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opportunities in the regions and to successfully compete in the global knowledge economy.
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Part . Overview

1. Introduction

The puposeof this celearning white papers to provide information on various types of
rural investment capital strategiesincluding nonrtraditional approaches that local leaders and
planners may wish to consider in designing their regional economic develttdstrategies. The
timing of this report is particularly appropriate as access to capital and credit has become a
critical nationalland internationaljssue resultingrom the turmoil and meltdown ofjlobal
financial markets in 2008.

Looking forward, theéopic of rural access to capital will remain extraordinarily important as
regional stakeholders seek to adapt their rural economies to the transformative changes
associated with the global knowledge economy and to take constructive steps to recover from
the Great Recessionthe worst economic catastrophe since the Great Depression of the 1930s

Inthisoverall3f 206 t O2y (i SEG I in'rudaf Anerichabl Beénhditciintz\sBadsy NEB t S
82% of farm family income is derived from-&dfm sources. Manfacturing provides 20% of rural

income, but global pressures and ongoing rapid technology development have continued to drive
down the number of factory jobs (Drabenstott, 2009).

The critical nature of access to capital by new and expanding businegdesliern Michigan

and the Eastern Upper Peninsula (or any region) is indisputable. Capital access is the lifeblood of
entrepreneurial ventures and essential to competing successfully in the@itury global

knowledge economySuccessful small businessmake up the foundation of effective economic
recovery.Sound, creative investment strategies to support entrepreneurs and innovation are the
key to regional competitive success and sustainable communities.

As a part of the Northern Michigan and Eastelpper Peninsula Knowledge Economy
Strategies project, the Northwest Michigan @au of Governments (NWMCOG®)ortheast
Michigan Council of Governments (NEMCCx@&) Eastern Upper Peninsula Regional Planning
and Development Commission (EUPRRBdgi)ested o-learningresearch to identifyunding
sources and documemgaps inaccess to investmertapital markets; identifollaboraive
methods to leverage investment capital; aoompile a directory of internet resources to help
small businesses expaaad further develop theimarkets. In additionNEMCOG requested
information about the Solari reinvestment approacrhis model is predicated on buildiag
base of local investment clubs tetain investment capital in eegion.With greater knowledge
of investment gaps,souces, and investment models, our regiopalktnerscan create and
deploy innovativenvestmentstrategiesto assist businesses in their respective regions (see
map on next page)

The lack of rural access to investment capital has been docieu€Barkley and Markley,
2001) even prior to the Great Recession. However, rural capital markets have not been
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extensively studied, although it has been reported that very few rural businesses obtain equity
capital from sources other than their ownersréibenstott, 2009; Federal Reserve Board, 2008).
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Entrepreneurs and other business owners rely extensively on their own personal lines of credit

and credit cards. Entrepreneurial starps frequently rely on friends and family members for
risk capital.

Access taural equity capitahas been more difficult sindée global collapse of financial

markets in fall2008. Indeed, one rural economic leader has suggested the need for a national
commission to evaluate rural financial market policy issues as was done in 1908 with the
Country Life Commission under President Theodore Roosevelt. The creation of the modern
farm credit system resulted from the work of that commission (Drabenstott, 2009).

The intent of this cdearning white paper is to focum investment andapitalaccess
strategiesto respond to the needs adarly-stage companies and thexpansion of small
companiesn Northern Michigan and the Eastern Ubhe greater theowledge of the various
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types of investmentapital the more effectivdocaland regionaleaders and policy makecan
bein developing effective emomic development strategies thatipport and encourage:

e Entrepreneurial development,

e |nnovation,

e Job creation, and

e Sustainable community development.

Investment strategies that identify, develop, and deploy social capital are also critical to success
in the global knowledge economy.

2. Colearning Objectives anBesearctMethods
Ourco-learning researchn this moduleis intendedto achieve threeco-learningobjectives:

1. Provide upto-date information onevolvinginvestment capital andredit markes,
especially in light of current federal and state initiativebtagegaps in the
avalability of private capital;

2. ldentify sources of capital famall andnediumcompaniesn Northern Michigan
and the Eastern Upper Peninsula; and

3. Provide information about | { K S NASgI&imatiél, & do@riunity reinvestment
system that @gages firm&nd community resideis to workin complementary ways
to increase property values armdmmunitywealth.

