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Introduction

Thevast majority of businessesin the United States are small, closely held businesses. Small
businesses have provided a great proportion of net new jobsin the last decade as lar ge cor por ations
have downsized and streamlined their operations. Technology is also having a positive impact on
the ability of small businesses to compete with much larger enterprises.

Small businesses have strategic advantages over large, publicly held cor porations which provide
small businesses with the competitive strength to over come the benefits of size enjoyed by much
larger businesses. Many lar ge cor por ations recognize these strategic advantages and attempt to
emulate the characteristics of entrepreneurial businesses. Attorneys should appreciate the strategic
advantages enjoyed by small businesses and attempt to preserve these advantagesin structuring

or ganizational and financing relationshipsfor these entities.

This paper will review the market of small businesses and the strategic advantages of such
businesses. The paper will then discuss some traditional and other moreinnovative means of
financing small businesses, and therelative effects of each financing method on the strategic
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advantages of small businesses.

Understanding the Market of Small Businesses

Roughly 22 million businesses exist in the United States: 16 million without employees (largely sole
proprietorships) and 6 million with employees (including some under common control). Based on
1993 U.S. Bureau of Census Data and after adjusting for separ ate establishments under common
control, a total of 5.2 million firms had employees. Of these 5.2 million firms, 5.1 million had less
than 100 employees (over 98%) and only 15,000 firms employ mor e than 500 employees. The 15,000
firmsthat employ more than 500 employees ar e behemoths, employing a total of 45 million
employees, or 53% of all U.S. employees (excluding gover nment). But small businesses (fewer than
500 employees) are providing a great proportion of net new jobs, as demonstrated by Small
Business Administration data for 1992-1996:

Firm Sizein 1992

by Number of Employees Net Number of New Jobs

<20 employees 8,084,000
20-99 employees 1,417,000
100-499 employees 2,326,000
500+ employees ( 645,000)

The Internal Revenue Service publishes infor mation about cor por ate tax retur ns which evidences
theincreasing importance of small corporations. Of the more than 5.4 million corporate tax returns
the IRS projectswill befiled for 1999 (including cor por ations with no employees), 50% will be filed
by Subchapter S corporations, up from 20% in 1980. S cor por ations have accounted for virtually
all the new growth in number of cor porations from 1980-1999, while C cor porations have remained
flat. In 1995, 98% of all S corporationshad 10 or fewer shareholdersand 82% of all S corporations
had only one or two shareholders. With the adoption of the" check-the-box™" regulations, some of
this growth may shift from S corporationsto partnerships (including LLCs).

Recent developmentsin technology have dramatically lowered barriersto entry for new businesses
and enabled small businessesto perform like lar ge entities. Technological innovationsin
microelectronics, personal computer s, telecommunications and most recently the I nter net have
spawned increasing rates of entrepreneurship, particularly in the state of Georgia. While new
businessincor porationsfor the period 1987-97 increased by 16.5% nationally, incor porations over
the same period grew a whopping 62.2% in the state of Georgia to nearly 30,000 per year. Being an
entrepreneur has also become fashionable in American culture. Whilethe 1950's American Dream
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wasto own your own house and loyally work for a single employer until retirement, the 1990's
American Dream isto own your own business and be your own boss. Small businessesarethe
driving for ce behind the current expansion in the American economy and are becoming an
increasingly important factor in the global economy.

Creative Destruction

While small businesses are being formed at an increasing rate, therelative share of small business
(<500 employees) to large business (500+ employees) in terms of employees and gr oss national
product hasremained roughly stable over the past 40 years. Thereason isthat many small firms
fail and those that do succeed (for example, Microsoft) become lar ge enter prises themselves. But
underlying the statisticsis a dynamic process wher eby small businesses ar e continuously innovating
and experimenting to achieve entrepreneurial success. Accordingto the Small Business
Administration, about 10-16 percent of firmsare new each year and about 9-14 percent exit each
year. The economist Schumpeter some 50 year s ago described this asthe process of creative
destruction, in which entrepreneurs create new successful methods of employing resour ces and
destroy the old and unsuccessful methods. The attor ney must be cognizant that many
entrepreneurial ventureswill not succeed and should counsel the entrepreneur about the downside
of obtaining financing, particularly theindividual financial exposur e assumed through per sonal
guar anties.

Strategic Advantages of Small Businesses

Small businesses have strategic advantages over large, publicly held corporations. Four of these
advantages will be discussed below:

Entrepreneurial nature.

1. Entrepreneurial nature

2. Confluence of management and ownership
3. Long-term orientations

4. Lower costs

Entrepreneurial nature- An entrepreneur is defined as one who or ganizes, manages and assumes
therisksof abusinessor enterprise. While many people may have one or two of the attributes of an
entrepreneur (organize, manage and takerisk), a much smaller number of people haveall three
attributes and arewilling to undertake all three functions at once. The successful entrepreneur has
thevision to see market niches and the willingness to take therisks necessary to capitalize on the
opportunities.
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Studies of entrepreneurship have identified both tangible and intangible char acteristics of
entrepreneurial ability. Thetangible characteristicsinclude education, work experience, and

inter per sonal skills. Theintangible characteristics, which are probably moreimportant in

deter mining successful entrepreneurial ability, include internal motivation, behavior patterns, self-
confidence, integrity and maturity. Internal motivation isa particularly crucial characteristic of a
successful entrepreneur.

