
July 13, 2014 1:05 pm 

Private equity: A fee too far 

By Anne-Sylvaine Chassany and Henny SenderAuthor alerts 

Regulators are probing conflicts of interest and high fees charged by fund managers to the 

companies they own  

©Getty 

Opaque finance: heavy charges surround many US buyouts 

It is too early to say whether the $30bn leveraged buyout of First Data in 2007 on the eve of the 

financial crash was a bad deal. KKR, the private equity group with a controlling stake, could yet 

recoup its investment, which it has written down by 20 per cent: the payment processing 

specialist will attempt to go public, possibly this year. 

But one thing is certain: the Atlanta company, which has struggled under $24bn of debt since the 

KKR acquisition, will have paid its owner more than $100m in fees for a range of advisory, 

transaction and consulting services – including some that may never be required. 

For the past three years alone, total fees to KKR-related parties amounted to $117m, according to 

First Data’s yearly regulatory filings. The bulk was an annual charge of about $20m that the 

company has to pay until 2019 for being “monitored”. If KKR, run by Henry Kravis and George 

Roberts, decides to sell or float its stake before that date, it is entitled to a termination fee. 

javascript:void(0)
http://www.ft.com/servicestools/terms/getty
http://www.ft.com/cms/s/0/1dd28f60-f7a2-11e3-b2cf-00144feabdc0.html?siteedition=uk
http://markets.ft.com/tearsheets/performance.asp?s=us:KKR


First Data also paid KKR’s capital markets unit $21m for financing and underwriting services, 

and $35m for consulting work to Capstone, a company that works exclusively for the New York 

buyout house. 

Such arrangements, struck with companies that can hardly say no to their majority owners, are 

coming under growing scrutiny by regulators. They are also sparking frustration among some 

investors, although few have incentives to reform the system. 

“Those fees pump substance out of portfolio companies. It is the sort of greed you would 

typically see in investment banking,” says Georges Sudarskis, an industry veteran who advises 

Asian and Middle Eastern sovereign wealth funds.  

The US Securities and Exchange Commission is taking a hard look at the industry’s fees. 

Andrew Bowden, a director at the SEC, said in May that his team had identified “violations of 

law or material weaknesses in controls over 50 per cent of the time” when reviewing payments 

from portfolio companies to their private equity owners.  

 

One issue the regulatory agency raised was conflicts of interest when companies use their 

owners’ broker dealer units and in-house consultancies. Other critics point to debatable tax 

incentives. 

There is no indication that the SEC is investigating First Data’s contract. But the agency’s review 

has thrown a spotlight on the private equity industry, which has grown from a niche business to a 

global asset class managing $3.5tn in three decades.  

Buyout fund managers have been criticised for the debt they load on to their companies when 

they buy them, their hands-on methods while they are owners, and the lower tax rate they pay on 

their share of gains when they sell. 
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In private, executives scoff at the SEC’s examination. “They are going after odd micro 

concerns,” says the founder of one leading US private equity firm. “They dispute what is the 

equivalent of footnotes in our agreements with our investors and try to knock down the industry 

with legalistic disclosure issues.” 

He recalls the time when SEC staffers auditing his firm objected to clauses in agreements similar 

to First Data’s on the grounds that they were “too much in your advantage, and saying ‘we want 

money from you’.” He says defiantly: “I told them we didn’t do anything wrong and we 

wouldn’t pay.” 

Yet whatever the regulator finds, it has shed light on a practice that has many critics, including 

some within the private equity industry. Mr Sudarskis argues that the most vulnerable parties are 

not the investors, who receive a share of the fees and willingly sign a contract with their fund 

managers, but portfolio companies.  

They have come up with a formula to enrich themselves more than their investors 

Even though these fees are increasingly refunded to investors, prominent institutions including 

some top university endowments are reluctant to back the most high-charging fund managers. 

“They have come up with a formula to enrich themselves more than their investors,” says the 

chief of one leading US endowment. 

On top of their standard management fees, buyout groups long kept for themselves the additional 

fees nominally to cover salaries and other business costs. 

