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In-Kind Distribution as an Exit Strategy: Issues 
a Private Equity Fund Should Consider Before
Distributing Securities of a Portfolio Company to 
Its Investors 
By Valerie Ford Jacob, Robert C. Schwenkel, Michael A. Levitt, and Brandon T. Press

Formulating an exit strategy by which a private equity fund harvests its investment

in a portfolio company in order to realize gain on its original investment or to

minimize future losses is as critical and, potentially, as complicated, as 

deciding whether to make a particular investment. While typical exit strategies

contemplate selling securities or assets in connection with the sale of a portfolio

company, another exit strategy that may be available to a private equity fund 

is the pro rata distribution “in-kind” of portfolio company securities held by 

the fund to the fund’s investors. An in-kind distribution may be more complex 

than other exit strategies and, prior to effecting an in-kind distribution, a 

private equity fund should analyze the legal, regulatory, and practical issues

underlying the distribution.
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The Distribution – Key Factual and Legal Issues
Advantages of In-Kind Distributions

There are a number of advantages to an in-kind distribution. An in-kind distribution enables each of the fund’s

investors to hold the distributed securities according to its own preference while generally allowing the 

investor to defer recognition of tax on the distributed securities until the investor decides to sell the distributed

securities. An in-kind distribution also avoids burdening the portfolio company with the time and expense

associated with undertaking a registered offering. In addition, the prospect of finding a suitable third party

purchaser could prove daunting in light of stringent transfer restrictions, potential regulatory concerns if the

prospective purchaser is in the same line of business as the portfolio company, or difficulty in agreeing 

upon a governance arrangement between the prospective purchaser and the portfolio company.

Contractual Permissibility

The first step in analyzing whether a private equity fund can effect an in-kind distribution is to review the

material agreements governing the activities of the fund. Specifically, the fund’s partnership agreement 

(or similar document governing the relationship among the fund, its general partner or managing member, 

and its investors), along with any side letters that amend the partnership agreement with respect to 

particular investors, should be reviewed to confirm the permissibility of an in-kind distribution and to review

any applicable limitations. Many partnership agreements authorize the general partner to make an in-kind

distribution so long as the securities being distributed are not subject to any material restrictions on transfer

under law or by contract. The partnership agreement may condition distribution of securities to the fund’s

investors on the existence of an active public trading market for the securities or on the fund’s investors being

able to sell the distributed securities pursuant to an effective registration statement or a valid exemption from

the registration requirements under applicable securities laws. If the partnership agreement does not permit 

the general partner to make an in-kind distribution, the fund would have to obtain the consent of the fund’s

limited partners in order to amend the partnership agreement to provide the necessary authority, a potentially

costly and time-consuming process.  

In addition, any shareholder agreements among the fund, the portfolio company, and other holders of the

portfolio company’s securities should be reviewed in order to evaluate the applicability of any provisions

restricting the transfer of securities by the fund. Prior to entering into a shareholder agreement, a private equity

fund that typically considers in-kind distributions as a potential method of exit from an investment should

negotiate for a specific carve-out from the general restriction on the transfer of securities that permits the fund

to distribute portfolio company securities in kind to its investors. If a fund is also negotiating registration rights,

it will likely seek to require the issuer to agree, upon the demand of the fund, to register the securities held by

the fund in accordance with the method of distribution expressed by the fund at the time of the demand. The

fund should try to make clear in the registration rights agreement that a possible method of distribution may

include a distribution by the fund to its investors. A fund should be mindful of preserving as much flexibility as

possible at the front end of a transaction rather than having to react to a restrictive set of circumstances by

seeking amendments or waivers.

continued on page 15 
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Exit Strategy Planning and Internal Controls: A Perspective
By Richard A. Steinwurtzel, Vasiliki B. Tsaganos, Bradford R. Lucas, and David R. Dimitrious

The new regulatory requirements of the Sarbanes-Oxley Act of 2002 have profoundly affected public

companies. One particularly demanding requirement is Section 404 and its related rules, which require

public reporting companies to establish, maintain and periodically assess internal controls over financial

reporting (internal controls). Even well-established public companies are finding these requirements to be

onerous. The SEC delayed the original compliance date for accelerated filers by five months in order to

allow companies more time to achieve compliance. Moreover, through the first five months of 2004, there

have been over 150 instances in which reporting companies have disclosed the existence of either a

material weakness or a significant deficiency in their internal controls. While these rules apply only to

public companies, they also present an important planning issue to a private company and its private

equity investors that seek an exit through an initial public offering or a sale to a public company. To carry

out an IPO exit, a private company must establish and maintain internal controls systems that comply with

Sarbanes-Oxley and satisfy underwriters. Also, because a public company purchaser faces the challenges

and risks of integrating a private company’s internal controls infrastructure in the public sale context, the

private company’s internal controls must also be acceptable to the public company purchaser. To enhance

the likelihood of a successful exit transaction, private equity investors should ensure that their portfolio

companies have established and effective internal controls.

SEC Requirements
Internal Controls

Last year, the SEC adopted internal controls rules requiring:  

• a public company to disclose in its annual reports management’s assessment of the effectiveness of the

company’s internal controls as of the end of the fiscal year

• public company auditors to attest to management’s assessment of internal controls, and

• a public company to disclose in its annual and quarterly reports any changes in internal controls that have

materially affected or are reasonably likely to materially affect the company’s internal controls.

The third requirement is effective currently, and the remaining two requirements must be met in a company’s

annual report on Form 10-K for fiscal years ending on or after (1) November 15, 2004 (in the case of

“accelerated filers”) or (2) July 15, 2005 (for other companies). Related to the second requirement above,

auditors will, as a predicate to delivering the requisite attestation, conduct a separate, independent audit and

evaluation of the company’s internal controls. 

Disclosure Controls

In tandem with its internal controls rules, the SEC requires a public company to disclose, in its periodic reports,

the conclusions of the principal executive and financial officers regarding the effectiveness of the company’s

disclosure controls and procedures (disclosure controls). A company’s disclosure controls must be designed 

to ensure that information disclosed in reports filed with the SEC is recorded, processed, summarized, and

continued on page 4
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reported in a timely fashion. Because the SEC and its staff have indicated that disclosure controls encompass

some components of internal controls, deficiencies in a company’s internal controls may prevent the

company from concluding that its disclosure controls are effective.  

CEO/CFO Certifications

As required by Section 302 of Sarbanes-Oxley, the SEC also requires a public company’s principal executive

officer and principal financial officer to certify in each periodic report that, among other things, (1) they are

responsible for establishing, maintaining, and evaluating internal and disclosure controls and (2) the report

contains certain disclosures about the effectiveness of, and changes to, internal and disclosure control

systems. CEOs, CFOs, and public companies are exposed to civil liability for false Section 302 certifications.  

Facing Internal Controls When Exiting 
IPO Exit Strategy

Private equity investors considering an IPO exit strategy face these internal controls requirements. As a

result of these rules, if a private company has not previously established and tested Sarbanes-Oxley

compliant controls and is uncertain as to the effectiveness of those controls, risk factor and other cautionary

disclosure may be necessary in the IPO prospectus as a matter of careful planning. Consequently, private

companies preparing to launch an IPO should be establishing, documenting and evaluating internal and

disclosure controls to comply with these regulations.  

Compliance with SEC Disclosure Obligations. Although a company is not expressly required to include

evaluations or assessments of its internal controls or disclosure controls in its IPO prospectus, a 

number of companies have added thoughtful risk factor disclosures regarding internal controls in their IPO

prospectuses. Recent examples include the IPO prospectuses of Google, Inc. and Intervideo, Inc. Once

public, a company must begin complying with the provisions of periodic reports regarding internal and

disclosure controls. A company’s first quarterly or annual report after the IPO must include the required

internal and disclosure controls disclosures (subject to the effective dates described above) and the

accompanying CEO/CFO certifications. To file timely and accurate reports and to support the relevant CEO

and CFO certifications, internal and disclosure controls and a system of evaluation and testing such 

controls will need to be in place.  

The Underwriters. The lack of well-established and tested internal controls and disclosure controls may delay

or even adversely impact the underwriting of a company’s public offering. Invariably, the underwriters’ due

diligence (along with company counsel’s due diligence) now encompasses an evaluation of the company’s

internal and disclosure controls. If a private company lacks adequate internal and disclosure controls,

underwriters could well be reluctant to move forward promptly with the IPO as planned. A delay, even a delay

of two to four months, could quite possibly eliminate the availability of a market window. For this reason, a

company considering an IPO exit should invest the time and money to establish a compliant internal and

disclosure controls infrastructure to enhance its ability to execute an IPO exit quickly.

continued on page 24
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High-Yield and Mezzanine Debt – Same Horse, Different Riders 
By Valerie Ford Jacob, F. William Reindel, and J. Christian Nahr

High-yield debt and mezzanine debt occupy the same place in the capital structure: a tranche between the

senior bank financing and the equity financing. While serving a similar purpose, high-yield debt and

mezzanine debt use different methods of distribution and attract different types of investors. Many of the

differences between high-yield debt and mezzanine debt are a direct result of the different types of

investors who typically hold these instruments. In this article, we will examine key differences between

traditional terms of high-yield and mezzanine debt issues and how the two instruments can be used 

to meet different financing strategies of the private equity sponsors. In addition, we will examine recent

European “mezzanine notes” transactions (Focus Wickes and Baxi Group) and attempt to address the

question whether they represent a new hybrid asset class or, in fact, are just a new form of high-yield debt.

