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Private equity and venture
capital explained

FIND OUT WHAT THE PRIVATE EQUITY (PE)
AND VENTURE CAPITAL (VC) INDUSTRY IS,
HOW IT OPERATES, AND GET AN OVERVIEW
OF THE INDUSTRY IN AUSTRALIA.

WHAT IS PE AND VC?
PE and VC firms provide capital to companies to make those businesses more valuable. These companies are at different stages of
growth, from an early concept with high commercial potential or a company in need of capital to expand, to distressed businesses in
need of a turnaround or publicly-listed companies.
PE and VC aim to build better, more sustainable businesses that can compete and flourish well into the future. This creates value not
only for the companies being invested in, but also for the investors that back the PE and VC funds. PE and VC inject billions of dollars
each year into Australian businesses, and contribute up to 4% of the Australian economy.
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Managers of PE or VC funds are described as general partners (GPs) because they manage the fund and are liable for its legal debts
and obligations. The investors are described as limited partners (LPs) in the fund because their liability for debts and obligations of
the fund is limited to the amount of their investment in the fund. LPs are passive investors because they are precluded from getting
actively involved in the management of portfolio companies.

PE AND VC CHARACTERISTICS
PE and VC investments have several characteristics that set them apart from other forms of business ownership, particularly the
public markets:

ALIGNMENT OF INTERESTS

DETAILED DUE DILIGENCE

›› GP and LP interests are aligned through legal agreements,
performance fees and GPs committing capital to their funds to
ensure they have ‘skin in the game’.

›› Conduct a thorough analysis to gain insights into the strengths
and weaknesses of the business, and how to generate growth
and value.

›› Investee company management and shareholder interests
are aligned through management equity plans and other
ownership models.

LONG-TERM INVESTMENT

ACTIVE STEWARDSHIP AND EXPERTISE

›› Develop a long-term plan together with company management to
grow the business and increase its value.

›› Bring capital as well as focus on strategy, operational
improvements, access to networks and new markets, and
getting the right managers in place.

›› Investments have an average five to seven-year holding period
and place long term growth in value ahead of short term
profit considerations.
›› This ownership period is considerably more than the average
holding period of ASX stocks at 1.2 years.

STAGES OF PE AND VC
PE and VC generally invest in different stages
of companies. While VC usually invests in early
stage firms and PE generally invests in growth/
expansion and buyout stages, there are areas of
overlap.
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›› May restructure the investee company’s board of directors, and
bring in strong systems and processes to build a more engaged
form of corporate governance.

UNIQUE VC CHARACTERISTICS

›› Invest in early stage companies
that are developing new
and innovative technologies,
therapies, systems and
processes.
›› Provide capital and
commercialisation skills to
some of the country’s top
scientific, technical and
entrepreneurial brains.
›› Often fund companies at the
early development phase,
which typically have higher risk/
return profiles.
›› Many venture capitalists come
to the industry from successful
careers as scientists, engineers,
doctors or entrepreneurs.

A wide variety of businesses in various industry
sectors benefit from PE and VC investment.
These range from life sciences or information
technology companies, energy and environment,
to business and industrial services, consumer
services and retail, and financial services.

›› Generally do not use leverage
(i.e. debt) in their transactions.

UNIQUE PE CHARACTERISTICS

›› Buy into established businesses
with growth potential.
›› Have the greatest impact with
companies that need:
–– expansion capital;
–– more management attention;
–– strategic direction and
turnaround capabilities;
–– succession planning;
–– capabilities for bolt-ons
(acquiring similar businesses
and merging with existing
investments) and roll-ups
(acquiring and consolidating
a number of businesses in a
fragmented market).
›› Typically finance their
acquisitions through a
combination of equity and debt.

THE INVESTMENT MODEL
PE and VC fund structures generally involve a collective
investment vehicle (CIV), such as a limited partnership or a trust.
PE and VC firms raise their funds by securing commitments
from investors, which are pledges of capital to the PE or VC
fund. PE and VC funds are closed-end with a life of typically
10 to 12 years, and LPs will normally remain committed for the
entire life of the fund.
The GPs allocate the fund’s capital across a number of
investments that fit the fund’s investment mandate or focus.
These investments are typically long-term with average holding
periods of five to seven years.
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AVCAL members adhere to a set of standards to ensure that the
industry remains committed to self-regulated best practice. This
is achieved through the use of an industry investment reporting
guide, a code of conduct, a code of corporate governance,
and the embedding of global industry environmental, social
and governance (ESG) practices for the PE and VC industry.
Valuation rules in the form of International Private Equity and
Venture Capital Valuation (IPEV) Guidelines, based on the
concept of fair market value as opposed to historical cost, are a
core part of industry standards.
The formalisation of good governance practices for Australian PE
and VC firms demonstrates that the industry holds itself up to
high standards, and firms must also adhere to other regulatory
requirements, such as applicable corporations law and tax
obligations.
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Capital is gradually drawn down from investors over the life
of the fund through a series of capital calls as and when
investments are made (typically during the first five years). Once
an acquisition has been made, a representative of the PE or VC
firm usually joins the company board and actively works with the
investee company during, and often after, the investment period.
After an average period of five to seven years, PE and VC funds
exit their investments to realise a return for investors. Most
divestments take place via trade sales (selling the business to a
company in that sector or in a similar industry sector), some are
secondary sales (to another PE or VC firm), some are divested
via a share market listing, and some are sold to existing or new
management.

Once a fund is raised, GPs begin to receive a management
fee based on the size of the fund. The management fee is
negotiated between the LPs and GPs at the time the funds
are raised and usually calculated as a percentage of the funds
committed to the fund. An indicative figure is 2% per annum for
smaller funds and 1% to 2% for larger funds. This figure covers
the overheads of managing the fund, including salaries and the
costs of conducting due diligence on investments.
LPs only realise gains when distributions are made. LPs may
also occasionally receive some interest and dividend income
from the PE or VC fund. These amounts are typically only a
small proportion of their investment returns, and may also be
reinvested back into the fund.
If the investment’s returns exceed a predefined hurdle rate,
usually around 8%, GPs receive a share of the realised gains,
known as carried interest. This is typically calculated net of
management fees and only distributed after actual cash returns
have been delivered to the LPs. Globally, LPs favour this key
feature of PE funds because it aligns their interests with those
of the GPs. Internationally, regulators also recognise that the
payment of carried interest as described above is a key “good
practice” characteristic in the PE and VC industry that aligns
interests between fund managers and investors.
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