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Why You Need to Raise Money
When it comes to your business, money is fuel. Growing organically is great, but 
sometimes you need outside funding to accelerate your growth and take your business 
to the next level. In order to obtain outside funding, it’s important to understand the 
process so you know where, why and how you can access outside capital.

Tom Fafinski is Co-Founder of Virtus Law, and he frequently 
works with MSPs and other business verticals on a range 
of legal issues. Tom has appeared on Continuum’s weekly 
podcast series, MSPradio, and has spoken on a variety of 
topics. Helping MSPs raise capital is a passion of Tom’s, and 
he’s extremely knowledgeable of which avenues to take, the 
process for doing it, and what MSPs need to know before 
setting out on this path to raise money for their business.
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Part One: Raising Capital through Equity
The content and ideas here are taken from Tom’s episode on “What You Need to Know 
about Raising Capital for your Business through Equity,” which can be heard here.

Securities and Registration
The first step in raising equity is to figure out how to register 
the investment as a security, or to seek specific exemptions 
from registration. 
 
“To protect consumers, the government created a very specific 
structure to raise funding, and it’s important that businesses 
comply with that structure. 
 
The very definition of an investment—or more specifically, 
an investment security—has been broadly defined. Even if 
one were to casually ask a friend for a loan to fund a great 
business idea, it counts as a security that’s governed by 
Federal law (Securities Act of 1933) and state-level blue sky 
laws. With the Securities Act comes regulation that deals with 
some safe harbors from registration with the U.S. Securities 
and Exchange Commission (SEC). 
 
So, it’s not as simple as, “Here is money, I want to talk.” Securities could also 
constitute loaning money to somebody, or getting a warrant or some sort of debt 
instrument, or an interest in a limited partnership. Even a corporate bond or venture 
could constitute a security. 
 
Federally, there’s an obligation under the Securities Act of 1933 to register securities, 
although there are also some requirements under the Securities Act of 1934 that 
require the registration of securities with the Securities Exchange Commission and if 
you choose not to, there are certain exemptions provided. 
 
For example, an exemption that would apply if you want to avoid having to do formal 
public offering filings would include raising less than $1 million dollars under certain 
additional restrictions. There are also normally safe harbors at the state level—blue sky 
laws—that try to address unknowns or intangibles that may come about when funding 
these types of investments (see “Safe Harbors” section below for a larger list of  
safe harbors). 
 
That is part of what you must determine when deciding which exemption is right for 
your opportunity. Simply ask yourself: ‘If I’m going to not be generally soliciting people 
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to invest in my business through a loan or equity where they will not be active in the 
business, then I’ve got to find an exemption that applies to me.’”

Finding Investors
“Often, prospective businesses look at friends and family as a source 
of investment money; people that they have relationships with. 
But probably the biggest pool of people that get approached for 
investment are known as accredited investors. Most institutions with 
investment capital qualify as accredited investors, however, as an 
individual, a “natural person,” the rules are more defined. 
 
For a natural person to be an accredited investor, they must have 
 
 •  A net worth of $1 million (including their homestead); or 
 
 •  An income exceeding $200,000 in each of the two most recent years, or 
  
 •  A joint income with a spouse exceeding $300,000 for those years—and a  
              reasonable expectation of the same income level in the current year. 
 
There are many different ways of going to market; it’s now even possible under 
crowdfunding provisions that recently got passed in 2012 with some very recent 
administrative rules being promulgated. But the aggregate amount that is sold to any 
single investor can’t exceed $2000, or 5% of their income or net worth; those are the 
general rules behind crowdfunding. 
 
Additionally, if there is an intermediary involved, such as a registered broker or 
registered fund, they may also be able to register your opportunity under the new 
equity crowdfunding opportunities; this allows for some general advertisement in social 
media and adherence to public disclosures as well.”

 
 

Safe Harbors 
 “If you were to go a meeting today of 100 people you don’t know, stand up in front of 
the meeting and say, ‘I have an investment opportunity,’ and you are not a part of their 
association, then you have just committed a federal crime. You have gone public with 
a securities offering. Now, people do this all the time and I don’t know that they would 
enforce it to that degree but technically under the laws, it is going public.
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If you want to avoid committing a crime, there’s a couple of ways to do it. These 
are called safe harbors, where you can offer the security without having to have it 
registered federally with the Securities and Exchange Commission. The term safe 
harbor means that you are not going to register it with and get approval from the SEC. 
You’ll file a form disclosing the existence of the security and declare your intention to 
not register it because you’re seeking a safe harbor. Broadly speaking, this type of 
safe harbor exists for raising less than $1 million. There is also another safe harbor 
that exists for raising less than $5 million and then there is a safe harbor relating to 
unlimited amounts of funds. Each of these safe harbors have different rules with regard 
to how you can raise the funds, who you can approach and what you  
need to disclose.” 
 
