Is the Private Equity Industry Ready

for the Small Investor?

By Isadora Lee

ITH HALF OF ALL AMERICANS currently investing
in equities,! and over 91 million Americans
investing in mutual funds,2 one may well ask
whether it is just a matter of time before the
“small investor” will get a chance to engage in private equity
investment. In a private equity transaction, a private fund usu-
ally raises capital from a limited number of sophisticated
investors in a private placement and divides the profits that the
fund generates among the fund managers and capital providers
on a pre-negotiated basis. Since the 1940s, private equity invest-
ment primarily has been the domain of wealthy families and
institutional investors. Despite the public’s interest in greater
investment returns, the private equity industry has rarely, if ever,
seen the small investor as a potential source of capital to be
tapped for start-ups, leveraged buyouts, and turn-around
investments. The current collage of securities laws, combined
with the Securities and Exchange Commission’s (SEC) height-
ened scrutiny of the hedge fund and mutual fund industries
makes it unlikely that the SEC will permit the small investor to
invest directly in private equity or venture capital anytime soon.
A number of considerations may help to evaluate whether
enhancing the role of the small investor in the private equity
sector is feasible.

I. The Current Regulatory Regime

TO THE MANAGERS OF PRIVATE EQUITY FUNDS, the “small
investor” does not have the qualifications of pension funds, pri-
vate and public employee benefit plans, insurance companies,
university endowments, and very wealthy individuals; namely,
the small investor is not “accredited,” “qualified,” or “sophisti-
cated.” For the SEC’s regulatory purposes, the “small investor”
is likely to be the unsophisticated investor without sufficient
capital and market experience to evaluate properly and assume
the risks associated with private equity.

More than half a century of interactions among securities
laws, investors, and fund managers has shown the difficulty of
harmonizing the goals of all those involved in the private equi-
ty sector. From a regulatory perspective, the SEC’s goal is to
protect individual and institutional investors and the integrity
of the markets through mandatory disclosure of important
information.4 From the private equity investor’s perspective, the
goal is to achieve high investment returns that are commensu-

rate with the significant risk of investing in an unproven com-
pany. Within this context, private equity managers have struc-
tured their partnerships to avoid the SEC’s regulatory hurdles
by limiting the investment in their funds to sophisticated insti-
tutional investors and wealthy individuals deemed not to need
all of the protections of SEC mandatory disclosures.>

Because private equity managers issue partnership or
shareholder interests in the fund to raise investment capital, and
normally invest in private portfolio companies, they must com-
ply with the 1933 Securities Act (the “1933 Act”) and the 1934
Securities Exchange Act.6 Private equity funds usually rely on
statutory exemptions such as § 4(2) and Regulation D, under
the 1933 Act, to avoid the costs and delays imposed by regis-
tration procedures and public disclosure requirements.”

Most private equity funds rely on Regulation D’s Rule 506
exemption, which restricts each offering to an unlimited num-
ber of “accredited investors,” and only 35 non-accredited
investors who must be sophisticated or use a sophisticated pur-
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chaser representative.8 An “accredited investor” must have an
individual or joint spousal net worth of more than $1 million,
or have more than $200,000 in annual income in each of the
two most recent years, or joint income with a spouse in excess
of $300,000.° The small investor is unlikely to meet the
“accredited investor” requirement. Thus, he is precluded from
directly investing in private equity.

Private equity funds also fall under the purview of the
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Investment Company Act of 1940 (the “1940 Act”), which
requires the registration of an investment company.!® Private
equity firms frequently use the § 3(c)(1) exemption in the 1940
Act.! The § 3(c)(1) exemption essentially compels the funds to
structure themselves as limited partnerships with fewer than
100 investors, which ultimately promotes the access of the
wealthiest investors to venture investing.12

Private equity firms also rely on exemptions for investment
funds that provide financial or managerial assistance to busi-
nesses as long as relevant conditions are met. “All the investors
must be accredited investors as defined in § 2(a)(15) of the
Securities Act of 1933.”13 The same is true for investment com-

panies whose securities are owned by “gualified purchasers” and

are not publicly offered.1 Under the latter exemption,!> for an
individual to be a “qualified purchaser,” he must own at least $5
million in investments.!6 Thus, within this regulatory scheme,
the typical private equity fund will err conservatively by exclud-
ing the small investor who does not meet the definitions of
“accredited” or “qualified” in order to maintain the exemptions
from the 1933 and 1940 Acts, and thereby minimize the costs
associated with compliance.

Il. Why Exclude the Small Investor?

