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he SEC's Private
Funds Rules have
been vacated, but the
regulator will continue
to use its enforcement
division to pursue
transparency in private markets

fees and expenses with dogged
determination, writes Amy Carroll.

Crossing the
starting line

Almost half of survey respondents
start charging a management fee
at first close, while close to a third
wait until they have made their first
investment. Negotiations typically
center on balancing the need to
provide the manager with sufficient
capital to run operations, including
investor onboarding and deal-
sourcing functions, in the early life of
the fund with the need to mitigate
the J-curve. Other considerations
include the need to avoid conflicts
of interest, which may occur if

two funds are in the fee-earning
investment stage at the same time.

2 Private Funds CFO e

While enhanced quarterly
reporting will no longer be
mandated, the Institutional Limited
Partners Association has rebooted
its proposed quarterly reporting
template in the hope it will become
a voluntary industry standard
instead. There is no doubt then that
the drive towards disclosure remains

Which is true of your most recent fund? (%)
We charge a management fee from the fund’s first
closing even if we do not call capital

We do not charge a management fee until we call
capital for the first time

We do not charge a management fee until some
period of time prior to our first investment

We do not charge a management fee until
the predecessor fund has a step down in
management fee

The amount of management fee we may charge is
tied to our operating budget

Other

Insight

Seven charts that matter Our biennial survey reveals the
latest developments in fees and expenses, as the power to
determine best practice returns to the industry

intact. LPs demand it, and GPs must
respond. The Private Funds CFO
Fees & Expenses Survey has again
captured the latest evolutions in one
of the most sensitive areas of fund
negotiations. As the power to define
best practice returns to the industry,
here are key findings from 2024's
survey.

Source: Private Funds CFO Fees & Expenses Survey 2024
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Breakdown costs

Broken-deal costs remain one of the most contentious limited partners when they kick the tyres on prospective
points of Limited Partnership Agreement negotiation, investments. LPs, however, may argue that the costs
with the survey showing that in most cases, funds bear accrued reflect shortcomings in the due diligence

the brunt of the expense, even if a deal falls apart in the process.

early stages. Meanwhile, the situation only becomes more

Managers maintain they are working on behalf of their ~ complicated when co-investors enter the mix.

After data room review in an auction deal, a non-binding indication of interest is executed in connection with which you incur legal and accounting
expenses. Who pays for these expenses... (%)

B Managementfirm Il Fund Split between fund and firm Reimbursed by the portfolio company
0 20 40 60 80 100

If the deal closes?

et
close?

As a result of a routine examination, the SEC highlights deficiencies in the examination

’:a | ‘ ure J[O commun ‘Cate report. Do you disclose these deficiencies to your LPs? (%)

The entire rationale for the SEC's

clampdown on private equity fees Yes, in all cases
and expenses is the need to promote

transparency in the asset class and

0 10 20 30 40
1 ) ) ) Yes, because we have side letters
provide investor protection. It is perhaps that require the disclosure and we _
ironic then, that managers continue disclose it to the side letter holder

to avoid disclosure around SEC
examinations themselves. Less than 40 Only if the deficiency resulted in
percent of survey respondents routinely expenses to the fund

report deficiencies highlighted by the

SEC to limited partners, while close to We try very hard not to have to make
a quarter aim to avoid disclosure at all any disclosure
costs.
| | Did you stipulate in your LPA who pays for costs relating to a potential fund
Restructuring ripples Did you spulate

Continuation vehicles have risen in 0 10 20 30 40 >0

prominence in recent years, as traditional
exit routes have remained challenged.
Yet over 40 percent of respondents do
not stipulate in their LPA who should
bear the cost of a fund restructure. Of
those that do, the majority expect the Yes, split between both fund and firm
existing fund to carry the burden. But as

LPs b e din thei No, it is decided at the time of the
s become more sophisticated in their restructuring and submitted to LPs for _
understanding of how these vehicles approval with the rest of the terms

Yes, the management firm

Yes, the fund

work, there is a growing senses that costs
should shift to the continuation vehicle None of the above
itself.

October/November 2024 o Fees & Expenses Survey 3
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Co-investment complexities

A lack of uniformity remains over how fees and
carried interest are applied to co-investments.
Over two-thirds of respondents charge no
management fee, with a nominal organizational
or set-up fee commonplace. Others charge a
reduced fee, while some charge the same fee as
the main fund. Similarly, carry treatment varies
significantly and it seems a lot depends on the
rationale for the co-investment and the level of
criticality it brings to the deal. The co-investment
structure also has an impact, with separate fund
structures carrying higher costs than direct
investment into a holdco.

Offsetting news

It has increasingly become the norm that
transaction and monitoring fees are 100 percent
offset against management fees - at least on
paper. However, the growing prevalence of co-
investment means this is not always the case in
practice. Over half of survey respondents said they
reduce fees subject to offset by the percentage

of investors that are exempt from paying
management fees. Critically, this typically includes
co-investment provided by the management team
itself.

=SG expenses

One relatively nascent area of expense involves
ESG consultancy and benchmarking. This is an
area where no clear market standard has yet
emerged regarding who should bear the cost. The
survey shows there is a shift toward ESG being
deemed a fund expense (32 percent of 2024
respondents compared with 29 percent in the
2022 survey). However, it ultimately depends on
who is driving demand. If a manager is promoting
ESG as a core component to its strategy, then LPs
may argue it should carry the cost. If investors

are insisting on ESG ratings to satisfy their own
reporting requirements, meanwhile, then the onus
is on the fund.

4 Private Funds CFO e October/November 2024

Which of the following do you charge to your co-investment vehicles?
(Multiple answers allowed, %)

No management fee is charged
Organizational and/or set-up fee

No carried interest is charged

Carried interest which is less than the
carry payable by the fund

Management fee which is less than the
management fee that is paid by the fund

Carried interest equal to the carry
payable by the fund

Management fee equal to the
management fee that is paid by the fund

Do you reduce the fees subject to offset by the percentage ownership in the
portfolio company that is held by third parties?

Yes 44% HHHEEEEEER
HEEEEEEEEN

Your firm employs an ESG consultant to advise on a responsible investment
policy across your portfolio. Who pays? (%)

Il The management firm M The fund

80

Split between fund and firm
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Insight

Editor’s letter
The disclosure decade

Helen Lewer

helen@lewer.co.uk

elcome to the 2024 Private Funds CFO Fees & Expenses Survey.

Conducted biennially since 2014, the survey is a unique window,

and valuable benchmark, on fees and expenses practice in the world’s
biggest private funds market — the United States.

That first survey coincided with the dawn of a decade marked by acute
regulatory oversight by the SEC - revisited on p. 8 by our Washington
correspondent Bill Myers. Subsequent iterations have charted a period of
unprecedented adjustment by those in charge of private funds’ finance and
compliance functions.

Perhaps the single biggest
story emerging from the past
decade, though, is of a sector that
has transitioned from one with a

k& The transparency
journey has not
concluded 7

embracing transparency, driven by regulatory necessity, of course, but also by

reputation for being opaque to one

an increasingly inquisitive investor base that expects to know exactly what, and
who, they are paying for.

Growing complexity has accompanied this more transparent landscape. “The
rulebook has got a lot bigger,” muses one expert, with ESG and cybersecurity
adding to the cost and compliance burden on CFOs and their teams. So, it must
be of some relief that the SEC’s latest oversight manoeuvrings, the private fund
adviser rules, were recently struck down by the law courts.

There’s a peculiarity in this year’s survey findings, however. Under 40 percent
of respondents are disclosing deficiencies unearthed in SEC examinations to
their investors; just over 20 percent report avoiding such disclosures at all costs.
That signals a transparency and communication issue that needs addressing.
Great progress has been achieved to date, certainly, but the transparency journey
has not concluded. And Private Funds CFO will continue to monitor it with
interest.

Helen Lewer
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Analysis

How we reached our results

Our survey is one of the most comprebensive insights into fees
and expenses in the US private markets industry

he Private Funds CFO Fees & Expenses Survey was

launched in 2014 in response to fund managers’

questions about who should pay for various fees and
expenses. The report, which we produce every two years, is
intended as a benchmark to compare and review fee-related
practices across the private markets industry.

Creating the benchmark

PEI Group’s Research & Analytics team surveyed 110

US alternatives fund managers on their fee and expenses
practices in May and June 2024. We targeted CFOs because
they are most informed of these practices. However, if
CFOs were unavailable, we sought responses from other
professionals, including CCOs, COOs and IR professionals,

What is your primary job title? (%)

provided they were aware of their firms’ practices. The
sample covers each region in the US and responses were
received across fund size spectrum.

What about confidentiality?
"To encourage wide participation, the survey is entirely
confidential.

Why alternatives and not just private equity?
While 62 percent of survey respondents manage buyout or
growth funds, we included fund managers in other illiquid
alternative asset classes such as real estate and infrastructure
because much of the scrutiny facing private equity firms is
placed equally on those other asset classes. m

What type of investment strategy best describes your firm? (%)

100 10 20 30 40 50
Buyout e
Growhequty |
Real estate I
Fund of funds I
80 Diversified platform || N
Infrastructure [ ]
Il General Others .
counsel . . . - .
What is the size of your most recently closed fund (ie, no longer raising capital)? (%)
60 I Investor
olations 10 20 30 40 50
professional Lessthan $100m | NNNEQE
cco s100msarom
Controller $500m-$999m |
a0 - oo $onseoson
W CFo More than $5bn ||
Where is your firm headquartered in the US? (%)
10 20 30 40 50
20 Northeast |
West |
Midhes —
Southwest ]
0 Southeast ]

Source: Private Funds CFO Fees & Expenses Survey 2024
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A decade of regulation

Bill Myers charts the evolution of the SEC’s thinking on fees & expenses

Year Company Settlement Comment

2010 Congress passes Dodd-Frank, requiring large private equity managers
to register as investment advisers with the SEC. Imposes whole suite of
elevated fees & expenses disclosure rules and puts funds on regular exam
schedule.

2014  Lincolnshire Management $2.3 million Agrees to settle SEC claims that it misallocated fees and expenses among
private fund clients.

2015  Kohlberg Kravis Roberts $47.4 million Agrees to settle SEC allegations that it did not properly allocate broken
deal expenses.

2015 Blackstone Management Partners $39 million Agrees to settle SEC accusations that it did not properly disclose its
accelerated management fees.

2015  Fenway Partners $10.2 million Agrees to settle SEC accusations that it failed to disclose conflicts of interest
“to a fund client and investors when fund and portfolio company assets
were used for payments to former firm employees and an affiliated entity.”

