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Weil, Gotshal & Manges LLP

Introduction:  What is ERISA?

￭ The Employee Retirement Income Security Act (“ERISA”) was 
enacted in 1974 

￭ Enacted in direct response to significant underfunding and other 
abuses uncovered at corporate and union pension plans

￭ Intended to be comprehensive regulation of employee benefit plans

￭ Established minimum standards for employee benefit plans

￭ The U.S. Department of Labor is responsible for the interpretation 
and enforcement of ERISA 

￭ ERISA applies only to private sector employee benefit plans, not 
to governmental pension plans
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Weil, Gotshal & Manges LLP

ERISA – Key Provisions 

￭ Key provisions of ERISA cover: 

￭ reporting and disclosure by employee benefit plans

￭ employee participation in plans and the vesting of employees’ 
benefits under plans

￭ plan funding  

￭ fiduciary conduct in connection with the operation of plans

￭ Prohibited transactions  

￭ benefit claim procedures

￭ the consequences of plan termination
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Weil, Gotshal & Manges LLP

ERISA Fiduciary Status

￭ Functional Test for fiduciary status

￭ The services and duties that a person actually performs or is empowered to perform are examined to 
determine if they constitute fiduciary duties, and fiduciary status attaches to the extent such services 
and duties constitute fiduciary duties.

￭ Any person having fiduciary duties will be treated as a fiduciary, notwithstanding any intent or 
agreement to the contrary.  A person performing fiduciary duties cannot avoid fiduciary status simply by 
declaring it is not a fiduciary. 

￭ Limited Scope of Fiduciary Status.

￭ A person is treated as a fiduciary only to the extent that the person has fiduciary duties and is not 
treated as a fiduciary when performing ministerial or other tasks that do not constitute fiduciary duties.

￭ Disqualification from serving as a fiduciary.

￭ Section 411 of ERISA prohibits persons who have committed a wide variety of crimes from serving as 
fiduciaries.
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Weil, Gotshal & Manges LLP

ERISA Fiduciary Status (cont’d)

Three Types of Fiduciaries:

￭ A person who exercises discretionary authority or discretionary control 
over the management or administration of a plan (e.g., plan 
administrator). 

￭ A person who exercises any authority or control (discretionary or not) 
with respect to the management or disposition of plan assets (e.g., 
trustee, investment manager or investment committee).

￭ A person who renders investment advice for compensation that takes 
into account the plan’s particular situation and that will serve as the 
primary basis for the investment decision (e.g., investment advisor or 
manager).
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Weil, Gotshal & Manges LLP

ERISA Fiduciary Duties

￭ ERISA Section 404 describes the four basic duties of a fiduciary 

￭ Duty of loyalty

￭ Duty of prudence

￭ Duty to diversify investments

￭ Duty to follow the plan documents

￭ Any fiduciary who breaches his or her fiduciary duties shall be personally liable for any losses to the 
plan resulting from such breach and to disgorge any profits made by the fiduciary through the use of 
plan assets, and shall be subject to other equitable or remedial relief as a court may deem appropriate.

￭ “Netting” of gain and losses from transactions that occur as a result of a breach may not be 
permitted.

￭ Fiduciary may be subject to injunctive relief notwithstanding the absence of any loss to the plan.

￭ Indemnification of fiduciaries is limited.
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Weil, Gotshal & Manges LLP

Prohibited Transactions

￭ Prohibited Transactions:

￭ Section 406(a) “per se” prohibited transactions

￭ Section 406(b) self-dealing/conflict of interest prohibited 
transactions

￭ Parallel provisions of the Internal Revenue Code under 
Section 4975
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Weil, Gotshal & Manges LLP

Prohibited Transactions– Section 406(a) of 
ERISA
￭ Under Section 406(a)(1), a fiduciary of an ERISA plan 

cannot cause the ERISA Plan to engage in a transaction if 
the fiduciary knows or should know that the transaction 
constitutes, among other things, a direct or indirect:

￭ sale or exchange, or leasing, of any property between the 
ERISA plan and a party in interest;

￭ lending of money or other extension of credit between the 
ERISA plan and a party in interest;

