PRIVATE INVESTMENTS

Learn How to Invest in Privately-Held Companies
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What is private investing? It may take many forms, but private investing is essentially an investment
in securities in a private company, one that is not publicly traded on exchanges like the NYSE and
NASDAQ. Private investing has been around since the dawn of the industrial age and in some cases,
even earlier. One interesting example of early private investing can be traced back to the 1700’s
involving maritime expeditions. Private investors pooled their money to acquire a ship and partnered
with the captain to transport cargo between U.S. shores and trading outposts.

four peaks capital partners

ORIGINS

(Nicolas Colin, A Brief History of the World (Venture Capital), TheFamily)

Even at this early stage of our country’s economic development, ownership recognized the value of
incentivizing management with equity, a practice which continues to this day with start-ups offering
stock options to attract and retain talent.
With the explosion of the railroad in the 1850’s, private investing took another leap. Investors were
drawn to the rail business because it represented an investment in a tangible asset. If the company
went bust, it was still possible to seize the assets and sell them on the market to partially recoup the
initial investment.
Despite their appeal, these private investments were usually reserved for the business titans of the day,
like J.P. Morgan and Jay Gould. In this era, because private firms were prevented from advertising
their investments, these opportunities were usually only available through word of mouth, only to those
who were “in the know,” and who had considerable resources. This trend continued into the early part
of the 20th century. The Vanderbilts, Whitneys, Rockefellers and Warburgs were notable investors in
private companies during the first half of the century.
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The rise of modern private investing coincided with the rise of technology-based firms following World
War II. Technology firms had little choice but to turn to private capital to fund their ventures. The
problem with technology-focused entrepreneurial ventures was funding: they couldn’t borrow from
banks because their business model was unknown, and they couldn’t raise capital from the public
because, with no proven track record of sales or operations, these firms were difficult to value. With
few options, technology firms turned to private capital. Because they were so risky, technology
ventures were forced to rely on wealthy individuals to fund growth.
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ORIGINS

It was against this backdrop that venture capital firms rose to prominence. The first self-proclaimed
venture capital firm was the American Research & Development Corporation (ARD), founded in 1946
by Harvard Business School professor Georges Doriot. One of ARD’s early investments was $70,000
in equity in Digital Equipment Corporation (DEC), which provided a substantial return on invested
capital after DEC’s initial public offering in 1966. With the tech boom in the 1960’s and 1970’s, private
investment capital turned its sights on Silicon Valley, a center of technology innovation fueled by
research at local universities Stanford and U.C. Berkeley.
But private investing in Silicon Valley in the 1960’s didn’t flourish immediately. Technology companies
were still financed by the military-industrial complex or in the alternative, by other larger, more
established technology companies. Private capital in the form of venture capital (firms) and angel
capital (individuals) finally rose to prominence in Silicon Valley in the 1970’s with the rise of personal
computing. When personal computers reached consumers for the first time with the launch of the
Apple II, venture and angel capital grew tenfold in the ensuing years. With the rise of private capital,
investors expanded their reach beyond technology firms into start-ups in other sectors of the economy,
including real estate, healthcare, and energy.
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In the United States under the Securities Act of 1933, any offer to sell securities must either be
registered with the United States Securities and Exchange Commission (SEC) or meet certain
qualifications for exemption from registration. As a rule, unregistered securities were prohibited
from being advertised under these exemptions. Because firms were prevented from advertising their
unregistered securities, these opportunities were only available to those with not only substantial
means, but who were also well connected. Before 1982, the exemption provisions of the 1933 Act
were cloudy. The passing of Regulation D in 1982 was designed to clarify the exemptions and make
capital markets more accessible to small companies with clearer rules to follow.
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EXCLUSIVITY

Although Regulation D made capital more accessible to small companies, it did not necessarily make
private investment opportunities more accessible to the investing public since Regulation D has limited
most of these opportunities to accredited investors, which, for individuals, generally means people of
substantial income or net worth. But even among investors who meet accreditation standards, many
have found private investing too expensive, exclusive, time-consuming and opaque to participate in.
As was the case in the 1700’s with shipping, the 1800’s with railroads, and the 1960’s and 1970’s with
technology, private investment opportunities were generally reserved for the wealthy. This all changed
with the JOBS Act of 2012.

