





Reward Practices in the Private Equity Industry

More recently, in the USA, there have been several proposals to tax carried
interest as income instead of capital gains.

There is clearly a trend for income and gains arising from private equity industry
incentive arrangements to benefit from favourable tax treatment only if they satisfy
restrictive conditions.

In Belgium, however, there are no specific laws or guidelines addressing the tax
treatment of income and capital gains arising from incentive arrangements for
fund managers and portfolio company executives. How these incentive
arrangements are taxed will thus essentially depend on how they are designed
from a legal perspective.

Given the recent trends alluded to in France, the Netherlands and some other
countries, if tax costs are to be contained within reasonable bounds, appropriate
tax and legal structuring of new or ‘reset’ incentive arrangements held by Belgian-
based executives would appear more than ever to be a priority.

Our Transactions Executive Reward Team has developed a unique practice in
assisting clients in understanding and managing the financial implications of their
incentive arrangements using effective modelling that displays the payoffs for fund
managers and portfolio company executives under the different possible
performance scenarios that are grounded in solid corporate business plans. We
also propose proven flexible and tax-effective legal and tax structure solutions for
incentive arrangements.

The purpose of this brochure is to provide you with an insight into how our
Transactions Executive Reward Team can support you in implementing or
resetting tax-effective incentive arrangements for portfolio company managers
and fund managers.

For further information or to brainstorm this topic related to your specific situation,
please contact one of the team members listed at the end of this brochure.

Brussels, June 2009.
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Why do incentive arrangements need effective tax and legal
structuring?

How incentive arrangements are structured can make a huge difference from a tax
perspective. The chart below illustrates the differences in the Belgian tax treatment of
the financial return from four different incentive arrangements (from ineffective to very
effective). This goes to illustrate how the Belgian tax system ‘keeps the door open’ for
effectively tax-structuring or resetting new incentive arrangements for fund managers
(i.e. carried interest) and portfolio company executives (‘sweet equity’). This is likely
to give Belgium a competitive advantage for continued development of its private
equity industry.

Belgian tax charge on an identical return under four different incentive
arrangements

Belgian tax charge on an identical return under four different incentive arrangements
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m Social security tax
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What is the value of modelling incentive arrangements?

Modelling incentive arrangements ensures that their financial implications are
understood and managed:

» from the point of view of the executive, to ensure that reward is market-competitive
and supportive of value-creating behaviour;

» from the point of view of the company and/or investors, to ensure that costs are
controlled and financing risks are optimally managed and understood and that the
incentive arrangements are sufficiently robust and challenging;

» from the point of view of the other stakeholders, to ensure the incentive
arrangement does not pay for non-performance and stands up to scrutiny by the
public, the buyer, the tax authorities, etc.
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Moreover, modelling the outcomes of incentive arrangements is extremely insightful
for both investors and executives as it:

« ensures alignment of executive reward with corporate/fund performance: the
expected increase in enterprise/fund value is linked to achievement of a business
plan that is put together in close conjunction with executives;

» provides a risk assessment: due to the fact that executives are often required to
invest large sums of money, the risks should be appreciated by both parties.

We have modelled a basic incentive arrangement for a portfolio company executive
team. The modelling results in a chart reflecting how exit proceeds will be allocated
between the different investors for a range of possible exit values from the business.
The chart below shows that portfolio company executives — holding sweet equity —
will not be allocated any exit proceeds for an exit value from the business below 150
million euros while their portion of the exit proceeds becomes proportionally higher
where the business outperforms (i.e. for the highest exit values). This basic example
shows how modelling may be helpful in helping stakeholders understand the
consequences of basic incentive arrangements. In the real world, where incentive
arrangements need to be highly customised, they need to be individualised, to
include performance conditions, good leaver & bad leaver conditions, and so on, so
that modelling is not a ‘nice to have’ tool, but an essential one.

Allocation of exit proceeds between investors including management
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Fund Managers’ Incentive Arrangements

In Belgium, a fund is typically managed by a dedicated fund
management company. Fund managers are employed by the fund
management company, from which they will draw their fixed pay,
perquisites, possible bonuses, etc. Also, they will be given the
opportunity to acquire a carried interest and will be asked to commit
significant amounts in the form of a co-investment in the fund.