￭ furnishing of goods, services, or facilities between the ERISA 
plan and a party in interest; or

￭ transfer to, or use by or for the benefit of, a party in interest, of 
any assets of the ERISA plan.
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Weil, Gotshal & Manges LLP

Prohibited Transactions – Section 406(a) of 
ERISA

￭ ERISA prohibits every transaction between an ERISA 
plan and a “party in interest” unless an exemption 
applies

￭ Parties in Interest include “service providers” to ERISA 
plans

￭ Prohibited transactions include virtually every financial 
transaction and service

￭ Counterparties to ERISA plans generally assume that 
they are parties in interest to all ERISA plans and will not 
transact without an exemption
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Weil, Gotshal & Manges LLP

Prohibited Transactions – Section 406(b) of 
ERISA

￭ Generally, ERISA prohibits fiduciaries from:

￭ Dealing with “plan assets” for their own benefit

￭ Representing a party in transaction whose interests are 
adverse to an ERISA plan

￭ Receiving consideration for their own account in 
connection with any transaction involving an ERISA plan

￭ The DOL interprets these prohibitions broadly and they 
will often prevent certain transactions that may 
otherwise be beneficial to a plan
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Weil, Gotshal & Manges LLP

Prohibited Transaction Exemptions

￭ There are three types of prohibited transaction 
exemptions available: 

￭ Individual Exemptions

￭ Class Exemptions

￭ Statutory Exemptions 

￭ A number of Class Exemptions have been granted 
which allow fund managers to avoid committing a 
prohibited transaction. 

￭ “qualified professional asset manager” or “QPAM” 
exemption
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Weil, Gotshal & Manges LLP

Prohibited Transactions – Liability Under 
ERISA and Excise Taxes
￭ ERISA requires a full, prompt correction of prohibited 

transactions. Generally, this means that the ERISA plan 
must be made whole, and the party involved must disgorge 
any profits resulting from the transaction.

￭ The Internal Revenue Code imposes a tax on a “disqualified 
person” who participates in a prohibited transaction. 

￭ The initial tax is 15 percent of the greater of the fair market 
value of the consideration given or the fair market value of the 
consideration received in the transaction.

￭ If the correction is not made within a correction period, there is 
an additional tax of 100 percent of the consideration given or 
received or the consideration in excess of reasonable 
compensation, whichever is applicable. 
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Weil, Gotshal & Manges LLP

Prohibited Transactions – Private Equity 
Funds
￭ If the assets of a private equity fund constituted plan assets, 

potential prohibited transactions would include investments 
of the Fund in parties in interest with respect to the ERISA 
plans investing in the private equity fund.  

￭ Further, fees for services provided by the general partner to 
the private equity fund could constitute a prohibited 
transaction under ERISA because of purported self-dealing 
of the general partner (i.e., use of plan assets for the benefit 
of the general partner).  
￭ Can fund manager impact compensation/fees to fund manager 

by its own actions?

￭ Deal-by-deal carried interest allocation
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Prohibited Transactions and ERISA Fiduciary 
Considerations – Private Equity Funds

￭ General partner incentive compensation can create ERISA fiduciary 
concerns and prohibited transaction concerns

￭ The likely prohibition by the DOL of any incentive compensation for a 
general partner of a private equity fund, if the assets of the fund were 
to constitute plan assets of an ERISA plan, is a major reason for the 
recommendation that private equity funds be structured to avoid 
being tainted with the designation of holding plan assets. 

￭ For these reasons, it is generally desirable that a private equity fund is 
structured so that it qualifies under one of the exemptions to the Plan 
Asset Regulations 
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Thank You

Sarah Downie
sarah.downie@weil.com
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Plan Asset Regulation

 Importance of determination that assets under management are “plan assets”
 Department of Labor Regulation Section 2510.3-101 

 Central to determining whether the manager of an entity in which an ERISA Plan 
invests is subject to the fiduciary responsibility provisions of ERISA in managing 
the entity

 Absence of a Statutory Definition
 Notwithstanding its importance in assessing the need to comply with ERISA’s 

fiduciary responsibility provisions, the term “plan assets” is not expressly defined in 
ERISA. 

