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Part |.Overview

1. Introduction

The purposef 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 designiheir regional economic development strategies. 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 makets in 2008.

Looking forward, the topic 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 takestructive steps to recover from

the Great Recessianthe worst economic catastrophe since the Great Depression of the 1930s

Inthisoverall3f 26 f O2y i SEG T in'ruta] Americabl Beéndtcinz\sBatny N2 f S
82% of farm family income derived from offfarm sources. Manufacturing 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 capivglnew and expanding businesses in Northern 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&ttury global

knowledge eonomy. Successful small businesses make 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 othe Northern Michigan and Eastern Upper Peninsula Knowledge Economy
Strategies project, the Northwest Michigan @il of Governments (NWMCOG)prtheast
Michigan Council of Governments (NEMCQ@®) Eastern Upper Peninsula Regional Planning
and Developmet Commission (EUPRPD&)uested celearningresearch to identifyunding
sources and documemgfaps inaccess to investmertapital markets; identifyollaboraive
methods to leverage investment capital; aoodmpile a directory of internet resources tolpe
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 investmentgaps,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 itovestment capital has been documented (Barkley and Markley,

2001) even prior to the Great Recession. However, rural capital markets have not been
extensively studied, although it has been reported that very few rural businesses obtain equity
capital fromsources other than their owners (Drabenstott, 2009; Federal Reserve Board, 2008).
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Map of Northern Michigan and Eastern Upper Peninsula
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Entrepreneurs and other business owners rely extensively on their own personal lines of credit

and credit cards. Ergpreneurial startups 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 suggesteddied 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 commiss{@rabenstott, 2009).

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

e Entrepreneurial development,
e [nnovdion,



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. ColLearning 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
avadlability of private capitalt

2. ldentify sources of capital f@mall andmediumcompaniesn Northern Michigan
and the Eastern Upper Peninsula; and

3. Provide information about | (i K S NASgI&imddidl, & domrfunity reinvestment
system that @gages fimsand community residents to woik complementary ways
to increase property values armbmmunitywealth.

Two principalmethodswere usedo obtain informationto achieve these objectives

1. Conducingathoroughreviewof current studiesCongressionakestimony;federal,
ail 4S2 |y RpowdoiiAvgsimeni dapitdl &d credit marke@nd current
newspaper andesearcharticles and

2. Conducingfive structuredtelephone interviews witlregional and statéinancial
resource experts

The projecteam conducted amxtensivereview ofliterature oncurrent and contextual issues
related to rural capital accessd resourcesincludingtestimony beforea U.S. House of
Representativeinancial servicesversight subcommittee hearing on small businkesgling in
Southfield, Michigan November 30, 2088dthe Senate Banking Subcommittee on Economic
Policy, March 2, 2010Theprojectteamalsoreviewednumerous reports published tstate,
federal, and norgovernmentalkgencies and organizatiosgice 204 on the availability of
capitaland entrepreneurial resources startupsand small businesses seeking to expand in
NorthernMichiganandthe Eastern Upper Peninsula.

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 ndhern Michiganand Eastern UP

economic development organizatioasd onerepresentative of the Michigan Economic

Development CorporatiofMEDCY (G KS a il 6SQa SO2y Zhsksiive B St 2 LIY
conducted inSeptember and OctobeP009(see AppendiR for the list of interviewees)



Part I.Types of Capital an&egionalCapitalMarket 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 investments in companies
with high growthpotential. RuralAmerica it is arguedmust acquire the means to join this
finance system using local competitive advantages and adapting the exdgsitegn to fit ther
localcontexts (Brophy and Mourtadal999).

Source: NEMCOG

The venture capital industry is relatively young. Set in motion after World War Il by the Boston
basedAmericanResearch and Development Corporatioh,i ¢ | @ §ieCeérly #9y0$ that

the industry grew significantly. The industry has become an integral and growing source of
investmentcapital Venture capital investments are focused in boomtowns like Silicon Valley,
Route 128 outside of Boston, Austin, San Diégs,Angeles, and New York City which have
strong hightech and/or other rapiegrowth sectors. Given that venture capital firms gravitate

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

Total venture capital inestment in Michigartompanies durin@008was $246 million, an
increase of $141 million over 200By comparisorin 2008 CaliforniaFlorida, and
Massachusettgenture capitainvestmenswere $14.2 billion, $2.9 billion, and $239 million,
respectively (&te Science & Technology Instity2010).