Less than $1 Million Safe Harbor 
 
“The $1 million safe harbor is a per year offering. So 
if you’re looking at your business plan and need to 
acquire three businesses to grow, at $1 million each 
over the next three years, you could use this safe 
harbor offering to raise $1 million in capital per year to 
realize your goals. 
 
You could also use your own funds as a part of the 
safe harbor, too. So if the $1 million safe harbor gets 
you started, wait until the next year, then use the Rule 
504 offering, which is an easier rule to comply with. 
Since it’s eligible for any non-reporting company, any 
investor can purchase it. There are no limits on the number of investors nor the level of 
their sophistication for this $1 million offering. 
 
If I were to buy in as a part of a $1 million offering and then sell it, I would have some 
restrictions on my ability to resell. The problem with $1 million offering is that there is a 
general prohibition on public advertisement or public solicitation of the information. So 
putting it on Facebook would be a general solicitation; putting it on LinkedIn would be 
another example of general solicitation, and those are prohibited.”

$5 Million Safe Harbor 
 
“Now with the $5 million safe harbor offering, you’re able to raise more, but you can’t 
be an investment company. It has to be an ongoing enterprise. So no one is able 
to just “pull some money together to pursue certain opportunities” under this safe 
harbor—bad actor rules kick in. 
 
However, the $5 million safe harbor allows for an unlimited number of accredited 
investors, as well as 35 non-accredited investors that will require specific 
documentation. There are also reselling limitations as well; a form D filing with the 
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SEC and general public prohibition on advertising or public solicitation. Additionally, 
those raising capital have a burden to demonstrate that accredited investors actually 
are accredited, or at the very least that there is a reasonable belief that they are 
accredited. This leads to processes where investors will be asked to show proof of 
certain provided information as well as a signature before they are allowed to consider 
the opportunity.”

Unlimited Safe Harbors 
 
“Finally, there are unlimited safe harbor offerings under 506: there is 506B and 506C. 
The 506D unlimited offering could be used by any company that does not have a bad 
actor involved. An unlimited number of accredited investors can participate and 35 
non-accredited investors, and again, certain information must be distributed to them 
under some limited offering. 
 
There are similar limitations on the resale with these as well. The 506D filing 
requirement has the prohibition on general solicitation and advertising. The 506C is 
very similar to the 506B piece—it has all of the characteristics of the 506B offering—
the difference is that there are no disclosure requirements to non-accredited investors. 
 
So there are three Securities Act exemptions, the state security one, and then there 
is the Kickstarter version. Also known as equity crowd funding, it came into place 
because of the Jobs Act of 2012. These are really the ways that most  
people raise equity.”

The Bad Actor Rule 
 “This relates to the person that is making the offering. Rule 505, one 
of the safe harbors that deal with five million or less, incurs up to 5 
million—after that, is when any bad actor statuses must be disclosed 
at the Federal level.  
 
Additionally, if an officer, director, partner, or owner has at least 10% 
stake and have been convicted of a crime or subject to an SEC order, 
they have an obligation, depending on what the issue was to disclose 
that to everybody who is interested in becoming an investor—it’s part 
of the disclosure documents. 
 
When there are no signs of it on the offering, the percentage actually goes up, so bad actor 
involvement still needs to be disclosed—unless it is an owner that has less than 20% stake—
then, it is not a requirement that it be disclosed.”
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What are the keys to success when it comes to  
raising equity? 
 “Knowing that there is an isolated sales exclusion. You and I 
could be together and you say, ‘Hey, let’s go into business.’ 
You and I have a relationship; we’ve met each other before, 
we’ve talked before, but do I actually have to file a  
registration or do you have to find a registration? 
 
In most states, when people come together and they 
jointly conceive of an opportunity or to offer securities, 
they reasonably believe that they are not being held for 
resale. In that case, there’s no real general solicitation or 
advertising happening, so they can probably be okay with that,  
but it’s a good idea to seek an attorney to talk specifically about it. 
 
There are other opportunities to secure investment funds from retirement accounts, 
which could be its own subject altogether; how to legally access IRA funds to invest into 
businesses, or how do you use your own retirement funds to invest in your own business. 
There are ways to do these things, so I think knowing what you can do sometimes is more 
important than knowing what you’re not supposed to do. 
 
In the managed services arena, acquisitions are taking off like wildfire. It is far easier 
for somebody to expand geographically by offering an existing enterprise and taking 
advantage of the scale associated with having 30 consultants out there instead of having 
15 in terms of administration and management. 
 
