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Attendees seeking CPE credit must listen to the audio over the telephone.
Please refer to the instructions emailed to registrants for dial-in information. Attendees can
still view the presentation slides online. If you have any questions, please contact Customer
Service at 1-800-926-7926 ext. 10.

Tips for Optimal Quality
SSound
d Quality
Q lit
For this program, you must listen via the telephone by dialing 1-866-873-1442
and entering your PIN when prompted. There will be no sound over the web
connection.
If you dialed in and have any difficulties during the call, press *0 for assistance.
You may also send us a chat or e-mail sound@straffordpub.com immediately so
we can address the problem.
problem
Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.

Continuing Education Credits

FOR LIVE EVENT ONLY

For CLE credits, please let us know how many people are listening online by
completing each of the following steps:
•

Close the notification box

•

In the chat box, type (1) your company name and (2) the number of
attendees at your location

•

Click the SEND button beside the box

For CPE credits, attendees must listen to the audio over the telephone.
Attendees can still view the presentation slides online.
Please refer to the instructions emailed to registrants for additional information.
If you have any questions, please contact Customer Service at 1-800-9267926 ext. 10.

Program Materials
If you have not printed the conference materials for this program, please
complete the following steps:
•

Click on the + sign next to “Conference Materials” in the middle of the lefthand column on your screen.
screen

•

Click on the tab labeled “Handouts” that appears, and there you will see a
PDF of the slides for today's program.

•

Double click on the PDF and a separate page will open.

•

Print the slides by clicking on the printer icon.

A Very Good Place to Start
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Profit Split

100% capital
commitment
GP
• 20% of
profits
LP
• 100% of capital
• 80% of profits
Fund
LP
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Management Fee

100% capital
commitment
GP
• 20% of
profits
LP
• 100% of capital
• 80% of profits
2% p.a.
management fee
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Fund
LP
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GP is Limited Liability Company

100% capital
commitment
100%
GP
LLC

2% p.a.
management fee
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GP
• 20% of
profits

LP
it l
• 100% off capital
• 80% of profits
Fund
LP

Separate Management Company

100% capital
commitment
100%

100%

GP
LLC
GP
• 20% of
profits

LP
it l
• 100% off capital
• 80% of profits
Fund
LP

Management
Co. LLC
2% per annum management fee
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Skin In the Game
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Separate Management Company
with 1% GP Commitment

1% capital
commitment

100%
100%

GP
LLC

99% capital
commitment

1% capital
commitment

LP
• 99% off capital
it l
• 79.2% of profits

GP :
• 20% of profits
LP:
• 1% of capital
• 0.8%
0 8% of profits

Fund
LP

Management
Co. LLC
2% per annum management fee
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Alternative: No Management Fee

100% capital
commitment
100%
GP
LLC

GP
P i it allocation
ll
ti off
• Priority
profits equal to X + Y, where
X = 1% of capital
n

Y = Σ 2% of fund for year i
i=1

• 21% of profits after priority
allocation
• No capital interest
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LP
• 100% off capital
it l
• 79% of profits after priority
allocation to GP
Fund
LP

Edouard S. Markson
Ted Markson advises corporations and partnerships on the U.S. Federal income
tax aspects of domestic and international transactions. His experience includes
g
and acquisitions,
q
dispositions,
p
and jjoint ventures; financial p
products and
mergers
structured financings; and capital markets transactions. Mr. Markson's clients
include financial institutions and other businesses in the U.S. and abroad. He
regularly advises private investment funds on a range of organizational and
transactional matters.
tel +1 (212) 408-1084
Email emarkson@chadbourne.com
online ww.chadbourne.com/emarkson

