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e are proud to enclose the updated 2022 edition of Structuring Venture
Capital, Private Equity, and Entrepreneurial Transactions by co-authors
Jack S. Levin and Donald E. Rocap, senior partners in the international law firm
of Kirkland & Ellis LLP.

Here is a summary, written by the authors, of major developments reflected
in the new edition.

l Formation and operation of PE/VC fund.

n Increasing usage of new PE/VC “continuation fund” strategy. Rather than selling

an existing successful PE/VC investment, it has become increasingly common for PE/VC

funds to form a ‘‘continuation fund’’ to hold the appreciated investment. This is because

PE/VC fund may be reluctant to sell its investment in appreciating Target which still has

strong prospects for future appreciation. However, PE/VC fund’s reluctance to sell

Target may run counter to the fund’s limited term (often 10 years) and/or the desire of

many of the fund’s LPs to achieve even earlier liquidity, particularly where Target

has already appreciated substantially in value.

Recently many PE/VC funds have addressed this tension by forming a ‘‘continuation

fund’’ as part of a transaction that both (i) allows each of PE/VC fund’s LPs to elect

whether to sell or to retain such LP’s interest in Target and (ii) allows the fund’s GP to

(x) ‘‘crystalize’’ its carried interest based on Target’s current FV and (y) obtain a new

carried interest in Target’s future appreciation.

Although there are numerous variations in the structuring of a continuation fund,

such a transaction commonly involves the following steps:

(i) PE/VC Fund contributes all of its interest in Target to a new partnership

(‘‘Continuation Fund’’),
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(ii) PE/VC Fund then distributes all of its capital interests in Continuation Fund

partnership to PE/VC Fund’s LPs and GP in the same proportions that proceeds

from a cash sale of Target would have been distributed to PE/VC Fund’s

partners (resulting in ‘‘crystallization’’ of GP’s carried interest with respect to the

Target investment),

(iii) In connection with such distribution, each of PE/VC Fund’s LPs elects whether

to (a) sell (as described in (iv) below) some or all of the Continuation Fund

partnership interest being distributed to such LP or (b) retain all of such LP’s

Continuation Fund interest,

(iv) Prior to the above discussed distribution, a new group of investors commits

to contribute cash to Continuation Fund (thereby purchasing an indirect interest

in Target), with Continuation Fund using such cash to redeem the Continuation

Fund interests owned by PE/VC Fund’s LPs who elected to sell some or all of

their Continuation Fund partnership interest,

(v) After redemption of the selling LPs, all interests in Continuation Fund are held

by (a) those PE/VC Fund LPs who elected to continue to hold an interest in

Target through Continuation Fund, (b) Continuation Fund’s new group of

investors, and (c) Continuation Fund’s GP (with Continuation Fund’s GP

receiving a new carried interest in future Target appreciation while Target is held

by Continuation Fund).

Although the above described transaction form is common, there are numerous

variations on such structure, including variations where:

(i) PE/VC fund contributes multiple portfolio companies to a continuation fund,

(ii) multiple affiliated (or even unaffiliated) PE/VC funds also contribute 1 or more

portfolio companies to a continuation fund,

(iii) the new group of investors and the electing rollover LPs make additional

commitments to a continuation fund to provide it with new capital for add-on

investments,

(iv) each PE/VC fund LP is given the right (a ‘‘status quo option’’) to elect to simply

retain its preexisting interest in Target through PE/VC fund with unchanged

carried interest and management fee terms,

(v) PE/VC fund’s GP partners (and not merely PE/VC fund’s LPs) are permitted to

elect to sell a significant portion of their indirect interest in Target, and/or

(vi) the transaction is effectuated through PE/VC fund’s cash sale of Target to

the continuation fund, with PE/VC fund’s partners receiving an option to retain

an interest in Target by using after-tax proceeds from their share of such

cash sale to invest in the continuation fund. See discussion at ¶105.5.
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n Special advantages for a PE/VC fund which is an SBIC. A PE/VC fund which

qualifies as a Small Business Investment Company (an ‘‘SBIC’’) has access to

government-guaranteed financing at favorable rates. However, there are many complex

hurdles for a PE/VC fund to achieve SBIC qualification, including that each portfolio

company in which PE/VC fund invests must be a ‘‘small business,’’ meaning that:

(i) each portfolio company’s tangible net worth must not exceed $19.5 million and

its average net income for the past 2 years must not exceed $6.5 million or

(ii) such portfolio company must meet certain employee or revenue standards

published by SBA for the industry in which the portfolio company is engaged.

