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THIRD-GENERATION paint
manufacturer in the
Southeast was looking to
expand its business by
acquiring a large competitor that
had fallen into financial trouble. The
family CEO came to see us with the
following dilemma: “I need to raise
capital for my expansion, but I'm not
interested in giving up control.” This
is a common refrain among our fam-
ily business clients.
Indeed, when family companies
start talking to outside investors or
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tages and disadvantages.

Bank loans are usually the easi-
est way to obtain capital without
relinquishing control. Banks exercise
control over assets that serve as loan
collateral by including financial cov-
enants in loan documents. Examples
of covenants are the requirement to
maintain certain revenue or income
growth, or to generate a set amount
of cash for each dollar of interest. If
not met, such covenants would allow
the bank to take control of assets.

In today’s market, lenders are so

Special-purpose investment companies are set up

to separate assets from control of the family business.

other capital sources, the issue of
control—not the amount of money—
is generally the main stumbling
block of the negotiations.

Private equity investors may want
to take control of the board. At a
minimum, they will want control of
a liquidity event when it's time to
realize a return on their investment,
meaning they may force the fam-
ily to buy their interest back, which
might require the family to recapital-
ize or even sell the company. While
outside investors in a family com-
pany understandably want to protect
their investment, the family may not
be ready for a liquidity event.

Alternatives to private equity

Fortunately, in today’s market there
are plenty of alternatives to private
equity funding. Each has its advan-

eager to write commercial loans that
they are demanding fewer and fewer
covenants. Fitch Ratings, a unit of
Fimalac SA of Paris, studied more
than 6,600 loan agreements and
found that an average loan package
in 2005 contained five covenants,
compared with six in the preceding
three years. Speculative-grade loans
also had six covenants, on average,
but that was down from eight in pre-
vious years. Even with the decrease
in covenants, bank loans aren’t the
best option for high-growth compa-
nies, which require more flexibility.
Mezzanine funds, also called
cash-flow lending, are a hybrid: sub-
ordinated debt with an equity compo-
nent. The mezzanine segment of the
private capital market has increased
dramatically as an alternative to
bank loans. Mezzanine investors

Finding sources of capital
that won’t require control

Many private investors will insist on some measure of equity
in your company. But there are alternatives.

include pension funds, hedge funds,
leveraged public funds, limited part-
nerships and insurance companies.
Many private equity investors have
raised mezzanine funds, which par-
allel and sometimes coinvest with
the private equity fund. Some banks
have also established stand-alone
mezzanine efforts.

Midsized companies may use mez-
zanine capital to finance a growth
opportunity, such as acquisitions,
shareholder buyouts and expansions.
While mezzanine financings often
complement bank loans, they are
not asset-based and therefore don't
require borrowers to pledge their
receivables, inventory or plants.
Lenders base the terms on the
strength of the borrower’s cash flow.

The subordinated debt portion of
a mezzanine investment typically
has a maturity of five to seven
years. The interest generally either
is accrued over the life of debt or is
paid currently at a rate of 8% to 14%,
depending on market conditions.
The principal is paid as a “balloon”
at the end of the maturity period.
The equity usually consists of
warrants to purchase 5% to 10% of
the borrower’s common shares, at a
price based on the investor’s outlook
for the company.

Mezzanine investments carry
fewer covenants than bank financing
does. But mezzanine investors pro-
tect their investments by requiring
some consent rights over significant
capital investments, divestitures or
sales.

Small business investment com-
panies (SBICs) are privately owned
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management investment funds
that are licensed and regulated by
the Small Business Administration.
SBICs invest in small companies with
capital raised from private investors
plus funds borrowed at favorable
rates from the federal government.

not fit SBA’s criteria, FOPEFs can be
an attractive source of “non-control”
capital. They distinguish themselves
from traditional institutional private
equity funds by offering more flexi-
bility in terms. They are added-value
partners and do not require control.

In today’s market, banks are so eager to write

commercial loans that they are demanding

fewer and fewer covenants.