 ERISA does, however, provide some guidance

 Section 3(42) of ERISA
 Enacted as part of Pension Protection Act of 2006

 Provided important amendments to the Plan Assets Regulation
 Foreign plans and governmental plans are not considered “benefit plan investors”

 Clarifies proportional plan asset status for entities that are subject to ERISA  
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Plan Asset Regulation

 The text of ERISA does identify certain pooled investment vehicles that are 
and are not deemed to include “plan assets”

 Registered Investment Companies

Section 401(b)(1) of ERISA provides that when an ERISA Plan invests in any 
security of an investment company registered under the Investment Company Act 
of 1940 (“1940 Act”), the assets of the Plan will be deemed to include the security, 
but will not, solely by reason of the investment, be deemed to include any asset of 
the investment company.

 Guaranteed Benefit Policies

Section 401(b)(2) of ERISA provides that when an ERISA Plan acquires a 
“guaranteed benefit policy” from an issuer, the assets of the Plan include the policy, 
but do not include any of the underlying assets of the insurer issuing the policy. 
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Plan Asset Regulation

 General Rule

The general rule stated in the PAR is that “when [an ERISA Plan] invests in 
another entity, the [P]lan’s assets include its investment, but do not, solely by 
reason of such investments, include any of the underlying assets of the entity.” 
29 C.F.R. Section 2510.3-101(a)(2) (emphasis added).
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Plan Asset Regulation – The Exception

 The Plan Asset Regulation provides for a significant exception:
 “However, in the case of [an ERISA Plan’s] investment in an equity interest of an 

entity that is neither a publicly-offered security nor a security issued by an 
investment company registered under the [1940 Act] its assets include both the 
equity interest and an undivided interest in each of the underlying assets of the 
entity, unless it is established that (a) the entity is an operating company, or (b) 
equity participation in the entity by benefit plan investors is not significant.” Id.  
(emphasis added) 

 Significance of the Exception
 For both sponsors of collective investment vehicles, other than investment 

companies registered under the 1940 Act – e.g., private funds – and trustees of 
ERISA Plans contemplating participation in those vehicles, the operation of the 
PAR’s exception is of far greater significance than the PAR’s general rule.
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Plan Asset Regulation – The Exception
 To determine whether the assets of a collective investment vehicle other than 

a registered investment company are “plan assets” under the PAR requires an 
analysis of four issues: 

 whether ERISA Plans are participating in the vehicle by acquiring equity interests 
of the vehicle; 

 whether interests in the vehicle are publicly-offered securities; 

 whether the entity is an operating company; and 

 whether equity participation in the entity by benefit plan investors is not 
significant. 
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Two Primary Exceptions in Private Funds Context

 25% Test

 Operating Company Exception
 Includes VCOC and REOC Exception
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25% Test

 No Plan Assets if “Benefit Plan Investors” own less than 25% of the total value 
of any “class” of equity

 Test must be satisfied on an ongoing basis (i.e., re-test upon each transfer, 
subsequent investment or redemption)
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25% Test
What is a “Benefit Plan Investor”?

 Any employee benefit plan subject to ERISA
 Corporate pension plans

 Welfare benefit trusts

 Union pension plans (multiemployer plans)

 Any Plan subject to the Code Section 4975
 IRAs, Keoghs

 Any entity whose underlying assets include plan assets
 Funds that exceed 25% Test

 Certain insurance company general accounts

 An entity is considered to hold plan assets only to the extent of the equity 
ownership held by the benefit plan investors. 
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25% Test
Calculation of 25% Test

 Exclude equity held by:
 Any person who has discretionary authority or control over entity’s assets

 Any person who provides investment advice for a fee

 Any affiliate of foregoing persons

 Always count equity held by Benefit Plan Investors
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Example of 25% Test

Assume Equity Interests Are Not Publicly 
Offered.

Not a Mutual Fund

75% 
equity 
interest

Non-Plan ERISA 
Plans IRA

Fund

14% 
equity 
interest

2% equity 
interest

Plan Asset
Fund

90% ownership by BPI

10% (9% BPI)

Because Benefit Plan Investors are deemed to hold 25% of the Fund’s equity interests, 
the Fund will be treated as holding plan assets
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Operating Company Exception
What is an Operating Company?

