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Preface

Over the past two decades, access to capital for emerging growth and middle-market companies has vacillated based on the ebb and flow of the broad stock market and the liquidity and tightness of the credit markets. Even through the boom and bust of the Internet, availability was not constrained as it has been for the past nine months. As we update this second edition of the Handbook of Financing Growth, we are experiencing a period of financial challenge not seen since the Great Depression . . . and while there is arguably the greatest amount of capital ever focused on emerging growth and middle-market companies, literally hundreds of billions of dollars,1 the hurdles to accessing this capital have never been higher.

The difference today is one of gaining access, not just one of getting a better deal or better terms. This applies to both debt and equity from a wide range of sources: from commercial banks to asset-based lenders to specialty finance companies; from growth equity investors to venture capitalists to strategic partners.

In spite of the current economic turbulence, the authors of this handbook continue to share an enthusiasm and positive outlook for the growth and vitality of America’s emerging and middle-market companies. And we believe that for those companies that are proactive and well positioned, there is likely capital to be found. For those that need help getting their house in order and need to strengthen their position and focus, we have added a discussion in several sections with tools and ideas in hopes of assisting and guiding you, your team, or your clients in the right direction.

Within these pages, we introduce the full spectrum of funding alternatives available to emerging and middle-market companies, and we present practical strategies and techniques as you consider capitalization and the growth of your or your client’s company. In addition, we have bolstered the content on preparing a company for a transaction and introduced new sections to specifically address acquisitions and exits. Given the gyrations in the commercial banking world, we have also added a number of new cases to highlight viable alternatives to traditional bank debt.

Our approach to funding a company, acquiring a business or creating shareholder liquidity is process based—driven by the use of funds, the stage  and industry of the company, and the investor objectives, always with an eye towards creating value. We have written this handbook primarily from practical experience and empirical data; and we have included some basic corporate finance theory that is helpful as a foundation in understanding some of the topics discussed within the body of the book.

The focus is on companies with revenues ranging from zero to about $500 million, deemed start-up through middle-market. Representative companies are those in the INC 500 and the Forbes Small Business 100, venture-funded companies, and those many thousands of companies funded with friends’ and family money and hard-earned savings and sweat equity.

We find that many competent and successful businesspeople commonly misuse terms and have misconceptions about basic aspects of corporate finance. Many times we hear the leader of a company discussing the alternatives for funding the next stage of growth in the business and mentioning venture capital. The fact is that very few companies are a candidate for venture funding and even fewer actually obtain it. Based on anecdotal data, we estimate the funding rate of business plans submitted to venture capitalists to be in the 0.2 percent to 0.5 percent range, or 1 out of 500 to 1 out of 200 companies.a Even with such a low funding rate, do not give up! We also hear stories from entrepreneurs who just do not understand why their bank will not lend them the money they need to hire the next round of employees required to support their growth. If only these folks understood the role of the bank or the type of companies that venture capitalists actually invest in; if they only understood the full range of financing alternatives and how to obtain the right type of funds for their needs at the right time.

This handbook is meant to address these questions and to provide the basics of corporate finance as well as to provide strategies with which to fund all types of viable operations at the various stages of the company life. In addition, we drill down into the details to illustrate how to execute a financing plan. We desire to provide the reader a solid foundation and perspective from which to address capital structure questions and the financing needs of the company.

You will note a series of recurring themes with regard to financing. These apply both to those who are operating managers reading this handbook and to those advising and supporting the company. These themes are a bit of motherhood and apple pie, but they are central to successful fund-raising:1. Establish and follow a process.
2. Start raising capital before you need it. 
3. It is relatively easy to get an audience with investors compared to getting funding. Be prepared for the tough questions and know your business (get your house in order):•  Know your market and competition (details).
•  Know your weaknesses and have a solution.
•  Define a clear use of funds (this leads to alternative capital structure and funding sources).
•  Be able to explain your strategy.
•  Identify relationships and levers (this sometimes reveals funding sources and partners).
•  Prepare the management team and rehearse your presentations.


4. Select only a few prospects; otherwise you waste time and get a reputation for shopping the deal.
5. Know what kind of money you need and how it plays into the overall capital structure of the company.
6. Sample the market for acceptance and issues; listen to criticism and learn. Go to sources where you have relationships for quick and candid feedback. Look for trends.
7. Be realistic regarding valuation, issues, strengths, weaknesses, and timing.
8. Have alternatives and be creative.
9. Follow the operating principles of “do what you say you are going to do” and “no surprises.”


All of this can be summed up into a single word: credibility. There is no substitute for solid operational performance. Given this importance, and new to this second edition, we introduce and describe our approach to business planning and the alignment of strategy with resources, supporting and highlighting the front end of our financing process.

We believe we saw an infrequent occurrence with the Internet bubble where companies (dot-coms) could raise capital without regard to business execution; those days have passed! There may be some reading this handbook who think they would be lucky to obtain financing of any type; we would challenge you to look at some of these basic issues to determine the root cause of your struggle. Many times the discipline of an institutional investor (equity or debt) forces management to address the hard issues and to better operate the business. If as an operator or leader of a company you can do this prior to obtaining outside financing, you may be in a stronger position to choose your financial backers and to defend a more aggressive valuation. Once again, we are talking about the credibility of management and leaders.

