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ABSTRACT 

The f i n a n c i a l  b a r r i e r s  faced by the  manufacturers o f  smal l  
wind energy convers ion systems (SWECS) are  assessed and found 
t o  be s i m i l a r  t o  those faced by o the r  s t a r t  up businesses. 
However, these problems are  found t o  be aggravated by the  
h i g h  expectat ions f o r  acce le ra ted  SWECS i n d u s t r y  growth i n  
t h e  face  o f  moderate government suppor t  and l a c k  o f  i n v e s t -  
ment c a p i t a l .  The unde r l y i ng  c o n d i t i o n s  o f  l i m i t e d  SWECS 
entrepreneur  business experience, the  h i g h l y  compe t i t i ve  
venture c a p i t a l  market, t h e  i nabi 1  i ty o f  e x i s t i n g  f i nanci a1 
i n s t i t u t i o n s  t o  a i d  i n f a n t  businesses and p u b l i c  unawareness 
o f  SWECS a re  reviewed. S p e c i f i c  manufacturer-or iented 
recommendations and fede ra l ,  s t a t e  and r e g u l a t o r y  p o l i c y -  
o r i e n t e d  recommendations are made. I n  a d d i t i o n ,  t h e  dynal~lics 
o f  t he  SWECS comn~erc ia l i za t i on  process are  assessed and the  
v a r i e t y  o f  f i n a n c i a l  i n s t i t u t i o n s  p l a y i n g  a  r o l e  i n  t h i s  
process i s  d e t a i l e d .  Issues r e l a t e d  t o  i n f l a t i o n ,  t ax  p o l i c y ,  
r e g u l a t i o n  and fede ra l  R&D procurement p o l i c i e s  a re  analyzed. 



EXECUTIVE SUMMARY .'. . . . 4 '  

. . , . ,  . 
Th is  study has c i e a r l y  shown t h a t ,  t o  a s i g n i f i ' c a n t  ex ten t ,  t he  f inan- .  

c i a 1  b a r r i e r s  faced by Small Wind Energy Conversion Systems (SWECS) manu- 
f a c t u r e r s  f a l - l  , i n t o  two d i s t i n c t  categor ies:  ; ., . . 

. . 
/ .  . 

. . 
o  The problems normal ly  associated w i t h  s t a r t  up businesses--.  * .  

c a p i t a l ,  management, personnel, cash f low,  .etc. . -  . . . .  . 

o-' . U n f u l f i l l e d  e'xpectations t h a t  a re  a r e s u l t  o f  t he  d.iscrepancy 
.between what t he  federal government s ta tes  . i s .  t he  po ten t i a l .  
SWECS r o l e .  i n  meeting the  n a t i o n ' s  energy needs. and the  *scope 

.',of federa l  ac t i ons  designed t o  achieve such aspiratio-ns.; -as . '  
perceived by SWECS manufacturers, f i nanc ia l  expevts and . the .' 

buyer. pub1 i c. . . . . .  . 
. . . . 

The harsh r e a l i t y  i s  t h a t ,  fo r  several  reasons, most o f  the  ex i s t i ng .  SWECS. 
w i l l  not -succeed i n  the  market p lace.  I n  t h i s  case the  marke tp lace " i s .no t  . 
de f ined as .a p o t e n t i a l  based on c l imate ,  l and .  use and " i f  , t h i s ,  then that ' "  . 
considerat ions.  Rather, t he  marketplace i s  def ined. i n  terms o f  t he  hard , . .  

and f a s t  r e a l i t i e s  o f  who to.day wants t o  buy the  pro,ducts and who i s . a v a i 1 -  
ab le  t o  s e l l  t h e  produts. 

-. 
, The typ ' ica l  entrepreneur i n  thi .s area i s  genera l l y  h i g h l y  t r a i n e d  and:.:. 

co.nceptual ly o r i en ted  b u t  evidences a s i g n i f i c a n t  weakness i n  h i s  capac i ty , .  
I 

t o  deal w i t h  vanager ia l  and f. inancia1 issues. Today's business environment 
i s  tough, w i t h  few oppor tun i t i es  f o r  access t o  s i g n i f i c a n t  c a p i t a l  and ever 
increas ing  l e g a l  p i t f a l l s  i f  attempts a re  made t o  develop. and ra.ise funding. 
E x i s t i n g  f i n a n c i a l  i n s t i t u t i o n s  a re  n o t  w i l l i n g  o r  capable o f  s e r v i c i n g  
t h e  needs o f  i n f a n t  businesses and the re  i s  l i t t l e  reason t o  be l i eve  t h a t  
patchwork changes i n  t h e i r  cha r te rs  would remed.~ t h i s  s i t u a t i o n .  Fur ther ,  
t he re  i s  l i t t l e ,  i f  any, p u b l i c  awareness o f  the  a v a i l a b i l i t y  and d e s i r a b i l -  
i t y  o f  SWECS products. Fur ther ,  i t  i s  reasonable t o  hypothesize t h a t  t h e  
p u b l i c  c r e d i b i l i t y  ~f some o f  these, new technologies is.minima1. 

Th is  r e p o r t  reviews i n  some depth the  under ly ing  c o n d i t i o n s . f o r  the  
s i t u a t i o n  described above. This  rev iew analyzes c u r r e n t  p o l i c y  e f f o r t s  and 
e x i s t i n g  i n s t i t u t i o n s  t h a t  handle f i n a n c i a l  t ransac t ions .  Although t h e  U.S. 
economy i s  as s t rong and r e s i l i e n t  as any i n  t he  world, i t  i s  n o t  t r u l y  
geared t o  handle suppor t i ve  type programs. The imp l i ed  dichotomy of a f r e e  
e n t e r p r i s e  vs. a planned economy almost guarantees d i f f i c u l t i e s  i n  t h e  pro-  
cess o f  c r e a t i o n  and implementat ion o f  mechanisms t o  support new indus t r i es .  
Yet, s ince  a l t e r n a t i v e  energy f i t s  h i g h - n a t i o n a l  energy p o l i c y  i t  i s  impera- 
t i v e  t h a t  these veh ic les  be establ ished.  

The recommendations r e f l e c t  t h i s  under ly ing  data, and a re  broken i n t o  
two d i s t i n c t  categor ies:  

. . 

S p e c i f i c  ~ a n u f a c t u r e r  Oriented--meaning those ac t i ons  t h a t  w i l l .  a i d  
present  SWECS manufacturers t o  cope w i t h  the  e x i s t i n g  cond i t i ons  of t h e  
f i n a n c i a l  marketplace and he lp  him t o  maximize h i s  chances t o  secure the  
fund-s necessary t o  cont inue t o  e x i s t  and grow and h o p e f u l l y  reach t h e  stage 



where t h e  marketplace can def ine h i s  business as a success. A t  t h a t  po in t ,  
when t h e  business i s  l e g i t i m i z e d  i n  the  marketplace t h e  marketplace's 

. . source's o f  funding become more ava i  1 able.: '. 

.I . , , . 

Pol i c y  Or ien ted - - re la t i ng  those. marketplace f a c t o r s  t h a t  e x i s t  as.'a'' t ' 
consequence o f  federal and s t a t e  l e g i s l a t i v e  and regu la to ry  p o l i c y .  These 
issues must be d e a l t  w i t h  i n .  t u r n  a t  these l e v e l s  and v i a  mechanisms 
designed t o  operate i n  t h a t  environment. 

There are two basic issues fac ing  cu r ren t -  manufacturers o f  SWECS. One 
i s  money and t h e  o the r  i s  market and both a re  t ied-up i n e x t r i c a b l y  i n  t h e  
aforementioned mat te r  o f  r a i s e d  expectat ions.  The federa l  government 
des i res  t h e  speed-up o f  t h e  commercial izat ion process f o r  a technology t h a t  
i s  genera l l y  u n f a m i l i a r  t o  t h e  rub1 ic 

. Th is  creates a conceptual b lock i n  
t h e  commercia l izat ion process w i c h  i s  manifested by a Sack o f  demand f o r  
t h e  product.  Wi th no demand there  i s  no i ncen t i ve  f o r  t h e  f i n a n c i a l  com- 
muni ty  t o  operate i n  a normal fashion. As a r e s u l t ,  r a i s e d  expectat ions go 
unmet. I n  order  t o  break t h i s  cyc le,  fo rces  outs ide  t h e  marketplace, spe- 
c i f i c a l l y  d i r e c t  federal f i n a n c i a l  a id ,  must be provided t o  g e t  the  SWECS 
i n d u s t r y  i n t o  t h e  marketplace where the  e x i s t i n g  fo rces  can operate and 
indeed meet the  expectat ions r a i s e d  by government. 

Th is  r e p o r t  d e t a i l s  t h e  v a r i e t y  o f  s p e c i f i c  f i n a n c i a l  i n s t i t u t i o n s  t h a t  
do .and w i l l  p lay  a r o l e  i n  the  development o f  t he  SWECS indust ry .  I n  addi-  
t i o n ,  1 e s s . d i r e c t  b u t  equa l l y  important  issues a re  ana1,yzed t h a t  a f f e c t  t h e  
a b i l i t y  of.SWECS manufacturers t o  develop. These are: 

. - . . 

. o I n f l a t i o n  

o Tax po l  i c y  

o Regulat ion 

o Federal R&D and procurement pol i c i e s  

The recommendati~ons as mentioned, cover two ca tegor ies- -spec i f i c  manu- 
f a c t u r e r s  and p o l i c y .  The recommendations inc luded i n  t h i s . r e p o r t  a re :  

0 .  

S p e c i f i c  Manufacturer Oriented < ,  

o  ' Fur ther  develop clearinghouse o f  SWECS product in format ion  
. . . . . . 

- .' o Develop cur~ f  iderl t i a l  and author ized SWECS business ' .  

consu l t i ng  se rv i ce  

o . Video in fo rmat ion  package on how t o  secure f inancing 

o Develop a t h e o r e t i c a l  opt imal d i s t r i b u t i o n  channel f o r  
SWECS techno1 ogy. , . . . -  

. ~ 

. . ,.. . ' r 



Policy Oriented 

o Permit tax deferred reserve for market makers in the securities 
business 

o Further reduction of capital gains tax on investment in the 
under five million dollar equity market 

o Roll-over provision for capital gains involving new and small 
business 

o Amend the employee stock option requirements 

o Permit three year accei erated depreciation for machinery and 
equi pment 

o Permit pub1 ic investment in professional ly managed venture 
capital firms 

o Limit the liability for attorneys and accountants involved 
in securities issues 

o Analyze the viability of funding SWECS manufacturing through 
the utilization of institutional structures similar to State 
Development Corporations (SDC) and Local Development Corpora- 
tions (LDC). 

The timeliness of examining the issues covered in this report can be 
seen in the economy today. With prime interest rates running at fifteen 
percent and above, the plight of SWECS manufacturers is intensified. Fif- 
teen percent prime rate means eighteen percent and above money for specu- 
lative businesses such as SWECS manufacturing. At such costs there is no 
capital for them and even if they could afford it, the fact that such rates 
exceed many state usury levels also curtails availability. Without the 
immediate actions outlined in this paper, few, if any, SWECS manufacturers 
that are small businesses will survive many months into t h e  future. 
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INTRODUCTION 

Th is  paper i s  intended t o  p rov ide  the  reader w i t h  a background o f  t he  
ex ten t  t o  which macroeconomic and microeconomic f a c t o r s  a . f f ec t  t he  a.bi l  i t y  
o f  small wind energy conversion systems (SWECS) manufacturers t o  f inance t h e i r  
corpora te  ex is tence and growth. Th is  background should, i n  tu rn ,  ena.b le. . -  
SWECS manufacturers and government o f f i c i a l s  t o  a s c e r t a i n  the  means k o  make 
p r i v a t e  f i nanc ing  more accessib le.  , . 

. *. 

I n  o rde r  t o  b r i n g  SWECS manufacturing t o  a p o i n t  o f  being commerci~al ly 
viable,manufacturers must progress through a v a r i e t y  o f  corporate and p r o - ,  
duc t  development stages, each con ta in ing  i t s  own f.inanci.ng problems. I n  
o rder  t o  d iscuss the  f i n a n c i a l  p rob lems. fac ing  SWECS manufacturers t h i s  . 
paper i n i t i a l  l y  prov ides a background t h a t '  examines several marketplace con- 
s ide ra t i ons  t h a t  focus the  f i n a n c i n g  problems f a c i n g  SWECS manufactur ing. 

Th i s  r e p o r t  then cont inues by d e t a i l  i n g  the  var . ie ty  o f  . i n s t i  t u t i o n i , .  
and . f i nanc ing  techniques w i t h i n  the  f i n a n c i a l  community i n  o rder  t o  demon- 
s t r a t e . t h e  d i v e r s i t y  necessary t o  f u l f i l l  t h e  d i f f e r i n g  f i n a n c i a l  needs 
t h a t  SWECS manufacturers have a t  each s tep  o f  corporate/product  development . 

Based on the  way the  marketplace considers t h e  venture o f  t he  emerging 
SWECS i n d u s t r y  and the  c h a r a c t e r i s t i c s  o f  t h e  i n s t i t u t i o n a l  p rov iders  o f  
f inanc ing  resources f o r  SWECS manufacturers, t h i s  r e p o r t  then proceeds t o  
focus on the  f i n a n c i a l  .problems f a c i n g  SWECS manufacturers. These problems, 
a f f e c t i n g  the  marketplace and t h e  manufacturer d i r e c t l y ,  were. i d e n t i f i e d  as a 
resu l  t o f  ex tens ive  research through w r i t t e n  source ma te r ia l  (see.  Attachment 
A a t  t h e  end o f  r e p o r t )  as we1 1 as through conversat ions w i t h  SWECS, manufacturers, 
lenders, i nves to rs  and governmental o f f i c i a l s .  Th is  p o r t i o n  o f  t he  paper 
i n c l  udes' a  m a t r i x  out1 i n i n g  a v a r i e t y ,  o f  developmental ,considerat ions i n .  the  
contex t  o f  .l i f e  c y c l e  stages o f  corpora te  growth. 

F i n a l l y ,  t h i s  r e p o r t  recommends several  ac t ions ,  some aimed a t  he lp ing  
the  SWECS manufacturer d i r e c t l y  and some aimed a t  s t i m u l a t i n g  t h e  market- 
p lace  so t h a t  i t  may i n  t u r n  be more responsive t o  SWECS manufactur ing. 

It i s  essen t i a l  n o t  o n l y  t o  descr ibe  the  t i n a n c i a l  problems facSng 
EWECS manufacturers, b u t  t o  understand t h e ' c o n t e x t  i n  which the  SWECS manu- 
f a c t u r e r s  operate and i n  which t h e i r  f i n a n c i a l  problems a r i s e .  The problems 
a r e  n o t  a l l  simple, no r  s t ra igh t fo rward .  There a r e  extenuat ing circum- 
stances beyond t h e  manufacturers'  own c o n t r o l .  The sense o f  urgency i n  t he  
n a t i o n ' s  energy p o l i c y  pushes f o r  t he  commercia l izat ion o f  technologies a t  
a r a t e  f a s t e r  than would n a t u r a l l y  occur .  A t  t he  same time, t he  commercial- 
i z a t i o n  p o t e n t i a l  f o r  SWECS i s  i n f l uenced  by t h e  f i n a n c i a l  r e a l i t i e s  t h a t  
have helped shape the  c u r r e n t  economic marketplace. What t h i s  r e p o r t  does i s  
t o  present  such r e a l i t i e s  and t o  p o i n t  t o  areas t h a t  SWECS manufacturers 
can address w i t h i n  those ex terna l  r e a l i t i e s .  



BACKGROUND - THE CONTEXT OF THE MARKETPLACE 

The federal government has s ta ted  t h a t  i t  i s  i n  the  Nat ional  I n t e r e s t  
t o  lessen the n a t i o n ' s  dependence on imported f o r e i g n  o i l .  As p a r t  o f t h i s  
e f f o r t ,  t h e  present admin i s t ra t i on  has supported the  development and use o f  
a l t e r n a t e  energy technologies. The e f f o r t  t o  achieve the  above two goals 
has r e s u l t e d  i n  the  r e a l i z a t i o n  t h a t  a m u l t i t u d e  o f  problems and b a r r i e r s  
stand i n  t h e  way. A l l  too o f t e n  t h e  p o l i c y  response t o  t h i s  r e a l i z a t i o n  
has been t o  o f f e r  as an answer a m u l t i t u d e  o f  proposed so lu t i ons  and p a l l i -  
a t i ves ,  each aimed a t  some s p e c i f i c a l l y  i d e n t i f i a b l e  and d i s c r e t e  problem. 
As each problem and i t s  proposed so lu t i ons  become i n s t i t u t i o n a l i z e d  i t  
becomes inc reas ing ly  d i f f i c u l t  t o  see l a r g e r  r e l a t i o n s h i p s  between events, 
i n s t i t u t i o n s  and p o l i c i e s .  While t h i s  study does no t  pretend t o  describe, 
analyze and so lve  t h e  t o t a l  problems associated w i t h  energy, i t  does 
acknowledge t h a t  t he  problems i t  seeks t o  reso lve  concerning the  f i n a n c i a l  
issues fac ing  t h e  manufacturers of small wind energy conversion systems . 
(SWECS) ex1 s t  as p a r t  o f  1 arger  contexts. Thl  s acknowledgement addresses 
more than a mere d e f i n i t i o n  o f  problems by focussing on under ly ing  causes 
and r e l a t i o n s h i p s .  Thus, i t  i s  poss ib le  t o  r e a l i s t i c a l l y  deal w i t h  t h e  
issues t h a t  c o n t r o l  t h e  more immediate f i n a n c i a l  problems fac ing  SWECS manu- 
f a c t u r e r s .  

. ' Before examining the  s p e c i f i c s  o f  f i nanc ing  SWECS manufacturing, i t  
i s , important  t o  mention several issues t h a t  are.  v i t a l  t o  understanding. t h e  
problems SWECS manufacturers face. The f i r s t  issue invo lves  understanding 
t h a t  SWECS manufactur ing i s  p a r t  o f  t he  grouping i d e n t i f i e d  as new tech- 
n i c a l  en terpr ises .  The second issue i s  an expansion o f  t he  f i r s t  and 
invo lves  understanding SWECS manufactur ing as p a r t  o f  t he  small business 
sec to r  o f  the n a t i o n ' s  economy. The t h i r d  issue i s  chronol.ogica1 and 
invo lves  understanding the  des i re  t o  s t imu la te  the  manufacture o f  SWECS 
technology w i t h i n  the  t ime frame t h a t  enerqy has emerged as a recent  issue. 
This inc ludes understanding what was happening w i t h  the  i n s t i t u t i o n s  and 
p o l i c i e s  t h a t  d i r e c t l y  a f f e c t  the  a b i l i t y  o f  SWECS manufacturers t o  develop 
and.produce t h e i r  products. 

The d e f i n i t i o n  o f  SWECS as a new techn ica l  en te rp r i se  (NTE) i s  no t  an 
i d l e  d e f i n i t i o n .  The emerging SWECS i n d u s t r y  has a l l  o f  t he  dilemmas o f  
new i n d u s t r i e s  and new businesses, p lus  t h e  problems o f  small business. A 
l o t  o f  a t t e n t i o n  has been focussed i n  t h e  l a s t  two years on small business, 
w i t h  i t s  under ly ing  problems o f  inadequate c a p i t a l i z a t i o n  and l a c k  o t  su f -  
f i c i e n t  managerial resources. The na t iona l  r o l e  o f  small business i n  
employment ( f  i f t y - f  i v e  percent),  ou tput  ( f o r t y - e i g h t  percent),  and innova- 
t i o n  ( f i f t y  percent  p lus  o f  new invent ions)  i s  unquestionable. Over t e n  
m i l l i o n  small businesses account f o r  n i n e t y - s i x  percent o f  a l l  businesses, 
and y e t ,  as t h i s  r e p o r t  h i g h l i g h t s  over and over, t h i s  sec tor  cont inues t o  
be squeezed by a se r ies  of most ly  uncon t ro l l ab le  fo rces  t h a t  tend t o  r e f l e c t  
broad economic cond i t i ons  as opposed t o  t h e  specia l  requirements f o r  success 
of these companies. What i s  worse i s  t h a t  t he  c u r r e n t  emphasis on small 
businesses t o t a l l y  ignores a c r i t i c a l  d i s t i n c t i o n  between small businesses 
and i n f a n t  businesses. By d e f i n i t i o n  small business has a l ready developed 



a cash f l o w  and has a managerial s t r u c t u r e  t h a t  permi ts  i t  t o  use estab-, 
1  i shed f i n a n c i a l  channels ." I n f a n t  business, on t h e  o t h e r  hand,' r e1  i e s  . 
e x c l u s i v e l y  on t h e  " s e l l i n g  o f  t he  f u t u r e "  w i t h  a l l  i t s  hopes and unce r ta in -  
t i e s ,  .and operates almost e x c l u s i v e l y  under negat ive  cash f low cond i t i ons  .-- 
Entrepreneurs o f  t h i s  type  tend t o  be conceptua l l y  o r i e n t e d  as opposed t a  i 
sales o r i en ted ,  as t h e i r  balance sheets c l e a r l y  .show. Besides t h e  business 
r i s k s  posed by t h e  managerial inexper ience o f ,  m o s t . o f  these entrepreneurs, 
t h e r e  a r e  s i g n i f i c a n t  l e g a l  weaknesses t h a t  cou ld  p o t e n t i a l l y  a f f e c t  t h e  
f u t u r e  o f  t he  business..  Access t o  c a p i t a l  r equ i res  a l e g a l  sobh i s t i ca t i 0 .n  
t h a t  i s  n o t  found i n  t h i s  group. E x i s t i n g  requirements f o r  adequate d i s -  
c l osu re  o f  r i s k  when a t tempt ing  t o  r a i s e  money p lace  a major  burden on the  
entrepreneur--a burden t h a t  he i s  n o t  even remote ly  aware o f .  Improper . .  
ac t i ons  p u t  bo th  t h e  business and t h e  entrepreneur  on t r i c k y  l e g a l  ground. 
w i t h  p o t e n t i . a l l y  devas ta t ing .  consequences f o r  h i m s z l f  and h i s  business.::,. 

