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Manager Due Diligence: Searching for Alpha 
in Private Equity

Private equity manager due diligence is complex and challenging. In private equity, 
past fund performance can reflect manager skill and may be an indication of future 
fund performance. Quantitative data are difficult to obtain and interpret, so investors 
must rely heavily on qualitative due diligence as well.

Selecting an investment manager is never easy, but 
perhaps for no asset class is it more challenging 
than for private equity. Private equity manager 

due diligence is complicated by the opacity of the asset 
class. Data on managers and funds are scarce at worst 
and difficult to evaluate at best. Because of the diffi-
culties presented by quantitative data, the qualitative 
aspects of private equity manager due diligence take on 
even greater importance.

Due diligence is extremely time consuming and 
requires significant resources. Manager fees vary but 
are generally steep—a 2% management fee plus 20% 
of total profits, for example—and the penalty for 
choosing poorly is even steeper. This article examines 
some of the challenges investors face in private equity 
manager due diligence. Interviews with Helen Steers, 
partner and head of European primary investment for 
Pantheon Ventures, LLC, and with Andy Hayes, CFA, 
private equity investment officer with the Oregon State 
Treasury, offer insights and perspectives on the unique 
characteristics of private equity manager due diligence, 
a process that differs not only for each investor or con-
sultant but also for each deal or fund evaluated. Both 
Pantheon and the state of Oregon began investing in 
the asset class three decades ago and were among pri-
vate equity’s earliest investors.

Selecting the wrong private equity manager has 
different and perhaps more serious implications than 
selecting the wrong public equities manager. “There are 

two key reasons why investors have to be very careful 
about manager selection right from the beginning,” 
says Steers. “First of all, the dispersion in performance 
between a top-quartile private equity manager and a 
bottom-quartile manager is huge—as much as 20%, 
or 2,000 bps—much more so than in the other asset 
classes. Second, reversing a decision is very difficult 
and is costly as well. Investors are making an invest-
ment decision that may endure for 10 years and more. 
In public asset classes, if you’ve made a bad decision 
you can fire the manager. In private equity, ending the 
relationship is not easy. You can try to sell your position 
in the secondary market, but you’ll usually have to do 
that at a discount. And, if other investors have made 
the same observation as you—which is likely—then 
that manager will go out of favor and you’ll find you 
have to sell at quite a steep discount. It’s critical to get 
the selection decision right.”

Exhibit 1 illustrates the challenges in manager 
selection that Steers describes. It shows the dispersion 
between the top- and bottom-quartile managers, or 
general partners (GPs), as private equity managers are 
called, from 1999 through 2010 by vintage year.1 A pri-
vate equity investor, or limited partner (LP), selecting a 
top-quartile 2002 vintage year fund investment would be 
receiving an internal rate of return (IRR) of more than 
24.3%, whereas a limited partner selecting a bottom-
quartile fund in this vintage year would be receiving a 
return lower than 6.3%.
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Exhibit 1.   All Private Equity: Median Net IRRs and Quartile Boundaries by Vintage Year

Source: Preqin Performance Analyst database.

ThE QuESTIoN of AlPhA
Interest in private equity and other alternative asset 
classes grew after the dot-com bubble burst in 2000 as 
institutional investors sought better diversification and 
higher returns in the face of low interest rates and low 
expected returns on equities. The allure of private equity 
lies in the high return potential of the asset class. Accord-
ing to data reported by Preqin, the average private equity 
fund, net of fees and carry,2 has outperformed the S&P 
500, the MSCI Europe, and the MSCI Emerging Mar-
kets indices for the 3, 5, and 10 years ended 31 December 
2012, as shown in Exhibit 2.

