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Alternative Depositary for Private Equity Funds

With the introduction of the German Capital Investment Code (,,KAGB“) in the
context of the implementation of the Alternative Investment Fund Manager
Directive ("AIFMD*), the legislator has set up another regulatory institution
also for private equity funds, namely the (alternative) depositary as defined by
Sections 80 et seq. KAGB to protect investors.

The depositary plays a particular role as it is directly involved already in the ongo-
ing business operations of the respective alternative investment fund ("AIF“) and
the AIF capital management company (in Germany: "Kapitalverwaltungsgesell-
schaft” or "KVG") respectively as supervisory vehicle while the Federal Financial
Services Supervisory Authority ("BaFin“) as well as any auditor, if engaged, may
perform their controlling functions only at a significantly later point in time.

The implementation of the depositary also for alternative asset classes originates
from the adoption of the AIFM Directive in 2011, which had not only provided for
other extensive regulatory and administrative requirements but which had also
set forth the depositary’s principle tasks. The following so-called Level 2 Regula-
tion had then specified the depositary‘s duties and the contractual relationship
between the KVG and the depositary in detail. The depositary then became bind-
ing by operation of law upon the introduction of the KAGB in 2013, which created
the legal framework together with the Level 2 Regulation as regards the deposi-
tary's tasks and duties.

The "alternative depositary“

With regard to alternative asset classes, such as private equity funds (,PE funds"),
that do not acquire and hold the typical assets which can be held in custody,
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the legislator has created a so-called "alternative depositary” in the form of a
trustee as defined by Section 80(3) KAGB. These "alternative depositaries” may
be a constructive and reasonable alternative to the conventional depositary bank
solution for the responsible persons of the KVGs.

- Obligation of each KVG to designate a depositary for each
AIF under management
KAGB + Reference to Level 2 Regulation concerning the duties of
the depositary

Level 2 Regulation - Details about the agreement between KVG
Delegated Regulation (EU) and depositary
No 231/2013 - Description of the duties of the depositary
o o - General rules concernin
AIFM-Directive desianati (it
esignation and duties of a

Directive 2011/61/EU .
depositary

The trustee, who is typically an auditor, tax advisor or lawyer, performs the de-
positary‘s tasks within the scope of his or her professional or business activities.
By circular dated 18 July 2013, the BaFin commented more precisely on this issue
in its "Guidance notice on the requirements for trustees acting as depositaries in
accordance with Section 80(3) KGAB“. The BaFin‘s long-awaited "Depositary Cir-
cular®, which, however, so far only exists as a second draft, goes also into the par-
ticularities of the trustee as depositary, whereats it refers to the aforementioned
BaFin Notice regarding the trustee as depositary when it comes to the specific
provisions and requirements.

According to the BaFin‘s opinion, trustees have to prove that they have the re-
quired experience to assume the function of a depositary, that, for example,
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they have worked as consultant of a closed-end fund or in the administration
of closed-end funds for several years. Trustees are, moreover, supposed to have
“relevant legal and economic expertise with regard to the assets to be acquired
for the funds as well as the legal and actual situation within the countries where
they would be located”. The requirement of the trustee’s expertise is supported
by the fact that the BaFin separately verifies the management's qualification in
each individual case for each AIF to be supervised. In this regard particularly the
specific demands as to the expertise on the concerned investment assets and the
respective processes required for the respective asset class are assessed.

The responsible persons acting at the depositary should thus mandatorily have
the relevant expertise in the private equity sector considering the time-consum-
ing and factually intense cooperation with the KVG.

Depositary’s tasks

The depositary/trustee ("depositary” or "trustee”) significantly interferes with in-
dividual activities of a PE fund manager (alternative investment fund manager
or "AIFM*) with the tasks to be performed by it/him or her. The depositary is in-
volved during the entire term of the AIF, from the investors’ entry until the AlF's
liquidation.

For the depositary’s main tasks within the following areas and/or stages of a PE
fund, please see the process chart on page 62.