To date,the c r e a t i o n  and produc t ion  of a l t e r n a t e  energy technologies,  
i n c l u d i n g  SWECS, has been c a r r i e d  o u t  i n  l a r g e  measure ( b u t  n o t  e x c l u s i v e l y )  
by small' businesses. Th i s  i s  nbt an ,unusual' c i rcumstance as ,the develop- 
ment of a1 t e r n a t e  energy'  technologies embodies i nnova t i ve  techno log ica l  ' . 

development, .which ha,s ' long been a s t r e n g t h  o f  small, business. , I n  addit i 'on, 
t he  market., o r  demand sector ,  ' f o r  a.1 t e r n a t e  energy technol  og ies has n o t  ' , 

general ly .  been. 1 arge enough t o  encourage 1 arge corpora t ions  t o  i n v e s t  i n  - 
t he  p roduc t ion  o f  t h e  r e q u i s i t e  technology. . . 

Unders'tanding the  importance o f  new techn i ca l  en te rp r i ses  . to  t h e  U .S'. 
economy i s  c r i t i c a l  as technology p lays  a v i t a l  r o l e  . i n  growth .empl,oyment 
and even r e t u r n  t o  t he  government i n  terms o f  t a x  revenues. The fo l l qw ing  
a n a l y s i s  'of ' t h e  business community ii 1 u s t r a t e s  t h e  r o l e  small. .techno1 ogy 
f i rms p l a y  i n  t he  ov 'e ra l l  economy.* The ana l ys i s  . i .dent i f ied th ree  segments 
of t he  business communi ty: young high, technolcgy companies (Data General , 
Nat iond l  Semi.conductor , Compugraphic, D i g i t a l  Equipment, Marion Labs),; , 

i nnova t i ve  companies whose growth' has been dependent .on the '  con t i nu in9  . 

i n t r o d u c t i o n  of technol  o g i c a l  products (po l  a r o i d  , 3M, IBM, 'Xerox, Texas 
Inst ruments)  ; and mature companies whose products have no t  been as sub jec t  
t o  techno log ica l  change (Beth1 ehem Steel  ,,. ~ u ~ o n t ,  Genera l  E l e c t r i c ,  General 
Foods, I -n ternat ' ional  Paper; P roc to r  and Gambl e.), A var . ie ty  o f  comparat ive 
ca tego r ies  were'developed i n c l u d i n g :  cumulat ive annual .sales, new jobs  and 
compounded annual growth i n  terms o f  income taxes; The ana l ys i s  covered the  
f i v e  year  p e r i o d  of 1969 through ,1974. The f o l  low ing  f i g u r e s .  s , u i i a r i z e  the  
f i nd ings  o f  t h e  study: 

5 *Based on "The Role o f  New Technical  En t rep r i se  i n  t he  Un i ted  States 
Economy. " M. I .T. Devel opnlent Foundation, January, 1976. 



You.ng High Tech Innovat ive  Mature 

Cumu1,ative 
Annual Sales 42.5% 13.5% 11.4% 
(% Increase 
and ending ($857 m i  11 i o n )  ($22 b i l l i o n )  ($37 b i  11 i o n )  
$ f i g u r e )  

New Jobs , 34 000 
( Increase 
i n  # and %) ( f i v e  f o l d )  

Compounded 
Annual Crnwth .74.16/, 8.5% 7.8% 
i n  .Income Tax 
Prov i s ion  ($57 mi 11 i o n )  ($2.3' b i l l i o n )  ($1.5 b i l l i o n )  
( X  increase and 
ending $ f i g u r e )  

The above f i gu res  c l e a r l y  show t h a t  the  younq techno log,^ companies are 
v i t a l  t o  the  growth o f  t he  economy as w e l l  as t o  the  cont inuat ion  o f  inno- 
va t ion .  I n  absolute terms, the  young technology companies added more jobs 
than t h e  mature comp'anies even though t h e i r  ending sales were l e s s  than 
t h r e e  percent  o f  the  mature companies. Likewise, t h e  innovat ive  companies 
added f o u r  t imes as many jobs as the  mature companies, w i t h  sales o n l y  
f i f t y - e i g h t  percent o f  t h e  l a t t e r ' s  f i g u r e .  These f i g u r e s  suggest t h a t  

+ investment i n  mature companies i s  ta rgeted toward t h e  automation o f  produc- 
t i o n ,  as an e f f o r t  t o  increase p r o d u c t i v i t y  and main ta in  a compet i t i ve  
p o s i t i o n .  A consequence o f  such a s t ra tegy  i s  o f t e n  no t  t o  increase employ- 
ment. I n  f a c t ,  i n  an e f f o r t  t o  c u t  costs i n  order  t o  increase p r o d u c t i v i t . ~ ,  
t h e  mature company may seek t o  reduce employment. The tabu la r  break-out 
on t h e  f o l l o w i n g  page provides more d e t a i l  on the  f i g u r e s  summarized above. 
These more d e t a i l e d  f i g u r e s  a l so  provide a comparative base o f  twenty years 
f o r  t h e  i nnova t i ve  and mature companies. This  twenty-year scope i s  pro-  
v ided t o  show t h a t  t h e  s t a t i s t i c a l  comparisons were n o t  unique t o  the  con- 
d i t i o n s  o f  t he  1969-1974 per iod.  

A second ana lys i s  surveyed ap rox imate ly  th ree  hundred twenty- f i ve  Y t echn ica l  1 y-based companies and se ected seventy-seven younger r ompanies 
formed i n  t h e  1971-1975 period.* Among o ther  th ings  t h i s  survey showed 
t h e  o v e r a l l  ' re turn  t o  the  economy f o r  e q u i t y  c a p i t a l  invested i n  the  com- 
panics survcycd. For csch one hundrcd d o l l a r s  o f  e q u i t y  c a p i t a l  Snvcstcd 
i n  t h e  companies, t h e  f o l l o w i n g  r e s u l t s  were r e a l i z e d  i n  1976 alone: 

*Western E lec t ron ics  Manufacturers Associat ion Study. 



Sales & Employment Data 
1945-1 974 & 1 969-1 974 

Sales Data Employment Data 
h p l e y -  Employ- Annual R8ta Annual Ratr 

ment ment 1969-1974 184~1974 
1969 1945 %' % 

Sales Sale? 
1969 1945 

($ In  mllllons) 

Annual Rate 
1969-1 974 

% 

Annual Rate Emplq- 
1945-1 974 ment 

% 1974 

Vwng lllgb Tedh Compmlo 

Data General ............ 
National Semiconductor .... 
Cornpugraphlc ............. 
Digital Equipment ......... 
Marion Labs .'...... : ...... 

Total .................. 
Innovative Canpanler 

Polaroid ................: 
3M .................. ;. .. 
IBM ..................... 
Xerox (Halold Co.) ......... 
Texas Instruments ('53-'74). . 

Total .................. 
Mature Companlrr 

Bethlehem Steel .......... 
OuPont .................. 

.......... General Electric.. . . 
............ General Foods 

International Paper ........ 
Proctor 8 Gamble ......... 

Total .................. 

1,058 
6,795 

17.500 
593 

2,300 

N.A. 11,647 N.A. 

Source: Moody's Industrial Manuals, Moody's Investor Servlces, Inc., New York, New York 



Export sa les  $70,00 
R&D expend i tu re  33,OO 
Federal corpora te  income taxes pa id  15.00 
Sta te  and l o c a l  taxes pa id  5,OO 
Personal and f e d e r a l  income taxes 

pa id  through w i thho ld ing  15.00 

Aside from any i n d i r e c t  bene f i t s ,  the  fede ra l  government rece ived a 
d i r e c t  b e n e f i t  o f  t h i r t y  d o l l a r s  of t a x  revenue i n  1976 f o r  every one hun- 
d red d o l l a r s  inves ted  i n  t he  pe r iod  1971-1975 i n  the  companies selected.  
I n  o rder  t o  p u t  t h e  fede ra l  government's ga in  from investment i n  perspec- 
t i v e ,  i t  must be understood t h a t  a t h i r t y  percent  annual r a t e  o f  r e t u r n  
would d e l i g h t  any venture c a p i t a l i s t .  

The f a c t  t h a t  small businesses ( i n  most cases, i n f a n t  businesses) make 
up t h e  m a j o r i t y  of the  a l t e r n a t e  energy product ion  capac i ty  today says a . 
g rea t  deal about t he  na ture  of t h e  problems f a c i n g  the  manufacturers o f  
these technologies,  i n c l u d i n g  SWECS. Obta in ing f i nanc ing  has always been 
a problem f o r  smal l  businesses b u t  economic and r e g u l a t o r y  cond i t i ons  have 
a r i s e n  i n  t he  pas t  t en  years t h a t  have had a profound impact on the  a b i l i t y  
o f  a l l  smal l  businesses t o  form c a p i t a l .  While the  cond i t i ons  t h a t  have 
developed over t h e  l a s t  decade w i l l  be discussed i n  more d e t a i l  l a t e r  i n  
t h i s  r e p o r t ,  i t  i s  c l e a r  t h a t  the  problems f a c i n g  SWECS manufacturers a re  
a combinat ion o f  issues i n v o l v i n g  c a p i t a l  supply, government regu la t i on ,  
t a x  p o l i c y ,  and fede ra l  procurement and con t rac t  procedures. The impact o f  
these issues becomes c l e a r  when c a p i t a l  a v a i l a b i l i t y  f o r  t h e  recent  pas t  i s  
exanii ned , 

The number o f  i n i t i a l  p u b l i c  o f f e r i n g s  has dropped d r a m a t i c a l l y  over 
t h e . l a s t  t en  years.  I n  1969, f i v e  hundred f o r t y - e i g h t  companies w i t h  n e t  

'wor ths o f  under f i v e  mi.11 i o n  do1 1 ars  r a i s e d  alrnost vrle and one-ha1 f b i l l  i o n  
d r  111 '1975, u111y rrjui' ~Oi l ipal i i tS ralsed about s i x t e e r ~  111 i l1  i o r ~  dol ldiks, 
I n  1977, twenty-one,companies r a i s e d  e ighty- two and one-hal f  m i l l i o n  d o l l a r s .  
By t h e  f a l l  o f  1978, t he re  had o n l y  been n ine  i n i t i a l  p u b l i c  o f f e r i n g s . *  

Many investment houses t h a t  s t a r t e d  o u t  t o  he lp  small businesses a re  
' f i n d i n g  t h a t  t h e  average s i z e  o f  o f f e r i n g s  has Increased. The cos ts  of 

go ing  p u b l i c  a r e  a major reason f o r  t h i s .  Since the  19601s, t h e  f i x e d  
cos ts  o f  r e g i s t e r i n g  w i t h  t h e  SEC have increased from an average o f  between 
f i f t y  thousand and seventy - f i ve  thousand d o l l a r s  t o  two hundred and two hun- 
d red and f i f t y  thousand d o l l a r s ,  I n  1977, n ineteen i n i t i a l  p u b l i c  o f f e r i n g s  
were completed. The average cos t  was two hundred e ighteen thousand, s i x  tun- 
d red  d o l l a r s ,  n o t  i n c l u d i n g  underwr i t e rs '  market ing cos ts .  

*Testimony o t  W i l l i am Hambrecht before the U.S. Senate Se lec t  Com- 
m i t t e e  on Small Business, September 21, 1978. 



With such events, small businesses have had a hard time going'public: . 
As William Hambrecht said: 

If (the companies) are under $15 mill ion in ,revenue and ' : 

$1 million in net-after-tax profit, it is'usually hesitant . 
' . to risk $150,000 - $200,000 to prepare an S-1 Registration, . 

particularly as they have no guarantee that the offering . 
wi 11 be successful . . . 

To raise two million dollars may cost three hundred sixty thousand dollars 
including underwriters' spread. Faced with such figures, few offerings 
under five million dollars are coming to the market. 

A variety of actions contributed to capital constriction in the last 
decade for small businesses. These include a sharp change in tax policy 
beginning in 1969, that decreased incentives for savings and stimulated 
consumption and the utilization of debt financing instruments. The tax on 
capital gains increased sixty percent, spiraling upward toward the tax on 
ordinary income. This trend has been reversed somewhat by recent tax legis- 
lation. Tax legislation and inflation contributed to a withdrawal from the 
equity marketplace by the individual investor in the magnitude^of twenty- 
five billion dollars for the period 1973-1978. The subsequent rising impor- 
tance of the institutional investor had some negative consequences for entre- 
preneurs in new technical enterprises. Under the 1974 Employee Retirement 
Income Security Act (ERISA) portfolio managers of pension funds were reluc- 
tant to invest in potentially risky investment because of guideline provi- 
sions that held managers personally liable for imprudent investing. The 
result was simply a withholding of a very large pool of capital liquidity 
from start-up and small business ventures. Recent changes in the interpre- 
tation of the ERISA guidelines, like recent changes in the tax system, are . 
opening up new opportunities for financing. However, these recent changes 
were not in place at the time that the energy situation underwent an abrupt 
change. One final occurrence merits mention in reaard to the issue of capi- 
tal availability and timing over the past decade. The consequences to tax 
policy, rising costs involved with going public, ERISA legislation and 
inflation were compounded by a definite consolidation within the investment 
banking community. Smaller brokerage houses faced with the economic prob- 
lems were merged, consolidated, or liquidated, Consequently, there have 
been fewer. small brokerjdealers to handle smaller issues. Entrepreneurs 
have been faced with either'finding no underwriter or paying the higher 
fees associated with larger overheads in the bigger investment banking . 
houses. 

Several recent changes in areas directly affecting capi tdl formation 
should be mentioned at this point. Whiqe it :is Smportant. to note .these 
changes, it is too early to see what their impact will be, Changes in the 
capital gains tax provisions and clarification of the ERISA guidelines have 
already been-mentioned.. In addition, some recent successes by companies 
that ibtained venture capital .have stimulated the, market, as well as. has 
an increase in corporate acquisitions. In the last year, entrepreneurs 

. . . . 
> . 



raised seven hundred fifty mill ion do1 lars which is about the same amount 
raised in the whole 1969-1977 period, Buti it is also important to note 
that the way providers of venture capital are doing business has changed, 
They are far more conservative than they were in the "go-go1' period 'of the 
mid- to late 1960's. Risk minimization is important,.' While more capital 
is available, it appears that most of it is, going to firms with established 
products that are looking for expansion capital rather than' to companies 
1 ooking for start-up capital . 

Once the various political and economic issues affecting the various 
alternate energy technologies are identified, it becomes clearer that the 
problems concerning the commercialization of small wind energy conversion 
systems rest more with the marketplace than the technology. The technology 

I is well -developed and the financial needs have to do with getting the tech- 
nology and its manufacturers from the post-research and development stage 
to the stages of early company growth. At the same time, the SWECS manufac- 
turers do not have mature distribution systems that established companies' 

+ have. Policy-makers must devote their attention to where manufacturers of 
the technology are today rather than to where they have been or some day 

f mi ht be. The position that many manufacturers are now in can be graphi- 9 ca ly described as a "survival gap", which must be negotiated until the 
level of sales is sufficient to offset operating costs. Es~ential1.y~ suc- 
cess in the marketplace results from uninterrupted sequential forward move- 
ment from concept to research and development (R&D) and on to marketing. 
Early analysis indicates that a readily identifiable gap between R&D and 
marketing exists in the product line development of new alternate energy 
technologies. This "Survival Gap" I s  an area were fast muvenlerir; is 
required if the manufacturers are to survive. As a result, exist- 
ing government assistance programs do not always lend themselves as sources 
for financing. The speculative nature surrounding the emergence of these 
alternate energy.techno1ogies disinterests most established financial insti- 
tutions. These conditions, when coupled with the virtual disappearance of 
venture capital, creates hardships for start-up companies, especially in 
these areas of great technological and marketing unknowns. 

The irony about the federal government's desire to spur the develop- 
ment and production of a1 ternate energy technologies is that it has stimu- 
lated activity in an economic sector that has experienced serious problems, 
many as a result of the federal government's own policies and reactions. 
It is essential to determine whether conditions affecting proposed solutions 
to the nation's energy problems are such as to aid in solving the problems 
or whether existing conditions will actually impede progress by transferring 
additional complications to an already serious problem. It is time for 
policy-makers to examine conditions of the marketplace and not just condi- 
tions of the technology if today's irony is not to become tomorrow's 
travesty. I 

\ 

I Specif ical ly, the new energy technologies represent very new markets .$- i 
and by definition a new market is not large enough to attract big business. 
If market size is coupled with high risk you get an almost total exclusion I 
of large companies. High risk plus small market size almost universally 



means.operating under negative cash flow condit ions,  which in lay  terms 
simply means t h a t  the entrepreneurs attempting to  develop t h e i r  businesses 
wil l  f ind some tough times ahead--regardless of the  qua l i t y ' o f  t h e i r  ideas. 
Because a l t e rna t i ve  energy technologies f i t  w i t h i n  a high policy/goal objec- 
t i v e  of the  federal government, a var ie ty  of pr0grams'ar.e s e t  in ,motion to  
"he1 p' the  industry.. " These government programs tend t o  increase .  the s i z e  
of the  market and, thus,  lower the r i sk  w i t h  the  unintended by-product of 
squeezing, out  the  small pioneering entrepreneur. 

A few of the  par t ic ipants  i n  t h i s  f i e l d  s t rongly be1 ieve t h a t  t h i s  . .' 

industry will not succeed unti l  . l a rge  companies take over most of the  devel- 
opment. I t  i s  believed by some t h a t  i n s t i t u t i ona l  bias w,ill v i r t ua l l y  ru l e  
out  s i gn i f i c an t  in-roads by the  cur ren t .par t i c ipan ts  in to  a power-grid oriented 
energy d i s t r ibu t ion ,  .and transmission, system. While t h i s  view i.s .no,t prevalent ,  
i t  i s  widely disseminated. 



THE FINANCIAL RESOURCE: INSTITUTIONS AND TECHNIQUES 

The f o l l o w i n g  sec t i on  i s  inc luded i n  o rder  t o  g i v e  a s t ra igh t fo rward  
d e s c r i p t i o n  o f  t h e  var ious  f i n a n c i a l  resources t h a t  a re  a p a r t  o f  develop- 
i n g  a commercial i zed  SWECS indus t r y .  The v a r i e t y  o f  f i n a n c i a l  resources 
t h a t  a r e  a v a i l a b l e  f o r  use a t  each stage of corporate/product  development 
a r e  presented i n  t h e  con tex t  of t he  var ious  i n s t i t u t i o n s  t h a t  o f f e r  t he  
s p e c i f i c  resources o r  techniques. The techniques by themselves are  i n e r t  
b u t  t h e  i n s t i t u t i o n s  a c t i v a t e  them through use and, i n  doing so, b r i n q  i n t o  
p l a y  t h e  var ious  phi losophies,  opera t ing  p r i n c i p l e s  and in format ional  needs 
o f  each i n s t i t u t i o n .  

The focus o f  t h i s  sec t i on  i s  on how these i n s t i t u t i o n s  normal ly  operate, 
n o t  how they "should" operate i n  o rder  t o  op t im ize  the  p o t e n t i a l  f o r  com- 
merc ia l  i z i n g  SWECS technology. These i n s t i t u t i o n s  a re  p a r t  o f  the economic 
marketp lace and a r e  organized t o  i n t e r a c t  w i t h  o the r  es tab l ished marketplace 
organ iza t ions .  The beginning o f  t h i s  r e p o r t  s ta tes  t h a t  t he  SWECS i n d u s t r y  
has n o t  y e t  developed t o  t h e  p o i n t  o f  being p a r t  o f  the  economic marketplace 
mainstream. Th is  s e c t i o n  i l l u s t r a t e s  t h a t  f a c t .  The d e s c r i p t i o n  o f  f i n a n c i a l  
i n s t i t u t i o n s  and resources a1 so graphica l ly  p o i n t s  o u t  how much o f  the  SWECS 
i n d u s t r y  does n o t  y e t  f a l l  i n t o  the  c r i t e r i a  t h a t  makes up the  f i n a n c i a l  
i n s t i t u t i o n s  customer base. 

Th is  . repor t  descr ibes t h e  stages of development o f  SWECS manufactur ing 
i n  o rder  t o  understand t h e  f i a a n c i a l  issues t h a t  a f f e c t  each stage. Most 
of t h e  stages l i e  i n  f r o n t  o f  SWECS manufacturers, and correspondingly,  t he  
f i n a n c i a l  i n s t i t u t i o n s  t h a t  a f f e c t  each stage a re  p a r t  n f  the  f u t u r e  more 
than t h e  present  o f  SWECS manufactur ing. 

The c u r r e n t  response o f  f i n a n c i a l  i n s t i t u t i o n s  t o  the  SWECS i n d u s t r y  
i n d i c a t e s  t h a t  t he  i n d u s t r y  i s  not  y e t  p a r t  o f  the  economic marketplace. 
Given time, the  SWECS i n d u s t r y  may n a t u r a l l y  becorr~e p a r t  o f  the  marketplace. 
However, t he  n a t u r a l  evo lu t i ona ry  process does n o t  co inc ide  w i t h  the  govern- 
ment 's  t ime frame f o r  b r i n g i n g  the  technology t o  a commercialized s t a t e .  
I f  t h e  process i s  t o  be accelerated,  governmental a c t i o n  must be aimed a t  
g e t t i n g  t h e  SWECS i n d u s t r y  i n t o  t h e  marketplace, as de f ined by marketplace 
p a r t i c i p a n t s ,  as q u i c k l y  as possib le.  

The c u r r e n t  l a c k  o f  i n i t i a t i v e  t h a t  t h e  f i n a n c i a l  community has shown 
toward f i n a n c i n g  SWECS technology i n d i c a t e s  t h a t  Che i n d u s t r y  i s  n o t  y e t  
p a r t  o f  t he  economic marketplace. Given time, t h e  SWECS -it~dustr-y may 
n a t u r a l l y  become p a r t  of  t h e  marketplace. However, t he  federal government's 
d e s i r e  ' t o  b r i n g  SWECS technology t o  a commercial i zed  s t a t e  c rea tes  a t ime 
frame t h a t  i s  t o o  s h o r t  f o r  t h i s  t o  occur.  I f  the  p r 0 c e s s . i ~  t o  be acce ler -  
ated, governmental a c t i o n  must be aimed a t  g e t t i n g  the.SWECS i n d u s t r y  i n t o  the  
marketplace, as def ined by marketplace p a r t i c i p a n t s ,  as q u i c k l y  as poss ib le .  