Our target audience is the leaders, managers, investors, and advisers of and to these companies, and those aspiring to one of the many roles in building these firms. More specifically, and by its title, this work is a  handbook, written for entrepreneurs, founders, presidents, CEOs, CFOs, members of a board of advisers or board of directors, lenders, investors, attorneys, accountants, consultants, investment bankers, commercial bankers, controllers, and senior management. In addition, we believe this handbook is a useful resource for students in college and professional education courses focused on entrepreneurial and growth companies.

However, unlike either the encyclopedic or the 1-2-3 Home Depot-esque guides that the term handbook connotes, this document strives to be far more than that. It’s a combination—part reference guide and part repository of practical information and applied research. The contents range from comparative financing vehicle tables charted on the risk-return continuum to detailed capital instrument definitions to a showcase for real case studies. In our collective opinion, the theoretical without the practical would potentially skew the reader’s perspective, or worse, offer incomplete information. To further drive key points home, we have continually tried to pepper the text with comprehensive examples from both successful and unsuccessful companies.

The financing growth portion of the title reinforces our focus on the growth aspect of a business and which financing alternatives are most appropriate. Not only will capital structure differ by industry and by life cycle of a firm, but also by the risk tolerance of the executive team and investors. Peace of mind and security might be more appropriate in the short run than a perfectly optimized mix of debt and equity, or worse, a strategy that leverages assets to their greatest extent possible in order to maximize value. Of course, these same executives must concurrently balance their psychological needs with investors’ requirements, internal rates of return, and actual shareholder returns.

Part One of this handbook, “The Financing Process,” provides a detailed description of the steps followed in an ideal scenario. We start with an overview of strategy and the importance of defining the objectives of the company and the various stakeholders. Then we transition to a discussion of the use of funds and addressing risk issues. To support this section, we provide a refresher or summary overview of corporate finance in Appendix A. Much of this content is derived from work by Aswath Damodaran in his text Applied Corporate Finance.2

Aswath Damodaran is a professor of finance and the David Margolis Teaching Fellow at the Stern School of Business at New York University. He has received several awards, including the NYU Distinguished Teaching Award in 1990, Stern’s Outstanding Teacher Award in 1988, and the  Professor of the Year Award in 1988, 1991, and 1992. He also offers training programs in corporate finance and valuation at Deutsche Bank, Swiss Bank, Credit Suisse, JPMorgan, and Smith Barney. A former instructor at the University of California at Berkeley, he has written several articles for many of the nation’s leading financial journals.

We chose not to reinvent the wheel when it comes to the basics, but to use Damodaran’s extensive research in this area. We provide a theoretical and practical discussion surrounding capital structure (the design of the balance sheet—i.e., the mix of debt and equity used to fund shareholders’ objectives). We place emphasis on the spectrum of funding instruments, sources, and expected rates of return, followed by suggestions on the use of third-party experts. Lastly we address closing the deal, managing the relationship with the investors/lenders, and exiting or repaying the funds.

Part Two, “Case Studies,” provides real examples of transactions with companies in varied stages and industries; this provides the backdrop for a meaningful discussion. Part Three, “Financing Source Directory,” is an extensive list of actual funding sources. It’s accompanied by access to our online database.

In Appendix B, we provide a short tutorial regarding financial statements and reporting. Appendix C contains a note about calculating the discount rate used in valuing emerging growth and middle-market privately held companies. Appendix D is a reprint of an article titled “How Fast Can Your Company Afford to Grow?” illustrating how to determine the maximum rate of growth for a particular company based on internally generated cash flow. In Appendix E we present some observations and thoughts about financing start-up companies. We added Appendix F to provide an overview of generally accepted accounting principles (GAAP) and some insight into the planned transition to international standards.

Finally, an extensive Glossary provides a guide to the most common terms used in corporate finance and a practical definition for each.

We want this handbook to be a reference and guide for you as you develop and execute the financing strategy and plan for a company. Further, upon completion of reading this handbook, we intend that you will have the basic tools to structure a company’s balance sheet to meet its objectives, and the direction to find the required funding.

It is worth noting that where applicable we have adapted content from select writings of specialists in various fields. Though we are knowledgeable in every aspect of the financing process, we want to ensure the reader is receiving information from the most qualified sources with a contemporary perspective. In addition, we have reached out to the investment and lending communities as part of our primary research to capture current data, actual  examples, and an industry-based perspective to counter our own experiences and biases.

We are always receptive to questions and comments, so do not hesitate to write us at: khmarks@HighRockPartners.com, lrobbins@Wyrick. com, gfernandez@HighRockPartners.com, jfunk@HighRockPartners.com, or swilliams@HighRockPartners.com.

 

KENNETH H. MARKS
LARRY E. ROBBINS
GONZALO FERNÁNDEZ
JOHN P. FUNKHOUSER
DELBERT “SONNY” WILLIAMS

Raleigh, North Carolina
June 2009
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PART  One

The Financing Process




CHAPTER 1

Introduction

For emphasis, we want to point out that there is no silver bullet in funding a company. As much as we would like you to believe that every fund-raising follows the same consistent process, it is just not true. However, what we will do is provide a view that is fairly representative of the key steps that need to be considered and how to navigate the process. In practice you will find that some steps are conducted concurrently with others, and some steps are conducted rather informally. What we have attempted to do is explicitly show the key steps and provide guidance for each.

