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5. Allocating Profits Using a Waterfall Structure                       
 
Figure 5a (Summary of Waterfall Distribution for Book Value of Equity Scenario) 
 

�
 
Using the book value of equity calculations, the general partner has a higher IRR (20.7%) than the 
limited partner does (13.7%). The general partner has a higher rate of return because he is 
undertaking development risk (Figure 5a) (Appendix 5a). Although the limited partner contributes 
more equity, the developer takes on more development risk3 by identifying the project opportunity, 
coordinating the debt and equity partners, providing the land and parking garage, overseeing 
construction, paying for construction cost overruns, and etc.  
 
In addition to development risk, the general partner gets a higher return because he contributes less 
equity than the limited partner does. The general partner contributes 40% of the equity while the 
limited partner contributes 60%. For IRR returns greater than 12%, the general partner gets promote 
cash. Given that this project's book value of equity IRR (16.7%) is greater than 12%, the general 
partner's share of cash flows is promoted from 40% to 80% in the Tier 4 Allocation. As a result, the 
general partner receives total promote cash of $5,310,034 (12.1% of total returns). This waterfall 
structure aligns the developers' and limited partners' incentives together. Because the limited partner 
contributes a higher portion of equity, he receives preferred equity returns. Because he assumes 
development risk, the developer is compensated with promote cash. The developer receives this 
promote cash at the back-end of the deal so that he's incentivized to stay until the project's 
conclusion.  
 
 
������������������������������������������������������������
3�http://www.pircher.com/media/publication/50_SACArticle.pdf�
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Figure 5b (Summary of Waterfall Distribution for Market Value of Equity Scenario)     
 

 
The deal dynamics change in the Market Value of Equity scenario because the developer contributes 
more equity and his IRR decreases. As a result, the Market Value of Equity scenario is particularly 
unappealing for the developer (Figure 5b) (Appendix 5b). For the developer and limited partner, the 
Book Value of Equity scenario is more profitable than the Market Value of Equity scenario. In both 
scenarios, the general partner still has a higher rate of return than the limited partner does.  

Going from the Book Value of Equity scenario to the Market Value of Equity scenario, the developer's 
IRR decreases by 8.3% [(20.7% (BV Equity IRR) - 12.4% (MV Equity IRR)]. The developer suffers a 
greater decrease in return than the limited partner does. Going from the Book Value of Equity 
scenario to the Market Value of Equity scenario, the limited partner's IRR decreases by 1.5% [(13.7% 
(BV Equity IRR) - 12.2% (MV Equity IRR)].  

Despite having more development risk (ie. building construction), the developer earns an IRR (12.4%) 
that’s nearly identical to the limited partner’s (12.2%) in the market value of equity scenario. The 
developer's leveraged returns are now smaller in this scenario because he ends up risking more 
equity in the deal. In this scenario, the developer gives a greater portion of equity (60%) than the 
limited partner does (40%) because the developer has to acquire the land and parking garage at 
today’s market rate. In the market value of equity scenario, the developer’s IRR is not substantially 
higher than the limited partner’s for the amount of risk the developer assumes.  

Going from the Book Value of Equity scenario to the Market Value of Equity scenario, the developer's 
total promote cash decreases from $5,310,034 (12.1% of total BV Equity returns) to $303,637 (0.7% 
of total MV Equity returns). The developer's total promote cash decreases because the project's total 
IRR decreases going from the Book Value of Equity scenario (16.7%) to the Market Value of Equity 
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scenario (12.3%). Since the Market Value of Equity IRR clears the 12% IRR threshold (for Tier 4) by a 
smaller margin (+0.3%) than the Book Value of Equity (+4.7%) does, there's less cash that the 
general partner can take as promote cash in the Market Value of Equity scenario's Tier 4 Allocation. 

The Book Value of Equity scenario also has a larger amount of net profits to distribute ($22,729,159) 
than the Market Value of Equity scenario ($18,554,159) does. This is due to the fact that the market 
value of equity scenario’s total contributed equity ($25,385,043) is $4,175,000 greater than the book 
value of equity’s ($21,210,043).  
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Appendix 
 
Appendix 5a (Waterfall Distribution for BV Equity Scenario) 
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Appendix 5b (Waterfall Distribution for BV Equity Scenario) 
 

 

 



Kupono Liu � kl733 � Feasibility Analysis Part II � Spring 2017 

15�
�

         

 



Kupono Liu � kl733 � Feasibility Analysis Part II � Spring 2017 

16�
�

 