Commercial Banking 

The commercial banker i s  a  key element i n  t h e  f i n a n c i a l  development, o f  
a  new en te rp r i se  as a  prov ider  o f  temporary r a t h e r  than permanent f inanc ing .  
He i s  u s u a l l y  t he  f i r s t  f i n a n c i a l  adv iser  t h a t  an entrepreneur has and based 
on h i s  knowledge and the  c red i twor th iness  o f  t h e  borrower,,the banker w i l l  
o f f e r  advice, counsel and shor t - term funds. Based on the  bank's own lend-  
i n g  parameters and an assessment of t he  v i a b i l i t y  o f  t he  e n t e r p r i s e  the  
1  ender may he1 p  as much as possib le.  

Why Banks Lend Money 

I n  o rder  t o  u t i l i z e  the  resources a v a i l a b l e  through commercial lenders, 
borrowers must understand wha t ' t he  commercial banks' own ob jec t i ves  are. 
Commercial banks a r e  i n  t he  'business of " ren t i ng "  money. Each day a  wide 
v a r i e t y  o f  oppor tun i t i es  a r i s e  f o r  t he  banker t o  l end  funds t o  businesses 
of var ious  sizes, t o  i n d i v i d u a l s  and t o  government. The loans i nc lude  v a r i -  
e t i e s  of commercial, consumer and r e a l  estate.needs. Behind a l l  t he  ana'ly- 
s i s  bankers do i n  examining a  p o t e n t i a l  l oan  r e s t  two quest ions: how'much 
does t h e  bank stand t o  ga in  from the  t ransac t i on  and what i s  the  ex ten t  of 
t he  bank's r i s k ?  M a t u r i t i e s ,  costs,  and y i e l d s  vary  w ide l y  f rom one type 
of l oan  t o  another, and the  mix must be taken i n t o  account by the  bank i n  
s t r u c t u r i n g  t h e i r  own p o r t f o l ' i o s .  The commercial bank as a  business i s  
i n t e r e s t e d . i n  i t s  own growth, l i q u i d i t y ,  and earnings i n  o rder  t o  a t t r a c t  
depos i ts  and c a p i t a l .  P o t e n t i a l .  borrowers must be aware t h a t  they a re  
competing w i t h  a  l a r g e  number o f  o the r  p o t e n t i a l  borrowers and t h a t  t he  par-  
t i c u l a r i t i e s  o f  any borrower 's  s i t u a t i o n  w i l l  be seen i n  the  con tex t  of t he  
bank's o v e r a l l  p o l i c y  as w e l l  as on the  m e r i t s  o f  a  p a r t i c u l a r  loan.  

Lending, Short-TermlLong-Term 

The f i n a n c i a l  resources made a v a i l a b l e  through commercial bankers a r e  
general l y  ca tegor ized as debt c a p i t a l  o r  borrowing. Unl i ke e q u i t y  c a p i t a l  , 
which i s  r a i s e d  by S e l l i n g  a  p a r t  o f  one 's  business, debt c a p i t a l  requ i res  
repayrrient t o  t he  lender.  Lending t o  commercial customers f a l l s  i n t o  sho r t -  
o r  long- term loans.  Short- term loans general1.y do n o t  exceed s i x  months 
b u t  may be extended fo"-purposes such as f i n a n c i n g  accounts rece i vab le  o r  
b u i l d i n g  i nven to r i es  f o r  a  seasonal demand. The repayment of  such. loans i s  
predicate'clon l i q u i d a t i n g  cur ren 'assets ,  be i t  payment o f  ou ts tand ing  accounts 
o r  proceeds from the  sa le  o f  s t q c k p i l e d  i nven to r i es .  Short - term loans may 
be unsecured o r  secured by some corpora te  asset .  

Long-term lend ing  d i f f e r s  f rom shor t - te rm 1  ending i n  terms o f  purpose 
of t h e  loan, amount o f  t he  loan, t ime t o  repay t h e  loan and sources f o r  
repayment o f  t he  loan. Unl i k e  a  shor t - te rm loan  which i s  . repaid by l i q u i -  
d a t i n g  a  c u r r e n t  asset,  long- term lend ing  i s  r e p a i d  from corpora te  earnings 
over a. p e r i o d  o f  t ime. I n  shor t ,  p roduct ion  i s  u s u a l l y  t he  purpose f o r  
long- term lend ing  as w e l l  as the  source f o r  repayment. 



Loan Backing, Creditworthiness and Collateral 

The early stages of the commercial banker/borrower relationship is 
,chdracterized as a personal rather than a corporate banking relationship. 
While both the banker and entrepreneur are hoping for major corporate growth, 
the entrepreneur for his own gain and the banker for a major banking rela- 
tionship including sizeable deposits, the immediate basis for lending is 
the creditworthiness.that the entrepreneur possesses. 

The problem of borrowing, especially in the early developmental stages, 
is that of loan security or collateral. If the potential borrower is aware 
of usable collateral or methods of securing a loan, he can open financing 
techniques that might not otherwise be available. 

One way o f  strengthening credit is to add the cred;tworthiness of ' 

other. individual s by. having an obl igation cosigned, guaranteed or endorsed. 
Each of these techniques differs in terms of the liability of the "bolsteP- 
Sng" party. A cosigner or comaker is directly liable in the same way as 
the signer or maker. A guarantor is a secondary signer who guarantees pay- 
ment, such as the officer of a company guaranteeing payment by the company. 
An endorser carries only a contingent 1 iabil ity. The endorser is expected 
to pay if the maker fails to meet his obligation. 

Loans, based on accounts receivable have a1 ready been mentioned. The. 
bank may ask for direct payment by the purchaser of the goods or simply by 
the borrower, upon receipt of payment through his customer. 

Various assets can be assigned to the lender including savings accounts 
and life insurance policies. Stocks and bonds may be used as collateral but 
the value of the collateral will depend on the market value of the stock or 
bond at any given time. Should the value fall too far, the borrower may be 
required to provide additional securit.~, 

a Corporate Grbwth and 'the Limitations of 
Commercial Bank Short-Term Lending 

If the entrepreneur continues to grow and develop, he will continue to 
utilize his commercial banking contact for short-term credit. For a period 
of time short-term credit satisfies both borrower and lender. However, an 
ironic situation begins to occur as a business enjoys continued growth. 
As growth continues so do the requirements for financing that growth. At 
this stage of corporate development dcbt uscd to financc growth cscalat~s 
faster than the retained earnings of the company. As a result, while sales 
and growth create an outwardly successful image, the ever increasing debt- 
to-equity ratio adversely affects the company's financial statement. The 
continuation of the banking relationship based on short-term borrowings may 
present problems from the banker's perspective as well as during a period of 
rgipid company growth as the amounts required by the borrower may begin to 
"bump-up" against the bank's lending limits. 



The circumstances indicated above do not mean that a company grows 
beyond the facilities of a commercial bank. Instead,. it 'illustrates the 
fact that. the commercial banks are a temporary financing resource, suited 
to fill short-term or .intermediate-term financing needs., rather than a 
source of permanent capital. As a company progresses through the stages 
of its.corporate development, the commercial bank is a financial resource 
that is used almost continually for a variety of purposes. , .  

% .  

Summary 

How all of the above facts relate to the SWECS manufacturer may have 
a special significance as the commercial bank may be the financial resource 
of f.irst resort. 'However, if the SWECS entrepreneur is unable to.se.cure. 
initial short-term financing from a commercial bank, his chances for pro- 
ceeding to further development sta es where other sources.. of financing are 
available are a1 most negl 1 CJI bl e. ?n such circumstances, the eptrepreneur can 

, . expect that the banker will be: 

o Attentive but cautious. 

o Interested in what you plan to do with your idea and how 
you plan to proceed, not :just in the idea itself. 

. . . . 

' o  Interested in minimizing the risk side by asking for 
. collateral or a strengthening of the credit. 

o Talking initially.about short-term money if there is 
interest in financing at all. 

$In order to maximize the chances to secure funds,, the entrepreneur 
should: 

.: o . Not expect the lender to automatically cooperate just 
because the business is timely, saves energy, or is in 
the "national interest." I 

o Be as prepared as possible to discuss business plans 

- .  
based on activity to date and the proposed steps to 
become commercially viable. 

' ,  

o Be prepared to suggest potential "collateral . 

, .. 
o ! Be prepared to explain how much money is needed and 

exactly how the funds will be spent. 
. . 
o Know howthe borrowed funds will be paid back. 

The entrepreneur can save a great deal of time by anticipating as much 
df what the lender will ask as possible. At the early stages of corporate1 
product development time means money to the entrepreneur and money means 
survlval . 



Venture Capi ta l ,  - .  :- ' . . . t '  . ,- 

. .. . . .  . , 

The i n a b i l  i ty  t o  cont inue-  f lnanc ing  growth through debt  iss;es w i thout  
i nc reas ing  the  equi.t$abase places the  entrepreneur a t  one o f  t he  cruc:ia9 
f i n a n c i a l  p o s i t i o n i n g  p o i n t s  i n  t he  development o f  a corporate e n t e r p r h e .  
Management r e a l i z e s  t h a t  t h e . a b i l i t y . t o  increase the- companyl.s e q u i t y  .base 
f rom i n t e r n a l  resources does n o t  e x i s t  and they have become aware of. the,.  
ne,eds f o r  longer  term f inanc ing .  

Companies unable t o  p rov ide  necessary f inanc ing  i n t e r n a l l y  u s u a l l y  pur-  
sue one o f  t w o . d i f f e r e n t ' . r o u t e s  a t  t h i s  po in t .  o f  t h e i r  development- One 
a l t e r n a t i v e  i.s t o  t u r n  t o  the  government f o r  help, which b a s i c a l l y  means 
tu rn ing .  t o  the  Small Business Admin i s t ra t i on  (SBA), The o the r  a1 t e r n a t i v e  
i s  t o  cont inue seeking , f i nanc ia l  ass is tance i n  t he  p r i v a t e  marketpla.ce.: 
Wi th an e q u i t y  base tha t .has  l i m i t e d  the  a b i l i t y  t o  secure debt f inanc ing ,  
a company must seek e q u i t y  funding i n  o rder  t o  cont inue i t s ~ g r o w t h .  Equ i ty  
funding , f o r  companies a t  t h i s  stage of growth i s  one o f  t he  . f inancing areas 
. i n  which venture c a p i t a l  companies a re  involved.  

. . 
1 

a C h a r a c t e r i s t i c s  of Rec ip ien ts  o f  I n i t i a l  Venture Cap i ta l  

Companies t h a t  a r e  i n  a p o s i t i o n  t o  be r e c i p i e n t s  o f  venture c a p i t a l  
a t  t h i s  stage have gone beyond an i n i t i a l  o r  s t a r t - u p  stage; t h a t  stage 
where f i n a n c i n g  i s  prov ided by p r i v a t e  i n d i v i d u a l s ,  be they owners o f  the  
company o r  f r i e n d s  o r  r e l a t i v e s  o f  t h e  owners. This stage o f  venture cap i -  
t a l i s t s  involvement i s  a t r a n s i t i o n a l  stage between personal investment 
and p u b l i c  f i nanc ing .  The company a t  t h i s  stage u s u a l l y  i s  on the  verge 
o r  has a l ready  brought a product  i n t o  product ion.  Also, a commercial i n t e r -  
e s t  has u s u a l l y  been developed by t h i s  stage and the company has normal ly  
es tab l i shed  a l i n e  o f  c r e d i t * w i t h  a commercial bank.by t h i s  p o i n t .  The 
te rm " f i r s t  stage f i n a n c i n g "  i s  o f t e n  used t o  descr ibe t h i s  phase. The, 
term " f i r s t  stage" r e l a t e s  t o  the  f i r s t  o f  a se r i es  o f  venture c a p i t a l  
f inanced stages t h a t  occur i n  t he  t r a n s i t i o n  phase between personal f i nanc -  
i n g  and p u b l i c  f i nanc ing ,  n o t  t o 3  the f i r s t  stage o f  *a company's t o t a l  
f i n a n c i n g  h i s t o r y .  

Second Stage Venture Capt ta l  Financ.ing a , 
: . .  , 

Venture c a p i t a l i s t s  a l s o  prov ide  "second .stage f i nanc ing . "  The com- 
p a n y . ' ~  need a t  t h i s  p o i n t  i s  u s u a l l y  f o r  working c a p i t a l  and c a p i t a l  t o  
f inance expansion. Companies a t  this j unc tu re  a r e  producing and sh ipp ing  
products and a r e  exper ienc ing  increased market ing cos ts  and an expansion o f  
accounts. Despi te r a p i d  product ion. expansion, the  company may s t i l l  ,be 
ope ra t i ng  a t  a n e t  l oss .  "Th i rd  stage f inanc ing"  i s  s i m i l a r  t o  - t h a t  o f  t he  
prev ious  stage w i t h  the  p o s s i b i l i t y  of a c q u i s i t i o n s  being a p a r t  o f  t h e  com- 
pany's plans. However., a t  t h i s  stage the  company i s  u s u a l l y  breaking even 
o r  making a p r o f i t .  . ' . *  . . , , ., 
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. .. • Bridge Financing . . 

An addi t i ona l  stage of venture cap i t a l  f inancing occurs sho r t l y  "before 
a corporat ion i s  ready t o .  "go publ ic , "  o r  - s e l l  stock t o  the publ i c  i n  order 
t o  secure 'external f inancing. . The stage, c a l l  ed "bridge f inanc ing ," usual ' ly 
occurs. w i t h i n  a year o f  a company. "going publ i c . "  The basis f o r  repayment 
o f  the "br idge f inanc ing"  . i s  . t he  .proceeds expected from the  pub1 i c  ,under- 
w r i t i ng .  . 

Venture Capi ta l  and SWECS Manufacturers 

Venture Capi ta l  provides a v i t a l  l i n k  between the i n i t i a l  short-term 
debt f inanc ing o f  commercial .banks and the long-term equ i t y  f inancing pro- 
vided by a pub l i c  stock o f fer ing.  This p i vo ta l  r o l e .  i s  discussed i n  more 
d e t a i l  i n ' t h e  fo l l ow ing  secti.on, Financia l  Issues. For SWECS manufacturers 
who have successful ly  secured short-term f inanc ing from commercial banks . 
and are  faced w i t h  the need t o  move beyond t h a t  type o f  f inancing;  i t  i s  
important t o  understand the purposes and processes o f  venture c a p i t a l . '  



Investment Bankers 

Investment Banking Services . . . . 
. . 

' The investment banking resource has' undergone some :major ,chahiesr . in  . ' %  

t h e  l a s t  t e n  years .  The mix of serv ices  va r ies  from i n s t i t u t i o n  to< ins . t i - ; ,  
t u t i o n ;  ,but, b a s i c a l l y ,  . t h e  f a c i l i t i e s  offered f a l l  i n t o  th ree  areas:.* r i i s -  
i n g  c a p i t a l ,  counsel ing, and o the r  serv ices  i n  support o f  corpora te  opera- 
t i o n s ,  o r  o f  i nves to rs .  

. . .( 
' ' L  

Rais ing  Cap i ta l  

. The r a i s i n g  o f  c a p i t a l  f a l l s  i n t o  several areas i n c l u d i n g  underwr i t ing ,  
p r i v a t e  placements, synd ica t ion  and the  s e l l i n g  o f  commercial paper. Under- 
w r i t i n g  s imply means t h a t  investment bankers agree t o  acqu i re  and d i s t r i b u t e  
a  company's s e ~ u ~ r i t i e s .  By doing t h i s ,  investment bankers f r e e  a,company.- 
f rom t h e  r i s k ,  t ime, and expense o f  seeking i nves to rs  on t h e i r  own. I n ,  
a d d i t i o n ,  the  company has t h e  necessary c a p i t a l  i t  sought. While t he  com- 
pany has achieved i t s  o b j e c t i v e ,  t he  investment banker s t i l l  has t o  d i s t r i b -  
u t e  t h e  s e c u r i t i e s  a t  an es tab l ished p r i c e .  However, i f  the  issue i s  " f i r m "  
(committed) the  investment banker can l o s e  a  subs tan t i a l  sum i f  circumstances 
a r i s e  t h a t  f o rce  him t o  s e l l  a t  a  l o s s  o r  even a  break-even p o i n t .  As a  
r e s u l t ,  t h e  p r i c i n g  o f  an issue becomes a  very important  exerc ise  f o r  bo th  
t h e  company and the  investment banker. As the  middle-man between i ssue r  
( t h e  company) and i n v e s t o r  ( i n d i v i d u a l  s  and i n s t i t u t i o n s )  , the  investment 
banker seeks t o  e s t a b l i s h  a  p r i c e  t h a t  s a t i s f i e s  both. The process o f  
e s t a b l i s h i n g  t h e  " r i g h t  p r i c e "  s t a r t s  w i t h  p re l im ina ry  meetings t o  d iscuss 
f i n a n c i n g  requirements such as p r i c e ,  t i m i n g  o f  t he  issue, and the  form o f  
t h e  issue.  These p r e l i m i n a r y  d iscussions serve an a d d i t i o n a l  purpose, which 
i s  t o  see i f  any major d i f f e rences  e x i s t  as t o  f i nanc ing  phi losophies o r  
approaches. 

I f  the  p r e l i m i n a r y  phase i nd i ca tes  t h a t  the  r e l a t i o n s h i p  between i ssue r  
and investment banker i s  t o  cont inue,  then the re  fo l l ows  a d e t a i l e d  research 
i n t o  t h e  company's background and opera t ions .  This  i n v e s t i g a t i o n  inc ludes  
f i n a n c i a l  aud i t s ,  l e g a l  reviews, and any necessary techn ica l  s tud ies  o r  
examinat ions. The i n fo rma t ion  gathered a t  t h i s  p o i n t  prov ides a  bas is  f o r  
i n f o r m a t i o n  t o  be conta ined i n  t h e  issues prospectus t o  be prov ided t o  
p o t e n t i a l  buyers of s tock.  The cu lm ina t i on  o f  t h i s  phase i s  the  s ign ing  o f  
an underwr i t i ng  agreement w i t h  t h e  company. Even a t  t h i s  stage the  p r i c e  
t h a t  t h e  underwr i t e r  w i l l  pay f o r  t he  issue i s  n o t  agreed upon. P r i c e  
de terminat ion  i s  normal ly  made j u s t  be fore  the  o f f e r i n g  i s  made ava i  ? a b l e  
t o  t h e  p u b l i c .  

P r i c i n q  o f  Stock 

P r i c i n g  mechanisms vary w i t h  the  s i t u a t i o n .  I n  a  case where the  com- 
pany a l ready  has shares outstanding,  t he  p r i c i n g  mechanism may be quoted as 
a  d i scoun t  f i g u r e  from the  quoted p r i c e  of the  outstanding shares. I nves t -  
ment bankers sometimes prov ide  an ou t  f o r  themselves i n  case the  quote on 
the  ou ts tand ing  shares drops d r a m a t i c a l l y  p r i o r  t o - t h e  o f f e r i n g  date. 



In cases of pri.vately held companies'; the determination' of price can 
become very difficult as the question beeomes'one of. assessing the pric'e 

' , 

where investors will be attracted to the offer. Usually, characteristics . 
of similar issues are used as a basis for comparison. If such comparisons 
do not exist or if the investment banker feels a stronger comparative basis 
is needed, then criteria such.as consistency of earnings and growth rates 
are used. In cases where no track record exists, especially in start-up 
situations, a completely different approach must be used. ."Val ue/potential I' 
becomes a critical criteria, Most importantly, "val ue/potential assesses 
'people and management capabilities.. The essential step of transforming an' 
idea into a bu'siness requires qua1 ity people, a sound plan and an u'nd'erstand- 
ing of the realities of cash flow management. As a result, the abil ity to' 
successfully invest in such ventures requires knowing how to analyze those 
resources. 

Registration Statements 

The investment banker plays a vital role in the underwriting process. 
in he1 ping to prepare registration statements for the Securities and Exchange 
Commission, if such registrations are required. These statements must con- 
tain detailed background on the issuer and'an accounting of how the' issuer 
intends to use the proceeds .from the proposed offering. This process neces- 
sitates legal work by an attorney. Investment bankers are in the position 
of providing the as'sistance of lawyers who are specialists in SEC work. 
The preparation of the required statements is not something that can easily 
or adequately be handled by an attorney without background and experience 
in the field. 

Syndication for Selling Stock 

Increasingly, investment bankers who carry on all of the background 
investigation do not handle the total underwriting on their own. In an 
effort to minimize their risk and to provide a more extensive marketing net- 
work, they will ask other investment bankers to participate in purchasing 
and' distributing an issue. These investment bankers form a syndicate or 
selling group that operates only for a particular issue which buys portions 
of an issue at wholesale and retails those same portions. 

Syndications can be structured in various ways, but the main determina- 
tion is whether the liability is divided or undivided in terms of any unsodd 
amount of shares. Under a divided agreement an underwriter is responsible 
for sell ing only a predetermined number of shares. Under an undivided agree- 
ment, an underwriter would be responsible for sell ing unsold shares even if 
its predetermined quota was met. 

Compensating the Investment Banker 

Compensation for investment bankers who act as underwriters is based on 
the spread between the amount paid to an issuer and the amount obtained from 
selling the issue to investors. The spread is split'in a predetermined 
fashion between originating underwriters and sellers of the securities. 
Spreads tend to be larger for small or-new offerings because of greater risks. 



Investment bankers can be compensated for servi.ces, such as handling 
private placements or arranging 'acquisitions. The form. of payment' can be 

' ,either a retainer and/or a fee. 

