the proceeds after the capital invested has been re-
turned to the investors, or else 20% of the profits from each deal as it is 
exited. The latter scheme allows the investment group to share in the 
profits sooner, but may create problems if some of the last companies end 
up being worth less than originally believed. In these cases, the invest-
ment partners may have received more than 20% of the profits and must 
repay the investors, termed a clawback. This process can be a little awk-
ward if the money has already been spent and is currently in the wine 
cellar and the art collection! In many buyout funds, as well as those spe-
cializing in real assets, the profit sharing may not begin until the capital 
providers have gotten back not just their initial capital, but also some set 
return on that capital (often 8% per year).

So far, this may all seem reasonable. And indeed, for many smaller 
funds, this scheme appears to be a perfect way to focus the attention of 
the investment professionals on the task at hand. The expenses of run-
ning the firm— rent, travel to visit companies, an office manager, and 
modest salaries for the investment professionals— rapidly consume 
the management fee. In fact, for the smallest funds, it is often a struggle 
to make ends meet on the fee income. If there is to be any significant 
compensation for the partners, the carried interest is how it is attained. 
And this is paid out only if and when (or even after) the investors get 
their payout. Thus, this scheme achieves an alignment of incentives.

In larger funds, the story is very different. The fee income, rather than 
being sufficient to “keep the lights on” and little more, now becomes a 
major part of the story. This change reflects the extent of economies of 
scale in private equity. While it is more expensive to write a $1 billion 
check than a $1 million one, it is certainly not a thousand times more 
expensive. The transaction may get more exhaustive due diligence, the 
legal negotiations may be harder fought, and so forth, but at its heart 
the investment process is quite similar. And as we highlighted in the 
previous chapter, what was once an industry dominated by $20 million 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



130 • CHAPTER 6

funds is now one where $20 billion funds (that is, funds that command 
$300 to $400 million in annual fees) are no longer extraordinary.

The extent to which new compensation schemes have changed the 
game is highlighted in an analysis by Andrew Metrick and Ayako Yasuda.9 
Working with a large investment consulting firm, they looked at 238 
partnerships raised in the run- up to the financial crisis. These were among 
the largest venture capital and leveraged buyout partnerships raised dur-
ing this period, with an average fund size of over $300 million and $1.2 
billion, respectively. The authors collected the detailed information about 
the economic terms of these contracts. They then made a set of assump-
tions, based on historical data, about how quickly the funds were in-
vested, the speed with which the holdings were sold, and the attractive-
ness of the resulting exits.

The modeling allowed Metrick and Yasuda to compute the ultimate 
returns to the investment professionals. In their most provocative analy-
sis, they computed the payments per partner, reflecting the fact (as we 
discuss below) that the overwhelming majority of the economic gain in 
these funds goes to the partners. They expressed this amount as a net 
present value per partner per fund: essentially, a check showed up in the 
mailbox of each partner on the day the fund was established. (Of course, 
the funds actually trickle in over a period of a dozen years or so, with the 
exact amount received a function of the investment performance, but this 
is the expected amount in today’s dollars.)

Their results, reproduced in table 6.1, are remarkable for two reasons. 
The first is the size of the overall compensation: $17 million and $33 mil-
lion, respectively; numbers that are even more striking when one recalls 
that during this period, many of these groups were raising funds every 
two years. This line of the table alone would be enough to give Senator 
Bernie Sanders heartburn.

But even more disturbing— at least to our eyes— is the way in which 
they are earning these funds. The incentive compensation is present, with 
carry of $6.5 million and $10.1 million, respectively. But in each case, the 
carried interest represents only about one- third of the total compensa-
tion. The rest is in the form of fees, which the fund managers are going 
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to receive regardless of how well the fund does. Even in years where the 
private equity investments struggled, the partners were sure to be doing 
very well for themselves.

The analysis was focused on funds in what has been termed “the golden 
age of private equity”: the years leading up to the financial crisis. But most 
analyses suggest that the postcrisis rate of adjustment in the economic 
terms of private capital partnerships has been modest. The share of prof-
its accruing to the investment group (depicted in figure 6.1) remains 
20% in most cases, just as it has been historically. And as figure 6.2 de-
picts, Preqin’s annual survey found real estate management fees bunched 
at about 1.5%, levels very similar to those before the financial crisis. Mean-
while, private equity fees bunched around 2% for all but the largest ($2 
billion plus) funds, which were around 1.5%. While there has been some 
modest downward movement of fees among the largest funds, the pic-
ture is one of stasis rather than disruption.

We must acknowledge that these figures are a simplification of a com-
plex reality. On the one hand, as we noted in chapter 2 and explore in 
more depth in chapter 8, more and more asset owners are not paying the 
“list price” denoted in the partnership agreements. Instead, they bring 
down their average cost by coinvesting, structuring special investment 
vehicles, and the like.

On the other hand, desirable investment groups are increasingly ad-
justing less visible terms, which can substantially improve their econom-
ics. For instance, Advent Global Private Equity VIII, a $13 billion fund 
raised in 2016, featured a management fee of 1.5%, akin to their large 

Table 6.1. Average Payment per Partner per Fund, Based on 238 PE/VC Partnerships ($USD)

Venture capital Leveraged buyout

Carried interest $6.5 million $10.1 million
Management fees $10.6 million $18.5 million
Other fees — $4.1 million

Total $17.1 million $32.7 million

Source: Compiled by the authors from Metrick and Yasuda, “The Economics of Private Equity Funds” 
(see note 8).
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peers.10 But they chose to abandon their 8% hurdle rate, the amount that 
their investors must receive in addition to their capital back before prof-
its are shared with the general partners. While this shift has the effect of 
driving some investors away, others— attracted to Advent’s strong per-
formance in prior funds— stepped in. Similarly, in its seventh fund, 
European- based EQT altered the “waterfall,” or the way in which profits 
were divided from that used in its 2011 fund, which ensured the partners 
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were paid sooner.11 This pattern is an age- old one: when times are good, 
private capital groups will adjust the terms, often in less visible ways, to 
favor themselves at the expense of their investors.12

Moreover, the fee calculations above actually understate the compen-
sation the general partners receive. Historically, fund managers have 
also charged fees to the portfolio companies themselves. These fees 
have included, among others, charges for initiating the deals, for sitting 
on the boards, and for doing add- on transactions. Never mind that these 
activities might be thought to be covered already by the management 
fees that the investors are paying directly!

Most notorious have been the “accelerated monitoring fees.” These 
charges kick in when groups have sold firms before an agreed- upon hold-
ing period (often as long as ten years). In these instances, the investment 
group gets what is truly “money for nothing”: the fees they would 
have received for providing monitoring, had they held the firm for the 
entire period. It is as if LeBron James demanded that the Miami Heat 
continue to pay his salary, even after he had chosen to leave the team to 
play for the Cavaliers! In some cases, the groups did not disclose their 
practices clearly to their investors. Moreover, while partnership agree-
ments often called for such fees to be rebated to the limited partners, in 
many cases, the rebates were not fully honored.

Consider, for instance, the case of Fenway Partners.13 This group had 
encountered mixed investment success, and had announced its intention 
to wind down its third fund and not raise additional capital: in the in-
dustry argot, it was a zombie fund.14 Shortly thereafter, in late 2011, the 
firm undertook a seemingly subtle shift. In particular, rather than having 
the private equity firm provide management services to its portfolio com-
panies, such as offering advice and serving on the boards, it directed 
them instead to enter into consulting agreements with an entity called 
Fenway Consulting Partners LLC.

This change might have seemed benign, as the new entity was owned 
and run by the partners of Fenway. It involved the same people provid-
ing the same services to the firms in Fenway’s portfolio in exchange for 
the same payment from the companies. But according to a US Securities 
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and Exchange Commission (SEC) analysis, the catch lay in what hap-
pened to the funds. Under Fenway’s agreement with its limited partners, 
it had to reimburse to its investors 80% of the payments that the fund 
received from its portfolio companies. But the funds received by the con-
sulting company— almost $6 million over the course of 2012 and 2013— 
did not need to be shared in this manner. The full nature of the shift, and 
the implications for the limited partners, were not fully disclosed to the 
investors. Ultimately, the SEC settled with the partners in exchange for 
a $10 million payment.

It might be hoped that this was an oddball case, perhaps a consequence 
of the firm’s zombie status. But as Andrew Bowdon, director of the SEC 
group responsible for enforcing these rules, noted: “When we have ex-
amined how fees and expenses are handled by advisers to private equity 
funds, we have identified what we believe are violations of law or mate-
rial weaknesses in controls over 50% of the time. This is a remarkable 
statistic.”15

It should be noted, however, that these practices are not universal. Im-
portant classes of private capital, such as venture capital funds, tradi-
tionally have not charged transaction fees. Even within private equity, the 
range of transaction and mentoring fees charged varies dramatically. An 
ingenious analysis by Ludo Phalippou, Christian Rauch, and Marc Umber 
sought to back out the fees charged by the leading buyout groups by ex-
amining the financial statements of the firms in their portfolio.16 (Even 
though the fund managers historically have not disclosed these payments 
to their investors, companies that must undertake public securities fil-
ings while held by private equity often include information about the fees 
they paid in these documents.) They highlighted an enormous discrep-
ancy across groups.

While the compensation of private capital professionals remains high 
relative to their peers managing, for instance, mutual funds and exchange- 
traded funds, it is natural to wonder whether the most problematic be-
haviors delineated above have been eradicated. Those inclined to view 
the glass as half empty argue that many of these abuses were not un-
earthed until the SEC was given fuller authority to review private capital 
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funds as part of the Dodd- Frank Act, signed into law by President 
Obama in 2010. Whether these provisions will survive the Trump admin-
istration is unclear: the Financial Choice Act that passed the US House 
of Representatives in June 2017 proposed to eliminate these provisions, 
but the bill died on the Senate floor. As Dan Primack, private equity blog-
ger extraordinaire, noted about an earlier Republican legislative 
effort:

When private equity firms were first required by Dodd- Frank to register 
with the SEC, I wrote about my yawning ambivalence. . . . I actually 
believed that most private equity firms were complying with their 
own limited partnership agreements. Yup, smack me with the naiveté 
hammer. . . . In short, private equity registration has turned out to be a 
very big deal. . . . What is particularly troubling right now, of course, is that 
there are GOP- led (and PE industry- backed) congressional efforts to 
repeal private equity registration requirements. . . . Several years ago, I 
would have been on board with such repeal. After all, it was a misguided 
rule to begin with. But not today. The genie is out of the bottle, even if it 
isn’t the genie we were expecting.17

A more optimistic industry observer would point to industry- led ef-
forts to increase disclosure and transparency about compensation. In 
particular, the Institutional Limited Partners Association (the leading 
trade group of pensions and other long- run investors) in 2016 unveiled 
a template to track all fees flowing into private equity funds.18 Numer-
ous groups have indicated that they intend to employ it in their report-
ing, including Apollo, Blackstone, Carlyle, KKR, and TPG. If this stan-
dard is seriously and consistently adopted, it will go a long way to 
addressing concerns about disclosure.

The cynic might counter that this agreement was only obtained in the 
shadow of SEC enforcement. Moreover, investors have historically found 
it hard to coordinate with each other: their efforts to “hold the line” are 
frequently undermined by their burning desire to get into the hottest 
funds. The optimist might respond that, ultimately, this is an industry 
where the groups with the highest net returns are rewarded with more 
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capital. Behavior that unfairly transfers wealth from the investors to the 
fund managers will lead to poorer returns and ultimately will be punished, 
whatever the regulatory regime in place. And so on!

As we have seen here, the level, composition, and disclosure of fees 
all pose substantial issues for the private capital industry. The one 
certainty is that the debate about fees and their role is not going away 
soon.

THE IMPACT OF GROWTH

A second challenge that private capital groups face is the siren call of 
growth. Growth has several potential benefits. But if executed poorly, the 
consequences can be quite devastating. This point has never been as im-
portant as it is today, when many limited partners are pouring money 
into alternative asset classes in hopes of undoing the damage of a decade 
of depressed returns.

Managers of funds have many reasons to welcome growth. In many 
cases, growth has consequences that benefit everyone associated with the 
fund. In others, the benefits are confined to the fund managers, who gain 
in the following areas:

• Visibility. In many market segments, there are a large number of 
private capital firms competing with one another. Investment groups 
struggle to stand out among the competition, and attract high- quality 
entrepreneurs, investors, and managers. A larger fund is likely to be a 
more high- profile one, with the kind of visibility that makes it easier 
to find quality partners.

• Recruiting and retention. The lifeblood of an investment group, like 
any service organization, is its people. And to renew the organiza-
tion, the group needs to recruit and develop new people. Numerous 
funds that have eschewed growth find that young people, eager to 
make their mark, look elsewhere. Growth creates numerous oppor-
tunities for promotion, the promise of which can help attract the 
best and the brightest.
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• Fund- raising. Investors are increasingly seeking to reduce the number 
of their private capital relationships. This trend has led to more 
money in fewer hands. For instance, $10 billion in aggregate com-
mitments were made by TRS to KKR and Apollo, and the New 
Jersey Division of Investment committed $2.5 billion to Blackstone 
in what are termed “separately managed accounts.”19 Overall, about a 
quarter of the aggregate capital raised in 2016 went to the ten largest 
funds, and the average fund size reached a record $471 million, or 
11.7% of the fund- raising pool, up from 10.7% in 2011. The share 
represented by the top thirty private equity funds over the same 
period went from 28.7% to 31.9%.20 As a result, groups may find 
that staying the course in some cases is not a viable strategy. Their 
investors are moving up- market, and they must either join them or 
be left behind.

• Compensation. As the calculations we ran through above illustrate, 
being a senior partner at a major private capital fund is a recipe for 
the good life, at least financially speaking. Moreover, the compensa-
tion is largely independent of fund performance. A similar role at a 
small firm is much less economically compelling. Thus, there are 
powerful incentives for partners to steer their firm on a high- growth 
path.

Despite these apparent benefits, growth is frequently not beneficial to 
fund performance. The most immediate way to see this is in figure 6.3, 
which presents an analysis by Andrea Rossi of the relationship between 
the increase in fund size between two funds and the change of the funds’ 
ultimate performance, based on all private capital funds in the Preqin 
universe.21 The line is the predicted effect from a regression analysis: 
thus, it presents the central tendency across thousands of funds. The 
regression approach allows him to include controls for such consider-
ations as the year of the original and new fund, the type of fund, and the 
size of the original fund.

The results are striking: the greater the increase in size between two 
funds, the more dramatic the fall in performance. Groups that do not 
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increase their size continue to perform at the same level (in fact, in the 
case of venture capital, they improve their performance). But those whose 
fund size increases sharply experience sharply lower returns: a doubling 
of fund size (i.e., a 100% increase) translates into a reduction of IRR by 
roughly four percentage points: for example, from 16% in the previous 
fund to 12% in the next one.

Note this pattern continues to hold when controlling for the years in 
which the funds were raised. In other words, the results are not just a 
consequence of large funds being raised in frothy years. Many of the larg-
est increases in fund size occurred in years with large influxes of funds 
into private capital, like 1999 and 2007, which subsequently, typically, had 
very poor performance. But the patterns still hold when looking at in-
creases in fund size over and above the increases that everyone else was 
doing at the same time. Put another way, we are studying the deleterious 
effects of drinking by examining the membership of the ΔΚΕ fraternity. 
We are not comparing the frat boys with the members of the Mormon 
Students Association.22

While figure 6.3 suggests that growth poses a challenge, it does not 
answer the question of why. Perhaps we can find some clues in the story 
of the Buenos Aires– based Exxel Group.23 Exxel was established in 1991 
by Juan Navarro, a veteran of Citibank who had first led the bank’s efforts 
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to swap its troubled Argentine loans for equity, and then maximized the 
value of these stakes. His first- time fund raised $47 million from sophis-
ticated investors, and deployed the money in small buyouts. Examples 
were a $22 million consolidation of consumer cleaning product firms, a 
$15 million stake in a paper products company, and other modest- sized 
transactions. Exxel closed its $150 million second fund in 1995, and con-
tinued with deals that followed the same template.

Shortly thereafter, however, the firm started aggressively pursuing 
larger transactions, including the $136 million Argencard transaction and 
the $440 million purchase of Norte Supermarkets. Exxel used three 
methods to finance these deals. First, it raised special- purpose funds that 
provided equity for individual transactions. Second, it raised progres-
sively larger and more frequent funds, most notably the $867 million 
Exxel Capital Partners V, which closed in 1998. Finally, it borrowed ag-
gressively from global banks and the bond markets. On the equity side 
alone, Exxel raised seven partnerships totaling over $2 billion in special- 
purpose and traditional funds in the four and a half years through 2000.

With the benefit of hindsight, the timing for this fund- raising binge 
was problematic. In the early 2000s, Argentina experienced an economic 
cataclysm, with a dramatic economic collapse, a wrenching devaluation, 
and hyperinflation. But the investor money was plentiful right before the 
grand reversal. Chapter 5 provided several examples of such ups and 
downs of private capital more generally along these lines. The crisis in 
Argentina pushed many of the nation’s most established firms into bank-
ruptcy, much less companies that had been recently acquired in highly 
leveraged transactions. But Exxel’s relentless pursuit of capital accentu-
ated the difficulties that companies in the portfolio suffered. Among the 
problems was the need to finance transactions with dollar- denominated 
debt, which meant that the amounts the companies owed exploded when 
the Argentinean peso was devalued. The portfolio’s size and complexity 
may have exceeded the fund managers’ ability to manage it. There is also 
a strong likelihood that in their eagerness to do deals, Exxel overpaid for 
some of the portfolio companies. While it is impossible to know how well 
Exxel would have done had it grown at a more modest rate, it is hard not 
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to feel they would have far exceeded the annualized rate of return of 
−45.4% that Preqin records for Exxel Capital Partners V as of March 31, 
2017 (with only six cents of every dollar raised paid back to investors).