THE SMALL INVESTOR'S GENERAL LACK of both investment
expertise and significant capital reserves compels most private
equity professionals run the other way. The common percep-

tion is that the small investor is not prepared for the illiquidity
of private equity investments, the 10 to 13 year investment
horizons, the absence of dividends, the potentially high degree
of leveraging, and the probability of great returns and devastat-
ing losses.)7 Moreover, the typical small investor who is familiar
with stocks and bonds may not be ready for investment vehicles
for which daily performance updates and stock prices are
impractical or nonexistent. The waiting period between the
acquisition and the investment’s liquidation may be too
unpleasant and unpredictable for the small investor to bear for
more than a few years.18

Given the existing regulatory framework and the assump-
tions regarding the small investor’s lack of sophistication and
disposable capital, his inclusion would hinder the efficient oper-
ation of private equity funds. Alternatively, by inducing private
equity managers to eschew the small investor, the current regu-
latory regime creates a vicious cycle that has deprived the small
investor of the investment experience necessary to understand
the mechanisms of private equity.

Suppose a private equity firm relying on a Regulation D
exemption were to include the small investor in the investment
of a portfolio company. The small investor would lack not only
the capital, but also the experience and knowledge, to negotiate
adequately favorable terms for himself as a limited partner, or
engage in due diligence and undertake a contractual liability
scheme that would counteract any tendency on the part of the
issuer to ignore the mandatory disclosure provisions of the secu-
rities laws.!9

More significantly, the small investor is unlikely to be able
to properly assess a start-up’s real potential and associated risks.
He may not comprehend how much time, money, and expert-
ise it will take to achieve optimal liquidity. If disappointed, he
may take legal action against the company, other investors, or
even the company’s managing partners. As a consequence, the
private equity professionals may find his inexperience and
threats to sue inconveniently burdensome in subsequent financ-
ing rounds. The potential for liability cuts into the efficient
operation of the private equity firm.20

The inclusion of the small investor upsets the scheme to
which private equity managers are accustomed. In this scheme,
the investors are assumed to be sophisticated enough to negoti-
ate favorable terms and conditions in the partnership agree-
ment, and then sit back during the unsightly “in-between” peri-
ods of the investment. Furthermore, given the 100-investor
limit that is necessary for the fund to maintain the § 3(c)(1)
exemption from the 1940 Act, from costly and time-consum-
ing registration requirements, seasoned institutional investors
who contribute most of the funding for such investments typi-
cally do not want “individual co-investors other than very
wealthy families”! who are deemed “accredited” and “qualified”
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investors. To the extent that the SEC maintains its stance that
non-accredited investors need the protections of the securities
laws, and to the extent that the private equity community
equates the small investor with a lack of disposable investment
capital and sophistication, the small investor will be an imped-
iment to the smooth running private equity machine.

l1l. Would Private Equity Professionals Want The
Small Investor’s Money?

IN ONE CAMP, THE CYNICS HOLD FAST to the notion that even if
the small investor were a wealthy individual, unless he is a “well-
connected multimillionaire,” no recognized venture capital
fund will solicit his investment.22 The small investor’s relative
inexperience and risk-aversion, compared to the traditional pri-
vate equity investors, disqualify him from consideration.

As in the early years of venture financing, general partners
would have to play a “missionary role” of handholding the small
investor and explaining the desirability of enduring great risks
for high returns.23 What was once an unfamiliar concept to
wealthy investors and institutions in the 1940s, now becomes a
lesson for the small investor: “[W1hy it [is] desirable to purchase
an existing business, often in a low-growth, mundane industry,
that immediately [will] become heavily indebted to pay for its
own acquisition—and that then [will], amazingly, use its own
cash flow to unencumber itself from that debt.”24 The small
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investor will have to be instructed on the limited partnership
structure, but his unfamiliarity with the industry puts him at a
disadvantage in the process of negotiating the terms and condi-
tions of limited partnership agreements.2> Without the experi-
ence and knowledge of private equity investing, comparable to
that of institutional and wealthy individual investors, the small
investor is likely to be less effective than experienced investors
when campaigning to revise partnership terms and conditions
to eliminate provisions that are undesirable.26

There are other practical factors that explain why private
equity professionals might not want the small investor’s money.
One problem is oversubscription, when there is too much
money chasing a finite number of deals, which exists even with-
in the context of sophisticated investors. Oversubscription may

become more apparent with the inclusion of the small investor.
General partners may have trouble finding profitable places to
invest, especially if the goal is to specialize efficiently.?” This will
depress the fund’s internal rate of return, which means lower
profits for the investors.