Investors are unlikely to receive the average return 
in private equity, however. Within the private equity 
universe, performance differs vastly among the types of 
private equity (e.g., buyout versus venture capital), geo-
graphic region, industry or sector, size of the funds, and 
vintage years. Moreover, it is difficult to evaluate perfor-
mance on deals that have not been exited because returns 
have not yet been realized. No investable private equity 
indices exist that provide a standard portfolio for inves-
tors to replicate or use as a benchmark. Investors often 
use a spread over a public equity index, such as 500 bps 
over the MSCI Europe Index, to determine if they are 

being adequately rewarded for both the opportunity cost 
of not being invested in the public equity markets as well 
as taking on the illiquidity risk of private equity.

Literature on the value added by the average pri-
vate equity fund is conflicting. Phalippou and Gottschalg 
(2009) found that top-performing private equity funds bias 
the performance of the overall industry upward and that 
private equity funds underperform public equities on aver-
age after fees by about 3.0% annually. In contrast, a recent 
study by Harris, Jenkinson, and Kaplan (2013) found that 
buyout funds outperform the S&P 500 by more than 3.0% 
a year net of fees. Literature on top-quartile managers, 
however, has been fairly consistent—and positive.

In contrast to the literature published on mutual 
funds, literature on private equity has generally supported 
evidence of persistence in alpha among top-quartile man-
agers, first noted by Kaplan and Schoar (2005). Rouvinez 
(2006) found that among private equity funds with vintage 
years earlier than 2000, there was approximately a 33% 
probability that managers with top-quartile funds earned 
top-quartile returns for their subsequent funds and a 53% 
probability that the successor funds would outperform 
the market median. About 40% of managers with lower-
quartile funds did not return to the market with new funds.
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Exhibit 2.   Private Equity horizon IRR vs. Public Indices, as of 31 December 2012

Source: Preqin Performance Analyst database.

Gary Broughton, manager of performance data at 
Preqin, an alternative asset research and database pro-
vider, has seen similar trends in performance data. “If a 
fund manager is in a top quartile, there tends to be a 
higher correlation that their successor fund will be in the 
top quartile as well,” says Broughton. “A similar correla-
tion is seen among lower-quartile managers who then go 
on to have a lower-quartile successor fund—certainly not 
all of them, but we do see these trends.” Preqin has found 
that only 16% of managers with lower-quartile funds go 
on to have a subsequent top-quartile fund.3

Identifying top-quartile managers is no easy feat. 
Phalippou (2011) discovered that 77% of private equity 
managers claimed top-quartile performance by manipu-
lating valuations, performance, or benchmarks. Brough-
ton says it is possible for fund managers to represent their 
funds as top quartile depending on which peer group the 
manager uses to compare the fund. GPs often specialize in 
a certain industry or sector, sub-asset class (venture capital 
or buyout, for example), geographic region, or transaction 
size. Broughton advises looking closely at the benchmark 
the manager is using. For the most appropriate compari-
son, funds should be benchmarked based on the vintage 
year, fund type and, when possible, primary region.

Steers has also seen performance persistence among 
top-quartile managers but notes that occasionally, top-
quartile managers become victims of their own success. 
“One of the problems with managers that have top per-
formance is that they often attract too much money,” she 
says. “If a manager has been very successful in a niche 
market, for example, becoming too successful by raising 
too much money may lead them into different parts of 
the private equity market that can absorb the excess capi-
tal. They may do bigger deals or more deals, or perhaps 
they have to do deals outside their area of focus. Having 
performance that is too good can actually lead to a man-
ager’s downfall.”

