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WHITE PAPER:
INVESTMENT BANKING FEES EXAMINED

Abstract: Small and mid-sized companies looking to raise capital intuitively turn to investment banks for help. In fact,
many growing companies view working with a well known investment bank as an attractive milestone that signals
their company’s success and future potential. However, CFOs should be aware of the significant fees involved when
working with an investment banker, and more importantly, conflicts of interest with investment banking which can
undermine the best interests of the company. This white paper describes investment banking services and fees,
common conflicts of interests, and suggests an alternative approach that has worked well in other professions.

Author: Chris Risey, President, Lantern Capital Advisors, Atlanta

TYPICAL INVESTMENT BANKING APPROACH AND
FEES

Growing businesses routinely have a compelling need for ad-
ditional capital. These needs may arise because the business is
growing faster than the company’s internal resources or bank
line of credit can support, or an attractive acquisition opportu-
nity has appeared, or a partner or owner is willing to be
bought out (typically referred to as a management buyout or
leveraged buyout). Companies realizing that they know little
about the financing process and wanting to protect the value
they have already created, routinely seek help from an outside
financial advisor. In many cases, companies will initially con-
tact an investment banker or investment bank to help them
understand their financing alternatives and find the capital
necessary to realize their objectives. Some companies may
even view signing up with a well known investment bank as a
significant milestone event that signals the success and future
potential of their company.

For small to mid-sized companies with valuations below $100
million, investment banks will typically charge fees that are
comprised of three components: an upfront or monthly re-
tainer, a cash fee paid upon closing of financing, and addi-
tional equity compensation. Quite often the retainer, whether
paid upfront or over time, is $25,000 or more. This fee is usu-
ally non-refundable, netted against future fees, and may or
may not cover out of pocket expenses. The closing fee (also
called a “success fee”) is usually an additional variable fee that
ranges from 2% and 10% of the total capital raised. In general,
the smaller the financing, the higher the variable percentage
fee is applied to the capital raised. In addition to cash fees at
closing, investment banks often seek equity compensation at
closing. Most equity compensation is paid in the form of war-
rants, providing the investment bank the option to buy the
company’s stock in the future, allowing them to realize even
more compensation should the company have a future liquid-
ity event, such as a sale or IPO. Similar to the closing fee, war-
rants can vary substantially, but the initial value of warrants

could equal additional compensation of 5% to 10% of the
capital raise.

As the above description suggests, investment banking
fees can add up quickly. Many investment banks will
set minimum cash fees as high as $500,000 or sometimes
more. Investment banks rationalize their fees based on
the value the financing provides the company and the
understanding that the investment bank is only paid the
backend fees contingent on a completed transaction.
While this approach is often necessary for early stage
companies with little cash and an uncertain future, in-
vestment banks apply this same fee structure to profit-
able, growing businesses. Most investment banks pre-
fer to work with profitable growing businesses, because
the challenge in obtaining financing is not nearly as
high as the compensation would imply.

COMMON CONFLICTS OF INTEREST

Beyond the fees, there are other industry standard prac-
tices which can create hidden conflicts of interest be-
tween the investment bank and the company they rep-
resent. Conflicts of interest are not new to investment
banking, and they have been indentified, addressed,
and legislated in many areas such as IPO pricing prac-
tices, insider trading, and research opinions. Two con-
flicts most common to capital raising include:

INVESTMENT BANKS EARN HIGHER FEES RAIS-
ING EQUITY — 1t’s not uncommon for investment banks
to quote two different fee percentages for each financing
engagement. One percentage fee for equity and one
percentage fee for debt. Typically firms are paid signifi-
cantly more to raise equity than debt (i.e. 2-3% for debt
vs. 5-10% for equity). The rationale is that raising equity
capital is more difficult because equity investors are
more selective.
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One conflict that may arise is that many good growing companies qualify for debt only financing

or a combination of debt and equity. Investment bankers often have a strong economic incentive to lead the clients to equity
over debt. However, most thriving companies prefer to maximize debt first, because debt minimizes the company’s equity
dilution and can be paid down or refinanced in the future.

EQUITY COMPENSATION — As mentioned earlier, investment banks often take additional equity compensation for raising
capital. The logic is that investment banks earn additional future compensation as the company grows in size and value. The
conflict of interest is that the valuation of the company is based on the value of the company at the time of the investment. This
means the investment bank has more upside the lower the company’s valuation at the time of the investment. This is the exact
opposite of the company’s best interest. Business owners want capital at a high valuation because it minimizes equity dilution,
whereas the investment bank profits more the lower the valuation.

