Capital Structure for Entrepreneurs

In finance classes, the term capital structure has a clear meaning; it usually refers to the mix of debt and equity financing employed to provide capital needed for the firm. In the world of start-up technology companies, the term has an additional definition. In this context, capital structure refers to the distribution of ownership of the firm.

In the simplest form, capital structure is evidenced by the ownership and possession of stock certificates representing ownership of shares in the company. For example, if a company has 1,000 shares of stock outstanding and you have a share certificate for 50 shares, then you own 5 percent of the company. Unfortunately, that may or may not mean that you have the right to receive 5 percent of the proceeds in the event the company is sold.

Investors and entrepreneurs have developed ownership structures over time that render the simple formula above unrecognizable. This document examines the implications for ownership and for the right to receive the proceeds of a liquidity event that result from several key decisions made in the process of starting and financing a company. To begin, let’s consider what happens when a company is formed.

In the start-up world, the founding of the company can involve several scenarios:

· A group of friends/colleagues has an idea, decides that it is commercially viable, and commits to starting the business.

· Academic founders see the commercial feasibility of an idea that has been part of their research within a university setting and seek to form a company.

· Members of a product team within a larger company realize that the company does not plan to go forward with a product because the market is too small to meet the large firm’s hurdle rates or market size requirements.

Each of these common scenarios presents different issues for the team that is attempting to bring a company to life, but they all involve one common element: How should the initial ownership of the company be allocated?

Allocation of the Equity Interests in a Start-Up

Think first about the situation involving a team of friends or colleagues who have decided to start a company. On most founding teams, you will find between two and four persons. If, for example, there are three members on the founding team, what is your first reaction as to how the initial ownership of the stock should be allocated? Think before you answer. If your response is that each founder should receive one-third of the initial stock, count yourself among the majority on initial responses to this question.

A very successful entrepreneur once argued that 90 percent of the decisions you face in business could be decided inside of fifteen minutes. Allocating the initial ownership of a tech start-up is not one of these decisions. There are several factors that go into this decision that deserve thoughtful analysis:

· How much time has each of the founders put into the company before the formation of the legal entity?

· How much sacrifice has each of the founders endured to make the company’s formation a reality?

· Will each founder be joining the company on a full-time basis when the entity is formed?

· What skills does each of the founders bring to the company?

· What are the relative values of the skills that the founders possess?

· How much capital, if any, has been contributed by each founder?

The default position for too many companies formed in the entrepreneurial sector has been to set these questions aside and divide stock largely on a proportional basis. From a psychological perspective, it is easy to understand why the default usually rules. Clear and in-depth discussions of these issues are not entirely comfortable, but avoiding these issues usually only delays the day of reckoning. The world of a technology start-up is not one where deficiencies and imbalances in skill, commitment, and perseverance can be hidden. Because of this transparent and unforgiving environment, it is better to address these issues in the formation stage.

Analyzing these issues is sensitive enough in the case where friends and colleagues are starting a company. When the technology is being spun out of a university or a larger company, the issue of allocating the initial stock holdings is even more complex. Depending on the experience of the university in question, the amount of equity requested may be so high that it causes problems in soliciting professional investors or diminishes the founding team’s enthusiasm for creating a company. Similarly, if the company is being spun out of a larger firm, there may be similar demands for large equity stakes or the large firm may require certain restrictions on the use of the technology, thereby limiting its value to the new company.

Problem for Consideration – Allocating Equity

Alan, Beth, and Charles were classmates in business school. After working in consulting positions for several years, Alan and Beth began discussing their desire to start something of their own where they could build equity and create a valuable product. While at a reunion, they encountered Charles, who was a good friend of each during business school.

Since business school, Charles has been working for a large hardware and software firm. For the last two years, he has worked on a software product that shows great technical promise. Unfortunately, the capabilities of the product could be seen as harming the value of an existing product that generates excellent cash flow for the company. Charles’s employer has signaled a willingness to consider licensing out the technology for uses outside the area that it is concerned about. They are willing to license out the right to use the software technology in the customer relationship management (CRM) space.