Distribution
High-yield debt is distributed much more broadly than mezzanine debt and is typically placed with investors

that hold small stakes on a largely passive basis. The primary investors in high-yield debt are pension funds,

insurance companies and mutual funds. European high-yield debt is a more recently developing asset class 

that initially emerged in the last decade to finance telecommunication and technology companies. European

high-yield debt is generally listed for trading on a stock exchange (e.g., Luxembourg) and, if marketed to a large

group of U.S. investors, the borrower may agree to conduct a registered exchange offer that will result in

investors holding notes that are freely tradable in the United States. From a borrower's perspective, the broad

distribution of high-yield debt has both positive and negative consequences. The primary benefit associated

with a broad distribution is greater pricing efficiency. On the other hand, the borrower must bear the burden of

having a lender group that is subject to continual change and is ordinarily anonymous to the borrower.

Mezzanine debt, on the other hand, is typically held by a small number of investors comprised principally of

specialist mezzanine funds, insurance companies, and banks that monitor these investments closely and view

mezzanine debt investments as medium- to long-term portfolio investments. Mezzanine investments have

developed differently in Europe and in the United States, resulting in different distribution methods. In Europe,

mezzanine loans were developed and marketed by arrangers of senior financing as an adjunct to the senior

financing. Mezzanine financings in Europe have filled the gap left by the absence of a high-yield market that is

as developed and liquid as the U.S. high-yield market. In the United States, by contrast, mezzanine financings

are more commonly stand-alone products that are utilized by issuers when other forms of financing are

unavailable, in particular if the high-yield debt market is closed or if the amount of mezzanine financing needed

for a particular transaction is too small to syndicate as a high-yield issuance. In Europe, mezzanine loans are

syndicated by the same arranger as the senior facilities at the same time and in roughly the same manner as the

senior facilities. In the United States, mezzanine investments are ordinarily negotiated directly between the

borrower and the mezzanine provider in a private placement transaction.
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Ease/Expense of Initial Execution and Ongoing Requirements
The distribution of a high-yield debt offering requires significant time and expense to market the offering. An

offering memorandum must be prepared that, in the case of an offering contemplating a U.S. registered

exchange offer, must include U.S. GAAP or U.S. GAAP-reconciled financial statements. Furthermore, the

underwriters and their counsel will need to conduct a due diligence review of the issuer with a view to

disclosing potential risks in the offering memorandum. In addition, senior management will be required to

spend time and resources to market the issuance in a series of “road show” meetings with potential investors.

High-yield debt offerings, much more so than offerings of mezzanine debt, pose the risk that the offering will

not be successful due to market circumstances outside the issuer’s control. In the context of a high-yield debt

offering to finance an acquisition, sellers commonly require that the borrower arrange for bridge financing to be

used (a) so that completion of the transaction is not delayed due to the time it takes to market and complete a

high-yield offering or (b) where a buyer is willing to accept this delay, so that the Seller need not bear the

burden of an unsuccessful financing if the contemplated high-yield offering cannot be completed. These bridge

financings usually provide for a comparatively high interest rate that increases the longer the bridge debt

remains outstanding.

Finally, a high-yield debt borrower will likely be subject to significant ongoing reporting and compliance

requirements. A borrower that conducts a U.S. registered offering will be subject to the periodic reporting

requirements under U.S. securities laws. Even in European high-yield offerings that are not registered under 

the U.S. Securities Act, borrowers are required to provide quarterly and annual financial information to holders

of the debt. In addition, European issuers of high-yield debt are often required to provide to holders of the 

debt reports based on forms required by U.S. securities laws, albeit with financial statements prepared on the

basis of local GAAP or IAS. Increasingly, high-yield borrowers are required to post these reports on their

internet sites and to make them publicly available in order to ensure that the high-yield market has access to

information about the borrower. Thus, from a disclosure perspective, issuing high-yield debt is tantamount to

being a public company. Private equity sponsors may view these disclosure obligations as a significant

disadvantage of high-yield debt not only due to the costs involved, but also because sponsors (especially

European sponsors) prefer to manage their investments and portfolio companies free from public scrutiny.

Execution costs are usually much less for a mezzanine financing than a high-yield offering. This is particularly

true in Europe, where the mezzanine loan document is usually based on the senior credit agreement, 

largely eliminating the need for an independent negotiation of terms and conditions. Similarly, in Europe, senior

and mezzanine financing sources often look to and rely on the same diligence review of the sponsor for the

benefit of the lenders (not of the financing arranger as in U.S. financings), avoiding the need for an independent

review for intermediate lenders and their counsel. In addition, the mezzanine debt market exhibits more

flexibility to structure “one-off” solutions to address credit issues disclosed in the due diligence review 

(e.g., “ring-fencing” challenged business or assets or providing for additional control or monitoring). In the

United States, where mezzanine debt offerings are typically structured as private placements, transaction 

costs that are somewhat higher in that independent documentation will need to be negotiated and an 

continued on page 26
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Managers of Funds Containing ERISA “Plan Assets”: Fiduciary
Duties and Other Compliance Concerns
By Laraine S. Rothenberg and Jihwan Kim

Employee benefit plans and other entities investing employee benefit plan money represent a significant

portion of the institutional investor market for private equity funds. As discussed in our Winter 2003 PEP

Talk article, “Structuring Investments to Allow Private Equity Funds to Avoid Fiduciary Status Under ERISA

– A Checklist for Avoiding Pitfalls,” some private equity funds that accept employee benefit plan money

take advantage of exceptions to a “look through” rule in U.S. Department of Labor regulations. Absent

these exceptions, the DOL regulations would otherwise deem the fund’s investments to be assets of the

investing employee benefit plans. Many private equity funds avoid the look through rule by ensuring that

ERISA investors account for less than 25% of the equity ownership of the fund or qualifying as a venture

capital or real estate operating company, or VCOC or REOC. However, other funds – typically funds of funds

where the underlying portfolio funds have less than 25% ERISA investors or are VCOCs – may not be able

to, or may not wish to, qualify for these exceptions. This article briefly summarizes the implications for

fund of fund managers where the assets of a fund are considered assets of employee benefit plan investors,

and the fund managers are therefore considered fiduciaries of those plans.  

When an employee benefit plan purchases an equity interest in a fund of funds, the plan’s “assets” are deemed

to include not only the interest purchased by the plan but also, absent an exception to the look through rule

under federal pension laws, the underlying assets (i.e., the investments held by the fund of funds) of the fund.

In that case:

• the general partner, the investment adviser or any other person will be subject to the fiduciary duties and

responsibilities described below to the extent that such person exercises authority or control with respect to

the management or disposition of such underlying plan assets or otherwise provides investment advice with

respect to such assets for a fee

• fees to those fiduciaries will be subject to standards of reasonableness under federal laws governing

employee benefit plans, and

• the fund of funds will not be permitted to enter into certain transactions with parties-in-interest to plan

investors without an applicable exemption.

Summary of Fiduciary Duties and Prohibited Transactions
Fiduciaries of employee benefit plans generally have discretionary authority to evaluate and to select products

in which to invest assets of employee benefit plans. With this discretionary authority comes statutorily

prescribed duties. These duties include: 

• duty of loyalty

• duty of prudence

• duty to diversify investments of the plan, and

• duty to act in accordance with the governing instruments of the plan.
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Additionally, under federal pension laws a broad range of transactions between fiduciaries and other parties-in-

interest and employee benefit plans are prohibited. Federal pension laws provide certain statutory exemptions

and also gives the Department of Labor broad authority to grant additional class or individual exemptions.

Parties-in-interest covered under the prohibited transactions include fiduciaries, service providers, employers,

certain related parties, and others. Generally, the transactions that are prohibited (subject in certain cases to 

exceptions) include:

• sales, exchanges, and leases of property (direct or indirect) between the plan and a party-in-interest 

• lending of money or other extension of credit (direct or indirect) between the plan and a party-in-interest 

• furnishing of goods, services, or facilities (direct or indirect) between the plan and a party-in-interest 

• transfer to, or use by or for the benefit of, a party-in-interest (direct or indirect) of any plan assets 

• dealing with plan assets in a fiduciary’s own interest or for a fiduciary’s own account 

• acting in a transaction that involves the plan on behalf of a person whose interests are adverse to the

interests of the plan or its participants, and 

• the receipt of consideration (other than reasonable compensation) for a fiduciary’s own personal account

from any party dealing with the plan in connection with a transaction involving plan assets.

These duties and prohibitions have implications in the context of pension investments in 

private equity funds as discussed below.

The Reasonable Compensation Requirement: Fee Arrangements and Withdrawal Rights
Federal benefit plan regulations require that any arrangement where plan assets are being managed must be

“reasonable” under the circumstances. This reasonableness requirement is pertinent to all the terms of an

arrangement between the employee benefit plan and an investment fund or manager, but is especially

significant with respect to the terms regarding fees and withdrawal rights.  

Fee Arrangements 

Under the federal benefit plan laws, an investment manager, as a fiduciary, may enter into any reasonable

arrangement with a plan to provide services necessary for the establishment or operation of the plan. Whether

fees are “reasonable” according to the Department of Labor depends on the facts and circumstances

surrounding each arrangement. The Department of Labor generally will not rule on factual questions, although

the analysis should take into account industry practices and the value of the services rendered, and the 

pension regulations do state that what is “excessive compensation” for tax purposes would not be considered

reasonable (although the converse is not necessarily true). Furthermore, the Department of Labor has provided

support for performance-fee arrangements that comply with SEC rules governing performance compensation,

where fees are based on both realized and unrealized gains and losses.

As investment managers increasingly offer a wide range of administrative and record keeping services to

pension plans, managers must consider the fiduciary issues raised by multiple service arrangements. 

continued on page 33
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Revisions to Hart-Scott-Rodino Rules Will Significantly Impact
Reporting Obligations of Non-Corporate Entities
By Eric H. Queen and John R. Ingrassia

After initially putting forth a plan to revise the HSR Act Rules late last year, the Federal Trade Commission

published for public comment a slate of proposed new rules in April 2004. The proposed rules will

significantly impact the treatment under the HSR Act of partnerships, limited liability companies, and other

forms of non-corporate entities. Current rules exempt from filing all partnership formations and virtually 

all acquisitions of partnership interests, along with most limited liability company formations and

acquisitions. Those existing exemptions will be significantly scaled back under the proposed new rules,

creating new filing obligations for many transactions involving unincorporated business entities.

