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Structuring transactions in this
economy: raising private equity

he United States and glob-
I al financial markets have
suffered  unprecedented
upheaval, including the implosion
of storied global investment banks,
the expenditure of hundreds of bil-
lions in federal government bailouts,
a seemingly unending stccession
of bank failures and a mass exo-
dus of capital providers from the
traditional credit, capital and stock
markets. This extended upheaval in
the credit and capital markets has
resulted in a general undersupply
of capital across the United States
that, mn tumn, has resulted in a fertile
field of investment opportunities for
mvestors sceking to purchase and
develop real estate. However, with
credit availability virtually nonexis-
tent and assct valuation scemingly
based more on guesswork than
facts, a weary investor class seeks a
retum to fundamental deal analy-
sis and structuring over novel and
short-term financial investments. 1t
is becoming apparent that the trans-
actions that will successtully com-
pete for the equity capital that now
sits cautiously on the sidelines must
exhibit a return to the fundamental
principles of sourcing, underwriting,
structuring and exccution.

In this environment of financial
scarcity, many developers, finan-
clers and entrepreneurs continue
unabashed to seek sources of capital
for a varicty of rcal cstate transac-
tions and development projects. Tn
the absence of a strong credit market,
a common source of capital has beent
raising private equity mvestments
through a private real estate fund.
A fund is an entity organized to
mvest equity funds raised from mul-
tiple investors in a target category of
investments. This article discusses
the basic economics and consider-
ations concerning capital raising,
deployment and  disbursement of
afund.

In connection with the solicitation
of the offering, investors are typi-
cally provided a private placement
memorandum, which details the
opportunitics, risks, parameters and
cconomics of the fund. While there

is room to mar-
ket the oppor-
tunity and the
strength  and
experience  of
the issuer’s
management
team, the pri-
vate placement
memorandum
is the first line
of defense
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the private placement memoran-
dum should fairly and completely
detail all of the risks inherent with
the investment and should not be
used solely, or even primarily, as a
marketing tool.

The private placcment memoran-
dum (together with the governing
document of the fund) should spe-
cfically detail the scope and limita-
tions of the investments of the fund.
The scope and limitations should be
broad enough to permit the 1ssuer to
source a suthicient number of quality
transactions for the fund, but narrow
enough that the business model will
be clear to potential investors. For
example, scope limitations might
include: commercial or residential
real estate; acquisition of distressed
ar pcrforming assets; construction
of new assets or rehabilitation of
existing assets; and/ or development
of new projects such as renewable
energy generation. Other scope and
limitations might include the geo-
eraphic location of target assets and
whether an advisory board must be
consulted prior to making invest-
ments. 1t is also imPortant to cstab-
lish the duration of the fund so that
itis clear to investors how long their
cash investment can be held.

Given the course of events in the
US. economy over the past two
vears, it has become increasingly
mmportant that the private placement
memorandum detail with specificity
the type and amount of leverage, 1f
any, that can be used in the under-

lying  invest-
ments.  For
example, in
lieu of seek-
mg scarce fra-
ditional bank
financing,
the fund may
seek to obtain
more-acces-

sible  financ-

ing  insured
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which, in many cases, limits project
leverage. It all or a portion of the tar-
get projects quality in both scope and
location, the fund might also seck
supplemental financing through
low-income housing tax credits, new
markets tax credits or renewable
energy tax credits. Detailed disclo-
sure i1 the private placement memo-
randum of the application of lever-
age in the fund’s investments serves
to provide good disclosure and to
market the fundamental economics
of the target leveraged structure.

The private placement memoran-
dum also should detail the econom-
ics of the investment in the fund,
including the compensation of the
fund sponsor, timingof capitalinvest-
ments and distributions of capital
and profits. Typically, at the infancy
of the fund, the fund sponsor seeks
“capital commitments,” which are
firm commitments from mvestors to
invest a set amount of capital only
when actual investments have been
identified. Once an actual invest-
ment has been identified, the fund
would issuc a “capital call” to the
committed investors and each com-
mitted investor would be contractu-
ally required to deliver the applicable
portion of the total capital specified
within a prescribed amount of time.
The failure of an investor to deliver
its portion of the capital call would
be a default under the governing
document of the fund, subjecting
the investor to speciticd remedies ot

the fund, which can mclude loss of
the entire investment or forced sale,
plus other actions available under
law. While the capital commitment
structure does not provide the fund
with immediate cash, there is a ben-
efit to the fund because the investors’
preferred return on the capital com-
mitments does not start to accrue
until the fund is ready to deploy
the capital and the investors, m fact,
contribute capital to the fund. In
short, the capital commitment struc-
ture creates efficiencies in the cost of
capital for the fund sponsor.

Once the fund begins to gener-
ate revenue, distributions typical-
ly arc made to investors and the
tund sponsor through a “waterfall”
structure. In the waterfall, investors
typically receive a first priority dis-
tribution based upon their capital
contributions, commeonly referred to
as a “preference” (e.g., a return of,
and on, their capital contributions
at an agreed upon per annum ratce),
After the preference is distributed,
capital contributions are returned to
the investors and then profits are
distributed to the investors and fund
sponsor. The fund sponsor’s per-
centage of the profits, referred to
as its “carried interest,” is the fund
sponsor’s return for services pro-
vided to the fund.

This article details just a few
points for a fund sponsor to con-
sider when structuring a fund to
raise equity for general growth or
with respect to particular projects.
There are many variations on the
foregoing and additional structural
implications that should be taken
nto consideration with appropri-
ate advisers when structuring and
raising capital for your particular
fund. Importantly, the solicitation of
equity funds implicates federal and
state securities laws. Accordingly, it
is mportant to work out these struc-
turing details as early as possible
and certamly before soliciting mnves-
tors or drafting the offering docu-
ments tor the fund. A



