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|. Introduction

Recent downward trends in financial markets have
resulted in increased scrutiny of private equity (PE)
firms and their managed funds. Investors and reg-
ulators, including the U.S. Securities and Exchange
Commission (SEC), are increasingly concerned about
potential and emerging conflicts of interest that may
result in PE firms misvaluing portfolio companies and
charging excessive fees,

particularly when selling

those companies to them-

selves through the use of

“continuation funds.”

The SEC has amped up
inquiries concerning port-
folio company valuations
and fee calculations and
has proposed rules requir-
ing independent fairness
opinions for continuation
fund transactions. Never-
theless, investors should
seek adequate diligence
before participating in a continuation fund to ensure
appropriate portfolio company valuations and fee cal-
culations. Section V suggests steps that investors may
take under their investment agreements and during
diligence to address potential concerns.

aged funds.

II. The PE Fund Lifecycle

PE firms form investment funds through limited
partnership (LP) agreements with large investors. The
LPs provide capital, which the PE firm—as the fund’s
general partner—uses to purchase portfolio compa-
nies or other assets. Under the LP agreements, the

Recent downward trends in financial mar-
kets have resulted in increased scrutiny of
private equity (PE) firms and their man-
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LPs agree to the fees paid to the general partner for
its services and delegate control over the investments
to the general partner.

PE funds typically have a lifespan of five to ten years.

During this time, the PE firm: (i) deploys committed

capital to purchase portfolio companies; (ii) works

to streamline and grow those companies to increase

their value; and (iii) exits the fund’s investments, typ-
ically through Initial Public
Offerings (IPOs) or sales to
other companies.

The fees the PE firm
charges differ at each
stage and incentivize the
PE firm to rapidly pur-
chase, grow, and sell port-
folio companies. During
the “investment period”—
when the fund is buying
portfolio companies—PE
firms typically charge an
annual management fee
of 1.5%-2% of the total
capital committed to the fund. After completing its
investments, the PE firm charges less fees—typically
around 1.5% of the total purchase price of the com-
panies that have not yet been sold. The result is that
PE firms make less in management fees later in a
fund’s life. To incentivize PE firms to quickly grow and
exit the fund’s investments, the LPs usually agree to
pay PE firms 20% of the realized profits from the sale
of portfolio companies, known as “carried interest.”
The remaining profits are distributed to the LPs.

The PE firm only earns fees by maintaining or in-
creasing the value of portfolio companies. Typically,
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the PE firm must provide the LPs with a valuation
for each portfolio company on a quarterly basis. If a

portfolio company’s value declines below its purchase

price—i.e., a write-down
of the company—the
management fees must
be reduced. If the value of
the portfolio company is
reduced to zero—known
as a write-off —the PE firm
cannot charge any man-
agement fees as to that
investment. And if the PE
firm cannot sell a portfolio
company at a profit, then
it will not earn any carried
interest. Faced with the
prospect of reduced fees,
there is a structural in-
centive for PE firms to avoid recognizing any reduced
valuations of portfolio companies.

[ll. Increased Scrutiny of Interim Valuations and
Management Fee Calculations

Under LP agreements, PE firms typically have lati-
tude when valuing portfolio companies. Though the
agreements often provide some means for LPs to test
these valuations, including by inspecting the books
and records of a portfolio company, LPs may lack the

time and resources to effectively exercise these rights.

Without meaningful oversight, PE firms may poten-
tially delay (or avoid) write-downs and thus inflate
the value of portfolio companies, leading to excessive
fees. For example, inflated valuations may result from
potentially biased internal valuations of the compa-
ny’s current and/or future performance or a skewed
selection of comparator peer companies.

Given recent market volatility, regulators and inves-
tors are concerned that certain PE firms have, in fact,
avoided taking necessary write-downs. The SEC has
increased inquiries to PE firms about reducing man-
agement fees when portfolio company valuations are
reduced.! While the SEC occasionally posed these

Faced with the prospect of reduced fees,
there is a structural incentive for PE firms
to avoid recognizing any reduced valua-
tions of portfolio companies.
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questions previously, it now regularly asks PE firms

about these issues in detail during routine exams.