Mr. Markson’s notable fund formation representations include, among others:
• Southern Cross Group. Structure and formation of Southern Cross Latin
America Private Equity Fund IV, L.P., a private equity fund targeting
investments in Latin America.
• Rio Bravo. Formation of Rio Bravo Energia
g I FIP,, a renewable energy
gy fund
targeting investors in greenfield properties in Brazil.
• Larrain Vial. Formation of Americas Energy Fund I L.P., a private equity
fund targeting energy assets in Latin America.
• Emerging Energy and Environment LLC. Formation of Cleantech Latin
America Fund II L.P.,, a private
p
equity
q y fund formed to invest in renewable
energy projects and clean technologies throughout Latin America.
He has been listed in the Legal 500 guide for tax expertise since 2008.
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C&P Private Funds Expertise
Our partners have decades of experience working with sponsors to structure, launch, negotiate and close private funds
across every fund class around the world. Our fund formation team currently includes four corporate partners, three tax
partners and two p
p
partners dedicated to employee
p y benefits and ERISA matters.
Clients benefit from our extensive knowledge of the offering requirements of the Securities Act, the Exchange Act, the
Investment Company Act and the Investment Advisers Act. Our lawyers have worked with numerous placement agents
worldwide and have negotiated fund terms with major corporate, public and private pension plan, private family,
foundation and endowment, fund of fund and foreign government investors who invest in private funds.
In addition to fund formation, Chadbourne’s fund-level advice covers matters such as structuring acquisitions and
dispositions, general fund compliance matters, co-investment arrangements and management-level issues (including
compensation, carry allocations, admissions and departures, wealth management, investment adviser/broker-dealer
matters, consulting arrangements and infrastructure). Our investor side clients include major corporate institutions,
public and private pension plans
plans, family offices
offices, foundations and endowments,
endowments funds of funds and development finance
institutions that regularly invest in private funds. Chadbourne is well versed in managing the needs of different kinds of
private fund sponsors and investors, including taxable, tax-exempt (both pension and endowment), non-U.S. and
sovereign entities.
For more information on our
fund formation practice, please contact:
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Scott W. Naidech
tel +1 (212) 408-5440
Email snaidech@chadbourne.com
online www.chadbourne.com/snaidech

Morton E. Grosz
tel +1 (212) 408-5592
Email mgrosz@chadbourne.com
online www.chadbourne.com/mgrosz

Agenda
II.
II.
III.
IV.
V.
VI
VI.

How Management Fee Waivers Work
Overview of Important Concepts
Why
h the
h NY Attorney General
G
lC
Cares
Federal Tax Issues and Potential Exposures
Non‐Tax Pros and Cons of Fee Waivers
Practical Advice
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I. How Management Fee Waivers Work
Usua St
Usual
Structure
uctu e – Cas
Cashless
ess Co
Contribution
t but o
• Uses waived fees for GP’s capital contribution
• GP gets profits interest equal to amount
waived
• Often used with a p
priorityy allocation,, so that GP
gets back its waived fee first in any fiscal period
where there is a net gain
• Intended outcome is that GP pays capital gains
rate, and payment of tax is deferred
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Example of Cashless Contribution
Assume: $100M aggregate commitments; $2M GP commitment (2%);
management fee of 2% per year,
year payable semiannually.
semiannually
1.
When management fee for first 6 months is due (which equals $1M), fee is waived.
2.
Assume subsequent capital call to fund a $50M investment. GP’s portion would be $1M. GP
does not fund with cash, but deemed to meet the call with the waived fee amount of $1M.
3.
GP credited with a contribution of $1M, and its remaining commitment goes down from $2M to
$
$1M.
No change
h
to GP’s
’ capitall account.
4.
LPs fund with cash the entire $50M capital call, but GP has a profits interest in 2% of the
investment (i.e., as if it had invested $1M).
5.
Later, investment disposed of for $100M, resulting in a $50M gain.
6.
First, LPs get back the $50M they contributed to the investment.
7.
Second, priority allocation to GP of $1M – the amount of the deemed contribution.
8.
Third, remaining amount goes through the usual distribution waterfall.
Note – If 2% of any gains on the investment had equaled more than $1M, GP
would
get that additional amount as well.
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Example of Basic Type of Waiver
•
•
•

1.
2.
3.
4.
5
5.
6.

