INSIGHTS FROM THE BDO PRIVATE EQUITY PRACTICE

PORTFOLIO COMPANIES' COVID-19
ECONOMIC STIMULUS RELIEF INCENTIVES

Note: This piece was last updated on April 20, 2020.

The novel coronavirus (COVID-19) has disrupted businesses across every industry, requiring workforces to
operate remotely and urgently pivot to crisis management mode. Meanwhile, the pandemic has ushered in
a bear market and caused high unemployment, prompting massive economic uncertainty.

Given that the novel coronavirus's economic damages have been acute and widespread, Congress passed the Coronavirus Aid, Relief,
and Economic Security (CARES) Act, a $2.2 trillion stimulus package signed into law on March 27, 2020, intended to help mitigate the
economic devastation caused by COVID-19. Private capital-backed companies are generally ineligible for the prevalent Small Business
Administration (SBA) loans due to the maximum employee test, described below. However, all hope for portfolio companies is not lost
as there are several incentives outlined in Title IV of the CARES Act that merit attention for midsized and larger businesses as part of the
$500B economic stabilization plan described in Title IV of the Act.
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UNPACKING THE CORONAVIRUS AID, RELIEF AND ECONOMIC SECURITY (CARES) ACT
The CARES Act comprises multiple loan programs targeted at different groups impacted by COVID-19. The programs PE and VC may be

eligible for, both past and present, are highlighted in the figure below.
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Paycheck Protection Program

Perhaps the most publicized feature of the CARES Act is the
$349 billion in Paycheck Protection Program (PPP) loans being
administered by the SBA. PPP loans are unique in that when they
are used for certain designated purposes, such as payroll costs,
the entire balance of the loan may be forgiven and excluded from
taxable income.

The CARES Act outlines various qualifications that must be met by
the borrower in order to obtain a PPP loan. One requirement that
is significant for private capital-backed companies is the limit on
the number employees that may be employed by the borrower
and its affiliates. Small businesses that have received external
growth capital from a private equity or venture capital firm will
likely be required to include the employees of the private capital
provider and its other portfolio companies when applying the
500-employee count, referred to as the maximum employee test.
However, there are three potentially important exceptions. First,
private equity-controlled hospitality and travel companies,
those operating in food service industries (NAICS code 72) and

franchises in the SBA's Franchise Directory are not subject to

the 500-Employee Test. Second, the SBA has published a list

of maximum employees per industry, some of which include
maximums in excess of 500 employees. The industry size
standard set forth by the SBA can be found here. Third, there is an
exception if a company is backed by a Small Business Investment
Company (SBIC), in which case they might qualify for PPP loans.

Given the complexities associated with the affiliation rules as

well as the possible exceptions, care should be taken in evaluating
individual companies' potential eligibility. Further guidance can be
found here.

In addition, SBA's Economic Injury Disaster Loans (EIDLs), which
are not new, are surfacing in light of COVID-19 since this is the
first time a virus or pandemic event has been defined as a disaster.
The CARES Act specifically allots $10 billion for EIDLs as part

of the support for small businesses, and private capital-backed
companies may find this option appealing since many previous
underwriting restrictions have been removed, and potential terms
include loans of up to 30 years with interest rates as low as 3.75%
for small business and 2.75% for non-profits.



https://www.bloomberg.com/news/articles/2020-03-31/private-equity-frets-that-it-s-a-loser-in-2-trillion-virus-bill
https://www.sba.gov/sites/default/files/2019-08/SBA%20Table%20of%20Size%20Standards_Effective%20Aug%2019%2C%202019.pdf
https://www.axios.com/senate-coronavirus-relief-private-equity-85ffddb1-334f-4764-bc3a-0e98d1a6603d.html
https://www.ecfr.gov/cgi-bin/text-idx?SID=b919ec8f32159d9edaaa36a7eaf6b695&mc=true&node=pt13.1.121&rgn=div5#se13.1.121_1201
https://www.sba.gov/funding-programs/disaster-assistance
https://www.forbes.com/sites/brianthompson1/2020/03/29/getting-cash-for-your-small-business-through-the-cares-act/#5e4bb12643a0
https://www.forbes.com/sites/brianthompson1/2020/03/29/getting-cash-for-your-small-business-through-the-cares-act/#5e4bb12643a0