More generally, what lies behind the seemingly deleterious impact of 
growth on performance? This question is a difficult one to answer de-
finitively. One possibility is that these firms simply become very difficult 
to manage as their scale grows. Groups begin doing substantially more 
investments, making it harder for senior management to keep track of the 
deals and impose a uniform quality standard. The number of partners 
may not grow proportionately with the capital under management, lead-
ing to pressures across the firm. If the private capital firms respond by 
undertaking progressively larger transactions, returns may also suffer. The 
new markets they are competing in may be more competitive, or the part-
ners simply less familiar with the market dynamics.

These suggestions are supported by the work of Florencio Lopez- de- 
Silanes, Ludo Phalippou, and Oliver Gottschalg, who studied the 
growth trajectory of 250 private equity funds.24 They found that groups 
that experienced an increase of portfolio complexity, frequently associ-
ated with growth, suffered poorer returns. In particular, investments 
made at times when a portfolio was already bulging substantially under-
performed. The economic magnitude of the scale effect was large: in-
vestments by the least busy 10% of groups earned a median IRR (PME) 
of 36% (1.65), while those by the busiest decile earned a median IRR 
(PME) of 16% (1.08).

Another possibility is that the deleterious effects of growth are 
driven by the increasing scope of the funds’ portfolios. Groups with 
investments in a single industry may perform better. A Cambridge As-
sociates analysis compared the returns from private equity transactions 
in various industries by funds that were specialists in that area with simi-
lar investments by those who were generalists.25 The disparities are sub-
stantial: for instance, health care investments by specialists generated a 
rate of return of 25.1%, as opposed to 17.3% for similar investments by 
generalist funds. Similar patterns emerged with consumer, financial 
services, and technology deals.
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A complementary picture emerges from an analysis of the venture in-
dustry by Paul Gompers, Anna Kovner, and Josh Lerner.26 Growth and 
maturation of venture firms leads, in general, to portfolios that include 
companies in more industries. This pattern is true not just for venture 
groups as a whole but even in the portfolios that individual partners 
are responsible for. And again, more diverse portfolios perform less well. 
One interesting note is that the effects of diversification are not nearly 
as severe if the partners resist the temptation to dabble individually in 
different areas, and each stays focused on their own area of expertise.

These studies, of course, only show the central tendency. Private capi-
tal has examples of firms that have grown with considerable success. The 
real standout in this regard is Blackstone, which we discussed in chapter 5. 
Of course, the future success of Blackstone and its peers is not guaran-
teed. We have seen many examples of investment groups that, after 
enjoying an extended run of success, go “off the rails” and encounter dif-
ficulties. (After all, at the turn of this millennium, few imagined that 
landmark financial institutions like Lehman Brothers, Bear Stearns, and 
Merrill Lynch would soon cease to exist.) As we have mentioned, gen-
erational succession, the surfeit of uninvested capital in many alternative 
investment areas, and increasing competition from institutions who want 
to “go it alone” can all be highlighted as challenges.

Thus, growth is clearly a two- edged sword. There are compelling rea-
sons to grow, both for the good of the firm and for individual partners. 
And there are examples across all sectors of firms that have done so while 
showing attractive returns. At the same time, there are clearly substan-
tial pitfalls.

What explains the reluctance of investors to resist demands for 
larger funds or higher fees? In some cases, new staff members may not 
really understand exactly how problematic some features of the indus-
try are. Staff may fear that rocking the boat would limit their own ability 
to get a high- paying position at a fund or an intermediary in the future. 
In yet other cases, they may fear that developing a reputation as an 
activist would jeopardize their organization’s ability to access the best 
funds.
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The last potential motive, it should be noted, is a highly reasonable one. 
A consortium of nine major pension funds pushed for an overhaul of the 
relationship between investors and private capital funds in the mid- 1990s. 
The report they commissioned from William M. Mercer, Key Terms and 
Conditions for Private Equity Investing, highlighted a number of concerns, 
many of which continue to resonate two decades later.27 For instance, they 
asked that general partners contribute more than the traditional 1% to the 
fund in the hope of having better alignment, that the role of advisory 
boards be clarified and strengthened, and that provisions for the early 
winding up of the partnership be reconstituted to give more power to in-
vestors. While not all the conclusions were on target— their suggestion to 
reduce the level of carried interest would have had the effect of reducing 
alignment— the report was in general a serious and thoughtful effort.

Yet even at the time of the report’s release, the sponsors were nervous 
about its consequences. As one anonymously commented, “All nine of 
us went out on a limb, since we don’t want to be perceived in the mar-
ketplace as difficult investors.”28 And that is precisely what happened, 
particularly to the report’s lead sponsor, CalPERS. The giant pension 
spent many years living down a reputation as a china- breaking activist 
that limited its access to desirable venture and buyout funds alike.

PASSING THE BATON

A third challenge for private capital groups relates to the sticky issues sur-
rounding generational succession. In many sectors of private capital, the 
industry has until recently been dominated by first- generation firms: their 
founders remain firmly in control of the economics and the decision- 
making. This pattern partially reflects the relative youth of this sector, 
as we noted in chapter 5. Only in the past year have the very largest groups 
undertaken major transitions, including KKR, Carlyle, and Blackstone.

It is not necessary to dig deep to find numerous accounts of groups 
coming to grief over these issues.29 Already in the late 1990s, industry 
observers were attributing the dissolution of Golder Thoma Cressey 
Rauner into multiple firms to “its history of losing bright associates to 
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competitors willing to share equity.”30 More recently, the internal pres-
sures related to these issues seem to have escalated. According to news 
accounts, “future ownership of the firm” was a major factor that drove 
president and successor- designate Justin Wender away from Castle Har-
lan.31 In 2015, the twenty- eight- year- old private equity firm gave up try-
ing to raise capital following a dispute over succession, despite substan-
tial success in its earlier funds.32 In 2014, twenty- three years after its 
inception, Weston Presidio suspended its fund- raising after a group of 
partners left to start a new investment firm.33 In 2015, Doughty Hanson’s 
demise was explained by one investor as follows: “Historically there was 
an issue with the top guys having all the power and the economics, so 
there were quite a few spinouts in the past.” According to another inves-
tor who chose not to invest in the firm’s funds, “One of the things that 
we never got comfortable with was the economics between the two 
founders and the rest of the team, and as far as I’m concerned that did 
cause [staff] turnover to a large extent.”34 Earlier that same year, Char-
terhouse, “the elder statesman of British private equity,” was exposed to 
be “a scene of frictions, involving both how its earnings are divided among 
the staff and how to hand power to a new generation.”35

Because of the opaqueness of partnerships and the difficulty of deter-
mining individual contributions— the very reasons that the literature 
suggests private capital partnerships exist in the first place— the found-
ers of partnerships may not appropriately reward other contributors, 
and instead take for themselves a disproportionate share of the economic 
gain generated by the firms. Many accounts suggest that when nonfound-
ing partners leave to begin their own funds, they frequently find it dif-
ficult to attract capital due to concerns about “attribution”: whether their 
past performance was really due to their effort or to the reputation of their 
former firm and its founding partners. For instance, Probitas Partners 
notes the following:

Even with emerging managers, few investors are willing to back groups 
unless they have an attributable track record of successful private equity 
investing. However, the process of vetting such a track record for an 
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emerging manager can be much more difficult. . . . Since private equity 
investing is a collaborative effort, it is often difficult to sort out respon-
sibility for individual transactions and the issue can be very contentious.36

Due to this “lock- in” effect, in many cases younger partners may be 
compelled to remain in unhappy situations— at least until they can de-
velop enough visibility to break apart. To the degree that such depar-
tures reveal problems at the firms to asset owners and lead them to an-
ticipate further departures may result in subsequent reduced 
fund- raising. Nonetheless, founders may prefer to extract a “larger slice 
of a smaller pie”: that is, even if it ultimately retards the long- run growth 
of their groups, founders may prefer to hold onto a lion’s share of the 
returns.

These patterns are exactly what we saw when we looked at approxi-
mately 700 private equity partnerships. The economic splits in these part-
nerships had been captured by a major institutional investor in the 
course of deciding whether to invest in these funds. In each case, the in-
vestors shared with us the detailed (and highly sensitive) data on how 
the economics of the fund— in particular, the carried interest and own-
ership of the underlying management company— is split between the 
individual partners.

Three core findings emerged from our analysis:

• First, even among the most senior group of partners, the allocation 
of fund economics was far from even. Rather, it was typically 
weighted toward the founders of the firms. As figure 6.4 depicts, 
the typical founder had twice the share of carried interest than the 
typical senior partner who was not a founder. Meanwhile, the 
factor that we might think would matter most— individual inves-
tors’ past performance— had little association with economic 
allocation.

• Second, individual senior partners with a smaller economic share 
were more likely to leave the partnership. At a broader level, partner-
ships with a more unequal distribution of economics appeared less 
stable, at least in regard to the mobility of the junior partners. The 
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majority of the departing partners remained in the private equity 
industry and had investment track records as successful as their 
former partners, suggesting that the departed were not under-
performers who were unable to make successful investments.

• Finally, partners’ departures negatively impacted private equity 
groups’ subsequent ability to raise additional funds.

These patterns, it should be acknowledged, are not universal in private 
capital. Some groups have succeeded in passing the baton not just once, 
but multiple times, with investment success before and after. Many— 
though not all— of the examples are concentrated in the venture indus-
try. For instance, the leadership of Sequoia, which frequently tops the 
leaderboard in rating of venture firms, has passed from Don Valentine 
to Michael Moritz to Doug Leone. At Kleiner Perkins, Tom Perkins 
was followed by John Doerr and then a triumvirate of Ted Schlein, Beth 
Seidenberg, and Mary Meeker. Pioneering buyout group Clayton 
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Dubilier & Rice initially relied on the joint leadership of its founders, 
followed by Joe Rice as the sole chairman and CEO in 1991, who was in 
turn succeeded by Don Gogel in 1999.37 Interestingly, many of the buyout 
groups that have made successful leadership transitions, such as Bain 
Capital and Silver Lake, had a significant venture influence in their early 
years, which may have subtly affected their “organizational DNA.”

Why might venture groups have been particularly successful in man-
aging these transitions? Based on our interviews, one potential explana-
tion is that the norm within venture firms is for founders to hand off their 
ownership of the firm without compensation, or in exchange for a 
modest amount of carried interest in the first postretirement fund. This 
attitude reflects a perception that the senior partners “earned enough” 
during their years as an active partner. Such an approach is certainly not 
unique to venture funds: Marvin Bower, for instance, used a similar 
scheme for one of the foundations of McKinsey & Co.38

At many other private capital groups, however, the attitude of many 
founders seems to be that they have created something of value and want 
to be paid for it. The value that they perceive in the partnership is often 
far more than the next generation of partners is able or willing to pay. 
These attitudes and constraints may lead to the dynamics we described 
above.

RECENT INITIATIVES: IS THE CURE WORSE  
THAN THE DISEASE?

In the past decade, this conundrum has stimulated two responses. Both 
have positive aspects but also create a whole set of problems in their own 
right and have proved to be quite controversial. To tip our hand, we are 
on the side of the critics here.

The first of these— raising capital from the public markets— is not a 
new idea. To review some of the key aspects of chapter 5, early private 
capital pools were generally structured as publicly traded closed- end 
funds. This structure was adopted out of necessity, not choice, as most 
traditional institutional investors were reluctant to invest. The funds 

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



THE FUND MANAGER’S CHALLENGE • 147

struggled during the 1950s and 1960s. In part, this reflected the fact that 
the shares were often sold to unsophisticated investors at market peaks. 
Once the initial enthusiasm faded, these funds moved from trading at a 
premium to their underlying assets, to a discount. In many cases, the un-
derlying companies in the portfolio struggled. The results were take-
overs and restructurings led by the early hedge funds, difficulties in rais-
ing any follow- on capital, and, when capital was raised, substantial 
dilution to the earlier investors. Many of the early public groups ultimately 
were acquired and went out of business.

A second wave was seen during the Internet bubble of the late 
1990s. Internet Capital Group (ICG), CMGI, and MeVC are examples 
of firms that raised public money for venture investing. Many of these 
funds, such as MeVC, dissolved in acrimony and lawsuits once the bub-
ble burst.

Europe, on the other hand, had a long history of publicly traded 
funds.39 We discussed the story of 3i in the last chapter. Listed on the 
London Stock Exchange (LSE) in 1994, 3i pursued a hybrid strategy, 
investing both off its corporate balance sheet, which was publicly traded, 
and from outside- raised funds.40

Beginning with the initial public offering of the Fortress Investment 
Group in February 2007, a number of private capital groups went pub-
lic. They did so by selling portions of the management company rather 
than raising a publicly traded fund, as earlier groups often did. Fortress 
was followed, among others, by Blackstone ( June 2007), KKR & Co. 
( July 2010), Apollo Global Management (March 2011), Oaktree Capital 
(April 2012), the Carlyle Group (May 2012), and Ares Management 
(May 2014).

The process of going public has undoubtedly provided some real 
benefits to private capital organizations (though not always to their in-
vestors). Foremost among these has been facilitating acquisitions and 
entrepreneurial ventures within the groups. While privately held 
groups can— and do— undertake acquisitions, the fact that the partners 
are digging into their own pockets for funding limits the pace of 
activity.
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Raising a large pool of cash, and being able to issue more shares that 
can be readily traded, has allowed groups to be more aggressive. Exam-
ples of such activities include:

• Exploring new areas. KKR made balance sheet investments into 
areas where they did not have a fund with an existing mandate, in 
order to explore their promise. Examples include its investments 
into Israeli software and semiconductor transactions such as 
Clicktale and Optimal+, which helped pave the way for the firm’s 
2016 $711 million next- generation technology growth fund 
(though of course the investment success of this strategy remains 
to be proved).

• Undertaking acquisitions to expand into new product lines. In 2011, 
Carlyle acquired AlpInvest, one of Europe’s largest private equity 
investors, focusing mostly on funds for institutional investors; while 
Blackstone acquired credit manager GSO, which had roughly $8 
billion of debt- oriented funds. While GSO has grown spectacularly in 
the ensuing decade, some acquisitions have been more mixed: for 
instance, hedge funds acquired by Carlyle, KKR, and Blackstone 
have been closed after disappointing performances.

• Seeding new operations. One highly visible and successful effort has 
been Blackstone’s Tactical Opportunities group, which seeks to 
identify investments across its platform that do not fall under 
mandates of existing funds and managed $17.5 billion in assets as of 
midyear 2017.

• Providing a cushion. Permanent capital on a private capital group’s 
balance sheet provides protection against economic downturns when 
fund- raising may be more difficult. Any number of groups reached 
into their balance sheets to shore up struggling companies after the 
financial crisis of 2008– 2009, injecting equity into the firms that may 
have been impossible to raise elsewhere, or only on very expensive 
terms.

Going public may arguably also allow the firm to cultivate a “one firm” 
culture. A number of groups have shifted compensation schemes to 
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emphasize more equity in the firm as a whole, rather than carry for the 
particular fund that the individual works for. In theory, this compensa-
tion scheme gets staff members to focus on what is good for the firm as 
a whole— such as cooperative endeavors like the Tactical Opportunities 
effort described above, where a number of group heads are actively 
involved— rather than what is best for an individual’s own group.

Such territorial thinking can be a real danger. We have seen groups 
where a compensation scheme based on deals done has led industry 
groups to promote subpar deals to the investment committee, withhold-
ing negative information in hopes of getting credit for the deal. Equally 
ugly are cases where partners have reserved wide swaths of potential deals 
for themselves, blocking their colleagues from approaching them even 
though they do not have the bandwidth to do the deals themselves. To 
the extent that the use of equity compensation eases this problem, going 
public has real advantages.

But it seems that the problem of territoriality could be addressed in 
other ways, such as giving parties carry in multiple funds. Moreover, the 
stock price may be determined by many things, of which the success 
of the firm is only a modest consideration. Historically, the valuations of 
publicly traded private capital groups has been deeply discounted: for 
instance, an analysis of ninety- seven listed private equity funds (mostly 
UK or European funds) between 1992 and 2007 suggests that they traded 
at an average discount of 26% to underlying value, far more than closed- 
end mutual funds.41

These discounts have also affected the private capital giants that have 
gone public more recently. For instance, during its 2014 Investors Day, 
Blackstone argued that its share price should be above $100 per share, 
rather than the $31 it was trading at then.42 Carlyle’s cofounder, David 
Rubenstein, made this observation in 2016: “I can’t imagine why any pri-
vate equity firm would ever want to go public. . . . Private equity firms 
that are public have underperformed virtually every other publicly traded 
stock.”43 Steve Schwarzman observed that the market appeared to be 
only valuing Blackstone’s ability to collect fees, not to earn carried inter-
est from its investments:
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It’s ridiculous empirically, but psychologically, people want to believe that 
it might never happen again. Is it a miracle when LeBron James scores 37 
points? Not really . . . he is the best basketball player. The guy scores more 
than anybody. Each shot is unique, but over time, some teams win and . . . 
that’s like [carried interest] for us.44

Another possibility, of course, is that the market is right! In particular, 
the complexity of the structures pose substantial issues. We highlight 
three issues here.

The first is the fundamental misalignment between the limited part-
ners and public investors. One of the beauties of the partnership struc-
ture is that everyone is— more or less— on the same page. But a public 
private capital group is the servant to two masters. While a home run 
investment that generates huge returns benefits both the limited partners 
and the unit- holders alike, fees are a different story. The higher the fees 
that are charged to the funds, the happier the public shareholders but the 
grumpier the limited partners.