Confluence of owner ship and management - When an entity is managed by professional managers
for the benefit of disinterested shareholders, resour ces are wasted by management seeking per sonal
security and power, and by shareholders monitoring management. Dilbert cartoons provide great
examples of thiswasteful behavior in large American corpor ations. Recent resear ch shows family-
controlled firms have better financial perfor mance than compar able non-family firms. Many large
cor por ations have adopted compensation structuresto provide owner-likeincentivesto its
professional managers. Still, small cor porationstypically have a greater confluence of owner ship
and management, and ther efor e less wasteful behavior.

L ong-term orientations - Public corporations aredriven by very short-term (sometimes quarterly)
goals. Small businesses generally have a small number of patient investorswho can ignore short
term fluctuations and make decisions based on long-ter m benefit. This can be a huge advantage for
small businesses, particularly in their willingnessto invest in new products or customer service
which may have long-term paybacks.

L ower costs- In an industrial-based economy, large size generally resulted in lower ed costs of
manufacturing. In today's infor mation-based economy, the personal computer revolution enables
small enterprisesto improve productivity without the need for large size. The Internet allows
entities of any size to operate on a global basis from a single site. Economies of scale have rever sed
so that small businesses can operate with lower coststhan large businessesin many service areas. In
addition, people areincreasingly willing to accept reduced incomein exchange for control over
their own destinies, often resulting in lower labor costsfor small businesses.

L arge entitiesdo retain a distinct advantage of size in marketing. Brand recognition isa major
benefit in theincreasingly global economy. Notwithstanding the I nternet, personal contact remains
the best marketing technique, which favorslarge organizations with broad reach. As discussed
mor e fully below, small businesses can tap into these marketing benefits through strategic alliances.
The big firm gets entrepreneurial ideas and productsto market and the small firm gainsthe

mar keting benefits without the other disadvantages of bulk.

Can Large FirmsBe Entrepreneurial?

Many large firmsrecognize the competitive disadvantages of size and have attempted to emulate
smaller firms, particularly with respect to entrepreneurial nature. The following excer ptsfrom
actual advertisementsin The Wall Street Journal illustrate such attempts:
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Example #1 Microsoft Corporation ($14+ billion in revenues, 27,000+ employees):

" Corporate careersfor entrepreneurial minds. Onereason Microsoft Cor poration attracts some of
the greatest entrepreneurial thinkersisbecause we don't act like a corporation. We actually
encour age things like creativity and opinion, thinking for your self, and taking mattersinto your
own hands."

Example#2 - Orrick, Herrington & Sutcliffe LLP (Top 50 law firm with 300+ attor neys):

"Orrick, Herrington & Sutcliffe LLP islooking for leading practitioners" with entrepreneurial
driveto help us meet our goals and client needs."

Can large entities be entrepreneurial? They can employ people with at least some entrepreneurial
characteristics. Entrepreneurial characteristicsthat are desirable in organizations of any size
include:

« Achievement-oriented

Hard-working

« Resourceful/creative

Flexible

« Enthusiastic

Tough minded

Other important entrepreneurial characteristicsthat typically exist in small entities, but that are
mor e difficult to tolerate and nurturein alarge enterprise, including:

» Risk-taker
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Strong leader and or ganizer

« Independent

Goal-setter

« Self-confident

Non-confor mist

While lar ge enter prises can attempt to emulate some practices, small businesses are, by their
nature, more entrepreneurial than large organizations. Small businesses enjoy streamlined
management with typically a single individual willing and able to organize, manage and take risk.
They aregenerally quicker to takerisk and seize opportunities. Significantly, the entrepreneurial
characteristic of non-conformity often cannot be tolerated in large or ganizations. The non-
conformist may be compelled to run his’her own business.

The need for capital can compromise some of the above described advantages of small businesses.
The entrepreneurial characteristics of risk-taking and non-confor mity can be serioudly restricted
once bankers, venture capitalists and outside shar eholder s become involved in the business. | ndeed,
it isthe capitalist, not the entrepreneur, who assumesthe ultimaterisk of financial loss. An
important task of the attorney isto maintain to the fullest extent possible the strategic advantages
of the small business while obtaining the financing necessary for the success of the business.

Starting Capital Reguirements and Resour ces

Roughly one-half of new businesses start with $10,000 or less. The biggest capital contribution is
frequently the opportunity cost for foregone salary in quitting ajob and starting a small business.
The business must quickly generate revenues and finance growth internally. Minimizing capital
requirementsat start-up hasthe great benefit of avoiding equity dilution and the involvement of
outside lender s and shareholders. On the other hand, lack of adequate start-up capital isa
commonly cited cause of small businessfailures.

Based on U.S. Bureau of Census studies, the sour ces of equity capital for start-up businessesare as
follows:
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« *50% - None used

» *30% - Self (personal savings)

« *20% - External Sources (in order)

« Family

Partners/investors

« Former owner

Friends

The sour ces of borrowed capital are asfollows:

« *60% - None used

« *20% - Credit cards/home equity

« *20% - External sources (in order)

« Commercial bank loan

« Family

« Former owner
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« Friends

Most businesses ar e started without debt or equity financing from outside the founder'sfamily. In
addition, technology hasreduced the capital requirements of starting a business. Micr osoft
Corporation itself isan example of a business started without outside capital. Bill Gates and Paul
Allen completed BASIC, thefirst language for a personal computer, in 1975. " From the start, Paul
[Allen] and | funded everything our selves. Each of us had saved some money. Paul had been well
paid at Honeywell, and some of the money | had came from late-night poker gamesin the dorm.
Fortunately, our company didn't require massive funding.” Bill Gates, The Road Ahead, page 18.

