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 Choice of Entity: Delaware limited partnerships remain the preferred structure/ place of formation for private equity funds 
("Funds"); a Fund may also include "Alternative Investment Vehicles" and parallel funds that are formed in different 
jurisdictions with substantially the same terms as the main Fund

 Co-investment opportunities remain important fund raising drivers, with different terms from the main Fund

 Purpose: ESG and "impact investing" have become attractive strategies. The Fund's investment purpose may overlap with 
affiliated investment vehicles that are not parallel funds, thereby requiring allocations of investment opportunities across 
affiliates.  

 Capital Commitments:  Capital commitments are usually capped in the Fund's partnership agreement (the "LPA"); the 
General Partner's commitment must represent a meaningful capital investment

 Time Periods:  Marketing/Closings - The marketing period of 12 months to raise capital commitments is now commonly 18 
months for smaller Funds. Investment Period – Five years from the final closing (shorter for non-equity strategies). Overall 
term – ten years from final closing (also shorter for non-equity strategies). Termination with and without "Cause" and "Key 
Person Events" are heavily negotiated.

 Conflict Resolution: Issues relating to investment allocations and other GP interests are being scrutinized by regulators and
LPs

Key Fund Terms
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• Management Fees
- Larger investors command smaller fees
- 2.0% remains steady in middle market buyout funds; less so for other investment strategies
- Management fee offsets for transaction, monitoring and directors fees trigger 100% offsets allocable to fee-paying investors
- Definition of "net invested capital" has been refined

• Carried Interest
- 20% also remains steady in buyout funds, but varies for other strategies, such as venture funds
- European waterfall is more common, although established managers can retain a "deal-by-deal" waterfall
- Clawbacks are required, which frequently include interim clawbacks

• Recycling
- Recycling provisions allow the Fund to reinvest investment proceeds, instead of distributing proceeds
- Investment proceeds can also be used to pay Fund expenses and obligations
- Permitted reinvestment amounts are subject to recall

• Expenses
- Regulatory expenses carved out
- Required allocation among co-investors
- Organization expenses larger, and may exclude "most favored nations" side letter process
- Growing acceptance of payment for services from affiliates in addition to management fees

Economic Terms
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 In order to provide liquidity to investors in private equity funds, many GPs now form "continuation funds" to allow 
a new investor to buy into all or a part of an existing Fund's portfolio

 Investors are often given the right to cash out from the existing Fund or to "rollover" into the continuation fund

 Continuation funds have shorter terms and different economics from the predecessor fund, and are managed by 
the GP of the predecessor fund (or an affiliate of the GP)

GP Led Secondaries/Continuation Funds
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• Capital call lines have longer terms

• Some private equity funds have begun to use asset based loans

• Tax exempt investors are less sensitive to UBTI

• GPs are borrowing to satisfy capital commitments

Borrowing
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• PPM/Marketing Documents

• Track record difficult to present

• Assume all investors charged the highest fees and carry even if certain investors have better terms

• Disclose effect of capital call borrowings on the IRR

• Side letters remain a huge component of fund raising activities

• GP counsel has improved the process by using the same provisions covering a single topic
(e.g. co-investment rights)

• "MFN" provision has a larger amount of carveouts

• GP and Management Company Agreements

• Subscription Agreements

Other Fund Formation Documents
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II.  Regulatory Concerns

• Securities Act of 1933
• Funds offer interests in private placements

Investment Company Act of 1940
Section 3c1 or 3c7

Investment Advisers Act of 1940
• With limited exceptions (such as managers that only manage venture funds or smaller funds) investment managers and 

affiliates must register with the SEC as investment advisers, which makes such manager subject to SEC scrutiny

• Once registered, an investment adviser must adopt a comprehensive compliance program and comply with numerous 
requirements of the Advisers Act, including annual updates of Form ADV

• Registered advisers are subject to periodic routine and possible surprise SEC inspections

• SEC issues: Conflicts; Fund Expenses including expense allocations; Transaction fees, including accelerated monitoring fees

• Registration as an investment adviser is burdensome and imposes significant obligations on the company

Non-U.S. Securities Laws

ERISA



III.  Tax Concerns
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 Fund – Delaware Limited Partnership
• No entity-level tax and allows pass-through taxation for the General Partner and investors, 

in particular pass-through of long-term capital gain taxed at preferential rates (subject to 
Section 1061 and legislative proposals).

