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I discuss the performance of buyout funds, the contracts between funds and investors and the information contained in fund-raising prospectuses. 

I find that performance of private equity funds reported by industry associations and previous research is overstated. A large part of performance is driven by inflated accounting valuation of on-going investments and I find a bias towards better performing funds in the data. We find an average net-of-fees fund performance of 3% per year below that of the S&P 500. Adjusting for risk brings the underperformance to 6% per year. 

I show that fees are in the range of 8% per year and that economically significant sources of variation in fees as well as the explanation for their high level are in the ‘details’ of the contracts. The most striking facts are that incentive fees can be received by a fund while the rate-of-return is negative. Also, management fees are only 2% but are charged on more than capital invested. In addition, a number of economically significant fees are charged to portfolio companies by fund managers and thus indirectly to investors. Finally, several additional fees are charged and are economically sizeable. 

I then show that most contracts exacerbate potential conflicts of interest rather than mitigate them. The fact that those in control (fund managers) have some discretion in charging fees to portfolio companies (owned by investors) could lead to some conflicts of interest. In addition, several contract clauses provide steep incentives to exit investments too early (short horizon). Furthermore, contracts do not seem optimal as they reward shirking. I show that a buyout fund that would pursue a passive investment strategy (a closet index fund) would have received a compensation of 8% p.a.
Finally, I show i) how flexibility in the aggregation of fund performance offers room for exaggerating performance figures, ii) that low IRR figures are often not mentioned in fund-raising prospectuses, iii) that good track records are seen much more often by investors than inferior ones, iv) that information needed for assessing past performance is often missing, and and vi) that the lack of rule/standard for valuing on-going investments provides yet another way to inflate performance reports.

