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Structuring Fund
Liquidations with
Pass-Through Notes

By Pang Lee, Partner, Cooley LLP
Shimeng Cheng, Special Counsel, Cooley LLP
Joyce Wang, Counsel, Cooley LLP

Private equity and venture capital fund sponsors often face challenges in dealing
with remaining illiquid fund assets at the end of the life of the fund. In this article,
we examine the application of pass-through notes in fund liquidations. This
alternative structure provides additional liquidity options and flexibility for limited
partners looking to preserve value and will minimize transition costs in the interim.
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The following illustrates the key
transaction steps in a consensual fund
liquidation structured using pass-through
notes:

Step 1: The general partner of the fund
forms a special purpose vehicle (the
"SPV") as the liquidation vehicle.

Step 2: The following steps will occur
simultaneously:

a. The SPV issues notes to the limited
partners which, from time to time,
distribute to the limited partners
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Step 2d

Remaining Fund
Assets

LP interests

Step 2a Notes

Bankruptcy
Remote

Step 2b LP interests

SPV

Step 4 Distributions

Remaining Fund
Assets

(noteholders) their proportional
share of the liquidation proceeds
from the remaining fund assets (the
“Remaining Fund Assets”).

b. The limited partners contribute their
respective limited partnership interests
to the SPV in kind, in exchange for
notes issued by the SPV.

c. The SPV contributes such limited
partnership interests to the fund.

d. The fund contributes the Remaining
Fund Assets to the SPV in exchange

v

Dissolved

LPs/
Noteholders

Note: This transaction step chart does
not reflect blockers or other entities set
up for tax purpose.

for such limited partnership interests.

Step 3: The general partner dissolves the
fund with requisite consent of the limited
partners.

Step 4: During the term of the notes, the
general partner or its affiliate continues
to liquidate the Remaining Fund Assets
now held by the SPV, and the noteholders
(i.e., former limited partners of the fund)
receive from the SPV their prorated share
of liquidation proceeds, net of fees and
expenses.
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Strategic Benefits for Using a Note: A Comparison

Dissolving Pros: Cons:
the Fund ) . y " ) .
after Term e No more ongoing expenses to be paid by the Fund e “Flash sale” of Fund assets may fail to maximize
Expiration e LPs can close their books after holding on to the the potential value of the Remaining Fund Assets
LP interest for 10+ years e Certain LPs may be prohibited from holding
e The terms of the distribution waterfall set in the Hiquid assets due to internal policy reason
Fund’s LPA will be fixed for determining any GP * |n the event of distributions in kind, LPs may
clawback liabilities lack the requisite expertise or resources to sell
an illiquid asset on their own
e |f the Fund's LPA does not specify a timeline for
the liquidation process after expiration of the
Fund'’s term and there is no statutory limit, the
GP may not be able to sell the remaining illiquid
assets for a long time, which means that the LPs
may never see any cash distributions
Use of Pass- Pros: Cons:
Through ) . . .
Notes e LPs are offered a second opportunity to rely on e Ongoing SPV expenses will occur during the
in Fund the GP (or a liquidator) to dispose of the Fund's extended liquidation period
Liquidation remaining illiquid assets after the GP's first attempt e Prolonged period of holding on the underlying
¢ Incentive terms may be offered to the GP (or other investment portfolio
l|qu|d§tgrs) In order to capture the UD',SI,de of the e Challenging to determine the optimal terms
Remaining Fund Assets, and to facilitate the i o
) o ) of the pass-through notes (i.e., the principal
conversion of illiquid assets into cash proceeds for - )
T amount, distribution waterfall setup and
distribution to the noteholders )
maturity)
¢ | Ps become creditors and may sell their notes (i.e.,
a debt instrument rather than limited partnership
interests) to a third party without the need for GP
consent, if the terms are structured accordingly

Key characteristics of pass-through

notes for Fund Liquidation

1. Cashless Issuance. The notes are
issued on a cashless basis to the
noteholders in exchange for their
contribution of limited partnership
interests in kind to the SPV. The
noteholders do not pay any cash
consideration for the notes. Each
noteholder will receive a number of
notes proportionate to its ownership
percentage of limited partnership
interests in the fund, typically
determined by capital commitments.