In 1976, Bill Gates dropped out of Harvard to devote full attention to his start-up venture. Bill
Gates and Paul Allen signed a partnership agreement in 1977 and by year end Microsoft had nine
employeesin its Albuquer que office. Microsoft began 1981 with 60 employees, all younger than age
40. The partnership also graduated to a privately held cor poration during 1981. Micr osoft did not
go public until 1986, eleven years after formation. By 1998, Microsoft had revenues of $14+ billion
and 27,000+ employees. Bill Gates still owns 18.50% of the stock, with a market value in excess of
$75 billion. The moral of the story: hang on to the equity and don't get financing unlessyou really
need it.

Stock Offerings

Public offerings are next to impossible for start-ups, even with the possibility of Internet offerings.
The old adage applies. stocks are not bought, they are sold. Putting an offering up on the Internet is
not an effective way to sell securities. Underwritersearn their fees by providing the sales force and
clientele necessary for a successful stock offering. At least two years of audited financial statements
arerequired by federal securitieslaws and reputable underwriters generally require 3-5 years of
steadily improving business perfor mance befor e agreeing to take a company public (although these
guidelines ar e presently being violated by the Internet frenzy in the stock market). The fees of going
public are also substantial and can only bejustified for lar ge offerings (more than $5 million asa
rule of thumb).

Private offeringsto individuals are difficult for start-up businesses aswell. While federal securities
exemptions are usually available for stock offerings by small businesses, the attor ney must watch
out for state (blue sky) problems. The National Securities Markets | mprovement Act of 1996
amended Section 18 of the Securities Act of 1933 (" Securities Act™) to preempt state blue-sky
registration and review of securities offeringsof " covered securities' (federally registered securities
traded on national stock exchanges). Securities which do not fall within the definition of covered
securitiesremain subject to state registration and review requirements. Applicable state securities
exemptions must be found for all private offerings of securitieswhich are not federally registered
and traded on a national exchange. The domicile of each individual investor determinesthe
applicable state securities laws, not the state of incorporation or principal business office of the
offeror.

file:///C|/Documents%20and%20Settings/adminis...ents/WMO%20Site/WMO%20folder/WMO/finance.html (8 of 21) [7/23/2002 8:41:03 AM]



How to Finance the Small Business

Even if both federal and state securities exemptions are available, the securities must still be sold.
Close personal relationships with qualified individual investor s are necessary for a successful
private offering to individuals. Otherwise, the venture capitalists are the only real option for serious
start-up equity capital.

The basic federal securities exemptions are summarized below. Remember that all securities
transactions, even exempt transactions, ar e subject to the antifraud provisions of the feder al
securitieslaws. In addition, offeringsthat are exempt from provisions of the federal securitieslaws
may still be subject to the notice and filing obligations of various state laws. Be sureto get residency
representations from all offerees and check appropriate state securities laws for applicable
exemptions and other requirements (such as notice filings and legends).

| ntrastate Offering Exemption. Section 3(a)(11) of the Securities Act is generally known asthe
"intrastate offering exemption." Thisexemption facilitates the financing of local business
operations. To qualify for theintrastate offering exemption, the offeror must be incorporated in the
statewhereit isoffering the securities, carry out a significant amount of its businessin that state,
and make offersand sales only to residents of that state. Thereisno fixed limit on the size of the
offering or the number of purchasers. The offeror must deter mine the residence of each purchaser.
If any of the securities are offered or sold to even one out-of-state per son, the exemption may be
lost.

Private Offering Exemption. Section 4(2) of the Securities Act exemptsfrom registration

" transactions by an issuer not involving any public offering." To qualify for this exemption, the
purchaser s of the securities must have enough knowledge and experience in finance and business
mattersto evaluate therisks and merits of theinvestment (the " sophisticated investor" ) or be able
to bear theinvestment's economic risk, have accessto the type of information normally provided in
a prospectus, and agree not toresell or distribute the securitiesto the public. In addition, the
securities must not be offered by means of any form of public solicitation or general advertising.

The precise limits of thisprivate offering exemption are uncertain. Asthe number of purchasers
increases and their relationship to the company and its management becomes more remote, it is
mor e difficult to show that the transaction qualifiesfor the exemption. Rule 506 of Regulation D
(discussed below) provides objective standards for meeting the requirements of the Section 4(2)
exemption.

Regulation A. Section 3(b) of the Securities Act authorizesthe SEC to exempt from registration
small securities offerings. By thisauthority, the SEC created Regulation A, an exemption for public
offerings not exceeding $5 million in any 12-month period. While technically an exemption from
registration, the offeror must file an offering statement (consisting of a notification, offering
circular, and exhibits) with the SEC for review beforethe Regulation A exemption may be utilized.

Under Regulation A, therequired financial statements can be unaudited and there are no Exchange
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Act reporting obligations after the offering unless the company has mor e than $10 million in total
assets and mor e than 500 shareholders. The offeror may "test thewaters' to determineif thereis
adequate interest in the securities befor e going through the expense of filing with the SEC. " Test
thewaters' meansthe offeror can use general solicitation and advertising prior to filing an offering
statement with the SEC to deter mine whether thereisenough market interest in the securities
beforeincurring the full range of legal, accounting, and other costs associated with filing an offering
statement. The offeror may not solicit or accept money until the SEC staff completesitsreview of
thefiled offering statement and offering materials are delivered to investors.

Themajor drawback to Regulation A isthelack of corresponding state securities exemptions for
the quasi-public offering and the " test the waters' provisions of federal law. Asaresult, state-level
registration is often required and the associated time and expense of state-level registration

under cuts the benefits of the Regulation A exemption.