Many argue that the 20 per cent share of gains that buyout managers receive when selling assets 

should have been adequate to ensure a focus on delivering strong returns without the need to 

seek other revenues. But fees extracted from companies such as First Data have swollen over the 

past decade, and only a minority of firms, among them Warburg Pincus, Hellman & Friedman, 

Vestar Capital and EQT, refrain from charging them. 

Monitoring and transaction fees have amounted to about 2.2 per cent of total buyout volumes, or 

$28bn, between 2004 and 2013 in the US, according to research by Ludovic Phalippou, associate 

professor at the Oxford Saïd Business School, Marc Umber of the Frankfurt School of Finance 

and Christian Rauch of Goethe University. The academics analysed the fees paid by 171 

companies acquired by buyout houses between 1992 and 2007. 
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Since 2010, those “footnotes” have netted about a fifth of the total combined private equity fee 

revenues of Apollo, Blackstone, Carlyle and KKR, according to data compiled by the Financial 

Times. Public filings show the firms pocketed $347m from their portfolio companies in 2013, 

and more than $1.4bn over the past four years.  

Since the financial crisis, investors have started to demand that while buyout firms retain their 

standard management fees, they should reimburse some of the additional charges. Apollo, run by 

Leon Black, Joshua Harris and Marc Rowan, agreed to return 68 per cent to their backers when it 

raised its sixth and seventh funds in 2005 and 2008. The New York group’s $17.5bn pool which 

closed this year refunds all of them.  

Stephen Schwarzman’s Blackstone returns 80 per cent. KKR also proposed an 80 per cent rebate 

in its 2006 US fund. For its most recent US fund, it allowed investors to increase the rebate to 

100 per cent in return for higher management charges – an option also offered by Carlyle, 

founded by William Conway, Daniel D’Aniello and David Rubenstein. European groups, most 

of which charge monitoring and transaction fees, followed the same trend.  

However, “if eventually none of those fees end up in the fund managers’ pockets, the 

justification for their existence vanishes”, says Mr Phalippou. “Yet those fees are still being 

charged, with all the conflicts of interests and possible abuses arising.” 

One of the reasons for the lack of reform is that investors have found unintended benefits to the 

system. Monitoring and transaction fees are not refunded to the investors in cash but in the form 

of credits to their management fees.  

Monitoring fees lack the requisite compensatory intent because private equity firms are paid 

whether they work or not 

This eases investors’ cash flow by lowering management fee payments, according to a private 

equity executive. Mr Phalippou argues the mechanism creates an optical illusion: the fees seem 
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lower than they are because companies pay a share. Levying a regular amount from investments, 

such as a dividend, also boosts returns.  

Finally, there may be a tax advantage. Gregg Polsky, professor at North Carolina School of Law, 

says companies owned by private equity firms deduct the charges from their income, “costing 

the US Treasury hundreds of millions, or even billions of dollars in annual revenue”. Companies 

owned by private equity funds have saved $11bn in corporate taxes by paying fees to their 

owners over the past decade, according to calculations by Professors Phalippou, Umber and 

Rauch. 

Yet Mr Polsky argues that the tax deduction is questionable and that most of those charges are 

dividends in disguise. “Monitoring fees lack the requisite compensatory intent because private 

equity firms are paid whether they work or not,” he says. The tax breaks “explain why you still 

see monitoring fees charged even where there is a 100 per cent offset”. 

 

The Private Equity Growth Capital Council, a Washington lobby group, disagrees. “Every 

private equity fund agreement is negotiated by professional investment managers on both sides, 

creating an alignment of interests that consistently delivers the best returns – net of fees – of any 

asset class over the long-term,” says Steve Judge, its chief executive.  

Critics say returns are irrelevant when deciding whether those fees should exist. Mr Sudarskis 

says: “Fund managers in essence tell their investors: ‘I will charge you management fees but this 

will be less painful because I will reimburse part of them to you with the portfolio companies’. 

This is slightly on the verge of immorality.” 

The levy, harmless when companies thrive, becomes harder to justify in retrospect when they run 

into trouble. Bain Capital, the Boston-based buyout firm, collected nearly $1m a year in advisory 

fees on Cambridge Industries, a Michigan-based automobile plastics supplier, between 1995 and 

2000, the year it went bust.  



