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Waterfall – Four Stages: 

• Return of Capital

• Preferred Return

• Catch-up Provision

• Carried Interest

“Promote” Versus Carried Interest
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SALARY

Management Fees

How are Private Equity Fund Managers (General Partners - GPs) rewarded?

MANAGEMENT FEERETURNS
(INVESTOR)

SHARE OF PROFITS
(CARRIED INTEREST)

General Partners receive a management fee (based on the funds raised)
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SALARY

Management Fees

How are Private Equity Fund Managers (General Partners - GPs) rewarded?

MANAGEMENT FEERETURNS
(INVESTOR)

SHARE OF PROFITS
(CARRIED INTEREST)

Management fees accrue whether or not the fund itself is successful
When the funds increase in size (assets under management), the GPs tend to 
make large profits from the management fee – the cost structure increases 

at a much slower rate than the increase in the management fees received

Carried Interest - Origins

ASIA AMERICA

Origin of “carried interest” -16th century

TRANSPORT COSTS

RISK

20% 
Share
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Carried Interest

Limited 
Partners

General 
Partners

FUND

CAPITAL

“HURDLE” + 
RETURN ON 

CAPITAL CARRY

Second Source of 
Profit for the GPs

Drawdown/
Investment 

Exit

Original Capital

Hurdle

Carry GPs – 20%

LPs – 80%

100%

Total
Proceeds

MANAGEMENT 
FEE

CAPITAL

Waterfall – Stages “Modeling”

100% of all cash inflows to the LP until the cumulative distributions equal the original capital invested

Preferred return (hurdle), equivalent to 8% per annum

Cash flows in excess of distributions made in step 1 and step 2 (if any) are distributed 20% to the GPs

80% to the LPs - referred to as an 80/20 split

Total paid  to LPs = initial capital + hurdle + 80% of balance 

Total paid to GPs = 20% of balance 
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Catch-Up

Private equity funds can have a catch-up clause in the 
Limited Partnership Agreement (LPA)

The purpose of catch up is to tie the GPs total return to the profit share (carry)

As an example, if the fee structure was 2%/20% for the GPs 
(i.e., GPs get 2% management fee and 20% carry), with a “catch-up” after an 8% hurdle:

Investor would get 
100% original 

capital + 8% hurdle 

The GPs will receive 100% of 
distributions until they receive 20% 
of the total distributions– the catch up  

The balance would then be split
on an 80%/20% basis, 80% going 

to LPs and 20% going to GPs

”Promote” in Commercial Real Estate

Carried 
Interest Promote

Disproportionate share of 
profits in a real estate deal 
above a predetermined 
return threshold

WHY DOES THE SPONSOR DESERVE TO EARN A PROMOTE?
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Receives 
“PROMOTE”

Receives 
“PROMOTE”

Receives 
“PROMOTE”

”Promote” in Commercial Real Estate

FU
N

D

Specific 
to their role

GPs

In finding the transaction

Negotiating the offer terms with the seller

Performing due diligence

Securing and signing onto the debt

Managing all aspects of ownership including 
any proposed renovations until disposition

The hurdle rate is a guaranteed rate 
of return for the investors before the 
promoted interest kicks in

After the hurdle rate, the GP 
takes 30% of LP profits

The Equity Waterfall

DEAL TERMS
Purchase price of building 1,000,000
Debt funding 60.0%
Equity Funding 40.0%

GP Funding of equity 10.0%
LP Funding of equity 90.0%

Debt funding 600,000
GP equity funding 40,000
LP equity funding 360,000
Hurdle rate 8.0%
GP promoted interest of LP share over hurdle 30.0%

Debt funding 60.0%
Equity Funding 40.0%

GP Funding of equity 10.0%
LP Funding of equity 90.0%

Hurdle rate 8.0%
GP promoted interest of LP share over hurdle 30.0%
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The Equity Waterfall

LEVERED CASH FLOWS

REMAINING CASH FLOWS

REMAINING CASH FLOWS

GPs (10%) LPs (90%)

GPs (10%) + (30% x 90%)

LPs (70% x 90%)

Each investor groups gets 8% 
equally according to their pro 
rata investment

GPs received a contractual 10% 
of profit leaving 90% 

GPs received a promoted interest 
of 30% of the LPs profits after 
the 8% return

LPs retain remaining profits (70%)

Please do not redistribute these materials without the express 
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