Regulation D. Regulation D establishes three exemptions from Securities Act registration. Each
exemption is addressed separ ately. Exemptions from state securitieslaws must again be found, but
unlike Regulation A, many states have adopted exemptions which generally conform to the
requirements of Regulation D.

Rule 504. Rule 504 provides an exemption for the offer and sale of up to $1 million of securitiesin a
12-month period. Any offeror may use this exemption so long asit is not a blank check company
and is not subject to Exchange Act reporting requirements. Under Rule 504, the offeror can sell
securitiesto an unlimited number of persons and may use general solicitation or advertisingto
market the securitiesif registered under state securitieslawsor limited to accredited investors.
Purchasersrecelve securitiesthat are" restricted" from resale for oneyear. Thismeansthat they
hold for at least one year beforethey may sell their securitiesin the open market without
registration or other saleslimitsimposed on privately placed securities. Rule 504 does not require
Issuersto give disclosure documentsto investors. Nonetheless, the offeror should take careto
provide sufficient infor mation to investorsto avoid violating the antifraud provisions of the
securitieslaws.

Rule 505. Rule 505 provides an exemption for offersand sales of securitiestotaling up to $5 million
in any 12-month period. Under this exemption, the offeror may sell to an unlimited number of

" accredited investors' and up to 35 other persons (who do not need to satisfy the sophistication or
wealth standar ds associated with other exemptions). Purchasers must buy for investment only, and
not for resale. Theissued securitiesare " restricted" and may not be sold without satisfying the
applicable holding periods set forth in Rule 144 or the requirements of another applicable
exemption. The offeror may not use general solicitation or advertising to sell the securities.

An " accredited investor" is:

. *abank, insurance company, registered investment company, business development
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company, or small businessinvestment company;

. *an employee benefit plan (within the meaning of the Employee Retirement | ncome Security
Act) if a bank, insurance company, or registered investment adviser makesthe investment

decisions, or if the plan hastotal assetsin excess of $5 million;

. *acharitable organization, corporation or partnership with assets exceeding $5 million;

. eadirector, executive officer, or general partner of the company selling the securities;

. *abusinessin which all of the equity owners are accredited investors;

. *anatural person with a net worth of at least $1 million;

. *anatural person with income exceeding $200,000 in each of the two most recent years or
joint income with a spouse exceeding $300,000 for those year s and a reasonable expectation

of the sameincomelevel in the current year; or

. catrust with assetsof at least $5 million, not formed to acquire the securities offered, and
whose purchases are directed by a sophisticated person.

If the Rule 505 offering ismade to only accredited investors, no disclosureisrequired to meet the
safe harbor, although antifraud disclosureis generally advisable. If the Rule 505 offering includes
any non-accr edited investor, all investors must receive disclosur e documents (including audited
financial statements) that generally arethe same asthose used in registered offerings. Thus, if
preparation of a federal disclosure document isto be avoided, the offering should not exceed
$1,000,000, or if greater, the offering must berestricted to accredited investorsonly.

Rule 506. Asdiscussed above, Rule506 isa" safe harbor" for the private offering exemption under
the Section 4(2) exemption; in contrast, Rules 504 and 505 ar e issued pursuant to Section 3(b). Rule
506 is much like Rule 505, without the $5 million offering limit. Under Rule 506, the offeror can
raise an unlimited amount of capital from an unlimited number of accredited investors (the same
group we identified in the Rule 505 discussion) and up to 35 unaccredited purchasers. Unlike Rule
505, all non-accredited investors (either alone or with a purchaser representative) must be
sophisticated - that is, they must have sufficient knowledge and experiencein financial and business
matter sto make them capable of evaluating the meritsand risks of the prospective investment.
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Accredited Investor Exemption - Section 4(6). Section 4(6) of the Securities Act exempts from
registration offersand sales of securitiesto accredited investorswhen the total offering priceisless
than $5 million. The definition of accredited investorsisthe same asthat used in Regulation D. Like
the exemptionsin Rules 505 and 506, this exemption does not per mit any form of advertising or
public solicitation. There are no document delivery requirements. Of course, all transactionsare
subject to the antifraud provisions of the securities laws.

Exemption for Sales of Securitiesthrough Employee Benefit Plans - Rule 701. The SEC adopted
Rule 701 to exempt offers and sales of securitiesif made to compensate employees. This exemption
isavailable only to companiesthat are not subject to Exchange Act reporting requirements, and is
limited to offersand sales of the greatest of $1 million, 15% of theissuer'stotal assetsor 15% of the
outstanding securities of that class. The amount that a company may offer or sell under this
exemption may belimited further depending on factors such asthe amount of company assets, the
number of the company's outstanding securities and previous securities sales. Employeesreceive
"restricted securities' in these transactions and may not freely offer or sell them to the public.

Angel Capital Electronic Network (ACE-Net). The Office of Advocacy of SBA has established an
Internet site where small companies may list their Regulation A and Regulation D stock offerings.
ACE-Net isa cooperative effort among SBA and nine univer sities, state-based entities, and other
non-profit organizationsto provide a listing service wher e small companies may list their stock
offering for review by high net worth investor s (accredited investors). In addition, ACE-Net
anticipates providing mentoring and educational servicesfor small companies needing business
planning and securitiesinformation. ACE-Net has obtained SEC No-Action Lettersto ensureit will
not be considered a broker-dealer under the Securities Exchange Act of 1934 or an investment
adviser under the Investment Advisors Act of 1940. The URL for the ACE-Net Internet siteis:
http://www.sbaonline.sba.gov/ADV O/acenet.html.