Private Placements 

Investment bankers can arrange private placements with individual or 
institutional investors. Normally, such issues are debt instruments but, 
can include equity securities as well. Private placements have the advan- 
tage of cutting the time and costs associated with the waiting periods and 
reporting regulations of public issues. However, costs can still rise if 
the' investor demands incentives such as. warrants for additional . stock. 

b - -  

. c Commercial Paper 

Investment bankers can sell commercial papers ,which are short-term 
corporate notes. Usually the-only companies gble to sell l t ~ e ~ i r -  paper arp 
large organizations with we1 1 mestab1 ished credit. The sale of commercial 
paper is handled as a market and that market.can be subject to abrupt 
changes. There are no fixed interest rates, only competitively determined 
discount rates. The discount rate includes a commission, usually one-eighth 
of one percent. The stimulus for activity in this market is that the rates 
are usually lower than the borrowing rates of banks and do not include com- 
pensating balance requirements. 

r . Counseling 

Aside fr6m uriderwri ti rig, investment bankers provide counsel to company 
clients, especially in areas sach as acquisitions and divestitures where 
the investment banker is continually exposed to the processes of s u o  activ- 
ities, unlike a company's own financial staff. 

Other Services 

Other services that some investment bankers provide include project 
financing, leasing, money management, brokering, real estate and interna- 
tional financing. Government bonds, notes, bills, and municipal bonds are 
handled by some investment bankers as we1 1. 

r Investment Banking and SWECS Manufacturing 
9 

o For the SWECS manufacturer it is important to understand thb  riiffcr~nt 
focus of various investment bankers. For the most part, SWECS manufacturers 
are not of a size or in need of the capital that would involve a large invest- 
ment banking house. For such financial concerns their interest is in mid- 
sized companies and up, which have evidenced outstanding growth and have an 
cxciting story that brokcrs can use to sell customers. These are companies 
looking for ten million dollars or more!! 

However, there are investment bankers who special ize in small start-up 
companies that have little or no track record. Such companies, when they 



,do '"go. pub1 i ' c "  a re  i n  t he  OTC, or? -!'ovey-.the-counter'!;ma;rket. --.There a r e  few ,' 
i d  .a,ny, o b j e c t i v e  benchmarks such as being "mid-sized" o r  evidencing ou t -  
.stafndia,g tgrowt'h. The market i s  h i g h l y  spec:ul aFive : and the  ;:.i!.nvestment bankers 
.iin .tlhese s l t ua t i ' ons  must r e l y  on very  sub jec t i ve  cr i . ter, ia,  .,such as t h e  people 
and tihe !ma:na',gement techniques. invo lved i n  the  ,.comp,anyl s. .ope,r.a-tion. There 
Irs lone ,s i i rn i l~ar i ty .  t o . . t he  . c y i  t e r i . a  ;of. t he  1 arger  inve5tment .,ba,nking house, 
~name'ily., (as iexcd.ti1n.g .s tory.  What t he  entrepreneur bas .to :real.aize . i s  t h a t  i t  
.$!s tihe .iin~e.s%me~n& Iba:n8ker, n o t  t he  .pub l ic ,  who must be exc i ted  by the  com- 
ip'a!\y"is s ' ~ a r y  and ~po ten t i , a l .  .If the  investment banker i s  n o t  "turned-on" there  
iwi'fl'l ant lbe any ;money. I f  the .  investment banker i s  "turned-on" he w i l l  ce r -  
.;t:aii~n'ily ,oo.nv{ey t !he lexcitment and p o t e n t i a l  of the  company t o  the  p u b l i c  as 
$.it j:s ifiriom t!he ip,u'blic t h a t  t h e  'investment banker w i l l  recoup h i s  investment. 

The ~TIC type f i nanc ing  assis tance general l y  s t a r t s  w i  t h  o f f e r i n g s  o f  
tone and one-ihail f m i l ' l  i o n  do1 l a rs ,  on up and u t i l  i zes  a r e g u l a t i o n  A o r  Form 
S-i1;8 ifio,r;mait. ,(,Regulation A and S-18 r e g i s t r a t i o n s  a l l o w  f o r  l e s s  d i sc losu re  
and fiewer ,audited f i n a n c i a l  statements than a f u l l  r e g i s t r a t i o n . )  I n  some 
\ways itlbiis form o f  f i nanc ing  i s  s i m i l a r  t o  t h a t  o f  a venture c a p i t a l i s t .  

Gus,r,e,ntly, the  m a j o r i t y  o f  SWECS manufacturers cannot f i n d  f i n a n c i a l  
tassiistajnce fir,om W a d i  t i o n a l  investment banking sources, e s p e c i a l l y  when 
theiiir [needs ,and \what i s  a v a i l a b l e  i s  de f ined by a ten  m i l l i o n  d o l l a r  e n t r y  
ifiee. Se,v,er,ail 'SWEICS lmanufacturers may be a t  t h e  stage where an OTC type 
ioififieriirng Scs f~easiiibilie. However, a g rea t  p o r t i o n  o f  t h e  SWECS community may 
[no$ (exen lbe ,at itlhait s tage ,of deuel opment y e t .  

[L.C!ke !most coif t!be .;tr,a.dlrtii~nal f i nanc ing  resources, investment banking 
rr,e'ilait:e;s imo,rre $0 .@he ,deuLe'l,o;pment stages a head of SWECS manufacturers than 
 to dbe.ri.e t!be imaio.u f;ac,it.ulrieer:s sr,e todqy . 

KO ~s~umrnari zie Uhe ,ac t i v i& ies  o f  investment bankers, t h e i r  serv ices  
iitnc iltusle:: 

LO iCouns,eil ilng . 

s S.u,p,p,os$~.eirv$ic,es forc,orp,or,ate and i n v e s t o r  c l i e n t s .  

:iTihe9,e ii~nv~e,sfi?e,mt IbAln:k~ing :a,c:ti\vi.ti,es .ar.e c a r r i e d  on a t  d i f f e r e n t  l e v e l s :  

- !Ilnit.,e,re:s$.e,d .din ;mj,d-s jzed campan ies 
- 're.n :mj.ill.io,n ,d,o'll'la:r and ,ab,o,ve issues 
- (3-u $o'Ia!n,d,ii !ng g.r,owth :rec,o.r,d 
-- (0.bQec 6.j we a:naly:s.j :s 
.- [Exc.iiitSing ,~.$,o;r,y~. ' 
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o OTC-type Investment.' Banking 'Houses . . 
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. . - Star t -up-  s i t u a t i o n s  " "  

- -  Speculat ive 
- Subject ive  ana lys is  
- One arid one-half  ' m i l l  i o n  d o l l a r  .and above . issues ' 

- E x c i t i n g  story.  ' . . 
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Small Business Administration (SBA) 

The purpose of the Small Business Administration is to enable businesses 
which do not meet the credit standards of commercial banks to secure funds. 
The SBA has three potential roles to play in providing business loans. Two 
of the roles, immediate participation and guaranteeing loans, are done in 
conjunction with financial institutions in the private sector. In every 
case the SBA seeks to maximize participation by commercial lending institu- 
tions. The SBA can provide up to a ninety percent guarantee on loans' made 
by commercial lenders. If the commercial lender decides against the guaran- 
tee method, the customer can ask for an immediate participation loan which 
the commercial lender and the SBA share in jointly, on an agreed on basis. 
The SBA will consider direct loans only if the applicant cannot have his 
borrowing requirements satisfied solely by commercial lenders or by such 
lenders in conjunction with the SBA. The applicant should also be aware 
that funds for direct loans are scarce. 

Eligibility Requirements, ' 

Eligibility for loans depends on being an independent business that is 
not dominent in its field. Also, the business must be unable to obtain 
financing at reasonable terms. Finally, the applicant must qua1 ify as a 
small business under the fol lowing general size criteria establ ished by the 
SBA. Annual receipts should not exceed: 

o $2-$8 mill ion for service entities 

o $2-$7.5 mil 1 ion for retail establ ishments 

o . $9.5-$22 mill ion for wholesale 

o $9.5 mil 1 ion for general construction 

o $5 mill ion for special trade construction 

o $275,000 for farming and related activi l i e s .  

In manufacturing, the size 1 imits'are defined as not to exceed two hundred 
fifty to one thousand five hundred employees. (Qua1 ifying requirements, 
interest rates and payback periods are subject to SRA revision at anytime.) 

Purpose of Loans 

The purpose of the loans covers a wide spectrum including: working 
capital, construction, expansion, equipment purchases, supplies, facilities, 
and machinery. SBA loan coverage may vary if there is a need to conserve 
funds. However, the maximum available to any one borrower is one-half 
million dollars for a direct SBA loan or for the SBA portion of an immediate 
participation with a private lending institution for loans made by a commer- 
cial bank and guaranteed in part by the SBA, the maximum is a1 so one-half 
 nill lion dollars but considerations of exceptional ~ircumstances may push 
the figure higher. 



a I n t e r e s t  Rates .. 
. . . . . .. 

I n t e r e s t  r a t e s  on t h e  var ious  SBA. 'loans vary,, ., Under. the" d i r e c t  l oan  
program the  c l j r r e n t  i n t e r e s t .  r a t e  i s '  s i x .  and, f ive-eighths: percent  per  annum. 
Th is  f i g u r e '  appl i e s  t o ,  t h e  SBA' s  p o r t i o ?  o f  an immediate par r t i c i *pa t ion  , loan 
as we1 1.. I n t e r e s t  r a t e s  app ly ing  t o  the  commercial bank's ~ i o r t ' i o n  'of  'ap 
immediate p a r t i c i p a t i o n  a r e  . s e t  by the  p r i v a t e  lender  under a,'maximum c e i l -  
i n g  s e t  by t h e  SBA. The same arrangement 'o f  the  p r t va te ' l e r i de r  s,ett ing. 

' , r a t e s  under a maximum' c e i l i n g  . .  . s e t  by t h e  SBA app l i es  to ' l 'oans under the  
4 .  - I .  . . . 

' 'gu'arantee program., . . . . 
. . , b : 

. Loan . M a t u r i t i e s '  . . . r .  . -1 

. . , . .  
L ' . u 

Maximum m a t u r i t i e s  , r u n  ' t o  ten years., 'ljowever, working . cap \ ta l  loans 
a r e a  u s u a l l y  1 i m i t e d  t o  s i x  years. Par ts  o f  c o n s t r u c t i o n  ur r e a l  esCat.6 

. . 
loans may have a maximum of twenty years. 

% .  
. , . . 

0 Loan Co l la te rSa l  . , .  
' .. C 

What t h e  SBA requ i res  i n  the  form of c o l l a t e r a l  depends on the .na tu re  
o f  t h e  1 oan r The form .of co l  1  a t e r a l  may $e r e a l  estti te ,  a c;l~a.tel' .rr~art,gage, 
assignment of goods ' o r  cont rac ts ,  in 'some instances cu r ren t  recei'vdble's, 
and personal guarantees o r  en.dorsements . The Small' Business 'Energy' Co.an 
A c t  o f  1.978 author izes  t h e  SBA t o  make loans and . loan guarantees ' t o  small 
businesses who manufacture, market, d i s t r i b u t e ;  i n s t a l l  o r  se rv i ce  any 
"gener ic"  area o f  energy conservat ion. These loans, l i k e  o thers  author ized 
by SBA, are  aimed a t  small business development, n o t  technol'cigical innova- 
t i o n .  App l icants  under , the  Small,, Business. Energy .Loan Act  must meet and have 
the  same q u a l i f i c a t i o n s  a s ' a l l  o the r  SBA loan appl icants, '  which inc ludes  a 
four- to-one debt  t o  e q u i t y  r a t i o  and a two-to-one c u r r e n t  assets t o  c u r r e n t  
l i a b i l i t i e s  r a t i o .  I n  add i t i on ,  t he  maximum amount a v a i l a b l e  f o r  any s i n g l e  
p r o j e c t  under t h e  1978 Act  i s  one-half m i l l  i o n  , d o l l a r s  which i n  many cases 
may r iot  be enough t o  f inance the  development and commercial i z a t i o n  o f  an 
emerging techno1 o g i c a l  en,terpr ise. - ,  , . 

Summary 

Most SWECS manufacturers today do n o t  have t o . w o r r y  about ex.ceeding 
the  s i z e  c r i  t e r i s a  ' f o r  SBA, loan .assistance. The dec i s ion  whether t o  seek- 
SBA money, d i r e c t l y  o r  i n d i r e c t l y ,  ' i s  up. t o '  each entrepreneur. .,;, However, l 
t h e  entrepreneur should expect: ' 

. 8 

o As s t r i n g e n t c r e d i t c o n d i t i o n s a s a c o m m e r c i a l  bent: . 

o. ,Lo.ng processing time. . . . 

. I n  sum, t h e  e n t r e p r e r y k  must decide i f  h e  can and wishes t o  accept  
t h e s  1 i a b i l  i t y  r e q u i r e d  and i f '  he can sustai 'n the  busii.less duri 'ng the  t ime 
necessary t o  deal w i t h  . the  .government .red .tape. I n  many cases . the answer 
t.0 ,one p r  both  qu,estions i s  no. 

. , 
. , . . .  

_ . . I  ' .  

, . . .  . . . 
, . 



The two major considerat ions t h a t  t h e  SWECS,manufacturer must assess 
when cons ider ing  SBA ass is tance are:  

o Length o f  t ime i n  cons ider ing  and processing the  
l oan  app l i ca t i on .  . 

.. . 
o The p o t e n t i a l  consequences o f  borrower 1 i a b i l  ity f o r  . . . 

th.e entrepreneur. , . 
I : .  

The 1 ength of t ime t h a t ,  i,s g iven t o  cons ider ing  an SBA a p p l  i c a t i o n  i s  
an importan't i ssue f o r . ' t h e  SWECS manufacturer, s u r v i v a l  may depend on 
qu ick  responsive a c t i o n  from a lender. F inanc ia l  ass is tance t h a t  a r r i v e s  
too  l a t e  i s  o f  no he lp  t o  a business t h a t  has had to. c l ose  i t s  doors. 

The issue o f  l i a b i l i t y  i s  a l s o  o f  grave consequence t o  the  entrepreneur. 
When an i nd i v idua l ,  i s  asked t o  p lace  h i s  t o t a l  personal f i n a n c i a l '  worth .on 
t h e  1 ine,  he must t h i n k  hard and r e a l  i s t i c a l l y  about the  success / fa i l u re ' .  
r a t i o .  While ask ing an i n d i v i d u a l  t o  p lace  h i s  f i n a n c i a l  being on t h e  l i n e  
insures  a sense o f  commitment, , i t  a l s o  r e t a r d s  the  a b i l i t y  o f  an i n f a n t  bus i -  
ness t o  secure funds. 

The s t r u c t u r e  o f  SBA programs i s  designedmore f o r  establ isGed small 
businesses needing expansion c a p i t a l  than f o r  new i n f a n t  busi,nesses needing 
seed o r  launch c a p i t a l .  The important  p o i n t  f o r  the indi.vidua1 manufacturer 
t o  assess i s  t h e  stage o f  h i s  own company's development and whether t he " r i sks  
of'SBA f i n a n c i n g  a re  a f fo rdab le .  Cases o f  successful  SBA f i nanc ing  i n  t he  

,SWECS community show t h a t  i n  c e r t a i n  instances the  SBA i s  an appropria,te 
f i n a n c i n g  i n s t i t u t i o n .  However; n o t  a l l  manufacturers a r e  i n  t h e  same stage 
o f ' c o r p o r a t e  development: and the  SBA does n o t  present  a f fo rdab le  r i s k s  f o r  
a l l  SWECS manufacturers. . . 



Small Business Investment Companies (SBIC) ' . 

The SBA was never intended as an institution that contributed to the 
1 ong-term funding needs of growing and developing small firms. Instead, 
the charter of the SBA has been to assist small business concerns which have 
been unable to secure financing through commercial banks. The lack of an 
institutional entity to deal with the long-term debt and equity capital 
problems of the small business was finally addressed in the Small Business 
Investment Act of 1958. The program set up under the 1958 Act was designed 
to utilize and maximize existing private credit facilities and state and, 
local development credit facilities rather than to replace them. . 

source' of SBIC ~unds 
. . - _  

The. SBA provides' loan's to small business investment companies (SBIC) 
or Section 301 (d) SBIC, which are called minority enterprise small. business 
investment companies or MESBIC, with funds for financing cl i 'g i 'b le smnll . ' 
businesses for their growth, expansion, or modernization. In'order to be 
el igi bl e for such funds, the organization must be an 'SBIC or' MESBIC organized. 
for the sole act of assisting disadvantaqed entrepreneurs, The SBA requires 
a minimum capital of $500,000, even though the statutory level is 1,ower. 
An' SBIC must prove that there is adequate capital for operating in an active 
and profitable manner. A MESBIC with limited capital must show that operat- 
ing expenses can be covered without depleting its capital. 

An SBIC can borrow three dollars from the SBA for every dollar of pri- 
vate borrowed capital, up to a maximum of thirty-five million dollars. Tf 
an SBIC has sixty-five percent or more of its. total avail able' funds invested 
in venture capital , it is .el igi ble to borrow four dollars for every one of 
its private capital dollars, up to a maximum of thirty-five million dollars, 
provided it has capital of five hundred thousand or more dollars. The same 
conditions apply to MES&IC1s except that thc required venture capital invcst- 
ment is thirty percent and there is no limit on funding. 

Interest Rates, Collateral and Loan Maturities 

Interest rates that SBIC must pay the SBA operate on the following basis. 
The SBA provides funds to an SBIC through its one hundred percent guarantee 
of the debentures sold to the Federal Financing Bank, which bear interest 
at comparable agency rates for paper of a similar maturity. Interest rates 
ot MESBLC debentures sold to the SBA can not be less than a rate established 
by thc Sccrctary of thc Treasury, plus sny other program costs the SUB may 
decide is consistent with its purpose. MESBIC's are eligible for a subsi- 
dized interest rate for the first five years in their debentures sold to the 
SBA, subject to repayment of that subsidy prior to distribution to any other 
stockholders. The maximum maturity of loans to SBIC1s or MESBIC's is fifteen 
years. Security on the loans, provided as evidence of indebtedness, is a 
debenture of the SBIC or MESBIC 1 icensee subordinated to any other debenture 
bonds, promissory notes, or other debts or obligations of the SBIC or MESBIC, 
unless the SBA in the exercise of reasonable investment prudence states 
otherwise. Adequately capitalized MESBIC licensees are eligible for SBA 



purchases of their three percent cumul'ative preferred: stock.. in, an.. amount 
equivalent to a portion of all thei.r,. paid-in capital and paid-:in.. . . surplus, 
the proceeds providing a part of authorized leverage, 

Summary . . 

SBIC's have shown a tendency to supply capital to companies that have 
been in existence for several years. This tendency illustrates a basic fact 
that the SBIC's and the SBA's small business definition excludes emerging 
or infant businesses. The fact that some SWECS manufacturers are in the 
emerging or infant stage means that SBIC's are probably not an appropriate 
or promising source of financing. Such a decision will depend on the devel- 
opment stage of the manufacturer and what the alternatives are. 

. . . . . I . . .  

I .  . 



, ; .  S ta te  Development Corporat ions :(SDC) arid " 
- , ' .  . , .. : - .  :., . 

Local Devel opment. Corporati.ons ,('CbC):: . .  . ' . : 
. . .  . .. . 

S ta te  Development Corporat ions (SDC) provide an add i t i ona l  oppor tun i t y  
f o r  t h e  federa l  government, through the  SBA, t o  p a r t i c i p a t e  i .n . : foster ing 
new emerging enterpr ises  w i thout  being t h e  so le  f i - nanc ia l  support. The SBA 
i s  authori.zed t o  match funds t h a t  a re  provided- t o  SDC' s  by. o t h e r  sources. 
The s t i p u l a t i o n  f o r  SDC1s.obtaining SBA fundsx i - s  tha t :  those Tunds . . must be 
used'- to provide e q u i t y  capi.ta1 o r  loans t o  small businesses. : ... , . . 

. , . . : .  : .  . . . . .  . . , . .  . . . . , . / .  . _  
a I What Are SD:C1 s and-How .Do .They Operate? . , ..; 

.,. . 
. . .  . . . . . . 

. . 
. ' ( .  . 

. . 
1 .  . 

Sta te  development corpora t ions  are  organized under a sp&idl i c t  -,of t he  
s t a t e  leg is la . tu re ,  The purpose of SDC i s  t o  promote and devcl'op economic 
growth w i t h i n  t h e  s t a t e  b y p r o v i d i n g  long term f ' inancing t h a t  i s  unava i lab le  
from other  sources such as commercial banks o r  small business investment 
companies (SBIC). SDC's are p r i v a t e  corporat ions opera t ing  on a f o r - p r o f i t  
basis.  The funds t h a t  SDC's u t i l i z e  are  borrowed from t r a d i t i o n a l  p r i v a t e  
f i n a n c i n g  sources such as commercial banks and insurance companies. Because 
o f  t h e i r  c h a r t e r  they a re  ab le  t o  borrow a t  low r a t e s  o f  i n t e r e s t .  The 
borrowed funds prov ide a loan poo.1 t h a t  i s  used t o  f inance h igh  r i s k  s i t u a -  
t i o n s  t h a t  might  n o t  otherwise be funded. The i n t e r e s t  pa id  by the  h igh  
r i s k  venture i s  s u b s t a n t i a l l y  more than the  i n t e r e s t  pa id  by the  SDC t o  t h e  
o r i g i n a l  f i nanc ing  source. However, t h e  impact o f  t he  h igher i n t e r e s t  r a t e  
i s  o f f s e t  by longer  amor t i za t i on  per iods t h a t  a l . 1 0 ~  f o r  t he  development o f  
i nnova t i ve  ideas and products. SDC' s  may a1 so c a r r y  federa l  l y  guaranteed 
loans and they may buy e q u i t y  i n  the  borrowing companies. 

