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In October 2008, the Michigan State University Center for Community and Economic Development (CCED) initiated a 
project with the support of the U.S. Department of Commerce Economic Development Administration (EDA) to 
develop innovative economic development strategies with three Northern Michigan regional planning partners: the 
Eastern Upper Peninsula Regional Planning and Development Commission (EUPRPDC), Northeast Michigan 
Council of Governments (NEMCOG), and Northwest Michigan Council of Governments (NWMCOG).  The goal of the 
project is to create new knowledge-based economic opportunities in the regions and to successfully compete in the 
global knowledge economy.   
 
An assessment of each regionôs Comprehensive Economic Development Strategy (CEDS) identified strengths, 
weaknesses, and opportunities, and helped each region to develop their requests for Collaborative Learning (Co-
Learning) White Papers.  Co-Learning White Papers are designed to provide regional planners and their stakeholders 
with relevant new knowledge, focus, and capacity.  This new knowledge and capacity serves as a platform for 
regional planners and stakeholders to create innovative regional economic development initiatives focused on 
competing in the global knowledge economy.  By understanding the dynamics and demands of global knowledge 
economy forces, regional leaders can better align their regional investment priorities with those demands. 
 
This Co-Learning White Paper© was produced in response to requests by NWMCOG, NEMCOG, and EUPRPDC for 
information on capital access conditions and an inventory of various types of investment capital and investment 
resources.  
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Part I. Overview 
 
1.   Introduction 

The purpose of this co-learning white paper is to provide information on various types of 
rural investment capital strategiesτincluding non-traditional approachesτthat local leaders and 
planners may wish to consider in designing their regional economic development strategies. The 
timing of this report is particularly appropriate as access to capital and credit has become a 
critical national (and international) issue resulting from the turmoil and meltdown of global 
financial markets 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 take constructive steps to recover from 
the Great Recessionτthe worst economic catastrophe since the Great Depression of the 1930s.  

In this overall Ǝƭƻōŀƭ ŎƻƴǘŜȄǘΣ ¦Φ{Φ ŀƎǊƛŎǳƭǘǳǊŜΩǎ ǊƻƭŜ in rural America has been declining sharplyτ
82% of farm family income is derived from off-farm 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 capital by new 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 21st century global 
knowledge economy.  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 of the Northern Michigan and Eastern Upper Peninsula Knowledge Economy 
Strategies project, the Northwest Michigan Council of Governments (NWMCOG), Northeast 
Michigan Council of Governments (NEMCOG), and Eastern Upper Peninsula Regional Planning 
and Development Commission (EUPRPDC) requested co-learning research to identify funding 
sources and document gaps in access to investment capital markets; identify collaborative 
methods to leverage investment capital; and compile a directory of internet resources to help 
small businesses expand and further develop their markets.  In addition, NEMCOG requested 
information about the Solari reinvestment approach. This model is predicated on building a 
base of local investment clubs to retain investment capital in a region. With greater knowledge 
of investment gaps, sources, and investment models, our regional partners can create and 
deploy innovative investment strategies to assist businesses in their respective regions (see 
map on next page).   

The lack of rural access to investment 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 from sources other than their owners (Drabenstott, 2009; Federal Reserve Board, 2008).   



 

4 

 

Map of Northern Michigan and Eastern Upper Peninsula 

 

Entrepreneurs and other business owners rely extensively on their own personal lines of credit 
and credit cards. Entrepreneurial start-ups frequently rely on friends and family members for 
risk capital.  

Access to rural equity capital has been more difficult since the global collapse of financial 
markets in fall, 2008. 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 co-learning white paper is to focus on investment and capital access 
strategies to respond to the needs of early-stage companies and the expansion of small 
companies in Northern Michigan and the Eastern UP. The greater the knowledge of the various 
types of investment capital, the more effective local and regional leaders and policy makers can 
be in developing effective economic development strategies that support and encourage:  

 Entrepreneurial development,  

 Innovation,  
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 Job creation, and  

 Sustainable community development.   