Two principalmethodswere usedo obtain informationto achieve these objectives

1. Conducingathoroughreviewof current studiesCongressional testimonjederal,
statex | YR W iepokis6r] invéstmgrit @pital and credit marke@nd current
newspaper andesearcharticles and

2. Conducingfive structuredtelephone interviews witlregional and statéinancial
resource experts

The project team conducted axtensve review ofliterature oncurrent and contextual issues
related to rural capital accessd resourcesincludingtestimony beforea U.S. House of
Representativefinancial servicesversight subcommittee hearing on small business lending in
Southfield, Mchigan November 30, 20Gthdthe Senate Banking Subcommittee on Economic
Policy, March 2, 2010Theprojectteamalsoreviewednumerous reports published kstate,
federal, and norgovernmentalkgencies and organizatiosgce 2004€n the availability of
capitaland entrepreneurial resources start-upsand small businesses seeking to expand in
NorthernMichiganandthe Eastern Upper Peninsula.

The project team also sought the advice and guidanaenfersityscholas andkey
practitionersin Michiganin community and economic development to help shape the project
design.
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The project team alb designed a questionnaire consistinglbfquestionsised ina preliminary

surveyto identify new and chronigaps in regionahvestment capital andreditand related

financialand marketinformation (see Appendik for the questionnaire). fie project team

conducted a preliminary survey fifur representatives of northern Michigaand Eastern UP

economic development organizatioasd onerepresentative of the Micigan Economic

Development CorporatiofMEDCY (G KS a il 6SQa SO2y ahsksiive B St 2 LIY
conducted inSeptember and OctobeP009(see AppendiR for the list of interviewees)
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Part 1. Types of Capital an&egonal CapitalMarket Conditions

3. Traditional Types ofnvestmentCapital

Background

The core of the venture capital and private equity finance system is the intermediation
of individual, corporate, and institutional savings in private equity investsi@ncompanies
with high growthpotential. RuralAmerica it is arguedmust acquire the means to join this
finance system using local competitive advantages and adapting the existing system tw fit the
localcontexts (Brophy and Mourtadal999).

Souce: NEMCOG

The venture capital industry is relatively young. Set in motion after World War Il by the Boston
basedAmericanResearch and Development Corporation,i ¢+ ay Qi dzyiAf GKS
the industry grew significantly. The industryshiaecome an integral and growing source of
investmentcapital Venture capital investments are focused in boomtowns like Silicon Valley,
Route 128 outside of Boston, Austin, San Diego, Los Angeles, and New York City which have
strong hightech and/or otherrapid-growth sectors. Given that venture capital firms gravitate

to large cities, rural communities must seek or develop alternative sources of investment.

Total venture capital investment in Michig@ompanies durin@008was $246 million, an
increaseof $141 million over 200By comparisorin 2008 CaliforniaFlorida, and
Massachusettsenture capitainvestmenswere $14.2 billion, $2.9 billion, and $239 million,
respectively (State Science & Technology Instjt2@4.0.

It is clear that entreprenens will most likely find and accept capital if it is locally available.
{AYAT I NI & @Syiddz2NB OF LIAGITfAEZGA gAff GSYR (2

! The American Research and DeveleptCorporation (ARD) was organized by New England financiers and MIT researchers to
take advantage of new technologies developed during World War Il. Its most successful investment was the Digital Equipment
Corporation in 1957.
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Investment depends on relationships and those relationships need nurturing best provided by
proximity. With that proximity, conditions are more favorable to build and maintain the trust

that will support investment relationships.

Thetraditional types ofinvestment capital generallgorrespond to the stages of busires
development (see Tae 1): basic andapplied research, prototype development, company start
up, rapid growth, and mature growtlsix tyes of traditional capital ardescribed below

Table 1: Types dhvestmentCapital and Stages of Business Development

Types of R&D Pre-Seed Seed Venture Mezzanine Secured

Capital Capital Capital Capital Capital Capital Debt

Universities and Labs
Corporate Investors
Seed Funds

Providers

Venture Funds

Mezzanine Funds
Customers & Suppliers
Commercial Banks

Stages of Basic Applied Prototype Rapid Mature
Development Research Research Work StartUp Growth Growth
Source: Michigan Economic Development Caaion and Michigan State University Center for Community and
Economic Development, 2010.

