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A new year brings new challenges.
Several new and expanded regulations
set for 2014 will directly and indirectly
impact the private equity industry in
several areas, such as market
economy, litigation, regulation, and
technology. CapLinked discussed with
Foley and Thomson Reuters Risk the
outlook on the new types of risks facing
private equity funds in 2014.

Market Economy

SIDELINED CAPITAL AND POOR DEAL FLOW
It is estimated 2013 ended with nearly $1.074 trillion
in liquid, uncommitted capital for private equity funds,
known as “dry powder.” There are a number of
contributing factors as to why there is so much
untapped capital.

The first is related to bank financing. For companies in
the middle market, which means their private equity
funds are doing deals in the $50 million – $1 billion

range, it is not easy to get bank financing. The leverage
needed in order to produce the returns that private
equity investors expect, where you can put in your own
equity and purchase a company and leverage that
equity with bank financing, is not there. Without that,
getting deals done is very difficult.

Second, there is a slowdown in the market. People are
not putting their companies on the market for private
equity players to buy them. There has been a slow
increase during the past three to four months;
however, the market has not rebounded from the crash
in 2008 – 2009. The lack of supply stems from sellers’
reluctance to put their companies on the market
without the assurance of good returns. Couple this with
a lack of demand — even though there is all of this
money sitting on the sidelines — and the buyers, the
private equity funds, are not able to get a deal done
due to the absence of adequate leverage to deliver the
returns they want from their equity.

Compounding these challenges is the ability of private
equity firms to fundraise. The top quartile, high-
performance private equity firms continue to have good
through-put. The bottom quartile has disappeared, and
investors are much less willing to try their hand at new,
first-stage funds, which has changed the market
landscape. There have been a number of small funds
organized by individuals who are leaving large funds, or
who are leaving the bottom or middle quartile funds
because they are not able to get their next round of
financing. However, there is a big gap between funds
that are able to raise money quickly and those funds
working really, really hard to get even their minimum
subscription filled. Those funds continue to have a
tough time because their returns do not meet investor
expectations.

Top Risks to Private Equity in
2014
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PUBLIC MARKET
Another area of vast change for the market is that
private equity firms are not the only option for buyers —
money is available from a variety of sources. The good
news is that a number of private equity funds have
been able to take their portfolio companies public —
portfolio companies acquired years ago and that were
looking to exit. This produces the kind of actual returns
they can promote when going after their next investors.
The bad news, from the standpoint of private equity
firms, is that the reality of a public market exists only
for companies in the sub-billion dollar range. The
notion for companies in this range is that if they hold
out from selling to a private equity fund and show
another year of high growth, they can go out to the
public market for a much higher exit, closer to 15 – 20
times EBIT evaluation.

A popular alternative is the IPO market, which is
heating up. It is important to note that this not always a
realistic option, as few companies have an idea of what
it is actually like to go through an IPO and then be
public in these turbulent times from a regulatory
standpoint. The responsibility has fallen to private
equity firms to communicate more with the public and
provide greater insight into their funds as a way of
building trust and a rapport with company owners.

Crowd-funding also has grown in popularity, whether it
is more formal through friends and family/angel
venture capital funds, or mini-crowds of people who
have come together through social media sources.
These fundraising alternatives do not offer long-term
stability, as they can be fraught with opportunities for

litigation relating to improper disclosures, SEC
violations, conflicts of interests, and so forth.

FOREIGN PRIVATE EQUITY
A growing opportunity for sellers looking for buyers
comes from the increase in foreign private equity firms
looking for M&A opportunities in the United States. To
be attractive in this market, the seller:

Right now, real estate is a very solid, stable asset for
foreign buyers. From their perspective, they may see it
as something that would be attractive and stable in
their own home country, which may not have the same
appeal to an American private equity fund.

Litigation

CLAIMS ISSUES
Market conditions are directly related to key risks
facing the industry. There is a proclivity within a
number of private equity funds to price deals
aggressively with a seemingly hidden agenda of going
after the sellers once the deal is done. A growing trend
includes making a claim for breach of warranties and
representations in order to take back some of the
purchase price. This negatively impacts the entire
private equity market, because it involves sellers who
work in the same industry, who go to the same
conferences, and who tell stories about how they sold
their businesses and were very happy about the
outcome. Suddenly, before the deadline to making
claims, sellers receive a huge lawsuit or claim, which
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can result in years of lawyer fees and concerns about
having to pay back some of their money.

CONFLICT OF INTEREST
Another trend in litigation has to do with various
conflicts of interest and issues between investors in a
company and the minority shareholders. We do not
recommend that an owner roll over equity into the new
company so the owner continues to have some skin in
the game.

An example of how this type of situation can go south is
when there is a 20 percent shareholder running or
deeply involved in the company, who sees the key
investors, leveraging up the company, pulling out a ton
of cash, resulting in the company being over-leveraged.
They are not able to expand, missing business
opportunities, and everybody sours on the deal. A bad
situation is made worse when litigation arises, claiming
that the principal shareholders are in breach of their
fiduciary duty to the minority shareholder.