With that said, Figure 1.1 provides an overview of the financing process (we call it the Growth Capital NavigatorTMc; more information available at www.GrowthCapitalNavigator.com) from the perspective of the issuer and is comprehensive in that it indicates the steps for raising equity; debt placement will be a subset of this process depending on the transaction type. In many instances you will see the word investor used interchangeably for either an actual investor or a lender; the line of distinction blurs depending on the characteristics of the deal. We have chosen to segment the process into the following categories for discussion. You’ll note that this is also the organization of Part One of this handbook.

•  Planning and alignment—this includes valuation.
•  Acquisitions, recapitalizations, and exits acquisitions.
•  Capital structure.
•  Sources of capital.
•  Equity and debt financings.
•  Expert support.
•  Closing the deal.

FIGURE 1.1 Financing Process Flow Chart (more information available at www.GrowthCapitalNavigator.com)
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Steps 1 through 3 allow us to obtain a view of the current business and management’s plans. In step 1 we review the business plan, strategic initiatives, and shareholder goals and objectives. Step 2 is an analytical review of the current financial position of the company. In step 3 we seek to understand the forecasted performance of the company and the underlying assumptions. Combined, we should be able to define and understand:•  The financial position of the company.
•  The structure of the current balance sheet.
•  The specific use of funds.
•  What industry the company operates in.
•  The stage of the company.
•  The shareholder objectives.
•  Management’s strengths and weaknesses.
•  Management’s plans and view of the future.



In many instances shareholder objectives are not well articulated and need clarification, particularly as they relate to funding the business. Given that the focus of this book is start-up through middle-market companies (revenues up to $500 million), many shareholders are also senior managers of the company. Typical objectives include (1) addressing personal risk management issues while growing the business and (2) shareholder liquidity. These two topics have significant impact in answering the classic questions, “What is the right mix of debt and equity?” and “How do I avoid personally guaranteeing the company’s debt?” It is critical to understand these issues early in the process.

Steps 4 through 6 focus on comparing the company to its peers and determining variances. Once base information is collected regarding the industry, the stage is set for a discussion with management about the realism and ranges of potential outcomes, and why they may vary compared to other similar businesses. This discussion should result in the ability to analyze multiple scenarios and determine the variability (risk) in achieving management’s forecast. In step 7 we update the assumptions and agree on the financial forecast that we will use in the fund-raising process.

Step 8 helps to determine a range of valuations for the business as an entity. This is critical in bringing alignment of expectations among shareholders, directors, management, and supporting advisers.

In step 9, we assimilate all of the prior steps into a target capital structure and some fallback scenarios. In steps 10 through 12 we test the market as a reality check and determine the likelihood for success given our chosen strategy. The company is looking for an indication of interest on the part of potential investors/lenders. This may be an iterative process, the downside being the risk of the market perceiving that you are shopping the company. There is a delicate balance in having sufficient alternative sources without overexposing the company to potential investors/lenders. If this happens, you may not be taken seriously or may be taken seriously by only the less than optimal sources. In Chapter 7 we address the use of experts in the financing process. They can be invaluable in testing the market and potential alternatives, as well as providing an added perspective.

Once the financing strategy has been solidified and initially tested, a so-called book is created to present the company and solicit formal responses; these are steps 13 and 14. In the event that the funding required is solely debt,  and depending on the type of debt, an abbreviated amount of information will be required from a traditional book and then some additional financial detail will be added.

Steps 15 through 17 focus on management’s presentation of the company during the financing process. Steps 18 through 22, addressed in Chapter 8, are about negotiating, closing the deal, and managing ongoing investor/ lender relationships.




CHAPTER 2

Planning and Alignment (Begin with the End in Mind)

While this book is not specifically focused on how to analyze a company or how to develop a company strategy, we are providing an overview as it relates to the financing process and to prompt your thinking as you consider the corporate financial plan of your (or your client’s) business. Given the increased scrutiny by financing sources and overall tightness of the financial markets, we have elected to dig deeper in this second edition into the strategic and business plans a company must develop and present in order to attract the right capital resources.

The need to have company stakeholders act together has never been more important as you compete for capital in today’s market. There are many ways to approach planning and alignment of stakeholders; what is important is that you find a process or set of tools that work for your organization and use them. While we will discuss a process and techniques used by some of the authors of this handbook, there are others like those found in Verne Harnish’s book Mastering the Rockefeller Habits that are valuable and proven too. We will introduce and share a process we use called the Growth Strategy NavigatorTMd (GSN) (more information available at www.GrowthStrategyNavigator.com), which has been honed over the past 20 years and implemented with companies ranging from start-ups to multinational enterprises with more than half a billion dollars in annual revenues. This process tends to deliver the optimum balance between planning and doing, relative to the wide array of planning models available. A crisp, clear strategic plan with believable, transparent, and attractive growth performance linkages (past to present to future) in the business plan will serve to focus the company on the right things—even when facing turbulent market conditions and stiff competition for resources.

In addition, those same plans need to serve to align the company’s stakeholders to enable successful plan execution. Our experiences suggest that a key to true sustainable competitive advantage is a tightly aligned organization working on the right things at the right time. The objective is to achieve the ideal alignment—that Gold Medal status highlighted by James Collins in Built to Last (Collins Business, 2004), all with significant value creation being the end goal.