Pre-Seed Capital

In the pre-seed $age, capital is invested in reseansfith the intent to commercializa
product or process. This follows basic research and dpusnt (R&D) conducted for the
most part in university and national labsréatively small amount of capital is invested to
provel O2y OSLIi O6daLINRP2TF 27T €&velop@Selwlprédact ai kdcebs (ded
page R for a descriptiorof the MichiganPre-Seed Capital Fund).

>
<

[N

'day

Seed Capital

Seed capital is invested weryyoung companies to launch a new product, typically
based on the successful development of a prototype. These companies are usually around 18
months old and considered too riskyrfoonventional bank financing. On the other harfagit
capital needs may be too modest to attract venture capital. The primary sources cbtpsl
investmens are angel naworks, not venture capitalists€s Appendix3 for alist of Michigan
angel invetr networks).

AngelCapital
Angel capital is provided bygh networth individualswho invest in nevor growing
ventures. Angels originaltjescribel investors in Broadway productions dating back to the
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1900s.Angel investors are more likely than vergurapitalists to invest in the earliest stages of
business developmenAngels, thenwill provide capital for seed stage and stagi companies,
usually in exchange faonvertible debtor ownership equityConvertibledebt refersto any

type ofdebt financing in whichthere is the option of converting theutstanding balance due to
another form of security or assefngel investors typically invest personal fumgdgomparison

to venture capitalists who invest pooled money drawn from professiomadyagel funds.

Angel investors are more flexiktlean venture capitalists in the range of business areas they
will invest in.

Angel investors are known to be active in Northern Michigan although theis dealgenerally
below anypublicdNJ R I NJ &TReNdr& pfival® deals and are not subjectaay public
scrutiny orreporting requirementgsee Appendi8 for a list of Michigan ang@hvestor
networks)

Angel inve®rs have long been a fixture the investmen landscape, but themergence of
organized agelnetworks isrelativelyrecent The recenthfformed Angel Capital Association

(ACA) lists some 330 member organizations in North America. In 2008, organized angel groups
invested $19.2 billion in more than 55,000 ventures, according to the Univerditgvof

Hampshire Center for Venture Research.

Venture Capital

Venture @pital (VC)providesequity capitalto companieswith the potential forrapid
growth that arein startup or produ¢ commercialization stages. High rates of return (>30% per
year) are expected/Cinvestments are generallyashinvestmentsin exchange foequity
positionsin the portfolio companyThese returns argypicallyrealizedwithin 3-7 yearsghrough
initial public offerings (IPG)? or the sale of companied/enture capital typically comes
from institutional investorsand high networth individualsthat ispooled by a dedicated
investment firm. Venture capital firms target young, entrepreneurial companies in the
technology and other higigrowth sectorqclean or renewable energfor example) As these
companies a& regarded as high risk, conventional financing is not typically available to them.

Most venture capital fundare organized as limited partnerships witpredetermined life,
usually tenyears. Capitalization is provided by limited partners, and the wentapitalist acts
as the managing partner. The managing partner receives an annual managemenBfée §2d
a predetermined percentage of earning§raditional venture capitahvestments focus on
Silicon Valley, Route 128, Austin, arildes metropolitan centers withdynamic entrepreneurial
and mature riskaking cultures. Rural areas are rarely, if ever, targeted by traditional venture
capital investors.

2There are signs that #grole of IPOs has faded, at least in the current economic climate, and is being replaced by large late

stage investments, as reported by the New York Times April 1, 2010. Sometimes called growth capital, companies like

Facebook, Twitter, and other higRfS N&E dz&S (KA a Ay@SadySyd OFLAGEE (2 o6dz2 aKIl NB3
markets have been virtually closedtotechstdrtJd F2NJ 6 KS fFald ¥Sg6 &SI NaPE
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In addition to equity capital, venture capitalists provide relevant technical expertise and assume
some level of managerial responsibility for the portfolio compakinture capitalistsnayalso
take significant control over company decisions, often through Board membership.