Sometimes people ask themselves, ‘Should I try to do this organically?’ It depends what 
you are going to do with the money. If it’s to go acquire a business, I say hats off to you. 
If it is just because you want to take some money off the table, it’s probably not as great 
of an opportunity. If it’s to pursue organic growth, then it is hard to say; I mean, in the 
services arena right now, money is so cheap—it is possible to acquire a business, but you 
need to be prepared for the challenges and hurdles that come with it as well in order to 
reap benefits.” 

 

Part Two: Raising Capital through Debt
The content in this section is taken from the MSPradio episode “What You Need 
to Know about Raising Capital for your Business through Debt,” featuring Tom 
Fafinski, which can be heard here.
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Common Debt Financing Methods 
 

“Primarily, the most common method by far is to go to a bank. 
Banks are in the business to lend money. It is interesting how 
banks actually make money. They actually are not portfolio-ing 
the loan that they are doing; they are borrowing money and then 
re-lending it on a spread. The amount of the spread will fluctuate 
depending on the marketplace. 
 
Back in 2007 before the recession, we saw back spreads where 
banks were making 3 ½–4% on every dollar that was lent out. 

So if they would take $1 million, they would go to the Fed or somebody else and borrow 
those funds, those million dollars, and then put it out on the street at 3 ½–4% more than 
what their cost of the funds are. So back then we were looking at 6–7% interest. Their 
cost of funds was 2–3% and they were making that spread. So from their perspective they 
have very little capital in play in order to make that million dollar loan. They safely can loan 
seven times the capital that they have. But they want to make as much money as they can 
without having to have a bad loan. 
 
If they lend $1 million out and that million-dollar loan goes bad, they actually have to cough 
up the money to cover it, and they can do that by selling equity. They can do that by 
calling up their loans and reducing their ratios and meeting the capital requirements. But, 
by and large, they want money out on the street because that’s how they make money. 
 
From 2008 to 2013, banks got really, really conservative from the bank perspective. 
They were suddenly okay with breaking even or even losing some money sometimes. 
The margins dropped 2%, 2½% over profits of funds, and they were interested in having 
money on the street, but in a very safe environment. They didn’t want to create additional 
problems. I would say in 2014 that started to turn around, and we have seen a loosening 
of it. Not quite the return to 2007 levels, but we are seeing the banks out there being a little 
bit more aggressive with their pricing now that business has come around a little bit. So, in 
this sense, it’s still a great time to get financing from a bank, but it may not last forever.” 
 

Debt Capital and MSP Businesses 
 
Tom shares his opinion on the pros and cons of debt financing for starting an  
MSP business: 
 
“Well, it’s a good thing if you really need the money. It’s a bad thing if you don’t really need 
it. If you don’t really need the money, and you want to have a bunch of cash reserves, and 
you want to be able to do this expansion, then your cost of funds are pretty low because 
you have high liquidity that kind of drives into the five Cs of lending—capacity. (Read 
ahead for more info on Tom’s five Cs.) 
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If you have capacity to get through a deep cycle of downturn with cash on your balance 
sheet, banks love that. They are willing to lend you money which essentially is you are 
lending it to yourself almost but they know if there is a half $1 million in reserves and 
borrowing 2 million, we know that if he keeps that reserve there, then he’s going to be able 
to take care of our payments during the downturn. So if you have a lot of capacity, the 
return to more aggressive levels is not as good because your cost of funds are going up.” 
 

Private Lenders 
 Banks aren’t the only places you can go to get a loan. There are a number of private 
lenders you can approach as a way to raise debt for your business. 
 
Employees 
 
“We all have a lending relationship with our business. For instance, we have employees 
that are lending us their wages for a period of time, but they can also become investors 
through lending devices. I know it’s not very common. What is becoming more common 
is to allow folks to participate through retirement plans. For example, you could do an 
employee stock ownership plan (ESOP), which is a 401(k) owned plan. Essentially what 
is happening there is the company says, “We are going to adopt a 401(k) and once we 
adopt the 401(k), we are going to allow the employees to invest their retirement funds the 
way they decide they want to invest it.” And they could invest it in the company that they 
are working for.” 
 
Non-Employee IRAs 
 
“Another way to accomplish [debt financing] with retirement funds is 
through anybody who has an IRA of any kind who is not employed 
by the company or not related to somebody employed by the 
company. These people should absolutely take their IRA funds and 
invest them anyway they want. One of the investments they could 
do is a note. They could lend money to an operating enterprise for 
guaranteed returns. They could pool funds if they want to so that 10 
people could come together and create a pool of $1 million and say 
‘Let’s lend this $1 million to the MSP so that the MSP can acquire 
this new company.’ That can happen. 
 