2015  Cherokee Investment Partners $100,000 Agrees to settle SEC claims that it improperly allocated consulting, legal
and compliance fees to a pair of private equity funds it was advising.

2016 WL Ross & Co $2.3 million Settles SEC claims that it did not properly disclose its fee allocations.

2017  Platinum Equity Advisors $3.4 million Agrees to settle SEC allegations that it did not properly disclose broken-
deal fees for three private equity funds it advised.

2018 Aisling Capital $200,000 A venture capital fund manager, agrees to settle SEC accusations that it
failed to offset consulting fees it charged against its management fees.

2018 Beverly Hills Wealth Management $100,000 The firm and Margaret Mulligan Black are censured. Beverly Hills agrees
to settle SEC claims that the firm improperly withheld fees from clients that
terminated their business with the fund adviser.

2018 NB Alternatives Advisers $2.73 million Agrees to settle SEC allegations that it improperly charged executive
compensation to funds it advised.

2018 Lightyear Capital $400,000 Agrees to settle SEC accusations that it did not properly allocate expenses
and did not properly offset management fees in co-investment vehicles.

2019  Corinthian Capital Group $140,000 The firm and two of its executives agree to settle SEC claims that the firm
and its executives improperly charged “organizational expenses.”

2019 The SEC issues a guidance document explaining how regulators see an
investment adviser's fiduciary duty, including how he or she discloses fees
and expenses.

2019  Swapnil Rege $700,000 A portfolio manager for a private fund, agrees to accept a three-year ban

and to settle SEC charges that he manipulated the price of his funds'
investments to goose his bonuses.

8 Private Funds CFO e October/November 2024
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2019

Mitchell Friedman

$181,000

A principal at Sharpe 4 Capital settles SEC allegations that he did not
properly disclose a conflict of interest in his compensation package from a
fund focused on foreclosed real estate.

2020

Monomoy Capital Management

$2 million

SEC claims that Monomoy did not properly disclose expenses for
operational services provided by staff, and did not properly obtain investor
consent to charge those expenses to investors.

2020

Monsoon Capital

$100,000

Founder, Gautam Prakash, agrees to settle SEC accusations that he filed
phony expense reports to the fund he and his firm were advising. Monsoon
is censured. Prakash is barred from industry.

2020

SEC examiners release the first-ever risk alert for private fund managers.
Among its findings: private fund managers were improperly allocating
fees and expenses, charging fees and expenses that were not permitted
by fund agreements, failing to comply with caps on expenses, such as
legal or placement agent fees, and failing to obey their own travel and
entertainment expense policies.

2020

Rialto Capital Management

$350,000

SEC claims that it improperly allocated expenses among the funds it
advised.

2020

Finser International Corporation

$62,000

Founder, Andrew Jacobus, agrees to settle SEC accusations, including that
he and the firm improperly charged performance fees.

2020

EDG Management Company

$2.2 million

SEC claims that it failed to reduce management fees after a write-down.

2021

Global Infrastructure Management

$9.9 million

Agrees to settle SEC claims that it failed to offset management fees to
private equity funds and made false and misleading statements to investors
or potential investors about management fee offsets.

2022

SEC examiners issue the second-ever risk alert for private funds. Among
the findings: fund managers are not following the practices in their
disclosure documents about post-commitment management fees.

2022

A divided SEC proposes the most sweeping changes to private fund
regulation since Dodd-Frank. If adopted as-written, the rules package will
ban a raft of fee and expenses for registered and exempt private fund
managers.

2022

Alumni Ventures

$800,000

Boston-based venture capital firm, and its founder Michael Collins agree to
settle SEC claims that it misleading advertised its fees.

2022

Energy Capital Partners Management

$4.3 million

Agrees to settle SEC allegations that it allocated “undisclosed and
disproportionate expenses” to a private equity fund it advised.

2022

Wave Equity Partners

$325,000

Accepts censure and agrees to settle SEC accusations that it did not
properly offset its management fees, and did not properly disclose its
management fee offsets.

2023

Insight Venture Management

$2.4 million

Pays to settle SEC accusations that it charged excess management fees and
did not properly disclose a conflict of interest in its fee calculations.

2023

A divided SEC adopts new private fund adviser rules, in a 3-2 vote. Among
other things, it requires private fund managers to distribute audited fee
and expense reports every quarter and to obtain informed consent of
investors before charging some fees or expenses. Within days, industry
challenges the new rules in federal court.

2024

A three-judge panel of the Fifth US Circuit Court of Appeals strikes down
the SEC's private fund rules.

October/November 2024 o Fees & Expenses Survey
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ransparency around
private equity fees and
expenses has been trans-
formed in the decade
since Private Funds CFO

first began carrying out
its Fees & Expenses Survey. A powerful

combination of regulatory oversight

and the growing sophistication of the .
private markets’ investor base, har-
nessed by the Institutional Limited
Partners Association, has shone a spot-
light on the myriad additional costs
that belie the apparent simplicity of
private equity’s two and 20 model.

“It is hard to say who has driven

this change,” says Stephanie Pindy- There bas been a profound shift toward greater
ck Costantino, a partner at Troutman . . .

Pepper. “There have certainly been transparency in the decade since the Private
some key enforcement actions regard- Funds CFO Fees & Expenses Survey was
lnglfili;aﬁijfjﬁfy'ed a role, coming launched. Amy Carroll considers the factors
out with strong guidelines and recom- drlvzng the trend

mendations in an attempt to apply a
uniform standard, which the industry
has taken seriously.

In addition, notes Costantino, the —
reporting obligations of some of the

larger institutional investors have trick-
led down: “It is hard to say where the
circle starts and finishes, but regula-
tions, sophisticated LPs and organiza-
tions like ILPA have all played a part
in driving transparency around fees and
expenses.”

SEC mission
Scrutiny of fees and expenses by the
US Securities and Exchange Commis-
sion has undoubtedly ramped up over
the past four years, in particular, since
the regulator issued its first risk alert
directed at the private funds industry
in 2020. A year later, Gary Gensler was
appointed as SEC chairman and his
sidekick Gurbir Grewal was appointed
head of the SEC’s enforcement divi-
sion. Gensler was clear from the outset
that tackling opacity in private markets
was his top priority.

Indeed, a sweeping raft of reforms
that became known as the Private
Funds Rules, became the centerpiece

10 Private Funds CFO e October/Novemk
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of his tenure. The proposals included
a plethora of changes that would have
had significant ramifications for the
treatment and transparency of fees and
expenses, including quarterly report-
ing, the restriction of certain practices
without disclosure or investor consent,
the auditing of financial statements and
steps to prohibit preferential treatment.
The Private Funds Rules have, of
course, now been vacated by the US
Court of Appeal, and the negotiation
of fees and expenses, and the reporting
thereof, has been returned to the in-
vestors and managers directly affected
— albeit under the auspices of the SEC’s
undeterred enforcement division. But
the impact of an unprecedented regu-
latory focus has been felt, nonetheless.
For Troutman Pepper partner Pat-
rick Bianchi, this enhanced scrutiny has
been largely positive for the asset class.
“The SEC’s focus on fees and expenses
has broadly helped the industry. The

emphasis of examinations has been on
inadequate disclosure and the improp-
er allocation of fees and expenses. That
has caused managers to have stricter
compliance with their own fund doc-
uments, which in turn has given LPs
more confidence in private funds,
which is one reason why we are seeing
more and more capital flowing into pri-
vate markets each year.”

For CFOs themselves, it may be
harder to appreciate the big picture
benefits when in the midst of the nitty
gritty of fund negotiations. Saw Mill
Capital CFO Blinn Cirella recalls the
firm’s first fund, raised 18 years ago.
“There was probably around half a
page dedicated to partnership expenses
in the LPA at that time. In our most
recent fund, which we are just about
to close, there are at least five pages of
expenses language. That is a case of us
being more explicit and a reflection of
the fact that there are simply more and

“Regulations,
sophisticated LPs and
organizations like
ILPA have all played
a part in driving
transparency around

fees and expenses”

STEPHANIE PINDYCK COSTANTINO
Troutman Pepper

October/November 2024 o

more things to spend money on today,
from cybersecurity to ESG.”

Cirella suggests there’s no smoke
without fire. “Laws get put in place be-
cause somebody somewhere did some-
thing to necessitate it. Clearly then,
there have been managers that have
tried to push expenses through un-
der a single label, such as broken-deal
expenses. Now, therefore, those bro-
ken-deal expenses have to be split out
into an entire paragraph.

“For LPs, the SEC’ focus on fees
and expenses has created more trans-
parency, while for CFOs it has creat-
ed more headaches. Fundamentally
though, as trained accountants, most of
us CFOs are natural rule followers. It
is just that the rulebook has got a lot
bigger.”

More complex world

The trend toward transparency is not
the only factor that has helped shape
the fees and expenses landscape over
the course of the past decade. The in-
dustry itself has experienced significant
changes that have had repercussions
for the P&Ls of private equity firms,
and therefore for the negotiations that
underpin the LP/GP relationship.

First and foremost, the cost of reg-
ulatory compliance itself has escalated
significantly. “While regulation around
private funds aims to increase transpar-
ency and fairness for investors, it also
results in higher operational costs,”
says Colleen Fay, financial services
practice lead at Withum. “Conse-
quently, these costs may be passed on
to investors in the form of increased
management fees.”

Other expenses have also entered
the fray. The rapid escalation of ESG
requirements, for example, has led to
significant additional costs, and it is not
always straightforward to determine
who should pick those costs up.

“ESG ratings and consultancy is a
cost line that has dramatically risen in
prominence over the past decade,” says
Rosemary McCollin, managing direc-
tor and head of funds for Europe, the

Fees & Expenses Survey 11
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Opening up to all

provisions and investor education.

investments.”

going to have a real impact.”

UK and US at Vistra. “Many investors
require a positive ESG rating in order
to sign up to a fund, and then subse-
quently require extensive ESG report-
ing, but depending on the jurisdiction
it isn’t necessarily a regulatory require-
ment. Who then should bear the cost?”

Meanwhile, the growing prev-
alence of co-investment has added
further complexities to the allocation
of expenses, with the offsetting of
transaction costs against management
fees, and broken deal costs, proving

Potentially the most transformative trend, the
democratization of private markets could herald both
significant added expense and added regulatory scrutiny

“The democratization of private equity, characterized by the growing
participation of high-net-worth individuals, has led to a broader investor
base and growth in the industry,” says Withum’s Colleen Fay. “But this
expansion also brings additional costs related to compliance, liquidity

“While democratization efforts aim to make private equity more
accessible, they could inadvertently raise fees due to the complex nature
of managing a diverse investor pool. Overall, while regulation and
democratization strive for inclusivity and transparency, they also pose
challenges by potentially escalating the costs associated with private equity

Vistra’s Rosemary McCollin adds: “The onboarding of investors is a
time-consuming and costly process. When you move from onboarding 10
big institutions to hundreds and potentially thousands of individuals, that is

Meanwhile, NB Alternatives’ Barry Giarraputo says the SEC and other
global regulators are likely to continue to push for enhanced transparency
and protections for investors given the increased participation of high-net-

worth investors and the proliferation of evergreen structures.

particularly contentious. The rapid rise
of the continuation vehicle has also had
to be addressed, with LPs in the exist-
ing fund increasingly dissatisfied about
bearing the cost of fund restructurings.