Charles is completely convinced that the technology can resolve many of the problems that made earlier CRM products difficult to install and use. Beth is also very confident of the prospects for the technology because she has spent much of her consulting career assisting large companies in selecting and implementing CRM systems. In addition, Beth is the type of person who has a “command presence.” She has drawn praise early in her career for her ability to deal effectively with the top executives of large multinationals. Alan’s consulting career has focused on the implementation of complex enterprise software products. He has supervised the successful installation and implementation of these systems for six Fortune 500 clients. Charles has focused on the technical side of software development since graduating from business school. He has comprehensive knowledge of the technology that his employer is considering for a spinout.

Charles has spent more than 1,000 hours over the last two years assessing the project’s feasibility and working on the spinout of the technology from his employer. In addition, he has invested approximately $25,000 into the business, most of which was financed by using his credit cards. While enthusiastic about the project, Beth has expressed some reluctance to join the team full-time until financing has been raised.

Questions on the Problem

1. How would you rank the importance of Alan, Beth, and Charles to the team?
2. If you were the independent advisor to this team, what roles would you suggest they assume on the start-up team?
3. Given your choices, how should the equity in the company be divided?
4. How do you think the team should handle the time that Charles has put in and the money he has invested?
5. How does Beth’s unwillingness to sign up immediately affect the amount of stock she should receive?
What Happens When a Company Is Formed

Once the founders have decided on an equitable allocation of the initial stock, it is time to head to the attorney’s office and form the corporation. Naturally, the founders prefer to spend as little cash as possible to incorporate, but they are required to exchange something of value for the stock they receive. The most common scenario is for the founders to write checks that sum to $1,000. In exchange for this $1,000, many companies issue 1 million shares. Therefore, at the formation, each share of the company is valued at 1/10 of a cent. In the example above, if after all of their analysis the team had decided to split the shares evenly, each of the three founders would write a check for $333.33, and each would own 333,333 shares of common stock in the new company.

Timing Issues in the Formation of Companies

Another issue that can affect the amount of proceeds received by and divided among the founders is the timing of the formation of the company. Because most start-ups are formed with the intention of raising money from outside investors, it is best to establish a low value for the stock early in the process of creating value. But since legal concerns are not always at the top of the list for entrepreneurs, this timing issue can represent a significant pitfall for founders.

The issue that can raise its head here is how the IRS values the founders’ stock when it is purchased. If the stock is purchased when the company is little more than an idea and the fervent dream of the founders, it is easy to argue to the IRS that the $1,000 (from the example above) is a fair price for the stock. However, once the founders have demonstrated technical progress toward a working product, formed alliances with people who believe in their technology, or connected with a venture capital firm ready to write a check and invest in the company, it is much more difficult to claim that $1,000 represents a fair price for the common stock.

Suppose, for example, that a start-up software firm has a term sheet from a venture capital group that places the enterprise value at $3 million. Assume further that the founders’ stock was acquired a short time before a term sheet was signed. If the founders’ collective stock position represents a third of the outstanding shares of stock, the IRS is not likely to agree that true value of the stock is $1,000. In such a case, the IRS is likely to ascribe a far higher value to the stock, suggest that the founders received the stock for a bargain price, and send them a bill for the “compensation” they received in the form of stock. For this reason, founders should always be attentive to forming the company as soon as possible.

Raising Capital – The Effect on Capital Structure

Once a company begins to raise equity capital from outside investors, the founders begin to suffer dilution. Dilution is simply the loss of a proportional percentage of the company’s shares when shares are purchased by outside investors. For example, if the founders own 100 percent of a company before they sell shares to investors and own 70 percent after the transaction is completed, the founders are said to have suffered 30 percent dilution of their interest in the company.