 General Partner of the Fund – Delaware Limited Liability Company
• LLC can sometimes be problematic for non-U.S. jurisdictions where an owner intends to rely 

on a tax treaty.

 Management Company – Delaware Limited Partnership
• Use of limited partnership instead of limited liability company is (in part) for self-employment 

tax planning. There is a statutory exclusion from tax self-employment earnings for amounts 
earned in capacity of a limited partner.  This is an issue that the IRS is actively and 
aggressively auditing.

 Legislative proposals to change self-employment tax and net investment income tax 
may impact planning. 

Choice of Entity
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 Generally, the General Partner and Investment Manager are separate entities for the following 
reasons:
• New York City Unincorporated Business Tax (“UBT”) – the General Partner’s income is not 

subject to UBT but the Investment Manager’s income is subject to UBT.  Avoids potentially 
subjecting carry to UBT.

• Placement fees paid by the GP are non-deductible; the IM may deduct placement fees paid

Separation of General Partner and 
Investment Manager
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• Principals may live in different states
• Planning for tax-free trusts
• Nexus and market-based sourcing concerns

Separation of General Partner and 
Investment Manager
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 The General Partner receives a “carried interest” in the fund which is intended to qualify as a 
profits interest for tax purposes.  The carried interest is typically 20% of the profits.  If structured 
appropriately, the grant is not taxable.
• Allows for flow-through of Fund income to the General Partner (i.e., if the Fund has long-

term capital gain or other income taxed at preferential rates, that will flow through to the 
General Partner).

• The General partner may need tax distributions because it may receive allocations of 
taxable income without cash distributions (because cash is going to LPs as return of capital 
and preferred return).

• There may also be upper-tier grants of carry to investment professionals.
• Special planning may be required for grants to investment professionals to participate in 

investments with unrealized gain.

General Partner – Carried Interest 
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 Does the General Partner need to contribute any capital?  It is important that the general partner 
is respected as a partner for tax purposes.  Some practitioners require some amount of capital, 
but some do not.  Limited Partners require some capital from the General Partner or its affiliates 
(i.e., skin in the game) as an economic matter.

General Partner – Capital Contribution
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 For taxable years beginning after December 31, 2017, the preferential rate for long-term capital 
gain applies for the General Partner carry only if the Fund held the asset giving rise to the gain 
for more than three years.
• Exceptions for Section 1256 gain, Section 1231 gain, qualified dividends.
• Monitor legislative proposals to tax carried interest as ordinary income.
• The General Partner may have an incentive to hold an investment for more than three years to realize long-

term capital gain, but for Limited Partners only required to hold for more than a year for long-term capital 
gain.  This is a potential conflict of interest.

 Capital interest exception for the general partner’s invested capital.  
• If an investment professional borrows from the Fund, a Partner in the Fund or a related person in order to 

fund its capital contribution, the exception is generally not available.   But it may still qualify for the 
exception if the investment professional is personally liable, has no right to reimbursement and the loan is 
not guaranteed by any other person.  Sponsor guarantees of loans are problematic for capital interest 
exception.  Once loan has been repaid, generally eligible for exception.

• General Partner capital from realized gains that remain in the fund may qualify for exception.  This is 
different from hedge funds where carry is taken on unrealized gains, and that book carry generally does not 
qualify for capital interest exception.