With the Private Funds Rules now
firmly behind us, the onus is back on
the asset class to promote its own best
practice. Indeed, ILPA is in the process
of revising its proposed template for
quarterly fees and expenses reporting
that it hopes will become the voluntary
industry standard.

October/November 2024

“Most of us CFOs are
natural rule followers.
It is just that the
rulebook has got a

lot bigger”

BLINN CIRELLA
Saw Mill Capital

The agenda is once again being
driven by investors. “The reality is that
GPs are getting more granular with
the information they provide because
that is what investors are requesting,”
says NB Alternatives CFO Barry Gi-
arraputo. “I don’t know that this yet
meets the full magnitude of what the
SEC was originally proposing, but it is
certainly in the spirit of transparency.
There only seems to be one direction
of travel and that is towards greater
disclosure.” m
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—nforcing change

The Private Funds Rules may have been vacated, but the SEC will continue to
pursue its private markets agenda through enforcement actions. By Anzy Carroll

n June 5, 2024, a
panel of judges on
the United States
Court of Appeals
for the Fifth Cir-
cuit unanimously
vacated the sweeping rule changes for
private funds advisers that were adopt-
ed by the Securities and Exchange
Commission almost a year earlier.

In some respects, however, private
markets firms had already upped their
game in anticipation of the regulation
being enacted. “As with any impending
regulation, many were addressing areas
to be in compliance or were already in
compliance with respect to fees and ex-
penses under the Private Funds Rules,”
says Colleen Fay, financial services
practice leader at Withum.

Meanwhile, just because the rule
changes have been reversed, does not
mean the SEC is not still laser-focused
on identifying and sanctioning firms
that violate their own fund agreements.
The regulator can and will continue to
advance its fees and expenses agenda
through its enforcement division.

Fixing fees

Indeed, SEC chair, Gary Gensler, and
division of enforcement director Gur-
bir Grewal, who both took up their
posts in 2021, have made it their mis-
sion to bring ‘enhanced disclosures’
to a private capital industry that rep-
resents more than $18 trillion in gross
assets.

The SEC brought eight separate

Is your firm registered with the Securities and
Exchange Commission? (%)

Yes 66%

“T'he area that we are
seeing the SEC focus

on the most at the

moment is valuations,
rather than fees and

expenses specifically”

ROSEMARY MCCOLLIN
Vistra

October/November 2024 o

standalone actions relating to fees in
the 2023 fiscal year alone, with a focus
primarily on clamping down on disclo-
sure shortfalls and a failure to adhere to
Limited Partnership Agreements.

“I don’t think it is so much that the
SEC has a position on what should or
shouldn’t be being passed through to
the fund. The focus is more on ensur-
ing that you are doing what you said
you would in your fund documents,”
says Blinn Cirella, chief financial of-
ficer at Saw Mill Capital. “They are not
so much writing the rules as enforcing
the rules that LPs and GPs themselves
have agreed to.”

Jets and jollies

There are some fees and expenses that
remain particularly emotive, of course.
One finance director, who asked to
remain anonymours, points to private
jets and personal entertainment as a
source of antagonism.

“The biggest area of enforcement
that we continue to see is around pri-
vate jets,” agrees Cirella. “We do have
a private jet that we use, but we always
look up the price of a first-class ticket
at the time of booking, and that is the
expense that gets put through.”

Meanwhile, fees and expenses are
not the only area of private markets to
be attracting the SEC’s attention. Oth-
er recent cases to have been brought
against alternative asset managers cover
infractions, including failure to comply
with books and records rules, which are
subject to strict liability. Regulators do

Fees & Expenses Survey 13
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Has the SEC raised the below issues with your firm? If they concluded you had a problem and you incurred costs to correct it, who bore the
costs? (%)

Was this raised? Il Yes I No

o
N
=)
IN
[S)
o
=)
o)
S
N
o
S

Inadequately disclosed portfolio monitoring fees
Misallocation of broken-deal expenses

Failure to disclose conflicts of interest
Misallocation of compliance costs

Misallocation of insurance premium costs

Inadequacy of cybersecurity risk protection

Allocation of investment opportunities among
affiliated funds

Was the penalty assessed? Il Yes HNo

o
N
o
IS
o
o~
o
[09)
o
N
o

0

Inadequately disclosed portfolio monitoring fees

Misallocation of broken-deal expenses
Failure to disclose conflicts of interest
Misallocation of compliance costs
Misallocation of insurance premium costs
Inadequacy of cybersecurity risk protection

Allocation of investment opportunities among
affiliated funds

Who pays for the cost of correction? B Management firm Ml Fund Split between fund and firm

o
N
o
N
o
o~
o
©
o
-
o
o

Inadequately disclosed portfolio monitoring fees

Misallocation of broken-deal expenses

Failure to disclose conflicts of interest

Misallocation of compliance costs
Misallocation of insurance premium costs
Inadequacy of cybersecurity risk protection

Allocation of investment opportunities among
affiliated accounts

Who pays the penalty? B Management firm Hl Fund Split between fund and firm

o
N
o
iy
o
o~
o
e}
o
-
o
o

Inadequately disclosed portfolio monitoring fees

Misallocation of broken-deal expenses
Failure to disclose conflicts of interest

Misallocation of compliance costs
Misallocation of insurance premium costs

Inadequacy of cybersecurity risk protection

Allocation of investment opportunities among
affiliated accounts

14 Private Funds CFO e October/November 2024
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As a result of a routine examination, the SEC highlights deficiencies in the examination report.

Do you disclose these deficiencies to your LPs? (%)

100

80

We try very hard not to have
to make any disclosure

60 Only if the deficiency
resulted in expenses to the
fund

Il VYes, because we have side

20 letters that require the
disclosure and we disclose it
to the side letter holder

B VYes, in all cases

20

0

2016 2018

“We [are] starting to
see 1more precision in
the language relating
to who bears what
costs and in what

situations”

STEPHANIE PINDYCK COSTANTINO
Troutman Pepper

2020 2022 2024

If your LPA provides indemnification of principals serving on the management team, does that
indemnity provide for advancement of expenses? (Multiple answers allowed, %)

o
w

10 15 20 25 30 35

Always in all cases

Always, except where a threshold
percentage of limited partners
have alleged misconduct

Always, except for claims for
violations of securities laws

Only at the discretion of the
non-affected general partners

Only with LPAC approval

Only to a limited group of the
management team (eg, only
officers of the management
company)

Source for all data: Private Funds CFO Fees & Expenses Survey 2024

October/November 2024 e Fees & Expenses Survey 15
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An individual principal within your firm is the subject of an inquiry from the SEC that involves the firm's activities and the activities of the funds you
manage. Do you advance expenses for the principal’s defense if... (%)

There is insurance coverage for the claim?

The person provides an undertaking to restore
the funds?

There is a possibility of criminal sanctions?

o

20 40

I Yes HNo
60 80 100

Your firm is visited by the SEC or state regulator for a routine regulatory examination which leads to a deficiency finding around valuations. You
voluntarily decide to redo the last two quarters’ reports and deliver the new ones along with an explanatory letter to your LPs. Who pays for the
accounting and legal costs in getting through this correction process? (%)

100

(e
o

o~
o

Pt

o

2

o

o

2014 2016

not have to prove intent to file a suit.

Rosemary McCollin, managing di-
rector and head of funds for Europe,
the UK and US at Vistra, meanwhile,
says the SEC is targeting valuation
practices, in particular. “The area that
we are seeing the SEC focus on the
most at the moment is valuations, rath-
er than fees and expenses specifically,”
she says.

“Although, of course, if there is a
move towards having to have an inde-
pendent valuation from an accredited
provider that is not the fund adminis-
trator, that would become a significant
added expense in itself.”

Indeed, dealing with enhanced reg-
ulatory scrutiny from the SEC can be a
costly business, reigniting the question
of who should bear the expense.

2018 2020 2022

Your firm is visited by the SEC or state
regulator for a routine regulatory examination
which leads to a deficiency finding around
valuations. You voluntarily decide to

increase compliance processes and engage

a compliance consultant. Who pays for the
additional compliance costs on an ongoing
basis? (%)

Split between

Management firm
both fund and

firm 84%
1%

October/November 2024

Split between fund
and firm

M Fund

B Management firm

2024

“Costs relating to SEC examina-
tions have not always been front of
mind for LPs, but as advisers have
come to expect to be examined more
frequently, I think LPs have started to
pay more attention to the allocation of
these expenses,” says Stephanie Pindy-
ck Costantino, a partner at Troutman
Pepper. “We are, therefore, starting to
see more precision in the language re-
lating to who bears what costs and in
what situations.”

The Private Funds CFO Fees &
Expenses  Survey 2024 found that
management companies are paying
correction costs and penalties in
the vast majority of cases, as well
as paying the cost of any voluntary
compliance measures taken as a result
of examinations, unless specifically
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If you have made changes to any documentation following an SEC visit, what documentation was updated? (Multiple answers allowed, %)

o

Limited Partnership Agreement

Valuation policies

Company website

IT systems

Outside vendor contracts

Your firm is visited by the SEC or state
regulator for a routine regulatory examination
which leads to a deficiency finding around
valuations. You voluntarily decide to enhance
reporting to LPs. Who pays for the additional
reporting costs on an ongoing basis? (%)

Split between Fund
both fund and

frem 714%
%

Management
firm

18%

Figures have been rounded
Source for all data: Private Funds CFO Fees &
Expenses Survey 2024

10 20 30

involving enhanced reporting to LPs.

Interestingly, however, given the
emphasis that the SEC is placing on
transparency and disclosure, only 38
percent of respondents will routinely
disclose deficiencies highlighted by
the SEC in examination reports to
investors.

Enforcement agenda

While it seems unlikely the SEC will
attempt to introduce any significant
new rule changes to private markets
in the immediate future, it is clear the
regulator will continue to drive for
fairness and transparency through en-
forcement action.

“I don’t think we will see any further
rule changes being proposed any time
soon. There was a big push with the
Private Funds Rule, which has now

October/November 2024 o

W 2024
I 2022
2020
2018

been vacated, and the SEC has said
it is not going to pursue an appeal,”
says Troutman Pepper partner Patrick
Bianchi.