A second problem involves raising multiple funds.
Marketing efforts directed to qualified investors already con-
sume precious time and money. Imagine how the even greater
costs incurred in wooing the small investor in addition to the
seasoned investors might ultimately outweigh any perceived
benefits. To attract the small investor, general partners may have
to devote more time and capital upfront to account for addi-
tional disclosure requirements and marketing efforts, which will
distract from managing the existing fund.28 Additionally, both

the more experienced limited partners and the general partners

recognize that such fund-raising distractions compromise the
general partners’ main task of earning investment returns.??

In the other camp, the optimists (or opportunists) see the
benefits of allowing the small investor to participate in the pri-
vate equity sector, by employing some of the strategies current-
ly used by private equity experts to share a portion of the poten-
tial returns with average investors.3 Recognizing that the small
investor currently has limited opportunities to gain exposure to
venture investments, some financiers have devised ways to
include individuals who are typically excluded from the private
equity market.3! The result has been the creation of special
investment vehicles that merge aspects of private equity with
public funds.

The former CEO for the University of North Carolina’s
endowment created the Endowment Fund,32 which resembles a
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“fund of funds” that diversifies by providing “all-in-one market
exposure.”3 The difference between this investment vehicle and
the typical private equity fund lies in its inclusion of private
equity assets.3 Despite its goal to include the small investor, the
Endowment Fund is still limited to investors who must con-
tribute a $100,000 minimum. Such individuals are wealthy, but
lack the requisite clout to participate in institutional-class
investment opportunities or topflight financial management.3>

Although not quite “private equity” in the purest sense, the
public fund hints at a willingness, within a segment of the pri-
vate equity industry, to include the small investor. Some private
equity firms such as Kohlberg Kravis Roberts & Co. and The
Blackstone Group have launched public funds.3¢ Proponents
see them as vehicles to take advantage of the middle-market
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opportunity when big deals are scarce.3” The public funds offer
managers a chance to escape the frustrating, “crowded condi-
tions in the core business of putting large sums” into leveraged
buyouts and the “wearying cycles” of private funds.3

Skeptics, however, refer to the popularity of public funds
as an opportunistic phase of another investment bubble that
brings larger returns to the managers than to the investors.?
Admittedly, the high yields for the small investor come at no
small cost.40 Investors in the public funds must pay a minimum
of 2% in management fees and a 20% incentive fee on divi-
dends and interest, in addition to 20% of net capital gains;
investors in the initial offer must hand over at least 7% in
underwriting fees.4! The downside for the small investor in this
scene is that although the sponsors of these public funds may
benefit almost as much as they would in a typical private equi-
ty setting, the shareholders may not.42

The idea of including the small investor is not something
new. Yet, the private equity industry as a whole is not yet ready
or willing to tap directly into that growing source.43 The pooled
investment vehicle, however, appears to be the latest compro-
mise that allows the private equity industry to include “mom-

and-pop investors,” without raising regulatory red flags.44

Despite the small investor’s desire for significant returns,
the legal and practical®s hurdles for the lawyers and private equi-
ty fund organizers are still an overriding concern.4 While the
more progressive players have given serious thought to devising
means of drawing other sources of capital,?’ the prevailing sense
is that the small investor is still not equipped with the capital
reserves, expertise, or patience to deal with the steep fees, illig-
uidity, and high risks associated with private equity invest-
ments.48 Furthermore, even the small investor with sufficient
capital, may still not meet the needs of the entrepreneurs who
seek the financial expertise that has traditionally come with pri-
vate equity and venture capital.#

IV. Should the SEC Change its Rules on
Qualified Investors?

THE INTERPLAY BETWEEN THE SECURITIES laws and the investing
community over the years reflects the need to strike a delicate

balance between addressing the policy concerns of investor pro-
tection and promoting efficient capital formation and econom-
ic progress.®® The private equity sector’s exclusion of the small
investor is based on the assumption that he is intolerant of risk
and lacks both the necessary capital and sophistication. Howev-
er, to the extent that the small investor has the money to invest
and adequate information to make an informed decision, it
may make sense to modify the current rules on qualified
investors in private equity to give the small investor a chance.
One way of changing the current rules would be to lower
the “accredited” and “qualified” investor criteria, so that more
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investors, who currently cannot meet the $200,000 per annum
income and $5 million investment thresholds required by
Regulation D’s Rule 506 exemption, may qualify for venture
capital investment opportunities.5! In order to offset the risks of
fund insolvency and misaligned interests of general partners,
there would need to be certain income and investment thresh-
olds for the managers and directors of venture funds.52