The FTC’s proposed new rules, for the first time, define a “non-corporate interest” as “. . . an interest in any

unincorporated entity which gives the holder a right to any profits of the entity or the right to any assets of the

entity in the event of dissolution . . . .” Under this definition, interests in partnerships, limited liability companies,

cooperatives, business trusts, and other forms of non-corporate entities all would be subject to the HSR Act. As a

result, under the proposed rules, any transaction that results in the acquiring person holding a controlling interest

(defined as the entitlement to 50% or more of the profits of the entity or 50% or more of the assets of the 

entity in the event of dissolution) valued at more than $50 million in a non-corporate entity potentially would be a

reportable event. Thus, the proposed rules essentially accelerate the reporting obligation for transactions

involving unincorporated entities. Under existing rules, the reporting obligation arises in most cases only when

100% of the entity would be held. As a result, the formation of a partnership or limited liability company by two or

more companies or individuals – which under existing rules would generally not give rise to a reporting obligation

– will be reportable under the proposed rules by any partner or member investing in excess of $50 million.

Although the rules, if enacted, will expand the scope of the HSR Act, the proposed rules also provide for certain

new and expanded exemptions. Under the proposed rules, transactions involving acquisitions of control of

unincorporated entities will be exempt if a direct acquisition of the assets held by the unincorporated entity

otherwise would be exempt. Thus, acquisition of a controlling partnership interest, even if valued at more than

$50 million, would not be reportable if the partnership holds only exempt assets, i.e., foreign assets that do not

generate sales in the U.S. Similarly, a proposed rule relating to reorganizations will exempt pro rata conversions

of one form of legal entity to another form.

Another expansion of existing exemptions will extend the so called “intra-person” exemption to transactions in

which the acquiring and acquired persons are the same by reason of holding of non-corporate interests. Under

the existing rules, neither the transfer of assets from one non-corporate entity to another under common

control nor the transfer of assets from a non-corporate entity to a person that controls the entity is exempt.

Under the proposed rules, such transactions would become exempt, allowing, for example, the controlling

partner in a partnership to acquire the remaining interests in the partnership without being subject to the

reporting requirements of the HSR Act.

continued on page 10
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The proposed rules also exempt the formation of a corporate or unincorporated not-for-profit entity. 

However, the acquisition of control of an existing not-for-profit entity would be treated as an acquisition under

the HSR Act.

Finally, the proposed rules would add a potentially far-reaching new exemption. The proposed rules would

exempt certain acquisitions of a controlling interest in the formation of a new unincorporated entity being

formed to effect a financing transaction. According to the FTC, this scenario is likely to arise where an investor,

to effect a financing arrangement, is entitled to a preferred return on the profits of the newly formed entity, 

such that the investor would be deemed under the HSR rules to control the entity, at least until its investment 

is recouped. This exemption, however, will be limited to transactions in which, in the ordinary course of its

business, the investor contributes only cash to the newly formed entity, will not control the entity after the

investment is recouped, and will not compete with the new entity. This exemption should result in lenders that

acquire a controlling interest in a new unincorporated entity not having a reporting obligation in most cases,

even if the value of the interest exceeds $50 million.

The public comment period on the proposed rules expired on June 4, 2004 and the publication of final rules 

will likely not occur before fall 2004. 
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A Checklist for Private Equity Club Deals or as Groucho Said, Do You
Really Want to Belong to a Club That Would Have You as a Member?
By Sanford Krieger

There are a number of factors that explain the increasing popularity of private equity club deals. Among

these factors are competition for deal flow, capitalization requirements of lenders and transaction sizes

requiring significant equity commitment amounts, expanded exposure to financing sources through the

club network, mitigating the competitive pressures of the auction process by allowing potential bidders to

join forces, and sharing the due diligence and other costs of unsuccessful bids. This article does not seek

to explain the “whys” of club deals. Suffice to say that their increasing prevalence, particularly in large

and/or European transactions, indicates that club deals will continue to flourish, at least for the near term,

as a strategy of private equity investors seeking to fashion successful proposals. Rather, this article

highlights the considerations that private equity professionals need to investigate before they organize, 

or apply for or accept membership in, a club deal. 

All of the considerations put forward below should be weighed before a private equity fund enters into a club

arrangement. For the sake of convenience, however, the checklist below notes considerations most relevant to

the different stages of the project: Pre Bid (Club Formation), Bidding, Contract Negotiations, Post Closing

Period, and Exit.

1. The Pre Bid Stage (Club Formation)
1.1  Confirm that club members share a common strategic vision for the business, a common philosophy to

operate the business, and an acceptable approach on bidding tactics and timing. 

1.2  Confirm that a club bid would not create conflicts with the fund’s investors (limited partners).

1.2.1   Investors may expect that a particular fund in which they have invested will make only controlling

investments. 

1.2.2  Investors in a stand-alone fund may question whether full post investment management fees should

be payable in transactions that the fund does not in effect manage.

1.2.3  Funds participating in a club may wish to consider whether investors that are limited partners in

several funds forming a club may find that a club bid conflicts with the limited partners’

diversification objectives by resulting in too much capital committed to a single target.

1.3  Determine the extent to which club members are bound to act together and for how long.

1.3.1   Define events that allow a club member to leave the club and act independently.

1.3.2  Determine the extent to which a club member can compete separately (or with others) for a

transaction once the member leaves the club.

1.3.3   Determine whether the club can force a member out.

1.3.4 What are the consequences of leaving the club?  Different consequences for voluntary and forced

departure?

•  Use of jointly developed work

•  Responsibility for club expenses  

continued on page 12
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1.4 Determine the procedure for admitting new members (including strategic investors) into the club.

1.5 Other club governance arrangements 

1.5.1 Who controls pre-signing?  Post-signing?

1.5.2 Waivers of closing conditions

1.5.3 Can a minority member be forced to fund?

1.6 Selection of advisors (accounting, legal, tax, benefits, environmental, commercial consultants)

1.6.1 Liaison with advisors

1.6.2 Communication of advisors’ reports (privilege issues)

1.6.3 Expansion/reduction of advisors’ assignments

1.7 Management and control of the due diligence process

1.8 Contact and communication with target company management/major stockholders

1.9 Contact and communication with investment bankers running the sale process

1.10 Cost sharing arrangements

1.10.1 When do they begin?

1.10.2 When do they end?

1.10.3 Caps and other limitations

1.11 Must the formation of a club be disclosed to target’s representatives? Confidentiality letters may bar

sharing of confidential information or disclosure of interest in the target. Some confidentiality letters, in

order to encourage competition in an auction, specifically prohibit combining with other bidders.

2. Bidding for the Target
2.1 Responsibility/obligation to seek financing commitments

2.1.1 Commitment to provide bridge funding should third party commitments not be in place at closing

2.1.2 Selection of financing sources

2.1.3 Fees, expenses, and indemnification of financing sources 

2.1.4 Determination of capital structure and forms of indebtedness 

(bank/high yield/mezzanine/securitization/etc.)

2.2 Purchase price bidding strategy

2.2.1 Range 

2.2.2 Caps on maximum EBITDA multiples or minimum IRR returns

2.3 Conditions to the bid

2.4 Contemplated equity arrangements with management, side by side investors, third party lenders 

and/or sellers

2.5 Scope of commitment to maintain ongoing business, employees, benefits

3. Contract Negotiations
3.1 Designation of lead negotiator with: 

3.1.1 Sellers

3.1.2 Management

3.1.3 Funding sources
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3.2 Scope and content of transaction documents

3.2.1 Closing conditions

3.2.2 Representations and warranties

3.2.3 Indemnity and purchase price adjustments

3.2.4 Escrows

3.2.5 Transition arrangements

3.2.6 Employment agreements

3.2.7 Employee stock rollovers

3.2.8 Employee option plans

4. Post Closing Operation of the Business
4.1 Allocation of management fees among club members

4.2 Selection/replacement of CEO, CFO, auditors, etc.

4.3 Modification of employment/option arrangements

4.4 Board and committee representation

4.4.1 Impact of VCOC and Sarbanes-Oxley rules

4.4.2 Observer rights

4.4.3 Providing business information

4.5 Veto and supermajority rights

4.5.1 Consequences of deadlock

4.5.2   Buy-sell arrangements

4.6 Related party transactions (e.g., investment banking assignments, financing fees, etc.)

4.6.1 Right of first refusal to provide services to the portfolio company

4.6.2 Selection of counsel, bankers, consultants

4.6.3 Transactions with separate portfolio companies or other affiliates of club members

4.7 Growing/stabilizing the portfolio company business

4.7.1 Commitments to provide additional funds

4.7.2 Right of first refusal to fund capital requirements

4.7.3 Preemptive and antidilution rights

4.8 Acquisition by individual club members of competing business interests

4.8.1 Consider express waiver of “corporate opportunity” and noncompetition obligations of club

members to portfolio company.