TABLE 1: ILLUSTRATION OF INVESTMENT BANKING FEE RANGES BY TYPE OF FINANCING

ILLUSTRATION

Here's a simple example to illustrate the impact of these conflicts. Assume a fast growing company raises $10 million of capital
and grows its company value from $20 million to $125 million in five years (roughly approx. 35% compounded growth rate.)
Depending on whether the capital was raised in the form of equity or debt (most likely subordinated debt), investment banking
fees could range from $300,000 to $2 million for the same transaction. Even more important, selecting equity dilutes the owner-
ship for the existing company shareholders by an additional 25% over a comparable debt financing.

Investment Banking Fees Financing Totals
Closing Investment Cost of Investment+  Investor Fees +
Fees Warrants'  Total Fees Amount Financing Financing Costs Ownership?|Finance Cost
(A) B) (A+B)
Equity $ 500,000 $ 1,583,333 $2,083,333 | $10,000,000 $31,666,667 $ 41,666,667  33.3% $ 33,750,000
Debt 300,000 - 300,000 | 10,000,000 12,500,000 22,500,000  7.5% 12,800,000
Difference $ 200,000 $ 1,583,333 $1,783,333 | $ - $19,166,667 $ 19,166,667  25.8% $ 20,950,000
Assumptions
Investment Banking Fee As Percentage of Debt 3% Target Rate of Return for Equity 33.0%
Investment Banking Fee As Percentage of Equity 5% Target Rate of Return for Debt 20.0%
Warrant Comp as % of "Post Money" Valuation 5%
FOOTNOTES:

1. Warrants paid to the investment bank are calculated as follows: $10 Million (Capital Raise) X 5% (Fee Percentage) =
$500,000 (Implied Value) / $30 Million (Post Money Valuation) = 1.67% (Earned Warrants) X $125 Million (Future Com-
pany Value) = $2.08M (Value of Warrant) - $500,000 (cost of warrant or strike price) = $1.58 million. Warrants were not as-
sumed as part of the compensation for the debt financing. Determining the warrant value for debt is often more difficult
because a definitive company valuation does not need to be determined in an all debt capital raise. However, determining
the company's value is required in an equity raise in order to determine the investor's ownership interest in the company.

2. Investor ownership for equity of 33% is calculated assuming a $10 million investment amount and $30 million company
valuation post investment. The equity dilution of 7.5% for debt assumes the (subordinated) debt provider charges an inter-
est rate of 10% per year, the principal is paid in full upon maturity in five years, and a warrant or equity consideration of
7.5% is received in order to give the debt provider a target annual return of 20%, given the company’s future valuation of
$125 million. Warrants are typically redeemed by the investor after maturity of the note or upon a future liquidity event
such as the sale of the company. Warrants can also be paid off with future cash flows or a refinancing. This eliminates any
equity dilution.
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OTHER CONFLICTS

In addition to the conflicts identified above, there are other
investment banking engagement practices which can work
against the best interests of a company they represent. They
include:

PREDETERMINED TERM SHEETS — Investment banks
often get companies to agree to financing terms prior to so-
liciting capital. The company’s expectations are then cap-
tured in a “term sheet” that is included in the business plan
and sent to financial institutions. Investment bankers rea-
son to clients that investors don’t want to waste their time
on a company with unrealistic investment expectations.
However, this practice can greatly reduce the valuation
ranges and terms for financing. This is particularly true for
high growth companies, where investors can have a wide
range of opinions on a company’s valuation. It's not uncom-
mon for a company’s valuation to differ by as much as 50%
from one institution to another. This range in valuation then
leads to significant differences in the amount of equity the
company has to sell in order to raise the same amount of
capital. By allowing investors to determine the valuation
and terms of financing of the company during the process,
the value of the company is maximized, however it works
against an investment bank that wants to get a deal done
quickly and is getting ownership at the valuation of the in-
vestment.

“TAKING FINDERS’ FEES
CREATES OBVIOUS
CONFLICTS AND
POTENTIALLY
ADVERSE
SELECTION
OR
INTRODUCTION”

LONG EXCLUSIVITY PERIOD - Transactions can take as
long as six months to close, but investment banks routinely
require an exclusivity period of one to two years. This
means the investment bank will be compensated on the
same terms if any capital is raised during that exclusivity
period. The rationale is that as brokers, the investment bank
has committed significant time and resources to the engage-
ment outcome and they don’t want a company to circum-
vent their process after committing those resources or have
the company later change their mind. The problem is that if
an investment bank cannot deliver attractive financing, the
exclusivity period serves as a road block to considering
other alternatives with other sources and, and ensures the
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investment bank gets paid regardless of performance.
For a rapidly growing company, two years can be a
lifetime. As a result, some companies have to put their
financing efforts on hold, simply pay the fee, or look to
settle on a lower fee. Often, the last alternative is al-
ready spelled out in the agreement as a break-up fee.
This fee is owed should the company decide to termi-
nate the agreement. The fee is often $50,000 or more
and is not netted against the retainer.