 Three types:
 Standard operating company - an entity that is primarily engaged, directly or 

through majority owned subsidiary(ies), in the production or sale of a product 
or service other than the investment of capital

 Venture capital operating company (VCOC)

 Real estate operating company (REOC)
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Operating Company Exception 
“Ordinary” Operating Company

 Entity engaged in the production or sale of a product or services (other than 
investment of capital)

 Status is not always clear
 Start-up companies

 Investment advisers/managers

 What is a majority-owned subsidiary?
 No definition

 Practitioners impose both an “economic” and “voting” test
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VCOC Exception 
What is a VCOC?

 An entity is a VCOC if it satisfies:
 50% Test – “Good Investments” v. “Bad Investments”

 50% of the entity’s assets, valued at cost, must be invested in:
 “venture capital investments” or

 “derivative investments”

 Actual Exercise Test
 In ordinary course of business, the Fund must exercise “management rights”
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VCOC Exception
VCOC – 50% Test

 Venture Capital Investments
 An investment in Operating Company or REOC in which VCOC has direct 

contractual “management rights”
 Investment may be debt or equity

 Derivative Investments
 Generally a venture capital investment where management rights have ceased 

due to IPO or in exchange for existing venture capital investment in connection 
with public offering or merger or reorganization of operating company
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VCOC Exception 
When Must 50% Test be Satisfied?

 On “initial valuation date”

 On one day during “annual valuation period” 
 Pre-established annual period not exceeding 90 days beginning no later than the 

one-year anniversary of entity’s first long-term investment

35



Advantages to Using Operating Company Exception

 Avoid becoming subject to ERISA

 A fund that qualifies as an operating company does not need to limit benefit 
plan investments

 More guidance from DOL than available for  25% Test

 Fund manager’s compensation is not reported on Form 5500
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Potential Disadvantages to Using Operating Company 
Exception

 Controlled group liability and the Sun Capital court ruling
 Is a private equity fund liable for the defined benefit pension plan liabilities of its operating 

company?

 Is a private equity fund a “trade or business”?

 The “investment-plus” test

 Structure not consistent with all fund strategies
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VCOC Exception 
What are Management Rights?

 Contractual rights between the VCOC and the operating company to 
substantially participate in or substantially influence the management of the 
operating company

 Inherently factual question that must be determined taking into account the 
particular facts and circumstances

 Does not require authority to actually direct operating company’s management

 Management rights must be more significant than those normally negotiated by 
institutional investors with respect to investments in established, credit-worthy 
companies
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VCOC Exception 
What are Management Rights? (cont’d)

 Direct contractual rights running from an operating company to the VCOC  
 Rights acquired by lead investor in a syndicate may not be attributed to other 

investors participating in the syndicate - investments through the syndication would 
only be a venture capital investment for the lead investor 

 Where rights may be exercised only by a group of investors acting together, those 
rights may not be attributed to the individual members of the group
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VCOC Exception 
What are Management Rights? (cont’d)

 The following is a list of rights that may constitute management rights:
 To inspect and copy books and records of the company

 To visit and inspect properties

 To receive financial statements, operating reports budgets and other financial 
reports

 To receive materials sent to the board of directors

 To have a seat on a management advisory board

 To consult with and advise the management of the company on significant 
corporate actions (such as changes in management personnel, compensation and 
employee benefits, introduction of new product lines, important acquisitions of 
plant and equipment, and significant research and development programs)

 To have representatives attend and observe meetings of the board (if there is no 
right to appoint board members)

 To designate a representative to serve as a corporate officer

 To veto major corporate actions
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VCOC Exception 
Actual Exercise of Management Rights

 In the ordinary course of business, Fund must actually exercise management 
rights with respect to one or more operating companies

 During the first annual valuation period, and

 During the 12-month period following the end of the expiration of each annual valuation period
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VCOC Exception 
Structuring Venture Capital Investments