! TheAmerican Research and Development Corporat®RD) 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 Corporati in 1957.
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It is clear that entrepreneurs will most likely find and accept capital if it is locally available.

{AYAf I NI & @Syiddz2NB OlF LIAGITfAEAGAE gAff GSYR (2 Y
Investment dependsn 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 capitagjenerallycorrespond to the stages of busires
development (see Tde 1on next pagg basic andapplied research, prototype development,
company starup, rapid growth, and mature growtlsix tyes of traditional capital are

described below

Table 1: Ypes ofinvestmentCapital 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
Sed Funds
Providers
Venture Funds

Mezzanine Funds
Customers & Suppliers
Commercial Banks

Stages of Basic Applied Prototype Rapid Mature

Development Research Research Work Start-Up Growth Growth
Source: Michigan Economic Development Corporation 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 commercialize

product or process. This follows basic research and development (R&D) conducted for the
most part in university and national labsréatively small amount of capital is invested to
provel 02y OSLJI 06 & LINE Arfend2dito develop @ Selpréduct ai ikdcebs (deé
page 31for a descriptiorof the MichiganPreSeed Capital Fund).

Seed Capital

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



AngelCapital

Angel capital is provided bygh networth individualswho invest in nevor growing
ventures. Angels originalljescribel investors in Broaday productions dating back to the
1900s.Angel investors are more likely than venture capitalists 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 whiclthere is the option of converting theutstanding balance due to
another form of security or asset.

Angel investors typically invest personal fumdgompaisonto venture capitalists who invest
pooled money drawn from professionalfiganaged fund. Angel investors are more flexible
than venture capitalists in the range of business areas they will invest in.

Angel investors are known to be active in North&tichigan although their dealare generally
below anypublicdNJ R I NJ aTReN&a& yrivabeédeals and are not subjecany public
scrutiny orreporting requirementgsee Appendi8 for a list of Michigan angahvestor
networks)

Angel inve®rs have long been a fixture ithe investmen landscape, but themergence of
organized angetetworks isrelativelyrecent The recentifformed Angel Capital Association
(ACA) lists some 330 member organizations in North America. In 2008, organized angel group
invested $19.2 billion in more than 55,000 ventures, according to the University of New
Hampshire Center for Venture Research.

Venture Capital

Venture @pital (VC)providesequity capital to companieswith the potential forrapid
growth that arein startup or product commercialization stages. High rates of return (>30% per
year) are expected/Cinvestments are generallyashinvestmentsin exchange foequity
positionsin the portfdio companyThese returns argypicallyrealizedwithin 3-7 yearsthrough
initial public offering (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 othehighgrowth sectorqclean or renewable energfor example) As these
companies are regarded as high risk, conventional financing is not typically available to them.

Most venture capital fundare organized as limited partnerships wétpredeterminedife,

usually tenyears. Capitalization is provided by limited partners, and the venture capitalist acts
as the managing partner. The managing partner receives an annual managemenBfé¢ §2d

a predetermined percentage of earnings.

There are signs that the role of IPOs has faded, at least in the current economic climate, and is being replaced by

large latestage investments, as reported by the New York Times April 1, 2010. Sometimes called growth capital,

companies lik Facebook, Twitter, and other high flyers use this investment capital to buy shares from early

SYLX 28SSa YR Ay@SadG2Na | &4 GLJzof A O-dXIANJFEMNA IKISOS | @SS W S@.
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Traditional venturecapitalinvestments focus on Silicon Valley, Route 128, Austin, Hret o
metropolitan centers witldynamic entrepreneurial and mature riséking cultures. Rural areas
are rarely, if ever, targeted by traditional venture capital investors.