2. Principal Amount and Interest. The
principal amount of the notes is set
at fair market value of the Remaining
Fund Assets, with an agreed
liguidation discount. Interests will
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accrue during the term of the note and
be due at maturity. Zero-interest notes
may also be issued if there is no tax
or accounting concerns in the relevant
jurisdiction.

. Distributions to Noteholders. During

the term of the notes, the general
partner will continue to liquidate the
Remaining Fund Assets. Periodically,
the note trustee will distribute
proceeds from the liquidation of the
Remaining Fund Assets in accordance
with a pre-agreed waterfall, with each
noteholder (former limited partner)
receiving a portion of the liquidation
proceeds of the Remaining Fund
Assets, net of fees and expenses
(the “Distributions”). The notes are
structured to have no withholding
or deduction of taxes for passing
through such liquidation proceeds
to the noteholders. Any Distributions
received by the noteholders shall
reduce the outstanding principal
amount and accrued interest of the
notes. The notes will terminate once
the aggregate Distributions paid to
the noteholders reach the principal
amount plus the accrued interest.

. In-Kind Redemption at Maturity. If,

at maturity of the notes, the unpaid
principal and interest of the notes have
not been reduced to zero through the
periodical payment of the Distributions
to the noteholders, the note issuer
shall be obligated to redeem the notes
"“in kind” by assigning, participating
or otherwise transferring to each
noteholder a portion of the then
Remaining Fund Assets.

. Bankruptcy Remote SPV. The SPV is

structured as a bankruptcy remote
entity for a variety of reasons. From
the noteholder’s perspective, such
structure will prevent the general
partner from filing a strategic
bankruptcy for the SPV. The general
partner will also benefit from using
a bankruptcy remote entity as the
notes can be structured as non-
recourse to the general partner;
and the balance sheet of the SPV
will not be consolidated with that
of the general partner. Bankruptcy
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counsel in the relevant jurisdiction
should be consulted for setting up
the bankruptcy remote SPV and the
non-recourse notes. Thisis critical, as
in the worst-case scenario that the fair
market value of the Remaining Fund
Assets is lower than the outstanding
principal amount of the notes (i.e.
the SPV becomes insolvent), the GP
will need to rely on the non-recourse
nature of the note to be shielded from
liability exposure.

. Collateral. For the benefit of the

noteholders, all liquidation proceeds
from the Remaining Fund Assets
will be deposited into a collateral
account established with a third-party
custodian. The Remaining Fund Assets
and any liquidation proceeds thereof
are pledged as security for the benefit
of the noteholders.

Structuring Considerations
1. Accounting and Tax Concerns. The

principal amount and the maturity
of the pass-through notes will
need to be properly structured to
balance the noteholders’ interests to
maximize liquidation payouts from
the Remaining Fund Assets and their
accounting needs to crystalize and
eventually write off such investment
from their balance sheet. Proper tax
structuring is also required to ensure
that each step in the note issuance
and the pass-through of liquidation
proceeds are not subject to withholding

. Procedural Requirements.

taxes in the applicable jurisdictions.
Tax and accounting advisors should be
consulted to properly determine the
note principal amount and maturity,
and to ensure that holders do not
face additional tax burdens due to
mismatches of income and deduction
or timing considerations.

In the
case of typical Delaware bankruptcy
remote SPVs, an independent
manager’s consent is required for
disposition of substantial SPV assets.
Local bankruptcy counsel should
be consulted for the necessity of
involvement of such independent
manager (or similar third party) and
other procedural requirements in the
liquidation process.

. Limited Partner Consents. The

proposed transaction structure
involving the Fund, its limited partners
and a liquidation SPV managed by
the GP or its affiliates gives rise to
conflicts of interest concerns. Such
limited partners’ consents are typically
required to use this alternative
liquidation strategy. It is advisable
to maintain regular communications
with respect to the status of liquidation
to keep the noteholders (i.e., former
limited partners) properly informed
and to disclose risks associated with
the timeline of Distributions and the
value of the Remaining Fund Assets.
|
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