4

f ourpeakspartners.com

The JOBS Act was a watershed moment in the history of private investments. Passed in 2012 and with
rules finalized on May 16, 2016, the JOBS Act was designed to help small businesses raise capital by
easing certain securities regulations, mainly offerings available to non-accredited investors and rules
on advertising. Before the JOBS Act, the sale of securities in private companies were typically only
accessible to accredited investors. This meant that to invest in, an individual had to have one of the
following:
•
•
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THE JOBS ACT

Annual income of $200,000 a year for the past two years (or a household annual income of
$300,000) with the expectation that it will continue; or
Net worth of $1 million or more (excluding the investor’s primary residence).

According to the SEC, about 10 percent of the population (about 12.4 million households) qualify as
accredited investors, although others contend the number is far lower. This means that the majority of
ordinary citizens were effectively excluded from private investments.
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Here’s how the JOBS Act reversed the long-standing exclusivity of private investments to accredited
investors. Regulation CF (for crowd funding) of Title III of the JOBS Act expanded options for
entrepreneurs to seek out everyday investors to raise capital and grow their companies via established
online crowdfunding platforms. Regulation A+ of Title IV of the JOBS Act allowed private companies
to raise up to $50 Million from the public. True, Regulation A+ required the filing and approval of
specific offering materials through the SEC, but the review process was designed to be streamlined
and remain far less onerous than the registration process. Like an IPO, Reg A+ allows companies to
offer shares to the general public, and not just accredited investors.
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THE JOBS ACT

Overnight, private investment opportunities in diverse industries suddenly became available to the
ordinary investor. The accredited investor restrictions and advertising restrictions that once limited
private investment opportunities to the wealthy and connected were now a thing of the past with the
new crowdfunding provisions. Even for those who were wealthy but weren’t well connected, the JOBS
Act eased the advertising regulations targeted towards accredited investors. For example, in the real
estate sector, a person could Google “real estate private placement opportunities” and immediately
view several private investment opportunities for accredited investors in the results.
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LEADS TO PRIVATE WEALTH
Now that the floodgates are open, an investor has little excuse for not at least considering private
investing. To join the ranks of the wealthy, let’s examine their habits. Consider a recent piece from
Russ Alan Prince for Forbes.com. In his article, Private Investments and Private Wealth, Mr. Prince
contended that
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PRIVATE INVESTMENT

Most big money was created through equity, which means there’s a centuries-old
“
relationship between entrepreneurism, ownership, and wealth. These associations
have evolved with time but still remain largely in place as more private wealth is
created through the formation of start-ups, aided by the buoyancy of the private
capital markets.

”

He went on to detail a research project that surveyed a group of private jet owners with annual
incomes of at least $10 million and net worth of at least ten times that amount. The most startling
statistic was that more than three-quarters of them attributed their wealth to equity in private operating
companies; that is, owning equity in a private company that either produces income or can be sold
to another entity. Amazing, a large majority of these successful business owners derived their wealth
through private investments.
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LEADS TO PRIVATE WEALTH
Private companies take many forms, but often much of the owner’s personal wealth is intertwined
with the private companies in which he or she is invested, for as long as he or she retains an interest.
Accordingly, their wealth is not derived from cash, but rather in the form of equity ownership, through
the potential growth of this ownership interest. “A lot of private wealth is illiquid and concentrated
and, depending on the exact nature of the situation, may also be uninsurable, unhedgeable and
unregulated.” Hannah Shaw Grove, Maximizing Personal Wealth: An Advanced Planning Primer for
Successful Business Owners. In general, business owners and entrepreneurs have a high comfort level
with this form of ownership, risk and illiquidity. It is the willingness to take risks that has paid off in the
long run to establish real, lasting wealth. So, we can learn from the ultra-wealthy that they are willing
to take risks; and one of their favorite forms of risk taking is making private investments in companies in
which they can have a stake in their growth.
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PRIVATE INVESTMENT
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MAKING PRIVATE INVESTMENTS

