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Dissecting the LPA

The fundamental building block of the relationship between a manager and
its investors is changing, but how is it best negotiated?
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he limited partnership agree-
ment is not a static document.
It has evolved since the ear-

ly days of private equity, adapting to
general partners’ changing practices
and limited partners’ demands.

Whether it’s because of the ubiqui-
ty of subscription lines of finance, the
rise of co-investments, the impact of
the secondaries market on funds’ lives
or the consequences of regulatory
oversight, the LPA has changed.

In April, pfim gathered an attor-
ney and two GPs in London to dis-
cuss how different parties negotiate
the document that has become the

foundation for fundraising and dic-
tates the relationship between GPs
and LPs.

They all agreed the most success-

ful situations are those in which the
document isn’t imposed on anyone,
where it makes sense from a commer-
cial sense to all parties and where the
GP clearly explains the intention be-
hind any changes.

“If youre sending a red-lined copy
of the previous LPA to an LP, that
should be preceded by a note explain-
ing what the changes are and why
youre making them,” says Andrew
Panayides, general counsel at Duke
Street.

“It is important to inform your LPs
what your objectives are. If you man-
age that process correctly and you're
speaking to your LPs, you should find
less aversion to your proposals.”

Nigel van Zyl, a partner at Proskau-
er, admits different external counsels
have different approaches to how they
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We want our GP

clients and investors
to come out of a
process thinking
that it was fair,
transparent, and well
run. | think external
counsels can help set
that tone or damage
that tone

Nigel van Zyl

guide their clients through an LPA
negotiation process.

“I think the view that I take per-
sonally is the negotiation process on
a fund will last a couple of weeks or
a couple of months, but what we are
building is a 10-year relationship. We
have seen occasions — we act for both
LPs and GPs — where the external
counsels have conducted the negoti-
ation process in such a bruising way
that it’s damaged the LP/GP relation-
ship.”

“We want our GP clients and inves-
tors to come out of a process think-
ing that it was fair, transparent and
well-run,” he says. “I think external
counsels can often help set that tone
or damage that tone.”

One area where negotiations have
significantly evolved in recent years is
fund finance.

An increasing number of GPs use
subscription lines of credit for diverse
reasons, including bridging capital
calls or boosting performance.

Actis, for one, uses lines of credit.
One of the reasons they are import-
ant to the firm is their ability to limit
the number of capital calls, particu-
larly in relation to investment strate-
gies that deploy capital incrementally
over a long period of time such as its
real estate development and its energy
buy-and-build strategies.

“A bridge facility can be a helpful
way to reduce the number of capital
calls on LPs and ease their adminis-
trative burden,” says Michael Lamp-
shire, director of funds legal at Actis.
“During the closing period of a fund,
a bridge facility can also be helpful
to avoid multiple equalization draw-
downs and distributions as new LPs
come into the fund.”

Duke Street on the other hand
doesn’t typically use subscription lines
of credit. “Our LPs prefer to avoid us-
ing bridge facilities but we do have
flexibility to use them in certain cir-
cumstances,” Panayides says.

There’s a great divide on the topic,
not only between GPs and LPs, but
also among LDs.

Some LPs embrace the increased
internal rates of return, particularly
if their compensation is IRR-based,
while others vehemently oppose it,
see it as a risk issue and think it artifi-
cially accelerates the carry point. The
latter type typically cares more about
money multiples — which are slight-
ly eroded by the use of credit facili-
ties — than IRRs, which are slightly
boosted.

The proliferation of credit lines
among private funds has prompted a
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dramatic expansion in the number of
provisions in the LPA covering bor-
rowing.

“Your borrowing provisions in the
LPA in some cases are almost a page
long now,” says van Zyl, attributing
it to more complex security packages,
larger borrowed amounts and longer
durations, but also to banks and pri-
vate lenders becoming more sophisti-
cated in how they determine the cred-
it rating of each investor.

He explains that as lenders are re-
questing more information to identi-
fy investors’ creditworthiness, “a lot
of investors are pushing back against
that, so now you have provisions in
the LPA that say you can’t give in-
formation that’s not in the public do-
main. The drafting on all of that is be-
coming longer, more fulsome.”

Impact of secondaries

The secondaries market is also affect-
ing LPA drafting and negotiation.
More LPs are transacting fund in-
terests while GPs are becoming more
proactive in addressing end-of-fund-
life issues and in dealing with portfo-
lio and fund management.

Several funds from 2003-07 vin-
tages have undergone significant GP
restructurings in the past few years,
explains van Zyl, although the initial
LPAs didn’t deal with such scenarios.

Should today’s LPAs contain word-
ing to account for solutions for the
end of the fund’s life? Van Zyl advis-
es not to “draft prescriptively for an
event eight to 10 years down the line
in what’s a rapidly evolving market.”

Instead, “draft conceptually and
then allow the market to determine
what the transaction would look like
as opposed to trying to draft prescrip-
tively. I think if youre trying to draft
prescriptively, youre probably going
to do it wrong.” Concepts to take into
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Van Zyl advises GPs on all aspects of their fund
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Lampshire joined Actis in 2015 and previous-
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America across several asset classes includ-
ing private equity, energy, infrastructure and real estate. It has
raised around $13 billion since inception and has deployed over
$7 billion in more than 40 countries across its markets.