 Wholly owned subsidiaries
 May be disregarded for purposes of determining if investment is made in operating 

company 

 Fund must still have direct contractual rights with operating company 

 Minor holdings by a general partner held solely to comply with tax law may be 
disregarded
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Venture Capital Investment
Example 1

contractual 
management rights

Operating
Company

15%

Plan PlanPlan

VCOC

Note:  This assumes that Plans are maintained by different employers.
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Venture Capital Investment
Example 2

equity

Non-Plan Plan Plan

VCOC1

15%

equity equity

VCOC2

management rights

An investment by a VCOC in another VCOC 
does not constitute a “venture capital investment”
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Venture Capital Investment
Example 3

VCOC

Management Rights

Operating
Company

Other
Investor

100%debt

Venture capital investments can consist of debt or equity
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Venture Capital Investment
Example 4

Since HoldCo owns a majority interest 
in Bottom Tier, Inc., HoldCo should 
also constitute an operating company 
if its ownership of Bottom Tier, Inc. 
(and other operating companies) is its 
primary activity.

Assume that Bottom Tier, Inc. 
manufactures a product and 
constitutes an operating company.

VCOC

Management Rights

Bottom
Tier, Inc.

Other
Investor

98%

2% equity

HoldCo

51%
equity

51%
vote
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Venture Capital Investment
Example 5

VCOC

Management
Rights

98%

2% Equity

HoldCo A
(68.4)%

Assume that Bottom Tier, Inc. 
manufactures a product and 
constitutes an operating company.

Other
Investor

Parentheticals indicate 
ownership percentage on diluted 
basis.

80%

HoldCo B

HoldCo C

Bottom Tier, Inc.

(85.5)% 95%

90%

Since HoldCo A owns an indirect 
majority interest in Bottom Tier, 
Inc., HoldCo A can also constitute 
an operating company if its 
indirect ownership of Bottom 
Tier, Inc. (and other operating 
companies) is its primary activity.

5% EquityManagement
Rights

47



Venture Capital Investment
Example 6

VCOC

Management Rights

100%

(63.75)%

ERISA permits wholly-owned 
subsidiary to be ignored if VCOC 
has direct management rights.

While it is a facts & 
circumstances test, the 
value of Bottom Tier A 
versus Bottom Tier B may 
determine whether HoldCo 
A is “primarily” involved 
in the production or sale of 
a product or service.

Other
Investor

Parenthetical indicates ownership 
percentage of Bottom Tier, Inc. A on 
a diluted basis.

Since HoldCo A owns an indirect majority 
interest in Bottom Tier, Inc., HoldCo A may 
constitute an operating company if its 
indirect ownership of Bottom Tier, Inc. 
(and other operating companies) is its 
primary activity.

LLC

HoldCo A

HoldCo B

Bottom
Tier, Inc.

A

5%

Bottom
Tier, Inc.

B

75%

85% 10%

($200M) ($50M)
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Venture Capital Investment
Example 7

100%

VCOC

LLC

Bottom Tier, Inc.
B

$500M

Bottom Tier, Inc. 
A

$80M

HoldCo

51% vote

49% economic interest

70% vote

70% economic interest

Management Rights

100%

• LLC may be disregarded or may constitute operating company.

• Note that most practitioners would not rely on A to qualify HoldCo as an operating company.
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Venture Capital Investment
Example 8

Only a limited group of law 
firms view structure as 
satisfying DOL Adv. Op. 1995-
04A

80%

Fund Co-Investors AIV

GP

5% 14%

1%

Other
Investors

Operating
Company

LP

45%

65%

Is LP “wholly-owned”?
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Venture Capital Investment
Example 9

25%

Fund Co-Investors AIV

99%

1%

Other
Investors

Operating
Company

LP

5%

65%
LP

99%

GP GP

1%

5%

To comply with DOL Adv. Op. 1995-04A, most law firms take the 
position that each VCOC must make its investment through its own 

wholly-owned subsidiary
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Typical PE Terms for ERISA Investors

 Fund manager required to use special efforts to operate fund as a VCOC

 No contributions prior to initial long-term investment, or any contributions 
made prior are held in escrow

 Initial capital contribution conditioned on VCOC opinion

 Annual VCOC certificate

 Notification on failure to maintain VCOC status

 Alternative to VCOC status is satisfaction of 25% test

 Withdrawal rights if fund holds plan assets

 Credit agreements may contain VCOC covenants
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Consequences of VCOC Failure

 If an entity does not qualify as a VCOC on its initial valuation date, it can never 
qualify as a VCOC

 If VCOC status is lost at any time, it can never again qualify as a VCOC
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SUN CAPITAL 
PARTNERS 
AND 
CONTROLLED 
GROUP 
LIABILITY



ARE PRIVATE EQUITY 
FUNDS TRADES OR 
BUSINESSES?