Being a c r e a t i o n  o f  t he  s t a t e  government i t  i s  l o g i c a l  t h a t  placement 
o f  SDC funds depend on what w i l l  b e n e f i t  t h e  s t a t e  as a whole. Such con- 
s ide ra t i ons  do n o t  always co inc ide  w i t h  needs and i n t e r e s t s  o f  emerging 
companles w'i t h  innovat ive  ideas and products. However, i f  SBA funds are  
matched t o  o t h e r  SDC funds, the  focus i s  more narrowly def ined, and c e r t a i n l y  
i n  keeping w i t h  t h e '  needs o f  t h e  manufacturers o f  SWECS technologies. 

The maximum amount t h a t  an SDC may borrow from the  SBA can equal the 
t o t a l  outstanding borrowings of a1 1 o ther  f i nanc ing  sources. The t o t a l  
amount t h a t  t h e  SBA has a v a i l a b l e  f o r  SDC loans i s  a f fec ted  by annual budget 
a l l o c a t i o n s .  Past experiences i n d i c a t e  t h a t  t he  average loan request  from 
an SDC i s  between one-hal f  m i l l i o n  and one m i l l i o n  d o l l a r s .  The i n t e r e s t  
r a t e  on SBA loans i s  pub1 ished annual ly  bu t  t he  c e i l i n g  f i g u r e  i s  e i g h t  
percent.  While the  maximum m a t u r i t y  on the  SBA loans t o  SDC's i s  twenty 
years, t he  normal p r a c t i c e  i s  f o r  t h e  SDC t o  request  f i v e  t o  ten  year terms. 
C o l l a t e r a l  o r  s e c u r i t y  f o r  an SBA loan  i s  on an equal basis w i t h  borrowed 
funds from o the r  sources. 

a What a r e  LDC's and How Do They Operate? 

A program s i m i l a r  t o  the  one i n c l u d i n g  SDC'S,  operates on t h e  l o c a l  
l e v e l  . The l o c a l  development company (LDC) program operates through a 
co rpo ra t i on  comprised o f  res iden ts  and businessmen. i n  a community. The 



purpose :i:s t o  ai,d' 'and impi-ove a l oca'l ,economy'. , \  A -  LDC'. ,e.l i g i  b l  e, for SBA 
1 oans muLst Be a'n' au thor ized ioca' l  co rpo r i t i on .  formed for ' : t ,he promotiori. and 
development of i o c a l  economi'c. growth incorporated' ' e i  tti 'er as - a p . r o f j t '  or non- 
, p r o f i t  u'nder 'the .laws o f . t he .s ' t a te .  i n  w h i c h ' i t '  ekpects t o  do b'lis-iness. , - A t .  
l e a s t  seventy-f ive percent o f  t h e  ownership' o f  . t h e  corpora t ion  must. be..Aeld 

' by res idents  o r  ,business people i n  t h e  coinmbnity 'and 'there: must be' a minimum 
. . :. . .  . * ., ;. , 

L ,  .. . .  . . .  
' o f  .twenty-Five stockholde'rs . . o r  members.,' . ' ' 

. ,  , . . , . . .. . .; . A  .. . 
' . . . , . , :  

' .  The purpose o f  - SBA loans t o  LDC' s inc lude:  '~ . land ' '~and~or  bui'lif-ing. acqui - 
s i  t i o n ,  new p l a n t  construct ion,  machinery and equipment purchase, p l a n t  
expansion o r  conversion. Such purposes may qua1 i f y  , provided the  p r o j e c t  
w i l l  a i d  a s p e c i f i c  small business. 

The maximum amount f o r  an S'BA loan t o  an LDC i s  one-half  m i l l  i o n  do1 l a r s  
fo r  each i d e n t i f i a b l e  small- .business t o  be aided. The SBA p a r t i c i p a t e s  on 
a cost-shar ing basis. The' LDC may r a i s e  funds by, sa le  o f  s tock o r  member- 
ships, debentures, 0.r prov.ide cash equivalents such as land. The minimum 
amount t h a t  t h e  LDC provides by such methods i s  genera l l y  twenty percent o f  
t he  cos t  o f  t h e  p r o j e c t .  The SBA w i l l  take a second l i e n  p o s i t i o n  when l o c a l  
lend ing i n s t i t u t i o n s  p a r t i c i p a t e  i n  t h e  SBA's f i r s t  mortgage plan. The 
source o f  t h e  loan funds may vary. The source may be a bank loan guaranteed 
by the  SBA t o  seventy percent o f  t h e  loan o r  one-half  m i l l  i o n  d o l l a r s ,  which- 
ever i s  less.  I n  add i t i on ,  t h e  source may be a bank loan w i t h  an immediate 
SBA p a r t i c i p a t i o n  o r  a,bank f i r s t  mortgage loan and SBA d i r e c t  second mort- 
gage' loan. A f i n a l  source.o f  funds may come d i r e c t l y  from the  SBA. 

The i n t e r e s t  r a t e  on SBA loans t o  LDC's var ies,  depending on the  source 
of t he  funds. For guaranteed loans the  i n t e r e s t  r a t e  i s  de f ined as a l e g a l  
and reasonable r a t e  on t h e  e n t i r e  loan balance. For immediate p a r t i c i p a t i o n  
the  r a t e  i s  de f ined as the  l e g a l  and reasonable r a t e  on the  bank share and 
the  publ ished r a t e  on the  SBA share. For f i r s t  mortgages i t  i s  the  same 
combination o f  l e g a l  and reasonable r a t e  f o r  t he  bank share and the  publ ished 
r a t e  fo r  t he  SBA loan. F i n a l l y ,  t he  r a t e  on d i r e c t  SBA loans i s  according 
t o  the  publ ished f i g u r e .  The maximum m a t u r i t y  f o r  SBA loans t o  LDC's i s  
twenty- f i ve  years p lus  the  est imated t ime requ i red  t o  complete const ruc t ion ,  
conversion o r  expansion. The ac tua l  f i g u r e  i s  f i f t e e n  t o  twenty years. 
C o l l a t e r a l  on LDC loans from the  SBA i s  a 1 i e n  on t h e  f i x e d  assets acquired 
w i t h  loan proceeds. This then i s  taken as a way t o  assure repayment o f  the  
1 oan . 
a Poten t ia l  o f  SDC and LDC Financing f o r  SWECS Manufacturers 

I n  r e a l i t y  t he  a b i l i t y  o f  SDC1s o r  LDC's t o  he lp  SWECS manufacturers 
today does n o t  appear great .  The i n t e n t  o f  these programs i s  t o  a i d  over- 
a l l  economic development, e i t h e r  a t  t he  s t a t e  o r  l o c a l  l e v e l .  The manufac- 
t u r e  o f  small wind energy conversion systems does not,  today, necessar i l y  
meet t h a t  purpose. The major problems w i t h  SDC's o r  LDC's f o r  SWECS manu- 
f a c t u r e r s  are: 

o They do n o t  s p e c i f i c a l l y  meet the  needs o f  SDC's o r  LDC's. 

o Funding delays due t o  government red  tape. 



The 'concept embodied i n  SDC'S  and LDC's .may, however, provide a good 
veh ic le  f o r  funding SWECS and other a1 ternate  energy technologies,. . The U.S. 

Depar tment  o f  Energy might we17 consider developing a plan f o r  which. the 
s t imu la t ion  o f  a l te rna te  energy manufacturing ra the r  than general economic 
upgrading i s  proposed. DOE could operate i n  the same manner t ha t  the  SBA 
does f o r  the SDC and LDC programs. Such a program would st imulate .a1 ternate 
energy manufacturing w i t h i n  the natura l  environment o f  the p r i va te  sector 
r a the r  than creat ing a d i r e c t  subsidy re l a t i onsh ip  t h a t  v i r t u a l l y  i so la tes  
the  manufacturer f rom the surrounding business communi t y .  and marketplace. 

. . . .. 
r I . . 
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L i f e  Insurance Companies -- L imi ted  A p p l . i c a b i l i t y  . . 
. . 

f o r  SWECS..Manufacturers Today 

Insurance companies as p o t e n t i a l  f i nanc ing  sources f o r  SWECS manufac- 
t u r e r s  appear t o - b e  of l i m i t e d  value. As the  c h a r t  on page 38 shows, 
insurance companies do no t  en ter  the  f i nanc ia l  p i c t u r e  u n t i l  a company has 
reached a per iod  of sus ta in ing  growth, w i t h  revenues o f  a t  l e a s t  twenty- 
f i v e  m i l l i o n  d o l l a r s .  Insurance companies a re  b a s i c a l l y  p rov iders  o f  long-  
term f inanc ing.  The c r i t e r i a  fo r  such lend ing o f t e n  does no t  apply t o  small 
businesses such as SWECS manufacturers. From the standpoint  o f  t he  econom- 
i c s  o f  insurance company inves t ing ,  t he  cos t  of making loans t o  small bus i -  
nesses i s  u s u a l l y  considered h igh  enough so t h a t  t he  insurance companies 
cannot charge a r e t u r n  on t h e  loans t h a t  would make them as p r o f i t a b l e  as 
o the r  l end ing  oppor tun i t ies ,  such as l a r g e  business loans. 

The one t h i n g  SWECS manufacturers can do i f  they are  i n  a p o s i t i o n  t o  
d iscuss f i nanc ing  i s  t o  have a v a i l a b l e  as much organized f i n a n c i a l  da ta , '  
bo th  past  and present, as possib le.  I n  add i t i on ,  t he  p o t e n t i a l  borrower 
should seek ways o f  reducing t h e  c o s t  and r i s k  f o r  the  lender.  The reduc- 
t i o n  o f  cos t  can be accomplished by c l e a r l y  i n d i c a t i n g  the  amount o f  Iong- 
term f i nanc ing  needed and how and when the  repayments w i l l  be made. The 
lower ing o f  r i s k  can be aided by being prepared t o  o f f e r  c o l l a t e r a l  on the  
loan, such as r e a l  p roper ty  o r  stock. 

.C lear ly ,  , insurance company f i nanc ing  i s  something t h a t  does n o t  apply 
t o  most SWECS manufacturers today. 



Savings and Loan  institution:^ . L . ,  . . . . , . ,  & .  

. . 

F inancing t h e  Buyer o f  SWECS Products 
. .  ' ,  . , 

~ A , ,  , . 

The f i n a n c i a l  .resources a v a i l a b l e  through .savings'  and loan i n s t i . t u t i o n s  
(S&L ' s )  address most d i r e c t l y  t h e  consumers of smal'l wimd energy r a t h e r ,  than 
t h e  manufacturers, p a r t i c u l a r l y  the  consumers w i t h  r e s i d e n t i a l  app l i ca t i ons  
o f  t he  techno1 ogy i n .  mind. . . . .  . . . .  

Mortgage lenders have a vested i n t e r e s t  i n  r e s i d e n t i a l  energy c o s t s ' i n  
t h e  sense t h a t  t h e  increase i n  any borrower costs can a t  some p o i n t  jeopard- 
i z e  t h e  investment represented by a mortgage and the  a b i l i t y  o f  the  home- 
owner t o  keep up monthly mortgage payments. Energy costs have a1 ready had 
3 s i g n i f i c a n t  impact. I n  some pa r t s  o f  the  country, on a seasonal basis, 
monthly energy costs have excccded monthly mortgagc paymcnts. Such c i rcum- 
stances r a i s e  quest ions n o t  o n l y  about debt repayment bu t  about i n i t i a l  
c r e d i t  eva luat ion  as well, a . . 

The s p e c i f i c  lend ing techniques u t i l i z e d  by any one S&L depends on what 
t h a t  p a r t i c u l a r  i n s t i t u t i o n  can do according t o  l e g i s l a t i o n ,  r e g u l a t i o n  and 
what i t  i s  used t o  doing according t o  t r a d i t i o n .  S&L1s are  e i t h e r - f e d e r a l l y  
chartered, o r  s t a t e  chartered. I n  t h e  cases of the  state-chartered.S&L1s 
t h e  permissable lend ing a c t i v i t y  can vary widely. Another major determinent 
o f  a c c e s s i b i l i t y  t o  funds from S&L1s i s  what p a r t i c u l a r  lend ing techniques 
may be t r a d i t i o n a l l y  used i n  a s p e c i f i c  p a r t  of, t he  country. A technique 
p rac t i ced  w ide ly  i n  one p a r t  of t he  country may v i r t u a l l y  be unheard o f  i n  
another pa r t .  

The basis f o r  u t i l i z i n g  t h e  mortgage instrument i s  t h a t  the  i n t e r e s t  
r a t e  on mortgages tends t o  be l e s s  than t h a t  f o r  a l t e r n a t i v e  borrowing 
oppor tun i t i es .  The key i n  us ing t h e  mortgage instrument i s  whether the  
o r i g i n a l  instrument has t o  be renegot ia ted i n  order  t o  provide the  necessary 
funds. Renegotiat ions i nvo lve  increased cos ts  which would have t o  be f i g -  
ured i n t o  t h e  t ransact ion .  Increased cos ts  can come about i n  another s i g -  
n i f i c a n t  way. If a home buyer wishes t o  pay l e s s  than the  t r a d i t i o n a l  
twenty percent down payment on a house, he i s  o f t e n  requ i red  t o  prov ide  
personal mortgage insurance, thus i n c u r r i n g  an add i t i ona l  cos t .  I f  a pro-  
spect ive  homeowner i s  consider ing the  a d d i t i o n  o f  SWECS technology t o  a home 
he i s  cons ider ing  buying, t h e  a d d i t i o n a l  cos t  o f  t he  technology, i f  added t o  
the  f i r s t  mortgage may r e s u l t  i n  the  buyer n o t  being ab le  t o  put  twenty per-  
c e n t  down on t h e  house, As a r e s u l t  he may be fo rced t o  purchase personal 
mortgage insurance, thus adding t o  t h e  o v e r a l l  cos t .  The r e s u l t  may be a 
d i s i n c e n t i v e  t o  purchase SWECS technology. 

The f o l l o w i n g  techniques cover a v a r i e t y  o f  borrowing oppor tun i t i es  
a v a i l a b l e  through an S&L t h a t  best  apply t o  t h e  f i nanc ing  o f  SWECS tech- 

, . no1 ogy; 

Open-Ended Mortgages: Of ten a c lause i s  inc luded t h a t  a l lows borrow- 
i n g  based on t h e  amount o f  t he  mortgage a l ready pa id  o f f .  The mortgage, i n  
these cases, i s  renegot ia ted w i t h  t h e - r a t e . o n  t h e  unpaid balance l e f t - a s  i s  



o r  increased. The r a t e  on the  new loan  p o r t i o n  w i l l  r e f l e c t  c u r r e n t  r a t e s  
and the  combination i s  u s u a l l y  r o l l e d  i n t o  one new monthly r a t e ,  enabl ing 
t h e  borrower t o  pay off t he  mortgage and the  loan a t  the  same time. . 

Home Improvement Loans: These loans are  a v a i l a b l e  almost everywhere. 
The term can be s h o r t  o r  up t o  f i f t e e n  years and the  amount can be up t o  
ten  thousand d o l l a r s .  Home improvement loan r a t e s  exceed mortgage r a t e s  
as lenders a re  al lowed t o  d iscount  t he  i n t e r e s t  i n  advance o r  add the  i n t e r -  
e s t  on t o  the  p r i n c i p a l  over  t he  l i f e  of t he  loan. -The g rea tes t  u t i l i z a -  
t i o n  o f  home improvement loans would be f o r  low do1 l a r  amounts i n  cases 
where t h e  u t i l i z a t i o n  o f  a mortgage inst rument  would c a l l  f o r  renego t ia t i on  
w i t h  i t s  added r e n e g o t i a t i o n  costs.  I n  such cases the  home improvement loan, 
even w i t h  a h igher  i n t e r e s t , r a t e ,  might  be l e s s  c o s t l y .  

Borrowing Against  E x i s t i n g  Savings Accounts: This  method o f  bor,rowing 
was discussed i n  connect ion w i t h  commercial banks, A p o i n t  t o  be added i s  
t h a t  t he  borrower cont inues t o  c o l l e c t  i n t e r e s t  on h i s  passbook w h i l e  he ' i s  
paying i n t e r e s t  on h i s  loan,  As a r e s u l t ,  h i s  e f f e c t i v e  loan repayment i s  
q u i t e  small; as the  r a t e  of i n t e r e s t  charged i s  genera l l y  one and one-hal f  
percent  above the  r a t e  pa id  by t h e  assoc ia t i on  f o r  t he  savings account. .  

Second Mortgages: Second mortgages can be used when the  borrower does 
n o t  wish t o  re f i nance  under h i s  f i r s t  mortgage. Most S&L1s a re  requ i red  t o  
ho ld  a f i r s t  l i e n  on the  proper ty  i n  o rder  t o  expand a second mortgage. 
Rates a re  genera l l y  h igher  and m a t u r i t i e s  sho r te r  than on f i r s t  mortgages. 
As a r e s u l t ,  second mortgages a re  n o t  as advantageous as an advance under 
a f i r s t  mortgage. However, they a re  u s u a l l y  more d e s i r a b l e  than home 
improvement loans, e s p e c i a l l y  i f  the  amount invo lved i s  l a rge .  

Var iab le  Rate Mortgages: The i n t e r e s t  r a t e  under v a r i a b l e  r a t e  mort -  
gages (VRM) i s  pegged t o  a f i x e d  index by mutual agreement o f  borrower and 
lender.  The r a t e  w i l l  increase o r  decrease w i t h  the  performance o f  the  
index, w i t h i n  l i m i t s  on the  maximum increase, which i s  genera l l y  two t o  
two and one-hal f  percent.  The advantage t o  the  borrower i s  t h a t  t he  i n i t i a l  
i n t e r e s t  r a t e  w i l l  be lower than the  p r e v a i l i n g  r a t e  by as much as one-hal f  
Lo orle percent.  

Var iab le  Payment Mortgage: Scheduled repayments can be v a r i e d  by 
agreement o f  t he  borrower and lender.  This  technique i s  u s u a l l y  used i n  
o rder  t o  p rov ide  reduced monthly payments du r ing  the  e a r l y  year; o f  a loan, 
w i t h  increased payments occu r r i ng  1 a t e r  i n  the  repayment schedule. The 
v a r i a b l e  payment technique might  be used t o  lessen t h e  impact o f  increased 
debt  se rv i ce  due t o  the  purchase of,SWECS technology. 

Ba l loon Payment Mortgage: Ac tua l l y ,  t h i s  i s  a v a r i a t i o n  o f  t he  v a r i -  
a b l e  payment mortgage w i t h  l e s s e r  monthly payments being o f f s e t  by a l a r g e  
payment (ba l l oon )  being due a t  t h e  end o f  t he  mortgage t e r n .  This  i s  a 
good device i f  the  borrower knows t h a t  he w i l l  have s u f f i c i e n t  funds a t  
t he  end o f  t h e  mortgage per iod.  



Graduated Payments: This technique operates on' a fixed interest  r a t e  
b u t  with overall monthly payment amounts increasing periodically on a pre- 
arranged basis. 

'There a re  o t h e r  techniques that  a re  available as well but .the .ones 
l i s t e d  above have the best appl icabi l i ty  for  potential' SWECS'consumers . . . '  
Schemes involving deferred or reduced in teres t  plans are not,- popular with 
lenders as such plans interrupt the cash flow of the lending insti tuti 'on; 
Most 1 enders must, by regulation include some partial '  'amortization' in' the i r  
loan plans. V ,  

. . 
. . 

0 Financing the Buyer or Financing Technnlngy? 1. 

. .  . - .  . . . . 

The r~raln elernent t h a t  must Be rememtjered ahout loans t o  consumers of 
- a product i s  the' creditworthiness: of the borrower. The' purpose of. sthe loan 
and* anynunknowns about the product or i t s  performance are considerations:,," 
b u t  If the borrower's crcdi t history indicates a eapaeity ' t o  repay the lodn, 
the purpose of the loan becomes secondary. This i s  important to  understand 
in determining what barr iers  ex is t  or do not. ex is t  i n . t h e  buyer area of com- 
mercializing SNECS- technoloqy. 

0 Buyer Considera$ions 
. . . . ,  

Before investi'ng in any energy modification.for a home, the homeowner 
will weigh the length of time i t  will take to get his in i t ia l .  investment' 
back through reduced monthly rates  for  traditional power. One obvi'ous 'con- 
sideration . i s  the rate-  a t  -which the cost of tradttional sources of power # 

wi 11 continue to  increase. . However, another consideration of .perhaps ' . ' . 

greater importance i s  whether the homeowner will real ize his investment 
within the time span ' that he 'dccupies his home. Whi 1 e 'indi-vidual cases 
vary, the average l i i fe  of a mortgage i s  between seven and eleven years. . 
That time frame i s  ttie payback period in which tile newqtechnology must"be 
asseised. 

. , , . . . 

Turnover ra tes  of housing must'be examined as well as average mortgage 
l i f e  spans, especially in areas most available to  SWECS technology. T.urn%- 
over rates  provide more specific mortgage character is t ic  information than 
average mortgage 1 i f e  spans .and a1 so indicate' t h e  frequency .o,f new ownership, 
a point which may provide a particularly a u s p i c i ~ u s  time for  applying SWECS 

, .  >,  ' .  - I .  
.. . _ L _ .  

f echnol ogy .' ! .\ 
. . . . 

F l n a l  l y ,  many potent i 'a l  consumers 0.1' d l ' l  dl Ler-r~dLe er~er-yy. tech'riolug'ies, 
including SWECS, feel that  over t h e ,  the qua1 i ty of t h e  produc'ts .will ' 4  

improve and tha t  eventually the unit  costs will go down as production i s  
increased. A fear  among mortgage customers i s  that  i f  they wanted to se l l  
t he i r  property in the future they may not be able to  real ize the i r . inves t -  
ment, as a potential buyer may not ,want to  pay for  older,  more expensive . 
technology, when newer, l'ess costly options- are  avail1 able. ' . . 

Certainly, there i s  no trouble in defining a market for  SWECS based on 
locations not served by traditional sources of power and tha t  lend themselves 

0 



to SWECS, in terms of c1 imatic conditions. However, it is doubtful that 
such a market could sustain an industry, albeit an infant industry. At 
some point, market conditions must include alternatives. The alternatives 
may be traditional sources of power or other competing sources of alternate 
energy. In these cases, the consumers' decisions will be based on a vari- 
ety of factors, including: 

o The state of the technology (qua1 ity, price and service). . 

o The initial cost of the technology, 

o Cost considerations for existing energy sources. 

o Length of pay-back period for initial capital outlay. ' 

o Li kel ihood of real izing a return on '.investment during 
. . life of the mortgage. .. . 