Entrepreneurs often focus on the negative aspect of dilution when they are considering financing. While it is true that the founders’ percentage ownership declines as a result of securing investors, the real focus should be on the value of the holdings. Founders should also realize the costs of not acquiring enough capital to give the business its best chance to succeed:

· Products may not get to market in time and can be eclipsed by competitive offerings.

· It may be difficult to hire the necessary talent without raising capital from outside sources.

· The company may not have available funds for key activities, such as marketing, which can drastically reduce the chances of success.

· The company will operate without the discipline that outside investors provide.

Investment events in start-up companies are referred to as rounds or series. The first set of investments in the company is usually referred to as the Series A round. In previous eras of venture capital, this round often came from professional venture capital firms. In recent times, it has become more difficult to obtain a Series A investment from a venture capital firm. Professional venture capitalists have become much more stringent in their requirements for investing in companies. In the 1990s, a company with a good software idea and some experienced people could obtain Series A financing. In recent years, VCs have begun to require completed product, paying customers, and clear paths to profitability. Because of this shift in focus, Series A investors now are likely to be wealthy individuals known as angels or organized groups of such investors.

The primary question in the mind of most entrepreneurs when raising a first round of capital is the valuation they can obtain from investors. Valuation is referred to in terms of pre-money and post-money. In simple terms, pre-money is the value placed on the firm by agreement before capital is invested, and post-money is the pre-money valuation plus the amount of capital invested into the company. Expressed mathematically:

Post-Money Valuation = Pre-Money Valuation + $ Invested Into Company

For example, if the founders agree on a pre-money valuation of $2 million, and outside investors put in $1 million, then the post-money valuation = $2 million + $1 million = $3 million. Accordingly, the founders now own 66.67 percent of the company, and the investors own 33.33 percent.

Many entrepreneurs with a quantitative focus want to find a formula that can be employed to arrive at pre-money valuation, but the truth is that it is more an art than a science. You can prepare discounted cash flow and present value models to show what you believe the value of the firm to be. In practice, the VC’s in your area have a clear valuation range for their first investment in a company. Unless your calculations correspond to that range, it is unlikely that they will be accepted.

The Series A Financing

The first round of money raised by the company is referred to as the Series A round. Assume that Alan, Beth, and Charles have resolved all their stock allocation issues and have started a company in the manner described above. Before beginning to raise capital in their Series A, the trio will own collectively 1 million shares of the company’s common stock representing 100 percent ownership of the company. Their ownership percentage will decrease due to the upcoming financing, but the question is how much.

In striking this balance, entrepreneurs should consider not only the dilution they will suffer, but also the time to market, inherent discipline created by a professional investment, and the ability to compete more effectively with sufficient capital. Nonetheless, most entrepreneurs remain focused on how much equity ownership they will be giving up. This is primarily controlled by the negotiated pre-money value that is agreed between the company and its investors.

Example – Effect of Initial Pre-Money Valuation on Capital Structure

Our three entrepreneurs have been talking to venture capital investors for several months. After more than a dozen conversations, they have received a term sheet from a leading regional venture capital firm for a $1 million Series A investment. One of the terms listed in the document is a pre-money valuation of $2 million. Alan, Beth, and Charles do the simple math:

· If they agree to the deal at a pre-money valuation of $2 million, that values their portion of the deal at $2 million. This reflects the negotiated value of the firm immediately prior to the investment.

· From our previous definition of post-money valuation, we know that the company’s post-money would be:

$2 million (Pre-Money Valuation) + $1 million ($ Amount Invested) = $3 million

· Therefore, $2 million of the apparent value of the firm is owned by the founders, and $1 million is owned by the new investors. The term apparent value is used because the shares of the company are not liquid, will likely endure a long period of time to liquidity in any event, and may end up being worthless.

How will this break down in terms of share ownership? As we recall, the company has 1 million common shares outstanding. It would be possible to issue 500,000 shares of Series A Preferred stock to the investors to create the proper ownership ratios. It is an almost universal convention to price the Series A shares at $1 each. If we are to price at $1 per share, the investors must receive 1 million shares, because they are contributing $1 million. Issuing only these shares would leave both the founders and the investors with 1 million shares and 50-50 ownership.