With the launch of the JOBS Act, investing in private companies and funds has become more
accessible with smaller investment amounts due to helpful regulatory changes and streamlined SEC
processing. The onslaught of investment opportunities resulting from the JOBS Act is unprecedented.
Private investments can be made through a variety of vehicles and a variety of forms.
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CONSIDERATIONS BEFORE

The diversity of investment vehicles includes:
•
•
•
•

private placements
hedge funds
private equity
venture capital

The form of private investments can involve equity (e.g., corporate shares, LLC membership interests),
debt (notes, certificates, bonds) or a hybrid (equity with a preferred equity distribution component).
The types of companies in which you can make private investments can also vary. Private investments
can be in companies that are just starting out, or they can be in established companies seeking capital
to expand their business. They can also involve private funds that may invest in a variety of assets,
including investments in other private companies.
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A company may seek private capital at various stages of the investment lifecycle including:
Seed Stage. For start-ups, seed stage financings are often relatively modest amounts of capital to
finance the early development of a new product or service. Companies in this stage have generally
not established commercial operations yet and have not made any sales. Seed financing may be
earmarked for product development, market research, building a management team, or developing a
business plan.
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STAGES OF INVESTING

Early Stage. For companies that have begun operations but have not yet begun commercial
manufacturing and making sales, early stage financing is geared towards achieving the next level.
Early stage financing includes a couple of subsets of financing, Start-up and First Stage.
Start-up - Start-up financing is aimed towards product development and initial marketing. This type
of financing is usually provided to companies recently organized or to those that have been operating
only briefly and have yet to sell a product in the marketplace. Generally, these companies have
assembled key personnel, prepared a business plan, and made market studies.
First Stage - Most first-stage companies have been in business less than three years and have a
product or service in testing or pilot production. Financing is provided to make the product or service
commercially available.
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Growth Stage. Commercial manufacturing or sales have commenced, but revenue is not yet
significant. Financing at this stage is to increase manufacturing or sales to ramp up revenue.
Late Stage. Capital is provided after commercial manufacturing and sales but before any initial public
offering. The company has usually been in business for more than three years and has demonstrated
significant revenue growth. The two subsets of late stage financing are third stage and mezzanine
financing.
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STAGES OF INVESTING

Third Stage – Capital is to be provided for major expansion such as physical plant expansion, product
improvement and marketing.
Mezzanine (bridge) – Capital offered in this stage finances the last step before going public, and
represents the bridge between the third stage and the IPO
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When evaluating companies for private investment, it is vital to determine what stage they are in in the
business lifecycle. We highly discourage investing at seed or early stage levels unless you are willing to
accept the high failure rate. While you may like the deals on Shark Tank, they have a poor track record
for investing. Venture capital should be left to those willing to have 1 out of 10 investments to pay off,
as evidenced by the following chart.
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WHEN TO INVEST

RIGHT-SKEWED DISTRIBUTION OF U.S VENTURE RETURNS
BY % OF FINANCING
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It is common knowledge that 90% of startups fail. Erin Griff (Sept. 24, 2015), Why startups fail,
according to their founders, Fortune.com. Startups launched on crowdfunding platforms such as
Kickstarter and Indiegogo are no less immune to this failure rate. The list of crowdfunding failures that
fail to even launch after reaching their funding goals is long and growing. Here are just a few recent
examples of some of the biggest crowdfunding failures.
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CROUDFUNDING FAILURES

Elio Motors Scooter. Elio Motors launched a crowdfunding campaign, promoting a new 3-wheeled
electric vehicle that was supposed to hit the markets in 2014 with amazing fuel efficiency. The company
raised $17 million in its first crowdfunding round, including over 65,000 pre-orders for its scooter.
Elio Motors burned through its investment money in only a few short months, primarily on suspicious
expenses most likely in the form of “paychecks.” It is now obvious there will never be an Elio scooter.
The company is currently selling its small amount of manufacturing equipment just to keep the lights
on and is expected to collapse altogether at any time.
iBackPack. An Indiegogo investment, iBackPack looked like a sexy pick. It had diagrams, happy videos
with lots of millennials, and a cool concept: an urban backpack that could store, charge and help
provide hotspots for iPhones on the go, with plenty of room to spare. It raised more than $720,000
in 2015 alone, plus more from Kickstarter. Then iBackPack vanished. All communication ceased, and
updates stopped completely.
CST-01. Central Standard Timing raised more than $1 million in pledges from 7,658 backers on
Kickstarter for what it deemed “the world’s thinnest watch.” The CST-01 was funded in 2013, but the
company was plagued by delay after delay as it struggled to find the sort of technology it needed to
actually create the watch. The company filed for bankruptcy in 2015.

