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Definitions  
Private Equity financing: “Medium-term (quasi) equity financing for non-publicly listed companies 
with high growth potential. The role of private equity investors is not restricted to providing financing, 
they also function as an active partner for the entrepreneur. They can provide strategic or operational 
advice, or actively mobilise their network on behalf of the companies in their portfolio” (Manigart, 
Vanacker, & Witmeur, 2014). 

 

 

Abréviation Définition 
GP General Partners 
IRR Internal Rate of Return  
LP Limited Partners  
NCF Net Cash Flow   
NAV Net Asset Value   
PME Public Market Equivalent  
PM Public Markets 
PP Private Placements  



 
The importance of Private Placements   

The appetite for private placements, mainly private equity and venture capital, is persistent in 
Western Europe. In a recent Preqin report, private equity funds in Europe raised respectively $121bn 
and $108bn in 2016 and 2017 (Preqin, Private Equity Fundraising in 2017: A Global Story , 2018 ). 
These are fundraising numbers that were not reached in a decade. Moreover, in Belgium, around 200 
new investments in privately held companies are made each year (Manigart, Vanacker, & Witmeur, 
2014).   

 

What are the reasons behind this interest? Investors’ appetite for private placements can in part be 
explained by the seek for diversification and long-term investments with strong potential upside. Also, 
the fact that private placements are considered as illiquid investments means investors require a 
premium compared to public markets.  

Do private placements actually give higher returns than public markets? The straightforward 
comparison cannot be made since returns are not calculated in the same manner. Private placements 
have inconsistent cash flows that would bias the comparison with public markets time-weighted 
returns. That being said, research papers came up with a concept that gained popularity to compare 
the two types of investment on a money-weighted return basis, the Public Market Equivalent.  

Why is the PME gaining popularity? PP Investment funds (GP) use it to sell the quality of their 
products compared to public markets while investors (LP) use it to evaluate past investments & make 
future investment decisions.  

The purpose of the article is then to explain the PME and present the available tools and solutions 
to make as precise comparison (risk-adjusted) between private placements and public markets 
returns.   

Source : Preqin Private Equity Online  



 
What is the Public Market Equivalent concept ?  

The Public Market Equivalent concept offers a solution to compare the performance of a PP 
investment fund with a PM benchmark. The PME concept calculates what would have been the 
performance of a PP investment fund, if instead, the same amount would have been invested into a 
PM benchmark (Long & Nickels, 1996). The concept compares the performance on a money-weighted 
return basis since PP investment fund managers do control the timing of cash flows.   

Data to perform the comparison ? It is mandatory to have the following PP investment fund data : 
contributions, distributions and the last NAV. Contributions are investment made by investors and 
distributions can be viewed as dividends given to investors. For the PM benchmark, it is necessary to 
have the daily returns over the life period of the PP investment fund.  

Methodology ?  

1. For the PP investment fund, calculation of the IRR using the contributions, distributions and 
the final NAV.  

2. For the PM benchmark, calculation of the final NAV using contributions &  distributions of the 
PP investment fund and the PM benchmark daily returns. Then, calculation of the IRR using 
the contributions, distributions and the PM benchmark final NAV.    

3.  
 
An example was made by Gredil, Griffiths & Stucke to illustrate the concept of Long & Nickels (1996) :  

 
Legend :  

 𝐶 contributions into a PP investment fund    

 𝐷 distributions from a PP investment fund  

 𝑁𝐴𝑉  net asset value of a PP investment fund  

 𝑁𝐴𝑉  net asset value of a hypothetical PM benchmark  

The first step is to calculate the IRR of the PP investment fund. In 2001, an initial investment of €100 
is made into the PP investment fund. In 2003, €100 is reinvested while €25 is distributed, for a net 
cash flow of €-75. In 2005, €50 is reinvested while €150 is distributed, for a net cash flow of €100. In 

Source : Gredil, Griffiths & Stucke 2014  



 
2007 and 2009, €150 and €100 are respectively distributed. In 2010, the PP investment fund closes 
with a final NAV of €75. These cash flows give the PP investment fund an IRR of 17.5%.  
 
The second step is to calculate the final NAV of the PM benchmark. Normally, without contributions 
and distributions, the initial investment of €100 would give a final NAV of €131 (using all the daily 
returns of the PM benchmark). In the actual case, using a money-weighted approach, the final PM 
benchmark NAV is €-136. The PM benchmark IRR is then 6%.  
 
The PP investment fund outperformed the PM benchmark by 11.5% annualized (17.5% - 6%). Again, 
the usefulness is to compare the performance on a similar basis, that is using a money-weighted return 
approach. Moreover, PP investment fund managers and investors use the concept to evaluate past 
investments and make future investment decisions (Bloomberg, New Methods for Comparing Private 
Equity Returns Are Gaining Favors, 2015).  
 
Are there downsides to the concept ? Yes. A negative NAV for the PM benchmark is impossible and 
will provide misleading results (Gredil, Griffiths, & Stucke, 2014). Throughout the years, new 
researchers assessed the downsides of the PME method and improved them. These improvements 
are PME+ (Rouvinez, 2003), KS-PME (Kaplan & Schoar, 2005) and recently the Direct Alpha (Gredil, 
Griffiths, & Stucke, 2014). The latter is probably the easiest to implement. 
 

