Elements of Private Equity Investments


The continuing economic boom has spawned hundreds of new businesses throughout our region.  Of course, the lifeblood of every business is capital, and new businesses are always looking for new sources of capital.  As a result, many of these businesses turn to venture capitalists or other private equity investors.  It is important for both business owners and investors in these businesses to understand the legal and practical implications of such investments.


Generally, if a company offers its securities to the public for sale, the offering will require registration under the Securities Act of 1933 (the “Securities Act”) and the delivery of a prospectus, which contains a narrative about the company, to investors. The primary goal of these requirements is to ensure that current information relating to the company is available to prospective investors.  For a number of reasons, an initial public offering is not appropriate for early stage companies, not the least of which are the initial and ongoing costs.  It may therefore be desirable for the new business to raise money by selling its securities privately through an offering that is exempt from registration under the Securities Act.


These private sales of securities can range from selling securities or “founder’s stock” to friends and family, to an investment by venture capitalists, to an offering to large institutions.  In each of these transactions, companies rely on the  “private placement” exemption contained in Section 4(2) of the Securities Act.  This section exempts from the registration requirements transactions by an issuer company that do not involve any public offering.  Section 4(2) was designed as an exemption for sophisticated or knowledgeable investors who can ostensibly fend for themselves.  In addition, the SEC has adopted specific rules under Section 4(2) that provide more certainty in structuring private placements, most notably Regulation D and Rule 144A.



Because early stage companies have yet to garner the track record necessary to support the issuance of debt securities, they generally issue equity securities, such as common stock, preferred stock, and convertible preferred stock.  Preferred stock usually has the same attributes of common stock with the addition of a preference in the event of the liquidation (bankruptcy) of the company. The liquidation preference allows the holder to receive a fixed dollar amount (usually the purchase price of the stock) before any assets are distributed to the common stockholders in the event of a liquidation of the company.  Typically venture capitalists will receive preferred stock, which can include a number of other negotiated rights.  For example: antidilution rights, special voting rights, conversion rights, registration rights and rights of first refusal and co-sale.

 Antidilution (or preemptive) rights protect the holder of preferred stock against stock splits and stock dividends by allowing the holder to maintain his/her percentage ownership.  Special voting rights of preferred stock may include the right to more votes per share than the common stock and/or the right to elect a certain number of directors to the Board of Directors of the company.  In addition, the class of preferred stock may have the right to approve certain significant corporate events, such as mergers, acquisitions or the incurrence of material amounts of debt. Conversion rights give the holder of preferred stock the right to convert his/her shares to common stock at his/her option or automatically upon the occurrence of certain events, such as an initial public offering of the company’s securities.


Venture investors who may receive preferred or common stock usually require that the company grant them registration rights—either “demand” or “piggyback” rights.  Demand registration rights give the holders the right to demand that the company register their shares in a public offering.  “Piggy‑back” registration rights give the holders the right to be included in a registration of the company’s shares initiated by the company. In addition, investors may require agreements with founders for rights of first refusal and co‑sale.  Rights of first refusal give investors the right to buy founder’s stock before it is offered to other investors.  Co‑sale agreements give the investors the right to participate proportionately in any sale of founder’s stock to third parties.


Venture investors may also seek certain covenants from the company regarding the management of the company.  These covenants typically require the company to provide ongoing financial information to the investors and may prevent the company from taking certain action without the investors’ consent, such as significant capital expenditures, incurrence of debt and the sale of certain assets.

The private placement arena has evolved to provide substantial flexibility to early stage companies in obtaining financing.  The possible variations in contractual rights granted to equity holders are virtually unlimited.  Issuers and investors alike should be sure to consult with experienced counsel when confronting these transactions to ensure the appropriate level of control and security for the respective positions.
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