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MOTIVATION

Continuation vehicles (CVs) are rapidly growing in private equity

Allow GPs to transfer assets from an old fund to a new fund

Same GP remains in control

Existing LPs can exit/roll over

But these transactions raise concerns that GP has conflicts of interest

Lawsuits claim GPs undervalued assets to benefit new fund



QUESTIONS

1. Which assets does the GP move to CVs?

2. How do existing LP claims affect the transfer decision?

3. Who gains and who loses from the transaction?



THIS PAPER

Documents institutional structure of CVs

Builds model of strategic asset transfers to fit it

Derives predictions about asset selection, role of legacy contracts & welfare
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RESULT AND DRIVERS

Model generates two distortions in continuation decisions

Inverse selection

Adverse selection

Key determinant: The hurdle rate in the legacy fund



R1. INVERSE SELECTION

Continue H ≻ Exit H =⇒ Inefficient continuation of H assets

Exit: Low payoff because existing LPs have claim on proceeds

Continue: Higher payoff b/c informed LP gives secret side payment

LP willing to pay: Knows asset is underpriced

Asset underpriced: Priced at pooling price

Pooling price: Most LPs uninformed

Inefficient continuation: Investment cost I wasted on H
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Exit: Low payoff b/c L sold for price zero in external market

Price zero: External buyers know type L
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Pooling price: New LPs don’t know type
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R3. HURDLE RATE COMPARATIVE STATICS

Hurdle rate determines which distortion dominates

High hurdle rate =⇒ inverse selection

Side payments more attractive than cash exits (go to meet hurdle)

Low hurdle =⇒ adverse selection

Overpricing to new LPs more attractive

NB: Only one asset can be continued, otherwise always continue L
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No performance-based claw backs

No performance-based side payments

No continuation-contingent prices

No...

Question: What if GPs and LPs could contract optimally?

Matters: Could eliminate distortions, hence predictions

Suggestion: Analyze optimal ex post contract; show what results persist



COMMENT 3:CONTRACTING

Space of contracts limited; no screening or mechanism design:

No performance-based claw backs

No performance-based side payments

No continuation-contingent prices

No...

Question: What if GPs and LPs could contract optimally?

Matters: Could eliminate distortions, hence predictions

Suggestion: Analyze optimal ex post contract; show what results persist



COMMENT 3:CONTRACTING

Space of contracts limited; no screening or mechanism design:

No performance-based claw backs

No performance-based side payments

No continuation-contingent prices

No...

Question: What if GPs and LPs could contract optimally?

Matters: Could eliminate distortions, hence predictions

Suggestion: Analyze optimal ex post contract; show what results persist



COMMENT 3:CONTRACTING

Space of contracts limited; no screening or mechanism design:

No performance-based claw backs

No performance-based side payments

No continuation-contingent prices

No...

Question: What if GPs and LPs could contract optimally?

Matters: Could eliminate distortions, hence predictions

Suggestion: Analyze optimal ex post contract; show what results persist



COMMENT 4: RAISON D’ETRE OF CVs



COMMENT 4: RAISON D’ETRE OF CVs

Develop theory of CVs but do not compare to any alternative

Existence assumed

Question: Why do CVs exist? E.g., closed-end structure better?

Matters: Shouldn’t analyze optimal behavior in suboptimal structure

Suggestion: Consider other arrangements; show CVs arise endogenously
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Model based on standard corporate finance frictions

Suggests CVs should also be used for firms

Question: CVs specific to PE? Could be entrepreneur starting new firm?

Matters: Need variation to explain something

Suggestion: Show how CVs rely on PE specific frictions



COMMENT 5:RAISON DE NE PAS ÊTRE OF CVs
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