Many of these factors are extremely variable but the fact., in itself; 
has. to be a key consideration in defining the SGJECS ,market today. Given 
such a,fluid state, it' is essential to consider a,.variety of consumer financ- 
ing techniques. that offer answers in a range of situations, and locations. 
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. > .  , ', , . , .. .. , . . ! . . . .  
. The f i .nanci i1 p rob l  ems of :  sma'l 1. wind ene rgy  conve rs ion  $systems f i r m s  
canz be :ill u s t r a t e d  by. excerpts f rom a "parabl'eJ1 .o.fl.fered by,:.Dr:. 'A.1-an B.urr.is, 
Pres ident  of. A1 ron '  I ndus t r i es ,  Ir ic. of :  Rochester, New .Yor.k: :. Th is  r e c i t a t i o n  
was p a r t  o f  a statement presented a t  SEC hearings .on ,smal.l .bus.ine:ss he1.d.. i n  
1978. While i t  may be an overstatement, t h i s  parable does i l l u s t r a t e  the  

. . problems: facings SWECS manufacturers. ....-. ' . ,  , . ' .  .a* -." 

The hypothet ica l  s t o r y  invo lves  an entrepreneur .with '  .an , - invent ion t h a t  
cou ld  save twenty percent  on homeowners ' f u e l  b i l l  s. 

.< . , ,  . .  ' . /  ' ' - .  . . ' i: 
9 : .  . :  . _ 

"T ry  t o  imagine y o u r s e l f  i n  t h i s  dilemma--you have a f a n t a s t i c  idea 
and say $jO,UUU i n  savings wtl.ich w0n.I.t .even. sup.port you. per's:onal l y  fo r  long 
a f t e r  you q u i t  your  present  j o b  t o  s t a r t  your  business, n o t  t o  mention pro-  
v i d i n g  the  $'I 50,000 you need t o  de.ve1 op and: -patent your,:,product. and t o  mqnu- 
f a c t u r e  and s e l l  enough u n i t s  t o  begin t o  show a small.- prof i t ' . :  ' F u r t h e r ,  t ry  
t o  imagine t h a t  you d o n ' t  have a s i n g l e  wealthy f r i e n d  o r  r e l a t i v e  eager t o  
back you;. You a l s o  d iscover  t h a t  everyone t h i n k s  your. i d e a . i s  . j u s t . p i e  i n  
t h e  ,sky wi thou t  someithin$"ma~e t.ang'i.hl e .l i ke an o f f  i c e  and oporat:ing..hard.L 
war'e. . You.,fina.l ly persuade four f r i e n d s  t o  i nves t ,  $5,000. each desp i te  : t h e i r  
re.sesvations: a.bout buying stock they ,can '  t : . legal  l y  s e l l  ; . You.. quiBiyoicr bor-  
i n g  job, incorpora te  your  new company, and s e t  up shop i n  shabby ren ted 
qua r te rs .  Congratu lat ions,  you a r e  now your own boss! Some unant ic ipa ted  
techn ica l  problems develop which th rea ten t o  s top you, b u t  you f i n a l l y  so lve 
them. You b u i l d  a p r o t o t y p e - - i t  works! You app ly  fo r  a patent .  You s e l l  
a few handmade u n i t s  t o  f r i e n d s  who a r e  e n t h u s i a s t i c  about the  performance 
o f  your  product.  You have the  wor ld by the  t a i l  except f o r  a l i t t l e  problem-- 
even though your  w i f e  has gone t o  work t o  support you--you on l y  have $3,000 
l e f t  i n  the  bank account, You need money t o  itnyrove the  product,  buy pro-  
d u c t i o n  machinery, bu5ld an i nven to ry  and market t he  product .  Your o r i g i n a l  
i n v e s t o r s  have empty pockets. You ask a l l  yuur  f r i e n d s  f o r  ideas on how eo 
r a i s e  more money, you check o u t  t h e i r  ideas and here i s  what you l ea rn !  

"Bank: The banker asks you t o  prove you can pay back the  l oan  and asks 
fo r  c o l l a t e r a l  t h a t  can' be 1 i qu ida ted  f o r  more than the  value o f  the  loan.  
He doesn ' t  consider  your  $45,000 house and $2,000 c a r  adequate c o l l a t e r a l  
f o r  a $100,000 l oan  and i s  n ~ t  impressed w i t h  your  glowing p r n j e c t i o n s  nf 
f u t u r e  p r o f i t s .  He suggests you see the  SBA f o r  a loan guarantee. . . . 

'ISBA: - There a r e  th ree  problems w i t h  the  SBA. F i r s t ,  they have almost 
t h e  same requirements as the  bank and as you d o n ' t  have a going business 
they  a r e n ' t  i n te res ted .  Then if they were i n te res ted ,  the  red  tape would 
t a k e  s i x  months and you would" be broke long before  t h a t .  And l a s t ,  they 
would r e q u i r e  t h a t  you and your w i f e  persona l ly  guarantee the  l oan  so t h a t  
i f  your  business goes b e l l y  up, you would n o t  o n l y  l o s e  your  $30,000 i n v e s t -  
ment b u t  a l s o  have t o  go bankrupt and poss ib l y  l o s e  your  home, c a r  and any- 
t h i n g  you own, and be reduced t o  pover ty .  You d o n ' t  f i n d  t h i s  prospect 
appeal ing. The SBA suggests a venture c a p i t a l  company. . . . 



"Venture Cap i ta l  Company: A f t e r  t a l k i n g  t o  a few, you l e a r n  t h a t  they 
a1 so have almost the  same requirements as the  bank and a r e n ' t  i n te res ted  i n  
anythi,ng tha t .  i s  r i s k y .  and not. a l ready pro f i . fab le ,  .except possibly- something 
sexy 1 i ke computer ac;cessories , . They a re  .sorry- t o  hea,r. tha.t. your. i:nvent,i on 
wou ldn ' t  save computer power, Tf they were in teres ted,  they would loan 
money a t .  a high, . i n t e r e s t  r a t e  w i t h  a l o t  o f  r e s t r i c t i o n s  on how you r a n  t h e  
company, ' i f  you gave them an op t ion  f o r  a con t ro l  1 i n g  stock i n t e r e s t  f o r -  
t h e i r  t r o z l e .  I n  o ther  words, they w i l l  o n l y  supply e q u i t y  c a p i t a l  a f t e r  
you are very successful and i t '  s time. t o .  cash i n .  .They .a1 so; want a personal 
guarantee of t he .  loan. They suggest contac t ing  . the'  Energy. Department o f  the  
government as your i nven t ion  would save energy. . . . . . .. 

"Federal Department of Energy: You c a n ' t  afford the  t r i p  t o  Washington, 
so you w r i t e  a l e t t e r .  You rece ive  an envelope f u l l  o f  press releases and 
brochures. You t r y  t o  telephone and f i n a l l y  contac t  someone who expla ins 
t h a t  t he  government doesn ' t  provide c a p i t a l  t o  businesses as t h i s  would be 
immoral and t h a t  a l l  t he  energy research money f o r  t h a t  f i s c a l  year has 

' 

a l ready been committed t o  cont rac ts  w i t h  Lockheed and Consolidated Edison. 
However, they do have a small business i ncen t i ve  program which w i l l  prov ide 
90 percent  of t he  money fo r  t e s t i n g  your i nven t ion  a t  t he  Nat ional  Bureau 
o f  Standards, Department of Commerce. The idea i s  t h a t  once you have a 
favorab le  t e s t  repo r t ,  you w i l l  be ab le  t o  a t t r a c t  customers and inves tors .  
A f t e r  f i v e  months o f  proposal w r i t i n g ,  t he  grant  i s  approved. You c o n t r i b -  
u t e  $1,000 worth o f  product t o  be tes ted  as your share and the  Department 
o f  Energy provides t h e  o ther  $9,000. Unfortunately, you c a n ' t  a f f o r d  t o  f l y  
t o  t h e  Nat ional  Bureau of Standards t o  make sure your equipment i s  p roper l y  
used so when the  r e p o r t  i s  issued a year l a t e r  i t  says t h a t  your i nven t ion  
w i l l  increase f u e l  costs 20 percent ins tead of decreasing 20 percent, and 
t h a t  i n  any case i t  would be much b e t t e r  f o r  homeowners t o  heat w i t h  steam 
piped from nuclear  power p lan ts .  I n  the  meantime, one of your f r i e n d s  sug- 
ges ts  t h a t  you g e t  assistance from t h e  Economic Development Commission o f  
your  s t a t e  which i s  a d v e r t i s i n g  incent ives  t o  b r i n g  business i n t o  the  
State. . . . 

. . 

"State .--. .- - Economic --- --- Development Commission: You f i n d  t h a t  the  Sta te  i s  
o n l y  i n t e r e s t e d  i n  l u r i n q  prosperous es tab i ished com~anies i n t o  ex~and inq ,  - - 
o r  moving i n t o  the  state; n o t  b rov id ing  e q u i t y  c a p i t a l  t o  develop a new 
e n t e r p r i s e  i n  the  s ta te .  I f  your f i n a n c i a 1 , h i s t o r y  demonstrates t h a t  you 
w i  11 be ab le  t o  pay back the  money and .you can pay $1 00,000 down, the  s t a t e  
w i l l  p rov ide  low i n t e r e s t  f i nanc ing  on a m i l l i o n  d o l l a r  b u i l d i n g  and waive 
r e a l  es ta te  taxes f o r  f i v e  years. They,might even f inance your machinery, 
bu t  you d o n ' t  ge t  a dime f o r  working c a p i t a l .  Once again you l e a r n  t h a t  
you can ge t  f i n a n c i a l  .he lp  o n l y  i f  you ca,n prove you, donl,t have..to have it. 

"The c y c l e  o f ,  f r u s t r a t i o n  does n o t  necessar i l y  end a t  t h i s  p o i n t ,  I f  
you seek t o  r a i s e  c a p i t a l  t h r ~ u g h ~ t h e  issuance o f  stock i n  your business, 
you run  up against  several harsh r e a l i t i e s .  You must r e g i s t e r  your  s tock 
bgfore  you can adver t i se  o r  s e l l  i t. However, t he  f ront-end cos ts  f o r  t he  
prepara t ion  o f  a prospectus, a f i n a n c i a l  aud i t ,  p repara t ion  o f  f i n a n c i a l  
statements and a d d i t i o n a l  costs could r e q u i r e  an o u t l a y  o f  funds equal t o  
t h e  amount you hope t o  ra i se . "  
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The problem identified'  in t h e  aboye' parable: . the need to  provide c o l -  
la te ra l  in excess of the loan '.request, incl uding"-'per'sonal, .guarantees, :the 
need to evidence an exi st ing business g .  time del-ays' and .red tape, up-front' 
'costs, ' the demand t o  t u r n  ove'r most of your busimess in' exchange.. for  equity 

. . ' - 8  . ., . 
capi tal  are' a1 1. ,too real , . . 

. . . . .  . . .  . . .. . . . . % .  . .  . .  

For the entrepreneur who i s  trying to  develop a business manufacturing 
SWECS techno1 ogy there a re  innumerable problems covering the fol 1 owing 
general areas. , \ 

. . ., . M c j s l . :  ' Capital fa~mat.irin 
o Cash-flow, . . : ,  . 

. . . . - . . .  
: ' b  ~or~ora te /p ro&uc t  devel opment 

transit ional stages' 
, . I .  . . . .. ... 

, Management: o Organization. 
.o Incor~orat ion . . 
o corpoihte growth :8 . , 

o Personnel 
. . .' o ', Corporate/product deve.1 opment 

. cC: . 
transit ional stages , . . .  

' .  .. . . 

. . Regulation: ... 0 Cost 
. .  . o Time 

o Direct impact . . o 1ndirect.impact 
. . 

Tax : o Payment of ., . 
, . , , :. . .  .o Re1 ief  from . 

o As incentives 

Growth: o Financing growth 
o Product devel oprent . .. 

I. . o Sales. . . 
o Personnel :' 

. . .  . . . . .  
. '  

' The Market: o Define . .  . 

9 Create 
o Penetrate 

From these general areas come the financial issues tha t  d i rec t ly  and 
indirect ly  impact on SWECS manufacturers. In t h i s  case, the term indirect 
does not necessarily mean less  of an impact. I t  refers  instead to  impact 
on external elernents relating t o  the a b i l i t y  to  operate and grow as an 
enterprise  as opposed to  impact on the company direct ly .  In many casss the 
indirect impacts may have as  great a significance as the d i rec t  ones. 
For instance, an indirect impact may be one tha t  d i rec t ly  a f fec ts  a finan- 
caial ins t i tu t ion  and as  a r e su l t  a f fec ts  the a b i l i t y  of a SWECS manufacturer 
to secure financing. The process may be indirect b u t  the resu l t  i s  f e l t  
most d i rec t ly  by the SWECS manufacturer. 



' . ; The f i n a n c i a l  issues t h a t  ' d i r e c t l y  a f f e c t  SWECS -manufacturers a re  
s imple and s t ra igh t fo rward .  They are:  i . . .  

. . 

o  Not having enough c a p i t a l  ! .:.. 

o  Not knowing how t o  secure c a p i t a l  + I  

- .  6 Not knowing p r e c i s e l y  how t o  t r a n s l a t e  an 'i.dea' i n f o  
a business 

' These issues e x i i t  t o t a l l y  independently o f  t he  i i d i c e c t  iss,ues t h a t  
a.ffect t h e  t o t a l  marketplace i n  which SliJECS manufacturers operate. Whi le 
t a x  l e g i s l a t i o n  and i n f l a t i o n  have a profound . e f f e c t  on SWECS manufacturers, 
t h e i r  .more immediate probl.ems have t o  do w i t h  .how t o  .get working c a p i t a l  t o  
meet a p a y r o l l  o r  pay t h e ' r e n t .  Whi le t h i s  r e p o r t  gets i n t o  the  "wh.0, what, 
when, where and why" o f  each'of  t he  above th'ree issues, i t  i s  impor.cant n o t  
to .  l o s e  s i g h t  o f  how bas ic  t he  issues and the  needs .o f  SWECS manufacturers 
a re  today. The c h a r t  on, the.  f o l l o w i n g  page i s  intended t o  a c t  as a;road 
map o f  a small business corporate/product  growth. ' . spec i f i c  f i n a n c i a l  needs 
and sources f o r  each stage of development a r e  presented, as we l l  as a v a r i -  
e t y  o f  f a c t s  t h a t  - imdicate the  comparative s.ta.tu-s. o f  small business growth 
progressions. Again, i t  i s  important  t o  'understand' t h a t  the  SWECS i n d u s t r y  
is, by and la rge ,  a t  t he  beginning o f  t he  corporate/product  growth process. 
I n  t h i s  sense the  c h a r t  and the  issues discussed i.n t h i s  sec t ion  do a c t  ,as- 
a road map, c h a r t i n g  the  future,  n o t , j u s t  V e r i f y i n g  the  present.  : % . .  ' 

The m a t r i x  i s  designed t o  i l l u s t r a t e  h o i  ea ih  's tage o f  corporate/  ', , 

product  development - requi . res a d i f f e r e n t  type : o f  x a p i  t a l  . . I n  t h i s  sense,' 
t h e  sec t i on  denoted by Roman numeral 111, Prir icipa.1 Financing Sources, is': 
o f , p r ime  importance whether t he  reader i s  a SWECS manufacturer o r  govern- 
ment o f f i c i a l .  . The o the r  d e s c r i p t i v e  c1assi f iqat : ions (phase, leve l :  of . 

. 

a c t i v ' i  t y ,  revenues, company c h a r a c t e r i s t i c s  and. appl i c a b l  e government regu- 
l a t i o n s )  serve t o  more f u l l y  cha rac te r i ze  t h e  na ture  o f  a f i r m  a t  each : 

stage o f  corporate/product  development . . . . . . - .  . . . .. . , .  

Tile FSnanclal Resuur-ct! s e ~  t i o n  presented e i r l  i e r  i n  t h i s  r e p o r t  i n d i  - 
cated the  type o f  f i nanc ing  (debt,  equ i t y ,  shor t - te rm o r  long-term) t h a t  
each i n s t i t u t i o n  prov ides.  Matching the  desc r ip t i ons  o f  t he  f i n a n c i a l  
i n s t i t u t i o n s  w i t h  the  ma t r i x ,  i t  i s  c l e a r  t h a t  commercial banks and o the r  
lenders  f i l l  the  need f o r  short- term, temporary f i nanc ing .  This  i s  u s u a l l y  
done ..through loans granted f o r  a spec i f ied , ,per iod  . o f  time.., .The.se' sho r t -  
term, temporary needs u s u a l l y  occur a t  the  beginning of t he  corpora te /pro-  
duc t  development growth progression, as shown on t h e ' m a t r i x .  The 1 i m i  t a -  
t i o n s  on t h i s  type o f  c a p i t a l  a v a i l a b i l i t y  depend on p r e v a i l i n g  i n t e r e s t  
r a t e s  and. on the  s i z e  o f  t he  e q u i t y  base o f  t he  company. This  l a s t  l i m i t a -  
t i o n  o f t e n  p o i n t s  a success fu l l y  growing young company toward more long-  
term, permane.nt f inanc ing .  

. . 

The . ' f i r s t .  s tep  i n  seeking growth c a p i t a l  i s  u s u a l l y  the  r e a l i z a t i o n  by 
a developing company.that i t  cannot p rov ide  such f i n a n c i n g  i n t e r n a l l y  and 



* 1.IF.E CYCLE OF A NEW EH'TERPI{ISE 
SIODEI. O F  A\ CiHO\VING AND BUCCESSFIIL, C:OhlPAXY 

. 1975-I!nC FINANCIAI. A1.4ltKUT c'0NI)I'TlciNS , 

Phase: 0 I '  
Actlvlty Level: H&D Start- L!II 

' Revenues in Millio>s -- -None- ' I  I?, to $2 .0  

Cumulative 

I Company Characteristics: 
Capitallzatior2 

W 
03 Length of Phxse (Years) 

Management and 
Organization 

"Equlty" Finsncings 
Number 
Average Size 
(Lature) . 

Founder; 
No C1r;mizac.on 

Founder & A,;mciates; 
Very loo;e o-ganlzatior 

1-3 
$750. OOC 

fpr.-r&) 
. 1 

I1 Applicable Govt. Fegulatlons 

T t ~ s  Iln~c!' 
Dc,lw<*c:i~aion - \ l~orvc&.r < 
Sub-chapter 'S" i 
IRS: Rule 1244 . C 
SEC: Rule 144 
SEC: Rule 146 . , f I 
Regulation "A" t 
SEC: 1933 Act 

I11 Principal Financing Sources 
Prlvate 

Personal Investment t 
lndivldual Investment 
lnvestnkent FLms (SGIC's etC.') 

' 
t 

Commercial Bank - Personal < 
Commerc1a l '~ ink  - Corporate 
Insurance Companies 

Public Financing 

2 .  
. . 

I 3 

- I 4 . 5  
Early Gro.w~h Acce le ra t ie  Growth -. SuSlainhg Growth Maturlty 

$2 - 10 ' $25-40 $40 and up 

Annual 

Cumulative Net incomelloss) 

I 
$i nlillion - 6 mlll10n 1' $6 million - !5.000. I P5,mlllion - 30 million I $30 milllon + I 
Founder o r  Professlonal 
Manager; Emerging 
Formal Organization 

2-3 
$l,rnO, 000 
(private) 

Foullder o r  
Professlonal 
Manager; F o m a l  
Orgacliatlon 

1 
$7.500,@10 
(plhllc o r  mnlor 
prlv-) 

Professional Managers; 
Bmpiex  Organizatlon 

I 1-2 
$15,000,000 
(Insurance Co. and 
other long-term 

Multi-layered 
Complex ~anage tnCnt  
Organlzatlon 

OngOlng 
(Various) 

Annual 
Net Income 
(Loss) 

*U.S. S m a l l .  Business Adrr r in is f rat ion '  



must seek ex terna l  a id .  ' Venture c a p i t a l  'groups u s u a l l y  p rov ide  such neces- 
sary c a p i t a l  (described as r i s k  f i n a n c i n g )  a t  t h i s  stage o f  corporate/  
product  development. The m a t r i x  shows t h a t  such groups (de f ined as i n v e s t -  
ment f i r m s )  en ter  t he  p i c t u r e ,  as t h i s  r e p o r t  has ind ica ted ,  a f t e r  personal 
investment and i n i t i a l  personal loans f rom commercial banks have been u t i -  
l i z e d .  The func t ion  of venture c a p i t a l  becomes c r i t i c a l  i f  an emerging 
company i s  t o  have the  oppor tun i t y  t o  grow and enlarge i t s  e q u i t y  base. 
General ly  speaking, t he  longer  a f i r m  i s  i n  business t h e  more l i k e l y  i t  i s  
t o  succeed. Continued operat ions tend t o  lower t h e  r i s k  o f  i n v e s t i n g  i n  it. 
The lower ing o f  r i s k  i n  t u r n  enhances the  company's success, a l l ow ing  f o r  
i t s  e q u i t y  base t o  increase. Once a company's e q u i t y  bafse increases, t he  
eas ie r  i t  i s  f o r  t h a t  company t o  meet i t s  f inanc ing  needs, e i t h e r  through 
i t s  own earnings, t h e  s e l l i n g  o f  a d d i t i o n a l  equ i ty ,  o r  by borrowing i n  t h e  
debt  market. The essen t i a l  t h i n g  f o r  a company t o  do i s  t o  cont inue t o  
operate i n  o rder  t o  a l l o w  the  growth c y c l e  t o  cont inue.  The r o l e  o f  ven- 
t u r e  c a p i t a l  a t  t he  stage described i s  c r i t i c a l ,  as an emerging company . 
cannot generate i t s  own c a p i t a l  needs and the re fo re  must seek ou ts ide  help.  

