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LATEST TRENDS IN FEES AND FUND

LIFE

s industries mature, they typically follow a life

cycle where new entrants come into the market,

competition increases, efficiencies are created,

margins tighten, and it becomes a challenge to

maintain growth and profitability. General partners
have seen this phenomenon in their portfolios as acquisition
prices are near all-time highs and generating value requires
hard work and hands-on operating involvement. One aspect
of the private equity model that has largely avoided margin
pressure has been the general partner compensation structure.
Over the years, depending on the strength of the fundraising
market, leverage on negotiating terms has swung back and forth
between limited and general partners. While the pendulum has
swung both ways, it has generally fallen in favour of the general
partners, particularly those with strong track records. However,
over the last several years we have seen limited partners picking
their spots and finding creative ways to reduce their fee burden.

While the traditional 10-year fund with a 2% management fee
and 20% carry remains the standard for buyout funds smaller
than $2bn, we are increasingly seeing both GPs and LPs consider
alternative structures. These alternative structures may be

fee or carry discounts to entice early closers into a fund or a
trade-off of lower management fees in exchange for premium
carry. Access to reduced fee and carry co-investments has also
become commonplace as investors seek to average down their
fees through these one-off direct investments. In all cases, we
tell our clients that terms do not drive a successful capital raise.
Even terms beneficial to LPs can be detrimental to a fundraise
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if those structures are difficult to explain to an investment
committee or might be perceived as misalignment of interests.
Solid performance, a differentiated and repeatable strategy

and a stable team will always be the first consideration for an
investor. Once the box is checked on these factors, then terms
will be considered. Below | address three trends: discounted fees,

premium carry and the more recent phenomenon of extended
fund life terms.

Rarely does a week pass when there is not a news story about
investors claiming they pay too much in aggregate fees to private
equity managers. These stories are often motivated by investors
that face political pressure and do not take into consideration
the most important measures of performance - net IRR and

net multiple of invested capital (MOIC). On a net basis, private
equity managers have continued to widen the gap between
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private and public equity markets. When rebased to 100 as of

31 December 2000, the PrEQIn Private Equity Index reached a
high of 427.1 points, compared to 283.7 for the S&P Total Return
as at December 2017. This significant margin is the result of
healthy and robust outperformance exhibited by private equity
managers globally. As with most high-performing groups, we
strongly advise our clients not to proactively offer fee discounts
and to assess the momentum of the fundraise before any
discount is considered. If the raise needs a boost and an investor
is willing to commit early and in size, then a fee reduction

may be warranted. If lower fees are conceded, the agreement
language should limit any discount to first-closers above a certain
commitment level, thus making sure that the most favoured
nation clause (MFN) is not tripped for investors that have less

of an impact. We also make it clear to our clients that giving up

a piece of the GP or carry points should be a non-starter unless
there is something beyond capital that an investor can provide
(e.g. unique sourcing, technical capabilities etc.).

On the flip side of discounted fees, the strong fundraising
market has in some cases allowed managers to obtain premium
compensation, typically in the form of premium carry. We have
seen premium carry attained primarily by two means. The first
is by offering investors a lower management fee in return for
higher carry. Some GPs have offered two different fee structures,
the traditional 2%/20% or a lower management fee of 1% to
1.5% with a carry of 25%. This can be an attractive alternative
for investors as it more directly aligns the compensation with
the success of the fund. The other premium carry structure

we have seen involves managers sticking to the traditional 2%
management fee but putting in place a tiered structure where
carry increases as returns increase. For example, a manager
might get 25% carry above a 2.5x net return and 30% above a
3.0x net return. Investors have gotten comfortable with these
structures for their best managers, but they may also require an
IRR hurdle to make sure the manager does not continue to hold
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an asset while allowing the IRR to deteriorate just to reach the
multiple hurdle. Above all, an investor needs to be comfortable
that higher incentive fees will not drive the manager to take

on significantly more risk than the strategy has historically
warranted in order to achieve the higher returns.

As it relates to extended fund life terms, the traditional 10-year
model is being tested more frequently. Permanent capital, while
every GP's dream, is difficult to secure so managers are starting
to seek fund life terms out to 15 years. The rationale is that they
do not want to be pressured to sell a business, which continues
to compound returns at 15-20%, just because the fund has
reached its contractual limit. For some types of investors, long-
term funds can be attractive to avoid re-investment risk, while
others may have their own policy or structural issues with the
longer term. Additionally, some investors may take a cynical view
that managers will hold businesses just to continue to collect
fees. Nonetheless, we do see funds with an extended fund life
being raised by high-quality groups, although they generally
include a significant step down in fees in later years.

We are fortunate to be running a business in an industry for
nearly 20 years that has continued to grow and prosper. We will
continue to see an evolution in terms as we get deeper into the
maturity curve of the industry life cycle. There are thousands of
smart limited and general partners making investment decisions
every day, and as long as the industry keeps irrational political
pressures at bay and operates within a regulatory structure

that is not overly restrictive, we believe that terms will continue
to evolve in a way that best aligns the interests of all parties
involved in private equity.

Founded in 2001, Capstone Partners is a leading independent placement agent focused on raising capital for private equity, credit, real

assets and infrastructure firms from around the world.
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