Carried interests

A carried interest is the share in a fund’s exit profits that is allocated to the fund
managers. To date, carried interests typically represented 20% of a fund’s net profits,
but other allocations of profit may be arranged where more appropriate in view of the
investments at stake.

Carried interests may be aligned to the performance of the fund as a whole or to the
performance of a specific deal, depending on how roles and responsibilities are
allocated amongst the fund management team.

Typically, carried interests include ‘hurdle rates’ (to date 8% IRR in most cases). The
‘hurdle rate’ is the notional rate of return on the initial value of the fund below which
the carried interest does not participate in the profit sharing.

From a reward perspective, carried interests are incentives aimed at prompting fund
managers to suggest transactions expected to display returns exceeding the agreed
‘hurdle rate’ (comparable to a performance share option).

The acquisition cost of carried interests will generally not be material to the fund
manager. Furthermore, their acquisition cost is relatively low in view of the amounts
invested by other investors. The reason for this lies in the ‘hurdle rate’ provisions and
the fact that investors benefit from a preferred return, while fund managers do not.

Different allocations of the fund’s net profits are possible under carried interest
arrangements. Two common allocation keys of fund net profits are illustrated below.

Typical allocation with an 8% hurdle and a catch-up provision

% of Profits to the Fund Manager
for that level of IRR 100% ——
Catch-up
20% ]
8% IRR
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The carried interest may include a ‘catch-up’ provision, which is favourable to the
fund managers since, once the hurdle rate (8% in our example) has been met on the
funds committed by the investors, the catch-up provision entitles the fund manager to
collect 100% of the next tranche of profit until an agreed profit allocation key has
been satisfied (80/20 in our example). At that point, the balance of profit will continue
to be allocated between the investors and the fund managers on the basis of this
agreed allocation key.

Typical allocation with an 8% hurdle and a ‘floor’ provision

% of Profits to the Fund Manager
for that level of IRR

20% I —

8% IRR

Under the ‘floor’ provision, no profit is allocated to the fund managers until such time
as the hurdle rate has been reached. Once the investors have received the agreed
return on their investment, part of the fund’s net profits are allocated to the fund
managers (on an 80/20 basis in our example). This is of course much less interesting
to fund managers than having a ‘catch-up’ provision, but a ‘floor’ provision of this kind
is in fact generally included in most carried-interest arrangements.

If fund managers were only to hold carried interests, one could reasonably speculate
that they might suggest high-risk investments (i.e. expected to display high returns)
exceeding the risk-appetite of investors. Indeed, given the low acquisition cost of
fund managers’ carried interests, if risky investments made by the fund were to turn
out to be unsuccessful, this would have virtually no impact on their private assets but
could be disastrous for investors. To avoid such misalignment, fund managers will
thus be asked to commit significant amounts to the fund in the form of a co-
investment (see below).

Moreover, although, at this stage, the impact of the financial and economic crisis on
carried interests is uncertain, it is to be expected that, beyond resorting to co-
investments (see below), funds may want carried interests to include performance
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measures that adequately account for the risk taken in producing profits. When
investors have a low risk appetite, carried interests will likely provide for lower hurdle
rates and an allocation of profits on a sliding scale.

This can be illustrated as follows:

% of Profits to the Fund Manager
for that level of IRR

20%
I

6% 8% 10% IRR

Under such a carried-interest arrangement, fund managers would be expected to
select investments with an IRR in a band from 6% to 10% but with a privileged focus
for investments with an IRR ranging from 6% to 8%.

Co-investment

The co-investment consists in the fund managers acquiring common interests in the
fund or portfolio companies, as do the other investors. As is the case with risk-
factored performance measures, the co-investment is aimed at ensuring that
investment decisions do not exceed the investors’ risk appetite.

By holding both a carried interest and a co-investment in the fund, the fund manager
should be encouraged to take investment decisions aligned with the investors’
performance expectations but, as mentioned above, it cannot be ruled out that,
following the current financial and economic downturn, carried interests themselves
may well also be designed to include risk-factored performance measures.