In addition toequity capital, venture capitalists provide relevant technical expertise and assume
some level of managerial responsibility for the portfolio compavignture capitalistsnayalso
take significant control over company decisions, often through Board meshipe

In 2008, venturebacked companies that had gone public in previous years accounted for 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 apeak of 1,023 VC firms in 2005, 795
were operating at the end of 2009. And VC investments 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 digitdeclines were seen across all sectors from clean tech to software
(see Appendi for a list of Michigan ventureapital firmg.

Caporate Venture Capital

Corporate venture capitasthe directinvestment of corporag funds from an
established compantK S & LI Bty RiA NI O2 Y LI y &up dompayfies SrE G S NI/ | €
entrepreneuridinitiatives @ LJ2 NI F 2t 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 { Ay 3 dametechnolagisfick 2y aé¢ 2y
business modeldBy investing in a wider range technologies than the ptfolio company can
pursue on its ownstrategic advantages can be realized by both parents antfiotior
companies. Parent companies can learn about new technologiesdead toits benefit

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

Externad ventures tapexternal sources of innovation by collaborating with reseainstitutions

or universitiesor forming strategic partnerships wientrepreneurial companies. Susentures

allow for investigation of new technologies and 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 diréons.

Mezzanine Funds
Mezzanine financing is typically used to finance the expansi@xisting companies. It
refers to funds supplied by lenders that are partéf$ FANX Qa OF LIAGF f &G NHzO
funding givedenders the rightto converttheir loansto equity if thar loans arenot paid back in
time and in full. Itis generally subordinated to debt provided by senior lenders such as banks
and venture capital companied.his type of funding is usually provided to the borrower very
quickly wth little or no collateral on the part of the borrower, sostaggressively priced, with
lenders seekingeturnsin the 2030% range.

aSITTIHYyAYyS FTdzyRAYy3I A& GNBFGSR tA1S Sldade 2y |
to obtain standard bankriiancing. To attract mezzanine funding, a company must demonstrate
9



atrackrecordin the industry with an estaldhed product and reputatiorg history of
profitability, and a viableexpansion plan

4. Preliminary Analysis of Current Capital Market Cotains 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 foureconomc development organizations late September and Octobg?009
The interviewguestionnairewas designed specifically for this projéseeAppendixl).

Sincethe timethese interviewsvere conducted last falfederal policymakerand
Congresw®nal leackrs havesoughtto identify ways to loosemp tight credit marketsand
strengthensupport foreconomicrecovery from thedevastating impacts of thglobal recession
Virtually allobservers have emphasizéite absence of credas a primary factoin choking off
economic recovery and growtt\s a resultthe Northern Michigan/Eastern UP economiéke
manyother regional economie$ave notyet rebounded from the decadéongmanufacturing
sectorrecession a period much longer thathat for most othersectas andregions in the U.S
Economic demandags capacity exceeds demarahd job creaibn is stalled

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

-
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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 risk management requiremeate makingenders more
conservative, with narrow windows of loan eligibility criteria.

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

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

¢ National banksare less willing to make small business loans,taed interests are
primarily evidencedn extending largéoans 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 businesgto prepareloan applicatios. Banks are
lesslikely to take on thesassistanceoles(see Appendi® 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
businesses and entrepreneursdeeate wellpaid jobsand achievecommunity-wide prosperity

To ease current tight credit conditiondy¢ Obama Administratiomasproposed increasinthe
maximumlevel of SBA Express loans and exjpamnthe SBA04 program (sepage38). 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 businessethat rely oncash flow
and underlying collaterdb repay their loans Thar reluctance is based atoncerrsthat they
will be forced totake steep markdownky bank examinershouldtheseloans go bad.

The Fedspecificaly@ 0 F § SR 0Kl 0 o6t yla aakKz2dzZz R y2d | dzi2Yl @
02ZNNRPGgSNR 0SOlFdzaS 2F I GASHNING $IKA BankBliza@E i Q dtyond
become cautius because examiNE K| @S 0SSy a2 @ SivindepdadeMB KX € | (
Communty Bankers of America, ardhange is neededat the examiner level to implement
(federal)interagencypolicy statements(Chan, February 6, 2010).