Recent public offerings of private capital groups, it should be noted, 
have sought to develop governance structures that insulate the firm from 
public market pressures. In particular, the investment professionals have 
been assigned special shares with extra voting rights, and can out- vote the 
unit- holders on any matters that might come to a vote. The firms have also 
sought to undertake clear communication to the marketplace about their 
long- run orientation, as we saw from the discussion of Blackstone’s IPO 
prospectus in the last chapter. Having drawn such a line in the sand, it 
was easier for Blackstone’s management to signal their unwillingness to 
deviate from its principles, even in periods such as the winter of 2009, 
when the stock was down 90% from the price at which it went public. 
While the common unit- holders might technically be partners, the fund 
managers are still driving the bus. In this way, private capital groups limited 
the pressures from hedge funds and potential raiders that other publicly 
traded funds without these protections (as well as countless other con-
cerns) have faced, most recently illustrated by the replacement of the board 
and the investment manager of Britain- based Electra Private Equity.
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The second, related concern is that being public can create pressures 
to do the wrong thing. History is rife with examples of firms that took 
disastrous steps in a bid to appease analysts and hedge funds, only to bit-
terly regret them later. It is not clear that private equity is exempt from 
this temptation. For instance, the tale in chapter 5 of 3i’s disastrous de-
viation from its European middle- market focus to Silicon Valley venture 
investing can be attributed to its desperate desire to please investors.

For most groups, these pressures may lead to less dramatic but still 
deleterious decisions. One example is illustrated by the study of transac-
tion fees discussed earlier in the chapter: a driving factor behind fee 
increases appeared to be whether the private equity groups were shortly 
about to go public. Three groups that filed to go public in 2007 (or flirted 
with doing so) increased their monitoring fees by 55% in the years be-
fore, while a matched set of firms that did not seek to do so actually cut 
these fees by 32% over the same period.45

The third, most profound concern is that the process of going public 
typically begins the liquidation of management stakes. The idea that man-
agers would not want to have all their eggs in one basket is understand-
able. But as we have highlighted in earlier chapters, one of the unique 
aspects of private capital funds is the need for strong alignment: because 
it is difficult for investors to monitor what the general partners are doing, 
they must rely on the carrot of high- powered incentives. And the more 
that the ownership of the management company moves from the invest-
ment professionals to institutional and individual shareholders, the 
more this alignment breaks down. We might worry as well that as found-
ers with large share holdings age and their involvement with their firms 
fades— indeed, with their shares eventually passing to their heirs— the 
potential for misalignment accelerates.

Perhaps because of these issues, the tide today seems to have shifted 
against going public. In particular, in a dramatic reversal, the first of 
the mega private equity firms to go public, Fortress, became in 2017 the 
first to be bought.46 Originally formed as a private equity business in 
1998, Fortress Investment Group also developed into a hedge fund 
business.
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On the day of its 2007 IPO, Fortress’s shares soared from $18.50 to $31. 
The firm said that it planned on using the $634 million raised from the 
public offering to branch into alternative investment strategies, such as 
real estate, structured debt, and other specialized funds. But the subse-
quent performance of the firm was underwhelming. During the finan-
cial crisis, the firm suffered heavy losses from being slow to exit the 
subprime loan business and challenges in its private equity portfolio. 
Both sides of the Fortress house failed to recover from the financial 
crisis to the same extent as many of its peers. For instance, its major 
2004, 2006, and 2007 private equity funds— representing collectively 
over $10 billion of capital— are all reported by Preqin as being in the 
bottom quartile, as are the associated coinvestment funds.47 Major per-
formance trouble on the hedge fund side began in 2014, when Fortress’s 
macro funds— like many of its peers— began to falter. The macro hedge 
fund once managed $8.1 billion before poor trades led to clients with-
drawing their money, which led to further underperformance. In 
2015, Fortress shuttered the hedge funds, and the key leader, Mike 
Novogratz, left.

The lackluster performance and redemptions inflicted pain on the firm. 
Major earnings drops in 2011 and 2014 tested investor confidence. As fig-
ure 6.5 depicts, beginning in 2010 the firm remained stuck at between 
20% and 25% of its IPO price, even as the public market benchmarks 
soared. Fortress’s price- earnings ratio was largely in the single digits over 
this period. A variety of strategies to boost the share price, such as a $100 
million share buyback, failed to ignite investor interest.

After a decade of frustration, Fortress’s founders sold out to SoftBank, 
the eclectic (a less kind description is frequently “baffling”) Japanese soft-
ware and telecommunications conglomerate. The announced acquisi-
tion price was $3.3 billion in cash. While the price was a 39% premium 
compared to current market valuation (to the surprise and bemusement 
of some analysts), it was a steep drop from the initial valuation of $7.4 
billion when Fortress went public or the $14 billion valuation the group 
reached within a few minutes of its market debut.
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While the enthusiasm of funds going public appears to have slackened, 
an alternative has sprung up: the sale of minority interests in manage-
ment companies in private transactions. Over a dozen such transactions 
took place in 2016 and the first half of 2017.48 While some of these stakes 
have been undertaken by sovereign wealth funds and pensions, the bulk 
of the activity has been driven by funds dedicated to these transactions. 
Most notably, the market leader, Dyal Capital Partners, closed a $5.3 bil-
lion fund in 2017, with Carlyle’s AlpInvest, Goldman Sachs’s Petershill, 
and Blackstone also raising (or considering raising) funds.

The main critique of these exits is very similar to those of public of-
ferings. In order to provide returns to the holders of the management 
company, private capital groups may need to undertake steps that are not 
in the best interests of the limited partners. As one aggrieved investor 
noted, “You need firms to double their [assets] for the math to work,” 
which, as we have discussed earlier, is not necessarily the recipe for spar-
kling returns. “[LPs] don’t want GPs’ attention diverted by a minority 
stake sale, which forces a firm to figure out how to grow assets under man-
agement to make such transactions valuable to minority investors.”49
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Figure 6.5. Share price performance of Fortress. Note: S&P 500 Index is normalized  
to be $30.17 as of February, 2007, the opening trading month for Fortress.  

Source: Compiled by the authors from Bloomberg.
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FINAL THOUGHTS

As in chapter 3, we must end with a caution. It is far easier to identify 
problems and sources of tension in investment management than to solve 
them. As complex as some of the issues identified here are, identifying 
the issues is the simple part.

One potential answer, which certainly some of the more vociferous 
critics of the industry would be likely to agree with,50 is that the private 
capital arena is too slanted in favor of the fund managers. They would 
argue that the best strategy for investors would be simply to stay away. 
As much as we respect these critics for their dogged work ferreting out 
problematic behavior in the industry, we would respectfully disagree 
with this conclusion. We believe that the issues identified here can be 
addressed and that a stronger industry will result. This is the focus of 
chapter 7.
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Revisiting the Private 
Capital Partnership

As we highlighted in the introduction to the book, the private capital 
model is a very powerful one, and much needed to address broad 
societal issues. And, certainly, these issues only affect part of the in-
dustry. Many private capital groups have succeeded in delivering attrac-
tive returns to their investors over extended periods. We believe a better 
industry can be created in their likeness.

In this chapter, we offer a number of suggestions as to how the private 
capital model can be refined. These suggestions relate to the organiza-
tion of funds, the way in which they are overseen, the measurement of 
their performance, and the nature of the rewards to private capital fund 
managers. We are heartened by the innovation and reforms that we have 
seen in recent years. We discuss these signs of change as we lay out our 
recommendations.

We begin by looking at two organizations. Both have tried to approach 
private capital investing in a way that is different from the norm, and they 
highlight the opportunity inherent in thinking differently. One is very 
much “old school,” with a well- proven track record; the other, an up- and- 
comer with promise but also uncertainty.

We then turn to four areas where we see the greatest opportunity for 
change: fund structure, governance, performance measurement, and 
compensation.
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A BENCHMARK AND AN UPSTART

Greylock was founded in 1965 by Bill Elfers, who had been only the sec-
ond employee hired at ARD.1 Having seen the pioneering venture firm’s 
struggles with the public markets, when he founded his own firm, Elfers 
eschewed this route. He was also unenthusiastic about having a single 
limited partner, an approach that many other venture groups took at the 
time. Venrock, for instance, was solely backed by the Rockefeller family 
and Bessemer by the Phipps. Rather, Elfers emulated the approach of 
some of the leading California groups, such as Draper, Gaither & Ander-
son and Davis & Rock, in forming a limited partnership with multiple 
investors. Starting with $10 million raised from six families, Greylock over 
time expanded in both size and the diversity of its investors, including 
additional families and leading university endowments.

In the ensuing decades, Greylock established itself as one of the pre-
mier venture capitalists worldwide. Among its home run investments 
have been a rich array of biotechnology, communications, software, and 
web companies, including (to name a few) Avid Technology, Continen-
tal Cablevision, Prime Computer, Red Hat, Stryker, Teradyne, United 
Healthcare, Vertex Pharmaceuticals, and Zipcar. Despite its venerable 
history, the firm has evolved with the times. Its investment scope ex-
panded from the Northeast United States to around the globe. Moti-
vated by the success of its investments in Facebook and LinkedIn, the firm 
moved its headquarters from Boston to Menlo Park, California, in 2009.

How is it that Greylock enjoyed such success over so long a period, 
from the era of the pioneering cable television providers to the advent 
of social media? Of course, its extended run reflected the quality of its 
investment choices, as well as the caliber of the people working for the 
firm. But digging a level deeper, the firm made from its earliest days some 
fundamental choices that shaped the organization.

One defining element of Greylock was an emphasis on alignment and 
communication with its limited partners. While many private capital 
groups use such language in their marketing materials, the group’s actual 
behavior— as we pointed out in chapter 6— is frequently different.
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Greylock’s philosophy had several manifestations. One aspect was lim-
iting fund size to what could actually be deployed successfully. As Elfers 
commented in 1994:

Currently, some large pools of venture capital with 2 to 2- 1/2 per cent fi-
nancial fees on assets place too much emphasis on income for the gen-
eral partners rather than capital gains, where it belongs. Size alone does 
not produce performance; quality and depth of general partner experi-
ence does.2

A second critical element for Greylock was eschewing management 
fees in favor of a negotiated budget. This principle was codified in its origi-
nal operating plan in 1965 and has been retained ever since. As the firm’s 
website recently explained their approach: “We meet with our LPs twice 
a year and we share details about our operating budgets and our expec-
tations of future fund performance. We do not distribute excess fees to 
our partners, we send them back to the LPs.”3

This approach does not mean that Greylock’s partners are living ex-
actly in penury. The firm, like its elite Silicon Valley brethren, charges a 
carried interest of 30%. And to be sure, the returns from investing in 
LinkedIn in 2004— which was ultimately acquired by Microsoft a dozen 
years later for $26 billion— were doubtlessly attractive, as were any 
number of their other home run transactions. The key benefit of the struc-
ture is thus not about saving the limited partners money on fees. Rather, 
the goal has been ensuring that everyone is aligned around the same goals. 
The importance of getting everyone on the same page, and eliminating 
the layer of worry about whether the partners are getting rich regardless 
of investment performance, cannot be overstated.

A third element of critical importance was having frequent meetings 
with its limited partners. For its first decade, while the firm’s concept was 
being proved, the firm met monthly with a board consisting of represen-
tatives of each of its limited partners. While the board did not have deci-
sion rights, the meetings gave the investors a very detailed look at the 
progress— and the reversals— that Greylock’s portfolio was experienc-
ing. The firm later scaled down the number of meetings in favor of other 
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forms of communication, but investor communication remains a hall-
mark of Greylock to this day.

A final important aspect of Greylock’s formula has been a focus on 
succession within the firm. This attitude was evident as early as 1976, 
when Elfers decided to step down as chairman and CEO of Greylock in 
favor of Dan Gregory. In making this decision, he was swayed by the ex-
perience of ARD, where Georges Doriot remained in charge until the 
sale of the company to Textron in 1972, when he was seventy- three years 
old. During the prior years, numerous key investment managers had de-
fected from ARD to form competitors, including Fidelity Ventures, 
Palmer Partners, and of course Greylock itself. Elfers’s own comments in 
his biography are revealing:

I have been asked many times whether I handed over the reins and a larger 
financial interest too soon. Perhaps, but I think not. From a financial view-
point, my subsequent [outside investor] status has been rewarding. Also, 
the environment of a venture partnership organization involves more than 
money. Productive young partners should be given added responsibility 
and recognition as soon as possible.4

This philosophy has continued to this day. On its website, the firm re-
cently characterized its approach to intergenerational issues as follows: 
“We make succession planning a priority for the firm, and invest heavily 
in the development of our newer partners. We . . . understand that how we 
treat our own team is a direct reflection of how we will treat the entre-
preneurs we back.”5

A much less well- known group is Teays River Investments, an 
Indianapolis- based group specializing in agricultural transactions.6 Ob-
viously, the firm today does not have the decades- long track record of 
Greylock. But like that venerable firm, they have shown a willingness to 
go against the grain, to build an organization conducive to long- run 
investing.

The predecessor to Teays River was established in 2006. After explor-
ing a number of alternatives, including a fundless structure and a tradi-
tional limited partnership, the partners decided to try something different 
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in 2012. Their dissatisfaction with the fund structure had to do with the 
nature of their holdings. For unlike many of their peers, the team did not 
simply focus on a subsegment of agriculture, like holding farmland or 
owning a distribution company. Rather, their approach entailed identi-
fying an entire agricultural production chain that was short on invest-
ment, choosing an appropriate initial investment (a “platform”), and 
then working with carefully built management teams to expand both the 
breadth and depth of the company (in economics parlance, to horizon-
tally and vertically integrate).

Given the complexity and duration of this process— not to men-
tion the fluctuations in commodity prices that put a premium on being 
flexible as to when to sell investments— the partners realized another 
model would be ideal. As a result, they undertook a restructuring in 
conjunction with their high- caliber roster of investors. They designed 
an organizational form that was conducive to the long- run nature of 
their holdings. In particular, they raised over $1 billion of new capital, 
which was largely added to the investment pool. The fund was reconfig-
ured as an operating company, with no distinct end date. In this way, they 
could pursue long- run transactions without the pressure of a ticking 
clock.

As part of this change, Teays River introduced a number of other 
important— and indeed radical— innovations. Foremost were those in-
volving corporate governance. The firm created a board of directors that 
includes four large investors (shareholders in the new corporation), two 
independent outsiders, and its CEO, Richard Haldeman. The board has 
extensive powers, including a review of the annual budget (as at Grey-
lock, the fees are based on the actual expenses incurred) and the deci-
sion to exit transactions and reinvest the capital in another transaction. 
In fact, a supermajority of the board can even trigger a dissolution of the 
company.

This active role of the board— and especially the investors— in run-
ning the firm is in sharp contrast to almost all other private equity groups. 
For instance, at Blackstone, the investment professionals occupy five out 
of the twelve seats on the board, with the remainder held by 
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independent directors (and none by investors). At the time of the 
IPO, Blackstone’s insiders had 87.3% of the voting power. In this respect, 
they were similar to other groups that have gone public: for instance, at 
the time of its IPO, Apollo put 86.5% of the voting rights with the insid-
ers; KKR, 75%; and Oaktree, 98.2%.7

Teays River has also introduced a variety of other innovations. Given 
the long- term nature of the holdings, one concern has been ensuring li-
quidity to the investors who need to get out due to changing circum-
stances. As a result, they have developed a procedure where the shares 
are first offered to the management company and then to the other share-
holders, at a price that is determined annually through an objective 
process involving both investors and management. Similarly, they have 
designed a process for rewarding the investment team based on the per-
formance of the underlying investments over a three- year period, where 
the size of the option grants are a function of the return on equity. The 
fact that their investments are businesses generating positive cash flows 
makes the valuation and liquidity issues easier to address; were they 
 investing in young start- ups with negative cash flows, the challenges 
would have been more substantial.

As alluded to earlier, while the Greylock model is certainly proven, we 
will not be able to complete the report card on Teays River for a number 
of years, given its relative youth and the long- term nature of its portfolio. 
The Teays model may yet evolve: for instance, the share of outside 
directors on the board might increase over time. Nonetheless, it has 
distinguished itself by its creative and thoughtful innovations that fit its 
long- run goals.

BUILDING FLEXIBILITY

One of the interesting conundrums about private capital is that even 
though it is all about funding change and innovation, its own structure 
has been remarkably constant. Nowhere is this truer than when it comes 
to partnership structure, which is the first of the four areas of opportu-
nity for change that we explore in this chapter.
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The eight-  or ten- year fund life was, as we suggested in chapter 5, largely 
borrowed from earlier partnerships and has been with us ever since. 
Moreover, a ten- year fund life has somehow evolved to mean funds raised 
every three or four years for most groups, with the associated pressure 
to deploy capital rapidly and to have exits to impress prospective 
investors.

In some cases, this number may well make sense. For instance, many 
social media companies either rapidly prove to be successful or flop. In-
deed, many are either shut down or sold only a few years after being 
formed. But in many other cases we see companies that are pushed into 
the public market or sold to a corporation too soon. One obvious exam-
ple is biotechnology. The Pharmaceutical Research and Manufacturers 
Association reports that it takes at least a decade and costs several bil-
lion dollars to develop and obtain approval for a new drug.8 Thus, it is 
not surprising that an overwhelming number of biotech companies have 
gone public well before their products reach the marketplace, with the 
associated uncertainties about the valuation that the market will assign 
and even the ability to complete the offering at all. Another example is 
infrastructure, where projects can be difficult to sell due to their scale, 
yet often have a life span of decades.