The particular aspects of the (alternative) depositary for PE funds are covered by
the following core topics:

B Investors’ entry

The trustee has to supervise the investors® entry into the AIF pursuant to the
KAGB. This task includes the check of the certificates of subscription, the letters
of acceptance, the capital calls as well as the tracking of the capital contributions.
To the extent the depositary supervises an AlF in the form of a so-called special
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subscription
(possibly transfer)

Liquidation

+ Check of income distribution « Reconciliation of certificates of
+ Cash flow monitoring subscription
« Check of AIF's procedures regarding
sale and transfer
« Maintenance of a record of
investors

A4

Income distribution

Subscription proceeds

Plausibility checks of proposed
distributions

Reconciliation with shareholders’
resolution

Cash flow monitoring

« Reconciliation with certificates
of subscription and capital calls
« Cash flow monitoring

A h 4

Disposal of investments Acquisition of investments

Check on consistency with AlF’s
investment criteria

Verification of ownership (if appli-
cable by use of external documents)
Maintenance of a record of
investments

Cash flow monitoring

(N

Reconciliation with sales
agreement
Cash flow monitoring

Valuation/record-keeping

- Plausibility checks regarding
the valuation of units of the AIF

- Yearly check of investors and
investment records
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AlF, the depositary’s tasks also include the check of the investor forms and the
relevant evaluation and categorisation of the (semi) professional investors to be
made by the KVG.

W ,Deposit of assets which cannot be held in custody*

(Company) investments usually acquired by PE funds are classified as being so-
called "assets which cannot be held in custody” according the KAGB. The conven-
tional deposit of financial instruments known from the structures under invest-
ment law in connection with depositary banks does thus not apply to PE funds.
Therefore, the depositary’s central task with regard to assets which cannot be
held in custody is to check that the PE fund’s investment policy is complied with,
to subsequently verify the acquisition of ownership as well as to monitor the
current cash flows.

Deposit of funds

The AlF's current accounts are generally managed by the AlF itself or by its AIFM.
The trustee, however, is entitled to inspect the accounts to perform his or her
duties of control. A blocking note may furthermore be entered in the AlF’s cur-
rent accounts (by defining basic threshold values, if applicable) so that significant
transactions may only be carried out by the AIFM with the trustee’s participation.
Publicly offered AlFs even need the depositary’s approval by operation of law for
certain transactions. The free disposability of the AIF's liquid funds by the KVG is
thus materially restricted.

Verification of ownership

Another central duty of control to be performed by a PE fund’s depositary is not
only to monitor the current cash flow but also to verify the effective transfer of
ownership of the assets acquired by the fund; in the case of PE funds this means
direct and/or indirect investments in companies. Hence, the depositary has to
verify the AlF's ownership of the so-called other assets — as opposed to financial
instruments which must be deposited according to the KAGB —and provide a cor-
responding documentation. According to the KAGB, the depositary may generally
rely upon information, deeds, expert opinions and other documents provided by
the KVG. Should these documents not be sufficient to deliver an adequate as-
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sessment of the transfer of ownership, external documents have to be obtained
if necessary by involving a third party in certain circumstances.

With regard to the PE sector, extensive questions of interpretation arise which
have not sufficiently and finally be clarified so far. The assessment of an effective
acquisition of an investment in a foreign target fund of a fund-of-funds, for ex-
ample, cannot be compared with the direct acquisition of an investment in target
companies by a direct fund.

Fund of fund

One should usually be able to adequately prove and document the effective
entry into a domestic or foreign target fund on the basis of the signed subscrip-
tion documents and existing records of investors. A confirmation of the effec-
tive indirect acquisition of an investment in a target company of the target
fund is, in contrast, not part of the trustee’s tasks, particularly as this would
arguably not be realizable in practice also because of the usually too low invest-
ment amount and thus the little influence of the AIF, and as the target fund
itself may be subject to a duty of depositary.

This, however, does not apply if the PE fund exercises substantial influence on
the (direct) target company/target fund. In this case the depositary has to ex-
tend its scope of functions also to the structure controlled by the AIF by apply-
ing the so-called look — through approach if the controlled structure does not
have its own depositary. It is therefore not possible to limit the scope of the
depositary‘s activities by involving a so-called ,blocker company*.