“On a practical level, with an elec-
tion coming up, it is unlikely we will
see any new rules for the private funds
industry being put forward in the next
six months. Instead, the SEC will rely
on continued enforcement practices
based on examinations of registered
advisers.”

“We will potentially see greater
scrutiny of particular practices that
have been left alone for a period of
time,” adds Pindyck Costantino. “SEC
staff might not necessarily be consid-
ering putting a new formal regime like
the Private Funds Rule in place, but I
do think they will continue to visit and
revisit material topics.” m

Fees & Expenses Survey 17
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Colleen Fuay, practice leader; financial services, at Withum, highlights six ways that
private equity funds are adapting management fee models

~ee flexibility

The private equity sector is character-
ized by long-term investment horizons.
As such, their Limited Partnership
Agreements (LPAs) contain a complex
interplay of economic and regulatory
factors, the preferences and risk toler-
ance of investors and the specific goals
of the fund. One key element influ-
encing the success and performance of
private equity funds is the management
fees charged.

Management fees play a critical
role in private equity funds for strik-
ing a balance between what the man-
ager needs to operate effectively, and
investor and market demand. On one
hand, management fees provide essen-
tial compensation to the general part-
ner (GP) for expertise in identifying,
evaluating and managing investments.
However, excessive management fees
can negatively impact the fund’s per-
formance by reducing returns, eroding

SPONSOR
WITHUM

investor confidence and creating mis-
aligned incentives.

Balancing the need for adequate
compensation with the desire to max-
imize returns for investors is a critical
challenge — and timely topic — in private
equity. This article offers an interpreta-
tion of what respondents to the Private
Funds CFO Fees & Expenses Survey 2024
shared about management fees, their
structure and levels, and how they are
perceived in influencing the health and
performance of these vehicles.

successor funds vs in the
previous fund
The survey results of the 110 respond-
ents indicate that the vast majority

1 Management fees on

October/November 2024

oppose management fee structures that
favor LPs in successor funds compared
to those in the previous fund. This in-
cludes practices such as offering pref-
erential rates to early investors in the
successor fund (70 percent opposed the
concept), providing preferential rates
to LPs that re-up in the successor fund
(only 19 percent replied affirmatively),
eliminating/reducing management fees
for previous funds once a successor
fund hits a hard-cap (86 percent op-
posed the idea) and/or adjusting man-
agement fees on previous funds for LPs
that re-up (96 percent showed a clear
preference against this practice).
These findings suggest a gener-
al reluctance among general partners
to accept terms that give preferential
treatment. In addition to achieving
fairness and equity devoid of an actu-
al or perceived unfair advantage, these
results signal an aspiration to achieve



Analysis

aligned interests, transparency, market
competition and compliance. Collec-
tively, these are the dynamics shaping a
growing reluctance among investors to
accept preferential treatment vis-a-vis
management fees in successor funds.

Determining the base for
2 management fees post-
investment period
Invested capital continues to be the
base determinant for management fees
in the post-investment period. Since
2020 and the worldwide pandemic
that thrust the global economy into a
tailspin, invested capital has ticked up
from 76 percent to 82 percent (2022)
before settling into its current bench-
mark of 79 percent (2024). In com-
parison, commitments with step down
in rate are currently at the 21 percent
milepost. Of this percentage, 38 per-
cent report the step down is not a per-
centage of the pre-investment rate.
These results for invested capital
mirror a multi-year trend fed by the
need for transparency relative to actu-
al value of the fund’s assets, avoidance
of fee payments on capital not yet put
to work, GP performance-based in-
centives (reward for success, reduced
fees for underperformance), equitable
treatment and transparency. Rounding
out invested capital’s favorability is, of
course, what has become the industry
standard for consistency and compara-
bility across different funds.

Calculating the post-
3 investment period fee for
invested capital
The most common methodology for
calculating the post-investment period
fee for invested capital is based on the
amount invested by the fund, minus
any permanent write-downs or -offs,
according to 87 percent of survey
respondents.

First and foremost, this sound prac-
tice reflects the actual economic value
of the fund’s assets, with the exception
of unrecoverable costs. It also con-
nects the GP’s compensation to fund

performance as an incentivizing ele-
ment and ensures all LPs are treated
equitably. Additionally, it provides a
clearly defined metric for calculating
fees. Considering accrued interest on
portfolio investments and inclusion
on the amount invested, only 18 per-
cent of respondents employ this prac-
tice while 39 percent include invested
capital based on generally accepted
accounting principles fair-market val-
ue not to exceed acquisition cost. The
subtraction of any permanent write-
downs or write-offs is far and away the
frontrunner for industry best practices.

“Excessive
management fees can
negatively impact the
fund’s performance

by reducing returns,
eroding investor
confidence and creating

misaligned incentives”

Number of allowable LPA
4 fund extensions
An important provision in
LPAs, fund extensions allow funds to
continue their investment activities
beyond their initial term. They can
be beneficial in certain circumstanc-
es, such as when market conditions
change. Of course, it is always advisable
to carefully consider the terms of any
extension to ensure that it aligns with
the best interests of the LPs. Survey
results indicate two fund extensions are
the most favorable (60 percent of re-
spondents), while half of that (30 per-
cent) subscribe to three extensions.
While ‘most favorable’ extension
terms can vary depending on specific

October/November 2024 o

circumstances, there are several key
factors that play into shaping these roll-
overs. Of course, shorter extensions are
more advantageous for their ability to
minimize risk of prolonged underper-
formance. Extensions are also especial-
ly effective in reducing fees and shaping
a clear plan for winding down the fund
while distributing the remaining assets.

One-year extensions vs
5 multi-year extensions

An overwhelming majority of re-
spondents (91 percent) shared that their
fund extensions typically last one year.
While each option has its own inherent
pros and cons, single-year extensions
are appealing for their flexibility and
limited LP commitment. In contrast, a
one-year duration may also create a lev-
el of uncertainty and/or missed chances
associated with the inability to capital-
ize on investment opportunities.

What LPAs provide about
6 the management fee

charged in an extension
period
Since 2020, more than 40 percent of
LPAs have reported they provide for
management fees with the same rate
continuing in the extension period.
While the percentage dropped from
51 percent to 41 percent between 2022
and 2024, percentage-point redistribu-
tions were recorded in the ‘Provided
for in the LPA, no management fee
absent approval from LPA/LP’ (+4
percent) and ‘Not provided for in the
LPA, expectation is that the same rate
will continue’ (+3 percent) categories
this survey year.

As the private equity landscape un-
dergoes a significant transformation,
funds will keep adapting to evolving
market conditions and investor expecta-
tions. Once-traditional management fee
structures are — and will continue to be
— increasingly challenged by more flexi-
ble models. This shift reflects a growing
recognition that a one-size-fits-all ap-
proach is no longer optimal in today’s
dynamic investment environment. m

Fees & Expenses Survey 19
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Broken-deal costs

LPs are pushing back on funds bearing the full cost of aborted transactions,
while co-investors are let off the hook. Amy Carroll reports

roken-deal have
always been one of the
more contentious aspects
of private equity fees and

expenses. The growing

costs

prevalence of co-invest-
ment in deals is only exacerbating the
situation.

“Investors are particularly focused
on abort fees, because these can run
into the millions,” says one finance
director, who asked to remain anony-
mous. “Over the past 10 years, there
has been a marked increase in the level
of detail that investors are wanting to
see in relation to broken deals.”

Despite increased limited partner
scrutiny, funds continue to bear the
majority of broken-deal costs, accord-
ing to the Private Funds CFO Fees &
Expenses Survey 2024. From a high bar
of 73 percent of costs being borne by

the fund at the point of data room re-
view, the share of costs being picked
up by limited partners only increases
as the deal process progresses further
down the line.

The rationale, from the perspective
of the manager, is that the investment
team and the service providers it in-
structs are working on behalf of the
fund.

“Deals are executed on behalf of
LPs, so the fund picks up 100 percent
of aborted deal costs,” says the finance
director. “That has always been the
case because, as the GP, you are invest-
ing on behalf of your investors.”

Meanwhile, according to Blinn
Cirella, chief financial officer at Saw
Mill Capital, it all depends on the lan-
guage in the LPA. “Our LPA allows
us to pass almost all broken-deal costs
through to the fund,” she says, adding

that since covid, the amount of money
spent on preliminary investigations has
reduced dramatically as rather than fly-
ing out to meet people and spend the
night in a hotel, everything is done on
Zoom.

Fee frustrations

It may have become almost market
standard for broken-deal fees to be
borne by limited partners, but this is
still a source of frustration for many
investors, particularly as it may be the
case that the transaction falls through
due to poor early screening or oth-
er shortfalls made by the investment
team.

“Broken-deal fees remain conten-
tious because the investment team has
to justify not only the time they have
spent on the deal, but also the reason
why the deal fell apart,” says Rosemary

After data room review in an auction deal, a non-binding indication of interest is executed in connection with which you incur legal and accounting

expenses. Who pays for these expenses... (%)

Il Management firm Il Fund

o

If the deal closes?

If the deal does
not close?

20

40 60

October/November 2024

Split between fund and firm

Reimbursed by the portfolio company
80 100
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During due diligence and before a formal letter of intent is signed (binding or non-binding), the firm hires lawyers, consultants, accountants and
other service providers to work on the transaction. Who pays for these expenses... (%)

B Managementfirm [l Fund Split between fund and firm Reimbursed by the portfolio company
20 40 60 80 100

o

If the deal closes?

If the deal does
not close?

After a formal letter of intent is signed, the firm hires lawyers, consultants, accountants and other service providers to begin working on the
transaction. Who pays for these expenses... (%)

Bl Management firm Il Fund Split between fund and firm Reimbursed by the portfolio company

o

20 40 60 80 100

If the deal closes?

If the deal does
not close?

After a definitive agreement is signed, the firm’s financing team agree a lending package for the deal.
Who pays legal fees incurred by the lender... (%)

B Management firm [l Fund Split between fund and firm Reimbursed by the portfolio company Bl Lender HH No one

o

20 40 60 80 100

October/November 2024 o Fees & Expenses Survey 21

If the deal closes?

If the deal does
not close?