 Why It Matters

Title IV of ERISA makes trades or businesses 
that are members of a controlled group jointly 
and severally liable for unfunded termination 
liability and multiemployer plan withdrawal 
liability.  (See ERISA Section 4001)

 This means that all of the liability can be 
asserted against any one group member

 Lien for unpaid single employer termination 
liability is capped at 30% of the group’s net 
worth, but no member can have a net 
worth less than zero

The PBGC and multiemployer plans have 
become aggressive in pursuing controlled group 
claims against affiliates. Funds can be a deep 
pocket if a portfolio company is in bankruptcy. 
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IF PRIVATE EQUITY 
FUNDS ARE TRADES 
OR BUSINESSES

 The fund may be liable for a portfolio 
company’s unpaid plan termination or 
withdrawal liability

 One portfolio company may potentially 
be liable for another portfolio company’s 
Title IV liability

 It doesn’t matter whether the fund is 
treated as holding ERISA plan assets
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LIABILITY ALSO 
DEPENDS ON 
WHETHER THERE IS 
A CONTROLLED 
GROUP

 Entities need not be corporations

 General rule is that there must be at least 
80% ownership of a portfolio company

 However, options are treated as exercised 
and executive/partner interests may be 
disregarded

 Ownership can be traced through a 
common parent

 If entity is a partnership, look to 80% 
interest in either capital or profits

 Overturned Sun Capital Partners decision 
aggregated two Sun Capital funds, neither of 
which owned 80% of the portfolio company
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EXAMPLE  XYZ Fund owns 70% of Portfolio 
Company A, 80% of Portfolio Company B 
and 90% of Portfolio Company C 

 The outside investors are different for 
each investment

 XYZ Fund,  Portfolio Company B, and 
Portfolio Company C are part of a 
controlled group

 Portfolio Company A is not part of the 
controlled group because XYZ Fund 
owns less than 80% of Portfolio 
Company A
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WHEN IS LIABILITY 
DETERMINED?

 Generally, identity of controlled group 
members is determined on the date of 
the transaction (plan termination or 
withdrawal)

 Exceptions ignore transactions intended 
to evade or avoid liability

 ERISA Section 4069 for single employer 
plans

 ERISA Section 4212(c) for multiemployer 
plans

 Seller can be secondarily liability after 
asset sale
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THE PBGC FIRES THE 
FIRST SHOT

 Opinion of the PBGC Appeals Board finds, 
for the first time, that private equity funds 
can be trades or businesses

 The analysis seems contrary to the 
Supreme Court’s Groetzinger decision (See 
480 U.S. 23)

 Since the same analysis applies to liability 
for multiemployer plan withdrawal liability, 
multiemployer plans picked up on this and 
began aggressively asserting claims

 To date, the IRS has not issued any guidance 
adopting the PBGC’s analysis re: liability for 
required minimum funding
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PALLADIUM CAPITAL 
PARTNERS 
CHALLENGES THE 
ANALYSIS

 No final decision on the trade or 
business issue, but the court denied 
Palladium’s motion for summary 
judgment and said there were triable 
issues of fact

 Court also did not appear to reject idea 
of viewing funds as acting in partnership
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SUN CAPITAL 
PARTNERS RESULTS 
IN MULTIPLE 
DECISIONS ON THE 
MERITS

 We have two federal appeals court decisions and two district 
court decisions in this case involving a multiemployer plan’s 
attempt to collect withdrawal liability of a portfolio company 
called Scott Brass from two Sun Capital fund. They are 
technically precedent only in the First Circuit (New England), 
but created a stir in the private equity world.