AN OVERVIEW OF THE PLANNING PROCESS 

Figure 2.1 depicts the key elements of the planning process. We provide some background here and then transition to the process in the following section. This treatment of the planning process presumes senior leadership has already established a compelling vision and mission to ensure a solid linkage to the intent or aim of the business. Revisiting these foundational concepts is important with each planning cycle.

In its original sense, strategy (from the Greek word strategos) is a military term that describes the art of the general. It refers to the general’s plans for arraying and maneuvering his forces with the goal of defeating an enemy army. Not surprisingly, businesses have embraced this notion of strategy, defining it as a plan for leading, controlling, and utilizing resources for the purpose of promoting and securing the vital interests of the business. Ideally, one seeks (per Michael Porter of Harvard) a broad formula for achieving a competitive edge, “. . . deliberately choosing a different set of competitive activities which creates a unique and sustainable mix of value....”.1 We call this redefining the race, as you will see later in this chapter. With the company vision, mission, and values serving as its foundation, the strategic plan strives to provide the three- to five-year strategic (competitive) initiatives in broad stokes along with the expected value-creation (financial and nonfinancial) outcomes.

In contrast, the business plan (or one-year operating plan and budget) links to the strategic plan by outlining the detailed actions underlying the broadly stated strategic initiatives that must take place over the year in order to achieve Year 1 objectives. The key elements of the business plan are mainly functional improvement plans coupled with resource assignments, project milestones, final due dates, and expected benefits against projected costs (capital and expense).

 FIGURE 2.1 The Strategic to Business Plan Cycle Source: High Rock Partners, Inc. Copyright 2009.
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A summary bridge from the prior year to the Year 1 goals is valuable in order to provide all stakeholders a clear understanding of the buildup of the annual budget. Finally, it is vital that the business plan have a relatively painless means by which to track progress of the projects, leading indicators, and metrics against the goals. It is also vital to develop “what if . . .” contingency plans at this stage in the event that select initiatives do not evolve as originally planned.

To achieve the critical alignment necessary for solid plan execution, the strategic and business plans need to be developed in a collaborative manner with those stakeholders (all levels of the organization) who will be responsible for implementation. In some cases, the planning teams extend beyond the walls of the business involving key stakeholders in the customer, financial, and supplier communities. In the end, the plans must cascade seamlessly across all business functions as depicted in Figure 2.2. Accordingly it is recommended that the strategic and business plans be developed in a so-called bottoms-up fashion, using team collaboration tools to ensure participants have a keen understanding of their role in, and a commitment to, a successful plan.

FIGURE 2.2 Strategic Alignment Elements
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STRATEGIC PLANNING 


The Modern Strategic Plan Aim 

The Growth Strategy Navigator™ is illustrated in Figure 2.3 with steps 0 to 4 focused on the key elements of the traditional strategic plan as reflected earlier in Figure 2.1. Step 5 provides the detailed one-year business plan and step 6 organizes the means by which to monitor plan progress. The process is deceptively simple in appearance with the ability to solve very complex problems. It is also important to note the typical iterative nature of steps 3 through 6 as the plan unfolds, leading the organization to a robust outcome.

In the past 30 or so years, the emphasis of strategic plans has shifted from the structured and controlling nature of managing the business to the more challenging but liberating and effective emphasis on leading the business. In this shift, the value creation targets must be presented in such a way as to compel others to strive for their achievement with the passion intended by the authors of the plan. Is the cause a worthy cause (the vision)? Further, the stakeholders of the company want to make certain that value is created in a way that promotes a healthy, ethical, and fulfilling environment (the values).

The strategic plan, typically authored by key multidisciplinary leadership teams chaired by the CEO/CFO and led by an independent facilitator, FIGURE 2.3 Growth Strategy Navigator™ Process Overview

Source: High Rock Partners, Inc. Copyright 2009. (More information available at  www.GrowthStrategyNavigator.com.)

[image: 005]

provides the company stakeholders with a three- to five-year map outlining the following:•  The direction the business is headed (the value creation targets).
•  Why it is going there (the vision and mission).
•  How it is expected to get there, in broad terms (competitive strategic initiatives).
•  How we are to behave while executing the plan (the values).
•  Milestones (leading indicators) to guide the journey.



The more visual the strategic plan, vision, values, and leading indicators, the better. Done well, these visual representations help communicate a consistent message no matter what part(s) of the globe your business is located.

Going further, robust strategies recognize that waters might get choppy along the way. Turbulence can come in the form of major and sudden shifts in market conditions (i.e., the post subprime lending debacle), customer demands (i.e., the auto industry and changing vehicle feature preferences), competitive behaviors (i.e., low-cost country competition), and/or influences external to the industry (i.e., changing regulatory agency demands, commodity cost increases, monetary exchange shifts, or shifts in capital availability). Financial investors, customers, employees, and suppliers want to see that management has thought through these kinds of events and run scenarios.  Is your plan fluid with contingencies and allowances in the event things do not go as expected? In the words of Jack Welch, does your plan allow for “the genius of the and”? How can I overcome this unexpected road-block and hang on to the original goals? What are the allowances for the unknown?