13

f ourpeakspartners.com

MUST HAVE VALUE

People investing in startups are hoping for that next home run, the next Facebook or Google. But,
as explained, that investment strategy is risky and speculative. Instead of rolling the dice on early
stage, untested companies, our investment philosophy is that an investment should have intrinsic,
fundamental value not tied to the price of the security or the future price of a security based solely on
speculation and sex appeal. Does the investment provide any returns apart from the potential rise in
price of the security offered in the investment? A real estate investment can only have intrinsic value
if the underlying asset is productive and provides returns from the operation of the real estate asset.
In other words, the projected returns are not entirely tied to the price of the security. A real estate
investment cannot have intrinsic value in the company’s early stages. The company must have a track
record to demonstrate intrinsic value. If you hear a promoter touting a real estate investment as the
next Uber or Snapchat of the investment world, RUN! Invest for value, not for pipe dreams.
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AN INVESTMENT
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PRIVATE INVESTMENTS
Finding private investment deals has never been easier. The JOBS Act has made it easier for investors
and issuers to find each other. Finding deals now may just be a matter of getting online, but let’s not
underestimate the power of good old-fashioned networking.
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HOW TO FIND

The best opportunities are found through referrals, private companies that excel in their asset class.
Look for companies with owners with a track record of success and are looking to invest in classes and
markets you’re familiar with. If the company is investing in classes and markets you’re not familiar with,
make sure market data is readily accessible for those classes and markets.
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ANALYZE DATA
Finding the right deal for you all comes down to your personal preferences and risk tolerance.
Everybody has their own investment goals. Analyzing a private investment comes down to how it fits
into your investment objectives. An investment inconsistent with your personal risk tolerance or time
horizon will be a poor choice for you, regardless of the strength of the sponsor.
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HOW TO

Before investing in private placements, understand that private equity and debt securities are not
bought and sold on the stock market; they are less liquid and inherently riskier. So, the first rule of
thumb is this: You shouldn’t invest unless you’re willing to tie up the money for at least a few years and
understand the risks.
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AND CHOOSING AND INVESTMENT
Although it’s impossible to determine every single risk of a potential investment, there are some
important steps you can take mitigate risk. One of these steps is to gather as much information as
you can about the potential investment. In real estate, besides finding out as much as possible about
the location of the real estate investment, the potential purchasers or tenants, the soundness of the
underlying financials, and gathering all available documentation, the principal factor is the competency
of the investment sponsors. Research the principals; find out as much you can about the owners and
managers of the opportunity. Here are some important questions to ask.
•
•
•
•
•
•
•
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STEPS TO MIGITATING RISK

What is the track record of the owners and managers?
Are they credible? How do you know?
Do they have the necessary sophistication?
Do they have skin in the game?
What is the agreement between the investors and the owners and managers?
How do they make money?
Are they currently producing a profit?
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AND CHOOSING AND INVESTMENT
Finally, don’t lose sight of the fundamentals of the underlying investment. Make sure to analyze the
real estate aspects of any particular investment. Ensure that you are comfortable with the underlying
property and deal terms. Generally, private Investments are illiquid; you should not commit yourself to
a project expected to tie up your funds for longer than you are willing to part with them.
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STEPS TO MIGITATING RISK

Finally, the deal should have an exit strategy. Find out what the exit strategy of the company or
investment.
What is the plan to dispose of the asset after a certain period? Is there a fallback plan in case the
market, tenancy or some other factor changes during the holding period?
If you are interested in learning how to choose a private investment or upcoming private investment
opportunities that may be a good fit for you, contact Four Peaks Capital Partners at 844.209.3153 or
team@fourpeakspartners.com.
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