
Private Equity Funds: Legal Due Diligence Checklist

A. Schedule of Documents

1. Limited Partnership Agreement (plus Side Letters to all LPs, etc.)

2. Subscription Materials

3. Management/Advisory Agreements

4. Co-investment Agreement(s) with Parallel Vehicles, if any

5. Legal Opinions

6. Private Placement Memorandum. 

B. Form and Structure of Investment Vehicle

1. Legal form of investment vehicle.  Governing law. 

2. Limitations on the size of the fund.  What is the target size?  Is there a minimum (critical mass) requirement?  Is there a commitment to a maximum size (“hard cap”)?

3. Limitations on marketing period.  Date of closing.  Is there a limitation on the period between the first and final closing dates?  Provisions to extend marketing period?  Do additional LPs pay for their proportionate share of the cost of existing investments, incurred expenses plus interest?

4. Formation of parallel vehicles.  Co-investment agreements between parallel vehicles (pro-rata, etc.).  Are favourable economic terms on offer to sub-sets of investors (“friends & family”, entrepreneurs’ side funds, etc.)?
C. Duration and Termination

1. Initial duration of fund’s life.  Provisions for extension.  Approvals required to extend (e.g., at GP’s discretion, with reference to or consent of Advisory Committee, majority or super-majority vote of LPs).  Limitations, if any, on activity during period of extension.

2. Duration of the investment period.  Under what conditions can funds be invested after the investment period has ended (e.g. existing obligations, follow-on investments, fees and expenses)?  Is the manager permitted to re-invest capital (i.e. proceeds of all or part realisations)?  If so, under what conditions, for what time period and on what terms: (for example, right to reinvest investment proceeds up to acquisition cost with a time limit of two years after distribution)?

3. Are there any means of exiting the fund prior to the expiration of its term?

4. Transfer provisions.  Level of GP control over transfers and acceptance of substitutes (absolute discretion, etc.).  Is there reference to the types of associated entities (e.g. subsidiaries, beneficiaries, etc.) to which transfers will be permitted? 

D. Commercial Terms

1. What is the GP's capital commitment, and/or that of affiliates?  Is it absolute or variable?

2. Management fee (or priority profit share, etc.) How is the general partner to be compensated?  Is the compensation to be paid to the general partner a fund-level expense or will the investors bear such amounts directly and in addition to their capital commitments?  What calculation base is used to compute the fee (e.g. committed vs. invested capital), and is there a changeover point between alternative methods (e.g. expiration of investment period), or a “greater/lesser of…” provision?  Is the management fee calculated with reference to the fair market value of assets held, in which case is there provision for an independent check on valuations?  Is short term income offset against the management fee? Is there a right of waiver with a complementary right to a priority distribution?  How often is the management fee payable: quarterly/semi annually?

3. Other sources of fee income:  (List each fee and the terms; e.g. transaction fee, investment banking fee, directors’ fees and options, monitoring fees and all other income).  Fee offsets: is a proportion of any or all such fees offset against the management fee?  

4. Are fees and expenses charged to portfolio companies by the GP?  Are the LP’s fees reduced by fees charged to portfolio companies?  

5. Establishment/organisational costs.  Are these chargeable to the fund/LPs?  Are they capped?  How are placement agents compensated?  

6. Ongoing costs.  Treatment of fees/costs incurred, such as consultants’ fees, auditors’ fees, travel expenses, broken deal costs, etc.  Are these offset against transaction fee income (as opposed to being charged to the fund/LPs)?  Treatment and level of other expenses: accounting, legal, printing and AGM costs, etc. Who bears abort costs?

7. Other sources of income and potential conflicts.  Will the general partner or its affiliates receive management, advisory or other fees from the partnership or other parties in transactions with the fund?

8. Carried Interest, or other forms of incentive payments.  Is the carried interest calculated on an  fund as a whole basis or investment-by-investment basis? Is there a preferred return?  Operation of “waterfall” provisions (GP “catch-up”, etc.).  Clawback provisions: will the general partner be required to return amounts received in payment of its carried interest if the fund incurs subsequent losses?  If so, is the amount to be repaid gross or net of tax?   Do all the managers guarantee the clawback and is there a "vehicle" over which the LPs would have a claim (e.g. escrow account, in which case what are the terms for early payment from the escrow account)?  Is the guarantee joint and several so that on the death of one manager the liability does not cease?  If the fair market value of investments held (or securities/other assets in kind distributed) used in determining the GP’s carried interest entitlement?  If so what valuation method is applied and is there an independent check?  Are any other forms of incentive arrangements in place (such as employee co-investment schemes)?  Are there provisions for tax distributions to all partners and do these have priority over other distributions? 
9. Are there any safeguards or independent checks over the amounts paid to the GP (e.g. audit review, advisory committee oversight, requirements of notice to the investors, specific annual or other period reports of all compensation to the general partner and its affiliates)?
10. What is the notice period for calls on contributions?  What is the period for which cash may be held by the GP if a proposed investment is not made.  Is there a requirement to invest in short term AAA investments?
11. What is the timing of distributions after a disposal of a portfolio company?
E. Investment Policy and Restrictions

1. What is the stated investment purpose?

2. Restrictions (where appropriate) on investments relating to:

· Concentration of the fund’s capital invested in a single portfolio company (e.g. 15-25%);

· Geography, or regional concentration;

· Sector, or concentration by sector;

· Public company investment;

· Hostile transactions;

· Investment in other funds or pooled schemes (except for funds of funds);

· Specific industries;

· Ethical issues.

