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PREFACE

When it comes to partnership terms and conditions, private equity firms have
had it very good for a very long time. In coming months we suspect they’re going
to have it a little less good, thanks to both the tight fundraising market and a com-
munity of investors that’s increasingly vocal and like-minded.

Just how good have private equity firms had it? Consider a hypothetical 10-per-
son firm that raises a debut $500 million buyout fund on what have been fairly
standard terms. Through the five-year investment period, the firm collects a 2 per-
cent management fee, or $10 million a year. That’s easily enough to make million-
aires of several of the partners during the first five years. On top of that, the part-
ners get to keep 20 percent of any fees they charge their portfolio companies—suc-
cess fees, investment banking fees, consulting fees. That could easily add up to hun-
dreds of thousands of dollars more. And that’s before the partners get their 20 per-
cent of the profits on their investments.

But surely the investors have insisted on getting all their invested capital back
before the partners get to share in the profits, right? Actually, no: The partners only
have to return a portion of invested capital, even if that means eventually having
to return some excess profits to investors. But the partners have put most of their
net worths at risk, right? Well, not really: They agreed to a fairly standard 1 percent
GP contribution and funded a good chunk of it with deferred management fees. But
the private equity firm must then bear the cost of broken-deal expenses, annual
meetings, and reverse break-up fees? No, no, no. Those costs are borne by the fund.
But at least the investors can remove the general partner if the members commit
securities fraud, right? Of course, just so long as they’ve been convicted, and there
is no possibility of appeal.

We could go on and on and on. Just why investors have been so toothless over
the years has been the subject of much debate. Some investors clearly worry that
having a reputation as a stickler at the negotiating table could be the kiss of death:
General partners simply won’t allow them to invest in their funds. In most partner-
ship negotiations, the power on one side of the table is concentrated in the hands
of the desirable general partner; on the other side it is dispersed among dozens, if
not hundreds, of prospective investors. Only in rare instances have individual lim-
ited partners felt strong enough to try to call the shots.

To be sure, small investors can theoretically team up with one another to hold
out for better terms. But that’s been made difficult in many cases by the short time
frames private equity firms have given them to decide, and by the difficulty of find-
ing out who is or isn’t considering an investment in a fund. Investors also worry
that presenting a united front on terms could be viewed by the U.S. Justice
Department as collusion.

Investors have yet to completely overcome these fundamental disadvantages at
the negotiating table. Still, they’ve never had so much power to shape partnership
negotiations, nor motivation to use it. As a group institutional investors have far less
capital to commit to private equity funds than they did two or three years ago. Those
still flush with money recognize they’re far more important to cash-starved general
partners than they were before. More than 200 have also joined the Institutional
Limited Partners Association (ILPA), which provides numerous opportunities each



year to get together and discuss issues like partnership
terms and conditions. More significantly, ILPA in the
late summer of 2009 published a set of private equity
preferred terms that, were they adopted, would pro-
duce partnership agreements of unprecedented
friendliness to limited partners (see p.97).

Among the terms on the wish list: return-all-capi-
tal distribution waterfalls, joint-and-several liability
for GP clawback obligations, 100-percent transaction
fee offsets and no-fault divorce clauses that provide
for either the removal of the general partner or disso-
lution of the fund upon a two-thirds vote of the limit-
ed partners. At press time, more than 50 institutional
investors had endorsed the principles, including the
influential California Public Employees’ Retirement
System.

Will institutional investors get everything they
want on the ILPA wish list? No general partner worth
investing with would even come close to total capitu-
lation. Then again, general partners will be listening,
and no doubt giving ground on many terms they pre-
viously considered sacrosanct. Indeed, throughout
this study the authors, based on expert advice from
our advisory board, note where investors are likely to
run into resistance on their wish list, and where
they’re likely to make progress.

The bottom line is that the next edition of this
study is likely to find partnership terms far more lim-
ited-partner-friendly than they have been over the
last four years.



TABLE OF CONTENTS

Guide to Tables and Charts
Preface
I. Description of Sample and Methodology
Sample Composition
Breakdown by Fund Size
Composition of International Sample
Firm Size
Il. Fund Formation and Operation
Fund Term and Investment Period
Approvals Required For Extensions
Recycling Provisions
Limits on Recycling Provisions
Bridge Financings
Limits on Bridge Financings
Fundraising Timing
Co-investment Rights
Cherry-picking Investments
LP Co-investment Rights
Unrelated Business Taxable Income
Capital Calls and Default Penalties
Capital Call Limits
Side Letters/Most Favored Nation
GP Contribution
How GP Contribution is Funded
GP Contribution 2010-2011
Investment Restrictions
Fund Leverage
Friends and Family Funds
lll. Fees and Expenses
Management Fees
How Fees are Structured
Budgeted Fees
Tiered Fees
Management Fees by Fund Size
Scale-downs and Scale-ups
Management Fees 2010-2011
Transaction Fee Offsets
Transaction Fee Offsets 2010-2011
Expenses
Organizational Expenses
Deal Sourcing and Monitoring
Broken-deal
Annual Meetings
Travel
Outside Consultants
Reverse Break-up Fees
Placement Agents