Therefore, more shares will have to be issued to the founders, since they need to hold 2 million shares to properly reflect the agreed valuation. The company’s attorneys will revise the corporate charter to declare a common stock split, with each common shareholder being issued an additional share of stock for each share currently held. This will result in the founders holding 2 million shares of common stock and the investors holding 1 million shares of Series A Preferred.

From this example we can derive a number of formulas:

$ Invested = Number of Preferred Shares to Be Issued to Investors

Total Number of Shares Outstanding Post-Financing = 
Post-Money Valuation x Share Price

Post-Financing Number of Shares for Founders (or Existing Shareholders) = 
(Pre-Money Valuation/Post-Money Valuation) x Total Number of Shares
New Shares to Be Issued to Founders = 
Post-Financing Number of Shares Required – Shares Owned Before the Financing

Suppose that after significant negotiation the founders are able to reach agreement with the investors on a pre-money valuation of $3 million. The math would change as follows:

$ Invested = $1 Million = 1 million shares of Preferred Series A for Investors

Post-Money Valuation = $3 Million Pre-Money Valuation + $1 Million Invested = $4 Million

Share Price = $1

Total Number of Shares Outstanding Post-Valuation = $4 Million x $1 = 4 Million

Post-Money Total Shares for Founders = $3 Million (Pre-Money)/$4 Million (Post-Money) 
x 4 Million (Total Number of Shares) = 3 Million

Thus, for the founders, due diligence and successful negotiations can mean the difference between ceding 25 percent and ceding 33 percent to investors in the Series A financing. While it is important to negotiate reasonably in your own interest, founders should never lose sight of the value of obtaining a commitment and closing the financing. Too much focus on increasing the pre-money valuation, and thereby reducing the amount of dilution suffered, can lead to alienating investors and failure to obtain needed capital.

Type of Securities Issued to Investors

As described above, when a corporation is formed, the founders receive shares of common stock. These common shares represent shares of ownership in the company. Investors usually receive “preferred” shares in exchange for the dollars they put into the company. These shares are preferred in the sense that they are entitled to a number of rights and privileges that the common shares of the company are not entitled to receive. The primary effect is to make the preferred shares more valuable than the common shares. Key rights of the preferred include the right to get the invested money back before founders begin to share in the proceeds, the right to block certain moves by management, the right to share in any sale of the company’s stock, and the right to force a public offering if investors feel that the timing is right.

Size of Deal – The Amount of Money Invested

The Series A financing can be the most expensive money ever raised by the company, particularly if the firm is successful and continues to meet its revenue and other targets. Accordingly, it is wise to take no more money than is necessary (as is true with any round of financing) to enable the company to reach the next time when it should raise a round of financing.

Not surprisingly, entrepreneurs are known for their tendency to underestimate the amount of money they will need to get the company to the next financing event. Venture capitalists are known for counseling entrepreneurs to calculate carefully how much money they need and then double the amount. Experience shows that development, marketing, and sales seldom go as fast as entrepreneurs expect them to, so accepting a larger investment and coping with higher dilution is a reasonable hedge against a less favorable outcome.

For example, suppose that you convince your investors that our Series A financing in the example above should be $500,000 rather than $1 million. The founders have essentially contracted to produce the results needed to facilitate the next round of financing. In essence, the management team has significantly increased the pressure on itself. If the money runs out and the targets visualized when the Series A was done are not in sight, the conversation with the venture capitalists will be more difficult. This could even result in a “down round,” costing the founders even more of their equity position than accepting a larger Series A would have.

Subsequent Rounds of Financing

Any subsequent, or “follow-on,” rounds of financing involve the same process as our Series A example above. In our example above, we agreed to a pre-money valuation of $2 million, received $1 million in investment, and therefore created a post-money valuation of $2 million (pre-money) + $1 million ($ invested) = $3 million.

