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Abstract
We estimate the risk and expected returns on private equity investments based on the market prices of exchange-traded funds of funds that invest in unlisted private equity funds. We also examine the risk and expected returns of listed private equity funds. Our results indicate that the market expects unlisted private equity funds to earn abnormal returns of about zero to two percent. We also find that the market expects listed private equity to earn zero to marginally negative abnormal returns net of their fees. Earlier studies document abnormal returns for unlisted PE funds that range from -6% (e.g Phalippou and Gottschalg, 2009) to +32% (Cochrane, 2005). While these estimates are based on the datasets used in the respective studies and additional assumptions, our results indicate that the market does not expect PE funds to earn such extreme abnormal returns in the long run. In fact, we show that any proposition that the market expects negative abnormal returns, or positive abnormal returns in excess of about two percent in the long run are inconsistent with the market prices that we observe. Both listed and unlisted private equity funds have betas close to one and they have positive betas on Fama-French SMB factor. Private equity fund returns exhibit positive correlation with GDP growth and negative correlation with credit spread, which proxies for business conditions. Finally, we find that market returns of listed fund of funds and listed private equity predict future changes in self-reported book values of unlisted private equity funds.
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