O O N U

O

10
10
13
13
13
17
18
19
19
21
23
23
23
25
27
27
30
31
31
33
34
36
37
39
39
39
39
39
39
42
44
45
47
48
48
48
48
48
48
48
48
48

How Shared Expenses Get Allocated 48

IV. Distributions and Profit Sharing
Carried Interest
Treatment Of Fees and Expenses

Impact of Proposed Changes to Carry

Taxation
Carried Interest 2010-2011
Distribution Waterfall

Deal by Deal

Return all Capital

Priority Return

Catch-up Provision

Net Asset Value Test
Distribution Waterfall 2010-2011
GP Clawback

How Calculated

Clawback Guarantee

Escrow Accounts

True-ups
GP Clawback 2010-2011
Distribution Methods

Cash Distributions

Freely Tradable Securities

Sale of Securities for Cash

Valuation of Freely Tradable Securities

Valuation of Restricted Securities

Dividends and Interest

Short-term Investments

Tax Liability Distributions

V. Performance and Returns

Quarterly Reports

Reporting of Track Record
Valuations

Pre-IPO Companies
Confidentiality

Freedom of Information Act Laws

VI. Corporate Governance

Advisory Board

Roles and Powers

Number of LP Advisers
Indemnification

Standard of Care

LP Clawback

Limits on LP Clawback
Divorce Clauses

For-cause Divorce Clause

No-fault Divorce Clause

No-fault Suspension
Divorce Clauses 2010-2011

53
53
53

54
56
57
58
58
58
58
59
59
62
62
62
63
63
65
66
66
66
66
66
67
67
67
67
72
72
72
73
73
74
74
75
75
75
75
79
79
79
79
82
82
83
83
86



Key-person Provision
Automatic Suspensions
Extension of Suspension Period
End of Suspension Period
Actions Resulting from Trigger
Key-person Provision 2010-2011

87
88
88
88
88
91

Appendix A. Glossary

92

Appendix B. Examples of Scale-down Formulas 95

ILPA Private Equity Principles Presentation

97



No.
1.1
1.2
1.3
1.4
1.5
1.6
1.7

2.1
2.2

23
2.4
2.5
2.6
2.7
2.8
2.9
2.10

211

212

213

2.14

215

216

217

2.18

2.19
2.20

2.21

GUIDE TO TABLES AND CHARTS

Chart/Table

Sample composition

Year of final closing for sample of funds
Breakdown by fund size

Is your fund open or closed?

Composition of international sample

How many partners or partner-equivalents
does your firm have?

How many investment professionals does
your firm have?

What is the fund’s term?

If extensions are allowed, what is the

term of the extensions?

What approvals are required for extensions?”
What is the investment period?

When does the investment period start?
Does the GP have re-investment or
recycling rights?

If so, is there a limit on the amount that
can be re-invested?

Can the GP provide temporary bridge
financing?

If yes, is there a limit on the term of the
bridge loan?

After initial close of your fund, how much
time did you have to reach a final closing?
How much of the fund must be invested or
reserved for follow-on investments before
raising a successor fund?

Does the GP hold rights to co-invest
alongside the fund?

If so, can the GP cherry pick investments
or must it co-invest in all deals?

Did the firm grant preferential co-investment
rights to any limited partners?

Does the partnership agreement have a pro-
vision designed to reduce or eliminate UBTI?
If so, what is the GP required to do under
that term?

How much advance notice must you give
to LPs on capital calls?

Are there limits on the amount of capital
that can be called?

What are the penalties for a defaulting LP?
Is the GP permitted to waive the default

of an LP?

Do you have “most favored nation” clauses

10
10
11
11
12

12
13

14
15
15
16
17
18
19
20

21

22

23

24

24

25

26

27

28
29

29

No.

2.22

2.23
2.24

2.25
2.26

2.27

2.28

3.1

3.2
33

34
3.5
3.6
37
3.8
3.9
3.10
3.1
3.12
3.13
3.14
3.15
3.16
3.17
4.1

4.2

Chart/Table

with any LPs, allowing them to see the
terms of side agreements?

What is the GP contribution to the fund,

as a percentage of total commitments?
How do you fund your GP contribution?
Does the partnership agreement place limits
on the GP’s investment authority?

What restrictions do you have?