MIDSIZED AND LARGER BUSINESSES -
$500 BILLION ECONOMIC STABILIZATION
LOAN PROGRAM

Aside from SBA loans, the CARES Act allocates $500 billion for
the Treasury to disburse as loans to midsized and large businesses
of greater than 500 employees. These loans under the economic
stabilization plan lack the option of being forgiven and come
with public disclosure requirements but have attractive interest
rates and give private capital-backed companies an opportunity
to qualify for relief. Of the $500 billion, $46 billion is reserved
for air carriers and businesses deemed critical to national security
and $454 billion is allocated for other eligible businesses, states
and municipalities. Of the $454 billion, $75 billion will be used to
fund the Treasury collateral for the Main Street Business Lending
Program, which results in $600 billion in Main Street Loans. The
remaining $379 billion does explicitly include a loan program

for midsized businesses—defined as organizations with between
500 and 10,000 employees, in addition to the general guidance
provided in Title IV of the CARES Act.

Main Street Business Lending Program

The Main Street Business Lending Program is a subsequent action
taken to offer companies liquidity. Using appropriated funds

from the CARES Act, the Treasury will make a $75 billion equity
investment in a special purpose vehicle to implement the Main
Street Business Lending Program. This program aims to increase
the flow of credit to small and medium-sized businesses that
were in good financial standing prior to the COVID-19 crisis,
including those that employ up to 10,000 employees or had 2019
annual revenues of $2.5 billion or less. This option is specifically
aimed at the 40,000 medium-sized businesses that employ

35 million Americans.

Eligible borrowers cannot use the loan proceeds to repay other
loan balances or other debt of equal or lower priority unless
the borrower has repaid an eligible loan in full. Additionally, the
borrower cannot cancel or reduce any existing lines of credit.
Other important considerations for eligible borrowers include:

> Attestation that the borrower requires financing due to the
COVID-19 pandemic and will use loan proceeds to make
reasonable efforts to maintain payroll and retain employees
during the term of the loan

» Arequirement that loan proceeds not exceed a 4X multiple of
2019 EBITDA

» Arequirement that loans follow compensation, stock
repurchase, and capital distribution restrictions as provided for
inTitle IV of the CARES Act

For more information on the Main Street Business Lending
Program, see here.

Spotlight on the

Affiliations
Rule

For portfolio companies
that have further questions
as to whether or not they qualify
for SBA loans, understanding their
affiliation rules is key. Pursuant to recently
published SBA affiliation rules specifically
applicable to PPP loans, affiliation generally exists
when one business controls or has the power to control
another or when a third party (or parties) controls or has
the power to control both businesses. Control may arise
through ownership, management, or other relationships
or interactions between the parties. Examples of control
include an individual, concern, or entity owning or having
the power to control more than 50% of voting equity;
an individual, concern, or entity owning or having the
power to control a block of stock that is large compared
to others; or two or more persons owning, controlling
or having the power to control less than 50% of voting
equity with such holdings equal or about equal in size and
large compared to other holdings and, in such cases, the
SBA may presume that each controls or has the power
to control. If voting equity is widely held and no block is
large as compared to all others, then the Board and CEO/
President will be deemed to control. Affiliation through
management may be found where officers, managing
members, or partners who control the management of
the concern also control the management of another
concern. Another case may be when individuals or
entities that control the board of directors of the
concern also control the board or management of
another concern.

It's important to note that control may be either
affirmative or negative. Negative control includes
instances where a minority shareholder has the ability,
under the concern’s charter, by-laws, or shareholder’s
agreement, to prevent a quorum or otherwise block
action by the board of directors or shareholders. SBA
will consider the totality of the circumstances when
determining whether affiliation exists and may find
affiliation based on the totality of the circumstances
even though no single factor alone may be sufficient to
constitute affiliation.



https://www.bdo.com/insights/industries/manufacturing-distribution/coronavirus-aid,-relief,-and-economic-security-act
https://www.federalreserve.gov/newsevents/pressreleases/files/monetary20200409a7.pdf
https://home.treasury.gov/news/press-releases/sm968
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The CARES Act's Payroll Tax Incentives

The CARES Act provides payroll tax incentives to employers
without regard to size or employee headcount. Sections 2301

and 2302 of the CARES Act provide two distinct employment tax
benefits for employers, determined on a controlled group and
affiliated service group basis. Section 2301-Employee Retention
Credit provides a refundable payroll tax credit of 50% on
qualifying wages paid from March 13 to December 31, 2020, up
to $10,000 per employee, making the maximum credit $5,000
per employee. If an employer has more than 100 employees, on

a controlled group or affiliated group basis, only wages paid for
hours not worked qualify, while employers with 100 employees or
fewer may include all wages to qualify for the credit. Procedures
need to be established to document hours “not worked" that are
eligible for this credit. This is also a troublesome provision for
small businesses that have received external growth capital from
a private equity or venture capital firm because any portfolio
company treated as an affiliate that receives a PPP loan eliminates
the Employee Retention Credit for all other portfolio companies.