SEC officials hope to address concerns that PE firms
may be charging higher
fees than contractually
allowed.

For example, the SEC
recently entered into a
settlement with Energy In-
novation Capital, LLC (EIC),
relating to allegations

that EIC charged excessive
management fees.? From
January 2020 to March
2022, EIC made several er-
rors when calculating man-
agement fees, resulting in
overcharges of $678,861.
Those errors included
failing to account for portfolio company write-downs
and inflating the value of portfolio company secu-
rities. The SEC found that the overcharges violated
the Investment Advisors Act of 1940 and settled the
charges in exchange for EIC’s agreement to return the
excessive fees and inform past and current investors
of the settlement. The SEC’s increased activity in this
arena suggests that investors should remain vigilant.

IV. Continuation Funds: Potential
Misvaluations and Conflicts of Interest

A continuation fund is a PE fund whose purpose is to
purchase portfolio companies from another PE fund,
usually backed by the same PE firm and with many of
the same LPs rolling over their interests into the new
fund. Given the structure of these vehicles—with the
PE firm essentially selling assets to itself—there is the
potential for PE firms to distort the value of a port-
folio company while simultaneously locking in their
carried interest and increasing management fees.

The use of continuation funds has dramatically ex-
panded in recent years due to the economic uncer-
tainty caused by the COVID pandemic. While contin-
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uation funds once indicated that an investment had
performed below expectations, requiring additional
time to maximize profitability, they are now consid-
ered an acceptable and viable exit strategy. IPOs and
other sales have become more difficult given recent
market instability, and sales to continuation funds
allow PE firms to keep deals going at higher prices,
while shielding these companies from testing valua-
tions in public markets. Indeed, the volume of these
transactions dramatically
expanded from $40 billion
in 2015 to $132 billion in
2021.2 Atthe same time,
the number of IPOs has
declined significantly, with a
total value of $179.5 billion
in 2022, a 61% year-over-
year decline.*

Continuation funds pres-
ent valuation and conflicts
issues for LPs of both the
original and continuation
funds. As an initial mat-
ter, PE firms do not follow
unified valuation standards for portfolio companies.
Valuations, therefore, are somewhat subjective and
investors cannot be sure that portfolio companies are
fairly priced. A recent study determined that 42% of
continuation fund deals valued the underlying com-
pany at less than the valuation the PE firm reported
to the original fund’s LPs, 50% valued the company at
the same amount, and 8% were sold at a premium.®

PE firms suffer from apparent conflicts in continuation
fund transactions because they enable the PE firm to
revive the flagging fee base and monetize its carried
interest in the original fund. For the continuation
fund, the PE firm charges fees based on the amount
the new fund invested in the portfolio company—in-
variably more than the older fund paid the PE firm
when the portfolio company was purchased at a low-
er price. PE firms also receive carried interest payouts
twice: once from the original fund when a company

Compounding the issue, PE firms typ-
ically give LPs only a short time to de-
cide whether to roll their investment
into the continuation fund—as little as
two weeks in some instances.
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is sold to the continuation fund and again when that
vehicle later exits that investment.

Compounding the issue, PE firms typically give LPs
only a short time to decide whether to roll their
investment into the continuation fund—as little as
two weeks in some instances. These LPs may find it
difficult to make a well-informed decision within such
a truncated period without external advisors.

Recognizing these concerns,
the SEC recently proposed
new rules to ensure fair
valuations by requiring PE
firms to obtain independent
fairness opinions to pursue
continuation fund transac-
tions. In its release of the
proposed rules, the SEC
stated that such a require-
ment “would provide an
important check against

an adviser’s conflicts of
interest in structuring and
leading these transactions,”
and may promote “increases in investor confidence.”®
The final rules may differ from the SEC’s proposal and
are scheduled to be finalized later this year.