In 2008, venturebacked companies that had gone public in previous years ateddor 12.1
million jobsand $2.9 trillion in revenue@atricof and Dinall@009. However, the fallout from

the financial downturn of 2008 haskenits toll. From a peak of 1,023 VC firms in 2005, 795
were operating at the end of 2009. And VC investits in 2009 hit their lowest levels since

1997: $17.7 billiowasinvested in 2,795 deal§ his was a decline 87% in dollars and 30% in
deals from 2008Double digit declines were seen across all sectors from clean tech to software
(see Appendig for a list of Michigan ventureapital firmg.

Caporate Venture Capital

Corporate venture capitasthe directinvestment of corporag funds from an
established compang (i K S & LKIZNBRAG 32 NO2 Y LI v &up dompayfies SrE G S NI/ | €
entrepreneuridinitiatives @ LJ2 NI F2 € A 2 O2 Ypabitigns B thdéseé budin2ddds.S |j dzA G @
These investmentlave strategic objectives likeveragingexternal sources of innovation,
acquring new ideas and technologids,y R (I { A y 3 dametechnolagisfick 2y aé¢ 2y
busness modelsBy investing in a wider range technologies than the ptfolio company can
pursue on its ownstrategic advantages can be realized by both parents and portfolio
companies. Parent companies can learn about new technologiesdead toits benefit.

Corporate venture capitalanbe investednternally or externally. Internalenturescreate
entrepreneurial opportunigsinsidethe parent companyEntrepreneurial teams are granted
greater independence and resources to innovate and form nevinless ventures.

Externd ventures tapexternal sources of innovation by collaborating with reseainstitutions

or universitiesor forming strategic partnerships wientrepreneurial companies. Sugkntures

allow for investigation of new technologiesé&new market strategies. They can also help

identify new technologies that fall @tud A RS 1 KS O 2 NiuknidsrindeRoydi€caverO dzZNNEB y
profitable new business directions.

Mezzanine Funds
Mezzanine financing is typically used to finance the exparsi@xisting companies. It
refers to funds supplied by lenders that are partéf$ FANX Qa OF LIAGF £ & G NHzO
funding givedenders the rightto converttheir loansto equity if thar loans arenot paid back in
time and in full. It is genatly subordinated to debt provided by senior lenders such as banks
and venture capital companiedhis type of funding is usually provided to the borrower very
quickly with little or no collateral on the part of the borrower, scsitiggressively pricedith
lenders seekingeturnsin the 2630% range.

aSITTIYyAyS TFTdzyRAYy3I A& GNBFGSR tA1S SldAaide 2y |
to obtain standard bank financing. To attract mezzanine funding, a company must demonstrate

atrackrecordin the industry with an estaldhed product and reputatiorg history of
profitability, and a viableexpansion plan
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4. Preliminary Analysis of Current Capital Market Conditions in Northern
Michiganand the Eastern Upper Peninsula

Tobroaden anddeepenour understanding of current capitaharket conditions in
Northern Michigan and the Eastern UP, structutelgphone interviews were conducted with
the leaders of foureconomic development organizationslate September and Octobg?2009
The interviewguestionnairewas designed specifically for this projéseeAppendixl).

Sincethe time of these interviewsfederal policymakerand Congressnal leades havesought
to identify ways to looserup tight credit marketsand strengthersupport foreconomic
recowery from thedevastating impacts of thglobal recessiorVirtually allobservers have
emphasizedhe absence of credds a primary factoin chokingoff economic recovery and
growth. As a resultthe Northern Michigan/Eastern UP economiéke manyother regional
economieshave notyet rebounded from the decadéong manufacturing sectorecession a
period much longer thathat for most othersectors andegions in the U.Sxconomic demand
lags capacity exceeds demarahd job creabn is stalled

Prdiminary findingson current capital market conditioria Northern Michigan and the Eastern
UPare summarized irthree areas 1) tight bank lending pactices 2)the limited impact of
public guaranty ppgrams and 3)alternatives sources ofural capital.

e

S TR AP

Source: EUPRPDC
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1) Tightbanklending practices
The inability to obtainnvestment capital and credit hasippled businesses across the
board in the regon and across the country

Specifiaegional findingsnclude

e Stricter collateral and rismanagement requirement&re makingenders more
conservative, with narrow windows of loan eligibility criteria.

e A reduction in capital reserves inthonational and local banks hdecreased
lending capabilities, exacerbatiag already conservative leidy climate.

e Conservative banks are more likely to lend to mature, waflitaized businesses in
industries linked tdhigh technology.