But this is a much more general problem. An example of a firm in a 
more prosaic industry is Eight O’Clock Coffee.9 The coffee company was 
owned by A&P, a struggling US grocery chain. Not only was the retailer 
unable to invest in the business, but Eight O’Clock’s captive status lim-
ited its ability to sell to competing grocery outlets. Moreover, convenience- 
hungry shoppers were apparently too impatient to grind the whole 
beans in store in the traditional manner.

In 2003, A&P, by then on the verge of bankruptcy, sold Eight O’Clock 
to the private equity group Gryphon Investors. Gryphon implemented 
a wide- ranging operational revamp of the firm, including a new informa-
tion technology system, an incentive system for its union workforce, an 
emphasis on quality improvement, and a major marketing effort. Three 
years later, Gryphon sold Eight O’Clock to Tata Global Beverages for a 
very attractive three- times return.
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In the ensuing years, Tata reaped the rewards of Gryphon’s work. 
Helped by recognition of its quality improvements (for instance, Eight 
O’Clock won Consumer Reports’ Best Buy rating), social trends (post- 
2008, cost- conscious consumers increased at- home coffee consumption), 
and product innovations (e.g., a collaboration for single- serve cups with 
Green Mountain/Keurig), sales boomed. By 2014, Eight O’Clock was 
18% of Tata Global’s revenues. One of Gryphon’s partners, observing the 
firm’s progress, noted that they “would have liked to keep it, but we had 
to sell.”

Another manifestation of this phenomenon is the fact that, for many 
years now, selling to another private equity firm has been a prominent 
form of exit for private equity transactions. If the buyer finds it attractive 
to make the purchase, it implies that there is “more juice in the lemon” 
that the first group did not extract. In some cases, the second group may 
have a set of capabilities that the first group did not, as when a modest- 
sized industry specialist sells its stake to a much larger private capital fund 
who can presumably inject much more capital into the firm.

But many transactions involve the sale of the firm between groups that 
are largely similar. To cite one example, the Fojatasek Companies (later 
renamed Atrium Windows and Door) was a family- owned manufacturer 
in Texas founded shortly after World War II.10 It was first bought out by 
family- specialist buyout shop Heritage Partners, then sold to TPG, then 
bought by New York buyout shop Ardshiel and GE Asset Management 
in 1998, and finally sold to Kenner & Company, who had the misfortune 
of owning the by- then highly leveraged entity when the financial crisis 
hit. They were required to bring in a new investor, Golden Gate Capital, 
as part of a restructuring in 2010, during which the company’s debt load 
was slashed from over $650 million to a much more manageable $300 
million. By then, the firm was undoubtedly a much larger and better man-
aged concern than it was when first purchased by Heritage in 1995. But 
it is hard to argue that the same or better results could not have been 
accomplished— with a lot less distraction, banking and legal fees, and 
compensation to general partners— had there been just one or two chefs 
in the kitchen during this period, rather than six.
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The academic literature paints a similarly nuanced picture as the dis-
cussion in the two previous paragraphs. Work by Francois Degeorge, Jens 
Martin, and Ludo Phalippou suggests that the minority of secondary 
buyouts made by buyers under time pressure to spend capital under-
perform. Others do well, especially when the buyers and sellers have 
complementary skill sets.11

One natural response to these concerns would be to introduce more 
flexibility in fund length. There is no reason why a large fraction of funds 
should have lengths of eight to ten years, regardless of the investments 
they are making.

For the private capital manager, the benefits of flexibility are clear. Such 
a structure reduces the painful and very inefficient process of fund- raising, 
by locking in capital for a longer period of time. Moreover, there is no 
pressure to exit investments prematurely, whether before the business 
has matured sufficiently, the value creation plan has been fully executed, 
or market conditions are optimal. Thus, the danger of leaving money on 
the table is less. Potentially, the private capital group with such a fund 
may be able to attract entrepreneurs to accept their capital who other-
wise would be reluctant to get involved with an investor using a tradi-
tional fund structure.

For the investors in these funds, substantial advantages are also pres-
ent. The fees are likely to be lower if a single group holds a transaction 
for fifteen years, rather than three groups over the same period: each sale 
of the company triggers transaction fees payable to the intermediaries 
and often to the private capital groups. Such an approach also avoids the 
dynamic where the third or fourth buyer— having paid a stratospheric 
price— must make extremely aggressive financial and strategic decisions, 
in the hope of eking out a sufficient return. Moreover, such a fund brings 
the time frames of the private capital groups into better alignment with 
those of the institutions.

We have seen a few examples along these lines. The first type of experi-
mental funds that have been offered in recent years are longer- lived 
funds, typically with a fifteen-  or twenty- year time frame. These funds 
typically lure investors with lower fees and carry; for instance, some 
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groups have charged fees of between 0.5% and 1% of invested capital 
(rather than a higher rate on all funds committed, even if not drawn down 
yet) and a carried interest of 10% or 15%. At the same time, however, many 
of these funds target lower returns.

An example is Altas Partners, a Toronto- based firm founded by An-
drew Sheiner.12 During his years at the Canadian buyout giant Onex, he 
was impressed with their success with Sky Chefs, which the group held 
for fifteen years and built into the largest airline caterer in the world. With 
his cofounders, Sheiner raised an informal initial fund in 2012 and a fol-
low- on fund in 2016, each totaling a billion dollars. One distinguishing 
characteristic of the group is undertaking a few large bets, with no more 
than five transactions per fund. The fund has the right to hold these in-
vestments for up to seventeen years, thereby giving them the freedom 
to maximize value over the longer term. In their initial transactions, which 
have ranged from a salt producer to a provider of support services of op-
tometrists, the fund has found that managers react positively to “the 
notion of having a more stable, more long- term capital partner,” as Sheiner 
related.13

Farther out have been the evergreen funds. These funds are actually 
an old idea, dating back to Sutter Hill (formed in 1962), General Atlantic 
(1980), and Golden Gate Capital (2000). In recent years, they have been 
joined by groups such as Cranemere, Maverick, and Public Pension Capi-
tal Management. Typically, these funds operate in four-  or five- year 
cycles. At the beginning of each period, investors commit to provide a 
certain amount of capital to the fund. During the next few years, the fund 
manager invests the capital, calling for the committed money from the 
limited partners on an as- needed basis. As deals are harvested, the funds 
are either reinvested by the fund or disbursed to the investors. At the end 
of the four-  or five- year period, the investors can adjust their commit-
ments by exiting the fund or by changing their investment amounts for 
the subsequent four- year period. These transactions are done at a price 
that is determined around the time of these anniversaries. Groups em-
ploy a variety of techniques to ensure that the prices are fair, such as an 
advisory committee of limited partners that reviews and approves the 
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proposed valuations, the use of independent third parties to review the 
largest or most contentious transactions, and so forth.

But these funds very much remain the exception. In part, the reluc-
tance to raise or invest in long- term funds reflects the challenges that they 
present. For the private capital group, foremost are the compensation is-
sues. For the senior partners who have already been successful, a long- 
lived fund may be fine. But for the younger investment professionals 
working on the fund, waiting two decades for their first real payout is not 
an appealing option.

One possibility is to emulate hedge funds and pay the investment pro-
fessionals on value created before the deal is exited. But valuing private 
companies, as we have highlighted, is a tricky endeavor. Moreover, the 
very process of paying private capital professionals substantial sums be-
fore the investors see any profits is likely to raise the blood pressure of 
limited partners concerned about the appropriate alignment of incen-
tives. Finally, the junior investors are likely to want to be associated with 
an undisputed winning investment to help solidify their reputation in the 
industry. A privately held investment may not give them the visibility they 
crave.

One recent manifestation relates to the tendency of large groups, such 
as Blackstone and Carlyle, to raise long- lived funds that invest alongside 
their traditional funds. The groups have argued that they will be able to 
successfully sort the “quick hits” into their traditional funds, while plac-
ing lower- yielding plays that will create value over an extended period 
into the long- lived funds. A natural, though surmountable, concern is 
ensuring a disciplined sorting process.

GOVERNANCE

If funds with flexible or long- lived time frames are to be successful, 
we believe that they will need to be associated with reforms of gover-
nance. As we have repeatedly emphasized, while private capital providers 
are experts at governing the firms in which they invest, their arrange-
ments with their own investors are problematic. Not only do investors 
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have very modest control as limited partners, but exercising even these 
rights can be painful. The case of Bay Partners illustrates this point. In 
2010, three of its younger partners resigned due to their frustrations with 
the behavior of senior partners.14 (Red flag!) Making this situation even 
more tenuous, the three partners were relatively recent hires, brought in 
to replace a set of partners who had left (or had been pushed out) after 
several investment disappointments. On top of that, while the compa-
nies in the fund’s portfolio were quite promising, they were still early 
stage. But even though, on paper, the limited partners had a variety of 
tools, including rights under a “key man provision” and the ability to 
trigger a “no- fault divorce,” salvaging the fund proved to be an incredibly 
time- consuming exercise for them.

The fact of the matter is that the ability of investors to provide gover-
nance to funds is likely to be highly constrained. One need only walk into 
the office of a typical investment professional responsible for private eq-
uity at a major pension fund to understand the issue: they are likely to 
be surrounded by piles of pitch documents and quarterly updates. Many 
pensions, whether corporate or public, keep an extremely careful eye on 
costs. This affects not only operating expenses, as we discussed in chap-
ter 4, but also staffing levels. Many of these pension executives face a 
major struggle to keep up with the flow of new investments coming in 
the door, much less to oversee existing portfolio relationships with the 
level of scrutiny that may be warranted.

Another complexity is introduced by the commonly employed lim-
ited partnership structure. The limited partners are “limited” in the sense 
that they can lose no more than the amount they invest. But limited li-
ability comes at a cost. If the endowment is too active in the operations 
of the fund, it may be construed to have forfeited its protected status.15 
Investors are naturally wary of any activity that will take them too close 
to this line.

Despite these limitations, there are a number of changes that can and 
should be undertaken: if investors are to be asked to tie up their capital 
for decades, having more voice in the key decisions is essential to suc-
cess. Teays River provides one illustrative approach. Another approach 
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might be to lower the hurdles to limited partners’ interventions as the 
funds mature. In many partnership agreements, the barriers for the lim-
ited partners to fire the general partners without well- documented mis-
conduct (which can be very difficult to prove) are very high and quite 
costly. Adjusting the contracts between limited and general partners so 
the barriers to such “no- fault divorces” fall as the funds mature may be 
a way to make investors comfortable about tying up their funds for ex-
tended periods.

One of the crucial areas for discussion between limited and general 
partners has to be succession. As we discussed in chapter 6, the private 
equity industry is at a relatively early stage in thinking about these issues, 
particularly when contrasted with venture capital. The limited partners 
should play an important role in these discussions since they have a con-
siderable amount at stake in the conversation as well.

MEASURING PERFORMANCE

As we highlighted in chapter 3, a third substantial issue is the inability for 
investors to get accurately calculated performance data. The alternative 
ways to compute returns have led to a lot of “junk science” being pre-
sented to investors as performance numbers. The imprecision by which 
performance has been measured is, at its heart, a subsidy to underper-
forming firms by the winning groups. In that sense, private capital is very 
similar to a college where grade inflation is so rampant that the median 
grade is an A−. In such a world, it is of course the most committed and 
talented students who are harmed: their accomplishments do not stand 
out from the efforts of their peers hanging out at their fraternities who 
barely bother to look at a textbook between cocktails.

A natural response to these issues would be to create a central body 
charged with laying out clear rules as to how performance should be cal-
culated. A preliminary effort along these lines is the Institutional Lim-
ited Partners Association (ILPA), a trade association of large investors 
that has laid out some broad guidelines and templates for reporting. An-
other is the AltExchange Alliance, a nonprofit private equity industry 
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group that has sought to define, maintain, and promote a single data re-
porting standard.

But the broad principles and templates laid out by these bodies only 
go so far, due to the complexity of assessing performance. For each pri-
vate capital group is different, which leads to demands to compute per-
formance in different ways. Consider a few scenarios:

• One group may have done a large number of transactions on a 
deal- by- deal basis before forming a fund, which they may want to 
include in their track record alongside deals done by the fund.

• Another may feel that a few large investments in their earlier days, 
which were mostly funded by coinvestors, would have been done by 
the fund had they had more resources. Thus, they are likely to argue 
that the entire sum invested should be included in their track record.

• Yet another may have undertaken some experimental deals outside 
their main area of specialization that went poorly, and propose to 
exclude them from the calculations on the grounds that they were 
“noncore.”

Some of these requests may be reasonable; others less so. For instance, 
is the desire to exclude companies on the part of the group in the third 
bullet motivated by the fact that the transactions really are different in 
nature from the others they have done, or because these were poor per-
formers? The complexities of the stories makes defining a “one size fits 
all” process for assessing performance very challenging.

Given the limitations of broad guidelines, an alternative would be to 
have third parties actually do the dirty work of assessing and ranking per-
formance. Advisers such as Cambridge Associates already assess the 
groups that the investors they consult with are considering. Taking this 
a step further would be to do a documented analysis of the performance 
of individual general partners.

Here, bond-rating agencies are both a model and a caution. The lead-
ing rating agencies— Fitch, Moody’s, and Standard & Poor’s— are man-
dated to provide investors with reliable advice on the quality of various 
debt offerings. The need for these organizations reflects the severe 
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information problems surrounding bond offerings. It is often hard for in-
vestors to assess whether a complex security issue is a good one. Rating 
agencies in theory should be able to do the heavy lifting of assessing 
whether the offering is an attractive investment and overcome these in-
formation problems. Moreover, once this information is gathered, it can 
be shared with hundreds or thousands of investors, thus obviating the 
need for much duplicate effort.

But as is well understood today, the rating agencies during the mid- 
2000s went off the rails. Put bluntly, they ended up giving far too posi-
tive evaluations of very risky securities based on precarious structures 
involving dicey mortgages. Investors relying on these ratings to buy se-
curities were badly burned. Moreover, these overly favorable ratings 
were far from innocent mistakes. Much attention has focused on the “is-
suer pays” model that the largest three rating agencies employed. In this 
approach, the firms issuing the bonds bear the entire cost of the original 
rating and follow- on monitoring. In many cases, the rating agencies also 
provided consulting to extract even more revenue from the issuers, who 
found the favorable rankings that the agencies handed out enormously 
valuable. (Many institutional investors are prohibited from holding low- 
rated securities.) The public (and the investors) can then access these 
ratings free of charge.

As numerous postmortems have pointed out, this structure— as well 
as demands for profits by the management and investors of the rating 
agencies— led to irresistible pressures on the bodies to abandon their 
mission.16 The various checks on such behavior, such as concerns about 
their reputation and future business, were abandoned in response to these 
forces.

One possible solution would be the creation of one or more nonprofit 
bodies to undertake these assessments, where the commercial pressures 
would presumably be reduced. Similar bodies are commonplace in the 
technology world, which faces complex issues of harmonizing new tech-
nologies. Literally thousands of standard- setting bodies seek to repre-
sent the interests of technology developers and users in industries such 
as telecommunications, computers, and software. Standards developed 
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and approved by these bodies are ubiquitous, whether allowing individu-
als to communicate seamlessly across wireless networks or manufactur-
ers to procure goods across complex global supply chains.

It is not hard to imagine that a similar body, overseen by investors and 
fund managers alike, could play the role of an intermediary that fairly as-
sesses and certifies fund returns. Establishing the group as a nonprofit 
entity would dampen some of the financial pressures that led the rating 
agencies astray. Undertaking and certifying a series of return calculations, 
such a body could go far to addressing the mystery and ambiguity that 
surrounds performance assessment.

At the same time, the experience with technology standardization has 
been somewhat mixed, which suggests the need for care here.17 In par-
ticular, efforts of standard- setting bodies to ensure the orderly develop-
ment and deployment of new technologies has been challenging at best. 
In particular, in most technology areas, there are multiple standard- setting 
bodies seeking to make a name for themselves by promulgating a new 
approach. This competition can lead to a “race to the bottom.”

In particular, if a standard- setting body does its job scrupulously, it may 
seriously annoy a major patent owner. For instance, it may decide not to 
employ the firm’s proposed technological approach, leading to the po-
tential loss of millions or even billions of dollars of licensing revenues for 
the firm. Or it may insist too intensely that the firm honor its commit-
ments to the standards body to license their patents at a reasonable price 
if they are included in the standard. In these cases, there are frequently 
consequences for the standards body. In particular, the firm can find an-
other standards body that is more willing to employ their technology 
or does not constrain their freedom to license patents as they see fit. In 
extreme cases, firms have sought to undermine or get decertified stan-
dards bodies whose decisions they disagree with, or which they feel are 
too scrupulous in enforcing agreed- upon commitments.18 In short, we 
cannot expect standards bodies to mandate rules by themselves or the 
powerful entities being regulated to cooperate.

These same difficulties are likely to manifest themselves in private 
equity. If there is a single body to assess returns, it may serve as an 
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honest broker. Otherwise, competitions between certifiers— even if 
nonprofits— are likely to have deleterious effects. The pressures to do the 
wrong thing are likely to introduce distortions into the evaluation pro-
cess. While we are enthusiastic about the prospects for such a body, the 
devil will truly be in the details of design and execution.

STRUCTURING REWARDS

The last topic in our discussion is the most sensitive one. Allowing groups 
more flexibility in structuring funds would help investors and fund man-
agers alike. Similarly, at least the subset of high- performing private capi-
tal firms would likely benefit from greater clarity around the measure-
ment of performance. But when it comes to splitting the proceeds between 
the limited and general partners, feelings seem almost certain to be bruised. 
Indeed, as we discussed in chapter 6, the formula for rewarding private 
capital groups has changed little, even as the funds have grown much larger 
and despite the presence of economies of scale in fund management.