Legal structuring of carried interests and co-investments

In the USA and Britain, funds often take the form of a partnership, whilst the carried
interest and co-investment are typically structured in the form of a direct or indirect
interest in that partnership. The profit allocation between the different stakeholders is
organized through the partnership deed. This typical structure is illustrated on the
next page.
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_: a Investors
. A Carried-
Advisory A = N
entity ‘ anage d e c;ini'sls;
opea Co-investment
dLP vehicle
|
Portfolio Portfolio Portfolio
companies companies companies
A Capital Partners Ltd. Holding company
A Managers Ltd. Provides management services to A GP Ltd in exchange for a fee
A GP Ltd. General partner, responsible for the management of the fund. Receives
an annual fee (structured as a profit share) equal to a % of fund
commitments
Advisory entity Provides investment advice to A Managers Ltd
A European Fund LP Fund vehicle in the form of a limited partnership. Provides the vast bulk
of the overall capital invested in portfolio companies
Carried interest vehicle A partnership of which the partners are the fund managers
Co-investment vehicle A partnership of which the partners are the fund managers

In Belgium, funds are generally incorporated in the form of companies managed by a
management company. In this respect, it is interesting to underline the fact that
Belgian company law does not prohibit dividend rights being subject to provisions
including hurdle rates, ‘floors’, ‘catch-up’ provisions, and so on. It is therefore
perfectly feasible to design carried interests as specific categories of shares or profit-
sharing certificates issued by the fund or the portfolio company, depending on
whether the fund managers are rewarded based on the fund’s performance or on the
basis of the performance of a specific deal. These shares/profit sharing certificates
will then be directly or indirectly taken up by the fund managers.

Co-investments of fund managers will also be adequately structured through shares
and profit-sharing certificates.
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Belgian tax treatment of carried interests

If, as suggested above, a ‘carried interest’ is embedded in shares (call them ‘carried-
interest shares’) that are subscribed at fair market value (FMV), the fund manager
should not be deemed to receive taxable earned income at the time of subscription.

More generally, if all transactions on the carried-interest shares occur at FMV, no
taxable earned income should arise from their acquisition or sale. The fact that the
carried interest shares might be subject to ‘good leaver’ and ‘bad leaver’ conditions
should not alter their tax treatment provided such conditions are drafted
appropriately. In contrast, carried interests in the form of an interest in a US or UK
partnership (see above) might be more problematic when the partnership agreement
provides for carried-interest distributions to be subject to good leaver and bad leaver
conditions but, there again, it is how these conditions are drafted that will really
matter. A fund manager is generally regarded as a good leaver when he terminates
his employment or directorship with the fund by reason of death, disability or by
common consent. A bad leaver is a fund manager who ceases his professional
activity for any other reason.

Determination of the FMV of a share in which a carried interest is embedded is
complex and requires appropriate financial valuation models. The valuation
exercise not only consists of estimating the value of the underlying security (usually
the shares in a fund or an acquired company) but also entails estimating the
‘option-like’ character of the financial instrument, which will require appropriate
financial valuation modelling.

Once the FMV of the carried interest has been set, it is advisable — although this is
not required by tax law — for the FMV of the carried-interest share to be confirmed by
a public or statutory auditor, so as to strengthen the persuasiveness of the valuation
method vis-a-vis the tax authorities, should this turn out to be needed.

As suggested above, if carried-interest shares are sold by the fund manager at FMV,
no earned income should arise from their sale, subject to the good leaver and bad
leaver conditions being drafted appropriately. Does this mean that their increase in
value will be tax free, or could it be subject to capital gains tax? In other words, is
there a risk that the Belgian tax authorities might seek to tax any capital gains on the
sale of carried-interest shares as sundry income at 33% (+ local taxes) or can such
investments be regarded as falling within the scope of the normal management of the
fund manager’s private assets and qualify for a tax exemption?

There are currently no guidelines on how capital gains on the sale of a carried
interest or carried-interest shares should be treated from a Belgian income tax
perspective.
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Appropriate tax structuring may help avoid disagreements as to an unsuitable
taxation of the proceeds arising from the sale of carried-interest shares. One
possibility is to have the fund managers invest in carried-interest shares through a
personal investment company (PIC). The capital gain realised by the PIC on the sale
of the shares will benefit from a corporate tax exemption and may then be distributed
as dividend income, which keeps the total tax burden at an acceptable level (15% or
even 10%).