¢ National banks are less willing to make small business loanghaindnterests are
primarily evidencedn extending &rgeloans to mature, expanding companies.

e Community banks and credit unioage less conservative makingsmall business
loansthan national banks

e Federal programs recognitiee vitality of local lending institutions and have
created programs tdurther increase lending capabilities.

¢ Small Business & Technology Development Centers (SBTDCs) are ingthimment
helpingentrepreneurs and small businesgesprepareloan applicatios. Banks are
lesslikely to take on thesassistanceoles(see Appendix for a list of SBTD@s
Northern Michigarand the Eastern YP

These fdings reflecinvestmentand creditconditions observed nationallyfo restoreand
sustain strong economic growth, thedepressedonditions must be improvetb allowrural
businesseand entrepreneurs tereate wellpaid jobsand achievecommunity-wide prosperity

To ease current tight credit conditiondy¢ Obama Administratiomasproposed increasinthe
maximumlevel of SBA Express loans and exjpamnthe SBA04 program (sepage39). In
addition, the Federal Reserve Bank and other federal regulatstaicted theirexaminers
February 52010to relax the currentightness irreviewingo I y §mall®usiness loandnthe
meantime, lanks have been rettant to make loans tesmal businessesghat rely oncash flow
and underlying collaterdb repay their loans Thar reluctance is based atoncerrsthat they
will be forced totake steep markdownby bank examinershouldtheseloans go bad.

The Fedspecificalya G I G SR (ghould nodbadutgmaticallyt refuse credit to sound
02ZNNRPGgSNR 0SOlFdzaS 2F I GASHNING $IKA BankBliza@E i Q dtyond
become cautious because exaiSiNE K| @S 0SSy a2 @ SivindepdademB KX € | (
Communty Bankers of Americand chang is neededat the examiner level to implement
(federal)interagencypolicy statements(Chan, February 6, 2010).

Moreover,conventioral bank financing in Michigan has long been mayaservative compared

to the rest of the countryAlthough loangrowth rates in Michigan in 2007 and 2008 were 4.9

and 2.7% respectivelyaccording to the Michigan Banking Associatitey still lagged behind

the nationalloan growthrateof 9.59%A Yy (1 K2aS &SI NA® aAOKAIlIyQa f 21
than a third han that of the national average (Chaff2009).However, acording toSenator
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Carl Levin addressirggSenate Subcommittee hearing on restoring credit to MaieeSMarch
2,2010, bank loan volume in Michigan plummeteyl74% from 2007 to 2G0°

Lendersare sensitie to regulators cautioning thero make only solid secure loareccording
to Douglas Chaffiof the Michigan Bank Association in testimony beford@ember 30
Congressional field hearing Southfield, Michigan Banks then, have focusedven morethan
in the paston the ability of borrowers to rgay their loans. Chaffin assertéuat credit follows
recovery He argued for thestablisiment of programswith targeted increased lendingp
businesssto shore up crediavailable to Michigan ingstries(Chaffin 2009)

aAOKI St ! & YdzaQ GSadavyzye 2y o0SKItF 2F (GKS aai
U.S. House of Representatives November 30 elaborated on federal measures which have
counteracted efforts to lend. Some federagulatoryagencies havéaken aggressivstances

toward ommunity banks, forcingrite downs oftheir assets at an unprecedented pace and
GKSNBoe& RSadGNReAy3d Ordidrévitalizing the Rcor@uipNh additioay 3 o6 | Y
efforts to free up capital indnks through the Troubled Asset Relief (TARP) Plan Capital

Purchase Program (CPP) were bogged down with onerous requirements and restrictions, which
effectively shut out the very banks that would benefit most from the initiative. Kus also detailed
proposedNB F2NX¥a&a G2 {.! f2Fy LNRINIYa GKIFIG ¢2dz R Y
community bankgKus, 2009]see Sources of Investment Capital and Entrepreneurial

Resources, pg.3}

Source: NWMCOG

Community development financial instttans (CDFlIsyhat are requiredo invest in the
financially underserved communities where they are chartdradealsobeenimpacted.CDFIs

% Senator Levin used data on Michigan Bank Net Loans (Commercial Banks) genePaedlby State Bank, Monroe,
Michigan.
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