5. Exit
5.1 Upfront understanding of contemplated exit strategy 

5.1.1 Do club members have common IRR objectives and minimums?

5.1.2 Do club members have similar time frame requirements in which to exit?

5.2 Resolving deadlocks

5.2.1 Buy-sell

5.2.2 Right to initiate sale or IPO

5.2.3 Right to buy at third party valuation

continued on page 14
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5.3 Managing the exit process

5.3.1 Form of exit

•  IPO

•  Sale to third party

5.3.2 Drag along and tag along rights

5.3.3 Right to cause sale or IPO

•  Who

•  When

•  Price requirements

Club transactions introduce an additional layer of considerations and issues for a private equity 

investment.  Careful planning and timely attention to these considerations should significantly enhance 

club participants’ ability to avoid the pitfalls and potential conflicts posed by making investments as 

part of a club transaction. 
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In-Kind Distribution as an Exit Strategy: Issues a Private Equity 
Fund Should Consider Before Distributing Securities of a Portfolio
Company to Its Investors 
continued from page 2 

Securities Law Treatment

Under the Securities Act, every “offer” or “sale” of a security must either be registered or exempt from

registration. An “offer” includes any attempt or offer to dispose of a security for value. A “sale” includes the

disposition of a security for value. So long as a fund does not effect an in-kind distribution in exchange for

value received from, or consideration paid by, its investors, then the distribution would not involve a disposition

of securities for value. In addition, a fund’s investors would not be making an investment decision with regard

to the purchase of a new security if the fund does not permit its investors to choose whether to participate in

the distribution. An in-kind distribution would merely change the investors’ beneficial ownership of portfolio

company securities from indirect to direct. Under these circumstances, an in-kind distribution should not be

deemed to be an offer or sale under the Securities Act and therefore should not require registration. A portfolio

company or its transfer agent may request a legal opinion from the fund or the fund’s counsel to the effect that

the fund is not required to register the shares being transferred in connection with the in-kind distribution.

Insider Trading Law

The Exchange Act prohibits the purchase or sale of a security of an issuer while in possession of material non-

public information regarding the issuer. Even though an in-kind distribution should not be treated as an offer or

sale under the Securities Act and even though a fund’s investors (other than, possibly, those investors affiliated

with or employed by the fund) presumably are not privy to material non-public information regarding an 

issuer of securities held by the fund, it would be prudent for a fund to not make a distribution while it or any

person designated by it and serving as a director of the portfolio company is in possession of material 

non-public information regarding the portfolio company. When planning an in-kind distribution, a private equity

fund should assume that its investors will sell the securities received by them immediately after the distribution.

Based on this assumption, a private equity fund that is in possession of material non-public information

regarding a potential adverse event of an issuer should not time an in-kind distribution of securities of the

issuer with the intention of enabling its investors to sell the securities distributed to them prior to public

disclosure of the adverse event. Determining whether a fund is in possession of material non-public information

regarding a portfolio company necessitates a careful examination of the knowledge possessed not only by the

director designees of the fund, if any, serving on a portfolio company’s board, but also by the persons charged

with managing the affairs of the fund and the persons working on the fund’s deal team for that portfolio 

investment. It is imperative that, prior to effecting an in-kind distribution of securities of a portfolio company, a

private equity fund have in place and complete a process to confirm that none of these persons is in possession

of material non-public information regarding the portfolio company.

continued on page 16 
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Insider Trading Policies

Private equity funds contemplating a distribution of portfolio company securities will have to comply with 

the portfolio company’s insider trading policy. Many public companies adopt written insider trading policies

providing for, among other things, the pre-clearance of transactions in company securities by insiders,

including officers, directors, and shareholders, with a director designee. These policies generally institute

“blackout periods” designed to prohibit trading at a time when there is the greatest likelihood that insiders

possess material non-public information regarding the issuer. Many policies permit trading to occur only during

a specified “window period” each quarter (often a period of time beginning two to three days following the

company’s issuance of its quarterly earnings release or its filing of a periodic report and ending three to five

days prior to the commencement of the next quarter). With respect to trading during a window period, many

insider trading policies generally require the insider to obtain approval from a member of senior management 

of the company or the company’s general counsel prior to trading so that the company can confirm the 

absence of any material information that the company has not yet publicly disclosed. When planning an in-kind

distribution, a fund should review the terms of a portfolio company’s insider trading policy so as not to run

afoul of any timing or pre-clearance restrictions imposed by the policy.

Short-Swing Profits

Under the Exchange Act, the profit resulting from any purchase and sale (or sale and purchase) of an equity

security of a class that is registered under the Exchange Act (generally, publicly traded companies) occurring

within six months of each other by a director, officer, or 10% shareholder of an issuer must be disgorged to 

the issuer. Even if a private equity fund owns less than 10% of the stock of an issuer, it may be deemed to be an

insider of the issuer if an officer or designee of the fund serves on the issuer’s board of directors. In this case,

the director designee may be deemed to be the deputy of the fund and the fund would, in effect, be treated 

as if it were the director itself.

Even though, as discussed above, an in-kind distribution should not be deemed to be an offer or sale under the

Securities Act, the law surrounding the Exchange Act is less clear as to whether an in-kind distribution will be

deemed to be a “matchable sale” by the fund. The increase or decrease in the number of securities held as a

result of a stock split or a stock dividend that applies equally to all securities of a class, including a stock

dividend by an issuer in which equity securities of a different issuer are distributed, is exempt from the reporting

and profit disgorgement rules. The SEC staff has expressed the position that this exemption may be used by a

recipient of securities distributed in a pro rata in-kind distribution to exempt its receipt of distributed securities

from the reporting and profit disgorgement rules, but may not be used by a limited partnership making the

distribution of securities of a portfolio company with which it has an insider relationship.  

In the absence of clearer authority or facts and circumstances warranting a different approach, it would be

prudent for a private equity fund to treat an in-kind distribution, for these purposes, as a sale of securities by

the fund at the market price of the securities being distributed on the date of distribution and to report the

transaction on a Form 4 within two business days following the distribution. Under this approach, the fund

should assume that the in-kind distribution would be matched against any purchases by the fund of portfolio
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company securities occurring within the six-month period prior to the date of the distribution and, to the extent

that the fund remains an insider of the portfolio company after the distribution, any purchases by the fund of

portfolio company securities occurring within the six-month period after the date of the distribution.

Schedules 13D and 13G

A person that has previously filed a Schedule 13D must amend its Schedule 13D promptly upon any “material

change” in the facts set forth in the filing. Among the facts required to be set forth in a Schedule 13D is a

description of any plans or proposals the reporting person may have that relate to or would result in the

disposition of securities of the issuer. A private equity fund that has a Schedule 13D on file should consider

whether to amend its Schedule 13D prior to commencing an in-kind distribution in order to report a plan or

proposal it may have to undertake the distribution.   

It is recommended that private equity funds include a general statement in their initial Schedule 13D filings to

the effect that, even though the fund does not have any current plans or proposals to sell any of the issuer’s

securities beneficially owned by it, the fund, in connection with its ongoing evaluation of the investment, may

change its plans and decide to sell or distribute some or all of its securities at a future time. This prospective

language puts the market on notice that the fund may consider from time to time selling or distributing the

securities beneficially owned by it and minimizes the need to amend the Schedule 13D every time the fund

merely contemplates such a plan or proposal.

On the other hand, if prior disclosure in a fund’s Schedule 13D does not address, to any extent, any plans or

proposals the fund may have with respect to the issuer’s securities, it may be advisable for the fund to amend

its Schedule 13D promptly after forming a plan or proposal to undertake a distribution. Merely considering the

idea of distributing in kind some or all of the issuer’s securities held by the fund without any further action

probably would not constitute a material change to the facts set forth in the Schedule 13D. However, if such

consideration were followed by material tangible action by the fund in furtherance of the conceived plan 

(such as notifying the issuer and/or the fund’s investors of the fund’s intention to distribute its securities on a

particular date), a disclosure obligation would probably arise at that point.   

Typically, a fund will also be required to amend its Schedule 13D upon, or shortly after, the consummation of an

in-kind distribution. A material change in the facts set forth in a Schedule 13D is deemed to occur upon the

acquisition or disposition of beneficial ownership of securities in an amount equal to 1% or more of the class of

such securities outstanding. Therefore, if a fund disposes of an amount of portfolio company securities

representing at least 1% of the class of such securities outstanding in connection with the consummation of an

in-kind distribution, the fund would have to amend its Schedule 13D promptly upon completion of the

distribution to report this material change in beneficial ownership.   

If a private equity fund reports its beneficial ownership of an issuer’s outstanding equity securities on a

Schedule 13G, the amendment requirement turns on whether the fund reports beneficial ownership on a 

continued on page 18 
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Schedule 13G because it owns less than 20% of the class of these securities and it acquired beneficial

ownership of the securities without the purpose or the effect of changing or influencing control of the issuer 

(a passive investor), or because it acquired the securities prior to the class being registered with the SEC (an

exempt investor). If a private equity fund has previously filed, and still qualifies for reporting on, a Schedule

13G as a passive investor, the fund must amend its Schedule 13G within 45 days after the end of the calendar

year in which the in-kind distribution was consummated to report the change in beneficial ownership and

promptly after it effects an in-kind distribution if the distribution results in the disposition by the fund of more

than 5% of the class of such securities. If a private equity fund has previously filed, and still qualifies for

reporting on, a Schedule 13G as an exempt investor, it must amend its Schedule 13G within 45 days after the

end of the calendar year in which the distribution was consummated to report the change in beneficial

ownership.  

Blue Sky Law

An in-kind distribution by a private equity fund should not require state registration or notices because the

distribution should not be deemed to be an offer or sale. In addition, state registration requirements or notices

would not apply to a security being distributed that is listed, or authorized for listing, on the New York Stock

Exchange, the American Stock Exchange, or the National Market System of the Nasdaq Stock Market. Since the

private equity fund is not the issuer of the portfolio company securities being distributed by it and is not

engaged in the business of offering or selling securities, the fund should not be deemed to be a broker-dealer

within the meaning of various state securities laws.          

Sale of Distributed Securities and Related Legal and Regulatory Issues
Sale of Shares Under Rule 144

Generally, private equity funds acquire portfolio company securities directly from an issuer or an affiliate of the

issuer in a privately negotiated transaction. These securities are restricted securities, as defined under Rule 144

of the Securities Act, since they were acquired directly or indirectly from the issuer or an affiliate of the issuer in

a transaction not involving a public offering. Under the Securities Act, every offer or sale of a security must

either be registered or be exempt from registration. Rule 144 provides a safe harbor for the sale of restricted

securities without registration. Whether an investor in a fund can avail itself of the safe harbor provided by Rule

144 depends mainly on the amount of time that the fund has held the securities prior to the distribution and

whether the fund and the investor are affiliates of the portfolio company prior to and following the distribution.