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

2. Co-Learning Objectives and Research Methods  

       Our co-learning research in this module is intended to achieve three co-learning objectives:  

1. Provide up-to-date information on evolving investment capital and credit markets, 
especially in light of current federal and state initiatives to bridge gaps in the 
availability of private capital;  

2. Identify sources of capital for small and medium companies in Northern Michigan 
and the Eastern Upper Peninsula; and  

3. Provide information about /ŀǘƘŜǊƛƴŜ CƛǘǘǎΩ Solari model, a community reinvestment 
system that engages firms and community residents to work in complementary ways 
to increase property values and community wealth.  

Two principal methods were used to obtain information to achieve these objectives:  

1. Conducting a thorough review of current studies; Congressional testimony; federal, 
ǎǘŀǘŜΣ ŀƴŘ ΨǘƘƛƴƪ ǘŀƴƪΩ reports on investment capital and credit markets; and current 
newspaper and research articles; and  

2. Conducting five structured telephone interviews with regional and state financial 
resource experts.  

The project team conducted an extensive review of literature on current and contextual issues 
related to rural capital access and resources, including testimony before a U.S. House of 
Representatives financial services oversight subcommittee hearing on small business lending in 
Southfield, Michigan November 30, 2009 and the Senate Banking Subcommittee on Economic 
Policy, March 2, 2010.  The project team also reviewed numerous reports published by state, 
federal, and non-governmental agencies and organizations since 2004 on the availability of 
capital and entrepreneurial resources to start-ups and small businesses seeking to expand in 
Northern Michigan and the Eastern Upper Peninsula.  

The project team also designed a questionnaire consisting of 11 questions used in a preliminary 
survey to identify new and chronic gaps in regional investment capital and credit and related 
financial and market information (see Appendix 1 for the questionnaire). The project team 
conducted a preliminary survey of four representatives of northern Michigan and Eastern UP 
economic development organizations and one representative of the Michigan Economic 
Development Corporation (MEDC)Σ ǘƘŜ ǎǘŀǘŜΩǎ ŜŎƻƴƻƳƛŎ ŘŜǾŜƭƻǇƳŜƴǘ ŀƎŜƴŎȅΦ This survey was 
conducted in September and October, 2009 (see Appendix 2 for the list of interviewees).   
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Part II. Types of Capital and Regional Capital Market Conditions 

 

3.  Traditional Types of Investment Capital   

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 growth potential. Rural America, it is argued, must acquire the means to join this 
finance system using local competitive advantages and adapting the existing system to fit their 
local contexts (Brophy and Mourtada, 1999).  

 

 
Source: NEMCOG        

 

The venture capital industry is relatively young. Set in motion after World War II by the Boston-
based American Research and Development Corporation,1 ƛǘ ǿŀǎƴΩǘ ǳƴǘil the early 1970s that 
the industry grew significantly. The industry has become an integral and growing source of 
investment capital. 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 high-tech and/or other rapid-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 Michigan companies during 2008 was $246 million, an 
increase of $141 million over 2007. By comparison in 2008, California, Florida, and 
Massachusetts venture capital investments were $14.2 billion, $2.9 billion, and $239 million, 
respectively (State Science & Technology Institute, 2010). 

                                                           
1
 The American Research and Development Corporation (ARD) was organized by New England financiers and MIT 

researchers to take advantage of new technologies developed during World War II.  Its most successful investment 
was the Digital Equipment Corporation in 1957.  
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It is clear that entrepreneurs will most likely find and accept capital if it is locally available. 
{ƛƳƛƭŀǊƭȅΣ ǾŜƴǘǳǊŜ ŎŀǇƛǘŀƭƛǎǘǎ ǿƛƭƭ ǘŜƴŘ ǘƻ ƳŀƪŜ ƛƴǾŜǎǘƳŜƴǘǎ ƛƴ ŀǊŜŀǎ ǘƘŜȅΩǊŜ ŦŀƳƛƭƛŀǊ ǿƛǘƘΦ 
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.  

The traditional types of investment capital generally correspond to the stages of business 
development (see Table 1 on next page): basic and applied research, prototype development, 
company start-up, rapid growth, and mature growth. Six types of traditional capital are 
described below.  
 