Moreover,conventioral bark financing in Michigan has long been moonservative compared

to the rest of the countryAlthough loan growth 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 9.9%A Yy (1 K2aS &SI NA® aAOKAIlIyQa f 21
than a third than that of the national average (Chaf2009).However, acording toSenator
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Carl Levin addressirggSenate Subcommittee hearing on restoring dremlMain Sreet March
2,2010, bank loan volume in Michigan plummeteyl74% from 2007 to 2@0°

Lenders are sensitesto regulators cautioning thero make only solid secure loareccording
to Douglas Chaffiof the Michigan Bank Association in testimohefore aNovember 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 industrig€haffin 2009)

aAOKIF St 1@ YdzaQ (SadAayzye 2y oSKIfFT 2F (GKS aai
U.S. House of Representatives Bimber 30 elaborated on federal measures which have

counteracted efforts to lend. Some federagulatoryagencies haveaken aggressivstances

toward ommunity banks, forcingrite downs oftheir assets at an unprecedented pace and

thereby destroying cagiil t | Yy R O dzN& ih vevitalizing thedelcofidmir. Ih addiRidnal

efforts to free up capital in banks 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
LINELI2ASR NBF2N¥Ya G2 {.! 2y LINRPBAINFrYa GKIG o2
community bankgKus, 2009jsee Sources of Investment Capital aBdtrepreneurial

Resources, pg.32

Source: NWMCOG

Community development financial institutio@DFIsdhat are requiredo invest in the
financially underserved communities where they are chartdradealsobeenimpacted.CDFIs

% Senator Levin used data on Michigan Bank INetns (Commercial Banks) generated by Peoples State Bank,
Monroe, Michigan.
12



help peope in traditionally unlerserved market$o start small businessemanage credit, buy
and homesTheygenerally fund most of their operating activities through earnings. However,
earnings are offLoan defaults rose, the number of loans made declined,sanumlces of capital
for new activities became more expensive or altogetheavailable

Investmentsn CDFIdy sources of outside capitAlave declined, resulting from the Great

w S O S & dowrdvgrdedonomic pressures. Mainstream financial institutibrase redued
support of CDFIs resulting from decreasedlirect funding andess credit being available to
support projects undertakem partnershig with CDFI$>hilanthropidfundinghasalsobeen
reduced as endowments sufied capital losses and rates giving declind. Funding from state
and local government programs that support CDfés also decreased.

Decreased earnings combined with recent reductionstate progranfunding(which suppors
institutions that participate in economic development pgojs)haveresulted ina financial
marketplace in lowio medum- income communitieglistinctly different from the marketof
the past thirty yearsThis issue is important to regional institutions like therthern Shores
Loan Fund that lends tstart-ups and expading businesses thatannot secureredit from
traditional lendes. Regional and municipabmmunity development aporations face the
same issues. Although these sources of revenue make up a tiny fraction of n&tianalal
markets,they are citical in Michigan and lowto medium-income commurties likethose
found in Northern Michigan and the Eastern.UP

TheFederal Reserve recognizes the importancehese financial flow$o low- and moderag-
income communities. e Board of Governors esirrently working with severategional
Reserve Banks to @mote research on how to increase tb&ectivenesof CDFIsindtheir
financial stability*

Increased interest by socialiyotivated individual investors is expanding the pool of
investment capitafor community development. One CDFI has created a product similar to a
mutual fund where individuals purchase "community development notes" that are invested in
community development organizations. The fund has raised capital from about 4,700
individualsand invested about $160 million; further, it has perforntedsonably well, with
averagerates of return of 3%and low loss rates Even during theurrentrecession, new
investors have been drawn by the appeal of supporting lamd moderateincome

communities while eaning relatively healthyates of return. Othedevelopments like peeto-
peer lending platformslso holdsignificantpromise(see pagel8for more information on per-
to-peer lending.