Shunning newer, less experienced GPs has risks 
as well. If a new team goes on to generate top-quartile 
performance, the first LPs are often rewarded with 
access to successor funds. In general, gaining access to 
top-performing funds is very difficult, and for new LPs, 
it may be impossible. Hayes says Oregon was an early 
investor in what are currently some of world’s top-
performing funds. “This has led to a great reputation in 
the marketplace, which in turn has led to fruitful invest-
ment opportunities,” he says.
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SouRcINg gENERAl PARTNERS
Among the thousands of GPs in the industry, good GPs 
are hard to find. Top-performing GPs can choose their 
LPs rather than vice versa. Searching for new partners 
is expensive and time consuming for both the GP and 
the LP; both parties often like to maintain their exist-
ing relationships whenever possible. Hayes describes the 
process by which Oregon’s investment team sources GPs: 
“We employ multiple channels to find general partners. 
We strive for long-term relationships. If we have funds 
invested with a general partner, we will often reinvest 
with that partner. The due diligence still needs to be 
done, along with reference checks and legal work, but 
we don’t look for new relationships at the expense of our 
current relationships or partners. We also have an open-
door policy and will meet with all prospective GPs who 
come to our offices. In addition, we get referrals through 
our consultant, TorreyCove Capital Partners LLC, and 
from other limited partners and general partners.”

Pantheon also has an open-door policy for manag-
ers and in a typical year may see hundreds of GPs. “The 
art in manager selection is getting from those hundreds 
of managers down to the half-dozen commitments or 
investments that we make on an annual basis,” says 
Steers. Culling the list involves employing a preliminary 
due diligence on those GPs that rank highly after the 
first meeting. The preliminary review includes formal 
meetings with the manager, requests for information, 
a review of the private placement memorandum, and 
assessments of other relevant data. “If we find that the 
merits outweigh the issues, then the work really starts,” 
she says. Each investment opportunity must also pass 
through a series of four committee reviews before a deci-
sion to invest is made.

EVAluATINg ThE TEAM
Due diligence on new GPs typically begins with evalu-
ating the team. Both Steers and Hayes say multiple in-
person meetings with the manager, including visits to 
the manager’s office, are essential. Hayes highlights the 
importance of traveling to evaluate and keep in contact 
with the GPs, and he credits this face time as one of the 
reasons for the long-term success of Oregon’s private 
equity program. “Many limited partners don’t travel to 
the general partners. We go to the annual meetings and 
spend time with the general partners at their offices to 
see and learn what they do. Our investment staff and our 

consultants look at their books and their operations in an 
effort to fully understand the general partner’s activities.” 
Hayes underscores the importance of investing with GPs 
that can be trusted. “Trusting the general partner is just 
the first step. If we don’t trust the general partner, we 
won’t move forward with due diligence. Gaining trust 
in a general partner takes time. We are just beginning 
to invest now with groups we’ve been meeting with for 
many years.”

Private equity investment personnel must be inter-
viewed and references checked. The continuity and com-
pensation of a manager’s investment team should be 
evaluated. Organizations that lack well-developed suc-
cession plans for the firm’s talent, such as those that are 
top-heavy with professionals near retirement, are con-
sidered red flags, as are organizations whose profits are 
concentrated among the top executives. “We look for 
organizations that can be long-term partners to us,” says 
Hayes. “We like to see the carry divided fairly among 
the investment professionals to provide incentive to the 
younger generation to stay with the firm.”

EVAluATINg ThE INVESTMENT PRocESS
The source of a manager’s deal flow is also of particular 
interest in private equity. Similar to top-quartile perfor-
mance claims, a frequently encountered marketing claim 
is that a GP has a proprietary source of deal flow. Propri-
etary deal flow is desirable because deals sold in public 
auctions or sourced from investment banks tend to have 
higher prices that reduce returns on investment.

Limited partners can also assess the manager’s due 
diligence process, compliance, and risk management, and 
visit some of the manager’s portfolio companies, accord-
ing to Steers. “We look at how a manager adds value,” 
she says. “Is it just through clever financial engineering, 
or is there actual operational value added?” Financial 
engineering was once the primary source of return in 
private equity, but today that skill is more commodity-
like. Generating alpha now depends on the GP’s ability 
to add value fundamentally through operations.