Source for all data: Private Funds CFO Fees & Expenses Survey 2024
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In terms of broken-deal expenses, which of the following apply to you? (Multiple answers allowed, %)
30 60 90

o

We charge all broken-deal expenses to the fund

All proceeds of broken deals (ie, termination fees received)

22 Private Funds CFO e

go to the fund

We charge some broken-deal expenses to the
management company*

All broken-deal recoveries first go to the management
company so that it can recover broken-deal expenses or
other deal-related transaction expenses, with the remaining

amount going to the fund**

Our management fee offset provision is 100% until the fund
recovers all broken-deal expenses, and then goes to less

than 100%

Broken-deal proceeds are excluded from the calculation of
carried interest and go wholly to limited partners

*Answer not included as an option in the 2016 and 2018 surveys
**Answer not included as an option in the 2016 survey
Source: Private Funds CFO Fees & Expenses Survey 2024

McCollin, managing director and head
of funds for Europe, the UK and US at
Vistra. “Investors may question wheth-
er the manager missed something in
early due diligence, for example, and
therefore feel that the manager should
absorb at least some of those costs.”
Meanwhile, limited partners are
particularly incensed by co-investors
being let off the hook for their slice of
the fees on the aborted deal. “We don’t
see a lot of pushback on broken-deal
expenses being borne by the fund, but
we do see a lot of discussion around
co-investment and whether or not the
full rate of the broken-deal expenses,
including the co-investment portion,
is being borne by the fund itself or
whether co-investors are expected to

pick up their share,” says Stephanie
Pindyck Costantino, partner at Trout-
man Pepper.

Indeed, fellow Troutman Pep-
per partner Patrick Bianchi says he is
even seeing situations where limited
partners are pushing back against pay-
ing 100 percent of broken-deal costs
where the deal was intended to include
a co-investor, even if that co-investor
had yet to be identified.

“If it was clear from the outset that
the transaction would require co-in-
vestment on top of the fund’s alloca-
tion, then LLPs want to see that the fund
is only bearing its pro rata share of the
cost,” he says.

Fundamentally, however, provisions
related to transaction expenses and

October/November 2024

M 2024
I 2022
2020
2018
W 2016

broken-deal costs will continue to be
determined by the balance of power
between limited partner and GP at the
point of Limited Partnership Agree-
ment negotiations.

“Only 2 percent of survey recipients
have a management fee offset provision
that allows the fund to recover all bro-
ken-deal expenses first,” says Colleen
Fay, financial services practice leader at
Withum.

“With a tough fundraising market,
I think you’ll continue to see differenc-
es in how this is handled. If a manager
is able to set terms the investors will
agree to without giving up all of the
flexibility when it comes to transaction
fees and broken-deal fees, they likely

will.” m
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Sponsors that choose to offer co-investment opportunities must
be mindful of investor and co-investor dynamics, write partners
Stephanie Pindyck Costantino, fulia Corelli and Patrick Bianchi

Balancing opportunities
with potential conflicts

Co-investments can be a divisive topic,
placing investors, sponsors and co-in-
vestors on three ends of a complicated
and conflict-ridden triangle. For exam-
ple, who should pay for broken deals or
diligence expenses? How should co-in-
vestment opportunities be allocated
among limited partners, third parties
or sponsor personnel?

Co-investments offer sponsors and
investors the opportunity to engage in
larger transactions they might not be
able to pursue independently. Accord-
ing to the Private Funds CFO Fees & Ex-
penses 2024 survey (the ‘Survey’), offer-
ing co-investment is very common, as
82 percent of sponsors afford the oppor-
tunity to co-invest in a transaction with
one or more of the sponsor’s parties. A

SPONSOR
TROUTMAN PEPPER

co-investment strategy broadens po-
tential investment targets by enabling
the sponsor to participate in deals that
would otherwise be inaccessible due to
required equity size or diversification
limits in the sponsor’s governing doc-
uments. A well-subscribed co-invest-
ment that performs positively may also
greatly enhance the sponsor’s market
reputation.

A co-investment allows an investor
or third party to participate in a trans-
action that might otherwise be inacces-
sible due to its size or lack of dealflow.
It may also provide an opportunity to

October/November 2024

deploy capital in several deals in a sec-
tor of particular interest.

Offering opportunities

Co-investment opportunities may be
offered in several ways. Sponsors com-
monly include pro rata participation
rights in fund-governing documents
or side letters with certain investors.
Significant investors often negotiate
for larger participation rights. Subject
to commitments to existing investors,
co-investment opportunities may also
be offered to third parties. Savvy co-in-
vestors will also negotiate for additional
pro rata participation rights within the
transaction documents for a co-invest-
ment. That is, if another co-investor
declines to participate in a follow-on
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investment, the savvy co-investor may
have an additional participation right.

A sponsor must consider the inves-
tor’s willingness and ability to support
the opportunity, potential strategic
benefits and available capital when de-
termining whether to offer co-invest-
ment rights. Some sponsors will simply
offer pro rata rights to investors in a
primary vehicle and afford certain in-
vestors first right at any overage.

Other sponsors may not guarantee
any co-investment right to investors,
opting instead to acknowledge only
that the sponsor appreciates the inves-
tor’s desire to co-invest. Sponsors must
clearly disclose co-investment policies
and procedures to fund investors, par-
ticularly regarding allocation policies
between the primary investing vehicle
and a co-investment vehicle.

Structure

Appropriately  structured
ment opportunities can be beneficial to
all participants. According to the Sur-
vey, approximately 57 percent of the
82 percent of sponsors that offer co-in-
vestments create a separate entity for
a co-investment opportunity. Alterna-
tively, co-investors may invest directly
into the portfolio company. These two
common approaches differ significant-
ly with respect to sponsor control and
influence.

For many reasons, including im-
pact on the track record and execution
of exit strategies, sponsors want to re-
tain control over co-invested dollars

co-invest-

when it comes to management of the
investment. Sponsors therefore prefer
to aggregate co-invest capital into a
separate entity with the sponsor con-
trolling exercise of the co-invest entity’s
shareholder rights rather than having
multiple investors at the investment
level, each able to vote on shareholder
matters.

Economics of co-investment
vehicles

Separate co-investment vehicles often
afford sponsors the ability to charge a

management fee and a carried inter-
est on a deal-by-deal basis. However,
the co-investment vehicle may have
preferred economics for the sponsor’s
existing investors, enhancing investor
relations.

Most Survey respondents that offer
co-investments reported that the eco-
nomics charged by a separate co-in-
vestment vehicle are less than those
charged by the fund. In many cases,
carried interest is charged to the co-in-
vestment vehicle, but no fee is charged.
It is important to appreciate that where
a fee is not charged, the co-investment
vehicle may not contain offset provi-
sions. Therefore, the sponsor parties
are entitled to receive transaction fees
received in connection with the co-in-
vestment that may otherwise be subject
to a fee offset in the primary fund vehi-
cle. Apportioning a transaction fee be-
tween the fund and any co-investment
vehicle often results in a portion of the
transaction fees not offsetting the man-
agement fee, even if the fund has a 100
percent fee offset.

Broken deals

No one likes a broken deal. Co-in-
vestments allow investors to efficiently
participate in a deal by leveraging the
sponsor’s due diligence. Sponsors must
address cost allocation in governing
documents, covering transaction, oper-
ating, compliance and regulatory costs,
including expenses for unconsummat-
ed deals. According to the Survey, 53
percent of the 82 percent of sponsors
that offer co-investments allocate bro-
ken deal costs to both the co-invest-
ment entity and the sponsor’s fund
entity. Sponsors who fail to address
these costs risk bearing up to the entire
expense of a broken deal.

Conflicts

The taking, or not taking, of fees from
a co-investment vehicle is just one of
many conflicts that may arise when a
sponsor offers a co-investment opportu-
nity. Co-investments increase the capi-
tal under management for the sponsor,

October/November 2024 o

which in turn could potentially decrease
the time and attention to pre-existing
vehicles. Many sponsors account for
this by developing a dedicated co-in-
vestment team. Others account for the
increase in necessary time and attention
in their general hiring needs. Sponsors
that have a dedicated co-investment
team charged with raising capital and
the oversight of the sponsor’s co-in-
vestment portfolio rebut the argument
from existing investors that co-invest-
ments divert attention from managing
the primary portfolio due to the need
to raise co-investment dollars, structure
co-investments and attend to co-inves-
tors. But it does not change the fact that
co-investments have one investment
(usually), and fund entities have a diver-
sified portfolio, which can be another
source of conflict for the sponsor. This
is particularly acute where the co-in-
vestment is a follow-on into an existing
portfolio company of the fund.

Providing assurances

Some steps can go a long way to assist
the sponsor in navigating what can be a
difficult path. For instance, it is critical
to appreciate the potential implications
co-investments pose to the sponsor’s
policies and procedures, including al-
location of investment opportunities,
fee and expense allocations, valuations
and conflicts of interest, including use
of the fund’s advisory board (if formed);
utilizing clear and transparent disclo-
sures around co-investment procedures
and expenses (including with respect to
broken deals and management fee off-
sets); and understanding the dynamics
motivating all constituents (including
advisory board members).

Proactively establishing, and mak-
ing known to investors, robust policies
and procedures for all these areas can
provide significant assurances to both
fund-level and co-investment investors
that the sponsor will succeed in achiev-
ing its multiple goals of advancing its
business, enhancing investor returns
and treating investors fairly, equitably
and with transparency. m
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Management fees
through the cycle

Significant differences remain regarding when management fees commence
and how they are stepped down. By Amy Carroll

Imost half of respond-

ents to the Private

Funds CFO Funds &

Expenses Survey 2024

start charging man-

agement fees as soon
as they hold a first close, while just un-
der a third wait until they make their
first capital call.

Negotiations around when the man-
agement fee kicks in, typically center
around the need to balance investors’
J-curve concerns with the need to en-
sure managers have a sufficient runway
of capital to ensure they are performing
at the level that they need to perform,
says Troutman Pepper partner Steph-
anie Pindyck Costantino. “With newer

managers, the management fee is likely
to be incurred earlier, therefore, while
a more established manager may have
sufficient capital to defer the man-
agement fee until the first investment
is made, providing a more attractive
J-curve.”

Rosemary McCollin, managing di-
rector and head of funds for Europe,

What percentage of your transaction, monitoring or any type of investment-related fee received by an affiliated entity is offset against your

management fees? (%)

Il 100%

Monitoring fees

Other transaction fee

Closing fee

Financing fee

Ml Between 80% and 99%
0 20

October/November 2024

[ Between 50% and 79%
40 60

<50% [ We do not charge these fees

80 100
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If your firm charges investment-related fees,
do you disclose to investors... (%)

The nature of services being charged?

Yes 79%

Evidence of the market rate of this fee?