Similar structure, but GP’s contribution is not part of the mechanism.
GP gets
t priority
i it allocation
ll ti
Much less common than cashless contribution
Assume: $100M aggregate commitments; No GP commitment;
management
g
fee of 2% p
per yyear,, p
payable
y
semiannually.
y
When management fee for first 6 months is due (which equals $1M), fee is
waived.
Assume subsequent capital call to fund a $50M investment. GP is treated as if it
$1M in that investment,, and GP ggets a profits
p
interest in the waived fee
invested $
amount (i.e., GP will get 2% of any gains for that investment).
Later, investment disposed of for $100M, resulting in a $50M gain.
First, LPs get back the $50M they contributed to the investment.
Second priority allocation to GP of $1M – the amount of the waived fee.
Second,
fee
Third, remaining amount goes through the usual distribution waterfall. Note: If
2% of any gains on the investment had equaled more than $1m, then GP would
get that additional amount as well.
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Variations on Fee Waiver Structures
Hardwired or Elective Fee Waivers
• Hardwired: LPA requires
q
manager
g to waive the management
g
fees upfront,
p
, so
that manager has no ability to opt out. Also, resulting profits interest is
automatically applied to all fund investments.
• Elective: Manager can elect periodically whether or not to waive future
installments of the management fee, e.g., can decide each quarter when the
management fee
f is
i due.
d
• Elective for Investments: In addition to electing whether to waive fees for any
period, GP can elect to use the profits interest only for certain investments.
Vary the Percentage of the Cashless Contribution
• 100% of the GP’s contribution can be satisfied using waived fees
• Instead, only a specified percentage, e.g., 50%, of the GP’s contribution can be
satisfied
sat
s ed us
usingg waived
a ed fees
ees
• Can also require that contributions in certain time periods must be made in
cash, e.g., all contributions during the first year of the fund
• Can also require that certain contributions must be made in cash, e.g., first
10% of GP
GP’ss capital contributions, and last 10%, must be made in cash.
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Variations on Fee Waivers
Priority Allocations
• Priority allocations can be made only in a fiscal period when the
fund has a net gain.
• Can give priority allocation if there is a net gain in any quarter, or
can choose a longer
g p
period,, e.g.,
g , if anyy net ggain in anyy fiscal yyear.
• Instead, can give priority allocation only if there is a overall net
profit over the entire term of the fund.
Special Distributions
• If not using cashless contributions (i.e., there is no GP
commitment at all, or the GP makes its capital contributions in
cash), can provide that the GP gets a special distribution at the time
the GP would have been paid the waived fee
fee. If there is a net gain
in a future fiscal period, GP does not get the priority allocation
(since GP already received the amount that would be equal to the
priority allocation).
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Summary of Intended Tax Treatment
• Lower Tax Rate
Instead of paying 35% federal ordinary income rate on
management fees, pay capital gains rate of 15% on a profits
interest.
• Deferral of Tax Payment
Instead of paying taxes on management fees when fees
would be paid, pay taxes on the profits interest years later
when investments are disposed of and there is a gain.
gain
• Employment Taxes
Profits interest not subject to employment taxes.
• State
S
and
d Local
L l Taxes
T
In NY, and possibly other states, certain state and local
taxes are not charged on a profits interest.
23

Overall Tax Issue
• Are you converting a guaranteed payment
(management fees) into a contingent payment
(profits interest – payment is contingent
because only receive the profits interest if
there is a net gain in a future period)
period).
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III. Why the NY Attorney General Cares
• For fund managers with offices in NY State,
management fees are subject to state local taxes
taxes,
which equal about 10% of the fees.
• No NY City unincorporated business tax is
charged on a profits interest.
• For non‐NY resident owners of the GP, no NY
S
State
i
income
tax is
i charged
h
d on a profits
fi interest.
i
• If not properly characterized as a profits
interest then NY may argue that the fund
interest,
manager owes back taxes and penalties.
• NY False Claims Act – treble damages
25