In determining whether the portfolio company meets the above described size

standards, the portfolio company is measured together with all of its ‘‘affiliates,’’

including each entity which the portfolio entity controls, each entity which controls the

portfolio company, and each entity which is under common control with the portfolio

company.

However, SBA’s regulations state that certain types of investment funds which

have invested in the portfolio company will not (in determining whether the portfolio

company qualifies as a ‘‘small business’’) be viewed as affiliated with the portfolio

company (i.e., such an investment fund will be treated as an ‘‘excluded entity’’),

including:

(i) a VCOC,1

(ii) an investment company registered under the ICA,2 and

(iii) an investment company not registered under the ICA because owned by less

than 100 persons (a §3(c)(1) fund3).

Surprisingly, however, these SBA regulations do not explicitly exempt from affiliated

status an investment company which is not registered under the ICA because it is a

§3(c)(7) fund, i.e., each of its investors is a Qualified Purchaser, meaning (i) a human

being or an entity owned by a single family, in either case owning at least $5 million

of investments or (ii) an entity owning at least $25 million of investments.4

Nevertheless, many experienced practitioners have long taken the position that a

§3(c)(7) QP-only fund is an excluded entity for SBA purposes, and SBA in the past

has considered issuing such a clarification.

1See ¶1007.1.2(2) for discussion of VCOCs.
2See ¶1008 for discussion of registered investment companies.
3See ¶1008.2 for discussion of §3(c)(1) funds.
4See ¶1008.4 for discussion of §3(c)(7) funds.
If, however, a §3(c)(7) fund (or any fund) qualifies as a VCOC (as described at ¶1007.1.2(1)), such

fund would be treated as an ‘‘excluded entity.’’
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However, SBA has recently indicated that it now believes a §3(c)(7) fund (which is not

a VCOC) is not automatically exempt from the affiliates rule. See discussion at ¶209.1.

l SEC regulation of securities issuances by PE/VC fund or by such fund’s portfolio
company.

n An SEC filing is required for any business entity (e.g., PE/VC fund or such fund’s
portfolio company) or for any other person who is acquiring substantial
ownership of a publicly traded company. Anyone who acquires beneficial ownership

of more than 5% of a class of a company’s voting securities, which class is registered

under the 1934 Act, is required to promptly file a schedule 13D with SEC (or in certain

cases a less burdensome schedule 13G). Multiple persons acting in concert are treated as

a ‘‘group’’ and their holdings are aggregated in calculating such group’s percentage

ownership.

In 2/22 SEC proposed substantial changes to its 13D and 13G regulations (which are

not yet effective), including:

5 Shortening the deadlines for various SEC filings, including:

(i) the deadline for an initial schedule 13D to 5 days,

(ii) the deadline for an amendment to a schedule 13D to 1 business day after a

material change,

(iii) the deadline for a schedule 13G for an Institutional Investor or an

amendment thereto to 5 business days after the last day of the month in

which certain events occurred, and

(iv) the deadline for a schedule 13G for a Passive Investor to 5 business days

after exceeding applicable ownership thresholds and for an amendment

thereto to 1 business day after certain ownership changes,

5 Treating the holder of certain cash-settled derivative securities as the beneficial

owner of such securities, and

5 Revising certain aspects of the acting-as-a group concept. See discussion at

¶503.3.2.2.

n New-SEC created exception to Reg. D’s prohibition on general solicitation or
advertising in PE/VC fund’s issuance of LP interests or portfolio company’s
issuance of stock. SEC Reg. D’s private placement exemption allows an issuer of

securities (e.g., PE/VC fund issuing LP interests for cash or Newco issuing stock for

cash) to do so without requiring such issuer (e.g., PE/VC fund or Newco) to comply

with burdensome 1933 Act registration requirements. However Reg. D does not permit

the issuer to engage in any general solicitation of or general advertising for potential

purchasers (of such LP interests or stock).
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In 2020 SEC created a small exception to the broad definition of general solicitation

or general advertising which permits an issuer (e.g., PE/VC fund or Newco) to

participate in events sponsored by certain angel investor groups, educational entities,

and governmental agencies without such participation constituting general

solicitation or advertising. See discussion at ¶207.3.1(5).