Andrew Panayides General counsel - Duke
Street Private Equity

Panayides joined Duke Street in 2015 from law
firm King & Wood Mallesons, where he special-
ized in funds and corporate acquisitions. He also
has experience implementing fund structures,
structuring investment management platforms,
advising on and forming joint ventures among others. Duke
Street was founded in 1988 to focus on the European mid-mar-
ket buyout space.

account include the percentage of
votes required to allow a process or
the governance of fund extensions.
Lampshire notes that Actis has had
discussions on the topic in the con-
text of its longer life products. “We
thought about it, but less in terms of
GP-led restructuring and more about
liquidity,” he says. “Some investors

such as funds of funds who are re-
stricted by their own holding periods
will look for enhanced liquidity pro-
visions or extension provisions in doc-
uments for longer life funds. Our view
is that less is more in this area. Sec-
ondary markets are very sophisticat-
ed, so provided the fund documents

fundamentally and mechanically
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allow the process to happen, there
is limited advantage in drafting de-
tailed provisions on day one that in-
variably will need adapting to meet
market dynamics at a future point in
time.”

In terms of straightforward stake
sales, GPs can exercise control in the
LPA through its consent right over
potential buyers and over provision

Addressing falling

returns

A small group of GPs has been
able to either reduce their hur-
dle rate in recent years or do
away with it altogether.

Thishasprompteddiscussions
between fund managers and
external counsel around how
LPA terms - in particular the
hurdle rate - should be adjusted
to the current market. So far it
hasn'tresulted in a wave of firms
following suit.

“We often have this debate
with our clients, because |
think there's probably a broad
recognition that returns and
profits in private equity are
lowering,” says van Zyl.

“The question becomes: do
you think you're going to get to
such a point where you're not
goingto be able to outperform
8 percent? And if you are at
that point, then are LPs going
to pay the 20 percent carry? It's
a double-edged sword.”

"We spend a lot of time
thinkingaboutmanagementfee
and co-investment incentives
but historically we have tended
to avoid incentives around the
hurdle,” says Lampshire.

of confidential fund information by
sellers to third parties.

Allowing sales of fund interests
remains more of a commercial deci-
sion on the GP’s part than a legal is-
sue. “As much as possible we will be
helpful to an LP wishing to sell down
its exposure to one of our funds, al-
though we will consider long-term
relationships with potential buyers as
part of the process,” says Lampshire.

“There may be valid reasons for ob-
jecting to a request, but in most cas-
es it makes sense for the GP to be
amenable to the request of the trans-
ferring LP and commencing a rela-
tionship with a new LP,” adds Pan-
ayides. “We've seen some of our LPs
asking in side-letter requests to be in-

formed of any potential LP transfer
and for the right to participate in the
transfer process.”

Secondary markets
are very sophisticated,
so provided the
fund documents
fundamentally and
mechanically allow the
process to happen,
there is limited
advantage in drafting
detailed provisions on
day one that invariably
will need adapting

Michael Lampshire
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The Securities and Exchange Com-
mission has played a significant part
in the development of the LPA. En-
forcement actions and hefty fines
against high-profile firms like KKR
and Apollo Global Management have
pushed GPs to sharpen their agree-
ments and to remove uncertainty and
ambiguity in certain areas.

These

around the need for more thorough

actions have revolved
transparency and disclosure, espe-
cially in the realm of fee and expense
allocation. The SEC has paid special
attention to portfolio monitoring
fees and co-investment costs for ex-
ample, and LPAs have been adjusted
accordingly.

“I think interestingly the SEC -
in terms of a non GP/LP institution
— has had the biggest influence on
LPA terms in the long term because
of some of the actions that they have
taken against some of the GPs,” says
van Zyl. “The SEC wants LPAs,
PPMs to be more granular and trans-
parent so investors are aware of what
the arrangements are going in.”

This is particularly true of co-in-
vestment expenses and their alloca-
tion, he adds.

Co-operation on co-investment
Broadly speaking, the higher demand
for co-investments from investors has
also expanded LPAs and LPA negoti-
ations, sometimes with new separate
documents reflecting the arrangements.
“The impact of co-investment on
fund documentation is probably the
topic that has evolved most since I've
been working in the sector,” Lamp-
shire says. “Co-investment arrange-
ments can take many forms, re-
quiring more negotiation, bespoke
documentation and more focus on
disclosure.”
While the

LPA has changed
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throughout the years, it is no lon-

ger the last word on fund terms and
conditions. Increasingly, the bulk of
negotiations happens outside of the
LPA in side-letter agreements, which
have multiplied in recent years in
part due to greater disclosure de-
mands and other supplemental com-
pliance requirements applicable to
specific investors.

Lampshire explains that Actis’s lat-
est energy fund has 40-50 LPs and as
many side letters. Some of these side
letters end up being somewhat stan-
dardized because they reflect com-
mon concerns and requests from LPs.

“Other than key
points which are addressed mainly
at business level, most of the legal
negotiation I would say these days
is not done on the LPA, it’s done on
the side letters,” he adds.

commercial

“We’ve seen some
of our LPs asking in
side-letter requests
to be informed of any
potential LP transfer
and for the right to
participate in the
transfer process

Andrew Panayides
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