1. For the PP investment fund, calculation of the IRR using the contributions, distributions and 
the final NAV.  

2. For the PM benchmark, the method differs from the one presented above. First, it is the 
calculation of the future values (using daily returns of PM benchmark) of all the contributions 
and distributions of the PP investment fund. Second, the final NAV is the same as the PP 
investment fund one. Third, calculation of the IRR using the future values of the contributions 
& distributions and the final NAV of the PP investment fund.  

3.  The direct alpha is the outperformance of 
the PP investment fund compare to the PM benchmark.  

An example was made by Gredil, Griffiths, & Stucke in 2014 to illustrate the method:  

Source : Gredil, Griffiths & Stucke 2014  



 
The example uses the same data as the previous example. Once again, the PP investment fund IRR is 
17.5%. For the PM benchmark, the future value of all contributions and distributions is calculated 
using the daily returns of the benchmark. For example, the initial investment of €100 has a future 
value worth €131. When all future values are calculated, the IRR can be calculated. In this case, the 
IRR is 12.6%, which is the direct alpha.   
 
Why is 12.6% considered the direct alpha? Since the final NAV used in the calculation is the one of 
the PP investment fund, it is directly the outperformance of the PP investment fund compared to the 
PM benchmark. Viewed differently, it is possible to obtain the PM benchmark IRR:  

 

For further details with mathematical proof, refer to the article Benchmarking Private Equity: The 
direct Alpha Method by (Gredil, Griffiths, & Stucke, 2014).  
 
Why does this improve method matters? It eliminates the problem of the negative NAV, and it gives 
similar results to other methods (Gredil, Griffiths, & Stucke, 2014).  

What are the limits of the PME concept ? 

First, comparing PP with PM will never be fully equivalent. Second, the selection of a good benchmark 
with similar characteristics requires time. Why is that? Some types of private placements have specific 
characteristics that cannot be found in public markets without adjustments.  
 
Research papers such as Phalippou (2014) and L’Her & al (2016) found that the size of 95% of leverage 
buyouts is under 1 billion, suggesting small caps (Phalippou, 2014). Others, like Cao & Lerner (2009), 
Axelson & al (2013), Acharya & al (2013) and L’Her & al (2016) found that average leverage level is 
55%, much higher than what is found in public markets. Those findings point out the risk level 
differences between PP and PM. In other words, simply using the PME concept to compare PP and 
PM is not risk-adjusted. Last but not least, access to PP’s data may be limited, but fortunately there 
were improvements in the last few years.  

How to access the limits ?  

Build a benchmark adjusted for differences in size, sectors and leverage.  
 
First, identify a benchmark and manually adjust it for the size (market capitalization) and sector 
weighting. The size can be adjusted by keeping companies with a market capitalization under a certain 
threshold and then adjust for the sector weighting of the benchmark. For mathematical details, please 
refer to the research paper of (L'Her, Stoyanova, Shaw, Scott, & Lai, 2016).  
 
Second, with the adjusted benchmark, perform the direct alpha method shown above. The IRR of the 
modified benchmark can be obtained with this formula: 



 

 
Third, there has to be an adjustment for the leverage levels differences. The adjustment on the 
𝐼𝑅𝑅  is made with the Modigliani-Miller leverage adjustment concept (Acharya, Gottschalg, 
& Hahn, 2013). For mathematical details, please refer to the research paper of (Acharya, Gottschalg, 
& Hahn, 2013). 

Finally, the 𝐼𝑅𝑅   can be used to obtain the Direct Alpha adjusted for differences in 
size, sector weighting and leverage.  

 

The adjustments require times, but will improve the precision of the comparison. Again, the objective 
is to be as precise as possible for PP investment fund managers and investors to evaluate past 
investments and make future investment decisions (Bloomberg, New Methods for Comparing Private 
Equity Returns Are Gaining Favors, 2015).  

What are the tools ? 

There is not a single tool available that will perform all the necessary adjustments, but some available 
tools are useful. PME Bloomberg and PME Preqin easily allow to compare PP investment fund with a 
PM benchmark (Bloomberg, Public Market Equivalent by Bloomberg , 2015 ) (Preqin, Preqin Special 
Report: Public Market Equivalent Benchmarking , 2015). Although it gains popularity, the tools do not 
adjust for differences in size, sector weight and leverage.  

Developing an efficient process requires a strong database with good public markets data source. Also, 
it is mandatory to use a programming tool. The tool could be MATLAB, R or any other program that 
can run with a high flow of data.    

Conclusion  

The PME concept is useful for the PP industry, but it needs improvements to compare PP and PM 
returns on a risk-adjusted basis. Implementing a process that goes through all the necessary steps 
requires time and a strong strategy, data and skills. Doing so will allow actors of the industry to 
strengthen the performance analysis and will deepen available information for investment decisions.   

 
Vincent Tremblay 
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About Initio 

Initio is a business consultancy firm specialized 
in the Financial Industry.  
Every day, our consultants contribute to the 
successful delivery of business projects by 
transferring their expertise to our client's 
management and internal teams. 
 
Initio operates in the financial sector, servicing 
a wide range of clients. Our offering is focused 
on business consultancy combined with project 
methodology in order to assist our clients on 
the whole project cycle.  
 
We have offices in Brussels, Luxembourg & 
Geneva. Through close collaboration, we can 
react swiftly on a wide scope of services in 
order to meet client needs rapidly with the 
highest industry standards. 
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