Venture c a p i t a l  as a l i n k  between personal f i nanc ing  and p u b l i c  f i nanc -  
i n g  i s  p a r t i c u l a r l y  c r i t i c a l  today as the  gap t o  be " l i n k e d "  o r  "br idged" 
must be sustained u n t i l  revenues o f  t en  m i l l i o n  d o l l a r s  a re  r e a l i z e d .  The 
m a t r i x  shows t h i s  f a c t  v e r y . c l e a r l y .  Un l i ke  the  "go-go" market o f  t he  
19601s, when i t  took very  l i t t l e  revenue t o  en te r  t he  p u b l i c  f i n a n c i n g  mar- 
ke t ,  t oday ' s  cond i t i ons  c l e a r l y  show t h a t  a company must be es tab l ished and 
have compi 1 ed a demonstrable t rack- record  be fore  publ i c  f i nanc ing  (publ i c  
s tock o f f e r i n g s )  can be contemplated. The company c h a r a c t e r i s t i c s  on the  
m a t r i x  show what must be accomplished by the  p o i n t  where the  p u b l i c  f i nanc -  
i n g  l i n e  begins. 

The l e n g t h  o f  t ime t h a t  t h e * v e n t u r e  c a p i t a l i s t  must commit h i s  resources 
has 'made. t h e  ac t i ons  o f  t h i s  segment o f  t he  f inancia1 community caut ious .  
The 'pay-of f  f o r  the  venture c a p i t a l i s t  ( t h e  p o i n t  where he l i q u i f i e s  h i s  
investment i n  t he  c.ompany) comes when t h e  'company i s  ab le  t o  p u t  together  
a publ i c  s tock o f f e r i n g  ("going publ i c " ) .  I f  the  company cannot success- 
f u l l y  p u t  together  such an o f f e r i n g ,  t h e  pressure on t h e  venture c a p i t a l i s t  
t o  l i q u i f y  h i s  investment w i l l  u s u a l l y  f o r c e  the  company t o  merge w i t h  
another f i r m .  This  r e p o r t  c l e a r l y  shows t h a t  t h e  problems and cos ts  o f .  
"going p u b l i c "  today a re  enormous. As a r e s u l t ,  t he re  i s  a tendency of 
many venture c a p i t a l  i s t s  t o  i n i t i a l l y  regard a p o t e n t i a l  c l  i e n t  investment 
s i t u a t i o n i n  terms o f  whether t h e  company's product  can f i t  i n t o  the  e x i s t -  
i n g  product  l i n e  o f  some l a r g e r  f i r m .  Such merger-potent ia l  assessments 
can have a d e f i n i t e  impact on a growing company t h a t  seeks n o t  o n l y . t o  . 

develop a product,  b u t  t o  develop a company t o  s e l l  and se rv i ce  the  product.  

The prospect o f  succeeding o n l y  t o  l o s e  c o n t r o l '  o f  h i s  o r  her  idea and 
product  may n o t  be hear tening t o  a l l  SWECS manufacturers. It i s  important  
t h a t  these manufacturers, as we l l  as 'policy-makers, have as c l e a r  an idea 
af what con f ron ts  them as poss ib le .  The m a t r i x  i s  n o t  designed as a "'magic 
pa th" '  t h a t  w i l l  guarantee commercial. success f o r  any SWECS manufacturer.  
Instead, i t  i s  designed t o  show s p e c i f i c  c r i t i c a l  choice p o i n t s  i n  f i nanc ing  
corporate/product  growth. Thest! pu irl 'ts r~ecess i  t a t e  dec is ions  by t h e  



manufacturer. If the manufacturer has foreknowledge of these decision 
points and what he can do to best prepare for them, there is an increased 
likelihood that the corporate/product development process can proceed unin- 
terrupted. 

The specific financial issues facing SWECS manufacturers that are 
detailed above are somewhat timeless as they face all new emerging business 
and have always done so. What does vary, however, are the conditions that 
affect the entrepreneur's ability to secure capital and to continue to 
grow, once he does know how h2 wishes to proceed with his business plans. 
The conditions vary according to the conditions of the general economy, the 
tax and regulatory climate, and conditions in the marketplace. 

In order t o  totally llnderstand the financial issues facing SNECS manu- 
facturers, it is essential to understand the general economic, tax, regula- 
tory, and market conditions that have existed since energy conditions have 
stimulated the development of alternate energy tcchnoloqics. The Ba~kqrQund 
section of this report mentioned general conditions that individually and 
collectively contributed to a lessening of capital availability for all 
small businesses in the past ten years: During an examination of these 
issues it is important to keep SWECS manufacturing in context. As the 
introduction pointed out, SWECS manufacturing must be considered: 

o As part of the sector of new technical industry 

o As part of the whole of small business enterprise 

o In the context of the time frame that national energy 
pol icy has spurred a1 ternate energy devel opment . 

The Background went on to rightly point out the importance of new 
technical businesses in the United States in terms of employment, sales, 
and income tax revenues and return on equity investments. The Background 
also pointed out the problems small businesses have had in raising funds in 
the equity market, caused by a combination of disincentives toward saving 
and rising costs of securing public equity funds. The following discussion 
examines factors that have threatened the positive role that new technical 
enterprises such as SWECS play in the economy. At the same time, this dis- 
cussion will examine factors that affected the availability of funds in the 
capital marketplace. 

Infl atisn 

Analysts generally agree that the financial position of business has 
undergone a steady decline during the past decade. Inflation has caused a 
major shift in meeting financial requirements. Normally, corporations have 
relied on retained earnings and capital consumption allowances to meet two- 
thirds of their financial requirements for investment. However, inflation- 
ary forces have caused the ratio of internally generated funds and externally 
generated funds to change dramatically. By 1974, fifty-five percent of cor- 
porate financial needs for funds were being met externally. Over eighty 



percent of the increase in long-term corporate funds during the past decade 
came from debt rather than equity offerings. The result was a doubling of 
corporate debt to equity ratios. The shift to external debt funding was 
para1 leled by a shortening of the average maturity of corporate debt. This 
in turn meant that debt had to be refinanced more frequently, thus increas- 
ing the exposure of corporate financial conditions to 'sudden shifts in eco- 
nomic and credit conditions. Such destabilizing conditions increase risk- 
as well as expected return on capital when potential investments are con- 
s i dered . 

. Another factor affecting capital formation during the past decade has 
'been the cost required to meet the introduction of new environmental and 
safety regulations. Corporations are required to spend additional sums to 
comply with the regulations. However, there is no expectation of increas- 
ing revenues as a result of.increasing production costs. Varying interpre- 
tati ons of new regulations have created an atmosphere of .uncertainty which 
in turn increases risk. The result is a feeling that the pre-tax rate of 
return must rise before new investments will be made. 

Liberal ized depreciation a1 lowances and investment tax credits have 
been offered as ways to offset the impact of higher taxes in relation to 
real corporate profits. However, a sustained period of inflation distorts 
the measure of taxable profits because the revenues in current dollars have 
lesser real value and are being compared with historical costs measured in 
undepreciated dollars. The impact is again to reduce the level of invest- 
ment by business. 

But what about small businesses like SWECS manufacturers? Inflation 
impacts on small business in the same way it impacts on "Corporate America," 
except -- more so! The impact of inflation may be the same regardless of com- 
pany size but the burden is disproportionately heavy on the small business 
as its means of absorbing the inflationary impact of spiraling costs and 
price's is far more 1 imited than larger business entities. Inflation pre- 
sents a particular 'double danger to the small businessman as it not only 
heightens the capital needs of small business, but increases the costs of 
meeting those heightened needs as well. 

Small business has been hit by the remedies to inflation as well as by 
inflation itself. The governmental response to inflation is usually a 
tightening of credit which results in higher interest rates. Again, the 
burden of this impact hits small business disproportionately. Usually they 
are not in a position to absorb or pass on to customers the increase in 
interest costs. Even if they could absorb the costs, the real crunch comes 
in finding available capital to borrow; The dependency of small business 
on borrowed funds makes the remedies to inflation as bad, if not worse, than 
the impact of inflation itself. An earlier section of this report detailed 
the borrowing scenario of a new company seeking financing. The scenario 
pointed out the progression of short-term notes that a small business depends 
on. The total dependence on such borrowings and their impact on the company's 
debt-to-equity ratio when coupled with a diminished availability and higher 
cost of funds can be crushing to so fragile a structure as the infant SWECS 
business. 



Tax 

A second factor affecting capital formation for SWECS technology is 
tax pol icy. Over the past decade tax policies have encouraged consumption 
rather than savings by taxing income on savings as well as on initial income. 
As a result, investment has been curtailed as savings are a foundation for 
investment. The curtailment on investment has, in turn, had a negative 
impact on economic growth. The role which new companies play in economic 
growth means that tax policy has a major impact on small business. 

Some individuals feel that the impact of major tax measures on small 
business have been offset by other tax changes affecting depreciation allow- 
ances and investment credits, Such measures may aid large business, but do 
l l t t l e  t o  alleviate the burdens of small business. Large companies, being 
more capital intensive have a larger proportion of equipment in the produc- 
tive process. Also, tax credits are most beneficial to companies already 
carning profits. If a company is eatils~illy 1 illlt! prufit, It cannoe receive 
much benefit from measures designed to reduce the tax liability on profits. 

Tax pol i c y  has affected the ahil ity nf new companies to form capital 
in three major ways: 

o Lessened capital availabil ity 

o Raised the cost of securing available capital 

o Modified marketplace behavior. 

The spirling tax rate on capital gains over the past ten years has 
impacted on all t,hree aspects of capital formation. Any increase in the 
capital gains tax reduces the incentive of individuals to invest in equity 
of companies. Such a nlvdif ication In marketplace behavior reduces the 
amount of available capital to be raised by entrepreneurs. A reduction in 
the availability of capital makes the cost of the scarce capital available 
more expensive. The consequence of this cycle on new businesses, as men- 
tioned earlier, is the fact that between 1973 and 1978 American households 
were net sellers of equity investments in the amount of twenty-five billion 
do1 lars! ! 

The withdrawal of individuals from the marketplace hits new and small 
business especially hard. As stated in the Background section, in 1969, for 
companies under five mil l5or1 dollars Sn networth there were 548 offerings, 
totaling almost one and one-half billion dollars. The number of offerings 
and total funds raised declined annually to the point where in 1975 there 
were just four offerings totaling a little over sixteen million dollars. 

The withdrawal of the individual investor from the marketplace increased 
the importance of the institutional investor in two ways. On the one hand 
there was a direct shift of individual investments away from equity issues; 
on the other hand, many individuals shifted from a direct investment to an 
indirect role by participating as employees in pension funds and other 



emerging alternate investment avenues. The result was that equities not 
only lost a substantial amount of available capital but they were then 
forced to compete with new competitive investment opportunities. 

The emergence of institutional investment has had unique impacts of its 
own on the abil ity of new companies to emerge and grow. With large pools of 
capital available for investment, small issues had to compete with large 
investment possibilities. This competition has worked to the disadvantage 
of small companies as the Department of Labor Guidelines covering the 1974 
Employee Retirement Insurance Security Act (ERISA) indicated that portfol io 
managers would be held personally responsible for their portfolios on an 
investment-by-investment basis, as opposed to the management of the portfo- 
lio as a whole. The potential for litigation was obvious and resulted in 
portfolio managers limiting their investments to blue chip stocks and other 
low risk opportunities. The effect of such actions was to exclude huge 
pools of liquid capital from any venture seen as the least bit speculative. 
In these circumstances "specul ative" included new start-up companies and ' 
most of the whole of small business. The impact of the ERISA Guidelines 
would have been great at any time but following in the wake of other factors 
detrimental to the viability of new businesses it was devastating. 

The Department of Labor has recently revised the E2ISA Guidelines and 
there is some indication that there has been a positive effect in the mar- 
ketplace. The changes meant that a pension fund portfoljo manager could no 
longer be held personably liable for the performance of each individual 
investment in the portfolio, provided the manager followed'specif.ic Depart- 
ment of Labor Guidelines. Those guidelines (consideration of the diversi- 
fication of risk, liquidity and current return relative to anticipated cash 
flow, and projected return relative to funding objectives) if followed con- 
stitute compliance with the law and virtually negates potential litigation 
against the portfolio manager. 

However, for a period of five years liquidity was withheld from start- 
up ventures. A mere few percentage points of the totality of pension funds 
would be enough to make a decisive impact on all new business, let alone 
SWECS, or even all alternate er.leryy techt~ologies. The coincidence of the 
1974-1979 time frame is especially relevant to the SWECS industry as it was 
during that time frame that many of the SWECS manufacturers went into 
business. 

Another tax issue which directly affects new businesses relates to 
stock options. The ability to attract good talent to a new enterprise is 
often based on the potential in the future rather than on the present situ- 
ation. New businesses, starved for capital cannot offer high salaries as 
an incentive for attracting key personnel. However, they can offer stock 
options as a form of compensation. Unfortunately, at the present time, 
there is no incentive in this method as the Tax Code treats the employee 
~ecipient's gain at the ordinary income tax rate at the time the option is 
exercised. This means that he is taxed on an unrealized gain. The lack of 
1 iquidi ty in the stock may actually force the employee to have to borrow 
money to pay l t ~ e  tax. The valuation of stock and an option to buy stock in 



closely held businesses creates d i f f i cu l t  tax problems. Valuation of stock 
and f a i r  market value for  an option can become disputed issues w i t h  the 
Internal Revenue Service. Even i f  the new business entrepreneur wins the 
dispute,  the cost and time spent resolving the issue may be too great. 

A f inal tax issue that  impacts direct ly  on the unique character of 
small business i s  the matter of depreciation for  purchases of machinery 
and equipment. The average period of depreciation i s  currently ten and one- 
half years. Taking into account current inflation ra tes ,  the value received 
from depreciation during the tenth year will be worth about twenty percent 
of what was invested. In addition, replacement costs a t  the time will cost 
about eighty percent more. Ten-year t i m e  horizons for  any new business are 
not r e a l i s t i c  and clear ly there would be great value in accelerating depre- 
c i a t i on .  Such all acceler-a.t.io11 wuuld be especiallji he'lpfu'l in 'I ight .of the 
f a c t  t ha t  approximately eighty percent of a l l  businesses purchasing equip- 
ment in any one year spend less  than two hundred f i f t y  thousand dollars.  

Regulation 

Regulations tha t  have a d i rec t  impact on a business, such as OSHA, were 
mentioned ea r l i e r  in t h i s  report. Here the discussion i s  d i rec t ly  related 
to  regulations on the ins t i tu t ions  and methods of raising and forming capi ta l .  

The major consequence of regulation for new and small businesses over 
the past decade has been the e f fec t  regulations have had on the cost of 
rais ing capital with a consequence being that  costs have risen so dramati- 
ca l ly  so as to  make capital  unavailable in many instances. 

There a re  various reasons for increases in the cost of going public, 
including issues already discussed in t h i s  section of the r e p ~ r t ,  In addi- 
rlon, there has been a trend of acquisitions and mergers in the Ijr-uker-dealer 
investment community. That has been going on for  several years. Many of 
the firms that  have ceased to  ex i s t  were regionally oriented. The conse- 
quence of a contraction of such firms was a lessening of potential funders 
of small local or regional firms as well as a lessening of places where 
individuals could invest i n  such firms. 

As larger broker-dealer firms have come to  dominate the marketplace 
the number and kind of investment choices has decreased, Large investment 
firms are  not generally as interested in smaller issues and, even i n  cases 
where there may be an in t e res t ,  the entrepreneur must pay more to  cover the 
1 ar'yeii ovei.t~eeld carried by thc I a rge r  f i r m s .  I Re i ticredbed uver-head has a 
r ipple  effect  as  the larger investment houses retain large accounting firms 
and legal practices to  handle those specialized parts of the i r  business. 

Another considered reason for  the contraction of the broker-dealer com- 
munity was the introduction of fu l ly  negotiated commission rates  and the 
simultaneous abol i t ion of standard brokerage fees on May 1 ,  1975. There 
i s  debate over the fu l l  e f fec t  of these actions b u t  a couple of f ac t s  a re  
c lear .  F i r s t ,  since the ins t i tu t ion  of negotiated commissions almost every 
major ins t i tu t ion  or research firm has ceased to  ex i s t  as an independent 



e n t i t y .  Second, t h e  s e c u r i t i e s  i n d u s t r y  assoc ia t i on  mainta ins t h a t  s ince  
commission r a t e s  became unf ixed t h e  top  twenty - f  i v e  s e c u r i t i e s  . f i rms  have 
conti 'nued t o  increase t t i e i r  share o f  t he  market, as measured by commission 
revenues. Those twenty - f i ve  f i r m s  ho ld  about a seventy percent share o f  
t he  market, w i t h  t h e  o the r  t h i r t y  percent  being d i v ided  by th ree  thousand 
o ther  - broker-deal ers. 

'The number o f  broker-dealers decreased a t  the  same time t h a t  t h e  cos ts  
o f  going pub1 i c  increased. As was noted i n  t he  Background sect ion,  t he  
f i x e d  cos ts  o f  r e g i s t e r i n g  w i t h  t h e  SEC increased i n  the  past.decade from 
an average of between f i f t y  and seventy-f ive thousand do l l a rs .  t o  between.two 
hundred and two hundred- and f i f t y  thousand do1 1 ars.  I n  h i s  test imony .before 
the  Senate Sel e c t  Committee on Small Business on September 21 , 1978, M r .  
M i l  1  iam Hambrecht ' s t a t e d  t.hat o f  t he  i n i t i a l  pub l ' i c  o f f e r i n g s  completed i n  
1977 t h e  average cos t  was two hundred and e ighteen thousand, s i x  hundred 
d o l l a r s .  Th is  f i gu re  d i d  n o t  inc lude underwr i te rs  spread o r  market ing costs. 
The break-out o f  t h e  two ,hundred e ighteen thousand, s i x  hundred do1 l a r s  was 
as' f o l  1  ows: 

o Legal fees $67,600 

o P r i n t i n g  $65,200 

o Blue Sky Laws $1 9,300 

o Accounting fees $43,700 

o R e g i s t r a t i o n  and miscel laneous $22,800 

These f i g u r e s  show t h a t  t h e  degree o f  d e t a i l  i n  requ i red  r e g i s t r a t i o n  
procedures .and the  frequency o f  requ i red  r e p o r t i n g  r e s u l t s  i n  such h igh  
cos ts .  U n t i l  r ecen t l y ,  o ther  f a c t o r s  increased t h e  cos ts  as w e l l  as the  
necess i ty  o f  having t o  come t o  Washington, D.C. du r ing  the  r e g i s t r a t i o n  . 
per iod .  

Some recent  changes . in  t he  S e c u r i t i e s  and Exchange ComrilSssion requ i re -  , 

ments have addressed these problems. A new and s i m p l i f i e d  r e g i s t r a t i o n  form, 
the  'S-18 has been int roduced t o  speed t h e  r e g i s t r a t i o n  process and decrease 
the  cos ts .  Th is  i s  done by enabl ing the  entrepreneur t o  r e g i s t e r  a t  a 
reg iona l  SEC o f f i c e  ins tead o f  having t o  come t o  Washington, D.C. and by 
l i m i t i n g  the  number o f  aud i ted  statements a business has t o  f i l e .  Th i s  
new form i s  accompanied hy the  es tab l  ishment o f .  a new o f f i c e  o f  small .bus i  - 
ness p o l i c y  a t  the  SEC. 

These new ac t i ons  by the  SEC serve t o  h i g h l i g h t  an a d d i t i o n a l  key regu- 
l a t o r y  problem. Each s t a t e  has i t s  own s e c u r i t i e s  l e g i s l a t i o n ,  regu la t i ons  
and enforcement s t ruc tu re ,  which can a c t  separa te ly  from SEC ac t i on .  The 
s e c u r i t i e s  laws of the  s ta tes  are  re fe r red  t o  as "Blue Sky Laws." Depend- 
i n g  on t h e  s t a t e  i n  quest ion, i t  i s  poss ib le  t h a t  a l l  e f f o r t s  by the  SEC t o  
hasten and reduce t h e  cos t  o f  r e g i s t r a t i o n  may be o f f s e t  by s t a t e  r e q u i r e -  
ments t h a t  cont inue t o  r e q u i r e  what t he  SEC no longer  dea~arrds. 



States a re  general 1  y described as e i t h e r  "mer i t "  o r  " d i  sc l  osure" s ta tes .  
D isc losure  s t a t e s  base t h e i r  phi losophy on the  concept t h a t  f u l l  d i sc losu re  
o f  t h e  r i s k  o f  an investment i s  s u f f i c i e n t  f o r  p r o t e c t i n g  the  i nves to r .  
M e r i t  s ta tes  base t h e i r  phi losophy on t h e  concept t h a t  some ventures, regard-  
l e s s  o f  d isc losure ,  may be too  specu la t ive  and should be prevented from 
reaching the  p u b l i c .  

Some a c t i o n  has been taken t o  b r i n g  the federal and s t a t e  systems more 
i n t o  l i n e .  The Nor th  American Secu r i t i es  Admin is t ra to rs  Assoc ia t ion  and 
several  s t a t e  commissioners have taken steps t o  rep lace e x i s t i n g  "Blue Sky" 
exemptions f rom r e g i s t r a t i o n  f o r  l i s t e d  s e c u r i t i e s  w i t h  a  un i fo rm exemption 
f rom r e g i s t r a t i o n .  As a  r e s u l t ,  t h e  q r ~ a l  i t y  o f  t he  s e c u r i t y  becomes the  
determin ing f a c t o r ,  n o t  t he  marketplace. 

The un i fo rm exemption has spec ia l  s i g n i f i c a n c e  f o r  over t he  counter  
s tocks no t  on 1  i s t e d  exchanges (most new emerging techno log ica l  issues 
I n c l u d i n g  a1 t e r n a t e  encrgy issucs fa1 1 i n t o  t h i s  category).  Qudl i l y  slucks 
n o t  1  i s t e d  on a  n a t i o n a l  exchange may be he ld  up du r ing  s t a t e  r e g i s t r a t i o n  
s imp ly  f o r  l a c k  of a  na t i ona l  l i s t i n g .  This  can cause added t ime and money 
de lays .  The concept of a  uni form exemption cou ld  avercnmp q ~ ~ r h  r l i f f i c u l  t i e s .  