Another possibility may be to structure the carried interest in the form of a
performance share option. Belgian tax law in relation to stock options provides for
taxation at grant of all gains arising from share options. Paying a low tax amount on
the share option up front will actually secure an exemption for the gain arising from
exercise of the carried-interest options, which will contribute to incentivising the fund
managers to deliver successful behaviours.

Belgian tax treatment of a co-investment

In Belgium, the co-investment will likely take the form of an investment in shares. As
is the case for carried-interest shares, if the co-investment is acquired and sold at
FMV, no earned income should arise from these transactions subject to the good
leaver and bad leaver conditions being drafted appropriately.

How, then, should the co-investment be treated from a capital gains tax perspective?
Does a co-investment fall within the scope of the normal management of a fund
manager’s private assets, or is it speculation? Again, no specific guidelines have
been issued by the Belgian tax authorities. Hence the wise thing is to opt for effective
tax structuring of the co-investment. A co-investment through a PIC might again
appear to be a tax-effective solution to avoid any risk of capital gains tax at exit. Such
structuring would result in the fund manager swapping a possible risk of taxation at
33% (+ local taxes) against a taxation as dividend income (at rates of 15% or 10%).

However, co-investments can also — perhaps surprisingly — be structured in the
form of share options. The fact that the co-investment requires an immediate large
financial commitment from the fund manager needs to be catered for, but this is
not as such a barrier to the structure. The fund manager can thus swap a possible
risk of taxation of the capital gain arising from the sale of the co-investment
against an immediate low tax charge on a ‘co-investment’ structured in the form of
a share option.
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Portfolio company management incentive arrangements

As in the case of fund managers, aligning the financial interests of
portfolio company executives with those of investors has proved to be
the most motivational tool in driving them forward. Portfolio company
executives are asked to invest significant funds in their company
(‘sweet equity’) and can expect significant gains when performance
objectives are met (a ‘once in a lifetime’ opportunity). However, we
note a significant difference between fund managers and portfolio
company executives that, in our view, should require private equity
houses to take specific action: portfolio company executives may not
originally have expected to be offered such an opportunity! There is
thus a need to assist them in gaining a better understanding of their
new reward structure and modelling their incentive arrangements
might be very valuable in this regard.

Sweet equity

Sweet equity is the portion of equity subscribed by the portfolio company’s
executives.

Typically, a private equity house funds its acquisitions with a combination of equity
(including shareholder loan and preferred shares) and third-party debt.

As is the case for fund managers, portfolio company executives will be asked to
commit significant funds to the structure so as to align their financial interests with
those of the private equity house.

The allocation of financial instruments between the fund and the portfolio company
executives will actually be such that the executives derive a return from their
investment once an agreed performance level has been reached (equivalent to a
‘hurdle rate’ included in a carried interest).

The envy ratio reflects how far the portfolio company executives are incentivised.
This ratio is actually that between the price paid by the investors and that paid by the
management team for their respective shares in the equity. The envy ratio may thus
be calculated as follows:

If the envy ratio is 3, this means that the investment made by management to share

PE house total investment
Percentage of company equity held by the Private Equity house

Management total investment
Percentage of company equity held by Management
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in the return on equity is three times lower than the investment made by the PE
house. The PE house’s total investment will of course include funds invested in other
forms of securities like shareholder loans, preferred shares, etc. The envy ratio
therefore does not provide any information on whether the management have in fact
invested at, below or above fair market value.

If the envy ratio is high, this might suggest that the management is too highly
incentivised, which may evidence a misalignment of their financial interests to those
of the private equity house.

Where the funds committed by the executives are too low (which is reflected by a
high envy ratio), they may be inclined to adopt ‘high-risk’ decisions, which could be
detrimental to the overall performance of the private equity house.

If the envy ratio is too low, this may mean that management is poorly incentivised,
and might not be supportive of successful behaviours.

The mechanism of the portfolio company management incentive can be illustrated by
the example below.