Table 1: Types of Investment Capital and Stages of Business Development  

Types of 
Capital 

R&D 
Capital 

 

Pre-Seed 
Capital 

 

Seed 
Capital 

 

Venture 
Capital 

 

Mezzanine 
Capital 

 

Secured 
Debt 

 
  

          

 
Universities and Labs 

        

 
  Corporate Investors 

      

 
  

 
Seed Funds 

       Providers   
  

Angel Investors 
     

 
  

   
Venture Funds 

    

 
  

      
Mezzanine Funds 

 

 
  

     
Customers & Suppliers 

  

 
  

       
Commercial Banks 

 
  

          Stages of 
Development 

Basic 
Research   

Applied 
Research   

Prototype 
Work   Start-Up   

Rapid 
Growth   

Mature 
Growth 

Source: Michigan Economic Development Corporation and Michigan State University Center for Community and 
Economic Development, 2010. 
 

Pre-Seed Capital  
In the pre-seed stage, capital is invested in research with the intent to commercialize a 

product or process.  This follows basic research and development (R&D) conducted for the 
most part in university and national labs. A relatively small amount of capital is invested to 
prove ŀ ŎƻƴŎŜǇǘ όάǇǊƻƻŦ ƻŦ ŎƻƴŎŜǇǘέύ ǘƘŀǘ ƛǎ intended to develop a new product or process (see 
page 31 for a description of the Michigan Pre-Seed Capital Fund). 

Seed Capital 
Seed capital is invested in very young 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 risky for conventional bank financing. On the other hand, their 
capital needs may be too modest to attract venture capital. The primary sources of seed-stage 
investments are angel networks, not venture capitalists (see Appendix 3 for a list of Michigan 
angel investor networks). 
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Angel Capital  
Angel capital is provided by high net-worth individuals who invest in new or growing 

ventures. Angels originally described investors in Broadway productions dating back to the 
1900s. Angel investors are more likely than venture capitalists to invest in the earliest stages of 
business development. Angels, then, will provide capital for seed stage and start-up companies, 
usually in exchange for convertible debt or ownership equity. Convertible debt refers to any 
type of debt financing in which there is the option of converting the outstanding balance due to 
another form of security or asset. 

Angel investors typically invest personal funds in comparison to venture capitalists who invest 
pooled money drawn from professionally-managed funds. 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 Northern Michigan although their deals are generally 
below any public άǊŀŘŀǊ ǎŎǊŜŜƴǎΦέ These are private deals and are not subject to any public 
scrutiny or reporting requirements (see Appendix 3 for a list of Michigan angel investor 
networks).  

Angel investors have long been a fixture in the investment landscape, but the emergence of 
organized angel networks is relatively recent. The recently-formed 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 University of New 
Hampshire Center for Venture Research.  

Venture Capital  
Venture capital (VC) provides equity capital to companies with the potential for rapid 

growth that are in start-up or product commercialization stages. High rates of return (>30% per 
year) are expected. VC investments are generally cash investments in exchange for equity 
positions in the portfolio company. These returns are typically realized within 3-7 years through 
initial public offerings (IPOs)2 or the sale of companies. Venture capital typically comes 
from institutional investors and high net-worth individuals that is pooled by a dedicated 
investment firm. Venture capital firms target young, entrepreneurial companies in the 
technology and other high-growth sectors (clean or renewable energy, for example). As these 
companies are regarded as high risk, conventional financing is not typically available to them. 

Most venture capital funds are organized as limited partnerships with a predetermined life, 
usually ten years. Capitalization is provided by limited partners, and the venture capitalist acts 
as the managing partner. The managing partner receives an annual management fee (2-3%) and 
a predetermined percentage of earnings.   

                                                           
2
 There are signs that the role 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 high flyers use this investment capital to buy shares from early 
ŜƳǇƭƻȅŜŜǎ ŀƴŘ ƛƴǾŜǎǘƻǊǎ ŀǎ άǇǳōƭƛŎ ƳŀǊƪŜǘǎ ƘŀǾŜ ōŜŜƴ ǾƛǊǘǳŀƭƭȅ ŎƭƻǎŜŘ ǘƻ ǘŜŎƘ ǎǘŀǊǘ-ǳǇǎ ŦƻǊ ǘƘŜ ƭŀǎǘ ŦŜǿ ȅŜŀǊǎΦέ 

http://en.wikipedia.org/wiki/Private_equity
http://www.investorwords.com/2640/IPO.html
http://en.wikipedia.org/wiki/High_net_worth_individuals
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Traditional venture capital investments focus on Silicon Valley, Route 128, Austin, and other 
metropolitan centers with dynamic entrepreneurial and mature risk-taking cultures. Rural areas 
are rarely, if ever, targeted by traditional venture capital investors. 