Venture Capital

"Venture capital" refersto capital typically provided by professional investorsto fund early stage,
morerisk oriented business endeavors. Theinvestment isusually in the form of stock or an
instrument which can be converted into stock at some future date. Venture capitaliststypically
expect a 20% to 50% annual return on their investment at the time they are bought out. Some will
invest aslittle as $50,000 and as much as $20 million in any one company, but typical investments
range from between $500,000 and $5 million. Venture capitalists ook for companies with solid
management, strong market niches and high growth prospects.

Venture capital hasincreased dramatically in thelast six years. According to the Price

Water houseCoopers Money Tree Survey for thefourth quarter of 1998, total venture investments
for 1998 was $14.3 billion. This comparesto $11.5 billion for 1997, and less than $3 billion in 1992.

I n addition, ventur e capitalists have become mor e willing to provide seed capital to fund early-stage
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and even true start-up businesses. Venture capitalists had traditionally avoided start-up
investmentsin favor of later-stage investmentsto fund rapid growth of companies with developed
products. With an increased supply of available funds, venture capitalists are now actively seeking
start-up investmentsin hot areas, such astelecommunications and the I nter net.

A venture capital funding arrangement will typically entail relinquishing some level of owner ship
and control of the business. The small business must compromise some of its strategic advantages
over public companiesand will suffer some of the inefficiencies resulting from the diver gence of
owner ship and management. Appendix A containsaform of Shareholders Agreement that was
adapted from one used on a venture capital deal with a start-up physician practice management
company. I n the deal, the venture capitalist (" VC") received notes, warrants and convertible
preferred stock in exchange for an initial investment of $5,000,000 and a commitment (albeit a
weak one) to provide another $10,000,000 in two subsequent stages. The form provides a point of
reference for analyzing the nature and extent of the compromises that venture capitalists may ask
of the small business.

| mpact on Pass-Through Tax Treatment. Creating a second class of stock will disqualify the small
company from maintaining any election to be taxed under Subchapter S. In addition, the venture
capitalist in Appendix A included several foreign entitiesthat would not be qualified S
shareholders. The small corporation would have to convert toan LLC in order to maintain pass-
through tax treatment. The company in the Appendix A example accepted C cor poration status. |f
the business must be organized before but in anticipation of a venture capital investment, the need
to accommodate a second class of stock and/or foreign entities may argue for choosing an LL C over
an S cor poration.

Board of Directors. Section 3 of Appendix A setsforth the structure of the Board of Directors after

the venture capital investment. In this case, the venture capitalist had theright to elect 70% of the
Board prior to an initial public offering (1PO), or five of the seven directors. The non-VC
shareholders had theright to designate the balance of the directors, only two in this case. With the
initial investment, the ventur e capitalists seize complete control of the corporation. The founders of
the business have immediately lost the legal power to act as entrepreneursin organizing, managing
and taking risks. The founders must now convince the ventur e capitalists of the need and wisdom of
their proposed actions. The venture capitalistswill, of cour se, promise not to interfere or micro-
manage (so long astheir financial expectations are being met). Even if such promises are kept, the
legal structure will force management to incur additional time, expense and delaysin reporting to,
and receiving approval of, a majority of outside directors.

Thedeal in Appendix A involved a start-up without established owner ship and management. If the

businessis established, the non-VC shareholder s can often successfully negotiate to retain majority
control of the Board of Directors, subject to specific areas of VC veto power as discussed below.

Special Transfer Restrictions on M anagement Shareholders. Section 5 of Appendix A contains

file:///C|/Documents%20and%20Settings/adminis...ents/WWMO%20Site/WMO%?20folder/WMO/finance.html (13 of 21) [7/23/2002 8:41:03 AM]


vcshag.pdf
vcshag.pdf
vcshag.html
vcshag.pdf
vcshag.pdf
vcshag.pdf

How to Finance the Small Business

special transfer restrictions on management shareholdersin addition to the normal transfer
restrictions contained in atypical shareholders agreement (compare Section 4). For afour year
period, each management shareholder can sell no morethan 15% of his’her aggregate stock

owner ship in the company. The venture capitalist wantsto be sure that management remains
invested in, and therefore committed to, the success of the business. Thisrequirement maintainsthe
situation of the typical entrepreneur, disproportionally invested in hisher employer. Both thetime
period and percentage may be negotiableitemsin different deals.

Rights of First Offer vs. Rights of First Refusal. Section 6 of Appendix A, while captioned " Rights

of First Offer," really providesfor rightsof first refusal. The management shareholders must notify
the company and the ventur e capitalists of any offer to buy their stock, including the purchase price
and other material terms. The company and the venture capitalists then have successive periods of
timeto buy the stock from the selling management shareholder on the same terms and conditions as
set forth in the offer.

A trueright of first offer procedurewould simply require any management shareholder intending
to sell to notify the company and the ventur e capitalists of such intention without specific terms of
sale stated in the notification. Then the company and the venture capitalists would have successive
periods of timeto negotiate mutually acceptable ter ms of sale with the selling management
shareholder. If a mutually acceptable sales agreement isnot reached after good faith negotiations,
then the management shareholder has some reasonable period of time (like six months) to solicit
and accept offers from outside shareholders. The procedure may stipulate that any outside offers
must be a minimum per centage of any prior offersby the company or venture capitalists (like 95%
t0 105%). If the priceislower than the minimum, the stock must be re-offered to the company and
the venture capitalists.

