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First-Time Funds, Terms &
Co-Investments: Key Trends
- Steve Standbridge, Managing Partner,
Capstone Partners

How do you assess a fi rst-time fund? What are the keys 
to success for a fi rst-time fund reaching a successful 
closing? 

First-time funds can be challenging, but the current market is 
receptive if a group has the right profi le. Many private equity 
investment professionals have become emboldened for the fi rst 
time since the Global Financial Crisis (GFC) as they recognize 
that the fundraising market is strong, their carried interest in 
pre-GFC funds may be completely out of the money, and they 
are at an age/stage in life when they can take the risk of starting 
a new endeavour. LPs are more receptive to these groups as 
the LPs are fl ush with cash and many of their historical GP 
relationships have raised larger funds that have taken them 
out of the market in which they made their best returns. As a 
result, LPs are looking for the next generation of capable and 
motivated managers. 

Our initial advice to groups contemplating fi rst-time funds is to 
be self-refl ective and determine if they have the economic and 
emotional wherewithal to engage in a process that can take 
two years or more and may require them to fund signifi cant 
start-up and fund formation costs. We, of course, expect to 
raise the funds well inside of two years, but always want people 
to be prepared for the worst. We then go through a similar 
assessment as we would for any fund, with a deeper focus on 
potential partnership risk, track record attribution, and proof of 
concept for the new strategy: 

1. Partnership Risk: It is important that the individuals have 
some history of working together either at a prior fi rm or 
investing as a fundless sponsor. We spend quite a bit of time 
with new partnership groups, both as a team and as individuals, 
assessing team chemistry and shared philosophies. We also 
need to be comfortable that a new team has the ability to 
build and manage a fi rm infrastructure, implement investment 
decision making and monitoring processes, and think broadly 
about portfolio construction vs. just getting a deal done. 

2. Track Record Attribution: Many spin-out groups do not 
have access to their prior track record so we will create a 
synthetic track record based on publicly available information 
and extensive calls with portfolio company CEOs/CFOs. The 
level of detail we share in a presentation is contingent upon the 
terms of the separation agreement with their prior employer. The 
track record obviously has to be relevant to the new strategy a 
person is pursuing, although we often see spin-out groups that 
are moving from larger deals “back to their roots” of small-cap 
deals – this is acceptable if they can prove they still have deal 
fl ow at the lower end of the market. Alternatively, for a group 
that has come together as a fundless sponsor, a meaningful 
record of investing together can suffi ce. In this case, we explore 
the role the team played in sourcing and creating value vis-a-
vis the role played by the larger capital provider/co-investor. 

3. Proof of Concept: Our objective with fi rst-time fund 
managers is to demonstrate to LPs that our clients’ strategies 
are relevant and replicable. This typically means that they can 

differentiate their strategy and can prove that their ability to 
source and execute deals is not based on carrying the card of 
a larger brand name fund. It is important for fi rst-time managers 
to be able to show a robust pipeline of meaningful deals. 

If fi rst-time fund managers can meet the qualifi cations above, 
the probability of a successful fundraise increases, but they are 
still faced with execution risk. As with any fundraise, momentum 
is key and can be generated by general investor interest, 
perception of scarcity, companies already seeded within the 
fund, co-investment opportunities or discounted fees. 

You mentioned discounted fees. Have you seen more 
investors asking for reduced fees with fi rst-time funds or 
existing managers?  What are the other key terms that are 
the focus of LPA negotiations in this market?

All term negotiations, whether they are for fi rst-time or existing 
managers, are driven by the momentum a fund has in the 
market. Although there are exceptions, we typically see GPs 
with strong performance and high demand have more leverage 
on terms than a team caught in an extended raise and fi rst-
time managers are generally term takers (i.e. less negotiating 
leverage).