3. Provisions concerning cross-fund investment.

4. Distributions.  Can the fund distribute securities or other assets in kind as well as cash?  If so must these be freely marketable?

5. Limitations on fund indebtedness.

F. Reporting and Communications

1. Reporting:

· Is there a requirement to produce audited accounts?  Is there a provision to ensure that reputable auditors will be used and that the accounting principles are acceptable?  Is there a maximum period between the end of the accounting period and the production of accounts?  Are items of information to be included defined (e.g. a list of the fund’s investments and the value thereof, capital accounts for individual LPs, balance sheet and income statements, explanation of any revaluation of securities listed therein)?

· Is there also a requirement to produce more frequent (e.g. quarterly or semi-annual) reports?  What will the reports contain?  Is there a maximum period between the end of the period and the production of this report?

· Will reports and valuations conform to applicable guidelines from local association (e.g. BVCA, EVCA)?

2. Meetings.  What types of meetings are planned to inform limited partners?  How frequently will they be held?

3. Advisory Committee (or similar).  Will such a body be constituted and what will be its composition?  Who has rights of appointment and removal?  What will be the scope of its activity (e.g. review of valuations, resolution of conflicts of interest such as cross-fund investments, etc.)?  How will its authority be limited (e.g. consultative vs. right of review vs. required approval)?  Do any members have weighted votes depending on size of commitments? Indemnification of LP representatives and LP appointors.  Rights of other (non-member) LPs to attend or have access to proceedings (minutes, etc.).  Frequency of meetings.

G. Other Investor Protections

1. Provisions pertaining to the departure of the GP.

· Does the agreement permit the general partner (or principals of the general partner) to withdraw from the fund?

· Provisions for removal of GP, or otherwise suspending or terminating the fund, for cause and without cause (“for fault” and “no fault divorce” provisions).  What is the period of notice to be given to the GP?  Voting arrangements in such cases, and requirements for majority and/or super-majority votes.  What are the terms of the financial settlement with the departing GP.  Are appropriate parties excluded from sensitive votes, such as to remove GP (e.g. related parties, sponsors)?  

· Indemnification: is protection provided (including the exclusions) to the GP/manager reasonable?

· Key man provisions.  Are the right people included and is the trigger point sufficiently sensitive?  Is there a suspension period if the key man provisions are effective and are there  reinstatement provisions?

2. LP protections and potential conflicts between LPs’ interests.

· Do the documents contain provisions addressing potential conflicts of interest between the fund and the general partner?

· Do the documents contain provisions limiting the formation of future funds until after a specified portion of the investors’ commitments have been invested?

· Are there restrictions on investments in affiliates of the GP, and portfolio companies of prior associated funds?

· How will investors who default in making their capital contributions be treated?  Expulsion?  How will the capital account balances of defaulting partners be allocated?

· Counsel to the general partner(s) should render an opinion concerning the limited liability of the limited partners.  In making and managing investments the GP and manager should take due care to ensure that limited liability is preserved.

· Are side letters or other undertakings being given to any LPs?  Is there a “most favoured nation” clause?

· How is demand for co-investment among LPs satisfied?

3. Taxation, regulation and related matters.

· Does the fund structure permit participation by an LP of the type and domicile.

· Do the documents contain covenants by the GP (e.g. “best efforts” or similar language) to ensure that tax exempt limited partners will not be subject to tax on unrelated business taxable income?

· Do the documents contain covenants by the GP (e.g. “best efforts” or similar language) to protect against the creation of (US) tax reporting obligations or tax liabilities to non-US investors arising from effectively connected income/ trade or business income, or the use of vehicles which may be deemed to be PFICs, CFCs, etc.

· Is participation by ERISA investors limited so that it may not be “significant” (25% or less by value, of LP interests)?

4. General LP protections.

· LPs' liability for liabilities, debts etc of the partnership to be limited to their stated capital commitment with an exception for recycling:  (see para C2 above).

· Amendments to the LPA: what is the proportion of LPs required to bind all LPs?  No amendment to be made to increase financial obligations of LPs or which affects their limited liability. 

· LPs not to participate in management or control (subject to any safe harbours laws of jurisdiction of partnership's incorporation).

· Are there excuse provisions to enable LPs not to contribute if legal/constitutional/regulatory prohibitions apply?

· Confidentiality obligations by LPs and the GP relating to information concerning portfolio companies, the GP and LPs. Are there acceptable carve outs?

· Time and attention and non-competition restrictions by key men. 

· Warranties by the fund to LPs about its incorporation, powers and authorities etc.

· Warranties by LPs to the fund.

· Is there an obligation to effect indemnity insurance cover?

· Calls: which is the minimum period of written notice?  Payments to be in cash (and not in kind).  

· Are there monetary limits on total calls per annum?
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