FINDER'S FEES — In addition to fees paid by the
client, investment banks and brokers may also take
finder’s fees from the investing institution. It's not
uncommon for the finder’s fees to be $50,000 to
$100,000 or more, and the finder’s fee is paid to the
firm or person making the introduction. Because in-
vestment banks do this type of work all the time, they
already know which institutions or investors pay the
highest fees. Taking finders’ fees creates obvious con-
flicts and potentially adverse selection or introduction,
since those institutions paying the highest fees are
likely those that have the greatest difficulty attracting
good investment opportunities.

CO-INVESTMENTS — Many investment banks will
market that they will invest their own capital in a com-
pany. This is intended to demonstrate the investment
bank’s commitment to their client and financial
strength. However, investment banks rarely commit
any capital unless all the other capital is raised from
other sources. Also, the amount of the investment
bank’s contribution is usually small relative to the size
of the financing need. Also, if it's done at the same
terms as the total financing, it creates another conflict
of interest because there is no incentive for the invest-
ment bank to maximize the valuation for the company.

Highlighting these conflicts clearly illustrates why
investment banks constantly portray that they have
the client’s best interests in mind, when their fees, bo-
nuses, and future returns suggest otherwise.

It's important to also note that investment banking
fees are in addition to other fees the company can ex-
pect to pay out at closing such as out of pocket ex-
penses, legal fees, due diligence, accounting costs, and
origination fees (or points). If a company is rolling
those costs, including the investment banking fees,
into the closing, the company is being financed at the
new cost of capital, which further compounds the cost.
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A PROFESSIONAL SERVICES APPROACH

Companies have simply been conditioned to assume that
investment banking and its high cost approach is the only
option. Given these challenges and conflicts, an alternative
approach and solution is available to profitable, growing
companies that is not widely used, but highly valuable,
equally successful, and cost effective.

Operating like an accounting firm, consulting firm, or law
firm, a corporate financial advisor charges the company on
an hourly, consulting fee for their firm’s resources to develop
the financing plan, write the business plan, access (the same)
financial institutions, distribute and market the business plan,
set up meetings with financial institutions, negotiate propos-
als, and assist with the closing process.

“THE INDUSTRY
HAS SIMPLY BEEN
CONDITIONED TO

BELIEVE THAT

INVESTMENT BANKING
AND ITS HIGH COST
APPROACH
IS THE ONLY OPTION.”

Individuals and firms that serve as corporate finance consult-
ants do not accept referral fees, equity compensation, war-
rants, or charge rates dependent on the amount or type of
capital raised. Corporate financial consulting firms charge
their clients an hourly rate, and are paid throughout the proc-
ess, with no additional costs or fees being charged, incurred,
or paid by third parties, outside of the process. Although
fees are not contingent on the financing closing, companies
can expect that total project fees through a successful closing
are similar to the retainer and ‘break up’ fee charged by an
investment bank.

A typical financing project, regardless of whether completed
by an investment bank or an experienced financial consulting
firm, requires between 150 and 300 professional hours to
complete. Using hourly bill rates that are comparable to a
consulting, accounting, or law firm, the total cost of the same
service with a positive result is a fraction of what investment bank-
ers charge. More important than the fees involved, clients can
also get independent advice and peace of mind that the ad-
vice is in their best interest, and not conditional or weighted
towards the backend financial impact for the advisor. Just
like any other advisory profession, those with relevant corpo-
rate financial advisory experience, competency, and contacts
can consistently deliver value and results for clients, without
the high fees or conflicts of interest that could arise while
working with an investment bank.
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Chris Risey is the founder and President of Lantern
Capital Advisors, an Atlanta-based corporate finan-
cial consulting firm specializing in helping success-
ful entrepreneurial companies plan for and achieve
financing for growth, acquisitions, and buyouts
from a variety of institutions, including banks, spe-
cialty and mezzanine lenders, venture capital firms,
and underwriters. Since its formation, Lantern
Capital Advisors has helped clients successfully
develop strategies and access capital in order to
fund their company in a way that best suits their
unique needs and growth potential.

Prior to founding Lantern Capital Advisors, Mr.
Risey served as a Managing Director for a niche con-
sulting firm in Tampa, Florida, that provided corpo-
rate financial consulting and helped companies raise
capital. After nine years, Mr. Risey left to launch
Lantern Capital Advisors in order to provide cost
effective services and high client satisfaction. Chris
started his professional career as a CPA in the audit
and advisory services group for Arthur Andersen in
New Orleans, Louisiana.