Yes 36%

“We don’t charge fees
until we have either
made a first call or

drawn on the line

of credit”

BLINN CIRELLA
Saw Mill Capital

Which is true of your most recent fund? (%)

o

10 20 30 40 50

We charge a management fee
from the fund’s first closing
even if we do not call capital

We do not charge a
management fee until we call
capital for the first time

We do not charge a
management fee until some
period of time prior to our
first investment

We do not charge a
management fee until the
predecessor fund has a step
down in management fee

The amount of management
fee we may charge is tied
to our operating budget

Other

Source for all data: Private Funds CFO Fees & Expenses Survey 2024

How do management fees on successor funds relate to management fees
in the previous fund? (%)

M Yes M No
40 60 80 100

o
N
o

Preferential rates to LPs
participating in first close
of the successor fund?

Preferential rates on
successor fund to
reupping LPs?

Eliminated or reduced
management fees for
previous fund once

successor fund hits hard-cap?

Adjustments to rates on
previous fund to
reupping LPs?
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What is the base for management fees post-
investment period? (%)

Commitments
with step down
in rate

21 0/0 ‘
Invested

capital

79%

If you answered ‘Invested capital, how is the post-investment period fee base calculated? (%)

o

20

Amount invested by the
fund less permanent write
downs/offs?

Is invested capital based
on GAAP fair market value
(not to exceed acquisition
cost)?

Is accrued interest on
portfolio investments
included as an amount
invested?

Il Yes [ No
40 60 80 100

If you answered ‘Commitments with step down in rate,’ is the percentage an annual stepdown of the pre-investment rate? (%)

Ml Yes, and the floor is = 75% of the regular rate
Yes, and the floor is < 50% of the regular rate

2024

2022

2020

60

Source for all data: Private Funds CFO Fees & Expenses Survey 2024

the UK and US at Vistra, adds: “Charg-
ing a management fee at first close can
help a fund recoup expenses, bearing in
mind the fact onboarding investors is
a time-consuming and costly process,
meaning that this can be a fairly expen-
sive period in a fund’ life.

“Others may choose to wait until a
transaction has been completed. First
close would definitely be the CFO’
preference and I think that is the way
that the market is moving. A lot de-
pends, however, on the leverage that
the anchor investors hold.”

Colleen Fay, financial services prac-
tice leader at Withum, agrees. “The
pros of early management fees include a
steady stream of income for fund man-
agers, ensuring they have the resources

to identify and manage investments
effectively,” she says. “However, this
can be a con for investors, as fees can
erode returns, especially if the fund has
not yet begun to generate returns from
investments.”

For NB Alternatives, a first close ap-
proach makes sense. “We typically see
management fees starting at first close,
because that is when you start manag-
ing the fund - sourcing and making in-
says Barry Giarraputo, the
firm’s chief financial officer.

vestments,”

Saw Mill Capital, however, does
not charge management fees until an
investment has been made. “We don’t
charge fees until we have either made a
first call or drawn on the line of credit,”
says chief financial officer Blinn Cirella.

October/November 2024

M Yes, and the floor is between 50 and 75% of the regular rate

I No
80 100

Yes, but there is no floor

“We also utilize a fee waiver, whereby
we waive a lot of the management in the
first couple of years. That is because we
have one significant investor that is very
focused on J-curve mitigation.

“In any case, I personally agree
that we shouldn’t be charging man-
agement fees for a new fund untl we
have reached a certain point in its pre-
decessor. Investors want to be sure our
attention is not being divided. In our
case, our funds have to be 75 percent
invested before we can start charging
from a new fund.”

Later life
The treatment of management fees at

the other end of a fund’s life also differs

from manager to manager — 79 percent
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What number of fund extensions are allowed Are they all one-year extensions or are any Did you stipulate in your LPA who pays
under your LPA? (%) multi-year extensions permitted? (%) for costs relating to a potential fund
restructuring? (%)

One Zero Multi-year 100
40/0 70/0 permitted
9%

I None of these

Two Three All one year options
(o) o) o No, it is decided at
60 /0 30 /0 91 /0 60 the time of the
Figures have been rounded ;isg::z::jl:g E;S
A . X oo for approval with
What does your LPA provide about the management fee charged in an extension period? (%) the rest of the
terms
Il Provided for in the LPA, same rate continues [l Provided for in the LPA, reduced rate applies )
Provided for in the LPA, no management fee absent approval from LPA/LP Yes, split betwegn
. - o o ; ] both fund and firm
Not provided for in the LPA, expectation is that it is negotiated at the time
B Not provided for in the LPA, expectation is that the same rate will continue 40 Il Yes, the fund
0 20 40 60 80 100 Il Yes, the

management firm

2024

2022

2020

Did you stipulate in your LPA who pays for costs relating to a potential fund restructuring? (%)

Il Yes, the management firm Ml Yes, the fund Yes, split between fund and firm
No, it is decided at the time of the restructuring and submitted to LPs for approval with the rest of the terms [l None of the above
0 20 40 60 80 100

2024

2022

2020

2018
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Did you stipulate in your LPA the fee and expense arrangements if your fund life is extended beyond the extension periods allowed in the LPA? (%)

Il Ves, and it is the same as the extensions periods in the LPA [l Yes, but it is reduced from the extension periods in the LPA
No, it is negotiated at the time of extension

20 40 60 80 100

o

2024

2022

2020

2018

These questions pertain to how you calculate The fund and its parallel fund(s)? The fund and any co-investment vehicle you
the amount of management fee that is offset manage that is invested in the paying
when the manager or its affiliates has ‘'net fees portfolio company?

s.ubject to offset’ from af portfo!io company
manager by a portioho company et ozt he ¥ @S 74 %0 Yes 67%
HEEEEEEEEE

HEEEEE

management fee). Do you first apportion the
fees subject to offset between... (%)

of respondents charge fees based on
invested capital in the post-investment
period, while 21 percent impose a step
down in rate.

“Towards the end of a fund’s life,
management fees often continue dur- ..........
ing the post-investment period and ....
any extensions, although they may be

reduced,” says Fay. “This is to compen-
sate the fund managers for ongoing ac-
tivities such as monitoring and exiting
remaining investments.”
Saw Mill Capital steps down the If yes, in either case, do you do the apportionment based on... (%)
management fee after the investment Invested capital? Fair market value?

period to being a percentage of the cost Yes 9 6 0/0 Yes 2 0 0/0

base of investments on a GAAP cost
basis. “Then, at around the 10-year .......... ..........
HEEEEEEEEER

point, the management fee is cut in ..........
half,” Cirella says. “We have one fund
that’ has been around forever, well past ==========

the two natural extensions, where we
have stopped charging management
fees altogether because it felt like the
right thing to do.”

Meanwhile, the rise of the contin-

uation vehicle has focused attention ..........
on who bears the cost of fund restruc- ......

turings, although 41 percent of survey
respondents say this issue is still not
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Do you reduce the fees subject to offset by
the percentage of investors in the fund that
are exempt from paying management fees?
(%)

Yes 51%
EEEEEEEEEE
EEEEEEEEEN

Do you reduce the fees subject to offset by
the percentage ownership in the portfolio
company that is held by third parties?

Yes 44%
EEEEEEEEEE
EEEEEEEEEE

Source for all data: Private Funds CFO Fees & Expenses Survey 2024

explicitly catered for in their LPA.

“More recently, we have seen LPAs
providing for restructuring costs as
fund expenses, but if not, the cost
should be borne by the management
company,” says Troutman Pepper part-
ner Patrick Bianchi.

Costantino adds: “More and more
sophisticated LPs are balking at the
idea of the existing fund bearing the
cost of restructuring. They are looking
for those costs to be borne by the
new vehicle. As continuation vehicles
become more commonplace and as
investors increasingly understand and
appreciate how they work, I think
the costs will shift more towards the
surviving entity.”

Offset upset

The extent to which transaction and
monitoring fees are offset against the
management fee also continues to
court controversy. Although 80 percent
of survey respondents claim to offset
100 percent of monitoring fees and 87
percent claiming to offset 100 percent
of other transaction fees, this is not
always the case.

“The pros of early
managerment fees
include a steady
stream of income
for fund managers,
ensuring they

have the resources

to identify and
manage investments

effectively”

COLLEEN FAY
Withum

If yes, would your answer change if the
30% was owned by the management
team of the portfolio company? (%)

Yes 28%

“Transaction fees are still somewhat
negotiable. The way we negotiate with
our LPs is to be transparent about
our budget and what it takes to run
our company and produce the kind of
performance that our LPs expect us to
produce,” says Cirella.

Furthermore, even when there is
ostensibly a 100 percent offset, that is
not strictly speaking always the case,
particularly when co-invest is involved.
Indeed, 51 percent of respondents say
they reduce fees subject to offset by the
percentage of investors that are exempt
from paying management fees.

“Some LPs push for a 100 percent
offset, but if there is a co-investor in the
deal, managers may reduce the portion
of the transaction fee that is offset by
the percentage of the company that
is owned by the co-investor. Further-
more, that isn’t always clearly spelled
out in the LPA,” says Bianchi.

“However, as LPs become more so-
phisticated, we are seeing more ques-
tions being asked about how offsets
are being applied, including requests
for models of those offsets from past
practices.”
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KEYNOTE

INTERVIEW

What's shaping fund
Management Costs”

Rosemary McCollin, Vistra's director of funds, analyzes the 2024 CFO Fees
& Expenses survey findings, and offers insights into outsourcing practices
and the trends shaping the fund management landscape

Forty-nine percent of the
survey's respondents
outsource all legal services and

44 percent outsource all fund
administration. What stands out
about these numbers?

The high percentage of fund admin-
istration outsourcing aligns with in-
dustry trends, as many companies are
leveraging  third-party
expertise, especially with evolving
regulatory demands. However, the
US-centric focus of the survey might
have influenced these numbers, as dif-
ferent regions, like Europe and Asia,
have varied regulatory landscapes and
operational needs, which could lead to

increasingly

SPONSOR
VISTRA

different outsourcing strategies.

The relatively lower figure for data
management outsourcing (15 percent)
could stem from varying definitions of
data management or unique sector-spe-
cific requirements. Some organizations
might have strong in-house capabilities
or specific data security concerns that
drive their approach in this area.

Eighty-seven percent
are using use periodic
internal reviews to ensure fees

October/November 2024

charged by external providers
are reasonable. What are the
benefits and drawbacks of
these methods?
Clients often prioritize service quality
over fees, and a decline in service may
prompt a review, though not always
benchmarked against the market. Our
approach focuses on internal reviews to
ensure fees align with the services pro-
vided, rather than comparing them to
market averages, which helps us main-
tain service quality while ensuring fees
meet client needs.