Rule 144 does not provide a safe harbor for the sale of restricted securities held for less than one year. Rule

144 does, however, provide a safe harbor for the sale of restricted securities held for more than one but less

than two years.  In general, restricted securities held for at least one year after their acquisition may be sold

subject to Rule 144’s volume limitation on the amount of securities that may be sold during any three-month

period, the requirement that the SEC receive notice of the sale on a Form 144 filing, the requirement that

securities be sold in “brokers’ transactions” as defined under the Securities Act, and the requirement that there

be available adequate current public information with respect to the securities of the issuer.     
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Complying with these limitations when trying to sell restricted securities held for more than one but less than two

years may prove to be a significant barrier for a limited partner to overcome on its own. In particular, an investor

may find it difficult to adhere to the volume limitation in light of the rule that when two or more affiliates or other

persons agree to act in concert for the purpose of selling securities of an issuer, all securities of these persons

sold during any three-month period will be aggregated for purposes of Rule 144’s volume limitation.  

As a result, private equity funds may assist their investors in determining how long distributed securities must

be held before they can be sold without restriction, whether there is a limit to how many distributed securities

may be sold at a particular time, and what filings must be made by the investors in connection with the sale of

distributed securities. However, a fund should be careful to limit these activities to facilitating, as compared to

coordinating, sales by its investors. As mentioned above, when affiliates or other persons agree to act in

concert to sell securities of an issuer, the securities of these persons sold during any three-month period will be

aggregated for purposes of Rule 144’s volume limitation. By avoiding actions that could be construed as acting

in concert with its investors, a fund should help to ensure that sales by its investors are not also deemed to be

sales by the fund and that a group is not formed between the fund and its investors for purposes of Schedule

13D. Whether an agreement to act in concert exists entails an analysis of the facts and circumstances of a

particular situation. Nevertheless, it would be prudent for a fund to refrain from involving itself in the

establishment of the price, terms, and timing of sales of distributed securities by its investors. In addition, a

fund should avoid making any recommendations, to its investors or otherwise, to sell, buy, or hold securities of

the class being distributed. To help insulate itself from the decisions of its investors, a fund should consider

making the services of a brokerage firm available to its investors to assist them in the sale of their securities.

Restricted securities held for at least two years after their acquisition may be freely sold without having to

comply with the above requirements of Rule 144 so long as the holder of the securities is not an affiliate of the

issuer at the time of the sale and has not been an affiliate of the issuer during the preceding three months.

Under Rule 144, an affiliate of an issuer is a person that, directly or indirectly, controls, is controlled by, or is

under common control with, the issuer. A person or entity may be deemed to be an affiliate of an issuer if it

owns a significant amount of securities of the issuer and/or it, or one of its officers or agents, serves as a

director of the issuer. It is worth noting that several SEC no-action letters have permitted limited partners who

are otherwise unaffiliated with an issuer, but for their status as investors in a limited partnership that is an

affiliate of the issuer, to utilize Rule 144 immediately upon receiving restricted securities in a distribution rather

than having to wait an additional three months if the limited partners, together with the fund, have held the

restricted securities for at least two years.   

Considerations in Determining Holding Periods. A primary question that must be answered when determining

the extent to which a holder of restricted securities can sell the securities in reliance on Rule 144 is how long

that person has held the securities. In some cases, the period of time that a private equity fund has held the

distributed securities can be added to the period of time that the investor has held the securities from the date

of the distribution. This is known as tacking. If a private equity fund is not an affiliate of the issuer of the

continued on page 20
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securities being distributed, the fund’s investors may automatically tack the fund’s holding period. However, if a

fund is an affiliate of the issuer of the securities being distributed, the SEC has permitted the fund’s investors to

tack the fund’s holding period if the fund is a “closely held” limited partnership or corporation and if the fund

distributes securities to its investors on a pro rata basis for no additional consideration.  

There is limited guidance on the maximum number of partners a limited partnership may have and still be

considered to be closely held. The SEC has allowed tacking in cases involving limited partnerships with more

than 100 partners. However, this amount represents the high end of a relatively narrow spectrum. It is quite

possible that a fund with significantly more than 100 investors would nevertheless be deemed to be closely

held if interests in the fund were acquired by investors in private transactions rather than in a public offering

and if investment in the fund were not open to the public by restricting the transfer of interests.  

A partnership should also consider the issue of whether the receipt by its general partner of shares in the

distribution attributable to its carried interest, that is, its predetermined share of the profits realized by the

partnership, will undermine the pro rata nature of the distribution. The allocation of shares to a fund’s general

partner on account of its carried interest, also referred to as the override, in addition to shares distributed to the

general partner on account of its limited partnership interest, if any, in the partnership, should probably not

taint the pro rata nature of the distribution since the general partner beneficially owns the shares attributable to

its carried interest on the date the fund makes its initial investment in the portfolio company. The receipt of any

override shares by the general partner would therefore be in accordance with the general partner’s previously

determined interest in the partnership.      

Transfer Mechanics. In practice, when a fund carries out an in-kind distribution, it may transfer the securities to

its investors in certificated form. The fund would request the portfolio company to direct the company’s transfer

agent to cancel the certificate or certificates held by the fund and reissue new certificates in the names of the

fund’s investors in the appropriate amounts. Each investor would receive an actual certificate for the amount of

shares representing such investor’s pro rata interest in the fund. Shares received by the fund’s investors in

certificated form would, in all likelihood, contain a legend stating that the securities have not been registered

and may not be transferred except in compliance with the Securities Act.  

If the private equity fund is part of a larger financial institution, each of the fund’s investors may have an

account with the financial institution for its investment in the fund and any other investments with the financial

institution. In this case, as an alternative to distributing actual certificates to its investors, a fund may request

the portfolio company to direct the company’s transfer agent to transfer the shares electronically to its

investors’ accounts. Upon receiving authorization from the portfolio company, the transfer agent would transfer

the shares electronically to the investors’ accounts by utilizing an automated system for deposits and

withdrawals of securities at The Depository Trust Company. This system of electronic transfer is commonly

referred to as DWAC, which stands for deposit and withdrawal at the custodian. Distributing shares electronically,

as compared to in certificated form, is an accelerated method of transfer. However, shares received electronically

will not contain a legend advising the holders of such shares that the shares are not registered and may be

transferred only in accordance with, or pursuant to an exemption from, the securities laws.
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Sale of Shares Pursuant to a Shelf Registration Statement

As a result of receiving restricted securities, a private equity fund typically negotiates for contractual

registration rights requiring, upon the request of the fund, the issuer of the acquired securities to register the

sale of the securities on behalf of the fund. To provide flexibility in the event of an in-kind distribution, it is

recommended that the fund try to obtain registration rights that apply not only to sales of the acquired

securities by the fund, but also to sales of the acquired securities by the fund’s investors.  

A private equity fund that may make an in-kind distribution of portfolio company securities to its investors

should try to negotiate registration rights that are transferable to and enforceable by its investors. In addition,

to further enable a fund’s investors to benefit from a registration undertaken by an issuer on the fund’s behalf,

the fund should try to negotiate for the right to require the issuer to prepare the prospectus filed in connection

with a registration statement so that it lists the fund’s investors as potential selling shareholders.  

However, disclosure in the prospectus of the identity of a fund’s investors may raise a significant issue for the

fund. A private equity fund may not want, nor may it be permitted without the consent of its investors, to publicly

disclose the names of its investors. Private equity partnerships usually maintain the identity of their investors in

strict confidence except as otherwise required by law. This disclosure issue is somewhat mitigated by the fact that

the SEC staff has permitted disclosure of the names of selling shareholders to be omitted from a prospectus

where the aggregate holding of the omitted group is less than 1% of the class prior to the offering or sale. When

the aggregate holding of the group is less than 1% of the class but for a few major shareholders, it is generally

permissible to include only the names of the major shareholders. Depending on the amount of securities being

distributed by the fund to its investors in relation to the total number of shares of such class outstanding, a fund

may still be faced with the prospect of having to disclose the identities of some of its limited partners even after

taking the SEC’s aggregation concept into account. This disclosure issue may effectively eliminate the opportunity

for a fund’s investors to sell the distributed securities pursuant to an effective registration statement.

Notwithstanding this disclosure issue, if a private equity fund nevertheless considers making an in-kind

distribution of portfolio company securities to its investors pursuant to a shelf registration statement, the plan

of distribution in the prospectus should specifically contemplate the sale of securities acquired in an in-kind

distribution. At the beginning of the registration process, the fund should request the issuer to include language

in the plan of distribution disclosing the possibility of sales from time to time of portfolio company securities by

the fund and certain of its affiliates as selling shareholders. The fund could then take the position that sales by

the fund’s investors of securities covered by the prospectus would be made in accordance with the methods of

sale included in the plan of distribution. However, if this language is not obtained before the registration

statement is declared effective and the issuer takes the position that the plan of distribution does not sufficiently

disclose the possibility of sales by the fund’s investors and that the plan of distribution must be revised if the

fund’s investors expect to rely on the prospectus, changes to the plan of distribution can be made only by 

post-effective amendment. This would not be an ideal result for the fund since a post-effective amendment is

subject to SEC review, a process that could considerably delay effectiveness of the registration statement.  

continued on page 22 
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By providing disclosure for inclusion in the prospectus filed in connection with the registration statement that

will cover sales by a private equity fund’s investors of distributed securities, a fund exposes itself to potential

liability under Rule 10b-5 of the Exchange Act for any untrue statement or omission by the fund of a material

fact. A private equity fund can avoid the liability associated with statements made in an issuer’s registration 

statement if sales by the fund’s investors are made pursuant to a valid securities law exemption from

registration, such as Rule 144. 