n In 2021 SEC substantially increased the amount of securities a business
entity (e.g., PE/VC fund or such fund’s portfolio company) can issue without
a full-blown 1933 Act filing:

5 SEC Reg. D Rule 504 allowing a business entity to issue securities without

1933 Act registration in a private placement was amended to allow such an

issuance to be as large as $10 million (rather than up to $5 million previously).

See discussion at ¶207.3.

5 SEC Reg. Crowdfunding allowing a business entity to issue securities without

1933 Act registration in a type of public offering conducted on the internet was

amended:

� to allow such an issuance during a 12-month period to be as large as $5 million

(rather than up to $1 million previously) and

� to allow most individual investors to purchase a larger amount of such

crowdfunding securities than previously allowed. See discussion at ¶207.8.

5 SEC Reg. A allowing a business entity to issue securities using an abbreviated

1933 Act registration statement was amended to increase the maximum issuance

amount to $20 million for a Reg. A Tier 1 offering and $75 million for a Reg. A

Tier 2 offering. See discussion at ¶207.6.

n In 2021 SEC clarified its “integration” rules used in determining whether a
business entity (e.g., PE/VC fund or its portfolio company) engaging in multiple
stock issuances must view such multiple offerings (for purposes of the 1933
Act) as a single offering. When PE/VC fund or P issues securities over an extended

period of time, it is often unclear whether for 1933 Act purposes (including for Reg. D,

Reg. Crowdfunding, and Reg. A) such securities issuances constitute (1) multiple

separate offerings some or all of which are exempt from 1933 Act registration or (2) a

single integrated offering possibly not exempt from 1933 Act registration. For many

years SEC had utilized a subjective integration test based on 5 vague factors for 1933

Act purposes.

However, effective 3/15/21, SEC abandoned this old 5-factor test and adopted new

SEC Rule 152 containing a complex series of far more detailed integration principles.

Rule 152 is divided into 2 parts: 4 objective (and complex) safe harbors (described

immediately below) and also 2 general principles (discussed thereafter) applicable if

an offering does not fit into 1 of the 4 objective safe harbors.
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4 objective integration safe harbors

(1) Multiple offerings separated by more than 30 days. If 2 offerings (whether or

not 1933 Act exempt) are separated by more than 30 days from the completion or

termination of 1 offering and the commencement of another offering, the 2 offerings are

not integrated. However, as an exception to this 30-day rule, if:

(a) the first offering allows general solicitation and advertising (e.g., Reg. A, Reg.

Crowdfunding, Reg. D Rule 506(c), Reg. D Rule 504 using the 3 state law

exceptions, or a 1933 Act registered public offering) and

(b) the second offering is a 1933 Act exempt offering that prohibits general

solicitation and advertising (e.g., Reg. D Rule 506(b) or Reg. D Rule 504 not

using the 3 state law 1933 Act exceptions),

then rule (1) applies only if PE/VC fund or portfolio company (the issuer) has a

reasonable belief that each purchaser in the second offering either:

(x) was not solicited through the use of general solicitation or advertising or

(y) had a pre-existing substantive relationship with the issuer (i.e., PE/VC fund

or portfolio company) prior to commencement of such offering.

(2) Rule 701 and Reg. S offerings. An employee offering under Rule 701 or

an offshore offering under Reg. S is not integrated with any other offering.

(3) 1933 Act registered offering. A 1933 Act registered offering is not integrated

with:

(a) a prior completed or terminated 1933 Act exempt offering for which general

solicitation and advertising was prohibited (e.g., Reg. D Rule 506(b) or Reg. D

Rule 504 not using the 3 state law exceptions) or

(b) a prior completed or terminated 1933 Act exempt offering for which general

solicitation and advertising was allowed (e.g., Reg. A, Reg. Crowdfunding, Rule

506(c), or Reg. D Rule 504 using the 3 state law exceptions), so long as either:

(x) the prior completed or terminated 1933 Act exempt offering was made

solely to ‘‘qualified institutional buyers’’ and/or ‘‘institutional accredited

investors’’ and

(y) the later 1933 Act registered offering does not commence until more than 30

days after the prior 1933 Act exempt offering was completed or terminated.