In addition to equity capital, venture capitalists provide relevant technical expertise and assume 
some level of managerial responsibility for the portfolio company.  Venture capitalists may also 
take significant control over company decisions, often through Board membership.  

In 2008, venture-backed companies that had gone public in previous years accounted for 12.1 
million jobs and $2.9 trillion in revenues (Patricof and Dinallo, 2009). However, the fallout from 
the financial downturn of 2008 has taken its toll. From a peak 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 billion was invested in 2,795 deals. This was a decline of 37% in dollars and 30% in 
deals from 2008. Double digit declines were seen across all sectors from clean tech to software 
(see Appendix 3 for a list of Michigan venture capital firms).  

Corporate Venture Capital 
Corporate venture capital is the direct investment of corporate funds from an 

established company (tƘŜ άǇŀǊŜƴǘ ƻǊ ƘƻƭŘƛƴƎ ŎƻƳǇŀƴȅέύ ƛƴ ŜȄǘŜǊƴŀƭ ǎǘŀǊǘ-up companies or 
entrepreneurial initiatives (άǇƻǊǘŦƻƭƛƻ ŎƻƳǇŀƴƛŜǎέύ ŦƻǊ Ŝǉǳƛǘȅ positions in those businesses. 
These investments have strategic objectives like leveraging external sources of innovation, 
acquiring new ideas and technologies, ŀƴŘ ǘŀƪƛƴƎ άǊŜŀƭ ƻǇǘƛƻƴǎέ ƻƴ new technologies or 
business models. By investing in a wider range of technologies than the portfolio company can 
pursue on its own, strategic advantages can be realized by both parents and portfolio 
companies. Parent companies can learn about new technologies and ideas to its benefit.  

Corporate venture capital can be invested internally or externally. Internal ventures create 
entrepreneurial opportunities inside the parent company. Entrepreneurial teams are granted 
greater independence and resources to innovate and form new business ventures.  

External ventures tap external sources of innovation by collaborating with research institutions 
or universities or forming strategic partnerships with entrepreneurial companies. Such ventures 
allow for investigation of new technologies and new market strategies. They can also help 
identify new technologies that fall ouǘǎƛŘŜ ǘƘŜ ŎƻǊǇƻǊŀǘƛƻƴΩǎ ŎǳǊǊŜƴǘ business model to discover 
profitable new business directions.  

Mezzanine Funds 
Mezzanine financing is typically used to finance the expansion of existing companies.  It 

refers to funds supplied by lenders that are part of tƘŜ ŦƛǊƳΩǎ ŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜΦ  ¢Ƙƛǎ ǘȅǇŜ ƻŦ 
funding gives lenders the right to convert their loans to equity if their loans are not paid back in 
time and in full.  It is generally subordinated to debt provided by senior lenders such as banks 
and venture capital companies.  This type of funding is usually provided to the borrower very 
quickly with little or no collateral on the part of the borrower, so it is aggressively priced, with 
lenders seeking returns in the 20-30% range. 

aŜȊȊŀƴƛƴŜ ŦǳƴŘƛƴƎ ƛǎ ǘǊŜŀǘŜŘ ƭƛƪŜ Ŝǉǳƛǘȅ ƻƴ ŀ ŎƻƳǇŀƴȅΩǎ ōŀƭŀƴŎŜ ǎƘŜŜǘ ŀƴŘ Ƴŀȅ ƳŀƪŜ ƛǘ ŜŀǎƛŜǊ 
to obtain standard bank financing.  To attract mezzanine funding, a company must demonstrate 



 

10 

 

a track record in the industry with an established product and reputation, a history of 
profitability, and a viable expansion plan. 
 

4.  Preliminary Analysis of Current Capital Market Conditions in Northern 
Michigan and the Eastern Upper Peninsula 

To broaden and deepen our understanding of current capital market conditions in 
Northern Michigan and the Eastern UP, structured telephone interviews were conducted with 
the leaders of four economic development organizations in late September and October, 2009. 
The interview questionnaire was designed specifically for this project (see Appendix 1).  