Much of the concern has centered on management and transaction 
fees. As we have seen, these charges themselves became a major profit 
center for larger firms. But such steady profits may create unappealing 
incentives: the temptation to raise too large a fund at the expense of lower 
returns, the lure of doing a subpar deal so money can be put to work 
quickly and a new fund can be raised sooner, and a tendency to do ex-
cessively safe investments that will not have as much upside but pose less 
possibility of a franchise- damaging visible failure.

What makes this state of affairs particularly frustrating is that an al-
ternative model beckons: the way that venture capital groups used to op-
erate. Early venture capital groups, such as Draper, Gaither & Anderson, 
negotiated budgets annually with their investors. The venture capitalists 
would lay out the projected expenses and salaries, and reach a mutual 
agreement with the limited partners about these costs. The fees would 
be intended to cover these costs but no more. While a few “old school” 
groups like Greylock stick to such an arrangement, these are very much 
the exception rather than the rule.
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Such negotiated fees greatly reduce the temptation to grow at the ex-
pense of performance. Better alignment, in turn, should lead to better 
performance. But this well- proven approach nonetheless remains quite 
rare. The objections outlined by the Mercer report two decades ago still 
seem to play:

Budgeted fees were viewed very negatively from the majority of the gen-
eral partners we surveyed. Comments included concerns that limited 
partners would be micromanaging the partnerships; negotiating budgets 
would not be a good use of time; budgets create “cost plus” thinking; and, 
“our budget is proprietary information.”19

Left unsaid was the likelihood that a negotiated budget was likely to lead 
to a wealth transfer from general to limited partners. One doesn’t need to 
be a devotee of Elizabeth Warren, our firebrand senator deemed by the 
US Chamber of Commerce to “represent a greater threat to free enter-
prise” than any other American politician, to feel that such a shift might 
be appropriate.20 As the research reviewed in chapter 3 highlighted, how-
ever extraordinary the performance of certain funds, aggregate private 
equity performance has lagged in the past decade.

But even a change that left the split of fund proceeds between inves-
tors and fund managers unchanged might be very beneficial, if it was ac-
complished by lowering fees and raising carried interest. The greater 
alignment of incentives should lead to a greater focus on what really mat-
ters: adding value to portfolio companies and creating wealth.

A second area of compensation that is ripe for reform is hurdle rates. 
Hurdle rates ensure the investors get paid first. That is, with a typical hur-
dle rate of 8%, there are no carry distributions— although there are cer-
tainly fees— until the limited partners receive an 8% return on their 
capital. After that, general partners are typically allowed to catch up, 
until they earn their full share of the carry.

For a successful fund, a hurdle scheme such as this would have no im-
pact on the amount of money paid out to each party. The only change 
is that the investors get paid earlier. But for a poorly performing fund, 
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there would be no returns to make catch- up payments with, so the pay-
outs would disproportionately go to the providers of capital.

Today the overwhelming majority of private equity funds have a hur-
dle rate of 8%, while 9% has been the most common rate for real estate 
funds.21 (Most venture capital funds dispense with these entirely.) The 
rationale for these hurdle rates seems lost in the mists of history, but they 
may have been chosen because they reflected the prevailing government 
bond rates of the early 1980s, the time that private equity partnership be-
came commonplace. Certainly, this is a “high” rate relative to inflation 
today, a rationale that has been used to justify efforts by fund managers 
to reduce these rates.

But more to the point, private capital is typically an equity investment, 
and a rather risky one. It seems to us that the appropriate hurdle rate 
would be closer to 13% or 14%: that is, the annual rate of return that would 
fairly compensate investors for the risks that such an investment would 
pose, at least if the bulk of recent academic research is to be believed. Such 
a change would introduce greater alignment.

FINAL THOUGHTS

As we highlighted in the introduction, altering the workings of the pri-
vate capital industry is a tall order, due to the multiple parties at work here 
and their varying incentives. Despite these challenges, the recent years 
have seen encouraging signs of initial change. In this chapter, we high-
lighted several areas ripe for evolution and offered a variety of sugges-
tions for avenues to pursue.
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CH A P TE R  8

The Best (or Worst) 
of  Both Worlds

We have explored at some length over the course of this volume the chal-
lenges that both investors and funds face. In this penultimate chapter, 
we turn to efforts that seek to bring these two actors together: where in-
vestors create internal teams to undertake investments directly.

Today investors of every stripe and size are embracing direct invest-
ments in private capital, whether a coinvestment in a new start- up along-
side a venture capital fund or the purchase of a pipeline by a sovereign 
wealth fund. A few statistics illustrate this point:

• Preqin found that 50% of surveyed investors were actively or 
opportunistically coinvesting, while another 22% were actively 
considering doing so. Just under one- half of the respondents 
planned to increase their level of activity, while only 2% expected 
to scale back.1

• Another indication of the scale of these activities is the estimates by 
the adviser Triago that between 2009 and 2015 the amount of capital 
committed to traditional fund investment increased by 78%. Mean-
while, the amount going to what they term “shadow capital”— 
coinvestments, solo deals, and separate accounts of various types— 
grew twice as quickly, by 155%.2

• The growth of direct investment is also evident in the reports 
of individual investors, such as the Canadian Pension Plan 
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Investment Board (CPPIB), whose portfolio of such investments 
climbed from under C$0.5 billion in 2006 to over C$50 billion in 
2017.3

There are few that can escape the temptation. The passion for these 
transactions has spread to family offices, pensions, and sovereign funds 
alike. Even small family offices that do not have enough bargaining power 
to negotiate coinvestment rights up front are frequently asked by large 
private equity firms to participate in coinvestments when the funds find 
themselves scrambling for extra cash to complete a deal.

The appeal of going it alone is understandable: it is the promise of the 
benefits of alternative investments, with few of the downsides of funds 
that we highlighted in chapter 6. Moreover, many of the private capital– 
backed companies and projects that have literally changed the lives of 
millions of people, from Alibaba to Uber, relied on coinvestors since these 
ground- breaking investments often seem not to fit neatly with the tra-
ditional fund structure.

But as we highlight here, it is far from clear that these programs are 
always (or even usually) the best of both worlds. The same structural flaws 
that can make it hard for institutions and families to select the best funds 
at the best times can make it impossible to successfully undertake indi-
vidual transactions. In this chapter, we explore both the pluses and mi-
nuses of direct investment pursuits. We end with suggestions for success 
when going it alone.

WHY GO DIRECT?

Over the course of the industry’s history, investors have taken two pri-
mary routes to investing directly. The first is through coinvestments. In 
this case, a private capital group offers part of a transaction that it is un-
dertaking through the fund to some of the investors in its funds. In other 
words, it allows select investors to increase their exposure to some invest-
ments that the fund makes. Such an arrangement has several potential 
benefits.
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First, the investors can opt either in or out regarding the additional 
investment, unlike the fund investments. (With the fund, the manager 
typically has the freedom to invest the committed capital as it sees fit, 
subject to some general restrictions in the partnership agreement. For 
instance, the fund agreement may contain prohibitions against invest-
ments in gambling or vineyards, or putting more than 20% of the fund’s 
capital into any single transaction.) This opt- in feature is itself a powerful 
lure to many investors, as they may have strong preferences regarding 
which sectors and geographies they need more exposure to.

The primary rationale for pursuing direct investments, however, is to 
reduce the management cost, since coinvestments typically feature more 
favorable economics. This is very attractive given that, as we explored in 
chapter 3, the returns to traditional private capital funds in recent years 
(particularly when adjusted for illiquidity and risk) have been disappoint-
ing. Much of the blame has been directed toward carried interest and 
transaction fees (as discussed at length in chapter 6). For instance, Oli-
ver Gottschalg and Ludo Phalippou estimate that, for the typical fund, 
the gap between gross and net returns due to fees and carry is about 6% 
per year.4 As table 8.1 illustrates, a 6% annual return gap results in a 
thirteen- fold difference in investor wealth after fifty years. If investors 
could bypass this hefty compensation, and instead get close to the prefee 
returns from these investments by accessing them directly, many of their 
problems with private capital would be alleviated.

In a coinvestment arrangement, the investor may be able to invest on 
a no fee/no carry basis or (as has become more common in recent years) 
only pay an up- front fee of a few percentage points of the amount invested 
and a modest share of the profits. While not as good as free, these terms 
are considerably more attractive than the “two and twenty” terms that 
partnerships typically charge. In exchange for these fees, the investor ben-
efits from having a big brother— the private capital group— willing 
to do the heavy lifting of sitting on the board and guiding strategic 
decisions.

Typically, the private capital group retains the right to decide when 
to sell the company in a coinvestment. Even if the coinvestors would like 
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to remain investors in the firm for a longer period, the investment 
group frequently has “drag- along rights” that ensure that all the share-
holders sell. This provision is important to the private capital group, as 
corporate acquirers typically want to buy all of a firm. But as we have 
discussed before, the private capital group may want to exit before 
their investors do.

The second route commonly seen in practice is the “solo” investment. 
In this case, the investor puts its money into the company alone, or in 
conjunction with another investor. Thus, the institution or family forsakes 
the counsel, help, and cost of a private capital group entirely. For the in-
vestor, the discretion is the greatest: the party can decide when to enter 
and exit the deal as it sees fit. This freedom to hold the investment until 
a time of the investor’s own choosing may be a real plus, especially for 
long- lived assets such as toll roads or bridges. Rather than being forced 
to sell when an investment partner does, a pension or a family can hold 
the transaction for twenty to thirty years or more. Moreover, there are 
no fees or carried interest to be paid to any partner, though of course 
the investor will need to reward its own employees who select and over-
see the investment. Despite the increased compensation pensions pay 
to manage investments in- house, it is often far cheaper than hiring out-
side managers.5

It should be noted that there are, as is so often the case, many alterna-
tives to these two basic models. Some of the most sophisticated 
investors— for instance, Canadian groups like the Canadian Pension Plan 
(CPPIB) and Ontario Teachers— increasingly seek to “colead” rather 

Table 8.1. Wealth Impact of a 6% Annual Investment Cost (Fees and Carry)

Investment 
horizon (years)

Gross return 
(before fees 
and carry)

End of horizon 
wealth (A)

Net return (after 
fees and carry)

End of horizon 
wealth (B)

Wealth gap 
(A/B)

5 20% $2.5 million 14% $1.9 million 1.3×
10 20% $6.2 million 14% $3.7 million 1.7×
50 20% $9.1 billion 14% $700.2 million 13.0×

Note: Assuming the initial investment is $1 million.
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than coinvest in deals. That is to say, they are involved with the analysis 
of the transaction alongside the private capital firm from the very early 
stages, rather than being presented an almost- completed transaction on 
a silver platter. At the other extreme, many private capital groups are rais-
ing coinvestment vehicles, which invest alongside the fund when the 
opportunity arises.

One way or another, these investments are normally cloaked with mys-
tery. While tracking private capital is challenging, nowhere is this truer 
than in direct investments taking place outside the traditional fund struc-
ture. Institutions such as sovereign wealth funds, university endow-
ments, and family offices— and even many pensions— are typically 
under no obligation to disclose the nature or performance of their direct 
deals to outsiders. While databases such as Capital IQ list some of these 
transactions, their coverage appears to be highly selective. Just like peo-
ple, investors seem far more eager to brag about their successes than to 
talk of their failures.

Thus, our ability to draw definitive conclusions about direct investing 
is somewhat limited. But from our case- writing, research, and work with 
investors, we can highlight some lessons about what the major challenges 
are and how they can be addressed.

WHAT ARE THE CHALLENGES?

It might be thought that as an investment strategy, direct deals would be 
a slam dunk. Coinvestments might be seen as particularly advantageous: 
if an institution is investing in the same transactions as a fund, but pay-
ing less, what can go wrong?

Unfortunately, the counterintuitive answer is “plenty.” In particular, 
three problems rear their heads in this setting: (a) constraints, lack of 
financial sophistication, and adverse selection in coinvestments that 
defeat a good deal selection; (b) an inability to set the right incentives 
in- house to attract talented managers and ensure the achievement of 
investment objectives; and (c) difficulty in resolving the investors’ often 
conflicting objectives. We explore each of these in turn.
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Deal Selection

The fundamental problem for investors who wish to undertake invest-
ments directly is that the selection of appropriate direct deals is far from 
trivial. This problem has several dimensions.

The first issue is that the selection of deals is not a blank slate. Many 
groups are highly constrained in terms of the types of investments they 
can consider. The constraints can be self- imposed: for instance, a sov-
ereign wealth fund of an Islamic nation may understandably want to 
steer away from alcohol-  or gambling- related investments. But these 
policies can be taken to extremes: for instance, as of 2011, CalPERS had 
adopted 111 different policy statements regarding ESG (environmental, 
social, and governance), all of which restricted how funds can be 
invested.6

Similarly, political considerations may block promising investments. 
This problem is not just a consideration confined to sovereign wealth 
funds or to Middle Eastern and Chinese entities. A dramatic example was 
the proposed transaction in which the CPPIB was to buy a 40% stake in 
Auckland’s airport.7 One might think that Canadians and Kiwis— being 
fellow members of the Commonwealth of Nations with quite parallel 
histories— would be about as close as residents of any two nations. More-
over, Canada is perennially highly ranked on compilations such as the 
“World’s Most Reputable Country”8: it is hard to imagine the pension 
pursuing some duplicitous strategy to advance Canadian global hege-
mony. Nonetheless, the proposed purchase of a 40% stake of the airport 
at a 50% premium to the market valuation ignited a firestorm of protests 
and was ultimately blocked by the government.

In some cases, political considerations have led to groups being un-
able to pursue attractive investments; in others, groups undertook trans-
actions they should not have. A dramatic example of the latter was the 
experience of Norway in the 1970s and 1980s.9 In the oil surge of those 
years, the government received a tremendous windfall of funds from its 
numerous rigs in the North Sea. The money was largely spent immedi-
ately on direct investments. Some of the spending benefited physical and 
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social infrastructure. For instance, Norway rebuilt its excellent system of 
roads and bridges and provided free health care and higher education to 
all residents. While these expenditures may have had social benefits, the 
direct financial returns were very modest.

Meanwhile, much of the remaining funding for the industry was ear-
marked for dying sectors, such as the Norwegian shipbuilding industry. 
This support allowed facilities to remain open for a few years more, but 
could not reverse the industries’ inexorable decline as production moved 
to Asia. Other funds for new ventures went to friends or relatives of par-
liamentarians or bureaucrats responsible for allocating the funds.

Moreover, the policy of aggressively spending the government’s pe-
troleum revenues introduced chaos into public and private finances when 
the oil price plunged in the mid- 1980s. The government’s oil revenue 
dropped from about $11.2 billion in 1985— or about 20% of Norway’s gross 
domestic product— to $2.4 billion in 1988. The resulting retrenchment 
of public investments and tightening of credit led numerous banks to fail. 
The downturn also led to an unprecedented wave of bankruptcies by pri-
vate citizens.

Even in the absence of investment constraints or political motives, ex-
amples of poor investment choices and their devastating consequences 
are abundant. Many asset administrators are essentially nonprofit or gov-
ernmental institutions, where the leadership may have neither exposure 
to the world of investing nor an appreciation of its complexities. Indeed, 
their success in other arenas may lead to a fatal hubris when it comes to 
deal selection. Moreover, they may in many cases be seeing the leftovers— 
deals on which other, more sophisticated institutions have passed— 
making it even easier to make mistakes (we return to these issues shortly).

Perhaps the clearest example of this is the ignominious experience of 
Boston University, which put more than two- thirds of its endowment into 
a faculty- led biotechnology company, Seragen.10 The decision to make 
this investment was personally made by the university’s visionary but fre-
quently tyrannical president, John Silber, who held a PhD in philoso-
phy. In making this selection, Silber was not swayed by negative signals 
from the market about the firm’s prospects: the school bought out the 
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stakes of several independent venture capital investors, who had appar-
ently concluded after a number of financing rounds that the firm’s pros-
pects were unattractive. Silber may have instead been swayed by the 
importance of Seragen’s mission: it was developing a new type of drug 
that had the potential to cure cancer.

Between 1987 and 1992, Boston University provided at least $90 mil-
lion to the private firm and added another $17 million in debt financing 
in 1995 and 1997. (By way of comparison, the school’s entire endowment 
in the fiscal year in which it initiated this investment was $142 million.) 
Silber himself invested his own money in the firm and successfully per-
suaded dozens of trustees, fellow administrators, friends, and even retired 
faculty members to do likewise. His ability to engage in this behavior was 
a function of the organizational culture, described by one observer as 
“resembl[ing] that of the court in a 17th- century monarchy, with court-
iers jostling among themselves to curry royal favor.”11

While the company succeeded in completing an initial public offer-
ing, it encountered a series of disappointments with its products. The 
same issues that led Seragen’s venture investors to walk away a decade 
before were still present: the complexity of cancer resisted the compa-
ny’s efforts to design therapeutics to address it. By late 1997, when the 
university’s equity stake was worth only about a few cents on the dollar, 
it liquidated its investment in the shadow of public investigations into 
financial mismanagement. The realization of the university’s investment 
was only about $4 million.

This huge, undiversified investment created a large loss for the debt- 
ridden university. One might have anticipated that this miscue would 
have led to Silber being asked to resign in disgrace. Instead, he was ap-
pointed chairman of the state board of education of Massachusetts!

All of the above only discusses one side of the deal selection problem: 
that of the investor. But the selection issue in coinvestments is a double- 
sided problem, as only some of the investments are available for coin-
vestments. And these are not always the best investments!

What drives a fund manager’s decision to open a particular deal for 
coinvestments? Below we describe what we have found in our own 
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research, but the adverse selection problem that the coinvestment pro-
grams face is not a new problem: in 2001, George Akerlof, Michael 
Spence, and Joseph Stiglitz received the Nobel Prize for showing that in 
markets with extensive information problems, these types of “lemons 
problems” were likely to emerge.12 And coinvestments are indeed trans-
actions with big information problems. While the private capital groups 
have been working on the transactions for months or even years, the 
coinvestors frequently have to plow through a massive amount of infor-
mation in a data room and decide in two weeks’ time whether they want 
to invest.