 The first appellate decision said that private equity funds can 
be trades or businesses if they satisfy an “investment plus” 
standard–that is, they must be involved in activities beyond 
those of a passive investor. That decision still stands.  Court 
found that one Sun Capital Partners fund owning less than 
80% of Scott Brass was a trade or business, and remanded to 
the district court to make a decision on the second Sun 
Capital Partners fund

 The court determined that Sun Capital Partners received 
extra economic benefits from the investment

 Factors considered important were active involvement in the 
management and operations of Scott Brass,  Sun Capital’s 
Board seats and negotiated management rights and 
management fee offsets
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SUN CAPITAL 
PARTNERS RESULTS 
IN MULTIPLE 
DECISIONS ON THE 
MERITS

 We have two federal appeals court decisions and two district 
court decisions in this case involving a portfolio company 
called Scott Brass. They are technically precedent only in the 
First Circuit (New England), but created a stir in the private 
equity world

 The first appellate decision said that private equity funds can 
be trades or businesses if they satisfy an “investment plus” 
standard–that is, they must be involved in activities beyond 
those of a passive investor. That decision still stands.  Court 
found that one Sun Capital Partners Fund owning less than 
80% of Scott Brass was a trade or business, and remanded to 
the district court to make a decision on the second Sun 
Capital Partners Fund

 The court determined that Sun Capital Partners received 
extra economic benefits from the investment

 Factors considered important were active involvement in the 
management and operations of Scott Brass,  Sun Capital’s 
Board seats and negotiated management rights and 
management fee offsets
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SUN CAPITAL 
PARTNERS RESULTS IN 
MULTIPLE DECISIONS 
ON THE MERITS

 On remand, the district court determined that the second 
Fund and the first Fund had formed a “partnership in fact” 
because they had the same or similar investment 
committees, made fund investments in tandem. Shared 
management rights and had overlapping co-investment. 
Found that the partnership owned over 80% of Scott Brass

 The First Circuit Court of Appeals reversed, finding that 
there was no partnership in fact because:

 The fund documents said that they were not forming a 
partnership

 The funds had different investors

 The funds had separate bank accounts and filed 
separate tax returns

 The funds did not always make parallel investments

 The multiemployer plan has requested Supreme Court 
review.  Review of prior decisions was denied
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THE FIRST CIRCUIT 
LOOKED TO TAX 
LAW

 Looked to the Tax Courts’ Dana decision to determine 
whether there was a partnership-in fact.  The factors are:

 the parties’ agreement and conduct 

 the parties’ contributions to the venture 

 the parties’ control over income and capital and the right 
to make withdrawals 

 whether each party was a principal and co-proprietor, or 
whether one party was the agent or employee of the 
other

 whether business was conducted in the joint names of 
the parties;

 whether the parties filed federal partnership returns or 
otherwise represented that they were joint venturers;

 whether separate books of account were maintained for 
the venture; and 

 whether the parties exercised mutual control over and 
assumed mutual responsibilities for the enterprise
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SUN CAPITAL 
PARTNERS 
TAKEAWAYS

 1. A fund or funds can operate a trade or 
business

 2. Funds that own less than 80% of a 
portfolio company can operate as a 
partnership in fact

 3. Determinations will be fact specific, 
looking at involvement with the portfolio 
company, fund documents and other factors

 4. This may not be the last word. The 
multiemployer plan has asked for Supreme 
Court review
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TRILANTIC SUES FOR 
DECLARATORY 
JUDGMENT

 Trilantic sued for a declaratory judgment in 
the Southern District of New York that it 
was not a trade or business in a proactive 
attempt to avoid withdrawal liability of a 
portfolio company.  Said Sun Capital 
analysis would have a chilling effect on 
rescuing distressed businesses

 Trilantic argued that Sun Capital Partners 
was based on unique facts.  Trilantic said it 
did not operate a trade or business 
because it had no involvement in the 
portfolio’s management or operations, 
could not hire or fire employees and had 
no representation on the Board
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TRILANTIC SUED BY 
MULTIEMPLOYER 
PLAN IN ANOTHER 
COURT

 A multiemployer plan then sued Trilantic and “any other 
member of its controlled group” in a different federal court 
for unpaid withdrawal liability, arguing that Trilantic and the 
SPV through which it owned the portfolio company operated 
a trade or business because:

 They managed portfolio companies on an interim 
emergency basis

 They contracted out for professional and management 
services

 They worked with portfolio company management to 
increase revenue, earnings and cash flow

 They exercised shareholder rights, including the right to 
elect Board members

 They have federal EINs and claim business-related tax 
deductions

 These cases have been settled, so no decisions on the merits 
are forthcoming. However, they provide a good preview of 
additional arguments likely to be made in future lawsuits
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WHAT IF FUND OR 
PORTFOLIO 
COMPANIES ARE 
OUTSIDE THE U.S.? 