However, that is not a transaction that can be guaranteed by the owner. It can be a flexible 
return or tie to profits in the company. If it’s an interest expense, the company gets the 
deduction for the interest expense associated with it. It is a wonderful way for people 
to use their retirement funds. No accredited investor status is required toinvest your 
retirement funds, so that is becoming far more common in the last decade  
than ever before.”
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Hard Money Lenders 
 
“Hard money lenders are out there. Those are folks that take their money and they invest 
it—we call that hard money, because interest rates are so hard to swallow, but the interest 
rates are 12% to 15%. If you pay for it inside the hard money lending transaction and 
outside the hard money lending transaction, often times you will find that you’re going to 
be better off with that hard money lender even though the interest rates are so high. But 
again, we get to deduct the interest. And you are paying that hard money lender to leave, 
so that if the business does take off and has a boom you don’t have to share that equity 
with that hard money lender.” 

 
Sellers 
 
“Another common type of lender in the acquisitions arena is 
a company owner that’s looking to sell. Oftentimes, a seller 
just wants to know that if they are going to be secured in the 
transaction, and can extract their company from the hands and 
the grip of the buyer if the buyer defaults. And that the buyer will 
lose substantial amounts if they do fail in making payments to 
sellers.” 
 

Other Lenders 
 
“I have had clients treat me as a lender and I have helped 
clients treat others as a lender. I’m not a big fan of being 
treated as a lender—unless it is voluntary—but it happens 
sometimes. We’ve had several clients just acquire a bunch 
of credit cards and use them to finance their way in. You 
get multiple people doing multiple cards. Aside from banks, 
another very common private lender is a factory company 
where you will go to them with your contract and say, “I’ve 
got a contract. I want to get the money up front. My clients are required to pay X dollars. 
We will sell you our rights or secure our obligation to you for 10% if you give us the money 
now.” That’s a factoring relationship.”

The Five Cs of Lending
“I can’t take credit for coming up with the five Cs. I heard it from somebody a long time 
ago; it really does help you remember what is important.
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1. Credit Worthiness 
 
The first C and probably the most important one in a professional service 
business is credit worthiness—not just of the business but of the individuals 
behind the business. This is a very telling metric for banks or the lenders. 
If you approach somebody with a 750 credit rating, that’s an impressive 

credit rating. 800 is an out-of-this-world scenario. A credit rating is the first thing they look 
at. With a 750 credit rating you can get a lot done, and you can get a lot done without 
collateral if your creditworthiness is in the 750s range. 
 
2. Cash Flow 
 

The next C is cash flow, the ability of the business to service the debt. If no 
money is coming into your business, it’s going to be a lot harder to secure 
an investment. The cash flow isn’t just how you did last month, which is 
kind of the Achilles tendon of the law firm model because we don’t have a 

tremendous amount of recurring revenue. MSPs do, though. The MSPs have automatically 
renewing contracts. They have contracts of three and four-year durations. That cash flow 
is quite impressive from a lender’s perspective and after the credit worthiness, is probably 
the next most important thing. 
 
3. Collateral 
 

For an MSP, the next thing that they would look at would be collateral. The 
collateral for a managed services provider is not quite as impressive as 
in manufacturing because the assets aren’t as hard. For MSPs, they are 
looking at the accounts receivable, which happens to be one of the biggest 
collateral items for the contracts that they have with clients. 

 
Collateral is seen as “backup” assets in case a loan were to fall through. Banks will often 
discount some issues with creditworthiness and cash flow if the collateral is really strong. 
That bank is looking at the collateral thinking, “I can go grab it, I can sell it on the open 
market or recover it quickly and efficiently if I need to.” 
 
4. Capacity 
 

The next most important issue—and these last two are probably tied—is 
capacity. That’s liquidity. The capacity to take you through lean times; how 
fast you are able to sell the assets to recoup costs.
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5 . Character 
 

The final C is character, both of the borrower and the character of the 
guarantors. Character in this sense means that lenders don’t want to 
deal with felons. They don’t want to be with people who have had prior 
bankruptcies. They don’t want to deal with people that are in a business 
line that does not conform to the values of the bank. Those are the five Cs.” 

 

Preparation for Financing 
 
Before seeking a round of funding, it’s important to know how to position your financial 
statements in order to maximize the return of the investment.  “First, cut the big bottom-line 
expenses—those expenses that aren’t critical to the operation of the business. They are 
softer expenses. They might be the cars for the company, and they might be the owner’s 
company vehicle; things that you are engaged in that aren’t critical to the business—including 
your salary. 
 