(4) Completed or terminated offering. There is no integration for a completed

or terminated offering (regardless of whether or not such first offering was 1933 Act

registered or does or does not allow general solicitation and advertising) followed by a

1933 Act exempt offering that allows general solicitation and advertising (e.g.,
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Reg. D Rule 506(c), Reg. D Rule 504 using the 3 state law exceptions, Reg. A,

Reg. Crowdfunding, or a 1933 Act registered public offering) without requiring a

30-day waiting period.

Integration general principles

If an offering does not fit into any of new Rule 152’s 4 objective safe harbors

(discussed above), Rule 152 promulgated several integration general principles, the

most important of which is (in the unhelpful words of Rule 152) that ‘‘based on the

particular facts and circumstances, the issuer can establish that each offering (A) either

complies with the registration requirements of the [1933] Act or . . . an exemption

from registration is available for the . . . offering’’ and (B) is not ‘‘part of a plan or

scheme to evade the [1933 Act’s] registration requirements.’’

Rule 152 then limits this general principle by enunciating 2 specific circumstances

that must be satisfied to avoid integration:

(1) Exempt offering prohibiting general solicitation and advertising. A 1933

Act exempt offering that prohibits general solicitation and advertising (e.g., Reg. D Rule

506(b) or Reg. D Rule 504 not using the 3 state law exceptions) is integrated with any other

offering unless PE/VC fund orNewco (the issuer) has a reasonable belief that each purchaser

in the exempt offering (which prohibits general solicitation and advertising) either:

(x) was not solicited through the use of general solicitation and advertising or

(y) had a pre-existing substantive relationship with Newco prior to commencement

of such offering.

(2) Concurrent exempt offerings each allowing general solicitation and
advertising. A 1933 Act exempt offering that allows general solicitation and

advertising (e.g., Reg. D Rule 506(c), Reg. A, Reg. Crowdfunding, and Reg. D Rule

504 using the 3 state law exceptions) is integrated with 1 or more ‘‘concurrent’’ 1933

Act exempt offerings that allow general solicitation and advertising if the concurrent

offering includes information about the material terms of the other offering, so

that each offering must comply with all the requirements for and restrictions on offers

under the exemption being relied upon for such other offering.

While new Rule 152 does not define ‘‘concurrent,’’ its language suggests that

2 offerings are concurrent if 1 commences before the other has been completed or

terminated. See discussion at ¶207.3.4.

l PE/VC fund’s LBOs and other portfolio company acquisitions.

n HSR filing when PE/VC fund or its portfolio company acquires an existing
business. A Hart-Scott-Rodino (‘‘HSR’’) filing with FTC/DOJ is required if the size of
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a PE/VC fund’s (or its portfolio company’s) acquisition of or its investment in another

business entity exceeds specified numerical tests.

5 Annual inflation adjustment. The authors have updated the HSR discussion to

reflect the 2/22 annual inflation adjustment of all the relevant HSR numerical

tests, thresholds, and filing fees.

5 Non-compliance penalty. A party failing to comply with HSR reporting and

waiting period requirements is subject to a civil penalty which (effective 1/22)

increased to a maximum of $46,517 per day during any non-compliance period.

See discussion at ¶501.3.3.

n C corp NOL carryforward. If PE/VC fund or its portfolio company acquires Badcorp

(a C corp) which has a net operating loss carryforward (‘‘NOL’’) from 1 or more prior

years that Badcorp is entitled to carry forward as an offset to its future taxable income,

but such acquisition of Badcorp by PE/VC fund causes Badcorp to suffer a §382
ownership change, Badcorp’s future use of its pre-ownership-change NOL is limited to a

complex formula amount based on the FV of Badcorp’s outstanding stock immediately

before such ownership change. This formula amount is, however, increased by the

amount of Badcorp’s built-in gain (‘‘BIG’’) in its assets at the time of its §382 ownership
change which it thereafter recognizes (e.g., by selling an asset with built-in gain) during

the 5-year period following such ownership change.