General Partner – Section 1061
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 Carried Interest Waiver – Some funds may include a provision in the LPA to allow the General 
Partner to waive carry from an investment that has been held for three years or less in exchange 
for future carry (presumably, on an investment that has been held for more than three years).  
The regulations under Section 1061 acknowledge the existence of these arrangements and 
indicate they are subject to challenge.  Similar concept as management fee waiver by the 
Investment Manager and subject to similar risk.
• Most gains for PE funds are on positions held for more than three years.
• Generally, there should be meaningful economic risk of no future profits for the waiver to 

achieve its purpose.

General Partner - Carried Interest 
Waiver
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 A General Partner of a Fund may consider electing to pay any applicable state pass-
through entity taxes (“PTET”).  Many states, including New York, have enacted elective 
pass-through entity taxes in response to the $10,000 limitation on an individual’s 
deduction of state and local taxes for tax years beginning after December 31, 2017.  The 
payment of the PTET flows through to the owners of the General Partner as a deduction 
(generally deductible for federal purposes and not subject to the $10,000 limitation) and 
the individuals receive a credit on their state personal income tax returns for their share of 
the PTET that was paid.
• There is some uncertainty about whether the PTET paid by a partnership that is not a 

“trader” (i.e., a private equity fund or a general partner of a private equity fund) is 
deductible for federal purposes, but many practitioners believe it is deductible.  There 
are different views on how to deduct.

• If the owners of the General Partner are residents of different states, credits may not 
be available.  Where feasible, may consider setting up separate feeders for residents 
of different states.

General Partner - PTET
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 The carried interest is often subject to a clawback.  If the waterfall is deal by deal and there are 
early winners followed by losses, the General Partner may be overdistributed carry if determined 
on a life of the fund.  Typically, the clawback is the after-tax amount.
• Recent SEC proposal would require a clawback of the pre-tax amount.

General Partner

21



 Investment Manager receives fee income for services performed for the Fund that is 
taxed to the owners of the Investment Manager at ordinary income tax rates.

 Investment manager may waive management fees (either upfront, at certain times, 
or on an elective basis) in exchange for a corresponding allocation of future profits.  
Generally, waiver should be made prior to the performance of the related services 
and there should be some risk that future profits will not materialize, and manager 
will not receive an economic benefit for the waived fee. 

Investment Manager –
Management Fee
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 This effectively converts ordinary income to capital gain (taxed at preferential rates) and provides 
income deferral (to when the Fund realizes gains). This may also be used to fund the general 
partner’s capital commitment, but where the Investment Manager waives the fee, and the 
General Partner receives the benefit, the analysis is more complicated.

 Individual investors may also benefit from the waiver because it replaces a non-deductible 
management fee (because the fund is not a “trader”) with the economic equivalent of a full 
deduction (taxable income being allocated away from the LPs).

Investment Manager –
Management Fee Waiver
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 Proposed regulations issued in 2015 would require significant entrepreneurial risk that the 
Investment Manager does not receive the waived fee for the fee waiver to be respected (and not 
be taxed as ordinary income/guaranteed payment).

Investment Manager –
Management Fee Waiver
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 Investment Manager may also consider electing to pay any applicable PTET, subject to same 
considerations as the General Partner.  Because the Investment Manager is engaged in a trade 
or business, any PTET paid is generally deductible as a business expense for federal purposes.  

Investment Manager - PTET
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 U.S. Taxable 

 U.S. Tax-exempt

 Non-U.S.

 Sovereign 

Investors
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 Goal is for pass-through of income taxed at preferential rates, including long-term 
capital gain, qualified dividend income.

 Seek to avoid “phantom income” from foreign corporations (CFCs and PFICs).  
Recent proposals under the PFIC rules could create significant administrative burden 
in connection with ownership of PFICs.

 Generally, may invest unblocked.  But consider state and local filing requirements for 
limited partners.

U.S. Taxable Investors
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 Seek to avoid unrelated business taxable income (“UBTI”).

 UBTI is generally trade or business income, but also includes debt-financed income.  Common 
sources of UBTI are fees and investments in flow-through businesses.