*In May 2009 the Board hosted a Community Development Finance Summit to discuss promising strategies for CDFlIs
facing challenges in the current crisis. The Federal Reserve B&ak &rancisco has conducted research on these topics
through its Center for Community Development Investments, and the Federal Reserve Bank of Boston has worked with
key partners to identify and promote best practices.
® Data from audited financial stateents on the Calvert Foundation Community Investment Notes, as ofeygh”008.
Since the fund's inception in 1995, the portfolio reports an overall @&fss rate, none of which has been realized by
investors. See Calvert Social Investment Foundafi6a9), "Community Investment Note: Due Diligence Brief," Calvert
Foundation, April. Also see the Calvert Foundation's website at www.calvertfoundation.org.
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2) Limited impact of public guaranty fomgrams

The ObamaAdministrationhas attemptedo free upthe logjams that are disrupting the
flow of creditto Main Streetand make loans avaible. Siccessas been limited upo this
point in time (April 92010) Moreover, the flow of credit is needed to fuel comroal
activities on thegide street® 2 F O 2 ¥sYveHyaghdsk Gllain Street.

Specifiaegionalfindingsinclude

e Loan caps imposed by economic developmeaitporations and loan guaranty
programs limit the expansion of existing businesses and pretdudmess
growth.?

e Business eligibilitfor collateral supporby guarantor{SBA, MEDC, or USDA) is
based on factors like industry type or stagfebusiness development.

¢ Eligibility $andards reflechighly-conservative bank loan practices that make
securing a guarantysupported loardifficult.

e Stimulusfunded small business guaranty programs have limited fiinalsare
quicklycommitted.

e Fewer bankers are usyfederal orstate small bainess lending programs, likee
SBA {a) program, because of pperwak requirements and@mmunication issues

e Local lendersire generally moreeceptivethan national bank$o state and
federal lending programs to ass®nall businesses.

SomeMichigan lenders and economic development leadese been frustrated biederal
and state loan guaranty prograntState programs didot addresdarrierssmall business
borrowers faced with striceligibility requirementsbrought on by the economidownturn.
Bankswere demandingredit worthinessgollateral, and sufficient earningrojections(Chaffin
2009).MEDC and SBAqgramswere focused on providingvorking capitafor sound
businessesRed tapen procuring guarantyoanswas alsadentified asa deterrent to small
business participation in publiclupportedprograms.

MEDChasrecentlyresponded to small businesgeds formore flexibility in obtaining capital
and collateralrequirements as part of state polity supportgreater economidiversification.
The 2T Century Jobs Fun&ollowOn Fund Michigan Supplier Divefieation Fund (MSDF),
Michigan Collateral Support Program, andmeestment in the @pital Access prograrare
designed tcaddresghese issuegseepage 2%or program information).

Federal response to theggoblemareaswas evidenced inhie 2009American Recovery and
Reinvestment Act (ARR#at waspassed February 17, 200@included$375 millionto

increase the SBA guaranty on 7(a) loans t&®Mhd waivel borrower fees on most 7(a) and
504 loangthis provision is applicable until April 30, 201tlass Congress acts to extend it)
These funds werexhausted byNovember 23In responseCongress appropriated $125 million
on December 192009as a stopgap to continue the loan enhancements.

® The Obama Administration announced February 5, 2010 a proposal to increase temporarily the m&8fum
Express loan size from $350,000 to $1 million. Congressional approval is needed to implement this loan size
increase.
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Michigan guaraty loans increased by 93% sirtbe changesvere implemented in midMarch

2009. While these incentives and loan programs helped to alleviate the drastic decline in SBA
loan activity in theirst half of 2009, moreeeds to be done to increasbe avaihbility of credit

for MichigansmallbusinessegMichigan SBA 2010).

3) Alternative sources ofrural capital
Local revolving funds angeerto-peer lendingprovide dternatives totraditional types
of rural capital

Specifiaegional findingsnclude

¢ Revolving loan funddkLFspperated by local @namic develgpment institutions
are more accommodating in theman practices than mogtanks with more
relaxedeligibility standardsnd lower interest rates

¢ MichiganSmall Business aritechnologypevelopment Centers (SBTDCs) provide
valuable toolgo assst entrepreneurs and small businessasxploringfunding
opportunities(banks geneally do not providehis type of assistance)

e Peerto-peer(P2P)xapital investmenprovidesan effectivealternative to
traditional bank lendindor small businesses witbood credit.

e P2P lendings gaining popularity.

e Measures to prevenfraud inpeerto-peer capital investmentsiust betaken.

e Entrepreneurs frequently rely opersonal savinggamily and friends, and
personalcredit cardgentailing high personal exposwas) to fund startup
businesses

Northern Initiatives reportedipril 9, 201Ghat it had approvechearly $11 million in loansn
the first quarter 0f2010, aboutequal totheir entire loan volume fo2009.Most will close in
the secondquarter.