In addition, consider the implications, relative emphasis, and importance of the key management factors as illustrated in Figure 2.4 and how they relate to your strategic and operating plans. Neil Churchill and Virginia Lewis’sFIGURE 2.4 Management Factors and Stages of Growth

Source: Five Stages of Small Business Growth by Neil Churchill and Virginia Lewis (Harvard Business School Publishing Company, 1983), all rights reserved.
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research addresses the importance of these factors in growing businesses from start-up through middle-market stages:2 •  Cash and business resources.
•  Matching of business and personal goals of the owner.
•  The competency of the owner/manager and his or her ability to delegate.
•  The quality and diversity of management.
•  Systems and controls (infrastructure).
•  Strategic plan.



A strategy need not be brilliant, as long as it is sound, is well conceived, and avoids the obvious errors. The key is not to make the really dumb mistakes. Here is a list of eight common traps in strategic planning, to be used as a reality checklist as you contemplate your plan.3

1. Failing to recognize and understand events and changing conditions in the competitive environment.
2. Basing strategies on a flawed set of assumptions.
3. Pursuing a one-dimensional strategy that fails to create or sustain a long-term competitive advantage.
4. Diversifying for all the wrong reasons. Ill-considered diversification strategies, based on growth for its own sake, or portfolio management strategies often create negative synergy and a loss of shareholder value.
5. Failing to structure and implement mechanisms to coordinate and integrate the core processes and key functions across organizational boundaries.
6. Setting arbitrary and inflexible goals and implementing a system of controls that fails to achieve a balance among culture, rewards, and boundaries.
7. Failing to anticipate the need to upgrade management skills at the next growth stage by hiring new talents to overcome and bolster in-house weaknesses.
8. Failing to provide the leadership essential to the successful implementation of strategic change.
In summary, as leaders our job is to build a coalition to promote and realize the value creation aims of the business no matter what circumstances arise along the way. In that vein, the strategic plan must be crisp, fluid with the surroundings, and ultimately seen as a worthy and doable challenge. The strategic plan serves as the primary tool to build the necessary coalition, both while developing it as well as in communicating the finished plan; the blueprint for success lies in the plan development process.

From this umbrella plan you can then develop the underlying strategic product, marketing, operations, IT, human resource, and finance plans. All of these plans must be in lockstep if the company is to achieve its goals; this is easily stated but not so easily done (and in many cases often not done). The leadership rubber starts hitting the road as management assigns teams from the various parts of the organization, sometimes with competing allegiances to the silos of particular disciplines (i.e. finance, sales, engineering, operations, HR, etc.).


The Decision-Making Template and Team Norms 

The heart of the GSN herding, silo-busting, aligning benefits lies in the manner in which key decisions are made, where multiple opinions must ultimately be narrowed to ensure an appropriate level of focus.

The greatest challenge perhaps is to ensure a balanced input from all key participants. The facilitator must tame the meeting hog and pull participation from the silent majority. No debate is allowed during brainstorming. Debate comes as the team begins to group common brainstorm inputs and prioritize key decision input points, weeding out those of lesser significance and ultimately arriving at the critical few. The team must never be allowed to leave without a consensus decision to which all have verbally committed.

Caution: In every team, there are always one or two who already have all the answers and tend to get frustrated at the lack of speed. They erroneously equate quick decision making with effectiveness. There are always those who want to jump to step 5, The Detailed Business Plans. We refer to these teams as “2 Steppers” who have limited patience for gaining a solid foundation for success provided by steps 0 thru 4. They hearken to the “doing” as represented by step 5 for the sake of saving time, which is ultimately lost several fold in the execution phase (too late then). The process helps discipline the team with associates and participants who tend to provide solutions before we have agreed where we are going or who indicate they have no resources when we have not even considered potential alternatives by which to get there. There are those (the many) who feel conflict in an open meeting is a sign of misalignment. But this is absolutely not true. Constructive and healthy conflict, differing opinions and experiences are the essentials for optimum decision making in organizations that are built to last. It is in a team’s diversity that its strength lies. Failure to ensure that a lively debate takes place diminishes the passion and diversity often needed to make decisions effective in the long run. The process should enable and equalize the voices of all key plan constituents.

 

Setting the Foundation Before beginning the heart of the planning, steps 1 thru 6 we have found step 0, foundation setting, to be one of the most difficult yet necessary steps, to ensure that all planning members agree to the End in Mind before Starting. The ease (or difficulty) in achieving a robust plan will often depend on the good work put into foundation setting, remembering that all steps build upon this foundation. This step challenges the strategic planning team (typically the key organization executive decision makers with reps from all functions) to begin with the end in mind. Sounds simple enough, but we have found that this step, through brainstorming, often uncovers major differences in perception (misalignments) as to where the business is headed and why. Thus this step, many times with the help of an independent facilitator, challenges the group to convey up front:•  Where we want to be in three to five years (in general quantitative and qualitative terms).
•  Our primary value proposition.
•  Our major concerns and potential roadblocks.
•  A summary of key plan enablers and expected results.



This step also requires outlining the meeting norms expected during the planning process. Sounds trite, but we have found it quite valuable in order to stay on track and encourage lively, balanced debate.

The foundation setting phase must ensure up front that the leadership team members have a common understanding of and commitment to (passion for) the value creation expectations of the strategic plan. This process can take from a few minutes upwards to several hours, depending on the complexity, professional maturity, and alignment of the team. The process can be painful for new or fractioned teams (organizations with entrenched silos) but the pain is necessary right here, right now. Otherwise the company suffers unrecoverable losses attempting to execute without alignment around the vision.