Compensation

We have already highlighted the difficulties that many investors face when 
recruiting investment professionals to the role of choosing funds. When 
it comes to dealmakers, the challenges of compensation are even greater. 
Put bluntly, it is hard to recruit and retain a team with the same skills as 
those of Blackstone or KKR if the investor can only pay them a tenth 
as much (or even less). Moreover, even their below- market compensa-
tion may trigger public outrage, as the distinction between the 1% and 
the 0.01% of income earners is lost.

To illustrate this point, unfortunately, we do not have to look further 
than our own backyard. Harvard Management Company (HMC), re-
sponsible for investing Harvard University’s $35.7 billion endowment, 
has been plagued by management and strategic instability for the past 
dozen years.13 While the set of issues behind HMC’s turmoil cannot be 
boiled down to one factor, it is clear that the compensation of key man-
agers has been a critical problem.

During the tenure of Jack Meyer, nicknamed “Harvard’s billion- dollar 
man” by the Boston Globe, Harvard’s endowment grew from $4.7 billion 
in 1990 to $22.6 billion in 2005, with an annualized return of 15.9%. Un-
like Yale’s model, Meyer instituted a hybrid investment management ap-
proach that involved not only allocating money to external managers 
but also investing a sizable portion of the endowment in- house.
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In 1974, Harvard’s endowment had been made into a wholly owned 
subsidiary (HMC) of Harvard University. HMC thus had the power to 
construct its own compensation structure different from that of the uni-
versity. This allowed Meyer to set attractive compensation levels— 
certainly, very different from university pay scales. High performance 
started to go hand in hand with high pay. For instance, in 2003, David R. 
Mittelman earned $34.1 million for managing $2.9 billion in domestic 
bonds, and Maurice Samuels earned $35.1 million for managing $2.1 bil-
lion in international bonds. Both, it should be noted, far outperformed 
their benchmark index. Mittleman and Samuels added $777 million and 
$580 million to the endowment, respectively.

The release of these compensation numbers lit a slow- burning fuse. 
Grumbles in faculty lounges in such otherworldly departments as Inner 
Asian and Altaic Studies and Romance Languages and Literatures and 
among the ex- hippie alumni of the class of 1969 turned into critical ar-
ticles in the Harvard Crimson and ultimately into stories in the major na-
tional papers. The ensuing controversy ultimately led to the departure 
of many of Harvard’s key investors, as well as the exit of Meyer himself. 
Harvard’s willingness to invest in the new funds established by the de-
parting staff (albeit on favorable terms for the university) may have has-
tened the process.

Once the apple of discord brought about expulsion from the garden 
of financial Eden, the Harvard endowment faced a very challenging time. 
A revolving door of successors followed Meyer: four full- time endow-
ment heads in the next eleven years, with as many interim heads. Not only 
was the turnover disruptive to the investment staff, but it led to strategic 
instability. The heads struggled with the question of how much of Har-
vard’s hybrid model to preserve, with inconsistent answers. The result of 
this extended period of rapid flux was, not surprisingly, one in which Har-
vard underperformed its top endowment peers. The newest chapter 
began in early 2017, with the arrival of N. P. (Narv) Narvekar, previously 
chief investment officer of Columbia’s endowment.

Drawing an unambiguous conclusion from the Harvard experience 
is challenging. The argument by university administrators that Harvard 
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was getting a “bargain” from its investment staff was in some senses le-
gitimate. Harvard would have paid in many cases far more to outside man-
agers had they invested in funds that generated the same performance, 
with a 20% profit share going to the manager. Just think of Accel, with 
their 30% profit share and nearly $6 billion in capital gains from Facebook. 
(Harvard itself was not a direct early- stage investor in Facebook, despite 
Mark Zuckerberg’s stint as a student.)

Yet the compensation of the internal team was far more visible than 
the fees paid. HMC, as a university affiliate, had to report the amount paid 
in compensation to its investment team on its Form 990 filings to the 
Internal Revenue Service. Meanwhile, the endowment— like the vast 
majority of other investors— only reported the net returns of its fund’s 
investments, not the total amount paid out in fees and carry. And the very 
visibility of the internal compensation can create challenges (see, for in-
stance, Michael Sandel’s thoughts on the consequences of injecting 
market- oriented thinking into aspects of life traditionally governed by 
nonmarket norms14).

It is worth noting that the developments over the past decade have 
validated some of the concerns about the compensation at HMC. First, 
some— though certainly not all— of the managers who were very suc-
cessful within the Harvard umbrella proved to be significantly less so after 
they spun out. This pattern suggests that a considerable portion of their 
success may have been driven by structure and financial backstop pro-
vided by their former employer.

The poster child for this argument would be Sowood Capital, founded 
by Jeffrey Larson, who was responsible for foreign equities at HMC until 
2004.15 Freed from the HMC structure, Larson leveraged his fund ag-
gressively (the $3 billion of equity from outside investors, including 
HMC, was supplemented by $18 billion of debt). For several years, this 
strategy worked fine. But once markets began experiencing stresses in 
the lead- up to the financial crisis, Sowood’s arbitrage strategy stopped 
working. As the value of the portfolio fell in the spring of 2007, lenders 
began demanding more collateral. Unable to meet these capital calls, Lar-
son was forced to sell his portfolio in a fire sale to another hedge fund, 
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leaving Harvard with a $350 million loss. Even Convexity Capital Man-
agement, founded by former endowment head Jack Meyer to great 
fanfare in 2006, has struggled in recent years.16

A second corroboration of these concerns was a 2015 internal report 
for the endowment by the consultants McKinsey & Company, which 
ended up being leaked.17 The report highlighted the contradiction 
between the size of the bonuses for purported outperformance paid out 
at Harvard and the endowment’s lagging performance relative to its 
peers. In many cases, the report suggested, the benchmarks for bonus 
payouts at the endowment were “easy to beat, inconsistent, and often 
manipulated”— in other words, “slow rabbits.”

The Harvard experience poses a variety of questions without easy an-
swers. Is it really feasible for a nonprofit to pay $100 million in annual 
bonuses to five individuals, even if this is a discount to their true “mar-
ket price”? Would the endowment have been better off recruiting less 
pricey talent and developing their skills in- house? Or would such a de-
velopmental strategy have exposed the endowment to too much risk from 
poor investment choices? And would this kind of employee strategy have 
been feasible anyway: What would have stopped the staff from leaving 
for elsewhere once they had become savvy investors? Does it make sense 
for an investor to pursue these kinds of investments internally at all?

Setting competitive compensation is even harder for public institu-
tions in Western democracies, where the media may be overeager to en-
gage in sensationalism. The challenges here can be illustrated by looking 
at the recent experience of CPPIB; as it were, the sequel to the vignette 
in chapter 2.18 The architects of the modern CPPIB created a structure 
that allowed the public pension unique freedoms, including the ability 
to set salaries and bonuses completely outside the Canadian civil service 
scale. With multimillion- dollar bonuses— as well as the ability to live in 
Toronto, work in a congenial setting, and contribute to the betterment 
of the nation— CPPIB attracted a high- caliber investment team, many 
of them Canadians, eager to move home after a stint on Wall Street. 
“We’re not the top payer but we’re not bound by government pay scales. 
We pay fair market compensation, with carry- like compensation even to 
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associates. . . . Our pay scale is close enough; not only are we not losing 
people, we’re getting people I never would have thought we could have 
gotten,” remarked then- CEO Mark Wiseman.19

But implementing this scheme has been challenging. The fund was 
bitterly criticized for proposing to pay bonuses totaling $7 million to four 
top executives for 2008– 2009, after the fund had lost almost 19% of its 
value during the financial crisis. The Toronto Star ran mug shot– type 
pictures of the leadership team and their compensation.20 Opposition 
politicians were quick to pile on. For instance, New Democratic Party 
leader Jack Layton noted, “I don’t know how they can look themselves 
in the mirror and (then accept) cheques of Canadians’ money for mil-
lions of dollars for such a pathetic performance. Remember, their sala-
ries are already higher . . . than the Supreme Court justices, higher than 
the Prime Minister.”21

The institution’s explanation was that (a) the compensation scheme 
was based on performance relative to a market- adjusted benchmark com-
puted over a four- year period, and (b) the 2008– 2009 compensation 
represented a 30% cut from earlier years. This rationale fell on deaf ears, 
whether due to its complexity or the political feeding frenzy, and the 
board ultimately adjusted its compensation policy downward.

But again, in 2013, Jim Leech, Mark Wiseman, and Ron Mock claimed 
the top three spots on a list of the highest- paid pension CEOs, all rep-
resenting Canadian public pension funds. Jim Leech of Ontario Teach-
ers’ Pension Plan topped the list with $7.4 million in pay that year.22 The 
same year, Anne Stausboll, then the CEO of CalPERS, the largest Ameri-
can public pension fund, made a little over $400,000.

As in the HMC case, eventually, much of CPPIB’s leadership team left 
for jobs elsewhere. To cite a number of examples, CEO Mark Wiseman 
departed to become a senior managing director and chair of the global 
investment committee at BlackRock; senior managing director Mark Jen-
kins took a senior position with the Carlyle Group; senior managing 
director and global head of private investments André Bourbonnais left 
CPPIB to become CEO at the Public Sector Pension Investment Board; 
and managing director and head of principal credit investments Adam 
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Vigna left to join activist equity manager Sagard Capital.23 While such 
turnover is inevitable, the pace of change in recent years suggests some 
of the challenges of retaining staff in a public setting with constraints on 
compensation and intense media scrutiny.

In sum, designing appropriate compensation schemes for direct in-
vestment teams can be very hard in the nonprofit or public sectors. But 
in our experience, numerous family offices, which operate completely 
below the radar of public and media attention, nonetheless have strug-
gled with exactly these same issues.

Governance

The conversations above regarding deal selection and compensation 
structure naturally lead to a discussion of governance. As we have high-
lighted, investment committees and governing boards of many funds have 
been far too eager to jump on the bandwagon of the hot idea of the mo-
ment. In many cases, the board members— whether the schoolteacher 
representative, a local bank president, or a successful entrepreneur— have 
enthusiasm and dedication. But to successfully steer a long- term invest-
ment program, these attributes are not enough. Skills and experience of 
the team, and not just one individual, are also essential. These require-
ments are particularly critical when it comes to steering direct investment 
decisions, rather than just making broad asset allocation and fund selec-
tion decisions.

The sophistication of the governance of these efforts varies tremen-
dously. On the one end, there are families that have been investing 
for decades in certain industries, often closely related to their own hold-
ings. Not surprisingly, the family members and investment professionals 
often bring a great deal of expertise, discipline, and shared understand-
ing to this task. Conversely, we have encountered investors at the other 
extreme: for instance, a sovereign fund with a team devoid of transaction 
(or even private capital) experience, which is expecting that private capi-
tal groups will somehow see fit to bring a plethora of attractive transac-
tions to them.
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It is challenging, however, to isolate the consequences of effective and 
ineffective governance of direct investment programs without being a 
fly on the wall and seeing how decisions are made. Thus, we take here 
a higher- level view, speaking to all three of the issues outlined above based 
on the work we have done with Lily Fang. To do this, we worked with 
seven large investors, who provided us with the detailed cash flows for 
all of their direct investments between 1991 and 2011.24 During this period, 
these investors put $23 billion to work in 391 direct investments, ranging 
from early- stage venture investments to massive buyouts. About $14 bil-
lion was in the form of coinvestments, with the remaining 39% as solo 
transactions. The investors included some of the most sophisticated in-
stitutions from North America, Europe, Asia, and Australia.

When we dug into their investment results, four surprising conclusions 
about this mysterious realm emerged. First, the performance net of fees 
of the direct investments was not very different than that of the average 
investment partnership. Because the direct transactions have less of a 
“haircut” associated with fees and carry than the partnership investments, 
this means that on a gross (prefee) basis, the direct transactions did worse. 
If investors were looking for a free lunch by going direct, it does not ap-
pear to be there!

Second, direct investments in venture capital transactions performed 
far worse than those in buyout deals. This discrepancy may be bad news 
for institutions such as Saudi Arabia’s Public Investment Fund, which in 
2016 placed $3.5 billion as a direct investment into Uber at a stratospheric 
valuation of $62.5 billion.

Why might direct investments into venture capital firms particularly 
languish? One possibility is that these investments are simply harder to 
value. Established companies and existing infrastructure assets have cash 
flows that can lend themselves to a reasonably straightforward valuation 
analysis. But venture capital is a horse of a different color. Consider Uber, 
for instance, which has grown from losing “just” $20 million in its 2011 
fiscal year to $1.5 billion of losses in the third quarter of 2017 alone, even 
as its valuation has skyrocketed.25 In order to justify Uber’s current valu-
ation, a number of assumptions need to be made about how long it will 
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take the firm to become profitable, how much of the market it will 
capture (e.g., will its scope be limited to ride hailing, or will its moves 
into trucking and food delivery, among other areas, be successful?), 
and whether new innovations like self- driving cars will bring great op-
portunities or mortal threats to its business model. These questions do 
not have easy answers, yet are critical to successful venture investing.

Another possible explanation for the poor performance of venture di-
rect investments is the timing of these deals. In buyouts, all parties usu-
ally invest at the same time and at the same price. Of course, this is no 
panacea—just ask the investors who eagerly piled in to coinvest with 
KKR and TPG in TXU, the giant Texas utility that spectacularly im-
ploded in the face of declining natural gas prices. But at least the “every-
one into the pool at the same time” approach avoids the problems associ-
ated with venture deals, where the venture capitalists dominate the early 
investment rounds completed at relatively low valuations, leaving the 
later, higher- priced rounds to the coinvestors.

Consider again the case of Uber. The last two rounds led by traditional 
independent venture capital groups were in 2011, when Benchmark Capi-
tal led an $11 million round that valued the firm at $60 million and 
Menlo Ventures spearheaded a $37 million round with a $300 million 
valuation.26 But once the valuation of the firm crossed the billion- dollar 
threshold, the venture investors turned the financing reins over to oth-
ers: corporations such as Google and Microsoft, public fund managers 
such as Fidelity and Wellington, and a United Nations of individual, cor-
porate, and government investors from places as diverse as China, India, 
Qatar, Russia, Saudi Arabia, and the United Kingdom. Given the great 
disparity in the entry prices across rounds, it would not be surprising if 
returns of the various classes of investors were to differ dramatically. The 
early insiders would likely do far better than the institutions that fol-
lowed. Thus, it is not surprising that when Softbank sought to buy 
shares in January 2018 from the existing investors at a 30% discount to 
the valuation in the last financing, it was the earliest investors who were 
eager to sell and lock in their still- gigantic profits in a company facing 
many headwinds.27
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The third surprising pattern that emerged from our research was the 
extent to which performance had deteriorated over time. For instance, 
the annual rate of return for the transactions made during the 1990s was 
about 5% above the Preqin global private equity benchmark; those dur-
ing the 2000s, about 4% below. Much of this poor performance was 
concentrated during the years leading up to the financial crisis, when 
direct investments had an initial surge in popularity. This pattern suggests 
that direct investing is like many other aspects of private capital: the more 
popular a strategy is today, the less attractive the returns to investors are 
likely to be. This finding clearly augurs poorly for any investors rushing 
to do direct investments today.

Finally, the performance of solo and coinvestments differ substantially. 
It would be natural to assume that coinvestments would do better, 
because a professional is in the pilot seat there. But the investments 
alongside private groups actually underperform the solo deals. The aver-
age public market equivalent (PME) of the coinvestments over the 
entire sample was 1.26 (or a 26% greater return over the public market), 
while the solo deals had a mean PME of 1.35.

Why did coinvestments perform relatively worse? As we dug into the 
track records of our seven institutions, two patterns became clear. First, 
these institutions tended to concentrate their investments at exactly the 
wrong times. Of course, it takes two to tango: it is likely that coinvest-
ments become more widely available during booms, and limited part-
ners may not adjust their selection criteria to reflect this fact. Investors 
generally have a bad sense of when to get enthusiastic. Consider venture 
capital, where investors poured capital into funds in record amounts (still 
unbroken) during 1999 and 2000. Venture funds formed in these two 
years ultimately proved to be among the poorest performers ever. But 
coinvestments display this pattern on steroids. Somehow, reading head-
lines about an asset class for weeks on end in the Financial Times seems 
to cause investment committees to lose their collective minds. Huge 
amounts of funds flowing into coinvestments follow. In other words, co-
investments occur most frequently when market interest is the highest, 
which typically is a bad time to invest.
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Second, coinvestments tend to be made in the largest deals being done 
at the time. To see this, we looked at all the deals in the private capital 
funds with which our institutions did a coinvestment. If we compare the 
typical (median) deal in the fund into which our institutions put their 
own capital with the ones where they did not, the coinvestments were 
three times larger in size. At one level, this is not surprising. The private 
capital funds are likely to need help completing their largest deals, 
due to formal limits in their partnership agreements regarding how 
much capital they can put into any one transaction (or else they may 
desire to diversify or face informal pressure from their investors to do 
so). Thus, the largest deals are where they need help “filling out their 
dance card.” But the consequences of having a portfolio consisting of 
the largest deals done at market peaks is ugly. These transactions— like 
the aforementioned TXU or Webvan, the profligately spending online 
grocer that collapsed in the wake of the dot- com bust in 2001— are not 
the road to riches.