Section 2302 provides additional cash flow to all employers,

by allowing them to delay the payment of the employer's

share of social security tax (6.2% of wages) due from March
27-December 31, 2020, with 50% being due by the end of

2021 and the balance due by the end of 2022. Forgiveness of a
PPP loan eliminates the ability to defer payroll taxes under this
provision going forward. However, the statute does not use the
term “employer” but indicates that the “taxpayer” who has loan
forgiveness is not eligible. Therefore, a small business cannot lose
its ability to defer payroll taxes allowed by this provision when a
different portfolio company or investor receives forgiveness.

NAVIGATING THE CRISIS

Understanding your business' needs and goals in the face of this
pandemic is a critical factor in maximizing the total benefit from
potential loans, payroll tax incentives, and other tax incentives.

Alternatively, some organizations are urging Congress and the
presidential administration to do more. On April 3, the door
opened for companies to begin applying for SBA loans and, as to
be expected, the system hit overload. Just one day prior, the Small
Business Investor Alliance (SBIA) addressed a letter to Secretary
Mnuchin asking that as many small businesses as possible have
access to PPP emergency loans as quickly as possible. This letter
came just after the release of Speaker Pelosi’s letter to Mnuchin
and the Treasury on March 31.

While there are obviously a multitude of negative financial
impacts due to the coronavirus, there are also some business
opportunities based on the heightened need for increased
cybersecurity services associated with a remote workplace

Here are some other ways portfolio
companies can protect themselves
during the COVID-19 pandemic:

Develop a COVID-19 business

-JU-) continuity plan to counteract as much
as possible the impact of slowdowns and
unbudgeted costs.

Prioritize the business's short-
term survival and put a temporary
hold on activities that relate to longer
term progress.

Prepare a robust 13-week cash flow
projection to proactively manage

cash flow to preserve or generate cash.
A cashflow projection is essential for
liquidity and business planning and to
enable difficult decisions to be made as
early as possible as it helps to identify
avoidable disbursements and determine
potential covenant issues related to
borrowing arrangements.

Perform various financial scenarios,
sensitivity and ratio analyses, examining
the overall threat to your organization
should elective or non-urgent services
decrease at various percentage rates.

Identify measures for controlling
budgets and increasing cost savings,
such as assessing the possibility of
outsourcing or reduction of non-critical
business activities.

environment, claims automation, and consumables as we
weather the storm. The impact of COVID-19 on valuation, capital
deployment and M&A will continue to play out, causing fund
managers to pivot strategies and reassess deal flow.

Whenever the current state of affairs levels out, fund managers
looking to deploy capital will need to factor in both current and
longer-term economic implications of the pandemic on existing


https://www.bdo.com/insights/tax/compensation-benefits/cares-act-aids-employers-who-continue-to-pay-emplo
https://www.sbia.org/wp-content/uploads/2020/04/SBIA-LETTER-to-Treasury-SBA-FINAL-SIGNED-april-2-2020.pdf
https://www.sbia.org/wp-content/uploads/2020/03/Speaker-Pelosi-and-Rep.-Khanna-Letter-3.31.2020.pdf
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portfolios, the scope and nature of which will largely be driven

by the industries in which their portfolios operate. Opportunities
for investing in distressed situations will become more prevalent
and are likely to require more diverse and nimble investment
strategies. Currently, many private equity fund managers are
laser-focused on triage, conducting assessment of impacts to their
portfolio and shoring up capital resources. During this critical time,
many firms are performing weekly cash flow calculations and
tracking benchmarks that would otherwise occur on a monthly or

quarterly basis. This is key in measuring lending capacities before
making any new commitment. These significant shifts have the
potential to weigh heavily on portfolio companies and may call for
a reassessment of debt and accounting issues, as well.

Let us know if you would like to learn more about how your
organization can navigate immediate disruptions due to the novel
coronavirus and prepare for the future.

To learn more about the CARES Act implications for your portfolio companies in specific industries, see here:
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People who know Private Equity, know BDO.
www.bdo.com/private-equity
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