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+ In its early years 
private equity 
was an exclusive 

club, reserved for endow-
ments, foundations, pen-
sion funds and other big 
institutional investors. Now 
the doors have opened to 
a far broader market.

Through feeder funds 
created in recent years by 
firms such as StepStone 
and iCapital Network, 
investors with portfolios of 
at least $5 million can back 
everything from a single 
venture fund earmarked 
for startups to a buyout 
fund that buys and sells 
private companies. The 
minimum commitments 
of $100,000 or $250,000 
commonly required by 
feeder funds may sound 
high. But they are far lower 
than the multimillion-dollar 
minimums often required 
by private equity funds. 

For smaller investors, a 
new crop of ’40 Act funds, 
with minimum commit-
ments of, say, $25,000 to 
$50,000, provides access 
to private equity to ac-
credited investors. 

Call it the democratiza-
tion of private equity. It’s a 

trend that may eventually 
see private equity turn up 
as an option in 401Ks. Is it 
time for individual inves-
tors to jump in? My advice 
is to approach this high-
risk asset class warily. 

Consider the returns 
achieved by a sample of 
865 domestic buyout, 
turnaround and growth 
equity funds studied by 

Buyouts magazine. The 
median internal rate of 
return (IRR) generated 
by the sample, spanning 
years 1981 to 2011, was a 
respectable 11.6 percent. 
The top 25 percent gener-
ates a healthy 19.1 percent 
or better. But the bottom 
quartile returns just 5.5 
percent or worse. More 
than one in eight funds 
remain underwater. 

Another issue: Some 
top-performing funds 
generate so much inter-
est, they turn away poten-
tial backers. That leaves 
smaller investors with the 
less attractive funds.

Given these chal-
lenges, many financial 
advisors steer clients into 
funds of funds—pools of 
capital channeled into a 
variety of private equity 
assets. They’re basically 
mutual funds for private 
equity, lowering risk 
through diversification 
and providing entrée to 
invitation-only funds.

But funds of funds can 
be expensive, charging, 
say, a 1 percent annual 
management fee and 
possibly a profit share. 
That is on top of the al-
ready generous “two and 
20” often charged by the 
private equity firms. 

And while many inves-
tors happily outsource 
fund selection, some like 
to do it themselves. If 

going it alone, Solomon 
Owayda, a founding 
partner of Mozaic Capital 
Advisors who earlier in his 
career built and managed 
a private equity portfolio 
for the California State 
Teachers’ Retirement Sys-
tem, recommends homing 
in on five “Ps” when eval-
uating funds: people, per-
formance, product, price 

and process. Of these, 
people and performance 
are the most important.

Private equity funds are 
structured as 10-year part-
nerships, offering limited 
options for liquidity until 
the fund manager returns 
capital. Learning the back-
grounds of the partners is 
critical. Talk to managers 
of companies that they’ve 
backed. Find out how 
hands-on they are, what 
kind of value they add. 

In evaluating returns, 
look beyond fund-level 
performance to the per-
formance of individual 
deals. Research by funds-
of-funds manager RCP 
Advisors finds that some 
27 percent of smaller 
buyout deals lose money 
for their backers. A loss 
percentage higher than 
that can signal an espe-
cially risky strategy where 
success is tough to repeat. 
My best advice is to talk 
to prior investors. (The 
fund manager can provide 
a list.) Ask them if they’re 
re-upping to the latest 
fund and, if not, why not. 
See if they’ll share notes 
from their due diligence.

Such due diligence 
won’t guarantee you’ll 
avoid a clunker. But you’ll 
raise your odds of back-
ing a private equity fund 
whose performance  
ends up in the top half  
of its peers. 
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DAVID M.  TOLL 
BUYOUT BEWARE 

How to 
navigate 
the newly 
democratized 
world of 
private 
equity 
investing.

It’s a trend that may eventually 
see private equity turn  
up as an option in 401Ks.

DAVID M. TOLL is the executive  
editor at Buyouts Insider, publisher  
of Buyouts magazine, Venture  
Capital Journal, the PE Hub Network 
and the Guide to Family Offices.
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