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Abstract
Private equity investments in partnerships such as funds and
joint ventures are more complex than the traditional residual
interest common equity that we teach in corporate finance.
Cash distribution rules between operating and investing
partners incorporate proprietary returns on invested capital and
equity IRR-dependent residual cash flow distributions. IRR is
in turn impacted by management decisions over financial
leverage and investment horizon, apart from investment
performance. The economic consequences of these structures
is complicated and often not well understood. Using simple
models of real estate development, this paper is intended as a
primer on the economics of private equity structures.

Introduction
Private equity as an alternative investment class has grown rapidly in recent years and the private equity
industry has become a very popular destination for economics and finance students. Although most often
associated with operating company or venture capital, private equity is extremely important in project
finance, particularly in the real estate industry. 2 Academic work in this area has been geared primarily to
private equity fund performance. There has been little work addressing the specifics of private equity
structures and their implications for the operating and capital partners that invest in them. In private equity
funds and joint ventures, operating agreements between equity partners employ cash distribution rules that
are more complex than the simple residual interest common equity that we teach in corporate finance. The
intricacies of these rules and the nature of their dependence on basic financial math are poorly understood,
even among many practitioners. As a result, relationships between contractual components of private
equity, investment objectives, and cash distribution outcomes often are poorly understood as well.
This paper is intended to serve as a “primer” on the structure of private equity using real estate
development joint ventures as the investment vehicle. We lay out the basics of commonly used joint
venture terms, comparing and contrasting with other private equity investment structures. We then develop
and discuss simple models of real estate development equity using common joint venture cash flow
distribution rules. Our models use project profitability standards based on feasibility metrics employed by
practitioners. We examine the distribution of proceeds and investor’s net present value under alternative
market-based assumptions for key valuation parameters. We demonstrate that variables such as investment
period length and financial leverage can impact the distribution of value-added between partners,
independent of project success. Our results reinforce one of the most fundamental lessons we teach, which
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Public real estate equity (e.g., REIT stock) is popular with academics given their familiarity with securities trading and the wealth
of transactions-based price data, yet historically private equity has been far more important than its public counterpart. As of
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funds and fund managers), was nearly $240 billion.
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