It can be very difficult to induce athird party to make a good faith offer to buy stock when the
stock isencumbered by aright of first refusal and thethird party knowsits offer will likely be
futile. Under thetrueright of first offer procedure, thethird party will get to buy the stock aslong
astheminimum priceismet. Theright of first offer procedureisless of an encumbrance on
transfer than theright of first refusal procedure, and istherefore morefavorableto the
management shar eholder.

Bring-Along (a/k/a Drag-Along) Rights. Section 7 of Appendix A establishesbring-along or drag-

along rightswhich require all shareholdersto sell their stock upon certain conditions. In the
example, the bring-along rights may beinvoked by at least 66% of the outstanding shares at any
time after two yearsbut before an 1PO. The bring-along rights areimportant to the venture
capitalist because prospective purchaser s generally want to acquire 100% control of their targets.
While the venture capitalist with majority control of the Board of Directors hasthe corporate
power to sell 100% of the assets (subject to dissentersrights), the venture capitalist could not force
a100% stock sale absent the bring-along rights. C cor por ations generally must sell stock rather
than assetsto avoid double taxation on the sale of assets, once at the corporate level and again at the
shareholder level asliquidating distributions are made.
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The founders of the business ar e concer ned about the power of the venture capitalist to
prematurely force liquidation of the founders equity interest before the full value of theenterprise
Isrealized. Asaresult, thefoundersnegotiate for a period of time (two yearsin the example) to give
them a chance to develop the venture. Note that the management shareholders must first offer to
sell to the venture capitalists (Section 6) befor e dragging the venture capitalists along using Section
7. The conver se does not apply and the venture capitalists can drag along the founders at any time
after two yearswithout first offering to sell to thefounders.

Tag-Along Rights. Section 8 of Appendix A setsforth therights of shareholdersto participate, or

tag-along, on a prorata basis, in any sale of at least 50% of the outstanding common stock. Tag-
alongrightsarea minority shareholder protection. Such rights effectively negate any contr ol
premium that might berealized by sellers of a controlling block of stock because the minority
shareholders can participatein the saleon a pro rata basis. I n the example wher e the management
shareholder s have already relinquished control of the Board of Directors, tag-along rights actually
protect their interests by ensuring that the venture capitalists do not attempt to realize a control
premium upon the sale of their stock interests without offering the management shareholdersa
chanceto participate.

Holdback Agreement. Section 9 of Appendix A addsto the shareholders agreement a requirement

that each shareholder not sell, or holdback, any shares of the company for a period up to 180 days
after the PO and up to 90 days after any other public offering. The underwriter will typically
require such a holdback agreement from all major shareholdersasa condition to an underwritten
stock offering. It isadvantageousto include such a holdback provision at the venture capital stage
to ensurethat no dissident shareholder can interfere with the plan to go public via an underwritten
offering.

Major Corporate Transactions. Section 10 of Appendix A containsa lengthy list of " Significant
Transactions' that requirethe prior written consent of the venture capitalist. In the example, the
extent of thislist was not negotiated because control of the Board of Directorswas already conceded
to the venture capitalists. In other dealswher e the founders successfully negotiate to retain contr ol
of the board of directors, thelist of " Significant Transactions' will be heavily negotiated. Even so,
thelist will often include a number of actions normally within the sole discretion of the
entrepreneur. Examples of thisin Section 10 of Appendix A would include: (iv) management
agreementswith physicians; (vii) incurrence of debt greater than $25,000; (xxi) budgeting; and
(xxiv) entering into employment agreements.

Other Documents. The venture capital deal will generally include a number of other documents
which are not included in Appendix A. A Securities Purchase Agreement will contain full blown
representations and war ranties by the founding shareholders similar to what would berequired in
astock or asset purchase. A Registration Rights Agreement would lay out the procedur e wher eby
the venture capitalists could require the company to register its securitiesfor public trading. The
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commitment toregister isa significant financial obligation of the company. In addition,
sophisticated articles and bylaws of the company will be required to provide for the new preferred
and convertible securities and the various control arrangements.

Damage to the Small Business. A venture capital deal will impair several strategic advantages of the
small business. Therequirementsfor venture capitalist approval at the director level (Section 3)
and for along list of so-called " Significant Transactions' (Section 10) deprive the company of much
of itsentrepreneurial nature. No longer can a single entrepreneur quickly assumerisk in order to
seize opportunities, instead the company must report to and receive the approval of itsventure
capitalist. The separation between the founding shar eholder s and the ventur e capitalists introduces
some of the wasteful effortsrelating to power and oversight that are present in large, public
companies. I nvolvement of the ventur e capitalists will also shorten the decision-making horizon for
the business as ventur e capitalists are not patient investors. The posturing to go public will also
likely increase costsin the form of more managers, financial accounting and audit expenses, and
maybe even flashier office space.

Accepting ventur e capital often leads the company down a one way street toward going public.
While some venture capitalists do market their servicesto small businessesto finance special needs
(such as succession planning and liquidity) with the under standing that the businessintendsto
remain private, any venture money carrieswith it the requirement for high financial returns.
Achieving the stock premium enjoyed in the public markets may be the only way to satisfy the
financial expectations of the venture capitalists.

Small businesses should car efully consider their strategic advantages and motivations before
accepting venture capital. The necessary concessionsin management and equity may outweigh the
benefits of receiving the venture money. L essintrusive financing alter natives may be available.