Short-Swing Profits

The receipt of securities by a limited partner in a pro rata distribution should not be deemed to be a “purchase”

by the limited partner that is subject to the reporting and profit disgorgement rules of the Exchange Act. The

Exchange Act treats a limited partner of a fund that does not control the fund or exercise investment control

over the securities held in the fund’s portfolio as not having a pecuniary interest in the fund. A pecuniary

interest refers to the opportunity to share, either directly or indirectly, in any profit derived from a transaction in

equity securities. Therefore, limited partners that do not exercise control over the fund’s activities may rely on

the exemption from the reporting and matching rules provided by the Exchange Act with respect to the increase

or decrease in the number of securities held as a result of a stock split or stock dividend applying equally to all

securities of a class, including a stock dividend in which equity securities of a different issuer are distributed.

However, if, as a result of an in-kind distribution, a limited partner of a private equity fund would hold at least

10% of the outstanding equity securities of an issuer, the limited partner would become an insider of the issuer

and be subject to the Exchange Act’s reporting and profit disgorgement rules.  

Similarly, the receipt of securities by the fund’s general partner should not be deemed to be a “purchase” by the

general partner. The Exchange Act provides that a transaction that causes a change only to one’s form of

beneficial ownership of securities but not to one’s pecuniary interest in the securities is exempt from the profit

disgorgement rules. The general partner of a fund has an indirect pecuniary interest in the fund’s portfolio

company securities to the extent of its limited partnership interest and its carried interest or override. An in-kind

distribution of securities in respect of its limited partnership interest would not cause a change to the general

partner’s pecuniary interest in the fund. It would merely change the general partner’s ownership interest in the

fund’s portfolio securities from indirect to direct.  As a result, the receipt of securities in an in-kind distribution

by the general partner on account of its limited partnership interest in the fund should be exempt from the

profit disgorgement rules.

Securities received by the general partner on account of its override also should not be subject to the profit

disgorgement rules. The number of securities comprising the general partner’s override is fixed at the time of the

distribution and depends on several variables, including the achievement by the fund of certain predetermined

hurdle rates of return, the performance of the fund, and the market price of the securities at the time they are

distributed. Because the general partner acquired its pecuniary interest in, and indirect beneficial ownership of, the

securities attributable to the override when the fund initially acquired the securities, the fixing and receipt of the

override shares should be treated as merely changing the general partner’s beneficial ownership of such shares

from indirect to direct but not affecting the general partner’s pecuniary interest in such shares. Accordingly, the

fixing and receipt of the general partner’s override shares should be exempt from the profit disgorgement rules.
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Antitrust Filing

If an investor in a private equity fund receives voting securities of an issuer valued in excess of $50 million as

the result of an in-kind distribution, the investor is required to obtain clearance under the Hart-Scott-Rodino

Antitrust Improvements Act of 1976 prior to receiving the securities, unless an exemption applies. For purposes

of the HSR Act, the value of the securities to be received by the investor in the distribution is derived by

multiplying the number of securities to be received by the lowest closing price or quotation of the securities

during the 45-day period immediately preceding the date of the distribution. The value of any other voting

securities of the issuer held by the investor would also be included in such calculation.  

The HSR Act provides an exemption from pre-clearance, commonly known as the “investment intent” exemption,

with respect to acquisitions that result in the acquiring person holding no more than 10% of the outstanding

voting securities of an issuer, without regard to their value, provided that the acquisition is made solely for the

purpose of investment and without the intention of participating in the formulation, determination, or direction of

the basic business decisions of the issuer. The Federal Trade Commission has taken the position that activities

beyond merely voting the acquired securities may be inconsistent with having solely an investment intent.

Generally, even if the fund is an affiliate of the issuer of the securities being distributed, this should not preclude

an investor in the fund that is not affiliated with the issuer from utilizing the investment intent exemption.

However, if the general partner of a fund were to receive securities valued in excess of $50 million in a

distribution and the fund would continue to maintain its representation on the issuer’s board of directors, the

general partner would most likely not be able to use the investment intent exemption and would have to obtain

HSR clearance prior to receiving its portion of the distributed securities. In such event, the general partner

cannot receive the ability to vote the distributed securities unless and until it receives HSR clearance.  

Conclusion
A private equity fund can set the foundation for a successful in-kind distribution well before it decides to exit a

particular investment by appropriately structuring the initial investment agreements regarding a particular

issuer. Nevertheless, in light of the potential issues posed by an in-kind distribution, a private equity fund

should seek the advice of outside counsel to ensure compliance with, and a thorough understanding of, the

legal, regulatory, and practical requirements intrinsic to an in-kind distribution and to obtain a more detailed

roadmap of the barriers to overcome and pitfalls to avoid in the distribution context. Outside counsel will be

familiar with current market practices and regulatory guidance in this area and will be able to provide advice on

the tax implications to the fund and its investors of an in-kind distribution. 
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Exit Strategy Planning and Internal Controls: A Perspective
continued from page 4

Offering Price. To the extent a company does not have well-established and reliable internal controls, its capital

raising position may also be adversely affected. The lack of adequate internal controls and disclosure controls,

and accompanying cautionary disclosures, could result in investor-imposed pricing penalties.

Statute of Limitations. For three years, companies completing IPOs are subject to civil liability claims for

material misstatements or omissions that do not constitute fraud in a registration statement, and for up to five

years if fraud is alleged. A company may, therefore, be subject to liability under the federal securities laws if it 

fails to disclose in its registration statement inadequacies in internal controls, and later discloses these

inadequacies in its periodic filings. Investor-plaintiffs would argue that the omission of this information from

the registration statement was material. 

Advance planning will provide companies adequate time to evaluate, test, and make necessary modifications to

their internal controls and disclosure controls. Equally important, these companies will not lose their place in

the distribution channel. Also, they may well avoid paying a penalty of one type or another in the future due to a

failure to plan.

Exit Strategy by Sale

Private companies must also consider the implications of the new internal controls rules in the context of a sale

to a public company (or to a third party private company planning its own public exit in the future). The public

company buyer will already be subject to the internal controls and disclosure controls requirements (based on

the compliance timeline noted above) and will be planning its future compliance with any internal controls

provisions not yet effective. Any negotiations with a public company buyer will require attention to internal

controls, as any public company buyer knows that it is inheriting the private company’s internal controls

system for a period of time.

Due Diligence. Public companies will conduct due diligence on the private company’s internal controls system,

particularly if the acquisition is a significant one. As discussed above, a public company’s CEO and CFO must

make specific certifications regarding both the disclosure controls and internal controls systems and the

company must report on the effectiveness of these controls in its reports filed with the SEC. Established and

effective internal controls in a private company target can give a public company’s CEO and CFO significant

comfort when making their certifications. Similarly, if a private company target has established and tested

internal controls, it may be less onerous for the public company to assess the effectiveness of the combined

internal controls infrastructure and to take any necessary corrective actions.

Representations and Warranties. In light of the numerous Sarbanes-Oxley requirements, purchasers are well

advised to require representations and warranties regarding internal controls of the target company. The scope

and qualifications of these representations and warranties will vary. Nevertheless, they can be effective in

identifying problems, which may contribute to an uncomfortable and difficult negotiation process. 
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Deal Success. Public company (and private company) buyers will consider the amount of time and capital

required to improve and integrate an acquired company’s internal controls. In addition, to the extent a

significant private company has incompatible internal controls and disclosure controls systems – which, for

example, may be used to collect and report information to shareholders and lenders – a public company buyer

will consider seriously the integration challenges and costs of merging or converting over the acquired controls

systems. These costs may impact a public company’s decision whether to consummate the proposed

transaction or how much to pay. Established and tested internal controls should at least ensure that the private

company will not be subject to a pricing penalty on this point.  

To avoid unnecessarily jeopardizing the pricing and predictability of an exit transaction, private equity investors

need to ensure that internal controls are in place and operating effectively well in advance of the target date for

a potential sale transaction. The sooner a private company begins addressing its internal controls, the better

chance it has for a successful sale transaction.

Lessons to Learn
For 2004 and going forward, private equity investors pursuing successful, traditional exits, such as an IPO 

or a sale to a public company, will need to ensure that their portfolio companies have well-established, tested,

and effective internal controls and disclosure controls systems. To address this particular challenge of

Sarbanes-Oxley, private equity funds should execute a four-part plan as follows:

• a review and assessment phase

• a work and development phase

• an implementation phase, and

• a permanent testing and operating phase.

Auditors, counsel, and consultants are available to play a principal or supplemental support role in this 

process, as they have extensive experience and judgment to offer.  In the end, careful planning eliminates the

real risk of an exit failure due to poor, inadequate, or otherwise non-compliant internal controls and 

disclosure controls systems. 
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High-Yield and Mezzanine Debt – Same Horse, Different Riders
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independent due diligence review will need to be conducted. Nonetheless, these costs are significantly lower

than the costs that are typically incurred in a high-yield debt offering.

The ongoing reporting requirements of mezzanine debt facilities do not result in significant incremental costs,

and often mirror the reporting requirements contained in the senior financing documents. As a result, no

significant incremental costs are incurred because these reports need to be prepared for the senior lenders 

in any event. Finally, in the context of a mezzanine financing by a private company, the information does not 

enter the public domain.  In fact, information provided by the mezzanine borrower is usually subject to

confidentiality restrictions.