Since the time these interviews were conducted last fall, federal policymakers and 
Congressional leaders have sought to identify ways to loosen up tight credit markets and 
strengthen support for economic recovery from the devastating impacts of the global recession. 
Virtually all observers have emphasized the absence of credit as a primary factor in choking off 
economic recovery and growth. As a result, the Northern Michigan/Eastern UP economies, like 
many other regional economies, have not yet rebounded from the decade-long manufacturing 
sector recessionτa period much longer than that for most other sectors and regions in the U.S. 
Economic demand lags, capacity exceeds demand, and job creation is stalled.  

Preliminary findings on current capital market conditions in Northern Michigan and the Eastern 
UP are summarized in three areas: 1) tight bank lending practices, 2) the limited impact of 
public guaranty programs, and 3) alternatives sources of rural capital. 

 

 

 

Source: EUPRPDC 
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1)   Tight bank lending practices  
 The inability to obtain investment capital and credit has crippled businesses across the 
board in the region and across the country.  

 Specific regional findings include: 

 Stricter collateral and risk management requirements are making lenders more 
conservative, with narrow windows of loan eligibility criteria. 

 A reduction in capital reserves in both national and local banks has decreased 
lending capabilities, exacerbating an already conservative lending climate. 

 Conservative banks are more likely to lend to mature, well-capitalized businesses in 
industries linked to high technology. 

 National banks are less willing to make small business loans, and their interests are 
primarily evidenced in extending large loans to mature, expanding companies. 

 Community banks and credit unions are less conservative in making small business 
loans than national banks. 

 Federal programs recognize the vitality of local lending institutions and have 
created programs to further increase lending capabilities. 

 Small Business & Technology Development Centers (SBTDCs) are instrumental in 
helping entrepreneurs and small businesses to prepare loan applications. Banks are 
less likely to take on these assistance roles (see Appendix 4 for a list of SBTDCs in 
Northern Michigan and the Eastern UP). 

These findings reflect investment and credit conditions observed nationally. To restore and 
sustain strong economic growth, these depressed conditions must be improved to allow rural 
businesses and entrepreneurs to create well-paid jobs and achieve community-wide prosperity.  

To ease current tight credit conditions, the Obama Administration has proposed increasing the 
maximum level of SBA Express loans and expanding the SBA 504 program (see page 38). In 
addition, the Federal Reserve Bank and other federal regulators instructed their examiners 
February 5, 2010 to relax the current tightness in reviewing ōŀƴƪǎΩ small business loans.  In the 
meantime, banks have been reluctant to make loans to small businesses that rely on cash flow 
and underlying collateral to repay their loans.  Their reluctance is based on concerns that they 
will be forced to take steep markdowns by bank examiners should these loans go bad.  

The Fed specifically ǎǘŀǘŜŘ ǘƘŀǘ ōŀƴƪǎ άǎƘƻǳƭŘ ƴƻǘ ŀǳǘƻƳŀǘƛŎŀƭƭȅ ǊŜŦǳǎŜ ŎǊŜŘƛǘ ǘƻ ǎƻǳƴŘ 
ōƻǊǊƻǿŜǊǎ ōŜŎŀǳǎŜ ƻŦ ŀ ōƻǊǊƻǿŜǊΩǎ ǇŀǊǘƛŎǳƭŀǊ ƛƴŘǳǎǘǊȅ ƻǊ ƎŜƻƎǊŀǇƘƛŎ ƭƻŎŀǘƛƻƴΦέ Banks have 
become cautious because examinŜǊǎ ƘŀǾŜ ōŜŜƴ άƻǾŜǊƭȅ ƘŀǊǎƘΣέ ŀŎŎƻǊŘƛƴƎ ǘƻ the Independent 
Community Bankers of America, and change is needed at the examiner level to implement 
(federal) interagency policy statements (Chan, February 6, 2010).  