Example

Data and assumptions (in million euros)

Source of financing of Newco

(purchase price of Target is 100) Allocation of shareholder loan and equity

Senior Debt 50 Fund Management Total
Mezzanine/ Bond 20 Shareholder loan 20 0 20
Shareholder loans 20 Preferred shares 5 0 5
Preferred shares 5 -

Ordinary shares 4 1 5
Ordinary shares 5
Total 100 Exit value of financing at exit (after 7 years)

T T - 7
Senior Debt 5.00% Senior Debt 50,00 70,4
Mezzanine/ Bond 6,00% Mezzanine/ Bond 20,00 30,1
Shareholder loans 7,00% Shareholder loans 20,00 321
Preferred shares 8,00% Preferred shares 5,00 8,6
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Illustration of the structure

Management Fund
Ordinary Ordinary
shares (20%) shares (80%)
[Sweet Equity: 1] 4

Ordinary Shares (5)

Preferred Shares (5)

NewCo Shareholder Debt (20)

Mezzanine/Bond (20)

Bank Debt (50)

Target

In this example, the envy ratio for the management is calculated as follows:

=7.25
29/80%

1/20%

This means that the investment made by the management to share in the return on
equity is 7.25 times lower than the investment made by the PE house.

Let us now assume that, seven years after being acquired, the target is sold. The
following table illustrates possible exit values ranging from 110 to 200 million euros.
It also shows the allocation of each exit value amongst the different stakeholders.
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Exit proceeds

Senior Debt 70,4 70,4 70,4 70,4 70,4 70,4 70,4 70,4 70,4 70,4
Mezzanine/ Bond 30,1 30,1 30,1 30,1 30,1 30,1 30,1 30,1 30,1 30,1
Shareholder loans 9,6 19,6 29,6 32,1 32,1 32,1 321 32,1 321 32,1
Preferred shares 0 0 0 7,5 8,6 8,6 8,6 8,6 8,6 8,6
Ordinary shares 0 0 0 0 8,9 18,9 28,9 38,9 48,9 58,9
Fund 0 0 0 0 71 15,1 23,1 31,1 39,1 471
Management 0 0 0 0 1,8 3,8 5,8 7,8 9,8 11,8
Total 110 120 130 140 150 160 170 180 190 200

Finally, the last table shows the money multiples for each of the fund and
management (expresses the value of the financing instruments at exit as a multiple
of the stake invested):

Money Multiple (1) for this level of exit proceeds

Exit proceeds 110 120 130 140 150 160 170 180 190 200
Fund 0,3 0,7 1 1,4 1,6 1,9 2,2 2,5 2,8 3
Management 0 0 0 0 1,8 3,8 5,8 7,8 9,8 11,8

(1) (Shareholder Loan + Preferred Shares + Ordinary shares at exit/Shareholder Loan +
Preferred Shares + Ordinary shares at inception)
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This shows how portfolio company executives are rewarded for performance in a
private equity environment. For poor and moderate performance, the money multiple
is lower than the money multiple of the fund — it can even be nil. From moderate to
good performance, there is a catch-up effect as the money multiple of the
management tends towards the money multiple of the fund. For outperformance,
management’s money multiple may be several times the money multiple of the fund.

However, one consequence of the current financial and economic crisis is that private
equity houses may now have to cope with underwater equity and may consider
resetting portfolio company management incentives so that they continue to deliver
what they are intended to: retention, motivation, reward and alignment.

Starting from the example above, while an expected exit value of the company below
140 million euros might have been regarded as below investors’ expectations two or
three years ago, in the current economic environment it could well now be
acceptable. Unfortunately, as per the originally agreed incentive arrangements,
ordinary shares will not entitle the management to any exit proceeds for that level of
exit value. The incentive arrangements will thus be ineffective to retain the
management, and the private equity house could thus consider resetting them.
Resetting the incentive arrangement should result in the creation of gain expectations
for the management so as to restore their motivation and ensure their retention. In
our example, the fund could sacrifice part of the return on the preferred shares and
the shareholder loan in favour of the management.

There are actually several possibilities for resetting sweet equity. In this respect it
may be helpful to think of a deal as a cake, with the debt and equity forming the
various slices. For portfolio company management, resetting the incentive may be
done by waiving shareholder debt, reducing or turning off the coupon on shareholder
debt, converting shareholder debt into equity, restructuring management’s holding to
rank ahead of shareholder debt, amending equity, creating new ratchets, creating
new categories of shares, granting share options, and so on.