A long-standing IRS notice also allows Badcorp to treat as recognized BIG (thus

increasing the amount of pre-change NOL Badcorp is allowed to carry forward to

offset its post-change taxable income) the amount of any incremental taxable income

attributable to the absence of depreciation and amortization deductions that would

otherwise have reduced its taxable income if its tax basis in such assets had been equal

to their FV at the time of Badcorp’s ownership change. However, a 2019 proposed

regulation (if finalized) would adjust such formula in a less taxpayer-favorable manner.

See discussion at ¶809.6.

l Taxation of PE/VC fund’s GPs and LPs:

n 2020 and 2021 proposed (but not enacted) harsh anti-taxpayer Code §1061
amendments, which would have significantly increased taxation of PE/VC fund
carried interest LTCG allocated to its GPs. An investment professional (generally

a GP) holding a ‘‘carried interest’’ in an investment partnership such as a PE/VC fund

(i.e., a share of partnership profits disproportionate to such investment professional’s

contributed capital) benefits from flow-through tax treatment for his or her allocable

share of the partnership’s favorable-character partnership income, including LTCG,

§1231 gain, and QDI taxed at a maximum 20% federal rate. However, Code §1061
(effective for taxable years beginning after 12/31/17) imposed a special 3-year (rather

than 1 year) holding period requirement necessary in order for such an investment

professional’s carried interest gain to qualify for the maximum 20% rate (but not

applicable to §1231 gain or QDI).
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Specifically, if an ‘‘applicable partnership interest’’ is held (directly or indirectly) by

an individual, LTCG that would otherwise be recognized by the individual with respect

to that interest is recharacterized by Code §1061 as STCG to the extent such net LTCG

exceeds the net LTCG that would have been recognized if the required LTCG holding

period was more than 3 years (rather than more than 1 year).

In 2021 and 2022, Congress considered, but did not enact, proposals that would have:

(a) broadened the application of Code §1061 by (i) lengthening the required LTCG

holding period for the holder of such an applicable partnership interest to achieve

LTCG status from 3 years to 5 years, (ii) beginning measurement of such holding

period with respect to an interest in an investment partnership only when such

partnership had acquired ‘‘substantially all’’ of its assets and hence disregarding

the period after the holder acquired the partnership interest but before the

partnership had acquired ‘‘substantially all’’ of its assets, (iii) expanding the

application of Code §1061 to Code §1231 gain (but not QDI), and (iv) requiring

that such 5-year holding period be satisfied at each level of a tiered partnership

structure,

(b) treated otherwise tax-free exchanges of an ‘‘applicable partnership interest’’ as

taxable. See discussion at ¶1006.4.3.

n Code §1202 has long reduced the LTCG tax rate for an individual’s gain from
sale of “qualified small business stock” held for more than 5 years which meets
numerous requirements (including such LTCG which flows through to individual
GPs and LPs from a PE/VC fund). Code §1202’s LTCG tax rate reduction does not,

however, apply to gain from sale of stock in a corporation engaged ‘‘in the performance

of services in the field of health.’’ A series of pro-taxpayer IRS letter rulings have treated

a number of health-related businesses as §1202 qualified where such business involves:

5 drug research, because the business does not involve service in the form of

individual expertise but rather deployment of manufacturing assets and

intellectual property,

5 online pharmacy,

5 developing software to assist medical providers,

5 designing and manufacturing medicines,

5 laboratory testing because the business’s technicians are not state licensed. See

discussion at ¶907.1(6).

n New 1% tax on publicly traded corporation’s stock redemption. Effective 1/1/23

new Code §4501 imposes a 1% tax on a corporation redeeming its own stock which is

traded on an established securities market (which tax is payable by such corporation).

This excise tax may apply where PE/VC fund’s publicly traded portfolio company
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effects a redemption of its stock, including a leveraged recapitalization, or where PE/VC

fund effects a leveraged buyout of a publicly traded target corporation. See discussion at

¶402.1, ¶403.1, and ¶503.

l Department of Labor pronouncements affecting PE/VC funds. DOL has long

participated in the regulation of PE/VC funds because U.S. pension and profit sharing plans

(which are regulated by DOL) are often substantial investors in such funds.

n DOL regulation of ERISA plan’s investment in PE/VC fund. In 6/20 (during the

Trump administration) DOL issued an Information Letter concluding that the fiduciary

of a 401(k) or other defined contribution retirement plan can prudently offer plan

participants the opportunity to invest in a vehicle with a PE/VC component. This

Information Letter addressed in particular an investment in a multi-asset class vehicle that

included, among its investments, a PE/VC component holding investments in numerous

underlying PE/VC funds and co-investments, but the letter did not address a 401(k) or

other defined contribution plan’s investment directly in 1 or more PE/VC funds.