Moreover, conventional bank financing in Michigan has long been more conservative compared 
to the rest of the country. Although loan growth rates in Michigan in 2007 and 2008 were 4.9 
and 2.7 %, respectively, according to the Michigan Banking Association, they still lagged behind 
the national loan growth rate of 9.5% ƛƴ ǘƘƻǎŜ ȅŜŀǊǎΦ aƛŎƘƛƎŀƴΩǎ ƭƻŀƴ ƎǊƻǿǘƘΣ ǘƘŜƴΣ ǿŀǎ ƭŜǎǎ 
than a third than that of the national average (Chaffin, 2009). However, according to Senator 
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Carl Levin addressing a Senate Subcommittee hearing on restoring credit to Main Street March 
2, 2010, bank loan volume in Michigan plummeted by 74% from 2007 to 2009.3 

Lenders are sensitive to regulators cautioning them to make only solid secure loans, according 
to Douglas Chaffin of the Michigan Bank Association in testimony before a November 30 
Congressional field hearing in Southfield, Michigan.  Banks, then, have focused even more than 
in the past on the ability of borrowers to re-pay their loans. Chaffin asserted that credit follows 
recovery. He argued for the establishment of programs with targeted increased lending to 
businesses to shore up credit available to Michigan industries (Chaffin, 2009). 

aƛŎƘŀŜƭ !Φ YǳǎΩ ǘŜǎǘƛƳƻƴȅ ƻƴ ōŜƘŀƭŦ ƻŦ ǘƘŜ aƛŎƘƛƎŀƴ !ǎǎƻŎƛŀǘƛƻƴ ƻŦ /ƻƳƳǳƴƛǘȅ .ŀƴƪŜǊǎ ǘƻ ǘƘŜ 
U.S. House of Representatives November 30 elaborated on federal measures which have 
counteracted efforts to lend. Some federal regulatory agencies have taken aggressive stances 
toward community banks, forcing write downs of their assets at an unprecedented pace and 
thereby destroying capiǘŀƭ ŀƴŘ ŎǳǊǘŀƛƭƛƴƎ ōŀƴƪǎΩ Ǌƻƭe in revitalizing the economy. In additional, 
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 
ǇǊƻǇƻǎŜŘ ǊŜŦƻǊƳǎ ǘƻ {.! ƭƻŀƴ ǇǊƻƎǊŀƳǎ ǘƘŀǘ ǿƻǳƭŘ ƳŀƪŜ {.! ƭŜƴŘƛƴƎ ƳƻǊŜ άǳǎŜǊ ŦǊƛŜƴŘƭȅέ ŦƻǊ 
community banks (Kus, 2009) (see Sources of Investment Capital and Entrepreneurial 
Resources, pg. 23). 

 

 

 

 

 

 

 

 

 

 

 

 

   Source: NWMCOG 

Community development financial institutions (CDFIs) that are required to invest in the 
financially underserved communities where they are chartered have also been impacted. CDFIs 

                                                           
3
 Senator Levin used data on Michigan Bank Net Loans (Commercial Banks) generated by Peoples State Bank, 

Monroe, Michigan.  
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help people in traditionally underserved markets to start small businesses, manage credit, buy 
and homes. They generally fund most of their operating activities through earnings. However, 
earnings are off. Loan defaults rose, the number of loans made declined, and sources of capital 
for new activities became more expensive or altogether unavailable. 

Investments in CDFIs by sources of outside capital have declined, resulting from the Great 
wŜŎŜǎǎƛƻƴΩǎ downward economic pressures. Mainstream financial institutions have reduced 
support of CDFIs resulting from decreases in direct funding and less credit being available to 
support projects undertaken in partnerships with CDFIs. Philanthropic funding has also been 
reduced as endowments suffered capital losses and rates of giving declined. Funding from state 
and local government programs that support CDFIs has also decreased.  

Decreased earnings combined with recent reductions in state program funding (which supports 
institutions that participate in economic development projects) have resulted in a financial 
marketplace in low to medium- income communities distinctly different from the markets of 
the past thirty years. This issue is important to regional institutions like the Northern Shores 
Loan Fund that lends to start-ups and expanding businesses that cannot secure credit from 
traditional lenders. Regional and municipal community development corporations face the 
same issues. Although these sources of revenue make up a tiny fraction of national financial 
markets, they are critical in Michigan and low- to medium- income communities like those 
found in Northern Michigan and the Eastern UP. 