Strategic Alliances

The strategic alliance hasrapidly developed into a major structural alternativeto joint ventures
and a major financing alter native to traditional debt and equity offerings. While the strategic
alliance can take a variety of forms, this paper will focus on the prototypein which an early stage,
small business with some entrepreneurial technology or service capabilities establishes an alliance
with alarger corporation with established marketing resour ces and contacts. The small business
gains accessto great marketing resour ces and the large entity gets entrepreneurial ideas which it
may have difficulty developing within its corporate culture.

| have represented entrepreneurial clientsin several very successful strategic alliances with larger
entities, in one case with a Big 5 accounting firm and in another case with a major long distance
phone company. Companies such asIBM and Microsoft are actively seeking to form strategic
alliances which complement their existing products and services. The growth of the strategic
allianceislargely dueto the value of and dependence on technology in the current economy.
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Simple Structure. Asa legal structure, the strategic allianceisgenerally a smple sharing
arrangement without the extensive negotiations over capital contributions, control and owner ship
normally associated with a joint venture, partnership or venture capital investment. A basic form of
Strategic Alliance Agreement is attached as Appendix B. Thefirst observation to make, particularly

for those of you with " page-counting" clientslike me, isthat the agreement isonly six pageslong.
Simplicity isamajor benefit of the strategic alliance.

The members of the alliance may contract with clientsjointly, separately, or as contractor and
subcontractor. Article! of Appendix B contemplates separ ate billing by each alliance member with

an option for Large Corp. to assumethe prime contractor role. Thereationship may exist for a
specified term or simply on a project-by-project basis. Articlel1l of Appendix B states a five year
term, but the agreement can be terminated early for any reason by either member upon 60 days
notice.

Proprietary Property. The small company typically is sharing some of its proprietary property or
information in the strategic alliance relationship. The main function of the agreement with respect
to the small company isto protect thisproprietary property or information from appropriation by
thelarger corporation. Article 1V of Appendix B establishes confidentiality obligations between the

parties and refersto a separate exhibit for the Non-Disclosure Agreement. The Non-Disclosure
Agreement should, in turn, fill in the specifics concerning the proprietary property or information,
particularly that of the small business. The contractual non-disclosur e agreement will provide back-
up protection to the extent the proprietary property or information is not already covered by
patent, copyright, trademark, trade secret or other legal protection of intellectual property. In
addition to non-disclosur e, the small business may request an affirmative agreement by the larger
cor poration not to attempt to replicateits proprietary property or information.

No Partnership. Article V of Appendix B statesthat the membersof the alliance are not partnersor

joint venturersfor tax, property or liability purposes. Thisstructure avoidsthe sticky tax issues
arising in forming a partnership or joint venture, particularly between capital and service partners.

| ndemnification. Notwithstanding the structural attempt to separate liability, Article VI of
Appendix B provides a standard, mutual indemnity, excluding negligence and wrongful acts by the
other party. The provision requires prompt written notice, theright of theindemnifying party to
defend and select counsel, and the obligation of the indemnified party to cooperatein the defense.

Nonsolicitation of Employees. A concern in strategic alliance relationshipsisthat one party will end
up hiring the employees of the other. Article VIII provides a mutual non-solicitation of employees
for six monthsfollowing ter mination of the strategic alliance.

Nonsolicitation of Clients/Non-Compete. Theform in Appendix B does not include provisions for

nonsolicitation of clients or noncompetition that may be requested by the larger corporation with
the marketing contacts. The decision to give such covenants, and the scope of such covenants, if
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given, must be carefully considered by the small business on a case-by-case basis.

Other Considerations. One drawback of the strategic alliance structureisthat the small business
may become dependent on the marketing resour ces of the larger cor poration without any rights of
control. Ideally, small business should be developing its own marketing resour ceswhileit enjoysthe
benefits of the strategic alliance so it can survive on its own when the strategic alliance terminates.

During the actual management of the strategic alliance, the relationship between the partiesisvery
important. Thewritten agreement provideslittlein the way of management structureto govern the
alliance. Commitment, chemistry and trust must exist and be maintained for a successful
relationship. The development of such a relationship requires significant time and effort that must
be considered in the pricing arrangements of the alliance. When the partiesrealize the importance
of relationship issues and manage them appropriately, the strategic alliance can be a win-win
situation for both sides.

Overall, the strategic alliance lar gely preservesthe strategic advantages of the small business, and
actually lever ages these advantages with the marketing resour ces of a large enterprise.
Entrepreneurial natureismaintained with a minimum of additional procedure. For technologically
oriented businesses, the strategic alliance should be serioudly considered as an alternativeto
traditional debt and equity financing.

Banks

Banks arefinancial institutions that accept deposits and make loans. They fall into several
categories, such as savings and loans, thrift institutions and commer cial banks. Knowing the
category in which they include themselves can tell you a lot about the kinds of loansthese banks are
interested in making. Savings banks are more experienced in dealing with consumer loans, such as
home mortgages and automobile loans. Commer cial banks have more experience and interest in
business |oans. Probably the most important point to keep in mind when dealing with a bank isthat
bankersdon't likerisk. Their primary concern isalwaysthe safety of their funds, which can bein
conflict with the need to assumerisk in an entrepreneurial venture.

Banks comein all shapesand sizesand there are somereal differences among them. Small
community bankswith two or three branches may operate quite differently from large commercial
banks with hundreds of loan offices. A commer cial bank may be mor e experienced and familiar
with a businessloan request, but a community bank may know the small business personally and
have mor e confidencein its ability to repay the debt.