Problem for Consideration – Series B Valuation and Dilution

Suppose that our company has successfully met most of its development and revenue targets that were set upon the conclusion of the Series A financing. This performance will provide the team with additional negotiating leverage. Before the chaos of the dot.com bubble, the average increase in value for a company that was meeting its targets and satisfying its investors was approximately 67 percent.

Recall that after our Series A, 66.7 percent of the equity (in the form of common stock) was in the hands of the founders, and 33.3 percent was in the hands of the investors.

Questions on the Problem

1. If the Company negotiates a 67 percent increase in value from its current valuation, what will the pre-money valuation for the Series B financing be?

2. What percentages will the founders and the investors own if the company raises 
$2 million in the Series B round?

3. Assume instead that the company raises $3 million in the Series B financing. What will be the ownership percentages of the founders and the investors?

4. Suppose the company negotiates a 100 percent increase over the previous post-money valuation. How will this affect the ownership percentages of investors and founders?

Down Rounds – What Happens When Things Don’t Go as Planned

Unfortunately, entrepreneurial optimism is often forcibly introduced to the realities of building a company. Problems in developing and perfecting a product cause delays in the start of the sales cycle, or sales don’t take off due to personnel issues in the sales team or leadership. Problems such as these affect the risk taken on by the investors, so the price of obtaining their money will also be affected.

In practical terms, a down round means that the company sells stock to investors at a lower price per share than they sold shares in an earlier round of financing. This event will trigger a provision in the financing documents referred to as “price protection.” Price protection is invoked to protect investors in previous rounds when shares are sold at a lower price than they paid.

This is accomplished via a mechanism called a ratchet. Ratchets come in several forms and vary in exactly how much they protect investors, but the most common form is called a “weighted-average ratchet.” Examining all forms of the ratchet is beyond the purposes of this document, but a weighted-average ratchet is considered to be more reasonable and fair to entrepreneurs, because when figuring out how to reset the price for investors in a previous round, it takes into account how much money is being raised in a new financing. A full ratchet, however, provides that the sale of shares at a lower price than previous rounds will revalue all previous shares sold to the lower price.

Example of Weighted-Average Ratchet Price Protection

Think back to our initial example of the Series A financing with these characteristics:

· $2 million pre-money

· $1 million invested

· $3 million post-money

· 2 million shares of common held by founders

· 1 million shares of preferred held by investors

· 3 million total shares

· Post Series A share price of $1/share

Suppose that due to several problems the company has encountered, the investors have agreed to invest, but at a reduced price based on the increased risk. The investors have put a term sheet on the table to invest $2 million in additional capital at a price of $0.50 per share. The term sheet also includes full-ratchet price protection. In this scenario, what will happen to the capital structure of the company?

The new financing of $2 million will yield (2,000,000/$0.50) 4 million new shares. Based on this sale of shares alone, the founders will now own 2 million of 7 million shares outstanding (3 million total shares outstanding pre-Series B + 4 million new Series B shares). Note that the common shares of the founders are not adjusted by the price protection provision. Prior to this financing, the founders held 67 percent of the shares of the company, but after it they will hold only 2,000,00/7,000,000 = 29 percent of the Company’s outstanding shares.

This is not the end of the application of the price protection provision. Recall that the Series A investors paid $1 per share for 1 million of Series A Preferred Stock.  With a full-ratchet price protection, each of those 1 million shares needs adjustment. Because the 1 million shares are presumed to have been purchased for too high a price, the following adjustment will be made:

1,000,000 x $1/share = $1 million spent/$0.50 new price = 2 million shares total for Series A.

To accomplish this, the company will have to issue 1 million new shares of Series A Preferred to complement the original 1 million shares. Now the total shares outstanding will rise to 8 million, with the founders still owning 2 million. Thus, the full-ratchet price protection will decrease the founders’ collective ownership from 67 percent to 25 percent.
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