The planned exit strategy for each investment must 
also be considered. “We pay quite a bit of attention to a 
general partner’s past exits,” says Hayes. “Have they been 
reliant on the IPO market? Or have they had a good 
mix in the past of IPO exits versus strategic exits, such 
as a competitor buying the portfolio company, or have 
they sold to other private equity firms? We focus more 
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on what they have done in the past rather than what they 
say they will do in the future. I love to hear a general 
partner say that when they are looking at a potential 
investment they are also looking at how they will exit it, 
because we do want them to exit eventually.”

Steers favors the mid-market, or mid-sized deals, 
because the opportunity exists for many more exit 
routes than for a large transaction such as a megadeal. 
“In a megadeal, there are fewer potential exit routes; the 
general partner is much more dependent on the pub-
lic market to exit the investment, whereas mid-market 
deals have an array of exit options,” she notes. “If the 
business grows substantially and is in the right sector, 
an IPO is still possible, but it is also much easier to find 
strategic buyers and to choose from a range of strategic 
buyers. Mid-market deals can also be sold in the sec-
ondary market.”

EVAluATINg ThE INVESTMENT STRATEgY
Understanding how a manager operates within a market 
and how that manager compares with similar managers 
in the same market is also of value in the due diligence 
process. Has the manager become so successful that they 
depart from a proven strategy to continue growing in 
areas they lack expertise? “Does the manager’s proposed 
strategy fit with what they’ve done in the past?” asks 
Steers. She says investors should analyze a manager’s 
previous portfolios for strategy drift, a tendency to over-
pay in heated markets, or a departure from stated portfo-
lio construction principles, such as investing a large part 
of the fund in a single year or a single company. Steers 
cautions it is important to verify the performance num-
bers a manager provides. “Although there are rules for 
determining fair market value in private equity, there is 
still room for interpretation among managers,” she says. 
Steers advises analyzing all cash flows from the manager 
and slicing and dicing them by geography, industry sec-
tor, vintage year, investment professional, and exit type. 
“Evaluating the performance numbers is not complete 
science,” says Steers. “It’s also an art.”

fINAlIzINg ThE DEAl
Once an investor decides to commit funds with a GP, the 
limited partnership agreement and side letter4 must be 
negotiated. Each deal is unique, and contracts are typi-
cally complex. “There are many different aspects to an 
agreement between LPs and GPs. We work to align all 

of our interests as much as possible,” says Hayes. “We try 
to negotiate market terms or terms that are LP-friendly. 
The market has been changing over the years to become 
more LP-friendly because of the economic downturn 
and financial crisis. Deal terms that are unfavorable 
include a high management fee, high carried interest, 
and high deal fees that the partners charge to the portfo-
lio companies.” He notes, “An important provision that 
should be included is the ability to remove the GP if 
there are acts that warrant it. Key person provisions are 
also important. An investing team is generally led by one 
or two key individuals whose departure would change 
the investment thesis quite a bit.”

coNcluSIoN
In summary, private equity investors will fare best by 
choosing a skilled GP with good performance and 
consistency in process and strategy. Aligning the 
investor’s interests with the GP’s helps promote fair-
ness and a smoother relationship. Patience is also a 
requirement; LPs often must wait years before they 
know what their returns will be. Hayes notes that there 
is only so much quantitative due diligence that can be 
done. “The decision to invest with a general partner 
ultimately comes down to whether we can trust the 
person across the table from us,” he says. “You can’t put 
that into a spreadsheet.”

E N D  N o T E S
1. The vintage year is the first year a private equity fund begins to

invest its capital.
2. Carry refers to a fee payable to the fund manager on high perfor-

mance. The carry rate will usually be set in the fund terms based on 
a prearranged return. If the fund achieves returns greater than this
arranged figure, the LP pays this fee to the GP.

3. From the 2013 Preqin Consistent Performers in Private Equity
Report, page 2.

4. A side letter is an agreement between the GP and an individual LP 
that serves to benefit the LP. Side letters might address administra-
tive matters or convey additional rights to the LP.
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