
Private Equity Funds

An alternative investment can be any asset that is different from traditional investments such as stocks, bonds, or 
cash. They can be investments into tangible assets such as precious metals, art, or even wine, but are most often 
investments into financial assets such as private equity and private credit, hedge funds, private real estate, and 
distressed debt.

Private Equity Funds
“Private Equity” is a type of alternative investment where investment funds, often organized as limited partnerships, 
invest directly in private companies that are generally not otherwise publicly traded. These funds can provide 
venture capital, improve operations and profitability, develop technology, finance leveraged buyouts, or take a 
public company private. Certain lending strategies can also be included in the definition of Private Equity, such as 
mezzanine financing, bank loans, leveraged loans, and distressed debt.

Private Equity Funds are managed by Private Equity firms (general partners or GPs) using limited partnership 
structures. Because general partners provide a relatively small portion of the capital, money is pooled from 
institutional and individual investors (limited partners or LPs) and invested with a focus on longer-term investment 
opportunities. Private Equity Funds will often operate with a 7-10-year investment horizon. Private Equity investing 
seeks to generate superior returns by pursuing an active role in monitoring and advising companies, and through 
operational and corporate governance improvements in order to sell the investment at a premium later. The 
opportunity for superior returns is often attributed to several factors including: aligned incentives for both Private 
Equity managers and the operating managers of the business, the use of debt which provides financing and tax 
advantages, strong focus on margin and cash flow improvement, and the freedom from more restrictive public 
company regulations.

There are three phases to the investment cycle of a Private Equity Fund: The commitment phase is when the GP 
raises capital from investors. This can sometimes overlap with the investment phase, when the GP invests fund 
capital by purchasing ownership interest in private companies. During this phase the GP will request capital from 
LPs through “capital calls” which can be done all at once or a portion at a time. The final phase is the harvest phase 
where money is returned to the fund, typically through the sale of the previously purchased ownership interests. 
The harvest phase can overlap the investment phase.

Risks
The level and type of risk associated with Private Equity Funds may vary significantly from one fund to another. 
As a result, it is important to have a complete understanding of the investment strategies and underlying 
products from which a Private Equity Fund derives its value to evaluate the risks. These risks are outlined in full 
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Northwestern Mutual Investment Services, LLC (NMIS) periodically prepares information for its clients on a variety 
of securities-related topics. This document is meant to provide clients with important information about Private 
Equity Funds, but it is not a substitute for reading a fund’s offering documents. This material is not intended as an 
endorsement or recommendation of any particular investment or security.
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in the fund’s offering documents. No investment strategy can guarantee a profit or protect against loss, including 
the loss of principal. Below are some of the primary risks associated with investing in Private Equity Funds that 
you should be aware of before investing.

Concentration Risk | Due to the nature of private equity deals, allocation of capital tends to be concentrated in a 
limited number of holdings rather than the more broadly diversified traditional mutual fund. The investor should 
be aware that this may cause greater volatility within the fund overall as a potentially significant allocation within 
an underperforming holding may adversely affect the performance of the fund overall.

Default/Funding Risk | Investors may not be able to provide their required capital commitments, whether 
in a timely manner or at all. Potential investors should be knowledgeable to the unique funding requirements 
associated with the fund and carefully read all available information, including all offering/subscription documents. 
Investors generally do not submit the entirety of their investment capital immediately, rather, the money is 
drawn by the fund over time. If the investor is not able to pay the capital call in accordance with the partnership 
agreement, the investor may lose their entire investment and the capital which has been paid to the fund.

Fees and Expenses | Fees and expenses of owning alternative investments generally are much higher than 
traditional investments. These fees and expenses can include management fees and incentive-based compensation 
to the fund managers, up-front placement fees that compensate your financial advisor, potential redemption fees, 
on-going expenses assessed to the fund for the legal structure and marketing of the fund, and other fees and 
expenses as outlined in the fund’s offering documents.

Leverage Risk | Leverage is the use of borrowed funds to purchase securities with the belief that the income from 
the security or price appreciation of the security will be more than the cost of borrowing. Leverage magnifies profits 
when the returns from the underlying asset more than offset the cost of borrowing. On the flip side, leverage also 
magnifies losses when the returns from the underlying asset are less than the cost of borrowing.

Liquidity Risk | An illiquid investment is one that cannot be disposed of within seven days in the ordinary course 
of business at approximately the amount at which a fund has valued the investment.  By their very nature, Private 
Equity Funds are illiquid. Although investors may receive distributions during the harvest phase of the investment 
cycle, investors must generally hold their investment until the end of the 7- 10-year investment horizon for full 
liquidation. Since a purchaser must be found, investors attempting to sell or redeem all or a portion of their 
investment prior to this timeframe are often unsuccessful or do so at significant losses.