Direct-Fund

The verification of ownership is, however, much more sophisticated if a direct
fund is to be supervised. Due to the direct holding structures, the acquisitions
of the target companies are to be assessed in this regard. As already described,
the depositary has to provide for sufficient certainty that the ownership of the
target company has been acquired by the AIF on the basis of the documentation
(information, deeds, expert opinions and other documents) available to the AIF.
If the provided documents are not satisfactory, the trustee has to obtain further
documents from the KVG. The trustee may also use the works of third party ex-
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perts and engage third party experts respectively after prior agreement with and
for the account of the KVG and/or the AIF.

This requirement is thus essentially based upon the requirements for auditors
pursuant to the auditing standard ,PS 302: Confirmation by third parties, within
the scope of which the trustee may rely, for example, upon certificates or expert
opinions from third parties involved in the transaction (unless he or she has justi-
fied doubts as to the reliability of the involved parties) or subsequently engaged
lawyers and auditors. The trustee may elect this option generally in case of trans-
actions subject to foreign law.

This is where the specific requirements on a depositary for PE funds become ap-
parent. In the end, the depositary implements continuous control procedures
within the scope of ongoing business operations that should ensure the verifica-
tion of the acquisition of ownership and the recoverability and thus the secur-
ing of assets. These tasks are basically similar to an auditor's audit procedures
regarding an investment, but this control occurs almost simultaneously with the
respective transaction or least, very quickly.

In order to be able to make such an assessment — particularly as regards the
KVG — within a reasonable time frame, the persons in charge at the depositary
must have many years of relevant experience in the structures to be supervised
and the individual procedures and processes within a PE fund. Otherwise there is
the risk that the AIF‘s ongoing business operations are slowed down or that —in
the worst case — individual investments are put at risk.

Itis thus very important to define the procedures, responsibilities and duties not
only of the depositary but also of the KVG within the scope of such a new busi-
ness relationship.

Contract of deposit

The KVG is obliged to enter into a written contract of deposit with the depositary.
This contract has to document the organisational procedures as well as the rights
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and duties and contain other explicit provisions with regard to the effective ex-
change of information which enable the trustee to perform his or her duties as
depositary, particularly his or her control functions.

M Significance of the service level agreement

The individual provisions are to be documented in a so-called service level agree-
ment (,SLA") to be attached to the contract of deposit as annex, and they are to
be defined in consideration of the particularities of each asset class. The associa-
tion of banks, for example, has already prepared model contracts of deposit for
AlFs. The relevant procedures and processes must, however, actually be defined
individually within the scope of the respective SLA specific to the asset class.

In this regard the definition of the time frame and the intensity of the deposi-
tary's controls are particularly problematic. The KVG, for example, has only a few
days to adequately substantiate the investment opportunity and to subscribe
the shares or units and pay the purchase price/commitment amount. It has usu-
ally conducted a due diligence review for some time, although the depositary
cannot be involved in each internal review process. For this reason exactly defined
factual processes and time frames are necessary and required in the relationship
between the KVG and the depositary not to put the closing of the transaction
at risk.

Hence, the central question is which information and documents have to be
provided to the depositary in which form and at what stage of the process?

The SLA is thus essential as the future effects of the depositary’s involvement
in the AlF's ongoing business operations are defined and negotiated within its
scope.

B Ex ante or ex post?
In this context it is materially relevant to the KVG with regard to any and all

procedures at what time the depositary takes which controlling measures: ex
ante or ex post.
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The KAGB does not contain any specific requirements, whereas in some areas an
ex-ante control would certainly be recommendable depending on the process to
be able to perform the controlling functions required by the legislator for inves-
tors’ protection. According to the aforementioned draft "Depositary Circular®, the
BaFin itself is of the opinion that the respective control dates must be considered
in a differentiated way depending on the process.

Investors’ entry

Regarding the supervision of the investors’ entry as described above by check-
ing the certificates of subscription, letters of acceptance, capital calls and pay-
ments, as well as the investor forms, if applicable, it is not necessary to involve the
depositary before the investors have been admitted. The depositary‘s task in
this respect is to assess the completeness of the documents and the evaluation
and categorization of the (semi) professional investors to be made by the KVG, if
applicable. The admission of the investors has, however, not to be approved.