The Federal Reserve recognizes the importance of these financial flows to low- and moderate-
income communities. The Board of Governors is currently working with several regional 
Reserve Banks to promote research on how to increase the effectiveness of CDFIs and their 
financial stability.4  

Increased interest by socially-motivated individual investors is expanding the pool of 
investment capital for 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 
individuals and invested about $160 million; further, it has performed reasonably well, with 
average rates of return of 3% and low loss rates.5 Even during the current recession, new 
investors have been drawn by the appeal of supporting low- and moderate-income 
communities while earning relatively healthy rates of return. Other developments like peer-to-
peer lending platforms also hold significant promise (see page 18 for more information on peer-
to-peer lending). 

                                                           
4
 In May 2009 the Board hosted a Community Development Finance Summit to discuss promising strategies for CDFIs 

facing challenges in the current crisis. The Federal Reserve Bank of San Francisco 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. 
5
 Data from audited financial statements on the Calvert Foundation Community Investment Notes, as of year-end 2008. 

Since the fund's inception in 1995, the portfolio reports an overall 0.20 % loss rate, none of which has been realized by 
investors. See Calvert Social Investment Foundation (2009), "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 programs 
The Obama Administration has attempted to free up the logjams that are disrupting the 

flow of credit to Main Street and make loans available. Success has been limited up to this 
point in time (April 9, 2010). Moreover, the flow of credit is needed to fuel commercial 
activities on the Ψside streetsΩ ƻŦ ŎƻƳƳǳƴƛǘƛŜǎ as well as those on Main Street.  

Specific regional findings include: 

 Loan caps imposed by economic development corporations and loan guaranty 
programs limit the expansion of existing businesses and preclude business 
growth.6 

 Business eligibility for collateral support by guarantors (SBA, MEDC, or USDA) is 
based on factors like industry type or stage of business development.  

 Eligibility standards reflect highly-conservative bank loan practices that make 
securing a guaranty-supported loan difficult. 

 Stimulus-funded small business guaranty programs have limited funds that are 
quickly committed. 

 Fewer bankers are using federal or state small business lending programs, like the 
SBA 7(a) program, because of paperwork requirements and communication issues.  

 Local lenders are generally more receptive than national banks to state and 
federal lending programs to assist small businesses. 

Some Michigan lenders and economic development leaders have been frustrated by federal 
and state loan guaranty programs. State programs did not address barriers small business 
borrowers faced with strict eligibility requirements brought on by the economic downturn. 
Banks were demanding credit worthiness, collateral, and sufficient earning projections (Chaffin, 
2009). MEDC and SBA programs were focused on providing working capital for sound 
businesses. Red tape in procuring guaranty loans was also identified as a deterrent to small 
business participation in publicly-supported programs.  

MEDC has recently responded to small business needs for more flexibility in obtaining capital 
and collateral requirements as part of state policy to support greater economic diversification. 
The 21st Century Jobs Fund, Follow-On Fund, Michigan Supplier Diversification Fund (MSDF), 
Michigan Collateral Support Program, and re-investment in the Capital Access program are 
designed to address these issues (see page 29 for program information).  

Federal response to these problem areas was evidenced in the 2009 American Recovery and 
Reinvestment Act (ARRA) that was passed February 17, 2009. It included $375 million to 
increase the SBA guaranty on 7(a) loans to 90 % and waived borrower fees on most 7(a) and 
504 loans (this provision is applicable until April 30, 2010 unless Congress acts to extend it). 
These funds were exhausted by November 23. In response, Congress appropriated $125 million 
on December 19, 2009 as a stop-gap to continue the loan enhancements.  

                                                           
6
 The Obama Administration announced February 5, 2010 a proposal to increase temporarily the maximum SBA 

Express loan size from $350,000 to $1 million. Congressional approval is needed to implement this loan size 
increase.   
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Michigan guaranty loans increased by 93% since the changes were implemented in mid-March 
2009. While these incentives and loan programs helped to alleviate the drastic decline in SBA 
loan activity in the first half of 2009, more needs to be done to increase the availability of credit 
for Michigan small businesses (Michigan SBA 2010).  

3)  Alternative sources of rural capital  
Local revolving funds and peer-to-peer lending provide alternatives to traditional types 

of rural capital.  

Specific regional findings include: 

 Revolving loan funds (RLFs) operated by local economic development institutions 
are more accommodating in their loan practices than most banks with more 
relaxed eligibility standards and lower interest rates. 

