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Private Equity Cash Flows & Fees

Factsheet
Private equity (PE) is a long-term asset class in terms of its
investment strategy. The remuneration structures of PE funds
are set up to reflect this.

Management fee
The term “2-and-20” is often used to describe the PE fee
structure. The “2” refers to the 2% management fee paid
to the General Partner (GP) over the life of the fund, which
is usually 10 years, and the “20” refers to the 80/20 split
of fund proceeds between the Limited Partner (LP) and the
GP, where the GP is entitled to 20% of the profits (known as
“carried interest”).
However, as in most financial asset classes, this is a
simplified representation of the fee and reward structure. The
explanation below describes some of the main elements of the
fee structures of most PE funds.
The management fee is primarily used to cover the GP’s
costs of running a fund. This could include rent, salaries,
due diligence costs, travel, service providers and other costs.
Management fees can range from 1%–2.5% of total fund
commitments, depending on the size of the fund.
The management fee usually remains steady during the
investment period (typically the first five years of a fund’s life).
During the remaining years, this fee will decline according to a
schedule as documented in the fund deeds.

Distributions
Distributions refer to the capital returned by the fund to the LP
during the life of the fund. Distributions generally occur when
the fund fully or partially divests one or more of its portfolio
companies. The total distributions over the fund’s life add up
to the fund’s total return. Distributions can be in the form of
cash or securities (also known as distributions-in-kind).

Carried interest
Carried interest or “carry” is what the GP receives after having
met pre-specified performance hurdles:
• The fund has to first return all paid-in capital and all
returns up to the agreed-upon hurdle rate.
• On top of that, the GP often also has to return the
management fees received to date.
After these obligations are met, the GP is eligible to share in
the remaining proceeds of the fund with the LP. The GP’s
share is generally calculated as 20% of the fund’s net-offee proceeds above the hurdle rate. The remaining 80% is
distributed to the LP.
Since the management fees are usually deducted before any
carried interest dues, the conventionally used “2-and-20” is,
in practice, actually a “2-‘or’-20” structure instead.

For example, a typical management fee structure might be
approximately 2% of committed capital per annum over the
first five years of a fund’s life. After that, the fee may decline
by a descending scale of, for example, 0.25% per year, or
alternatively to 2% of the remaining capital invested.

Returns sharing structures

In most cases, the GPs also commit their own capital into their
fund, generally around 1% of the fund size. This ensures that
the GPs also have “skin in the game” and aligns their interests
with those of the LPs.

• Hard hurdle – A fund is structured based on a hard hurdle
when the GP’s carried interest is only 20% of any excess
returns above the hurdle rate.

Hurdle rate
The hurdle rate is the minimum return required for the GP to
become eligible to share in the fund’s proceeds with the LP.
The hurdle rate is generally tied to a spread over a risk-free
rate. Historically, the average hurdle rate has been around 8%.
The GP is not entitled to receive carried interest if the hurdle
rate is not met.

The split of the fund’s proceeds between the GP and LP in
Australia can be structured based on either a ‘hard hurdle’ or
a ‘soft hurdle’, or a blend of both:

• Soft hurdle – A fund is structured based on a soft hurdle
when the GP’s carried interest is 20% of total returns
once the hurdle rate has been achieved. Once the fund
has delivered the agreed-upon hurdle rate, the GP enters
a ‘catch-up’ phase were most or all the returns from
that point onwards are distributed to the GP until the
agreed-upon carry is reached. In essence, the catch-up
provision allows the GP to reach a steady 80/20 (LP/GP)
split of total returns after the paid-in capital and fees have
been returned.
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An example of a PE fund’s cashflows
Fund A has just raised $100m in commitments for a 10-year
fund. The agreement between Fund A and its LPs stipulate a
management fee of 2% per year over the first five years of the
fund, which thereafter declines by 0.25% per year. The hurdle
rate is 8%. The agreement further requires that the GP first
repays the paid-in capital, all returns up to the hurdle rate,
and the accrued management fees to the LPs. The remainder
of the fund’s proceeds is then divided 80/20 between the LP
and the GP.
Figure 1: PE Fund A lifecycle – J-curve
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