 

A Special Note on Value Proposition In Jim Collins’ book Built to Last, he highlights the need for an organization to understand its value proposition as fundamental to developing a robust strategy. For all enterprises, no matter their product or service, there are three basic value propositions to consider:•  Low cost and operations excellence.
•  Innovative products/services.
•  Total solutions based on customer intimacy.



Like Jim Collins, we ascribe to the notion that while every enterprise should strive for continuous improvement in all three values, your chances for a breakout gold medal performance are increased exponentially if you select one value in which to set the benchmark performance. Accordingly, in step 1 and to be repeated in step 2, we challenge the organization to assess its assignments across the three values of total solutions, operational excellence, and product/service innovation.

 

Step 1: Current State We believe in a focused, data-driven, and objective assessment of the company’s current state. The current state works towards a common understanding of the company’s current strategic health as summarized by its strengths, weaknesses, opportunities, and threats (SWOT). This SWOT analysis involves considerable collection of information outside of the formal meetings. As reflected in Figure 2.5, information is collected and presented regarding the following:•  Current and historical performance (financial and leading indicators).
•  External factors (emerging legislation, economic conditions, or competing technologies).
•  Relative competitive position (market share, differentiators, why we win or lose relative to their SWOTs).
•  Customer needs (price, quality, delivery, support, etc.).
•  Defined-market information (demographics, market size and growth relative to market segmentation of products, customer types, geography, etc.).



FIGURE 2.5 Current State Analysis

Source: High Rock Partners, Inc. Copyright 2009.
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The relevance of the data to where you want to go will enable a robust summary of key strategic issues from the SWOT analysis. These prioritized strategic issues will be used in step 3 as you start to consider various strategic responses and filter those that give you the greatest return on your investment—where should we focus our energies?

Given the nature of this handbook and the focus on financing, we have highlighted in the paragraphs following the need to develop a thorough understanding of the financial condition of the company “as is.”

 

Current Financial Position The financial evaluation of an operating company (versus a non-revenue-generating business in the development stage) begins with the analysis of the balance sheet, income statement, and statement of cash flows. You need to understand the company’s financial position relative to others in its peer group or industry. Examples of pertinent information include:•  What is the average number of days outstanding for accounts payable and what should it be relative to the industry?
•  What is the average number of days’ sales in accounts receivable, and what should it be based on a comparable group of businesses?
•  How much inventory is the business carrying relative to its peers?
•  How different is its basic business model insofar as it influences cash flow?
•  And the list goes on . . . .



The norm or peer group information can be obtained from various data sources such as Dun & Bradstreet, the Risk Management Association (RMA) (formerly Robert Morris Associates), and the Securities and Exchange Commission’s EDGAR database for publicly traded entities. In addition, it is important to ask:•  How leveraged is the business (i.e. what is the debt-to-equity ratio)?
•  Who are the current investors and lenders?
•  What is the capital structure of similar businesses?



Other information to obtain in the analysis of the financial statements includes:•  Is the company current in making payments to existing lenders?
•  Has the company defaulted on debt or payments in the past two to three years?
•  What level of debt has the company been able to service historically?
•  Are there any extraordinary activities or items that have affected historical cash flow or operating income—any windfalls or onetime negative items?



It is important that the current, historical, and forecasted financial statements comply with generally accepted accounting principles (GAAP), especially for comparison to other companies and reporting to outside lenders and investors. Compliance to GAAP is a given for public companies, though not the case for many private businesses. In addition, owner-related expenses and assets need to be normalized. Common issues surface surrounding owner compensation, where the primary stockholder is also an employee and receives compensation that is above or below market value for his position; in each case, that compensation needs to be adjusted to market value for planning purposes. Other common issues include failure to accrue all the liabilities of a company or to record expenses and revenue in the correct matching and time periods. It often makes sense to have a public accounting firm review or audit the financial statements annually to establish checks and balances on the integrity of the balance sheet data and to provide added credibility for outside parties considering lending to or investing in the company.

Lastly, the financial statements should reflect a company’s strategy and operations; they should be a testament to efficient management practices when compared to industry peers. However, mature companies go through transitions where new products are launched and others are deemed to be antiquated. Research and development costs can be cyclical. Early stage companies enter a business life cycle that takes the company through phases of growth with particular concentration on research and development, manufacturing efficiencies, quality systems, sales and marketing, and so on. Financial statements reflect how your company was yesterday and how it is today, and projections or forecasts reflect how the company is expected to perform tomorrow.

 

Step 2: Desired State Step 2 (in brainstorming fashion) begins to assign quantifiable metrics to the enablers (leading indicators) and end results linked to the step 0 Foundation Setting phase. It is recommended in establishing the Desired State that the team identifies meaningful benchmark and best practice data for leading indicators and financial performance (as discussed in step 1) to ensure an optimum and sustainable competitive position. While it may be necessary to set intermediate targets, the organization must be trained to keep their eyes on the “Best of the Best” in any given performance category. During this step we also establish the musts (i.e., we cannot violate company values). It is important that the desired state goals be prioritized (with an importance weighting if possible). This summary of  goals prioritized and weighted will be used later as the filter test for steps 3 through 6. Concurrently using the results of the step 1 SWOT analysis, the team should summarize the key roadblocks identified in working toward the Desired State.