Recently, there has been growing
dissatisfaction with traditional assets
under management and basis points
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fee structures. Clients are frustrated
that fees increase as their funds grow,
even when the level of service remains
the same. This has led to a shift toward
more flexible fee structures, where
fixed-fee approaches are becoming
more popular. Fixed fees offer better
budget predictability and prevent fees
from rising merely due to fund growth.
This trend reflects a broader industry
movement toward greater fee trans-
parency and flexibility, ensuring clients
feel they’re paying for value rather than
just the size of their assets.

The survey shows that

28 percent of firms run
benchmarking reviews of
provider fees every three
years. What interval would you
recommend to balance risk and
burden effectively?
Running benchmarking reviews every
three years is a common and reasonable
interval. It balances staying informed
about market trends with avoiding
excessive disruption. Firms can reas-
sess provider fees periodically without
significant resource drain. The ideal
frequency can vary based on a firm’s
needs. Some may need more frequent
reviews due to operational changes,
while others may find less frequent re-
views sufficient.

For providers, benchmarking re-
views offer valuable feedback and
ensure services remain competitive.
However, they also create pressure to
justify fees, which can be demanding.
Finding a review interval that mitigates
risk and maintains operational efficien-
cy is crucial for a strong provider-client
relationship.

Q 'Solution fit' is considered
the most important
criterion for selecting an
external provider by 69 percent
of respondents; 6 percent
prioritize technology; and 6
percent cite price. How do you
define solution fit?

Solution fit means tailoring a provider’s

services to a client’s unique needs and
objectives, which significantly enhanc-
es the effectiveness of the partnership.
In today’s market, there’s a clear shift
from generic solutions to providers that
offer customized approaches that align
with clients’ specific operational and
strategic goals. While technology and
cost are still relevant, they often take a
back seat to finding a provider whose
solutions perfectly match the client’s
needs. This trend highlights a move to-
wards value-driven partnerships, where
service effectiveness is prioritized over
technological features or price.

Sixteen percent of

respondents charge
funds for insourced services
like data security and fund
administration. Does that
reflect the real situation, or are
there complicating factors?
The consistent figure suggests stability
in charging for insourced services like
data security and fund administration.
However, this may not capture all com-
plexities, as definitions of insourcing
versus outsourcing can vary, affecting
responses. While the stability is no-
table, industry trends might be evolv-
ing. Some firms may be adjusting their
charging models due to changing needs
or regulatory shifts, which might not
be fully reflected in the survey. Over-
all, charging for insourced services re-
mains common, but understanding the
broader context and specific influenc-
ing factors is essential.

“Many companies

are increasingly
leveraging third-party
expertise, especially
with evolving

regulatory demands”

October/November 2024 o

Sixty percent disclose

the nature of insourced
service charges, but only 40
percent disclose allocation
methods, and 33 percent
provide evidence of market
rates. Does this indicate a
transparency issue funds
should worry about?
The varying levels of transparency in
insourced service charges reveal ar-
eas needing improvement. The fact
that only 40 percent share allocation
methods and just 33 percent provide
evidence of market rates suggests gaps
in transparency. This lack of detailed
information on how fees are allocated
and whether they reflect market rates
can raise investor concerns about fair-
ness and potential hidden costs, im-
pacting trust and overall satisfaction.

Regulatory trends are moving to-
wards greater transparency and ac-
countability in fee structures, aiming
to ensure clear and justifiable fee dis-
closures, although specific regulations
vary by region.

As an external provider, we stress
the importance of transparency and en-
courage clients to adopt clear practices.
This approach helps with compliance
and fosters investor trust and ensures
alignment with industry standards and
client expectations.

What stands out about

who bears the cost of
outsourced services, and are
you surprised by any findings?
The significant portion of outsourced
service costs overall borne by funds is
notable. It underscores the need for
funds to carefully negotiate and man-
age these costs to ensure value justifies
the expense. However, funds should
evaluate these expenses closely and
look for ways to optimize their cost
structure without compromising qual-
ity or compliance. The findings high-
light the importance of transparent
cost structures and proactive manage-
ment to align with the fund’s financial
and operational goals. m
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nvestment

nconsistencles

The fee treatment of co-investment continues to vary dramatically

from fund to fund, writes Amy Carroll

o-investment has be-

come a critical com-

ponent of dealmak-

ing in recent years,

as credit constraints

have led GPs to pri-
oritize capital preservation. Co-invest-
ment is also being used to keep limited
partners sweet in an undeniably tough
fundraising market. Indeed, 82 percent
of respondents to the Private Funds
CFO Fees & Expenses Survey 2024 have
some sort of co-investment offering,
up slightly from the 80 percent and 75
percent reported in the 2022 and 2020
survey findings, respectively.

“Co-investment has become an
incredibly popular way to secure in-
vestors in a difficult fundraising envi-
ronment,” says Rosemary McCollin,
managing director and head of funds
for Europe, the UK and US at Vistra.
“Co-investment, alongside continua-
tion vehicles, has also become a useful
tool in a challenging exit environment,
providing additional firepower to get
assets to where they need to be to reach
the desired valuation.”

There continues to be a lack of con-
formity regarding the charges applied
to co-investment, however. Over two-
thirds of survey respondents do not
charge any kind of management fee on
co-investments, while a similar figure
do charge an organizational or set-up
fee. Around a third, meanwhile, charge

Does your firm offer co-investments? (%)

Yes 82%
EEEEEEEEEE

a reduced management fee, while 10
percent charge the same management
fee that is charged to the main fund.

Similarly, there is significant varia-
tion in how carried interest is applied.
Over half of respondents charge no
carry, 39 percent charge reduced carry
and 19 percent charge the same level of
carry as the fund.

“Whether or not fees and carry are
charged on co-investment depends a lot
on the purpose that the co-investment
is serving in relation to the deal,” says
Stephanie Pindyck Costantino, partner
at Troutman Pepper. “It depends on
what the premise of the co-investment
vehicle is.”

The way in which the co-investment

The number of firms offering co-investments has remained largely constant over the years (%)

o

20 40

2024

2022

2020

2018

M ves I No
60 80 100

Source for all data: Private Funds CFO Fees & Expenses Survey 2024
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“Co-investment has
become an incredibly
popular way to

secure investors in a
difficult fundraising

environment”’

ROSEMARY McCOLLIN
Vistra

is structured will also have an impact.
Seventy percent of survey respondents
usually or always structure co-invest-
ments as separate entities, rather than
having the co-investor invest directly
alongside the fund.

“Co-investors can either invest
directly into the portfolio compa-

ny or, these days, a single investor

How often are your co-investments structured as separate entities (as opposed to direct
investments in portfolio companies)? (%)

Il 100% of the time M Around 80% of the time Around 50% of the time

Less than 50% of the time

0 20 40 60 80 100

Do the co-investors have any responsibility for broken-deal expenses if the deal does not go
forward? (%)

Il Yes, if the co-investment entity has been formed (ie, the deal breaks post-signing and
pre-closing) [l Yes, because it is part of their indication of interest in co-investing No,
because we charge each co-investment deal that closes a fee to compensate the fund for the risk
of it being a broken deal and those fees enable the fund to cover costs of other deals which are
broken deals Never, the broken-deal expense is purely a fund expense

0 20 40 60 80 100

co-investment fund tends to be creat-
ed,” says the finance director of an up-
per mid-market house who wished to
remain anonymous.

“In thatscenario, the GP may receive
a small admin fee each year. The ad-
vantage for the investor is you can hand
over the administration of the fund to
the GP, rather than administering it

1%

Share of survey respondents that
structure co-investments as separate
entities, up from 47% in the
2022 survey
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Which of the following do you charge to your co-investment vehicles? (Multiple answers allowed, %)

No management fee is charged

Organizational and/or set-up fee

No carried interest is charged

Carried interest which is less than the carry payable

by the fund

Management fee which is less than the management

fee that is paid by the fund

Carried interest equal to the carry payable by the fund

Management fee equal to the management fee that

is paid by the fund

o

10 20

Source: Private Funds CFO Fees & Expenses Survey 2024

yourself. In addition, the accounting
is then usually outsourced to a third-
party administrator, which means you
get a degree of independent review.”

Saw Mill Capital, meanwhile, does
not charge for co-investments at all.
But chief financial officer Blinn Cirella
acknowledges that firms are increas-
ingly creating co-investment vehicles
that are then treated more like a fund.
“Those co-investment funds inevitably
require work. They have to be audit-
ed. You have to file tax returns. So, it
makes sense that there is a charge,” she
says.

“Our co-investors invest directly
alongside us in the holding company
where the fund and often a manage-
ment team entity also invests. That
holding company then invests into the
portco.”

McCollin adds: “We provide the
same services for a co-investment vehi-
cle that we do for a main fund in terms
of books and records, reporting and
financial statements. There is a cost
incurred by having these structures in
place and yet it has become the norm
for the manager not to charge fees
on co-investment, or at least to make
any charge incredibly small. I think
that is why we are starting to see more
co-investment aggregator structures.

36 Private Funds CFO e

“If a co-investor
has been part of the
deal journey from
the beginning, then
aborted deal costs
will be split between
the fund and the
co-investor. But, in
reality, co-investors
only tend to come
onboard when there
is a high certainty of

execution”

MID-MARKET FINANCE DIRECTOR

October/November 2024

30

40 50 60 70

It creates an element of economies of
scale.”

Bone of contention

Perhaps the most contentious aspect
of co-investment, however, remains
the treatment of broken-deal fees.
Over half of survey respondents say
co-investors would be responsible for
a share of broken-deal expenses if the
co-investment entity had been formed,
while 7 percent say an indication of in-
terest would be enough for the co-in-
vestor to be on the hook for an aborted
transaction. A further 37 percent view
broken-deal costs as purely a fund ex-
pense, however.

“If a co-investor has been part of
the deal journey from the beginning,
then aborted deal costs will be split
between the fund and the co-investor,”
the mid-market finance director says.
“But, in reality, co-investors only tend
to come onboard when there is a high
certainty of execution.”

“Co-investments are often theoreti-
cal until the last moment,” agrees Mc-
Collin. “The investors want to make
sure the fund manager is confident in
proceeding based on the availability of
their capital but, at the same time, they
don’t want to be responsible for any
failure of the deal.” m
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Splitting the bill

The outsourcing trend continues unabated, but the question of who
pays for what, is not always straightforward. By Amy Carroll

s operational and reg-
ulatory  complexity
has proliferated, and
tech have
soared, the trend to-
ward outsourcing has
gained momentum. The vast major-

advances

ity — 90 percent — of respondents to
the Private Funds CFO Fees & Expenses
Survey 2024 now outsource all or most
of their fund administration, while 91
percent outsource all or most of their
legal work.

“Outsourcing trends in private eq-
uity funds continue to lean towards the
adoption of third-party services to nav-
igate certain market demands and sup-
port growth,” says Colleen Fay, finan-
cial services practice lead at Withum.