Litigation and Enforcement Risk | Investing in companies involved in significant restructuring tends to involve 
increased litigation risk. This risk may be greater in the event a fund takes a large position or is otherwise 
prominently involved in a bankruptcy or creditors’ committee. The expense of asserting claims (or defending 
against counterclaims) and recovering any amounts pursuant to settlements or judgments may be borne by a 
fund. Further, ownership of companies over certain threshold levels involves additional filing requirements and 
substantive regulation on such owners; and if a fund fails to comply with all of these requirements, a fund may be 
forced to disgorge profits, pay fines or otherwise bear losses or other costs from such failure to comply.

Management Risk | The risk associated with the underperformance of the Private Equity Fund’s management. It 
refers to the risk of the fund manager performing poorly in relation to other fund managers for comparable funds. 
Similarly, the costs of investing in Private Equity Funds can be significantly higher than traditional investments 
such as stocks, bonds, exchange traded funds, or mutual funds, especially when employing leverage or complex 
investment strategies.
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Market Risk | The risk that the overall market will decline, bringing down the value of the investments held by 
the Private Equity Fund and, in turn, the Private Equity Fund’s value. This may result from many factors, not 
limited to increasing/decreasing interest rates, a recession, or changes in the rate of inflation, each of which can 
impact the financial markets. Furthermore, Private Equity Funds may be subject to higher levels of market risk 
than traditional investments such as stocks, bonds, exchange traded funds, or mutual funds due to complex 
investments or investment strategies.

Regulatory Risk | Generally, Private Equity Funds are limited to investors who are either Accredited Investors1 or 
Qualified Purchasers.2 Private Equity Funds also tend to limit the number of investors they allow to invest to 100 
or less if the fund allows Accredited Investors and 2,000 or less if the fund is restricted to Qualified Purchasers. 
Due to these factors, Private Equity Funds are not registered under the U.S. Securities Act of 1934 and are not 
subject to periodic reporting and related requirements of the Exchange Act. Investors should only expect to 
receive financial and reporting information required to be delivered based on a partnership agreement.

Tax Risk | Limited partners generally do not pay income tax on their earnings as income is passed through to unit 
holders. Similar to a business tax return, limited partners file Form 1065, Return of Partnership Income based 
on IRS Schedule K-1, which reports each partner’s share of the taxable earnings. Investors should realize that 
the furnishing of K-1s may be delayed requiring the investor to file income tax extensions. In some instances, 
investors who hold these investments in tax-qualified accounts could cause the tax-qualified account to pay 
income tax because the income attributable to the investment may be considered Unrelated Business Income 
and subject to Unrelated Business Income Tax (UBIT). As such, potential investors should discuss these types of 
investments and potential for UBIT with a qualified tax professional prior to subscription.

Transparency and Complex Product Structure | Investors in Private Equity will typically experience a “J-Curve” 
effect, where they will experience a negative Internal Rate of Return during the initial phase as committed capital 
is drawn down for new investments. As investments mature, the cumulative cash flows may turn positive as 
investors receive distributions from the sale or exit of their Private Equity investments. Therefore, it can take 
several years to have a clear assessment of performance.

Valuation Risk | Private Equity investments are not traded on a secondary market like the shares of public 
companies and there is no market price available on a regular basis. Because of this lack of available market 
information, fund managers derive a value using an industry valuation method (Discounted Cash Flow, market 
comparable, or others). These valuations are not market prices and may not be based on actual market 
transactions. Thus, they can differ from true fair market values.
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1  A person is an Accredited Investor if their net worth exceeds $1,000,000 or their income is great than $200,000 (joint $300,000). An entity such as a trust or an endowment is 
an Accredited Investor if it is exclusively owned by accredited investors or if its assets are greater than $5,000,000.

2  A Qualified Purchaser is a person whose net worth is greater than $5,000,000, a trust managed by Qualified Purchasers, or an entity which owns and invests at least $25,000,000.

Northwestern Mutual is the marketing name for The Northwestern Mutual Life Insurance Company and its subsidiaries. Life and disability insurance, annuities, and life insurance 
with long-term care benefits are issued by The Northwestern Mutual Life Insurance Company, Milwaukee, WI (NM). Long-term care insurance is issued by Northwestern Long 
Term Care Insurance Company, Milwaukee, WI, (NLTC) a subsidiary of NM. Securities are offered through Northwestern Mutual Investment Services, LLC, (NMIS) a subsidiary 
of NM, broker-dealer, registered investment adviser, and member FINRA and SIPC. Investment advisory services are offered through Northwestern Mutual Wealth Management 
Company® (NMWMC), Milwaukee, WI, a subsidiary of NM and a federal savings bank. Products and services referenced are offered and sold only by appropriately appointed and 
licensed entities and financial advisors and professionals. Not all products and services are available in all states. Not all Northwestern Mutual representatives are advisors. Only 
those representatives with “Advisor” in their title or who otherwise disclose their status as an advisor of NMWMC are credentialed as NMWMC representatives to provide 
advisory services.