Typically, SBA will match the SBIC'’s
investment two-to-one.

Because they have access to capi-
tal at attractive rates, SBICs can pass
on some of that savings to the small
companies in which they invest. The
SBIC program uses the SBA’s defini-
tion of a small company: It must have
$18 million or less in net worth and
no more than $6 million in after-tax
net income over the past two years.

There are two types of SBICs.
Debenture SBICs, which provide
debt or debt with equity features,
are more appropriate for mature
companies that can make current
interest payments. Participating secu-
rity SBICs, which provide pure equi-
ty investments or debt investments
with accrued interest, can invest in
earlier-stage companies.

There are about 400 active SBICs,
many of which specialize in a par-
ticular set of industries or geographic
areas. Together they invested almost
$3 billion into some 2,300 companies
last year, according to the National
Association of Small Business
Investment Companies (NASBIC).

For companies that fit the SBA’s cri-
teria, this is a very attractive source
of capital. SBICs invest passively;
they are not interested in running
the company.

Family office private equity
funds (FOPEFs) are the fastest-
growing segment of the private
equity market. The investors are
high-net-worth individuals and fam-
ily offices. For companies that would

FOPEFs often complement the
family’s patient capital by investing
in a partnership relationship. The
duration may be as long as 10 to 15
years. The form of investment may
be all equity, a combination of equi-
ty and subordinated debt or, in some
cases, convertible debt. FOPEFs
are very comfortable investing in a
minority position, often assuming
10% to 40% ownership.

In addition to the timing of exit, the
mechanism of exiting their invest-
ment is more flexible than tradition-
al private equity. Some FOPEFs do
not even require a fixed exit, just a
cash-flow override by allocating a
certain amount of cash flow to their
investment above a certain thresh-
old. This would allow them to pro-
gressively exit their investment and
realize their return without forcing
the company to recapitalize.

Special-purpose investment
companies (SPICs) have recently
gained popularity with family firms
that are seeking non-control equity
capital, that are not interested in
raising additional debt and that do
not qualify for SBA programs.

A client of ours who wanted to
make an investment in the United
Kingdom set up an SPIC. He attract-
ed capital from high-net-worth indi-
viduals and family offices. Instead
of investing in the family company
itself, these investors owned a stake
in the SPIC.

There are many structures
available for SPICs. They can be

structured as a spin-off of assets of
the company in a limited liability
company (LLC). Alternatively,
the company could recapitalize
under an LLC, which would allow
investment of private capital on
a non-control basis. The common
thread of all SPICs is that the assets
are separated from control of the
family company.

Strategic partnerships with
corporations are yet another source
of non-control capital. Some family
firms find a strategic partner among
their competitors or companies in
complementary industries.

Strategic partners become involved
with management, which means
they may have greater control than
other investors. But for family com-
panies that want to develop new
markets or new territories, a stra-
tegic partnership might be a very
attractive alternative.

What do you need?

Before exploring any sources of
non-control capital, you must first
assess your capital needs. If you're
planning a simple generational
transition with no strategic
implications, bank loans, mezzanine
capital or even SBICs may be a very
comfortable option. On the other
hand, if you're planning to expand
your business and position your
company for future growth, family
office private equity funds, special-
purpose investment companies or
strategic partnerships may be more
appropriate.

Surrendering significant control is
not an option for many family firms,
particularly as a company passes
from one generation to another. Take
the time to evaluate all the options
to find the combination of terms and
costs that will best help your business
to grow and thrive.

Francois de Visscher is founder
and partner at de Visscher & Co., a
Greenwich, Conn., financial consult-
ing and investment banking firm for
closely held and family companies
(francois@devisscher.com).

Reprinted from Family Business Magazine® Autumn 2006
© Family Business Publishing Company ¢ 1845 Walnut Street, Suite 900 * Philadelphia, PA 19103
(215) 567-3200 » www.familybusinessmagazine.com




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 300
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