Other types of conflicts of interest include:

» Private equity firms that have a representative sitting
on the company’s board

» Private equity firms that have created additional fund
numbers to put money into the same company when
it needs money from their next fund

» Private equity firms are public themselves and they
have public companies, or they buy a company that
may be public or they bring it to market

Regulation

GENERAL SOLICITATION RULES
Changes to the general solicitation rules are complex
and it remains to be seen how this will impact risk
tolerance. For example, it enables a private equity fund
that is raising money to go out to the market and solicit
interest from people without limiting the number and
type of people they approach. Previously, private equity
funds would have to limit the number of people they
approach as potential investors, and they have to be
pre-qualified or have some prior connection. Now a
fund can theoretically put a general advertisement in
The Wall Street Journal. Private equity funds still have
to qualify investors, but, in terms of soliciting, there is
much more freedom. This also is true for companies
that are looking for money in addition to going to
private equity funds — crowd-funding is essentially a
version of general solicitation now allowed by the SEC.

VOLCKER RULE
The Volcker Rule is a very complex component of the
Dodd-Frank Wall Street Reform and Consumer
Protection Act, designed to address some of the
systemic issues that brought about the financial crisis.
It is effectively puts an end to the types of risky trading
activity, proprietary trading, and the like, that chartered
banks engaged in when the Glass-Steagall Act was
eliminated. The Volcker Rule has put a series of
restrictions and compliance regimes in place to guard
against those types of high-risk activity.

Private equity firms are the real winners under this rule,
because they may reclaim some of the terrain that they
ceded to the large banks. This allows private equity
firms, who are already in this space, to have fewer
bank competitors and less of the available capital held
by banks.
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One of the key takeaways from the Volcker Rule for
mid-cap private equity firms is the need for detailed
documentation and rigorous compliance programs. The
industry should be prepared for enhanced scrutiny by
the regulators, in particular in the areas of antitrust
and competition issues.

REGISTRATION REQUIREMENT
Another new development from Dodd-Frank stems
from the requirement now for funds to register under
the Investment Advisors Act of 1940. People who are
managing funds with more than $150 million in assets
— taking into account multiple funds and occasionally
having to combine the assets based on different funds
— have to register as investment advisors. The SEC has
announced the creation of a presence exam, which will
focus on these newly registered firms, and that they will
be reviewing the following:

» Marketing materials

» Portfolio management execution and authorization

» Conflict of interest rules

» How investments are handled within that particular
portfolio company between different generations of
funds

» Safety of client assets

» Valuation

We predict that private equity funds that fall within
these requirements will likely be scrutinized by the SEC

within the next two years, and that many of those funds
will likely receive a deficiency letter as a result.

Technology
Software and cloud-based services are essential to
mitigating risk. We recommend adhering to the
requirements that public corporations face and make
them a part of standard operating procedure. This
includes:

» Avoiding document surprises.

» Implementing policies, procedures, and a code of
conduct relating to email and instant messaging.

Not having secure systems in place for email,
especially with all of the sensitive information it can
contain, is too large of a risk to ignore. It is crucial for
private equity firms to analyze how they communicate,
handle information, and manage workflow. At the end
of the day, a deal is a deal, whether it is for a company
with $10 million in revenue, $100 million, or $1 billion
— the risk and due diligence are the same.

Private equity firms should position their investment in
technology as part of the compliance process and
understand that it can be subject to public scrutiny. In
dealing with masses of data, any issue uncovered by
the SEC could have serious repercussions. Having
processes and procedures in place that are based on
logic and compliance, but are driven by technology, is
very important and will be critical in dealing with this
issue.
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About CapLinked
CapLinked is a secure collaboration and workflow
solution for managing complex deals and projects. Our
platform lets enterprises streamline coordination with
outside parties while keeping information safe.
CapLinked combines an intuitive and modern interface
with enterprise-grade reliability and security. And our
transparent pricing, quick setup, and exceptional
support make using CapLinked easy from start to
finish.

Learn more about how CapLinked can help you
manage your next deal or project. Contact Luke
Cherrington at 410.924.2182 or luke@caplinked.com.

About Foley
Foley & Lardner LLP provides award-winning business
and legal insight to clients across the country and
around the world. Our exceptional client service, value,
and innovative technology are continually recognized
by our clients and the legal industry. Foley has been
recognized in a survey of Fortune 1000 corporate
counsel as an elite BTI Client Service 30 for 11 years —
one of only seven law firms to hold this distinction for
more than 10 years (2014 BTI Client Service A-Team
survey, The BTI Consulting Group, Wellesley, MA). In
addition, Foley received 26 national first-tier rankings
on the 2014 U.S. News – Best Lawyers® “Best Law
Firms” list and was named to the InformationWeek 500
list for seven of the past eight years for technological
innovation that enhances business value. At Foley, we
strive to create legal strategies that help you meet your

needs today — and anticipate your challenges
tomorrow.

Learn more about how Foley can help you prepare for
and address private equity fund challenges. Contact
Gabor Garai, Boston Partner and Private Equity &
Venture Capital Practice Chair, at 617.342.4002 or
ggarai@foley.com.