Commercial Finance Companies

The primary purpose of acommer cial finance company isto provide loansto purchaseinventory
and equipment. L oans from such companies can be useful for manufacturersor wholesalers.
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Commer cial finance companies generally charge higher rates of interest than banks. They also may
be more willing than banksto approve a small business request. Commer cial finance companies
will requirethat the debt be fully collateralized.

Factoring

A factor company can be a useful source of fundsfor small businesses with substantial assetsin
accountsreceivable. Factor companies purchase accountsreceivable of the small businessat a
discount, ther eby freeing cash for the small business sooner than if it had to collect the money itself.
Thefactor company takestitle to the accountsreceivable in exchange for a cash payment.

Factor companies provide two types of financing alter natives. recour se factoring and nonrecour se
factoring. In recour se factoring, the small business and itsindividual principalsretain part of the
risk for ultimately collecting the accountsreceivable. If the customers do not pay, the factor
company has recour se against the small businessand itsprincipalsfor the bad receivables. In
nonrecour se factoring, the factor company has no recour se against the small businessor its
principalsfor bad receivables. Neither commer cial finance companies nor factor companiesare
appropriate as a means of seed capital to start a business because of the need for collateral or
accountsreceivable to sell.

L easing Companies

A leasing company isa businessthat rentsvarious types of equipment to businesses and individuals.
By renting rather than buying, the small business may obtain needed equipment without a lar ge,
front-end capital expenditure. Many leasing companies do require a down payment or several
months prepaid rent. The small amount of cash needed to secur e the use of equipment for your
business makes leasing very attractive to many business owners. Leasing may help the small
business to avoid the expense of purchasing quickly outdated equipment if the industry experiences
rapid changesin technology.

However, since the small business does not actually own the equipment, the leasing company may
repossessit upon a default in payment.

Small Business Administration Loans - Lender of Last Resort?

SBA loans are a major source of financing for small businesses, providing over $10 billion in 1997,
both direct and guaranteed. Paperwork on SBA loans can be excruciating, although the recently
adopted " low-doc" programsarean improvement. Typically SBA loansrequire fixed assets as
collateral and guaranties of the principal ownersand their spouses. SBA loanswork well for " mom
and pop" businesses and traditional industries. Another advantage of an SBA loan isthat the
entrepreneurial nature of the businessis generally maintained as long asthe monthly loan
payments are made. SBA lendersdo not requirethe control concessionsthat venture capitalists do.
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SBA loans do not work well for technology oriented businesses with little fixed assets or for pure
start-ups. Entrepreneurswith good credit may find it easier to obtain a straight commercial loan
rather than SBA loan. Commercial bankers, like venture capitalists, are now aggressively pursuing
small and even start-up businesses with good cr edit.

The SBA offersfinancing through the programslisted below.

7(a) L oan Guaranty Program. Asthe SBA's primary lending program, the 7(a) L oan Guaranty
Program was designed to meet the majority of the small business lending community's financing
needs. | n addition to general financing, the 7(a) program also encompasses a number of specialized
loan programs:

Low Doc. Thisprogram isdesigned to increase the availability of funds under $100,000 and
streamline or expedite theloan review process.

CAPLines. An umbrella program to help small businesses meet their short-term and cyclical
wor king-capital needswith five separate programs.

|nternational Trade. A program for a businesswhich ispreparing to engagein or isalready
engaged in international trade, or isadversely affected by competition from imports.

DELTA. Defense Loan and Technical Assistanceisajoint SBA and Department of Defense effort to
provide financial and technical assistance to defense-dependent small firms adver sely affected by
cutbacksin defense.

Microloan Program. This program wor ksthrough intermediariesto provide small loansfrom as
little as $100 up to $25,000.

Certified Development Company (504 L oan) Program. This program, commonly referred to asthe
504 program, makes long term loans available for purchasing land, buildings, machinery and
equipment, and for building, modernizing or renovating existing facilities and sites.

Small Business I nvestment Company Program. Small Business I nvestment Companies (SBICs),
which the SBA licenses and regulates, are privately-owned and managed investment firms that
provide venture capital and start-up financing to small businesses.

Summary

Appendix C summarizesthe various financing options available to small business and their relative
impacts on the control and tax structure of the small business.
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RESOURCESON THE INTERNET

1. SBA Small Business Administration Home Page - The mother lode for small businesses:
http://www.sba.gov

. Small Business Advancement National Center - Great site with a wealth of information

about small businesses: http://wwwsbanet.uca.edu (no period after the www)

. eWeb Resources of Entrepreneurship Education - Articles and links to topics on

entrepreneurship: http://www.slu.edu/eweb/index.html

. NetMarquee - Excellent resources with a focus on family businesses:

http://www.fambiz.com

. Securitiesand Exchange Commission Home Page - Everything you ever wanted to know
about the large competition, with some infor mation directed to small businesses:

http://www.sec.gov

. WMO Atlanta Law Home Page - Current legal topics of interest to small businesses

and more (from yours truly): http://www.wmolaw.com

© 1999 Scott C. Withrow. All rights reserved.

NOTE: This site includes a summary of certain legal issues facing small businesses
today. This site does not, and is not intended to, give legal advice. Reference should be
made to full text of the statutes and regulations for complete analysis. Consultation with
competent counsel is strongly recommended.

file:///C|/Documents%20and%20Settings/adminis...ents/WM0O%20Site/WMO%20folder/WMO/finance.html (21 of 21) [7/23/2002 8:41:03 AM]


http://www.sba.gov/
http://wwwsbanet.uca.edu/
http://www.slu.edu/eweb/index.html
http://www.fambiz.com/
http://www.sec.gov/

	Local Disk
	How to Finance the Small Business