Investment criteria

The review of whether the intended investment complies with the AlF's respec-
tive investment criteria should be made in due time prior to the transaction to
avoid any subsequent issues of interpretation. For this purpose the KVG should
involve the depositary as soon as the investment substantiates and provide it
with any material documents required to deliver the relevant assessment.

The SLA shall in this regard mandatorily define the relevant — from the KVG's
point of view — adequate periods to provide the documents and obtain feedback
and approval respectively from the depositary to avoid any delays in the transac-
tion or its failure. In case of different views, defined escalation proceedings apply
other-wise that may end in a report to the BaFin.

Release for payment vs. cash flow monitoring

The current accounts are managed by the KVG as already explained. The deposi-
tary, however, is entitled to reserve the release for payment or to have even en-
tered a blocking note for certain transactions and to agree upon certain thresh-
old values in each case.
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The law does not provide for a full release for payment in the form of an ex-ante
review of each transaction which would not be constructive either. The deposi-
tary by no means performs the tasks of a typical controller of funds who has to
release each individual payment.

The intention behind the cash flow monitoring is to promptly check the liquidity
flows as to their conformity with the underlying contracts and the plausibility
of such payments. Insofar the prior review of the upcoming payments including
their release by the depositary is recommendable only with regard to a few cen-
tralissues.

Particularly the capital calls from the target funds and the purchase prices and/or
rounds of financing regarding the target companies must be satisfied within the
prescribed periods. Any delay in the payments by permanent review and approval
processes to be carried out by the depositary may result in serious consequences
for the relevant investment. In case of doubt the KVG may find itself forced to
violate the provisions of the contract of deposit and to make payment without
release (unless a blocking note has been entered). The depositary would in such a
case, however, be obliged to take the appropriate measures up to a report to the
BaFin depending on the definition of the escalation processes. In this respect it
is imperative that feasible deadlines are set for the application for and release of
payments.

As a result, the ex-ante release can, if at all, be recommended in connection
with the subscription of a new investment in the context of the check of the
investment criteria and the respective first capital contribution. The subsequent
ongoing capital calls of the target funds may, however, be constantly reviewed
promptly ex post. A release is not necessary in such a case. Similarly, it should be
possible to review any further current account activities (such as receipt and pay-
ment of distributions, payment of other invoices of the AIF) subsequently.

Acquisition of ownership

With regard to the verification of ownership, the legislator stipulates that the de-
positary has to verify whether the AIF acquired the ownership of the assets to be
acquired. The intention of the provision and the typical course of an underlying
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transaction make clear that such review can only be made ex post. It is basically
not constructive and cannot be the depositary‘s duty to assess whether the draft
contracts are fit to actually acquire the ownership of the asset to be acquired.

B Completeness or random samples?

The depositary is generally not obliged to fully control any and all business trans-
actions of the AIF. Such full control is only provided for in certain cases such as
—including but not limited to — a check of the investors, a check of the consist-
ency with the investment criteria and the verification of the ownership of the
acquired assets. With regard to the mainly ongoing activities of the KVG, a review
of random samples of the respective transactions is sufficient. Consequently the
SLA should also define the intensity of the individual reviews and controls, in
particular such areas that require a full control, also to avoid later discussions, if
any, regarding the scope of the documents between the KVG and the depositary
required for control.

Conclusion: constructive cooperation by professional experience

In summary it can be said that the depositary is involved in material areas of the
KVG's daily business operations. To avoid any misunderstandings in the interpre-
tation of the rights and duties both of the KVG and the depositary, the individual
processes must be adequately specified and finally defined in the SLA attached to
the relevant contract of deposit.

For this purpose and above all for the smooth implementation during the term of
the AlF, the specific expertise of the persons in charge at the depositary in the rel-
evant asset classes as well as their structures and processes is indispensable and
mandatorily required. Only if such experience exists at the level of the depositary,
will the depositary not only be a ,necessary evil“ but may actually back up the
processes at the KVG substantially also with regard to the internal risk control.
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