Meanwhile, when we turn to the solo investments, what is behind their 
relative success? Being local is a critical factor. For every additional sixty 
miles between the target firm and the investor, the ultimate PME of the 
investment falls by about 0.15. To put it another way, Canadians invest-
ing in Canada have considerable success with their solo transactions, but 
Canadians investing in China on average fare far worse. This pattern is 
not surprising. Due diligence should be much easier when an investor 
is evaluating a transaction in their own backyard. Similarly, well- connected 
public pensions and sovereign funds should find it easier to add value to 
local firms. But as wonderful as Canada is, there is a limit to the number 
of investment opportunities it can offer.

These results have not been uncontroversial. In a 2017 working paper, 
Reiner Braun and Christoph Schemmerl of the Technical University of 
Munich, along with Tim Jenkinson of Oxford’s Saïd Business School, 
looked at a sample of 1,016 coinvestments made by 458 LPs, submitted 
to the CapitalIQ database.28 In contrast with our findings, the paper saw 
no difference between the gross (prefee) returns of coinvestments and 
the deals made by funds only. Thus, their results suggest that coinvestors 
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perform better for investors, once their lower fees and carried interest are 
accounted for.

One of the concerns about this counterresult, however, is which trans-
actions end up in CapitalIQ. In particular, one could readily imagine 
that limited partners would be far more willing to publicize coinvest-
ments that turned out well than those that struggled. Indeed, Josh Le-
rner’s subsequent work, along with Antoinette Schoar of MIT and 
Jason Mao and Nan Zhang of State Street, using State Street’s custodial 
data (which captures all private market activity by over one hundred major 
investors representing close to 10% of all commitments to private capital 
over the past few decades), underscores questions about adverse selection 
in coinvestments and biases in public data sources.29 Consistent with our 
earlier work, these new findings confirm that, even factoring in the lower 
fees, the coinvestments actually underperformed the main funds.

Taken together, these findings suggest that going direct does not ap-
pear to be the cure- all that it is seen to be by many investors today. While 
such investments are “cheaper,” in the sense that fees and carry are lower, 
they are not necessarily bargains. The inability of these investments to 
achieve outperformance, the declining performance over time as more 
investors have adopted this strategy, and the limits to the most success-
ful strategy (direct investments locally) all raise concerns about the likely 
success of this approach going forward. It certainly suggests the need for 
caution on the part of investment committees and supervisory boards.

BEST PRACTICES

We have spent a lot of time on the challenges of direct investment. One 
conclusion that the skeptical reader might draw from this discussion 
might be, to reverse the Nike motto, “Just Don’t Do It.”

But this conclusion may need some nuance. After all, for good reasons 
or bad, investors may still desire to invest directly:

• Many private capital investment professionals have a strong mandate 
from their overseers to undertake these programs.
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• Moreover, this may be the only way for investors with very large 
pools of capital to put “enough” capital to work in long- term 
investments.

• Finally, our research does not suggest that, over the long term, direct 
investments have underperformed partnerships net of fees: rather, 
the net performance is virtually indistinguishable.

Given the likelihood that direct investing will be an important part of the 
private capital landscape for the years to come, what hallmarks of suc-
cessful programs featuring these types of deals can we point to?

We believe that five recommendations are clearest. While many of 
these echo the principles we highlighted for the success of patient invest-
ment programs more generally, because of the greater tensions in this 
setting, they are particularly important here:

• Define a clear strategy as to what kind of direct investments the 
organization will be pursuing. In other words, understand why you 
are special, as well as what your weaknesses are. Successful private 
capital groups often have a shared understanding of the characteris-
tics of a transaction that is a good fit with the firm. Having this 
agreement allows them not only to come to consensus about doing 
deals quicker but also to quickly eliminate inappropriate transac-
tions from consideration. In this way, their energies can be concen-
trated on the most promising transactions. In many cases, however, 
the strategy of investors doing direct programs has been essentially 
confined to “let’s see what deals the private capital funds send us.” A 
clear strategy can avoid these pitfalls. For example, PensionDanmark 
(discussed in chapter 4) had distinct experience with renewable 
energy technology, as well as numerous local collaborative partners, 
which provided important edges when investing directly. Other 
groups have similar sources of “unfair advantage” that should be 
exploited.

• Mitigate the lemons problem. This is of paramount importance. If 
adverse selection were not a problem, coinvestments would be a 
winning strategy. It is the presence of this problem that makes the 
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process much more difficult. The lemons problem may be addressed 
in a number of ways:
• First, one common element of successful programs is to co- invest 

only with familiar groups, groups with superior track records, and 
groups with strong incentives to continue raising funds from their 
existing limited partners. Incorporating data and more qualitative 
insights about the potential investment partner into the decision- 
making process can help in the evaluation of transactions.

• Consistent with the first point, one way that groups can respond 
to this problem is by limiting the scope of the deals in which they 
will coinvest to certain geographies and industries, where they per-
ceive themselves as having a deeper understanding of the issues.

• Third, the lemons problem can also be mitigated through hav-
ing deal- level due diligence capabilities, so that the investor can 
evaluate the prospect of potential investments on an independent, 
stand- alone basis. At the same time, it is important to recognize 
that even the best- skilled staff cannot fully assess a transaction 
in the few weeks that the private capital groups often have many 
months to carefully study.

• Fourth, while this may be hard to accomplish, the lemons problem 
can be mitigated through the contractual agreements between inves-
tors and private capital groups. If the private capital groups cannot 
“cherry- pick” which deals to offer as coinvestment opportunities, the 
lemons problem is removed. One danger here is that fund managers 
have been known to make promises during the fund- raising process 
and then not deliver.30

• Undoubtedly, one of the most vexing set of management challenges 
associated with coinvestment programs is the determination of 
appropriate compensation levels. Few limited partners can (or are 
willing to) offer compensation that matches that in private equity 
groups. Yet in many cases coinvestment programs are asking team 
members to play a role similar to partners in these groups. This 
difficult issue can be at least partially addressed in several ways, 
recommendations that we realize are far easier said than done:
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• Realize that undertaking a coinvestment program is a major effort. 
This involves a substantial departure from an indirect investing 
approach, in terms of the number of staff required, their skill sets, 
their compensation levels, and so on. To be successful, this type of 
effort requires a consensus at all levels of the organization, and a 
substantial financial commitment.

• Accept that, at least at the junior level, turnover will be part of the 
process. Many successful groups that have coinvestment programs 
operate these in a manner akin to a training academy, where high- 
quality analysts and associates join the firm for a few years, then 
“graduate” to work at a private equity group.

• Strive very hard to keep stability among the senior staff of the 
coinvestment program. Among the most promising steps involved 
are (a) carefully choosing team members who are not just moti-
vated by financial returns and who can operate well in this environ-
ment, (b) offering compensation, while below that of private equity 
groups, that is substantially greater than that paid elsewhere in the 
organization, and (c) as highlighted in chapter 4, proactively com-
municating the reasons for this approach to stakeholders.

• Ensure that the work environment is a rewarding one. Some 
endowments and other limited partners have achieved continuity 
of investment staff over many years, even with relatively mod-
est compensation levels. They have done so by ensuring that the 
investment professionals have a high degree of autonomy and that 
the broader objectives of the organization’s mission are frequently 
emphasized.

• Be careful in scaling up too quickly. Even if competitive compensa-
tion is feasible (and talent is abundant), growing too fast can put a 
strain on the culture, affecting the work environment.

• These programs are unlikely to bear fruit immediately. Just as first- 
time funds have a much greater range of outcomes than subsequent 
ones, the success of institutions as coinvestors appears to increase as 
they become more experienced. It is important that the investor’s 
leaders understand these dynamics, and not terminate a direct 
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investment program prematurely. At the same time, as we high-
lighted in the discussion of best practices for investors more generally, 
a process of evaluation and course correction is also important.

Direct investing is a challenging territory. While it is seductive, inves-
tors have discovered that alongside the beautiful blossoms are sharp 
thorns. Given the level of enthusiasm in this arena, we offer these sug-
gestions for approaches that may have a greater chance of success against 
the odds. But all in all, Nancy Reagan’s “Just Say No” slogan might be a 
simpler and more effective answer to coinvestment challenges.31
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CH A P TE R  9

The Future of  Long- Term Investing

We began this book by outlining the case for patient capital: many of the 
most pressing needs in the world today, whether in developed or devel-
oping nations, require long- term investors. While not all investors need 
to be long- term, those who adopt such an orientation will likely play a 
critical role. The odds seem low that governments will be able and will-
ing to address these profound challenges facing our society. Unless large 
investors can do so, while at the same time hopefully garnering attrac-
tive returns for the ultimate owners of the assets (such as pensioners or 
students and professors), the prospects for future generations are bleak.

Throughout this book, we have traced the growth of the concept of 
long- run investing among institutions and families, as well as the evolu-
tion of their partners, the groups managing private capital funds. We 
have highlighted that, despite the massive amounts of dollars being tar-
geted today to these arenas, there have been numerous barriers to suc-
cess that have proved daunting to overcome during the past few decades. 
The chapters have laid out critical problems and suggested potential 
solutions.

In this last chapter, we seek to draw together our previous thoughts 
by discussing how long- term investing is likely to evolve over the next 
decade. As we have highlighted above, the past decade has seen extraor-
dinary changes to the status quo in this arena: from investors seeking to 
move more activities in- house to private capital groups transforming 
themselves from specialists to alternative investment supermarkets. 
While it is hard to have a definitive answer about how long- run investing 
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will evolve, it is important to understand the implications of the trends 
discussed in the earlier chapters.

Thus, in the initial part of this chapter, we consider four scenarios along 
which long- term investing may evolve. We conclude by outlining some 
of the key recommendations we believe have the power to positively 
shape the evolution of the industry.

One way to organize these scenarios— in a tried- but- true business 
school manner— is as a two- by- two matrix, as depicted in figure 9.1. On 
the horizontal axis, we contrast cases where, on the one hand, the inves-
tor base (the providers of capital) and their allocations to long- term 
investments continue to grow and, on the other hand, where they shrink 
substantially. The vertical axis distinguishes between scenarios where the 
returns to private equity funds going forward are attractive— that is, they 
are commensurate with the risks that investors take on— and those where 
they are disappointing.

Of course, the two dimensions are not independent, as more capital 
flowing to the same investment strategies is bound to lower the gross in-
vestment returns (and vice versa). Needless to say, higher returns tend 
to attract the capital. These inflows can have dramatic effects and sow 
substantial chaos in both the operations of the private capital funds and 
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Figure 9.1. Future of private capital: Potential scenarios.
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the portfolios of their investors. Over the course of the volume, we have 
highlighted the booms seen before the financial crisis of 2008– 2009, the 
dot- com crash of 2000, and the stock market and junk bond collapses of 
1987– 1989. However, in what follows, we want to distinguish between 
these factors and the fundamental drivers of long- term investing.

A HEALTHY PRIVATE CAPITAL INDUSTRY

The first scenario envisions a return to the condition that has character-
ized the industry for most of the past three decades: an attractive risk- 
return profile. While the years since the financial crisis have seen rela-
tively modest returns for many subclasses of private capital, these changes 
and upheaval may well be temporary.

It can be argued that cyclicality has been part and parcel of private 
capital since its origins. We highlighted in chapter 4 that investors are 
prone to trend chasing. And as chapter 6 suggested, private capital groups 
are frequently tempted to raise more funds than are prudent. As a con-
sequence, during periods of rapid growth, investments are made at high 
prices, often employing high leverage. Once the market conditions de-
teriorate, the performance of these investments suffers.

The practitioner wisdom about these trends has been corroborated 
in a line of research that has looked at the performance of investments 
across market cycles. A strong pattern has emerged: generally, invest-
ments made during market peaks (whether of fund- raising or investing) 
appear to have performed worse. The findings hold at the individual trans-
action and at the aggregate level, across the various classes of private 
capital.1

This result is perhaps not surprising. If firms completing private trans-
actions at market peaks employ leverage excessively and overpay for 
transactions, we may expect years and industries with heavy buyout ac-
tivity to experience more intense subsequent downturns. This is espe-
cially so if the effects of this overinvestment are exacerbated by private 
equity investments putting indirect pressure on rivals not backed by pri-
vate equity to aggressively invest and leverage themselves. For instance, 
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around the time of the mid- 2000s buyout boom (during which one of 
the largest transactions was the buyout of the Tribune Corporation by 
Sam Zell), the family owners of the New York Times Company engaged 
in a debt- fueled orgy of their own, repurchasing several billion dollars 
of equity from the public markets. (The Tribune filed for bankruptcy in 
December 2008; the Times staved off distress only by selling off many 
of their prized assets and accepting a quasi- usurious loan from Mexican 
billionaire Carlos Slim.) In a more systematic look at this phenomenon, 
Judy Chevalier showed that in regions where many supermarkets received 
private equity investments, rivals responded aggressively, entering into 
the markets and expanding existing stores.2

This cyclical pattern may reflect not just leverage but also the prob-
ability that the private capital investors themselves are more distracted 
during boom periods. For instance, Steve Davis and coauthors found that 
the positive productivity growth at firms undergoing buyouts (relative 
to controls) varies with industry cycles.3 The productivity advantage is 
larger in periods with an unusually high interest rate spread between 
AAA- rated and BB- rated corporate bonds; that is, periods when risky 
debt was very expensive, such as the early 1990s and late 2000s. Mean-
while, there was virtually no productivity advantage for private capital– 
backed firms during periods with low spreads, as was the case during the 
“go- go” days of the mid- 2000s. One interpretation of this pattern is that 
private equity groups are most committed to adding value to their port-
folio during periods when making money through other means (e.g., 
through leverage and financial engineering) is not feasible, that is, dur-
ing periods when the debt markets are difficult to access.

Nor are these patterns confined to the years around the financial cri-
sis of the 2000s. Perhaps most dramatic was the crash that followed the 
buyout wave of the late 1980s. While the overall rate of failure of buyout- 
backed firms is modest— Steve Kaplan and Per Strömberg show that 
only 6% of exited deals over the history of the industry worldwide have 
ended in a bankruptcy or a distressed reorganization— the failure rates 
appear to be far greater for megadeals concluded at the peak of buyout 
booms.4 A study by Steve Kaplan and Jeremy Stein concludes that of the 
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sixty- six largest deals done at the peak of the 1980s buyout boom (i.e., 
between 1986 and 1988), fully twenty- five (or 38%) experienced finan-
cial distress by the end of 1991, which Kaplan and Stein define as default 
or an actual or attempted restructuring of debt obligations due to diffi-
culties in making payments.5 Eighteen (or 27%) actually did default on 
debt repayments, often in conjunction with a chapter 11 filing.

At the same time, it is also important to consider the long- run deter-
minants of the level of private capital, not just the short- run effects. In 
the short run, as we have highlighted, the ebb and flow of returns and the 
state of the public markets are likely to be critical. But the types of fac-
tors that determine the long- run, steady- state supply of private equity in 
the economy are more fundamental.

These long- run drivers are likely to include the following:

• The degree of dynamism in the economy as a whole (whether from 
new innovations, the growth and expansion of companies, or the 
pace of corporate restructurings), which creates opportunities, for 
investment firms are more often than not a guiding hand rather than 
the engine of value creation;

• The ability of private capital investors to systematically add value to 
portfolio firms by attracting and correctly incentivizing talented 
professionals capable of selecting, structuring, and overseeing 
entrepreneurial projects;

• The existence of mechanisms that ensure that institutional investors 
seeking to invest in private capital can identify and access the best 
investors; and

• The presence of liquid and competitive markets for investors to 
sell their investments (whether markets for stock offerings or 
acquisitions).

However painful the short- run adjustments may be, these more funda-
mental factors are likely to be critical in establishing the long- run level 
of patient capital.

By examining these fundamental determinants, a compelling case can 
be made that there is a continuing and important role for private capital. 
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A wealth of academic studies suggest that private equity groups add value 
to the companies in which they invest.6 Similarly, a variety of works sug-
gest a positive impact of venture capital funds.7 To be sure, not all as-
pects of the investment process are rosy— for instance, the work by Steve 
Davis and coauthors suggests that even though productivity at private 
equity– backed firms increases substantially, the wages of line employees 
appear to fall— and studies of the consequences of real asset and real es-
tate funds are harder to come by.8 But the general picture is far from the 
media depictions of “barbarians” and “locusts.”

Other favorable indicators for the future prospects of the sectors in-
clude the increased professionalization of private capital firms that we 
featured in chapter 5. What was once a cottage industry with very infor-
mal practices has been altered fundamentally, as groups systematize 
their due diligence, portfolio value- added, capital markets, and risk man-
agement practices. While we acknowledged a number of weak spots 
with these funds in chapter 6, the business looks very different from that 
of two decades ago. Not surprisingly, the willingness of boards of direc-
tors to consider the sale of an underperforming asset or company in 
need of capital to such a fund has increased. The increasing number of 
professionals and managers accustomed to the employment arrange-
ments offered by private capital– backed companies (such as heavy reli-
ance on stock options) has also been a major shift. Finally, the efficiency 
of the private capital process has been greatly enhanced by the emergence 
of other intermediaries familiar with its workings. The presence of such 
expertise on the part of lawyers, accountants, and others has substantially 
lowered the transaction costs associated with forming a fund and financ-
ing companies or projects.

In short, the increasing familiarity with the private equity process has 
made the long- term prospects for such investments as attractive as they 
have ever been, or even more so. It is also worth emphasizing that, de-
spite its growth, the private capital pool today remains a relatively small 
share of all equity held by institutions. For every $1 of private equity in 
the portfolio of US institutional investors, there are $6 to $12 of publicly 
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traded equities.9 The ratios are even more uneven for many overseas in-
stitutions: according to the International Monetary Fund, in 2010 this 
ratio worldwide was about $1 to $58 for asset managers and $1 to $45 for 
pension funds.10 Even in Australia, which features many sophisticated 
institutional investors, the ratio in 2016 was $1 to $36.11 Similarly, a back- 
of- the- envelope calculation suggests the ratio of real estate in the form 
of private funds to the total value of the asset class remains modest. While 
it is harder to undertake similar computations for real assets such as in-
frastructure or farmland, the ratio would in all probability be very small. 
At least to the casual observer, these ratios seem modest when compared 
to the economic role of new firms, products, processes, and projects in 
developed economies.