All the alternatives will potentially result in additional value flowing into the sweet
equity held by the portfolio company managers and may potentially trigger a tax
and social security tax cost for management in most jurisdictions. From a Belgian
tax perspective, private equity houses might validly consider granting share
options to structure this flow of value to sweet equity. The advantage of share
options is threefold: proven tax treatment, high flexibility in defining the share
option features and a lump-sum taxable value that could prove to be far below the
actual option value.
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Belgian legal structuring of ‘sweet equity’

Typically, sweet equity will be structured in the form of a shareholding in the
acquisition company (Newco in our example). As is the case for carried-interest
shares, the flexibility of Belgian company law in defining the rights attached to shares
and profit-sharing certificates will positively contribute to structuring sweet equity
arrangements supportive of successful behaviours and corporate performance.

Belgian tax treatment of sweet equity

Where portfolio company executives invest at FMV, they should not be deemed to
receive a taxable benefit in kind (taxable pay) at the time of subscribing. If all funding
instruments in which investors other than the portfolio company executives invest
display market-compliant returns, then it may be concluded that the instrument in
which management is investing is fairly remunerated. By contrast, if the shareholder
loan, preferred shares, etc. held by the private equity fund display returns below
market practice, management is likely to be receiving excessive returns. The FMV
(spot value) of the instrument in which they invest should thus be determined taking
these excessive returns into consideration and the executives should invest at that
price if they want to avoid taxation of the excess FMV over the price paid. This is
illustrated below.

Spot value of funding instruments of Newco Spot value of funding instruments of Newco
Fair returns Returns on Preferred Shares and Shareholder Debt are
below market practice

Ordinary shares Ordinary shares
Preferred Shares

Preferred Shares
‘ Shareholder Debt
‘ Shareholder Debt

Mezzanine/Bond Mezzanine/Bond
‘ Bank Debt ‘ Bank Debt
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At exit, when the portfolio company executives sell their shareholdings in Newco, the
proceeds should not qualify as taxable pay provided the sale price is not higher than
their FMV. The fact that the sweet equity agreement will be subject to good leaver
and bad leaver conditions should not impact the tax treatment of the sale proceeds
provided these conditions are drafted appropriately. As is the case for carried-interest
shares, there are currently no guidelines on how capital gains realised on the sale of
a shareholding in a portfolio company should be treated in the hands of portfolio
company executives from a Belgian income tax perspective. Whether the capital gain
realised on the sale will be tax free (normal management of a private estate) or taxed
at 33% (+ local taxes) (sundry income) thus needs to be addressed individually.

Here, too, appropriate tax structuring may help avoid disagreements on whether the
proceeds from the sale of the portfolio company shares by the executives are
unsuitably taxable. If the executives invest in the structure through a Belgian
personal investment company (PIC), the capital gain realised by the PIC upon the
sale of the portfolio company shares will benefit from a corporate tax exemption and
may then be distributed as dividend income, which keeps the total tax burden at an
acceptable level (15% or even 10%).

Alternatively, the investment in the portfolio company could — perhaps surprisingly —
be structured in the form of share options, whilst nevertheless preserving alignment
of the financial interests of the executives with those of the private equity house. The
fact that the investment in the acquisition vehicle requires an immediate large
financial commitment from the executive is no barrier to structuring it in the form of a
share option. As in the case of fund managers, portfolio company executives may
thus prefer to pay a small amount of tax upfront in exchange for securing an
exemption for their sale proceeds.
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Our services

Our Belgian Transactions Executive Reward Team has developed a unique practice
in assisting clients in understanding and managing the financial implications of their
incentive arrangements by means of effective modelling that displays the payoffs for
fund managers and portfolio company executives under the different possible
performance scenarios that are grounded in solid corporate business plans.

Our Team proposes proven flexible and tax-effective solutions for the legal and tax
structuring or resetting of incentive arrangements.

The acquisition of a business by a Private Equity house is also likely to be a good
opportunity to revisit the company reward strategy at each level of the organisation
so as to ensure competitive, tax-efficient salary packages that contribute to satisfying
expectations in terms of attracting, motivating and retaining talent. Our Team can
assist your organisation in developing your company’s reward strategy to meet your
corporate objectives.

We advise on:
» Compensation

* Benefits

* Pensions
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