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I. Appendix A
An explanation of carried interest and co-investment arrangements in the private equity industry
The description below is an illustrative example and is not uniform across all firms nor jurisdictions.  The Appendix sets out diagrams which illustrate the below.  

Investment management fee and salary

· A fund structured as a limited partnership is created through detailed negotiation between investors (also known as “limited partners”) and their advisers, on the one hand, and the private equity management group on the other hand.  Investors make commitments to invest in the fund, i.e. the amount they originally agree to subscribe to the fund.  The amount committed is not paid immediately on a fund’s closing but in tranches over the commitment period (typically four to seven years).

· The private equity management group owns the general partner (one of the partners in the fund) and the investment manager, which manages the fund.  (In some cases the general partner and investment manager are a single legal entity.)  This results in a document which sets out the key terms of the fund. 

· Pursuant to the constitutional documents of the fund, the private equity group receives a fixed annual amount for managing the fund.  This is often structured as a fee charged by the investment manager to the general partner, who pays the fee out of its priority profit share received from the fund ("PPS").  Any increase in risks in the fund does not increase the amount of management fee, so there is no incentive to increase these risks.  Private equity managers must therefore carefully budget to ensure their cost base is covered by the PPS.
· The PPS/management fee is intended to cover the operating costs of the general partner and investment manager, including salaries, as well as, in some cases, pension contributions and life and critical illness insurances plus external fees to investment and other advisors, etc.  

Fund profitability

· Crucially, profits are achieved by the fund only on a successful realisation of the fund's investments, which might arise on the sale of the portfolio company or following its initial public offering.  Fund profits are therefore realised and real (as opposed to being based on accounting valuations).  (Accounting profits may be reported to investors before realisation for the purposes of transparency but these are not relevant to fund flows.)  Typically, proceeds received by a fund are distributed in a timely fashion to investors and are not held within the fund pending a fixed distribution date sometime in the future. 
· In some cases, a portfolio company may be refinanced during the period of ownership by the fund. In this case, proceeds will be received by the fund and distributed to investors even though the company remains in the portfolio to be fully realized at a future time.  But again, these proceeds are realised in the hands of investors, so reducing what is known as the investors’ capital at risk in the fund.  If a portfolio company were to get into financial difficulty (for example because of a subsequent deterioration in the economic cycle), the fund has no legal obligation to provide further capital (although it may do so if the investment manager considers this to be in the best interests of the fund).
· When the fund as a whole becomes profitable, the general partner is allocated PPS from its profits, but its share of proceeds must first go to repay the amounts paid into the fund by investors in earlier years. This ensures that investors receive back all of the money they have actually paid under the terms of the fund. 

Carried interest
Carried interest is negotiated by the fund investors and follows quite predictable norms dictated by fund investors.  The key features of carried interest arrangements relevant to CRD IV remuneration requirements are as follows:

· The level/terms/design of carried interest receivable by the investment manager from the funds is negotiated between the firm and the investors in those funds.  The investors are almost universally institutional (professional) investors, who are highly experienced and well advised.  To ensure alignment with their interests, investors will typically require key members of the investment team at the investment management firm to be part of the carried interest base remuneration structure and also expect to see a co-investment obligation from these team members. 
· Investors must receive back from the fund in cash an amount equal to their drawn down commitments (the amounts they actually pay in to the fund) plus a preferred return (typically 8-10% p.a.). Only then does the general partner/manager or carried interest vehicle start to participate in profits. After this preferred return has been reached, profits are split in accordance with a pre-determined formula agreed with investors and set out in the fund constitutional documents, typically 80% to investors, 20% to the general partner/manager or the carried interest vehicle.  In other words, carried interest operates on a cash to cash (realised profits only) basis. It does not pay out based on accounting valuations. This approach is designed to ensure that the fund manager is incentivised to see all investments as being important to generating returns for investors rather than being tempted to take excessive risks with any single investment.
· It will normally be several years before carry payments are received by the members of the investment team who are incentivized through the carried interest structure. Many funds raised just before the financial crisis in 2009 have only recently come into “carry territory”. There is, therefore, inherent "deferral" in carry schemes. 

Co-investment

The typical features of co-investment arrangements relevant to CRD IV remuneration requirements are as follows:

· Co-investment by private equity executives may be negotiated by investors (and often the firm) to promote alignment of investor interests and to ensure that the investment team has "skin-in-the-game" and invests on the same economic terms as the investors.  
· In other words, they put at risk the loss of their own money through their stake. 
There is no common method by which the co-investment is funded.  It will depend on the particular circumstances of the prospective participants and the level of the initial commitment.

Appendix B
Note: The diagrams below are illustrative only and not all firms operate in the same way.
Figure 1: example legal structure 




Figure 2: funds flow diagram (for a single portfolio company sale)


limited partners





intermediate holding structure not shown





limited partner





general partner





Fund vehicle


(commonly a limited partnership)











General partner company





NCA authorised manager (commonly a limited liability partnership)


Usually, the investment committee sits here.





























Key execs





Co-investment vehicle


(commonly a limited partnership)

















Portfolio group holding companies





debt finance











External institutional investors








limited partners





Junior staff





Carried interest vehicle


(commonly a limited partnership)





Trade, secondary or other buyer or IPO vehicle





Portfolio group holding company





Proceeds of sale or IPO on exit of each portfolio company





Co-investment returns





Co-investment commitment





Management fee





Returns to investors





Commitments to fund





Carried interest commitment





Salary and bonus





Alternatively, in the case of owner-managers, a distribution of profit (in the case of an LLP, as profit share)





Priority profit share





Carried interest





Fund vehicle


(commonly a limited partnership)





General partner company





NCA authorised manager 


(commonly a limited liability partnership)





























Key execs

















External institutional investors








Carried interest returns





Co-investment vehicle 


(commonly a limited partnership)





Carried interest vehicle


(commonly a limited partnership)








24
Block DocID

4