 Both the PBGC and multiemployer plans have 
appeared in proceedings in Canada

 Walter Energy shows limits of extraterritorial 
application of ERISA
 Supreme Court of British Columbia refused to 

apply ERISA to hold Canadian parent liable for a 
subsidiary’s withdrawal liability

 Said Canadian law recognized the separate identity 
of the businesses

 U. S. courts have failed to find jurisdiction over 
non-U.S. entities in several cases where the 
non-U.S. entity was not involved in the 
termination or withdrawal decision. However, a 
D.C. district court decision involving Asahi Tec 
found a Japanese parent liable for a bankrupt 
subsidiary’s unpaid termination liability
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WHAT IF FUND OR 
PORTFOLIO 
COMPANIES ARE  
BASED OUTSIDE THE 
U.S.?

 PBGC attempted to collect from UK entities in PBGC v. 
Satrolloy. Suit against one subsidiary was dismissed because 
mere ownership doesn’t confer jurisdiction. However, while 
it didn’t find jurisdiction, the court indicated that there could 
be jurisdiction if subsidiary was “alter ego” or “agent” of 
parent

 In re: Ivaco litigation in Canada, PBGC attempted to collect 
liability from  Ivaco and Canadian subsidiaries, who were in 
the Canadian equivalent of Chapter 11 proceedings.  Case 
was settled, so no legal decision

 Recent 10th Circuit GCIU decision found that there was no 
jurisdiction over Irish parent companies who did not 
participate in the decision to withdraw from a multiemployer 
plan. Overlapping Board membership and occasional trips to 
the U.S. by Irish Board members and a loan to the U.S. 
subsidiary were not enough

 Threshold litigation issue in U.S. courts has been showing 
that defendant has ties to the jurisdiction and requiring it to 
litigate in the forum doesn’t violate fairness principles.  For 
example, does foreign parent have property in the U.S.?
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HOW CAN PRIVATE 
EQUITY FUNDS 
PROTECT 
THEMSELVES?

 Liability is not asserted until withdrawal or plan 
termination, so due diligence should carefully examine 
contingent pension liabilities

 Contributing employers to multiemployer plans are 
entitled to one liability estimate per year

 Be aware that layoffs and plant closings may trigger 
liability, e.g., partial withdrawal liability

 Review actuarial reports with the assistance of their 
own actuary

 Be aware that the PBGC may terminate a plan 
involuntarily and assume trusteeship.  PBGC may then 
assert claims, including claims in bankruptcy proceedings 
for unpaid contribution and termination liability

 Consider purchase price adjustments and available 
insurance protection
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HOW CAN PRIVATE 
EQUITY FUNDS 
PROTECT 
THEMSELVES?

 Limit involvement in portfolio company 
operations to the extent possible

 Limit ownership to less than 80% interests

 Have different co-investors

 Limit parallel investments

 Try to negotiate settlements if liability is 
asserted

 Avoid fee offsets

 Monitor Board seats

 Draft fund documents to state no intent to 
form a partnership or joint venture
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HOW CAN PRIVATE 
EQUITY FUNDS 
PROTECT 
THEMSELVES?

 If selling a portfolio company’s assets, sale 
usually results in a withdrawal by seller 
unless buyer assumes contribution 
obligations and history ( ERISA Section 
4204) 

 If passing on an underfunded plan in a 
stock sale, be aware of possible 
contingent liability if buyer terminates 
the plan within 5 years (ERISA Section 
4069)

 PBGC pursued Renco after it brought 
ownership in plan sponsor below 80% 
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