In modifying the current rules to include the small
investor, it is necessary to re-evaluate the Depression-era
assumptions underlying the current scheme of securities regula-
tion. As long as the small investor receives sufficient informa-
tion upon which to evaluate the risks, there will be fewer rea-
sons to exclude him, especially when he already has the freedom
to invest his money in day-trade options, stocks on margin, and
futures on commodities, which are just as, if not more, risky
and volatile as private equity.53 Some commentators even sug-
gest that the concerns over allowing the small investor access to
venture investing despite the high risks and his relative lack of
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sophistication, are understandable but overblown, especially
since venture-backed stocks have outperformed the major
indices and shown less volatility.54

Nevertheless, an important caveat must be made to ensure
that the modified rules still require the “small investor” to have a
degree of investment sophistication. Although the small investor
may have the money to invest, he still needs to understand what
he is getting into. In order for the private equity machine to
function efficiently, the investors need to possess the “ability to
evaluate and assume risk.”s> But this is a challenging expectation
of investor sophistication that few experts are willing to bank on.

V. Should the SEC Then Offer More Protections
to the Small Investor?

THE SEC MUST BE CAUTIOUS not to over-regulate, and thereby
short-circuit market efficiencies. Arguably, the existing frame-
work of securities regulation already offers sufficient protections

to the small investor by indirectly excluding him from the pri-
vate equity industry. The federal securities laws protect investors
against fraud and market manipulation.’® The SEC also pro-
tects the small investor in the stock market by creating restric-
tions, such as the term “accredited investor.” As long as the
small investor fails to meet the income and investment require-
ments set forth by the “accredited” and “qualified” investor
tests, he is excluded from private equity opportunities. The
“accredited investor” test has been a point of contention among
those who question its adequacy as a “proxy” to meet the “non-
public” exemption requirements.” Neither the term “accredit-
ed,” nor the term “qualified,” says anything about investor
sophistication. Despite this vague treatment of “sophistication,”
the SEC rules and regulatory exemptions have dictated the way
private equity organizers have structured their funds to include
only the wealthiest of individuals and institutions.

Regulation provides a greater benefit to the investor in the
public market “where the connection between the business and
the investor is more remote and the balance of power in corpo-
rate governance moves from the investor to the hands of the
management.”8 It provides less of a benefit, however, in the pri-
vate equity sphere where the parties are closer and have the
means to negotiate terms.

Various commentators seem to agree that if there is to be
more regulation, it ought to be simple and focused on measures
that efficiently protect investors who cannot otherwise fend for
themselves.® Regulation in the form of complicated and
ambiguous doctrines and tests increases transaction costs and
decreases market efficiency.0 If the SEC finds that it must regu-
late the private equity industry more to protect the small
investor, one approach should be to educate and inform the
investing public about fraudulent market schemes and price
manipulations.®! Moreover, the SEC’s approach here should be
to target fraud against the small investor in the arena of private
equity investments, instead of implementing broad and ambigu-
ous rules that create costs that outweigh any perceived benefits.52

VI. Conclusion

THE REALITY OF THE PRIVATE EQUITY INDUSTRY, whose efficien-
cy depends largely on the unhampered transactions between
managers and sophisticated investors, is a financial hierarchy.
One columnist humorously observed the class structure of the
financial markets, describing it as one based on the prestige and
likelihood of high returns and organized in the following order
(from highest investment class to lowest): (1) private equity; (2)
hedge funds; (3) high net-worth brokers/private banking; (4)
ordinary brokers/mutual funds; and (5) bank deposits/mat-
tresses.® This cynically suggests that the regulatory scheme,
despite Congress’s intent, has not succeeded in creating a level
playing field for all investors. Indeed, it actually disguises the
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inequity between the “ordinarily prosperous Americans” who
typically invest in the more heavily regulated sectors like mutu-
al funds, and the “very rich or very shrewd Americans,” who
invest in the more lightly regulated sectors, such as hedge
funds.64 Paradoxically, more regulation brings about further
“financial class” stratification.

The move towards making private equity and venture cap-
ital more accessible to the small investor is a promising, but elu-
sive, concept. If the small investor has enough money to invest,
and is informed of and prepared to assume the risks, the reasons
for excluding him seem less compelling. But, the costs of man-
dating disclosures to keep the small investor fully informed make
it doubtful that private equity managers will readily welcome
him. Most private equity managers assume that the small
investor is not, nor ever will be, ready to stomach such high risks
for high returns. Undil the public is properly educated about
financial instruments, the risks, and mechanisms of private equi-
ty, the financial class structure of the market will remain intact.

Part of the success of private equity rests on its “behind-
the-scenes” and exclusive characteristics, which may not mix
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