The mat te r  o f  s t a t e  s e c u r i t i e s  law i n  terms o f  SWECS manufactur ing 
takes on a  spec ia l  s i g n i f i c a n c e  when an examination i s  made o f  t he  s ta tes  
where the  most money has been r a i s e d  f o r  a1 te rna te  energy. Colorado, New 
York and New Jersey have a l l  r a i s e d  a  g rea t  deal o f  money f o r  a l t e r n a t e  
energy issues. Each o f  these th ree  s ta tes  i s  a "d isc losure"  s ta te ,  meaning 
t h a t  t h e  s t a t e  s e c u r i t y  r e g i s t r a t i o n  procedures a r e  more f l e x i b l e  than t h e i r  
"mer i t "  counterpar ts .  It i s  t r u e  t h a t  each o f  these s ta tes  i s  a  p a r t i c u l a r  
f i n a n c i a l  center  b u t  one o f  t he  reasons f o r  t h a t  s ta tus  has t o  do w i t h  the  
s t a t e  s e c u r i t i e s  law. 

The s ta tes  and t h c i r  s e c u r i t i e s  laws are  a foca l  poirs,l; Tor' yote~rt  la1 
a c t i o n  t o  a i d  the  SWECS i n d u s t r y  now t h a t  the  SEC has begun t o  move t o  
recognize the  p a r t i c u l a r  problems o f  small business. The d i f f e r e n c e  
between s t a t e  i n v e s t o r  p r o t e c t i o n  ph i losoph ies  can be seen i n  comparing the  
s t a t e  s t a t u t e s  cover ing  s e c u r i t i e s  f o r  a  "d isc losure"  s ta te ,  such as blaine, 
and a  "mer i t "  s ta te ,  such as Wisconsin. Even i n  rev iewing these regu la t i ons ,  
i t  must be remembered t h a t  much of how a  s t a t e  a c t s  i n  t h i s  area i s  a r e s u l t  
o f  how the  s t a t e  s e c u r i t i e s  admin i s t ra to r  i n t e r p r e t s  the  regu la t i ons .  As 
such, i t  i s  important ,  and perhaps s u f f i c i e n t  t o  deal w i t h  such admin is t ra -  
t o r s ,  r a t h e r  than seeking l e g i s l a t i v e  a c t i o n  i n  s ta tes  t o  deal w i t h  t h e  
.issue o f  "Blue Sky" l aws .  

Major  i ssue areas have been broken ou t  i n  the  above sec t i on  i n  o rder  
t o  focus on t h e  genesis of p a r t i c u l a r  problems. I n  t h e  process o f  segment- 
i n g  issues, however, i t  becomes c l e a r  how i n t e r r e l a t e d  such issues o f  i n f l a -  
t i o n ,  t a x  and regu l a t i o n  are.  I n  fac t ,  t he  i n t e r r e l a t e d  na ture  o f  the  
issues  becomes an issue i n  i t s e l f  as they  a l l  feed i n t o  one another. The 
r e l a t i o n s h i p  of these issues t o  each o the r  a l so  i l l u s t r a t e s  how decept ive 
i t  i s  t o  be l i eve  one s i n g l e  type o f  s o l u t i o n  may solve the  f i n a n c i a l  prob- 
lems f a c i n g  SWECS manufacturers. 



The full ' impact of a1 1 the discrete issues can be seen when they are 
seen in juxtaposition: a basdc tax structure providing disincentives for 
savings as evidenced :by the rise in capital gains taxes beginning- in 19694 
'aiding to the withdrawal of the investor from the investment marketplaced ' 

which in turn increased the importance of the institutional investor- but 
increasing such importance at the exact time that federal guide1 ines were 
moving such investors away from new.and small'business issues-+ at the same 
time consolidation in the marketplace was increasing the importance of the 
larger broker-dealer which in turn-+ added to the already spirling costs 
of "going public" brought on by inflation and increasing regulatory burdens. 
The rising costs in turn-+ decreased the availability of capital for new 
and small businesses. ' ' 

In the new and small business sector of the economy, rising costs do 
not simply select out less efficient participants but may select out all 
participants. Capital may exist regardless of price but at a certain pri.ce 
it is out of the reach of new businesses and, therefore, unavailable. 

Federal Funding 'for ' R&D and ' Federal, : Procurement 

These two topics have been the subject of separate analyses of their . 
own but do warrant mention as they add to the financial woes of new busi- 
nesses including SWECS manufacturing. In the recent past, federal funding 
for research and development (R&D) has declined as a percentage of Gross 
National Product (GNP). At the same time existing support has been aimed 
at a relatively small number of firms, universities and federal laboratories. 
It is ironic that direct support for applied research has grown in these 
institutions, while decreasing in the innovative sector of the economy, 
namely, small science and techno1 ogy firms. 

Federal procurement has also attracted new and small business adversely. 
Federal guidelines and specifications make it impossible for new and small 
businesses to compete. The federal government is such a large purchaser of 
goods and services that it could single handedly create a market for SWECS 
technology. By precluding new business from the federal marketplace the 
government not only dampens innovation but perpetuates its own system inef- 
ficiencies. The innovations that new and small businesses bring to the fed- 
eral purchaser could lower procurement costs and help provide new products 
which in turn could create new services. 



RECOMMENDATIONS*. > , .  

. . 
) '  . 

Th is  r e p o r t  has shown t h a t  t he re  a re  two : l e v e l s  o f  problems r e q u i r i n g  
two 1  eve1 s  o f  recommended ac t i on .  , . . 

Problems Recommended Act ion  .- , . . .  . . - 

o  Industry /marketp l  ace --- Pol i c y  changes 
. . . . 

, .  . 
o  . I n d i v i d u a l  company --- Practi.cal'/how .to . . . 

. . 

I t  would be easy t o  focus on the  i n d u s t r y  and marketplace as the re  are  
numerous issues r e l a t i n g  t o  i n f l a t i o n ,  t a x  and r e g u l a t i o n  t h a t  can be d e a l t  
w i t h  by s p e c i f i c  recnmm~endations. Tt wo111d a l s n  he easy t n  fnc~rs,on.t .hese 
l a r g e r  Issues as they address t h e  f u t u r e  and indeed the  hope o f  successful  
SWECS commercial i z a t i o n .  Unfor tunate ly ,  t o  1  i m i t  ana l ys i s  t o  t he  i n d u s t r y  
and marketplace t o t a l l y  ignores .the s t a t e  o f  SWECS manufactur ing as i t  

' 

e x i s t s  today. The currer'it s ta tus  o f  SWECS l l ianufactur ing i s  s t a r k  and q u i t e  
harsh. The i n d i v i d u a l  businesses a r e  mos t l y  i n  t h e i r  in fancy,  s t r u g g l i n g  
t o  achieve a  l e g i t i m a t e  s ta tus  w i t h i n  the  marketplace. It would appear t h a t  
ach iev ing  such s ta tus  would be made eas ie r  by the  federa l  government's 
s ta ted  p o l i c y  t o  use a l t e r n a t e  energy technologies i n  he lp ing  t o  meet t he  - 
n a t i o n ' s  energy problems. However, statement o f  such p o l i c y  has added-a 
pressure by way o f  premature ly  r a i s i n g  expectat ions about t he  r o l e  o f  SWECS 
and o t h e r  a l t e r n a t e  energy technologies, beyond what they can r e a l i s t i c a l l y  
produce today. The des i re ,  and i n  t h i s  case the  expectat ion,  i s  t o  have 
the  normal e v o l u t i o n a r y  development o f  an i n d u s t r y  accelerated t o  meet a  
n a t i o n a l  goal.  The marketplace i s  n o t  designed t o  p rov ide  the  i n i t i a , .  push 
i n  such a  process. That i n i t i a l  push must come f r o n  ou ts ide  the  marketplace 
and speed the  e n t r y  o f  t he  i n d u s t r y  i n t o  the  marketplace where t h e  fo rces  
o f  t he  marketplace can then c a r r y  o u t  t h e i r  p a r t  i n  t he  development process. 
Statements o f  p o l i c y  and e x i s t i n g  research, development and demonstrat ion 
programs are  n o t  s u f f i c i e n t  extra-marketplace a c t i v i t y  t o  in !  t i a t e  the  pro-  
cess, and unless and/or u n t i l  committed government a c t i o n  as i n t e r p r e t e d  by 
t h e  marketplace i s  i n i t i a t e d ,  t he  SWECS i n d u s t r y  w i l l  be whipsawed by bo th  
t h e  hope and promise o f  un rea l i zeab le  expectat ions.  The simple t r u t h  i s  
t h a t  success f o r  t he  SWECS i n d u s t r y  today i s  d i c t a t e d  more by p o l i t i c a l  con- 
t a c t  w i t h  Washington than by t h e  economics o f  t h e  marketplace. I n  t h i s  con- 
t e x t  t h e  American Wind Energy Assoc ia t ion  can cont inue t o  a c t  as a  proponent 
o f  t he  SWECS i n d u s t r y  i n  t h e  p o l i t i c a l  arena o f  Washington, seeking t o  
secure those d i r e c t  f ede ra l  funding a c t i o n s  necessary t o  insure  SWECS e n t r y  
i n t o  t h e  marketplace. 

I n  t he  meantime several t h ings  can be done t o  a s s i s t  the  SWECS manu- 
f a c t u r e r  t o  cope and, hopefu l l y ,  progress on h i s  own toward becoming an 

* There i s  no p r i o r i t i z a t i o n  t o  any o f  t he  Recommendations as t h e  sub- 
j e c t  mat te r  and t h e  Recommendations do n o t  l end  themselves t o  such an 
o rde r ing  . 



established business. Each of the following recommendations is aimed at 
focussing SWECS manufacturer's attention on "appropriate financing," or the 
right financing for the right stage of corporate development. 

o Develop a clearinghouse of SWECS product information. This 
report recognizes that efforts in this directicn are already- 
underway by several arganizations in government and in the SWECS 
isndustry. These efforts should be continued and perhaps con- 
solidated so that the public can understand the technology better 
and have better and more precise information in terms of being 

. potential purchasers. Product and industry credibility must be 
established as an answer to raised public expectations. 

o Develop a SWECS business consulting service to provide authorized 
business advice on a totally confidential .basis. SWECS manu- 
facturers like all new business entrepreneurs are very reluctant 
to give out any information on their own product and company. 
But without information there can be no helpful advice. In 
some ways such a program would be the financial equivalent to 
the technological testing program Rockwell runs at Rocky Flats. 
The key to this program is that the process must insure confi- 
dentiality, perhaps through the auspices of the government and 
the information must be free, subsidized by the government. This 
is a direct way for the government to provide access to the 
marketplace for the SWECS manufacturer. 

o Develop and produce a tel evi sion cassette i nformation package 
that would contain a direct "what's needed'' and "how to" dis- 
cussion with the various types of financial people who are and 
will be in a position to lend funds to SWECS manufacturers. 
Within a half-hour cassette actual lenders can tell the audi- 
ence specifically what they as lenders need to have and what 
potential borrowers need to know in order to secure funding. 
This visual aid technique contains more information presented 
more graphically than any written piece possibly could. The 
information packet is also flexible ennugh to be used in larqe 
groups, small groups, and by individuals. 

o Develop a theoretical optimal distribution channel for SWECS 
technology. This is not a market study done to define what the 
commercial potential of the technology can be but rather it is 
a process study done to describe how to distribute the technology. 
This theoretical channel will actually give the SWECS manufacturer 
some tangible information that can be used in the structuring of 
his own business and marketing plans. Financial positioning 
and marketing together become key ingredients in developing such 
a distri buti80n channel. 

Each of these recommendations is designed specifically to bridge the 
gap from where SWECS manufacturers are today to the marketplace. Each reconl- 
mendation is designed .. . to he1 p the SWECS ,manufacturer raise questions and 



r e c e i v e  answers t o  these quest ions regarding the  day-to-day operat ions- o f  
h i s  business. They a1 so a re  designed t o  a i d  the  manufacturer i n  designing 
a business p lan  f o r  h i s  own f i r m  and i n  he lp ing  him deal w i t h  h i s  own banker 
o r  f i n a n c i a l  resource. 

The above recommendations are  aimed a t  he lp ing  the  i n d i v i d u a l  SWECS 
manufacturer cope w i t h  an adverse environment u n t i l  fundamental s t r u c t u r a l  
changes occur t h a t  w i  11 change the environment. The f o l l o w i n g  recommenda- 
t i o n s  a r e  designed t o  address s p e c i f i c  issues i n v o l v i n g  i n f l a t i o n ,  t a x  
p o l i c y ,  r e g u l a t i o n  and o the r  marketplace fac tors  t h a t  i n  the  long r u n  w i l l  
be the  determinents o f  t h e  SWECS i n d u s t r y ' s  f a t e .  

In terms of dea l i ng  w i t h  the  economic impact o f  the  i n t e r e s t i n g  fo rces  
o f  i n f l a t i o n ,  t a x  pol  i c y  and regu la t i on ,  t h i s  r e p o r t  makes ~ever.dl r-e~ullunen- 
da t ions .  Before making them however, i t  i s  important  t o  no te  recen t  develop- 
ments t h a t  have occurred t h a t  may d i r e c t l y  a f fec t  t h e  SWECS i ndus t r y .  The 
t a x  on c a p i t a l  gains has been reduced from fo r t y -n ine  percent  t o  twenty- ' 

e i g h t  percent.  I n  add i t i on ,  t he  Department of Labor has rev i sed  t h e  Guide- 
l i n e s  governing p o r t f o l i o  manager r e s p o n s i b i l i t y  under E R I S A .  There i s  
some i n d i c a t i o n  t h a t  these ac t i ons  have a l ready  had a p o s i t i v e  e f f e c t  on 
c a p i t a l  format ion.  I n  recent  months t h e  amount o f  money r a i s e d  i n  t he  ven- 
t u r e  c a p i t a l  market has increased s i g n i f i c a n t l y .  However, i t  remains t o  be 
seen i f  these ac t i ons  can be maintained under the  present  per iod  o f  t i g h t  
c r e d i t .  I n  add i t i on ,  one d i s t i n c t i v e  f e a t u r e  o f  the  present  venture c a p i t a l  
"mini-boom" i s  t he  emphasis on mergers and a c q u i s i t i o n s  as t h e  u l t i m a t e  f a t e  
o f  new emerging companies. While t h i s  may s a t i s f y  c e r t a i n  elements i n  the  
marketplace i t  does n o t  a i d  t h a t  sec tor  t h a t  t he  economy depends on f o r  
innovat ion ,  namely, new businesses such as SWECS manufactur ing. F i n a l l y ,  
t h e  venture c a p i t a l  t h a t  i s  p resen t l y  a v a i l a b l e  i s  going t o  businesses 
t h a t  have a l ready  es tab l ished a growth pa t te rn .  I n  shor t ,  what i s  a v a i l a b l e  
i s  expansion c a p i t a l  n o t  seed c a p i t a l .  Taking i n t o  account these observa- 
t i o n s  as p a r t  o f  t he  c u r r e n t  business envirnnment t h i s  r e p o r t  recommends: 

o Permit  t he  establ ishment o f  spec ia l  tax-defer red  reserves s i m i l a r  
t o  those i n  ex is tence f o r  t he  banking and insurance i n d u s t r i e s  
f o r  broker-dealers engaged i n  market making as a means o f  pro-  
v i d i n q  improved depth and l i q u i d i t y  t.n t h e  markets i n  s e c u r i t i e s  
o f  smal l  and developing companies. 

o Fur ther  reduce t h e  r a t e  of t ax  imposed on c a p i t a l  gains t o  pro-  
v ide  fo r  an e i g h t y  percent  exc lus ion  from taxab le  income f o r  
gains on investments i n  h~rr,innc,ses which had no more than r i v e  
m i l l i o n  d o l l a r s  o f  e q u i t y  c a p i t a l  a t  t he  t ime such investments 
were made. 

o Increase the  i n c e n t i v e  f o r  i n v e s t i n g  i n  small business by a l l ow-  
i n g  t h c  c a p i t a l  gains t a x  1 i a b i l  i t y  fro111 invesL11lerr1;s i n  small 
businesses t o  be de fer red  i f  such gains a r e  re inves ted  w i t h i n  
some prescr ibed pe r iod  i n  o the r  new small business investments. 



Provide that employees of small businesses shall realize no 
inc'ome at 'the time stock options' ake granted or exercised, 'that 
the gain on securi'ti,es acquired through the exercise.'of a stock 
option be the.exc.ess of. the selling price of the securities over 
their value at the time.of grant and, that such gain be recog- 
nized as a long term capital gain if the combined holding period 
for the option and the stock is not less tha-n-three years. 

Permit greater latitude in depreciating machinery and equipment. 
Ten and one half year depreciation schedules must be reconsidered 
in the face of current inflation. The amount of money recovered 
during the tenth year wil1,be worth about twenty percent of what 
was invested and the replacement equipment that must be purchased 
will cost about eighty percent more. Discussion about the avail- 
able ceiling dollar figure for depreciation varies widely. Fig- 
ures indicate that eighty percent of all businesses purchasing 
equipment in any one year spend less than two hundred fifty thou- 
sand dollars. Under such circumstances the one hundred thousand 
dollar figure proposed in S. 2742 [95th Congress, 2nd Session 
(1 978)] would be fitting. 

.In order to tap new sources of risk capital, this report suggests 
that consideration be given to permitting public investment in 
professionally managed venture capital firms. Congress sought to 
do this when it developed the SBIC program as a source of venture 
capital for small firms. However, the intent of Congress has 
been frustrated by the Investment Company Act of 1940 (the "Act") 
under which all publicly held SBIC's must' operate. Those that do 
operate in this mode have largely provided investment loans to 
small businesses. As a result, there are'no 'SBIC's registered 
under the Act that are true venture capital companies. The 1940 
Act is a1 so the source of the problem for the privately financed 
venture capital companies seeking to go public. The provisions 
of the Act which are particularly burdensome are those which 
limit management compensation, the percentage of a fund's assets 
which may be invested in a single contpany and the percentage 
interest in a company which a fund may acquire. 

Adopt some form of limitation of liability or indemnification for 
attorneys and accountants rendering services to issuers making 
securities offerings. The roles of accountants and attorneys in 
the offering of securities is necessary and the cost of those 
roles is borne by the issuer (businessperson). The cost of these 
professional services has escalated as the premiums that the 
accountants and attorneys pay for liability insurance has increased 
These increases are passed onto the customer (issuer). These 
increased costs and other increased costs of registration bear 
heaviest on small businesses. An indemnification or limitation 
of 1 iabil i ty for such service-providers would spur the decrease 
in the rates charged for liability. 



o Adopt a un i fo rm exemption f rom r e g i s t r a t i o n  t o  rep lace e x i s t i n g  
s t a t e  "b lue  sky" exemptions f o r  exchange-l isted s e c u r i t i e s ,  

. . 
thereby ending the  cos t  of d u p l i c a t i v e  procedures. This  i s  par-  
t i c u l a r l y  important  as the  SEC has a l ready  made s t r i d e s  t o  f a c i l -  
i t a t e  c a p i t a l  format ion f o r  ,new and small' business. 

o Have the  Department of Energy determine the  v i a b i l  i t y  o f  develop- 
i n g  a program s i m i l a r  t o  those embodying Sta te  Development Corpo- 
r a t i o n s  (SDC) and Local Devel opment Corporat ions (LDC) b u t  spe- 
c i f i c a l l y  f o r  t he  promotion o f  SWECS ( o r  a l l  i i l t e r n a t e  energy) 
manufactur ing. Such a program cou ld  s t imu la te  f i n a n c i a l  ass i s -  
tance f o r  SWECS manufacturcrs a t  the  s t a t e  and l o c a l  l e v e l .  Such 
a program would s t imu la te  SWECS manufactur ing w i t h i n  t.he p r i v a t ~  
sec tor  environment r a t h e r  than c r e a t i n g  d J z i r e c t  dependency on 
t h e  fede ra l  government through t h e  c r e a t i o n  o f  d i r e c t  subsid ies.  

I n  making these s t r u c t u r a l  recommendations i t  i s  c l e a r l y  understood 
t h a t  t h e  t ime invo lved t o  t r e a t  these i n d i v i d u a l  p ropos i t i ons  i s  g rea t  and 
t h a t  n o t  a l l  o f  them cou ld  be d e a l t  w i t h  a t  once. However, these recom- 
mendations g e t  t o  t he  r o o t s  o f  t he  problem. The l i k e l i h o o d  i s  t h a t  these 
s t r u c t u r a l  recommendations w i  11 be of most he1 p when SWECS manufactur ing 
reaches the  stage o f  being p a r t  of t he  marketplace, when the  problems 
become more a mat te r  o f  growth and expansion. As a r e s u l t ,  t h i s  r e p o r t  
emphasizes t h e  necess i ty  o f  us ing  f a c i l i t i e s  ou ts ide  o f  the  marketplace t o  
propel SWECS manufactur ing t o  the  stage where the  marketplace can benef i -  
c i a l l y  a i d  the  i ndus t r y .  A very d i r e c t  and subs tant ia l  i n f u s i o n ' o f  c a p i t a l  
by t h e  fede ra l  government t o  the  i n d u s t r y  members i s  necessary t o  accomplish 
t h i s .  The form o f  t h a t  a i d  can be subsid ies,  loans, loan guarantees o r  any 
o the r  mechanism t h a t  can q u i c ~ l y  and e f f e c t i v e l y  accomplish what t he  federa l  
government has voiced as i t s  own des i re  namely, speeding up the  a b i l i t y  t o  
make SWECS a commercial ly v i a b l e  alternative, i n  c e r t a i n  cases, t o  f o s s i l  
f u e l s .  The s p e c i f i c  manner i n  which such fede ra l  a c t i o n  can be most e f f e c -  
t i v e  i s  a sub jec t  beyond the  scope o f  t h i s  r e p o r t ,  bu t  evidence o f  the  need 
has been c l e a r l y  shown. 
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