While these signs of a decertonomic reboundire positive and welcomehe gridlock in
traditional lendingstrongly suggests the need torther mobilizeand/or developalternative
sources of capital. Moreovemhé struggle of rual firms to secure investment paal or loans
has been dong-standingchronic problemFinancial literacy includinghowledge ofalternative
sources of capital may providgeatercapital liquidity and aafety netfor rural small
businesse$o weatherthe ups and downgn conventionafinancial markets

Finally, o major factors mitigate traditional lending to rural small businesses: one, the
perception of high risk, and two, their modesdpital needsesulting insmalker interest
payback. However, thelnternet opensup new avenue®f access to alternativeapitalmarkets
that cansupportbusinesssin Northern Michigan and the Eastern WRoreover, ®me sources
of alternative capital are also committed tbe betterment of communities in addition to
narrower interestsin strictly fnancial returns
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5. Non-traditional or Alternative Types ofCapital

Rurala mall Y | NJ aeéséare generally overlooked by traditional venture capital firms
However,non-traditional sources of equity capitalvailable to rural marketeave been
develpedto overcome gaps itraditional venture capital.

In the past, mallrural businessebavebeen,for the most part low-techand slow-growing.
Investments irthesebusinessesthen,have not beerconsidered attractivéy traditional
venture capitalistsn termsof their dollar amounts ane@xpectedrates of return. In addition,
the smallerdollaramountsof rural investments resulit higher fund manageent costs,
further reducingnet returns on theeinvestments Barkley and Markley2001).

It shouldbe pointed out, lmwever,that Northern Michigan and the Eastern UP are home to
several advanced manufacturing companies includifiagiah Powelin Manistee, Precision
EdgeSurgical Productd LGn Sault Ste. Marie, andoran Ironworks in Oaway near Roges
City. These companies operate in a nenowledgebased advancednanufacturing sector
defined byhigh-end manufacturingtechnologesand global marketing that creates and
calibratesnewniche markets. The rates of return on investments in these typesrapanies
are presumablygreaterthanthose in companiesperating inmore sluggish low-tech sectors.

Non-traditional venture capital institutionare typically createdo promote regional economic
development and/or address perceived inefficienciethim local venture caipal market.

Funding sources includgate and local governments, banks, nonprofit foundations, utilities,
landowners, and business#sat haveinterestsin the economic development of the region.

These invests are more willing to aptlower rates of return (as opposed to higleturns
demanded bytraditional VC funds) because of potential spillover benefitsiide tax

revenues, increased demand for local real estate, or new markets for local goods and services
(Barkley and Markley2001).

This section briefly describesbroad spectrum afine types ofalternativenon-traditional

capitalthat servesmall market areagevolving loan fund§RLFs)micro-enterprise loan funds

assetbased lendingpeerto-peer lendingunds;community developmentanks and

community developmentinancial institutionscommunity development venture capital

employee stock ownership planiadividual development accountsind/ | 0 K SNASGI&I CA (i a C
model

1) Revolving Loan Funds (RLFs)

Revolving loan fuds (RLFsare sources of capitadhat cansupport small and developing
business projectsRLFs are funded by pukdigenciesThe U.S. Economic Development
Administration (EDA) is orfederalagency that provides funding of revolving loan funds.

RLFs prade standardoans that is,the transferof principal from dender to a borrower who
agrees to repay the principal plus inter@ster the term ofthe loar). Revolving loan fundsan
be used to supporthe growth of young companies that havevek of rsk considered excessive
by conventional lendersespecially in the current tighkending environmentRLFsisuallyoffer
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