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Since 2010, the Securities and 
Exchange Commission has 
been moving toward a more en-

trenched presence within the private 
equity industry. As a result, the SEC’s 
focus has advanced beyond valuations 
and marketing to fees and expenses, 
operating partners, co-investments and 
separate accounts – all of which have an 
effect on current funds as well as those 
emerging managers coming to market. 

The SEC’s most recent enforcement 
efforts have concentrated on fees and 
expenses, specifically the shifting or 
misallocation of expenses, and fail-
ure to disclose conflicts of interest. 
The latter, in particular, pertains to 
consulting agreements and fees and 
payments from portfolio companies to 
affiliates of the advisor.

When comparing the results of the 
pfm 2016 fees and expenses survey to 
those from 2014, the SEC’s focus on 
fees has clearly started to alter the be-
havior of managers. As expected, over 
80 percent of respondents said they 
look to the LPA for guidance on how 
fees and expenses should be allocated. 
Consequently, the LPA has become 
more detailed. 

Even so, in many instances, the LPA 
may not necessarily address all fees 
and expenses in its initial draft as the 
document will often only include ba-
sic and broad language. This can pose 
a significant challenge. When this 
situation occurs, 43.5 percent of the 
survey respondents say they will leave 
it to the management team to decide 
how to allocate those items which are 
not in the LPA. This also extends to 
cases where they are consulted on the 

allocation. Despite this effective two-
fold remedy, all of the LPs may not 
always be satisfied.

Shifting liabilities 
Pressures from both the LPs and the 
SEC have had a significant impact on 
management fee offsets. As the cur-
rent environment demands complete 
transparency on fees, there has been 
pressure from LPs who want to benefit 
from payments made to the manage-
ment firm. After trending higher in 
the past several years, 100 percent off-
set on management fees is becoming 
the norm, though around a quarter of 
respondents say they still only offset 
management fees by 80 percent or less. 

When it comes to broken deal ex-
penses, 83 percent of respondents said 
they charge these to the fund while 
just 50 percent said that all resulting 
proceeds go to the fund. As reported 
in the survey, expenses are charged 
to the funds while as many as half of 
respondents deposit broken deal pro-
ceeds to the management company. 
The assumption would be that 100 
percent of the proceeds would be used 
to offset management fees. In short, 
broken deal expenses and proceeds are 
treated differently by the funds.

Of particular interest is when a man-
ager starts charging management fees 
and when it stops. For example, over 
half of the responding managers indi-
cated – quite logically – that manage-
ment fees are charged upon the first 
closing of the fund. However, a fund 
can often extend its life via extension 
periods as permitted by its LPA and 
in some cases continue to operate past 

Shifting sands
As fees become a priority for both LPs and the SEC, fund managers are having to rethink expenses 
when handling investments. Thomas Angell, partner with audit tax advisory WithumSmith+Brown, 
explains the change in mindset around portfolio fees 
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and expenses are  
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managers 
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permissible extension periods to liqui-
date remaining investments in an or-
derly manner. Approximately 71 per-
cent continue to charge management 
fees during these extension periods. In 
such instances, managers need to be 
cognizant of conflicts of interest related 
to any GP-led restructurings or fund 
recapitalizations related to end-of-life 
scenarios. 

Monitoring fees also become a big fo-
cus for the SEC, particularly since funds 
often have portfolio companies sign a fee 
agreement for a 10-year period. Upon a 
termination event, such as an IPO or 
sale, the remaining life of the agreement 
would be accelerated. Although 28 per-
cent of respondents do not charge mon-
itoring fees, nearly 63 percent of those 
charging such fees have a 100 percent 
offset. Since the SEC has frowned upon 
10-year agreements, Blackstone, as well 
as others in the industry, has dropped 
the acceleration provision.

Another fee and expense area to 
come under SEC review concerns activ-
ities and practices surrounding co-in-
vestment. Traditionally used by fund 
managers to close larger deals than 
they would have been able to do with a 
standalone fund, only certain LPs and 
other outside investors are invited to 
participate. Many co-investment vehi-
cles are charged a reduced management 
fee or carry, or no fee or carry at all. 
This way LPs can enhance their returns 
by making additional investment in 
deals that have reduced or no expenses. 

The SEC is concerned that fund 
managers were cherry-picking deals for 
the co-investments. It is also a concern 
that not all LPs were allowed to partic-
ipate or were unaware that the practice 
was going on in the fund. Currently, 
a little more than 50 percent of the 
survey respondents said they charged 
co-investment vehicles management 
fees equal to, or less than, those charge 
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to the commingled fund. Meanwhile, 
approximately 61 percent charged 
carry equal to, or less than, than that 
charge to the main fund. 

In today’s environment, clarity 
and equitable allocation of fees and 
expenses are the new normal for in-
vestment managers. From reviewing 
current fee and expense allocations to 
potential conflicts of interest and their 
disclosure to LPs, 100 percent of re-
spondents and industry thought lead-
ers agree: this is just the beginning of 
the SEC’s efforts to enhance and sus-
tain transparency industry-wide. 

Tom Angell, CPA, is the leader of 
WithumSmith+Brown, PC’s Private Eq-
uity Practice. He serves a diverse roster of 
private equity clients including domes-
tic funds, funds of funds, private equity 
and commodity pools. From start-ups to 
long-established organizations, Angell 
spearheads a team of auditors, tax pro-
fessionals and internal quality-control 
specialists who advance each entity’s strat-
egies and objectives while ensuring report-
ing standards and tax compliance. His 
expertise also extends to raising financing, 
deal organizational structure. 
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WithumSmith+Brown, PC (Withum) is a firm of 

approximately 800 employees with over 600 professionals 

working out of 14 offices across the nation and the 

Cayman Islands.  The partners and principals of Withum 

have been putting clients in positions of strength for 

over 40 years. Withum empowers clients with innovative 

tools and solutions to address their accounting, tax 

and consulting needs. Our highly responsive team of 

professionals offers deep industry expertise and service 

experience to help our clients grow and thrive.

Withum has built reputable name in the Financial Services 

arena. Not only do we provide our clients —large and 

small— the most relevant, up-to-date industry information 

on the changing tax and accounting regulations. We treat 

every client as a unique and individual relationship.

Our Financial Services Group takes the time at the early 

stages of the fund to work with the general partner and 

their counsel to review and assist in the development 

of the partnership agreement and private placement 

memorandum. Key to those discussions includes the 

understanding of the objectives of the fund, and the real 

world ramifications and implementation of the processes 

associated with the day to day workings of the fund. 

Among the topics discussed are:

• Organizational structure

• Management fee and incentive allocation structure

• Investor liquidity requirements

• Projections of the Management company’s operating 

cash requirements

• Professional reporting standards

• Tax compliance issues

• Evaluations of performance of existing portfolios and 

strategies

• Review of organizational/operational documents

We understand that investment organizations and their 

related management company are particularly sensitive to 

critical reporting deadlines to investors. Whether a private 

equity, venture capital or hedge fund, the Withum Financial 

Services Group can help your organization meet your goals 

with timely, responsive and proactive support. We are 

up-to-the-minute in financial reporting issues and relevant 

regulatory requirements and standards. Our reliable, “no-

surprises” approach makes us the firm of choice that helps 

many leading private equity firms, venture capitalists and 

hedge funds achieve a position of strength.