Size of Issue
High-yield financings are typically significantly larger than mezzanine financings. In order to be marketable, the

issuance of high-yield debt requires an issuance of at least  €100 to €125 million for a European offering 

and $150 million for a U.S. offering, although certain specialist investment banks may be able to place smaller

amounts. These thresholds stem mainly from the need for sufficient liquidity in the trading market. Mezzanine

financings can be, and commonly are, smaller than these thresholds. They can also be larger. Indeed, Europe 

has recently seen a spate of “big ticket” mezzanine financings (e.g., Elis, Haarmann Reimer, Coral Eurobet,

Springer) as large as €290 million. Some market participants believe that mezzanine transactions as large as

€400 million could successfully be brought to market. We would not anticipate that size alone will be the

driving force behind a sponsor’s decision as to whether to execute a high-yield offering or a mezzanine

financing, except to the extent that a larger size would mitigate the relative importance of the higher execution

expense of a high-yield offering.

Covenants
Due to the broad distribution of high-yield debt and the passive nature of many high-yield investors, it is usually

difficult and expensive to obtain amendments and waivers of high-yield covenants. As a result, the covenants in

a high-yield transaction must be structured to give the issuer sufficient flexibility to operate its business without

the need for waivers or amendments in the ordinary course. Accordingly, high-yield debt features “incurrence-

based” covenants that prohibit the borrower from taking certain actions, e.g., incurring additional debt or

making restricted payments, unless certain requirements are satisfied. These covenants are usually negotiated

to provide the issuer with sufficient operational flexibility to take actions, such as add-on acquisitions or

divestitures, that were contemplated as part of the sponsor’s business plan without the need to obtain any

consent of the high-yield investors. In addition, the incurrence-based trigger of the covenant often allows a

borrower, should its financial performance falter, to avoid the need to obtain a consent or waiver by foregoing

the action that is the trigger of the covenant.
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In contrast, mezzanine investments are typically syndicated to a small group of investors most of whom have

external incentives to cooperate and act reasonably in response to requests for amendments and waivers.

Mezzanine investors monitor their borrowers much more closely than high-yield investors and often have the

right to attend board meetings as non-voting observers. As a result, covenants in mezzanine financings in

Europe usually include “maintenance-based” covenants that require the borrower to maintain (or attain) certain

financial ratios, such as total debt to cash flow or cash flow to interest expense, as of each quarterly period

regardless of whether the borrower takes a particular action (so the covenant may not be avoided by abstaining

from some action). These covenants are based on corresponding covenants contained in the senior credit

agreement although often with less onerous ratios. In Europe, other covenants are usually identical to the

covenants contained in the senior credit agreement and often provide little flexibility to the borrower in terms of

the applicable exceptions and baskets. As a result, mezzanine borrowers’ expectations and course of conduct in

respect of waiver and amendment requests under mezzanine financing are very similar to their expectations and

course of conduct in respect of such requests under a senior bank arrangement.

Mezzanine borrowers accept the more onerous covenants in mezzanine financings and the increased burden of

amendment and waiver requests relying, in part, on the motivation of mezzanine investors to exhibit flexibility

and to avoid negative consequences to future transaction opportunities as a result of being considered to 

be obstructionist or difficult. Arrangers and sponsors will be disinclined to include these particular mezzanine

investors in the allocation of future transactions.

Voting Provisions
A significant consequence of the relative anonymity of holders of high-yield debt and the fluid trading markets

for these instruments is the willingness of holders to extract hold-up value by exercising or refusing to 

exercise their consent or waiver rights in a distressed or workout situation. Exercising these rights is aided by

some of the more common terms of high-yield debt. The voting thresholds for high-yield debt holders are

typically 50% for most actions, 100% for changes of the fundamental economic terms and 25% to exercise

remedies. This can give high-yield debt holders with significant, but less than majority holdings, the right to

block or take certain actions.  Particularly in a distressed situation, the holder may have acquired the high-yield

debt at a significant discount and, as a result, may view the advent of a liquidation quite differently than an

investor that has paid face value for the same instrument. In an attempt to limit the ability of individual debt

holders to extract hold-up value, it is becoming common in Europe to change voting thresholds in ways that

decrease the veto or foreclosure rights of significant holders, e.g., by providing for a threshold of 90% to

change the fundamental economic terms of the debt or a majority or supermajority threshold to cause the

exercise of remedies.

In mezzanine facilities, the threshold for most actions, including exercising remedies, is 66 2/3% (or sometimes

50.1%) and 100% to make fundamental changes. The higher threshold in the mezzanine market is explained in

part by the dynamics of the market and its participants. Mezzanine investments are usually held by a smaller

group of investors (relative to high-yield transactions) who, at least at the outset, are known to, and often have,

continued on page 28
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an historic course of dealing with the private equity sponsor that controls the borrower. In this context, there is 

significant pressure on mezzanine investors not to exit a troubled investment, even though mezzanine debt is

usually, by its terms, freely transferable. Notwithstanding free transferability, mezzanine investors often find it

difficult to locate a purchaser for mezzanine debt, due to the lack of liquidity of the mezzanine market. Finally, as

noted above, mezzanine investors often have relationships with sponsors and arrangers, which restrict their

willingness to extract hold-up value and jeopardize their access to future transactions.

Structure
Structural subordination of high-yield debt is common in Europe in order to counteract the perceived power 

of holders of that debt to extract hold-up value in a workout or a restructuring. The subject of structural

subordination has received significant press coverage after a statement in 2003 by certain prominent high-yield

investors that they would not accept any transactions featuring structural subordination of high-yield debt.

Structural subordination means that the investors lend to a holding company that is a parent of the company

that is the primary borrower of the senior lenders. In case of a bankruptcy, the structurally subordinated 

debt does not represent a direct claim against the operating assets that represent the actual value of the

business. European senior lenders have insisted upon structural subordination of high-yield debt in the belief

that it would enable them to conduct a restructuring of a troubled business without undue influence from

holders of high-yield debt.

In contrast, European senior lenders have not typically required that mezzanine debt be structurally

subordinated to senior debt. Rather, senior and mezzanine lenders lend to the same entity, and the senior

lenders rely on the contractual subordination contained in an intercreditor agreement to ensure that their 

debt is satisfied before intermediate level debt. Senior lenders seem to be willing to rely on non-legal incentives

for the mezzanine investors not to attempt to use their status as a direct creditor of the business assets to

extract hold-up value.

Standardization of Terms
Due to the wide distribution of high-yield issuances and the relatively small portion held by any one holder,

there is significant pressure to have transactions conform to prior transactions. Standardized terms minimize

the resources investors must expend to analyze and compare investment opportunities.

In the United States, the high-yield market in fact does exhibit a high degree of standardization across various

subclasses of high-yield debt, e.g., senior secured notes, senior notes, etc. Europe, however, is still in the

process of developing models for transactions making analysis and comparison difficult. The lack of a clear

model stems, in part, from the relative youth of the high-yield market in Europe. In addition, differing legal

regimes, with their own tax, credit support, and bankruptcy regulations, drive borrowers from different

countries to use different structures. The fragmented nature of the European high-yield debt market has an

adverse effect on the development of the market since it is difficult for investors to compare one transaction 

to the next.
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While mezzanine loans also exhibit a significant degree of standardization, the pressure for standardization is

not as strong as for high-yield debt, since individual mezzanine investors often acquire a sufficiently large 

stake to justify a more individualized approach. Structuring new transactions similar to prior transactions,

however, does aid the efficiency of mezzanine debt and the syndication process. In Europe, the arrangers

normally will negotiate the original version of the mezzanine debt without input from potential mezzanine

investors, even though the agreements are usually subject to being at least partially renegotiated as part of 

the syndication process.

Coupon
Interest rates are the most immediately evident difference between mezzanine and high-yield debt.  

Mezzanine debt typically features interest rates that are significantly higher (i.e., 400 basis points or more) 

than high-yield debt. High-yield debt usually features a fixed interest rate while mezzanine debt usually features

a variable rate cash interest portion consisting of a margin over LIBOR or EURIBOR and a fixed rate accrued

interest or PIK (payment in kind) interest portion that accrues over the life of the loan and is paid as a lump

sum upon maturity.

Equity Compensation
Traditionally, mezzanine investors received equity of the issuer at nominal cost, usually in the form of penny

warrants, giving the mezzanine investors significant upside potential. In the context of leveraged acquisition

transactions, it is rare for high-yield debt to be issued together with equity.  Recently, however, a trend has

emerged to issue mezzanine debt without warrants. The newest trend in this respect is for issuers to issue two

tranches of mezzanine debt, one tranche with warrants and the other tranche without warrants, but with a

significantly higher rate of interest on the portion of the mezzanine debt that accrues interest on a PIK basis.

Call Protection
The terms of early prepayment are an important economic term of debt. Generally, European mezzanine loans

have limited call protection, allowing payment with either no, or a nominal penalty (2-3% during the first one or

two years). In contrast, high-yield debt usually provides for either no possibility of early redemption in the first

half of the life of the issue (four or five years for a customary issue) or provides for a make-whole payment

based on the net present value of all payments (principal and interest) payable during the period up until the

point in time when early redemption is possible. A large part of this distinction is due to the fact that European

mezzanine debt is generally variable rate while high-yield debt is generally fixed rate. Fixed rate instruments

required more restrictive prepayment provisions to avoid the instrument being prepaid should interest rates

decrease. From the perspective of high-yield investors, prepayment restrictions also have the benefit of

allowing the holder to capture a portion of the increased value of a strongly performing borrower, since early

redemption will typically occur for a business that is doing well and that has the ability to refinance the 

high-yield debt on more favorable terms.
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Credit Support
High-yield debt is usually issued on an unsecured basis or on the basis of limited security or guarantees.

Mezzanine debt in Europe usually receives the same security and guarantees as the senior lenders subject 

to contractual subordination and the legal limitation existing to a greater or lesser degree in all European

jurisdictions. These limitations, which also apply to high-yield debt, include:

• financial assistance proscriptions, which prohibit the use of a target's assets in an acquisition to purchase 

the target's shares directly or indirectly

• corporate benefit restrictions, which require the individual entity (not the group in its entirety) to receive a

direct and tangible benefit from the guarantee for the benefit of its parent, and

• capital protection rules, which prohibit payments to or for the benefit of a shareholder (i.e., the parent) 

that impact the stated capital of the guarantor in a negative way.