III. Why the NY Attorney General Cares
• If strategy not valid, payment of taxes would
have been delayed for years.
years
• Some have suggested that NYAG also
investigating
g
g whether fund managers
g took the
position that priority allocations were a return of
capital not subject to any taxes at all.
• If NYAG prevails,
prevails theory would have to be that
the strategy is invalid under federal law, so
potential national implications.
• Also possible that some other states could
bring their own investigations.
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V. Non
Non‐Tax
Tax Pros and Cons
From Investors’ Standpoint – Cashless Contributions
• If cashless contribution used, and if fund manager and its
employees make a bigger capital commitment than they otherwise
would have in the absence of a fee waiver, then arguably better for
investors because better alignment of interests.
investors,
interests
‐ Note, however, that whether this holds true will depend on
the specific structure used.
• For US taxable investors, advantage because limit on deductions
for management fees does not apply.
• Potential issue of sufficient amount of waived fees to cover GP’s
contribution.
• Investigations/litigation related to management fee waivers –
issue whether should be a GP expense.
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V. Non
Non‐Tax
Tax Pros and Cons
From Investors’
Investors Standpoint – Basic Fee Waiver
• No cashless contribution (basic type of waiver
described above) – potential issue for investors if
GP has ability to "cherry pick" the investments in
which GP will obtain a profits interest.
• Even if GP's obligation is hardwired, still some
potential issues.
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V. Non
Non‐Tax
Tax Pros and Cons
From GP’s Standpoint
• Benefits are all related to tax issues.
• Biggest disadvantage is regulatory risk if tax strategy not upheld.
Other Disadvantages for GP:
• Adds to cash flow burden, so not recommended for start‐up fund
managers.
• Risk that manager will never get its management fee if there is never a
future net gain.
‐ Depending
epending on specific structure used, varying levels of risk.
‐ Often no clawback provision that covers repayment of the profits
interest.
• Time and effort to explain fee waiver structure to LPs.
• Adds administrative complexity.
• If taxation of carried interest changes, the strategy would be rendered
largely useless.
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VI. Practical Advice – General Issues
•
•
‐
‐
‐
‐
‐

Emails – be careful
careful.
Tips if receive a subpoena or request:
Document hold
h ld
Outside counsel
Consider any disclosure requirements
Negotiation of scope
Cooperation
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Adam Gale
Adam Gale is a Partner in the New York office of Mintz Levin, where
he is the Co‐Chair of the Investment Funds Group.
Adam represents domestic and international sponsors in the
structuring, establishment and operation of their private equity funds, and
also has deep expertise in providing regulatory and compliance advice to
f d and
funds
d fund
f d sponsors. Adam
d
represents both
b h well‐established
ll
bl h d and
d
start‐up entities.
Adam also represents institutional investors and family offices in
their investments into funds. Adam’s expertise also includes regulatory
advice to banks and broker‐dealers, as well as to hedge funds and
registered investment companies.
Email: adgale@mintz.com
Phone: 212‐692‐6827
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Raj Tanden
Raj Tanden is a Partner in the Corporate & Securities and Tax Sections in the Los
Angeles and San Diego offices of Mintz Levin. Raj leads the firm's West Coast tax
practice and Los Angeles office transactional and tax practices, and is a senior member
of the Private Equity team.
Raj is one of the nation’s foremost tax experts. He has authored numerous articles
and regularly speaks for the Practicing Law Institute, American Law Institute, New York
University Federal Tax Institute, University of Southern California (USC) Gould School
of Law Tax Institute, the Investment Company Institute (ICI), National Association of
Real Estate Investment Trusts and the American Bar Association (ABA).
Rajj chairs the ABA Tax Section Investment Management
g
Committee. He has global
g
experience in investment management transactions‐‐including the formation of‐‐and
investments by, public and private investment funds. He represents clients across a
wide range of transactions on U.S. and cross‐border matters.
Email:
il rtanden@mintz.com
d @ i
Phone: 310‐226‐7843
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Investment Management & Fund Formation