Taken together, these facts suggest that the level of private capital is 
likely to rebound in the years to come. The fact that the industry has ex-
perienced periods of boom and bust is nothing new. The lag in returns 
in recent years can be understood as a natural part of the historical boom- 
bust cycle. The private capital model has many inherent strengths, and 
the maturation of the industry is likely to reinforce these.

DÉJÀ VU ALL OVER AGAIN

The second scenario is rooted in the relatively modest level of, and high 
degree of disparity in, private capital returns. Taken together, these two 
facts suggest that for most investors private equity has been— if perfor-
mance is properly measured— a losing game.

It may well be that the decline in average returns since the financial 
crisis is not an anomaly but really the consequence of the influx of capi-
tal to the industry. Figure 9.2 depicts the amount of capital committed 
but not invested across the private capital spectrum. If the growth of this 
dry powder in the private capital industry is indeed depressing returns 
by introducing hypercompetition, then the current industry structure 
may not be sustainable. If as a result, the disappointing performance that 
we discussed in chapter 3 continues, investors may at some point become 
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disillusioned with private capital. The returns generated by such an in-
vestment program may not be worth the trouble associated with manag-
ing the effort.

This scenario suggests that over time many investors will decide to exit 
private equity investing. We might anticipate that the decision to exit 
would be uneven. We might anticipate that the largest and smallest in-
vestors will be among the most likely to exit. Small investors are likely 
to conclude that they do not have the critical mass to make these in-
vestments: that the time and energy associated with these activities are 
simply too costly. The largest pools of capital may conclude that their 
choices are too few. Given the amount of huge capital they need to de-
ploy, and the complexity of assessing groups, many large institutions have 
decided they can only invest in a handful of very large groups at best, a 
strategy that may not necessarily translate into the best returns. The re-
cruitment and compensation challenges associated with direct investing 
may also be seen as too daunting.

Thus, this alternative scenario envisions a return to the 1980s, when 
private capital investing was dominated by midsized, sophisticated in-
vestors such as select corporate pensions and endowments. The exit of 
numerous other investors is likely to be good news for those remaining 
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in the game. There will be less competition from other limited partners 
to get access to top- tier funds. Returns from fund investing should be 
higher as well: private capital funds will have less competition from other 
funds and institutions doing direct deals. Such supply- and- demand dy-
namics suggest that this environment should see the surviving funds 
and institutional investors enjoying superior performance.

Indeed, when we look at the world of hedge funds in recent years, we 
may be seeing the template for private capital. In September 2014, disil-
lusioned by the low returns and high volatility of its hedge fund sector, 
CalPERS announced its intention to liquidate the program, which at the 
time consisted of twenty- four funds and six funds- of- funds totaling $4.5 
billion.12 As the largest US pension and one of the first public pensions 
to launch a hedge fund program (in 2002), the decision was seen as sym-
bolic. Indeed, in subsequent years, pensions including New York City, 
New Jersey, and Rhode Island, as well as insurers such as MetLife, have 
followed CalPERS in abandoning or dramatically curtailing their hedge 
fund programs.13 Meanwhile, it appears that many endowments are re-
taining their allocations to this space.

THE LIMITED PARTNERS’ DESERTION

The second scenario presented above anticipates that private capital in-
vesting does not generate the rate of return that investors expect, and 
thus by nature is gloomier. In the third scenario, we anticipate that poor 
returns continue and a problematic organizational structure drives away 
many investors.

Why might the exit of many limited partners not lead to an improve-
ment of returns, as the second scenario suggested? One possibility is 
that the wedge between gross and net returns introduced by management 
fees may be too great to overcome. Even if a shrunken private equity in-
dustry leads to gross returns recovering smartly, the net returns that the 
limited partners receive may still be unsatisfactory.

It is worth pointing out that investors have sought to address high fee 
levels in the past without success. As we discussed in chapter 7, the 
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William M. Mercer study of the mid- 1990s was motivated by the under-
performance that public pensions— many of which had started invest-
ing in the mid- 1980s, shortly before the meltdown at the end of the 
decade— had experienced to date. While the report made a number of 
not unreasonable suggestions regarding compensation, the ideas were 
dead on arrival, never being taken seriously by the general partners. A 
similar earlier effort by British limited partners fared little better.

A pessimist might argue that the lack of success of these efforts was 
not just simply a matter of bad timing or inappropriate arguments. Rather, 
the issue of compensation of private capital investors may be a fundamen-
tally nonaddressable one. The investor community is fractured across 
different types of institutions in different geographies. As much as inves-
tors espouse solidarity, they are competing among each other to get into 
top funds. The distribution of fund returns is highly skewed, as seen in 
chapter 5. The extreme skew in performance makes access to the proper 
funds critical to success. Moreover, maintaining cohesion among the in-
vestor community is difficult when key leaders are frequently lured away 
to higher- paying positions at funds- of- funds or private equity groups.

All these factors may lead to a dramatic shrinkage in the pool of inves-
tors in private capital. General partners may be forced to exit the busi-
ness or to raise dramatically smaller funds. Investors may increasingly 
grow impatient with their own direct investing efforts, as turnover and 
lack of appropriate governance sabotage their success. As a result, entre-
preneurs seeking private capital may be forced to turn increasingly to 
informal sources of capital— for example, family members or angel 
groups— to support their ventures.

Lest the reader consider this scenario too far- fetched, historical prec-
edents do exist. To cite one example, oil- and- gas limited partnerships 
were popular among endowments and other forward- thinking limited 
partners in the 1970s and 1980s. Over time, however, institutions became 
disillusioned with the low returns from these funds. As one investor ex-
plained it to us, most of these oil- patch fund managers of the era ap-
peared to be simultaneously managing wells for the funds that they were 
managing and investments that they owned individually. Despite the 
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fact that these wells were in close proximity to each other, it somehow 
always seemed that major finds came from the wells that they owned 
outright. In the face of these seemingly intractable problems of self- 
dealing, the investors’ allocations to these funds fell sharply.

A BROKEN INDUSTRY

The fourth and final scenario is the most depressing of all. It suggests that 
while the returns for private capital will be disappointing, the sector may 
continue to gather substantial amounts of funds. Because of some of the 
measurement issues associated with private equity, which we explored 
in chapter 4, as well as the organizational dynamics that are likely to make 
private capital specialists at many large institutional investment firms un-
willing to recommend that the programs be wound down, these groups 
may continue to raise capital, even if returns are not there. Such a state 
might continue for a decade or longer.

Again, the skeptical reader may question whether such a scenario 
could really transpire— after all, it is far removed from the standard 
notions of market efficiency. But such scenarios are not entirely implau-
sible. After all, despite over five decades of academic studies pointing to 
the near impossibility of consistently beating the public markets, most 
equities continue to be held by active managers charging unattractive fees, 
rather than low- cost index funds.

Closer to home, one example would be corporate venture capital, or 
the establishment of venture initiatives by large organizations seeking to 
pursue financial and strategic goals. Beginning in the early part of this 
decade, the number of such initiatives began rising. The high- water mark 
came in 2016, when 107 new programs were established.14

Yet corporate venturing is far from a new idea. There were waves of 
activity in the 1960s, 1980s, and late 1990s, corresponding to earlier booms 
in the independent venture sector. These efforts have, based on an analy-
sis by Thomson Reuters of programs between 1993 and 2013, generated 
negative financial returns.15 The often- touted strategic returns have in 
many cases been difficult to identify as well. All too often, the resistance 
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within the corporations to new ideas, as well as the turnover engendered 
by the inability of corporations to pay market rates (especially incentive 
compensation) to their venturing teams, has led to disappointments on 
this front as well. Our study of the first two waves of corporate venture 
capital, for instance, found that the median program was abandoned after 
a little over twelve months.16

To be sure, there have been some corporate venture organizations, 
such as those of Intel and Qualcomm, that have benefited substantially 
from their programs over extended periods of time. But the willingness 
of generations of corporate management to pursue the same dream, de-
spite the daunting track record (and in many cases, making the same 
design mistakes over and over), suggests how problematic investment 
ideas can persist.

This scenario points to a very unhappy recipe. Limited partners will 
continue to place money into venture and buyout funds, whether out of 
stubbornness, self- interest, or misleading data. Yet the returns will not 
be there. While this might be good news for general partners who can 
stay in business, it is hard to feel that society as a whole will benefit from 
such an outcome.

GETTING TO THE UPPER LEFT SCENARIO

In an ideal world, the large pools of capital will be able to successfully 
invest in projects that boost energy and environmental innovation, 
address infrastructure needs in the developed and emerging worlds, 
and promote the sustainable stewardship of natural resources. This 
outcome is only likely to be feasible if the upper left scenario in 
 figure 9.1 holds.

The previous chapters have highlighted five sets of recommendations 
that we believe are most likely to lead to the positive scenario. Three 
of these cut across the investors and private capital funds— those relat-
ing to governance, incentives, and measurement— though the emphases 
in each case differs. Two of these are specific to the individual parties, 
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relating to communications and the flexibility of the partnership structure. 
In this final section, we review the key areas for change outlined in this 
book.

Governance

Private capital groups are undoubtedly masters at overseeing the 
firms in their portfolios. But much of the oversight provided elsewhere 
in the long- term investment world is deficient, as we have reiterated 
repeatedly.

We offered a variety of suggestions on how to ensure better oversight, 
first within the investor groups themselves:

• Move investor board membership from a model where beneficiaries 
and politicians dominate to one dominated by qualified and knowl-
edgeable individuals. While having “experts” is no cure- all, having a 
board dominated by board members experienced in the investment 
world (with rigorous conflict- of- interest rules to avoid self- dealing) 
is an important step.

• Adopt as many protections as possible, whether structural or based 
on the board composition, to insulate investors from political 
pressures.

• At the same time, include on boards a limited number of knowledge-
able stakeholder representatives. Training of board members should 
be a major priority to ensure that everyone is on the same page 
when addressing these frequently esoteric- seeming issues, as well as 
encouraging extended terms (with reasonable limits) on boards.

• Frame meetings so that the big picture is front and center, rather 
than focus on quarterly results, micromanagement of the individual 
investment decisions, and compliance issues. One approach may be 
to reduce the frequency of meetings.

We then turned to relationships between the investors and the private 
capital groups. We acknowledged that the provision of oversight is likely 
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to be limited due to both legal and capacity constraints, as well as more 
personal considerations. At the same time, the interest in longer- lived 
funds makes addressing the governance deficiency in long- run invest-
ment partnerships even more urgent. We suggested one avenue might 
be to lower the hurdles for interventions— such as the triggering of the 
“no- fault divorce” clause— as the fund matures and its condition becomes 
more readily apparent.

Measurement

The assessment of long- run investment programs is challenging. The pro-
cess of assigning value— and, consequently, the measurement of risk 
and return— is challenging for illiquid companies undergoing major 
transformations over extended periods. While the measurement issues 
are not quite as baffling as quantum physics— where Erwin Schröding-
er’s cat could famously be simultaneously dead and alive— there are few 
easy answers. Moreover, the very process of frequent measurement may 
distort the behavior of investors.

When we considered the situation of investors, we highlighted three 
key recommendations:

• Employ whenever possible long- run measurements of performance 
rather than annual or quarterly numbers. By focusing investment 
committees, as well as stakeholders, on longer- run measures, the 
conversation can be framed in a way that maximizes the likelihood 
of thoughtful decisions rather than reactive ones.

• Focus on a limited number of measures which allow those respon-
sible to understand what is happening to the investments from 
various perspectives without overwhelming them with too much 
data. Much of the effort should be on understanding the direction 
of movements, rather than worrying about (frequently misleading) 
precision.

• Pause periodically to take a holistic view of the portfolio, looking in 
greater depth at a select number of challenges and disappointments, 
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in order to get a fresh perspective on the management of the 
investment program from multiple dimensions.

On the fund manager side, we highlighted the difficulty of measuring 
risk and return. In a world where subtle and hard- to- detect changes can 
allow many groups to present themselves as top tier, we argued that an 
appropriate remedy would be a nonprofit certification body. This inter-
mediary could get its hands dirty and realistically depict performance 
in a thoughtful and consistent manner. The world of technology stan-
dards, however, has suggested that even not- for- profits can act in prob-
lematic ways if competition between certifiers sets in.

Incentives

As in much of human endeavor, rewards are the fuel that drives the be-
havior of investors. Reflecting the relative youth of professional long- 
term investing, incentive schemes remain underdeveloped. To cite just 
one example, many investors have not fully grappled with what kind of 
incentives are required to recruit and retain a top- notch direct investment 
team, despite the fact that such investments are increasingly critical to 
their strategy.

We highlighted three key recommendations for investors:

• If high- caliber staff are to be lured in and retained at an investment 
firm, they need to be paid differently from traditional civil servants 
or academic bureaucrats. Educating the investment committee, the 
stakeholders, and the public at large about this necessity is important.

• Rewards should be strongly linked to actual performance. In an ideal 
world, investors would adopt a model based in part on the carried 
interest scheme used by fund managers, as well as on more qualita-
tive considerations. If such open- ended models are infeasible, a 
bonus scheme where the payouts are based on actual realized 
returns over three, five, or even longer periods of years should be 
employed.

 EBSCOhost - printed on 2/8/2023 11:11 PM via . All use subject to https://www.ebsco.com/terms-of-use



212 •  CHAPTER 9

• Financial motivations are not the entire story. A strong sense of 
mission, and of connectedness to the individuals on whose behalf 
the team is investing, can be a powerful motivator as well— at least 
for the right team member.

Turning to the fund managers, our concerns stem not from the level 
of incentives but from the structure of the rewards they receive. In par-
ticular, we highlighted how the formulas by which fees are calculated, in 
combination with the economies of scale of running a fund, have resulted 
in a world where such payments are a major profit center in their own 
right. We argued for two changes: annual budgeting to determine fee 
levels and a higher hurdle rate before profit sharing to reflect the cost of 
the investors’ equity. These could potentially be accompanied by an 
increase in the profit shares allocated to the fund managers: what is criti-
cal is ensuring that everyone does well at the same time.

Communications

The first of our two recommendations that are specific to the individual 
parties concerns the investors. Investors answer to many masters, includ-
ing retirees, faculty, ordinary citizens, and the media. In a hypersensi-
tized and polarized world where university administrators can find them-
selves in the spotlight because the dining hall served insufficiently 
“culturally sensitive” General Tso’s chicken,17 the challenge is a daunting 
one. For the task of designing and implementing a successful long- term 
investment program is a far more complex proposition than properly 
cooking chicken, in an arena that few fully understand and of which many 
are suspicious.

We highlighted the need for investors to proactively communicate to 
two audiences:

• The first involves communication with the stakeholders of the fund. 
Particularly critical is the need for stakeholders to understand that 
rough spots with disappointing returns are an inevitable part of the 
process, and that the appropriate response is not panic selling and 
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course changing. This philosophy rubs against human nature, so 
conveying it again and again is important.

• Second, potential fund managers must be wooed. While it might be 
thought that money buys respect and attention, it is not so simple. 
For most institutions, investors must convince the most attractive 
private capital fund managers that they should take their money. If 
the investor has gone to the trouble of developing a thoughtful, 
long- run approach, making sure that this message is understood is 
essential.

Flexibility

The second of our party- specific recommendations relates to the struc-
turing of private capital funds. One of the critical themes of this volume 
has been that private capital is a young industry, with many of the key 
institutional features being borrowed from other realms in the heat of the 
moment, rather than designed thoughtfully. Nowhere is this condition 
truer than when it comes to partnership length, where groups have tended 
to cluster around a ten- year duration.

While we have seen in the past few years a number of experiments in 
altering fund life spans, we would like to see (to quote Chairman Mao) 
“a thousand flowers bloom.” Better matching the design of funds to the 
types of investments should address many of the problematic behaviors 
we have highlighted. This step will require careful thought to address new 
issues about compensation, conflicts, and governance that these alterna-
tive structures pose, but such time will be well spent.

WRAPPING UP

The outline in this volume is intended to be the starting place for a con-
versation, rather than the last word. As we have highlighted, the world 
of long- run investing has been an opaque one, where the motivations and 
actions of the key actors are often misunderstood. In many cases, this has 
led to unfair accusations. In other cases, the lack of clarity has disguised 
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behavior inconsistent with growing the size of the overall pie (however 
its split between investors and fund managers). Our suggestions may be 
criticized by some as naive, by others as overreaching, and by yet others 
as underwhelming. But if our ideas can advance this conversation, we will 
have accomplished our goal.

In addition to the question of whether these are the right recommen-
dations, there remains the issue of how to get there. Some investors may 
be aware of problematic practices, but to seek to solve them on an indi-
vidual basis is likely to be a recipe in futility. In fact, the only consequence 
of such an approach is that it likely establishes a reputation for the inves-
tor as a maverick and ultimately scares fund managers away. This seem-
ing dilemma suggests the importance of collective discussions, whether 
within organizations representing investors or between them and those 
representing fund managers.18 These conversations will not be easy or 
fast, but we are optimistic that the process will yield dividends.

We would like to end with one thought. The world of long- run invest-
ing and private capital is complex, with a specialized language and lots 
of institutional detail. But given the broad consequences of these invest-
ments, these issues are too important to leave in the shadows. Our con-
viction is that greater understanding will yield benefits for investors, fund 
managers, and society as a whole.
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