“The industry’s focus on being able
to digitalize and automate drives out-
sourcing to achieve operational effi-
ciency and accuracy.”

“As a firm, we focus on outsourc-
ing everything that is non-core,” says
one mid-market finance director, who
wishes to remain anonymous. “In part,
that is because technology has moved
on so significantly, including cyber-
security. The big administrators have
the appropriate resources to invest in
the latest and best technology. It is the
right thing to do to outsource to a ser-
vice provider that has both the relevant
technology and skill set.”

Saw Mill Capital, meanwhile, has
historically insourced most functions,
but has recently started to outsource

tax work. “We are also considering
outsourcing fund administration, not
for the fund we are currently closing,
but for the next one,” says chief finan-
cial officer Blinn Cirella. “The level of
complexity that the accounting team
faces is rising at a much greater rate
than AUM. Senior management can’t
understand why you have this swell-
ing accounting department, and so the
only solution is to outsource.”

An increasingly complex regulato-
ry environment is undoubtedly having
an impact too. “Regulation has been
a major driver of outsourcing. Unless
managers have reached a certain scale,
it can be difficult to ensure you have
all the skills and personnel required to
perform the myriad functions needed

How do you decide questions about fee and expense allocations that are not addressed in the PPM, LPA or policy documents? (%)

o

20

2024

2022

2020

2018

Il \We consult with outside counsel

40 60

October/November 2024 o

Il The management team decides
We consult with the LPAC B We decide informally with a few LPs

The CFO decides
Il Other

80 100
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Analysis

When your firm takes out new insurance policies covering the below, who bears the premium? (%)

I Managementfirm Il Fund Split between fund and firm

0

20 40 60 80 100

Employment practice
liability insurance

Cybersecurity insurance

Key-man insurance

Professional indemnity
insurance

Private equity management
liability insurance

When your firm implements technology-driven systems covering the below, who pays the initial acquisition and ongoing costs? (%)

Il Management firm Il Fund(s) Split between fund and firm Have not purchased

o

20 40 60 80 100

Data security

Data retention

CRM

Portfolio and risk
management systems

Valuation databases

Fund accounting

Trading systems and
platforms

Investor portal
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Analysis

If you allocate these costs across funds, how is this allocation

calculated? (%)

100

80

60

40

20

Have you ever decided not to charge to the fund

an expense that was expressly permitted in the LPA or

PPM? (%)
100
I Other 80
Based on amount
of capital invested
in remaining
portfolio
companies with
unrealized value 60
Per the insurance
premium
calculation
Il Based on capital 40

commitments

Based on fund
AUM

Who pays for the following fund marketing costs? (%)

o

Placement agent costs

Travel and expenses for
in-house staff marketing
funds

Data room expenses

by the fund without charging a man-
agement fee that is off market,” says
Stephanie Pindyck Costantino, partner
at Troutman Pepper.

Cost advantage

Indeed, cost is undoubtedly among the
biggest drivers of outsourcing. Nine
out of 10 survey respondents charge

Bl Management firm

fund administration expenses directly
to the fund, while only 16 percent of
respondents who choose to insource
a given function then charge an addi-
tional fee on top of the management
fee.

“We outsource fund administration
for most of our funds, with that cost al-
located to the funds themselves. That is

October/November 2024 o

No, if an expense
is permitted by the
LPA or PPM, it will
always be charged
to the fund

Only for non-
recurring items

Il Yes, this has
happened in the
past but we later
did charge it to the
fund

Ml Yes, this is
aregular
occurrence and
we consistently
adhere to paying
it out of the
management
company once we
do not charge it to
the fund

I Fund Split between fund and firm

80 100

reflective of a broader trend in the mar-
ket,” says chief financial officer of NB
Alternatives Barry Giarraputo, who
adds that some firms across the indus-
try are now employing two different
administrators, with one administrator
shadowing another.

“It doesn’t make sense for manag-
ers to increase headcount in line with
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AUM. Outsourcing, augmented by
the myriad tech solutions being devel-
oped for private markets, are making a
real difference to the industry, helping
smaller managers, in particular, reduce
in-house resource and cost,” says Rose-
mary McCollin, managing director and
head of funds for Europe, the UK and
US at Vistra.

“The allocation of expenses is
more straightforward in an outsourced
model. Managers can find it difficult to
quantify fees per project or investment
because they are not set up to track
those allocations. If you outsource
your back office to a third party, they
are obliged to give you a clear and
transparent breakdown by hour and
by entity, allowing the manager to pass
expenses on to the appropriate fund or
investment in a transparent manner.
That typically also means the manager
can charge more back to the fund, as
costs aren’t being missed because they
can’t be allocated properly.”

ESG factor

Of course, fund administration is not
the only cost that managers must con-
tend with and over the years new areas
of expense have risen to prominence,
along with haggling over who should
pay. Data security, data retention and
CRM costs have come to be over-
whelmingly borne by the management
company. Portfolio valuation costs, by
contrast, are more typically borne by
the fund.

One area that is increasingly a cause
of controversy, meanwhile, is ESG
consultancy and benchmarking. The
survey shows that this cost has shifted
from the management company to the
fund — or at least is increasingly being
split with the fund — but the situation is
not straightforward.

“ESG ratings and consultancy is a
cost line that has dramatically risen in

Your firm employs an ESG consultant to advise on a responsible investment policy across your
portfolio. Who pays? (%)
Bl Management firm Il Fund

The cost is split between fund and firm

o

20 40 60 80 100

2024

2022

2020

2018

2016

If an ESG consultant is a requirement of a particular limited partner, does this change your
answer to the previous question? (%)

Ml Yes, then it is an expense specially allocated to the investor
Il Ves, then itis a fund expense No

20 40 60 80 100

o

2024

2022

2020

2018

2016
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Analysis

For the following services, do you outsource to third parties? (%)

M Yes, all is outsourced M Yes, most is outsourced Yes, but most is insourced No, all is insourced

0 20 40 60 80 100

Legal

Fund administration

Data management

Valuations

How often do you run a benchmarking review

Which of the following methods do you use to ensure the fees charged by external providers are A
of your external providers fees? (%)

reasonable? (Multiple answers allowed, %)

0 20 40 60 80 100 100
Periodic internal review 230/
0
Never
Periodic RFP run internally
80
Employing external 9% Every four
benchmarking agents/ years-plus
consultants
Other I 60
Which of the following methods do you use to ensure the fees charged by internal providers are
reasonable? (%)
0 20 40 60 80 100
40

Periodic internal review
22
0
Periodic RFP run internally - Every two years

Employing external
benchmarking agents/
consultants

19%

Other Annually

October/November 2024 o Fees & Expenses Survey 41



Analysis

Who bears the cost of the following outsourced services? (%)
Il Managementfirm Il Fund Split between fund and firm
60 80 100

o
N
S
N
S

Compensation consultants

Mock audit

Data security

Data management

Data access fees

Portfolio valuation

Fund administration

Side letter costs

Legal fees

If you are insourcing any of the above services If yes to the question left, do you disclose... (%)

(fund administration, portfolio valuation, data

management, data access fees, data security, MYes M No
legal fees, side letter costs, mock audit,
compensation consultants), do you charge any
of these services to the fund in addition to the
management fee? (%)

o

20 40 60 80

-
o
o

Yes 160/0 The nature of the services

being charged?
HEEEEEEEEN
HEEEEE

The allocation methodology
used to determine amounts
charged?

Evidence of the market rate
of this fee?
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Analysis

What is the most important criterion in the
selection of external providers? (%)

100 %

6% Technology

. 18%

Reputation

60
40
69%
0]
Solution fit
20
0

Do you allow affiliates to loan money to your
fund? (%)

Yes 13%
HEEEEEEEEER
]

How do you currently report your fees and expenses to investors?

(Multiple answers allowed, %)

We rely on our annual
audited financial statement
to provide all the information
needed by investors

Upon request, we report to
each investor in the form
they request

ILPA Fee Reporting Template

A modified version of the
ILPA Fee Reporting Template

Other

Is the interest rate for such a loan based on a
set interest rate or a market interest rate? (%)

Set 25%

Source all charts: Private Funds CFO Fees & Expenses Survey 2024

October/November 2024 o

o

10

20 30 40 50 60

prominence over the past decade,” says
McCollin. “Many investors require
a positive ESG rating to sign up to a
fund, and they require extensive ESG
reporting, but depending on the juris-
diction it isn’t necessarily a regulatory
requirement. Who then should bear
the cost? It is a gray area that can be
argued either way.”

For Troutman Pepper partner Pat-
rick Bianchi, the key is who is driving
the cost incurred. “If the manager is
marketing itself as ESG compliant,
and that is a major component of what
defines them in the marketplace, then
they are really just hiring consultants
to add to their investment team,” he
says. “But if it is the case that there are
a handful of investors that want ESG
added to the fund’s strategy, then in
my view that should be spelled out as a
fund expense.” m
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Last word

“The SEC’s focus on fees . “There are simply move  : “The significant portion
and expenses has broadly . and more things to spend : of outsourced service costs
helped the industry” . money on today. From - overall borne by funds
PATRICK BIANCHI cybersecum'ty to ESG” is notable”
Partner, Troutman Pepper .

BLINN CIRELLA :  ROSEMARY MCCOLLIN

CFO, Saw Mill Capital Director of funds, Vistra

“We outsource fund

administration for most

Reflections on fees of ur funds, with that

cost allocated to the

an d cX p CNSEes funds themselves. That

is reflective of a broader

trend in the market”

Expert perspectives on a

changing landscape BARRY GIARRAPUTO
CFO, NB Alternatives
“Investors are particularly —: “Once-traditional . “We are starting to see
focused on abort fees . management fee . more precision in the
because these can run L structures are — and . language relating to who
into millions” - will continue to be — . bears what costs and in
ANONYMOUS increasingly challenged by - what situations”
Finance director .
more ﬂexzble models” : STEPHANIE PINDYCK COSTANTINO
. Partner, Troutman Pepper
COLLEEN FAY
Practice leader, financial services,
Withum
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Need to create value through operational excellence?

Content highlights:

e Gain a deep understanding of the value-creation process, with strategic approaches and practical
advice
e |everage strategies on how to grow EBITDA and effectively manage costs and working capital to

improve bottom-line performance
Learn how to build an effective operating partner team that best fits your firm
Discover how to conduct effective financial, operational, tax and market due diligence to maximise
positive outcome.
plus much more...

AVAILABLE NOW

Order this essential title today at:
privateequityinternational.com/operating-partner-private-equity-volume-1

Special offer to subscribers:
Order your copy today quoting SUBBK15 and receive a 15% discount
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