You should drop your salary 
significantly to a place where 
it passes a straight-faced test. 
So if you are making $300,000 
a year and you dropped it to 
$25,000, that’s not going to 
pass the straight-faced test. But 
if you dropped it to 75K and we’re asked, “Well, what is the salary drop for,” you can explain 
that it’s a bind and you’re living on the profits. Dropping those bottom line expenses, getting 
those out of the way will dramatically increase your bank ability. 
 
But it’s not good enough to do this right before you go in for the loan; you’ve got to do it a 
year and a half or two years beforehand. If you want to take care of it right now, go amend 
your tax returns. The IRS will not care if you amend your tax returns for the previous year and 
pay more in taxes (they won’t send you a thank you note, either). Those amended tax returns 
are what lenders are going to be looking at; your financials can follow suit with it so you can 
effectively go quickly and recreate a year and a half of history right now, if you put your mind 
to it, and make yourself very bankable.”
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Part Three: Creating Your  
Investment Strategy
This content in this section is taken from the MSPradio episode “What You Need to Know 
about Raising Capital for your Business through Debt,” featuring Tom Fafinski, which can 
be heard here. 
 

Raising Equity vs. Raising Debt 
 
The decision to choose to raise equity or to raise debt is an important question to ask 
yourself. You need to know which type of fundraising makes the most sense for your 
business, and why you’d want to use one versus the other. Both strategies have their 
unique pros and cons and can oftentimes be used in parallel to raise capital  
for your business.  
 
“That’s an interesting question because I believe that [raising equity vs. raising debt] is 
an issue of cost. If you are in an equity position to bring somebody else into an equity 
position, in the long run it could cost you more than to use debt to accomplish  
your objectives. 
 
The reason is that debt is simply cheaper. Right now, it’s possible to get a loan for 45-50% 
of the value of your business, depending on the assets in play. And for that 50% all you 
have to do is take on a 5% interest rate, for example. And unlike a dividend or distribution 
to an owner, this debt is tax deductible. 
 
So when you pay out profits to your other owners [in an equity position], that is not tax 
deductible for the business. However, if you are paying a bank or a lender of some sort, 
that is fully deductible. This is the reason why we will look at doing debt with a conversion 
or debt that says, “Okay we’re going to let you come in as a debt player, but the interest 
rate on that debt is going to be a percentage of profits.” So you see, this converts a non-
tax-deductible expense payment of a distribution to a profit-sharing interest into a totally 
deductible interest expense though debt.” 
 

The Case for Raising Equity 
 
Even though raising debt is cheaper and payments are tax-deductible, it’s also a more 
risky form of fundraising, which is why a number of business owners choose to raise equity 
instead of debt. 
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“When raising equity, risk mitigation comes into it. Does anyone really want to be on the 
hook? Most of the debt we are securing is for clients we represent [at Virtus Law] that are 
$25 million and under—dominant shareholders, owners, or less. They are guarantors on 
that debt so it doesn’t go away if the business fails and that’s one of the big reasons why 
people would say, “Well, let’s go with equity.” 
 
For example, if you were a managed IT services provider and your business is doing 12%, 
15%, etc., and you decide you want to go acquire, the first acquisition is one where you 
likely come close to doubling your size. That will probably be something that’s  
easy to finance. 
 
But once you get past doubling, it becomes much more difficult to finance without some 
seasoning or time under your belt—demonstrating that you can handle it—and that might 
be a situation where you say, “Okay, well this is a merger and acquisition time. We need to 
bolt on new markets, expand our business as fast as we can, and the lenders aren’t going 
to support that, so we’ve got to get some equity players to come in and help us.” And 
that’s when you would go after equity first. I think that market is probably the most likely 
scenario if you are trying to do a rollup.” 
 
 “Don’t be afraid of it—go out and raise some money, go buy a business.”
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About Nate Teplow

Nate Teplow is a Marketing Programs Manager at Continuum and the Host/Producer 
of MSPradio. As the Host & Producer of MSPradio, he’s responsible for finding guests, 
selecting topics and consistently publishing new shows each week. Outside of work, Nate 
enjoys staying active and traveling to new places. Subscribe to MSPradio in iTunes or 
Stitcher and follow Nate on Twitter @nteplow. 
 

Try Continuum’s Remote Monitoring and Management (RMM) 
platform for free, no strings attached. During the trial you’ll 
see how our NOC takes the pressure off your business 
freeing you from costly labor investments, and be the 
MSP your clients expect you to be. In addition to our NOC 
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