Most important for raising capital is a deft understanding of the shareholder goals and priorities. The structure of a company’s balance sheet is directly affected by the type of owners of the business and their goals and objectives with regard to the business. A clear understanding of each owner’s (or beneficial owner’se) objectives needs to be articulated and agreed upon. Some particular expectations include anticipated length of the holding period, desire to participate in management decisions, expected dividends or disbursements, willingness to risk the capital invested, valuation (current and anticipated), social or community-related expectations, and vision for the future.

In one example, a group of engineers had grown a $10 million technology company from scratch in 10 years. They were near retirement and sought liquidity and less risk. This affected the financing of new equipment, working capital, and the potential recapitalization of the company. Exit was the obvious objective. They hired a professional CEO who was instrumental in successfully selling the company in a short period.

In another example, a growth company with $25 million in revenue is owned by a single majority stockholder who desires to pass the business to his children. This has specific implications as to the types of investors and financing sources he can use to fund the company’s continued growth, since the owner’s objective will preclude the eventual sale or exit of the business.

As you can begin to see, there are many scenarios and examples that lead to different capital structures. An understanding of the shareholder goals and uses of funds required will be a critical element of the filter test for step 3.

 

Step 3: Filtering—Determining the Optimum Strategic Initiatives Step 3’s effectiveness is founded on recognizing the following facts:•  There is usually a variety of initiatives by which a project can be driven to success.
•  The optimum process is measured against the desired state goals (the filter).
•  The final options must result in focus on only the key issues—those strategic responses that will matter the most.



Step 3 brainstorming and debates challenge the team (along with step 4) to identify the “genius of the and” opportunities by insisting on focusing on the critical few. How can I do this and that? Steps 3 and 4 working in concert inevitably change the resource restraint paradigms the team may suffer from in the beginning of the project. As indicated, focus is vital.

Figure 2.6 illustrates an example worksheet used to test potential strategic alternatives. The following are the key elements of step 3 attempting to arrive at the optimum alternative(s) and avoiding the error of simply justifying preconceived strategies (the order is important):•  Summarize and prioritize the key strategic issues (with importance weightings).
•  Summarize the Desired State results (prioritized with importance weightings).
•  In brainstorming fashion develop and consolidate a prioritized list of potential strategic responses to the strategic issues. Consolidate this list, looking for overlap but being careful not to prematurely eliminate a standalone potential response.
•  Begin the process of filtering each desired state goal against each of the strategic responses. Filter by goal (not by each strategic response) so that you can get a feel of relativity of each idea to contribute to the goal. Color coding is helpful in the review process: green meets or exceeds the goal, yellow is less attractive but still can contribute, and red signifies no contribution to the specific filter element being reviewed.
•  With the decision matrix coding complete and very visual you can now consolidate and prioritize those strategic responses most likely to achieve the desired results. Again, this must be done using any one of a wide variety of list consolidation and consensus tools. Voting is not allowed. Consensus of the team is a must before proceeding.



It is almost certain that financial and human capital restraints will be included as filter elements in any Desired State and subsequent filtering process. It is advised during this stage of the filtering process to not be too constraining in your appraisal of Good-Okay-No against financial and human capital elements. A subjective “gut feel” is all that is necessary to debate at this stage. Steps 4 and 5 will provide ample data and time to allow adjustments to the prioritized list if financial and human resource capital analysis suggest a shift in strategic responses. The good news is: We will be conducting more detailed analysis (which is time consuming) on only the strategic responses that matter. Ideally you will have a list of five to eight strategic responses. Keep in mind these responses will ultimately turn into detailed initiatives with a budget in steps 4 and 5. The fewer strategic responses the better, as you will most likely be able to execute fewer more effectively.

 FIGURE 2.6 Filter-Test Worksheet

Source: High Rock Partners, Inc. Copyright 2009.
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Step 4: Resource Analysis A primary issue that surfaces in failed strategy and planning is the lack of fact-based decisions with validated assumptions. Many growth company CEOs have grand plans but fail to realistically determine the source of funds that are required to put the resources and human capital in place, which is a prerequisite to execution and implementation. It is critical that strategies be developed based on data and not on wishful thinking. In step 4 a typical cost/benefit analysis summary of key strategic initiatives is developed. These costs are compiled and summarized into detailed plans to be once again filtered in step 5 for the final plan reality test.

With the key strategic initiatives established, the process of assigning initiative team champions can be completed, followed by an assessment of skills required and resource time investment estimates. Often there are some iterations between steps 3 and 4 to optimize the genius of the and; that is, resource restraints may suggest a greater degree of focus (drop or delay a strategic initiative). It is also important at this time to assess and highlight skill gaps that may be filled through training or new hires (permanent or temporary). Remember, there is always a way.

 

Step 5: The Business Plan The business plan serves to provide the balance needed to manage as well as lead the business—providing a rigorous and definitive outline of those tactics that need to take place in the short term (one year) to achieve the strategic plan goals, along with the metrics, timelines, and accountabilities that matter. By necessity we now spend a great deal more time understanding the numbers in front of and behind the plan as well as the bridges that get us to the objectives.

Of course, the business plan should represent a natural extension (outgrowth) of the strategic plan. This should enable continuity in holding on to the critical alignment of all constituents as we execute. The business plan formatting is often dictated by the key customers of the information—financial institutions, corporate headquarters, auditors, and so on. The format always includes the customary profit and loss statements, balance sheets, and cash flow statements as the ultimate indicators of value creation. Do not be a slave to these formatting demands. It is vital that leaders take the time to format plans that enable a coalition behind this plan day by day, month by month, and quarter by quarter by all constituents. What matters most is their understanding of and commitment to the key tactics underlying the plan (from the front line to the boardroom). The stronger this linkage... the greater the likelihood for success.