Does the fund have the ability to issue senior
securities on top of the LP fund interests?
Did you create a parallel “sidecar” fund that
offers reduced fees/carry to LPs in a position
to assist the fund?

If so, were any LPs of the main fund allowed
to invest in the parallel fund?

How are your initial fund management fees
structured?

Do all LPs pay the same management fee?
What is the starting management fee, as a
percentage of capital commitments?

Table: All venture funds, management fees
by fund size

Table: All buyout funds, management fees
by fund size

Is there a management fee scale-down
during the term of the partnership

What is the base for the management fee at
the end of the investment period?

How are transaction and related fees treated?
Do you have a cap on organizational
expenses above which the GP or
management company would pay for them?
Who bears the expense of deal sourcing and
monitoring?

Who bears the expense of broken-deal
expenses?

Who bears the expense of annual meetings?
Who bears the expense of travel?

Who bears the expense of outside consultants?
Who bears the expense of reverse break-up fees?
Who bears the expense of placement agents?
How are shared expenses allocated?

What is the carried interest the GP receives
from investments?

Is the carried interest calculated net of

fees and expenses?

30

31
32

34
35

36

37

38

39

41
41
41
42
43
45
48
49
49
50
50
51
51
52
52
53

54



No.
43

4.4

4.5

4.6

4.7

4.8

4.9

4.10

4.11

4.12

413

4.14

4.15

4.16

4.17

4.18

4.19

4.20

4.21

4.22

5.1
5.2

Chart/Table

Can you amend the partnership without LP
permission to reflect changes in carry taxes
provided it doesn’t impact LP economics? 55
Before GP begins receiving carried interest
distributions, what must first be returned to
limited partners? 57
On top of that amount, does the GP also

have to provide a priority return, or hurdle

of some kind? 59
If yes, what is the hurdle? 60
For those with a hurdle, does the fund have a

“catch up” provision? 61

Is there a “Net Asset Value” test to allow GP

to receive distributions on exits if the portfolio
outperformed a benchmark? 61
Does the fund have a GP clawback requiring

the return of profits that the GP should not

have taken earlier in the fund’s life? 62
How is the clawback calculated? 63
Is there an escrow or equivalent to ensure

the GP clawback? 64
Is the clawback guaranteed by the individual
members of the GP? 64
Are clawback true-ups required at any time
before the end of the fund term? 65
How quickly must the fund distribute cash

due to the LPs? 66

Is the GP required to distribute freely
tradable securities within a specified time

after becoming tradable? 67
Must you sell securities for cash on behalf of
limited partners that request it? 68
For freely tradable securities that you

distribute, how are they valued? 68

If the fund is permitted to distribute securities
that aren’t freely tradable, how is the value
determined? 69
How are dividends and interest (other than
proceeds from short-term investments of idle

cash) distributed? 69
How are proceeds from short-term

investments of idle cash distributed? 70
Does the GP have the right to receive tax

liability distributions? 70
If the tax distribution is allowed, who gets

the distribution? 71
How often do you report to LPs? 72

How do you value pre-IPO portfolio companies? 73

No.
5.3

6.1

6.2a

6.2b

6.2c

6.2d

6.2e

6.3

6.4

6.5

6.6

6.7

6.8

6.9

6.10

6.11

6.12

6.13

6.14

6.15

6.16

6.17

Chart/Table

Do you withhold certain information from
investors governed by Freedom of

Information Act laws? 74
How many LP advisers does your firm have? 75
What are the roles and powers of the LP

advisory committee at US venture firms? 76
What are the roles and powers of the LP

advisory committee at US buyout firms? 76
What are the roles and powers of the LP advisory
committee at international venture firms? 77
What are the roles and powers of the LP advisory
committee at international buyout firms? 77
What are the roles and powers of the LP

advisory committee at fund of funds? 78
What conduct by the GPs would release the

fund from providing indemnification? 79
Is there an LP clawback to support legal

claims against the GP? 80
If there is an LP clawback, is there a limit on

the amount that can be clawed back? 80
If there is an LP clawback, is there a limitation

on the timing of the clawback? 81
Can the LP remove the GP or dissolve the

fund for cause? 82
If yes, what percentage of LPs must agree

to proceed? 83

Is there a no-fault divorce clause letting the
LP remove the GP or dissolve the fund for

any reason? 84
If yes, what percentage of LPs must agree to
proceed? 84
Does the fund have a no-fault suspension of

the investment period clause? 85
If a no-fault suspension is to take place,

what percentage of LPs must agree? 85
Does the fund have a key-person clause? 87

If yes, is there an automatic suspension on
investments should the key-person get

triggered? 88
If there is an automatic suspension, do LPs
have to vote to extend it? 89

If there is an automatic suspension, does it
become permanent unless the LPs vote

to end it? 89
What actions result from the key-person
provision trigger? 90