Focused on Your Goals
Within recent years, the markets have shown ups and downs, showing an
unprecedented volatility. Some see a future of global political turmoil, overseas
debt, and inflation, while others see a maturing market and wonder if it will
begin to hover at a “new normal” where stocks provide consistently lower
returns. Regardless of how the market evolves, investors will continue to be
challenged to deliver robust performance. In these changing and uncertain times,
our experienced legal team can provide you with knowledgeable advice and
assistance to help you meet your commitments and achieve optimal outcomes.
Mintz Levin regularly counsels and represents private equity funds, mutual funds,
hedge funds, business development companies, broker-dealers, and their sponsors,
trustees, and managers in all aspects of their activities. We can assist you with
services including product development, fund organization and formation, internal
infrastructure, and funding and advising on mergers and acquisitions, as well as with
the establishment and maintenance of appropriate operating procedures including
the securities, tax, and ERISA work involved at each of those stages. In addition, we
have significant experience serving as purchaser’s counsel – representing a number
of tax-free bond funds as lead investor in bond financings – and as counsel to
independent trustees.
In the investment counsel field, our firm has become a national leader. One of our
long-standing areas of specialization is serving the particular needs of institutional
investors, mutual funds, insurance companies, asset managers, endowments,
pension funds, investment advisors, trusts, and other large investors. Our clients
include many of the nation’s most prominent investors in municipal debt and private
equity, as well as a variety of investors in corporate debt and equity securities.

Quick Facts
• Worked with alternative
investment funds since
institutional investors began
investing in the mid-1970s
• Involved in hundreds of fund
formations
• Helped develop many now
standard fund provisions, such as
clawback and blocker structures
• Played a leadership role in
developing structures to deal
with recent institutional investor
liquidity constraints
• Maintain a diverse client base of
venture capital, private equity,
hedge, real estate, energy, and
debt funds
• Include investment management
team members with fund
experience as principals

Look to our experienced, full-service legal team for advice, counsel, and
representation. We look forward to working with you to help you reach your goals.

Boston | London | Los Angeles | New York | Palo Alto | San Diego | Stamford | Washington

888.908.1933 | www.mintz.com

Representative Experience as Institutional
Investor Counsel
We have represented institutional investors including MIT, Dartmouth,
Johns Hopkins University, Tufts University, AOL Investments, Deutsche Bank,
Compaq Computer Corporation, Manulife Financial, Massachusetts Public
Retirement Trust, and Ohio State Teachers Retirement Funds in over 400 U.S.
and international venture capital, private equity, distressed debt, hedge, real
estate, and other alternative investment funds, and have worked with them
on significant, individually managed account relationships.

Representative Funds
• Venture Capital
• Private Equity
• Hedge Funds and Commingled
Investment Products
• Real Estate
• Energy

Service Offerings

• Debt

• Advise fund sponsors and asset managers in all aspects of
their activities:

• Investment Companies and Business
Development Companies (BDCs)

- Product development
- Structuring and formation
- Private and public offerings and secondary sales
- Compliance policies and procedures under relevant statutes
(including the 1940 Act, 1933 and 1934 Acts, Sarbanes-Oxley,
CEA, and Investment Act)
- E stablishment and maintenance of appropriate operating policies
and procedures, including the securities, tax, and ERISA work
involved at each stage of development
- D
 evelopment of internal infrastructure for fund and asset management
which allocates risks and rewards efficiently
- Mergers and acquisitions
• Assist institutional investors as investors in many of the leading private
capital funds operating in the United States and globally
• Serve as purchaser’s counsel, representing a number of tax-free and
taxable bond funds as lead investors in bond financings, and as counsel
to independent trustees

Information contained herein may be considered attorney advertising. Prior results do not guarantee a similar outcome. 0774-1110-NAT-COR

Boston | London | Los Angeles | New York | Palo Alto | San Diego | Stamford | Washington

888.908.1933 | www.mintz.com