As it relates to discounted fees, an existing manager that 
has met performance expectations and is staying within a 
reasonable increase in fund size should be able to raise their 
fund without offering any direct discount on the management 
fee or carry.  Investors will most often ask for a fee discount if 
they are willing to commit to a fi rst close in a fi rst-time fund or 
a fund that is struggling, or if they are willing to commit in size 
to a fund, which in turn could drive scarcity value and therefore 
momentum in a raise. If one of our managers is to consider a 
discount, we advise them to be very specifi c that the discount 
is only being offered to those investors that commit to a specifi c 
size and/or within a certain period of time so the discount does 
not get captured by most favoured nations clauses in the LPA. 

The other indirect way that LPs have been able to capture 
fee discounts is through no fee/no carry co-investments. Co-
investment requests have become the norm in any fundraise 
as a large portion of the LP community view them as a way 
to increase exposure to managers while effectively decreasing 
their all-in fee. Access to co-investments can be a way to entice 
investors into a fi rst-time or existing fund. In this case, we advise 
our clients not to put any formal co-investment agreement in 
place with a specifi c LP as it could limit the interest of other 
investors who have co-investment appetite. Allocation of co-
investments is coming under scrutiny by the SEC and managers 
will have to follow the developments closely. 

One of the biggest issues with investors in this hot fundraising 
environment is follow-on fund size. Investors have all been 
through a raise where a manager originally said they wanted 
to focus on a certain deal size, only to have the manager look 
to double or triple the follow-on fund which implies a need 
to execute bigger deals, or a reduction in the amount of co-
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investment available (in other words they may have been doing 
larger deals but were providing signifi cant co-investment).  One 
way that investors are trying to limit increases in fund sizes, 
especially for fi rst-time funds, is to try to include in the LPA 
a cap on the follow-on fund size. Our advice to clients is to 
choose a reasonable fund size that they are confi dent they 
can invest in less than the stated investment period. They also 
have to make a convincing case that they have access to deal 
fl ow that will enable them to deploy the capital. Aiming for too 
high of a hard-cap can turn off investors and leave a GP in a 
position where they do not have the scarcity that drives fi nal 
closes. As with any term negotiation, the ability to upsize the 
fund depends on the prior fund performance as groups with 
excellent performance and a loyal LP following have been able 
to double or triple fund size with little fallout from their LPs. 

The last two terms that are most highly negotiated are the 
transaction fee splits and key man provisions. While investors 
universally ask for 100% credit on transaction fees it seems 
that the market has settled on 80% credit as a reasonable split. 
The tenacity with which this term is negotiated depends on the 
level of transaction fees charged and the amount of capital 
being raised in the fund. Smaller funds with sizeable teams 
often fi nd this term easier to negotiate, as they may need the 
revenue to support the team. Lastly, we do see considerable 
focus on key man clauses, particularly in fi rst-time funds. We 
recommend avoiding a single person key man and instead try 
to tie it to two of three or two of four partners leaving. If a fund 
is being underwritten based on the reputation or track record of 
one partner, which is often the case in fi rst-time funds, then a 
single key man may be hard to avoid.   

You mentioned a large number of investors focused on co-
investments. How much of a role does interest in, demand 
for, and rights to co-investment opportunities play in 
today’s market? 

Access to co-investment opportunities is playing an increasingly 
important role in securing commitments to private equity funds, 
particularly as it relates to getting LPs to commit to a fi rst close. 
As I mentioned, LPs view no fee/no carry co-investments as 
a way to average down their management fee so that can be 
used in lieu of a management fee discount. We counsel our 
clients to be very thoughtful in making co-investments available 
to prospective investors and in how they offer the opportunities 
to them. We discuss the types of co-investments that are 
interesting to different LPs, their ability to execute in a timely 
manner, deliver at a specifi ed size of co-investment and history 
of delivering on a fund commitment after leading with a co-
investment. As I mentioned, we advise clients to not put into 
writing any type of preferential co-investment arrangement as 
it might impact other potential investors’ interest in the fund. 
If an investor delivers a sizeable commitment to a fi rst close 
the GP will likely keep that in mind as co-investments become 
available. 
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