Mezzanine Notes
While labeled “mezzanine notes,” the recent Focus Wickes and Baxi Group financings should be viewed as

high-yield financings that incorporated certain features commonly associated with mezzanine financings. 

As illustrated on the chart at the end of this article, the Focus Wickes and Baxi Group mezzanine notes 

feature many typical high-yield characteristics, e.g., expense of execution, size of the issue, execution risk, 

and type of covenants. Their package of voting requirements, structural subordination, and pricing terms

represent new data points for European high-yield debt. The convergence of high-yield and mezzanine terms 

is being driven by a marked increase in flexibility on the part of lenders (senior and intermediate) as the

competition for transaction flow increases. This competition and its resultant competition has resulted in:

• senior lenders relying, in several respects, on contractual subordination of high-yield debt where in the 

past senior lenders insisted on structural subordination

• traditional mezzanine lenders foregoing equity compensation, and

• high-yield lenders offering borrowers a limited, but potentially valuable, prepayment right that could 

allow sponsors to sell their equity position well before the maturity date of the high-yield debt without

suffering the prepayment penalties normally associated with such a transaction.

Conclusion
While mezzanine and high-yield debt serve similar functions in the capital structure of an issuer, the 

methods of distribution differ significantly. These differing methods of distribution and differing customary

investor bases have resulted in each class having a distinctive, typical package of rights.

Recent transactions, however, indicate that certain favorable provisions more commonly associated with

mezzanine financings are being incorporated into high-yield financings. It remains to be seen whether 

these developments will result in concomitant pricing pressures on traditional mezzanine financings.
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Comparison of Customary High-Yield, Mezzanine, and Mezzanine Note Terms

High-Yield Mezzanine Focus Wickes 
Baxi Group 
Mezzanine Notes

Distribution Underwriting Syndicate Arranger of Senior Loan Underwriting Syndicate

No. of Holders High Low High

Cost of Execution High Low High

Ongoing Reporting Burdensome Similar to senior Burdensome
and Compliance facility so no 
Requirements incremental burden

Size of Issue At least €100 to €290 million and Focus Wickes:
€125 million possibly as high as £190 million
in Europe. €400 million in Europe. €140 million
At least $150 million Up to $150 million Baxi Group: £100 million
in US. in US.

Covenants Incurrence-based Maintenance-based Incurrence-based

Voting Requirements:

Amendments of 100% 100% Focus Wickes: 90%
Fundamental  (trending to 90%) Baxi Group: 75%
Financial Terms

Other Substantive 50.1% 66 2/3%/50.1% 50%
Amendments 

Exercise of Remedies 25% (trending to 66 2/3%/50.1% 66 2/3% while senior
majority/supermajority) outstanding thereafter

50% (Focus Wickes)/
25% (Baxi Group)

Subordination Structural subordination  Contractual Focus Wickes:
in Europe. Contractual subordination Holding company
subordination in US. borrower, but subsidiary 

guarantees with 
contractual subordination
to senior lenders.
Baxi Group: Contractual
subordination.

continued on page 32
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High-Yield Mezzanine Focus Wickes 
Baxi Group 
Mezzanine Notes

Role of Prior Liquidity requires Less need for
Transactions comparability through standardization

standardization

Equity Compensation No Yes No

Call Protection Non-call during first Limited call protection Non-call during first 4 to
4 to 5 years 5 years, but option to call

in event of sale of control 
by sponsor

Credit Support Often limited, but Typically full security Full security
secured transactions to the extent permissible
possible under local law

Payment Blockage 179 days 90 days for senior In the event of a senior
payment defaults payment default, for so
120 days for long as such payment 
other defaults default remains 

outstanding 179 days 
for senior defaults 

Enforcement Standstill 179 days for high-yield 90 days for mezzanine 179 days for mezzanine
debt defaults defaults 120/150 for note defaults, but no

other mezzanine right to enforce security 
defaults unless senior lenders 

are enforcing or an 
insolvency event occurs
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Managers of Funds Containing ERISA “Plan Assets”: Fiduciary
Duties and Other Compliance Concerns
continued from page 8

A manager/fiduciary is permitted to cause the fund to enter a service contract with a third party, as long as that

contract is reasonable. However, if the party who is providing the services is an affiliate of the fund manager,

then the service agreement must be carefully structured so as not to violate conflict of interest rules.  Among

other restrictions, these rules provide that a fiduciary may not use its authority, control, or responsibility to

cause a plan to pay an additional fee to that fiduciary (or to a third party in which the fiduciary has an interest

that may affect the fiduciary’s best judgment). Since these restrictions apply only to those related-party

contracts where the fund is paying a fee to the related party, the rules are not implicated where a fund manager

hires a related-party manager or advisor who is paid by the fund manager from its management fee. On the

other hand, if the fund manager hires a related-party administrator whose fees are a fund expense (separate

from the management fee), the related-party rules are brought into play. In such a case, the terms of the fund

agreements should provide a specific acknowledgement by the pension plan investors (and independent plan

fiduciaries) that services are being provided by the related party, the nature of services that will be provided, 

and the fees that will be charged. It is best if the fee arrangements are part of the initial agreement between the

plan and the fund, because it may be difficult to modify the fee arrangements at a later time since any new 

fees may be considered “caused” by the fund manager fiduciary and result in a conflict of interest violation.

Withdrawal Rights 
As noted above, any management arrangement regarding plan assets must be reasonable under the prevailing

facts and circumstances. In terms of withdrawal rights, an arrangement is not considered reasonable if it does

not permit the plan to terminate the agreement without penalty on reasonably short notice. In the case of many

investment advisory relationships, a reasonable notice of termination period is 90 days or fewer. However, the

Department of Labor has recognized that, under certain circumstances, it can be reasonable to have a much

longer termination period.

The feasibility of incorporating a short termination period differs depending on the type of fund. As a business

matter, it may be difficult for a fund of private equity funds to permit a short termination period. However, even

when a short period is not feasible, the inclusion of certain provisions in a fund agreement could strengthen the

argument that a longer termination arrangement is reasonable under the circumstances:

• a no fault divorce provision, allowing a majority (or supermajority) of the fund’s investors to terminate the

fund manager and shut down the fund, or

• transferability of the employee benefit plan’s interest to the extent commercially feasible.

Permitted Investments
The characterization of the investment fund’s assets as assets of the employee benefit plan significantly

restricts the types of investments that are permissible or advisable for the investment fund. Because of the 

continued on page 34

FF PepTalk Final 2 printer  7/14/04  11:06 AM  Page 33



34 Fried Frank PEP Talk™ Summer 2004

difficulties and risks presented by tracking plan assets through multiple tiers of investments, funds of funds

would typically invest only in underlying portfolio funds that qualify for an exception to the look through rule

(e.g., VCOCs, REOCs, or entities with less than 25% participation by benefit plan investors). This constraint

prevents the managers of the underlying portfolio funds from inadvertently becoming fiduciaries of the

employee benefit plan investors of the top-tier funds, and minimizes the risk of prohibited transactions.

Because of prohibited transaction concerns, the fund should carefully examine investments in entities affiliated

with the fund manager. To help avoid engaging in prohibited transactions with a party-in-interest to the

employee benefit plan investors, the fund could obtain a representation from the plan investors setting out all

the entities that are parties-in-interest to each plan. In this way, the fund would be aware of the entities in 

which it should not invest. In addition, there is an exemption for certain investments approved by a qualified

professional asset manager, which is, generally, a bank, savings and loan association, insurance company, 

or registered investment advisor. 

Multiple Closings and Redemptions: Prohibited Transaction Concerns
An employee benefit plan may not engage in the sale or exchange of property with a person who is a party-in-

interest with respect to the plan, nor may the assets of the plan be transferred to, or used by, or for the benefit

of, a party-in-interest. A fund manager who is a fiduciary with respect to the employee benefit plan investors

also becomes, by definition, a party-in-interest at the time of the plan’s initial purchase of an interest in the

fund.  Where employee benefit plans are permitted to make subsequent contributions to purchase additional

interests in the fund, the additional contribution could be considered a prohibited exchange of property between

the fund manager and the plan investors under federal pension regulations. Similarly, a redemption under the

fund’s governing agreement could be considered a prohibited transfer for the benefit of the fund manager.

Furthermore, if a plan investor has a relationship with the fund manager at the fund’s inception, the fund

manager may already be a party-in-interest or fiduciary to the plan at the time plan assets are initially invested

in the fund. In this case, to avoid prohibited transactions, neither the fund manager nor any of its affiliates

should counsel an employee benefit plan about the advisability of investing in the fund.  

Additional Compliance Issues
There are a number of additional concerns that also must be addressed in fund documents and that affect the

manner in which the fund operates. These issues include:

• the requirement that plan assets be held in trust

• the obligation to identify the fund as a “plan asset” vehicle to any service provider (e.g., escrow agents,

brokers, third party administrators)

• reporting obligations

• bonding requirements, and

• proxy voting obligations.

Complying with fiduciary and prohibited transaction rules under such circumstances is complex, and each

fund’s structure, fees, investments, and all other arrangements should be carefully reviewed.  
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Several consequences could result from prohibited transactions:

• liability for losses to the plan resulting from the transaction

• disgorgement of profits

• civil penalties (as well as other equitable and remedial sanctions), and

• federal excise taxes.

As outlined above, operating a fund that is deemed to be plan assets of its employee benefit plan investors

results in important limitations on that fund. Any fund operating under these constraints needs to ensure 

that it has in place procedures and operating policies to avoid prohibited transactions and ensure that 

the fund manager satisfies its fiduciary obligations. Absent such policies and procedures, a fund and its

manager run the risk of violating provisions of the federal pension laws simply by engaging in activities that are

commonplace among funds of funds and their managers. 
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