 Debt-financed income generally not a major concern for private equity funds because leverage is 
at portfolio company level (which are generally corporations for tax purposes).

 Will generally “block” (i.e., invest through an entity taxed as a corporation) any activity that would 
give rise to UBTI.

 Certain tax-exempts (“super tax-exempts”), such as state pension funds, take the position that 
they are not subject to tax on UBTI and invest unblocked.

 “Blocking” may be either above the fund or below the fund.  If the blocking is below the fund, 
there may be structuring to allow the General Partner to take its carry on a pre-tax basis.

U.S. Tax-exempt Investors
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 Seek to avoid income that is effectively connected with a U.S. trade or business (“ECI”).  
Common sources of ECI are fees and investments in flow-through businesses.  Also seek 
to avoid FIRPTA and ownership of U.S. real property holding corporations (“USRPHCs”).  

 Generally, “block” any ECI or FIRPTA investments to avoid U.S. tax return filing obligation.

 Also, subject to 30% U.S. withholding tax on U.S. source dividends and certain other fixed, 
determinable, annual or periodical (“FDAP”) income. 

Non-U.S. Investors
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 Integral parts of, or controlled entities of, foreign governments have a broad exemption from U.S. 
tax under Section 892 of the Code.  U.S. source dividends and gain from the sale of FIRPTA 
companies are exempt from U.S. tax.

 Seek to avoid commercial activity income and ownership of controlled commercial entities.  If a 
controlled entity of a foreign sovereign becomes a controlled commercial entity (because it has 
$1 of business income) then none of the entity’s income is eligible for exemption.  

 In general, a commercial activity includes any activity ordinarily conducted with a view towards 
the current or future production of income or gain, whether or not the activity is conducted in the 
U.S. or the income is exempt from U.S. tax to a foreign person under the securities trading safe 
harbor. 

 A controlled commercial entity is any entity engaged in commercial activities in which the foreign 
sovereign either holds 50% or more of the stock (by vote or value) or has “effective practical 
control.”

Sovereign Investors
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 A Fund LPA will provide discretion to create AIVs for Fund investments.

 This provides flexibility to, for example, set up an AIV for tax-exempt and non-U.S. 
investors to participate in an investment in an operating partnership through a 
separate vehicle that utilizes a blocker, while the U.S. taxable investors participate in 
the same investment through the main fund on an unblocked basis.

Alternative Investment 
Vehicles (“AIVs”)
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Carried Interest

Management Fee

Investors

Principals

Basic Fund Structure

PE Fund
(Delaware L.P.)

Portfolio Company 2 Portfolio Company 3Portfolio Company 1

Investment 
Manager

(Delaware L.P.)

General Partner
(Delaware LLC)
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Investment 
Manager

(Delaware L.P.)

Carried Interest

Management Fee

Principals

Master Feeder Fund Structure with Blocker

Portfolio Company 2 Portfolio Company 3Portfolio Company 1

Master PE Fund
(Delaware L.P.)

General Partner
(Delaware LLC)

Domestic Feeder
(Delaware L.P.)

Offshore 
Feeder

(Cayman L.P.)

Blocker
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Carried Interest
U.S. Taxable Investors

Principals

Parallel Fund Structure

Tax-Exempt and 
Non-U.S. Investors

May also interpose a partnership 
between Blocker and Portfolio 
Company 2 to take pre-tax carry.

PE Fund
(Delaware L.P.)

Portfolio Company 1 Portfolio 
Company 2

General 
Partner

(Delaware LLC)

Parallel Fund
(Delaware L.P.)

Blocker
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U.S. Taxable Investors

Splitter Blocker Structure

Splitter
Blocker

Tax Exempt and 
Non-U.S. Investors

Economic Investment

Splitter allocates carry on 
tax-exempt and non-U.S. 
investor capital directly to 
fund (i.e., pre-tax carry).

PE Fund
(Delaware L.P.)

Splitter
(Delaware LLC)

Portfolio 
Company

(Delaware LLC)
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