 Michigan Small Business and Technology Development Centers (SBTDCs) provide 
valuable tools to assist entrepreneurs and small businesses in exploring funding 
opportunities (banks generally do not provide this type of assistance). 

 Peer-to-peer (P2P) capital investment provides an effective alternative to 
traditional bank lending for small businesses with good credit. 

 P2P lending is gaining popularity.  

 Measures to prevent fraud in peer-to-peer capital investments must be taken. 

 Entrepreneurs frequently rely on personal savings, family and friends, and 
personal credit cards (entailing high personal exposures) to fund start-up 
businesses.   

Northern Initiatives reported April 9, 2010 that it had approved nearly $1.1 million in loans in 
the first quarter of 2010, about equal to their entire loan volume for 2009. Most will close in 
the second quarter. 

While these signs of a decent economic rebound are positive and welcome, the gridlock in 
traditional lending strongly suggests the need to further mobilize and/or develop alternative 
sources of capital. Moreover, the struggle of rural firms to secure investment capital or loans 
has been a long-standing chronic problem. Financial literacy including knowledge of alternative 
sources of capital may provide greater capital liquidity and a safety net for rural small 
businesses to weather the ups and downs in conventional financial markets.  

Finally, two major factors mitigate traditional lending to rural small businesses: one, the 
perception of high risk, and two, their modest capital needs resulting in smaller interest 
paybacks. However, the Internet opens up new avenues of access to alternative capital markets 
that can support businesses in Northern Michigan and the Eastern UP. Moreover, some sources 
of alternative capital are also committed to the betterment of communities in addition to 
narrower interests in strictly financial returns.  
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5. Non-traditional or Alternative Types of Capital 

Rural άǎmall ƳŀǊƪŜǘέ areas are generally overlooked by traditional venture capital firms. 
However, non-traditional sources of equity capital available to rural markets have been 
developed to overcome gaps in traditional venture capital.  

In the past, small rural businesses have been, for the most part, low-tech and slow-growing. 
Investments in these businesses, then, have not been considered attractive by traditional 
venture capitalists in terms of their dollar amounts and expected rates of return. In addition, 
the smaller dollar amounts of rural investments result in higher fund management costs, 
further reducing net returns on these investments (Barkley and Markley, 2001).    

It should be pointed out, however, that Northern Michigan and the Eastern UP are home to 
several advanced manufacturing companies including Mariah Power in Manistee, Precision 
Edge Surgical Products, LLC in Sault Ste. Marie, and Moran Ironworks in Onaway near Rogers 
City. These companies operate in a new knowledge-based, advanced manufacturing sector 
defined by high-end manufacturing technologies and global marketing that creates and 
calibrates new niche markets.  The rates of return on investments in these types of companies 
are presumably greater than those in companies operating in more sluggish, low-tech sectors.  

Non-traditional venture capital institutions are typically created to promote regional economic 
development and/or address perceived inefficiencies in the local venture capital market. 
Funding sources include state and local governments, banks, nonprofit foundations, utilities, 
landowners, and businesses that have interests in the economic development of the region. 
These investors are more willing to accept lower rates of return (as opposed to high returns 
demanded by traditional VC funds) because of potential spillover benefits like new tax 
revenues, increased demand for local real estate, or new markets for local goods and services 
(Barkley and Markley, 2001). 

This section briefly describes a broad spectrum of nine types of alternative non-traditional 
capital that serve small market areas: revolving loan funds (RLFs); micro-enterprise loan funds; 
asset-based lending; peer-to-peer lending funds; community development banks and 
community development financial institutions; community development venture capital; 
employee stock ownership plans; individual development accounts; and /ŀǘƘŜǊƛƴŜ CƛǘǘǎΩ Solari 
model. 

1) Revolving Loan Funds (RLFs)  
Revolving loan funds (RLFs) are sources of capital that can support small and developing 

business projects. RLFs are funded by public agencies. The U.S. Economic Development 
Administration (EDA) is one federal agency that provides funding of revolving loan funds.  
 
RLFs provide standard loans (that is, the transfer of principal from a lender to a borrower who 
agrees to repay the principal plus interest over the term of the loan). Revolving loan funds can 
be used to support the growth of young companies that have levels of risk considered excessive 
by conventional lenders, especially in the current tight lending environment. RLFs usually offer 