Active within the business and civic community,
Mr. Risey has served for many years in a variety of
leadership roles within Rotary International, Finan-
cial Executives International, and The Association
for Corporate Growth. Mr. Risey is also a frequent
and vibrant speaker for financial executives and
entrepreneurs throughout the country interested in
learning more about today’s financing and planning
strategies that are necessary in order to create sig-
nificant value for a variety of companies, as well as
the current impact the financial markets are having
on today’s successful companies, and their ability to
access financing.

Mr. Risey is a magna cum laude, full scholarship
graduate of the University of South Florida, with a
degree in Finance, and was twice named Academic
All-American (Men’s Basketball). Mr. Risey is a
former Rotary International Ambassadorial Scholar,
and attended the Australian Graduate School of
Management at the University of New South Wales
in Sydney, Australia on a full scholarship.
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HELPING
COMPANIES REALIZE
THEIR POTENTIAL

400 GALLERIA PARKWAY
SUITE 1500
ATLANTA, GEORGIA 30339

E-MAIL! INFO@LANTERNADVISORS.COM

WE’RE ON THE WEB

WWW.LANTERNADVISORS.COM

ABOUT LANTERN CAPITAL ADVISORS

LANTERN CAPITAL ADVISORS IS A CORPORATE FINANCIAL CON-
SULTING FIRM THAT SERVES AS A STRATEGIC CORPORATE FI-
NANCIAL ADVISOR TO GROWING PRIVATE COMPANIES. OUR CON-
SULTING SERVICES DELIVER SUBSTANTIAL VALUE FOR OUR CLI-
ENTS BY ASSISTING THEM WITH STRATEGY ASSESSMENT, BUSI-
NESS PLANNING, AND THE EVALUATION AND SELECTION OF
CAPITAL SOURCES AND LIQUIDITY ALTERNATIVES.

OUR CLIENTS ARE FAST GROWING BUSINESS THAT ARE BEING
HELD BACK BECAUSE OF LIMITED CAPITAL. BY ENGAGING OUR
SERVICES, LANTERN CAPITAL ADVISORS HELPS COMPANIES
DETERMINE THEIR CAPITAL NEEDS BASED ON THE FUNDING RE-
QUIREMENTS OF THEIR OWN GROWTH PLAN.

WE SECURE FINANCING FOR OUR CLIENTS FROM A BROAD
RANGE OF PRIVATE AND PUBLIC FINANCIAL INSTITUTIONS. WE
HELP COMPANIES FIND AND NEGOTIATE BUSINESS FINANCING
THAT MINIMIZES DILUTION AND PERSONAL FINANCIAL LIABILITY
TO THE COMPANY OWNERS. WE ALSO ASSIST OUR CLIENTS IN
BUYING OUT COMPANY SHAREHOLDERS IN ORDER TO FURTHER
INCREASE THE FUTURE VALUE OF THE BUSINESS.

AS INDEPENDENT CORPORATE FINANCIAL ADVISORS, LANTERN
SPECIALIZES IN FINDING CREATIVE CORPORATE FINANCING SO-
LUTIONS THAT MAXIMIZES SHAREHOLDER VALUE BY MINIMIZING
OWNERSHIP (EQUITY) DILUTION AND PERSONAL FINANCIAL RISK.

FOLLOWING!
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MANY CLIENTS HAVE LIMITED PRIOR EXPERIENCE IN THE CAPITAL MARKETS AND WANT TO GAIN THE BENEFIT OF AN EX-
PERIENCED ADVISOR TO SOURCE FUNDING ALTERNATIVES AND GIVE ADVICE THAT IS IN THEIR BEST INTEREST. LANTERN
CAPITAL ADVISORS HOURLY BASED, CONSULTATIVE APPROACH UNIQUELY POSITIONS US TO DO JUST THAT. OUR PRO-
FESSIONALS HAVE BEEN ENGAGED IN A BROAD ARRAY OF LARGE AND SMALL ASSIGNMENTS ACROSS VARIOUS INDUS-
TRIES ACROSS THE UNITED STATES. COMMON CLIENT ENGAGEMENTS AND ACTIVITIES INCLUDE ONE OR MORE OF THE

&’ EVALUATE GROWTH AND VALUATION ALTERNATIVES

'§9 SECURE CAPITAL FOR GROWTH OR LIQUIDITY

&’ COORDINATE MERGERS/ACQUISITIONS

'§9 COORDINATE MANAGEMENT BUYOUTS
-@; PREPARE QUALITY BUSINESS PLANS

'& REPLACE CURRENT LENDERS OR INVESTORS
'g’ REMOVE PERSONAL DEBT GUARANTEES

'g’ SOLICIT UNDERWRITERS FOR SECURITIES OFFERINGS
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