V. Proactive Investor Actions to
Mitigate These Issues

While increased SEC scrutiny may protect LPs, inves-
tors can take actions to help ensure reasonable port-
folio company valuations, appropriate management
fee calculations, and fair continuation fund transac-
tions. At each step of a PE fund investment, from ne-
gotiating LP agreements, conducting due diligence of
continuation funds, and assessing possible recourses
in the event of suspected misvaluations, investors can
potentially mitigate risks and address these concerns,
as proposed below.
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A. Negotiating the LP Agreement

The Institutional Limited Partners Association (ILPA)
publishes widely-referenced model LP agreements

that provide sample provisions to help protect inves-

tors’” interests. Investors should consider including
the following protections

taken from ILPA’s Mod-

el Limited Partnership

Agreement (Whole-of-

Fund Waterfall) in their

LP agreements.’

e Require the PE firm
to disclose calcula-
tions of the value of
fund assets to LPs
on a regular basis.

a regular basis.
(§§13.2.5.2, 13.2.5.5)

e Require the PE firm to obtain an independent

Require the PE firm to disclose calcula-
tions of the value of fund assets to LPs on

tion funds led by the same PE firm as an original fund

and recommends that LPs get involved in the trans-

action as early as possible.? Oversight by the original

fund’s LP advisory committee or a special commit-

tee formed to address continuation fund concerns

further ensures a fair process and fair price for the
transaction. LPs should
also consider procuring
an independent fairness
opinion.

ILPA also publishes a
model due diligence
guestionnaire that in-
cludes questions de-
signed to ensure the
fairness of continuation
fund transactions by
seeking the following
information.®

valuation of the fund’s assets by a different invest-
ment bank, accounting, or other appraisal firm on
a periodic basis. At a minimum, consider empow-
ering LPs to request an independent valuation.
(§13.2.5.5)

Require annual audits of the fund by an indepen-
dent accounting firm. (§15.2.1) Consider requiring
the use of a different auditor each year.

Require the PE firm to disclose to LPs a list and
the calculation of management fees on a periodic
basis. (§13.2.5.2)

Restrict the fund’s ability to sell portfolio compa-
nies to affiliates of the PE firm. (§7.1.4)

Require prior written consent of a majority of LPs
for the PE firm to pursue transactions involving
conflicts of interest. (§9.5)

Conducting Due Diligence of Continuation Fund
Transactions

ILPA provides guidance on best practices for continua-

e The details of any continuation fund transactions

C.

the PE firm has pursued over the prior five years,
including any review of conflicts, and whether the
PE firm carried over its interest in the original fund
into the continuation fund. (§6.2)

The rationale for pursuing a continuation fund as
opposed to extending an original fund or pursuing
a typical IPO or external sale. (§6.8)

The process for valuing the underlying portfolio
company, and the results of any prior independent
valuations and audits. (§6.9)

The structure of any fees associated with the
transaction, including the management fee, and
how carried interest in the original fund is distrib-
uted to the PE firm or committed to the continua-
tion fund. (§6.10)

Potential Recourses for LPs

If an LP is concerned that a PE firm may have mis-
valued a portfolio company and/or miscalculated its
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management fees, the Model ILPA LP Agreement con-
tains several provisions that may provide recourse.

LPs can exercise their rights to access the books
and records of the fund to independently assess
the PE firm’s valuations

of the fund’s assets. (§15)

LPs may retain an inde-
pendent appraisal firm
to value the portfolio

companies. (§13.2.5.5)

If the PE firm has
breached its fiduciary
duties by, for example,
misvaluing portfolio com-
panies and/or charging
excessive fees, the LPs
may remove the PE firm
as the fund’s general part-
ner. (§810, 20.5)

Upon removal, the LPs may seek to clawback
funds that the PE firm should not have received,
including carried interest. (§14.7)

VI. Conclusion

In this period of market volatility, PE investors should
exercise caution with respect to the fees charged and
valuations provided by general partners. Although the
SEC has increased its attention to these issues, inves-
tors should be vigilant and seek appropriate protec-
tions in their LP agreements, request adequate due
diligence of continuation fund transactions, and be
aware of potentially available recourses.

Javier Bleichmar, Erin Woods, and Ross Shikowitz are
Partners, and Thayne Stoddard is an Associate with
Bleichmar Fonti and Auld.

If an LP is concerned that a PE firm
may have misvalued a portfolio
company and/or miscalculated its
management fees, the Model ILPA
LP Agreement contains several provi-
sions that may provide recourse...
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