Between 2007 and 2013 KKR, TPG and Goldman Sachs received more than $248m in 

monitoring fees from Texas utility Energy Future Holdings, the world’s largest leveraged 

buyout. They halted the $35m annual payments that came in quarterly instalments just seven 

months before it filed for bankruptcy in April this year. They also took fees for advising on the 

company’s $40bn debt. Some creditors warn they will not allow the private equity trio to be 

freed from the threat of litigation over those fees. 

“The portfolio companies have to go along,” says Eileen Appelbaum, economist at the Center for 

Economic and Policy Research and co-author of Private Equity at Work: When Wall Street 

Manages Main Street. “The chief executives know they can be replaced if they don’t.” 

First Data, for instance, writes in its annual report that its management contract with KKR may 

be ended at any time by “mutual consent” of the company and KKR”. But then it specifies: “All 

members of the company’s board of directors are affiliated with KKR.” KKR, First Data and 

Bain Capital declined to comment. 

As long as the returns are there, investors can justify their allocation and they are happy not to 

dig into it 

Mr Bowden of the SEC has also warned about “zombie” groups, which cannot raise new funds 

but continue to manage assets. “These managers may increase their monitoring fees, shift more 

expenses to their funds or try to push the envelope in their marketing material by increasing their 

interim valuations, sometimes inappropriately and without proper disclosure,” he said in his May 

speech. He criticised monitoring contracts and their termination fees, pointing out some ran “for 

10 years . . . or longer” when private equity firms seek to sell their stake within five years. 

His comments may fall on deaf ears. Institutional investors, starved for yield at a time of record 

low interest rates, are pouring money into the asset class, lured by the promise of higher returns 

than public markets. 

“There are other examples where the private equity industry does things that are questionable, 

but if you are an investor who has been around the industry for a while, you wouldn’t be that 

surprised,” says Stephen Ellis, an analyst at Morningstar. “Investors see the returns and don’t ask 

too many questions. As long as the returns are there, they can justify their allocation and they are 

happy not to dig into it.” 

European practice: Buyout firms follow the US lead  

EQT Partners, Sweden’s largest buyout group, stands out in Europe by not levying monitoring 

fees from companies it acquires, write Anne-Sylvaine Chassany and Sam Fleming. “It’s easy to 

handle and we avoid any risk of conflict of interest in relation to investors or portfolio 

companies,” says Thomas von Koch, managing partner.  

The firm, backed by the Wallenberg family, is an exception. Most of its rivals, including Apax, 

CVC, Permira and Charterhouse, emulate their US counterparts. 
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Apax took $57m in fees from Bankrate between 2009 and 2011, when the US personal finance 

specialist went public. The amount included a $15.3m “acquisition” fee on entry, and a $34.7m 

“termination” fee at the exit. US private equity firms have also exported the practice of charging 

portfolio companies all sorts of advisory fees in Europe. 

KKR signed a multiyear “advisory services agreements” with Pets at Home when the private 

equity group bought the British retailer for £955m in 2010, according to public filings.  

Like their US rivals, most or all European firms point out that they refund the fees to their 

investors 

The buyout fund manager levied £8m to terminate this contract when the company went public 

this year. This came in addition to more than £30m in fees that Pets at Home paid to KKR-

related parties. KKR Capital Markets received £20m for work related to refinancing the 

company’s debt. Capstone, a consulting firm that works exclusively for KKR’s portfolio 

companies, billed £1.5m. 

Pets at Home, Bankrate, KKR and Apax declined to comment. Like their US rivals, most or all 

European firms shrug off the issue by pointing out that they refund those fees to their investors. 

Permira, which used to retain half the charges, is now offering a full rebate. CVC has moved 

from 80 per cent to a 100 per cent offset for its €10.5bn fund raised last year. 

The BCVA, the UK private equity lobby group, defends the fees: “Every private equity fund is 

underpinned by an agreement negotiated by professional investors and the fund manager, to align 

the interests of both parties,” says Tim Hames, director-general.  

The UK’s Financial Conduct Authority said it is not actively examining the issue but it could be 

raised during its review into wholesale competition announced this week. 
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