Although this Trump administration letter did not enunciate a clear change in applicable

law, it is likely to make more plan fiduciaries (which are subject to the 12/21 Supplemental

Statement) comfortable with evaluating whether to include an investment with PE/VC

exposure as part of the menu of available alternatives for plan participants and accordingly

may present an increased source of capital for PE/VC funds.

Then in 12/21 (during the Biden administration) DOL issued a Supplemental Statement

clarifying that the 6/20 DOL Information Letter did not endorse or recommend such

PE/VC investments as generally appropriate for a ‘‘typical 401(k) plan.’’ This Supplemental

Statement suggested (among many other cautionary statements) that PE/VC investments

may be appropriate for a defined contribution ERISA plan where the plan fiduciary has

‘‘the skills, knowledge, and experience’’ in evaluating PE/VC investments for a defined

benefit plan, but ‘‘caution[ed] against’’ the use of such investments in a small defined

contribution plan.

n DOL’s rules regarding ESG investing. Although DOL’s guidance relating to

environmental, social, and governance (‘‘ESG’’) responsible-impact-themed investing

has fluctuated over the years, the bedrock of its guidance has been that plan fiduciaries

may not prioritize non-economic factors (including ESG) over obtaining the best

economic results, except when (i) choosing between 2 otherwise equivalent investment

alternatives (i.e., the tie breaker scenario) or (ii) the ESG factors have a direct impact on

the risks/returns of a given investment.

In 11/20 DOL (during the Trump administration) issued a Rule (which became effective

1/21) relating to ESG investing (entitled ‘‘Financial Factors in Selecting Plan Investments’’),

which focuses on an ERISA fiduciary’s obligation to consider only pecuniary factors when

making investment decisions while reiterating the acceptability of considering ESG in

breaking a tie or in assessing the risks/returns of a particular investment.
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Then in 3/21 (during the Biden administration) DOL first issued a statement that it

will not pursue enforcement of the above-discussed 11/20 DOL Rule against ERISA

fiduciaries (including plan assetmanagers), then in 10/21DOL issued an extremely lengthy

proposed Rule (i) clarifying that ERISA fiduciaries may be required to consider ESG

factors in evaluating an investment’s risks/returns analysis and (ii) grantingmore leeway to

consider ESG factors in tie-breaker scenarios, including statements that:

5 ‘‘climate change and other ESG factors are often material and in many instances

fiduciaries should consider [them] . . . in the assessment of investment risks and

returns,’’

5 ‘‘consideration of the projected return of the portfolio . . . may often require

an evaluation of the economic effect of climate change and other ESG factors

on the particular investment,’’

5 ‘‘this [proposed rule] . . . is intended to counteract negative perception of the use

of climate change and other ESG factors in investment decisions,’’

5 ‘‘a fiduciary’s duty of prudence may often require an evaluation of the effects

of climate change,’’

5 ESG ‘‘issues may [as originally stated in a 2015 DOL (pre-Trump) interpretive

bulletin] have a direct relationship to the economic value of the plan’s investment

[and] in these instances, such issues are not merely collateral considerations

or tie breakers, but rather are proper components of the fiduciary’s primary

analysis of the economic merits of competing investment choices,’’

5 ‘‘consideration of an economically material ESG factor, including climate-related

financial risk, is consistent with ERISA’s duty of loyalty,’’

5 ‘‘if . . . a fiduciary prudently concludes that competing investment choices . . .

equally serve the financial interests of the plan, a fiduciary can select the

investment . . . based on collateral benefits other than investment returns,’’

5 ‘‘ESG . . . may still be a legitimate collateral benefit for consideration under the

tie-breaker analysis.’’ See discussion at ¶1007.2.1 and ¶1007.2.2.

l and much, much more.
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