To cultivate a strong link to the strategic plan (which is typically owned by the senior level team in a top-down iterative manner), the business plan development should be deployed in a bottom-up iterative manner. This is where the balance of leadership and management is critical. Leaders point the troops in the proper direction, outlining the key strategies and key  measurement expectations while providing the necessary tools to do the job. Key values and boundaries are outlined consistent with the strategic plan. The managers and folks on the front line and in levels between coordinate the necessary tactics in an iterative way within the strategic guidelines provided and continually report status against goals along the way.

One last word regarding the business plan: While formats for reporting financials and leading indicators may vary, we have found formatting the presentation of numbers using the bridge concept in Figure 2.7 very useful. That is, when establishing a goal for the future performance, it should have a logical link to current and past performance via the bridge (actions necessary to create the Desired State). The simpler and more cohesive this information is, we have found, the less pain the business plan review becomes.

Once plan actions for the year have been agreed upon by the team, it is necessary to develop a schedule of quarterly expenses and investments for the planning period, showing the cash flow required. An example for a single initiative is shown in Table 2.1.

FIGURE 2.7 The Budget Bridge

Source: High Rock Partners, Inc. Copyright 2009.
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TABLE 2.1 Strategie Initiatives Cash flow Worksheet
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The value in this exercise is to force management to articulate its plan in a time-phased manner. In essence, the team has generated a use of funds for the project. The projects for a particular company can then be compiled to determine cumulative cash requirements and uses of funds needed to grow the business or meet its needs, including the timing of such funds. It is not uncommon (much like resource assessments in step 4) for plans to be adjusted following the time phased analysis.

Many times this exercise leads to a new perspective on the actual amount of financing required, the timing, and the alternatives to obtaining the cash flow. The information that is obtained from the compiled version of this is to be synthesized in the steps discussed hereafter. The approach just outlined, coupled with current financial statements and forecasts, provides the view to begin to determine overall capital requirements.

We have examples whereby a company claims it needs more working capital. The follow-on question is, “What is the use of the working capital?” The answer might be for inventory, to fund customer receivables, or to fund new staff to add services. The response directly affects the decision of what funding source(s) to pursue, and the question is partially answered in the process discussed earlier.

Given the approach we are advocating herein, the answer to these questions will become apparent as part of the financial plan. Keep in mind the use of funds as we continue through this handbook—it is a critical component in obtaining the right source of financing.

 

Step 6: Monitor the Plan As stated earlier, it is recommended that a firm present its business strategy and analysis in a crisp and clear visual manner. This communication is intended to illustrate the clarity of purpose necessary for alignment. The frequent communication of this strategic template enables an essential understanding of the business direction. The more compelling the strategy, the greater the passionate alignment evolves over time.  Figure 2.8 illustrates an example strategic business plan template visual seeking common clarity of purpose for a global manufacturing technology company.

Though last, this step is far from least. Management needs to monitor and make corrective actions real-time as the business evolves. We have used tools like project dashboards and scorecards to monitor leading indicators and performance metrics. A summary or snapshot dashboard should provide a visual representation of the vision, benchmark strategic goals, the budget, the strategic response dashboard, and balanced business scorecard. One view gives all a feel of the linkages and expected outcome of the planning process, ongoing progress, and tracking of real value creation.

FIGURE 2.8 Strategic Business Plan Template

Source: High Rock Partners, Inc. Copyright 2009.
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Summary In a July 2008 survey of over 3,100 CEOs across the globe, McKinsey & Company found that only one-third of the companies achieved the targeted goals of major strategic transition projects. The study further investigated the common success elements found for those transitions with favorable results, highlighting the following:•  Ensured very clear and inspirational goals were agreed on.
•  Engaged as many folks and levels of responsibility as practical very early in the planning process.
•  Promoted a standardized approach that also enabled flexibility (one size does not fit all).
•  Had crisp, clear follow-up metrics and fostered wide-open communication sessions.
•  Highly visible—engaged C-level executives.



The approach outlined in this handbook aligns and addresses these key elements throughout the strategic and business planning process, establishing a solid foundation for internally generating capital and for increasing your company’s chances of obtaining the desired external funds.




UPDATED FORECAST 

Following the financing process in Figure 1.1, we now have discussed steps 1 through 6 and are ready to take an objective third-party look at the target company forecast. We can then make any changes required based on the outcome of the sensitivity analysis and application of competitive and industry information, at the same time ensuring linkage to our clearly defined business strategy and plan. The updated forecast and its supporting schedules and work feed the discussion for entity valuation and capital structure.




BUSINESS VALUATION 

A key issue to address early in the financing process is the valuation of the company. In this chapter, we discuss the core concepts surrounding valuation and how to view the company and its equity. You will find that valuation is expressed as a range of values, not a single data point, based on a buildup of assumptions and different approaches. The valuation of the company in a transaction can be a deal killer if the company and its stockholders do not have realistic expectations. Unrealistic valuation expectations or overemphasis on the same may put off potential investors or buyers; when all else is equal, we argue that valuation is often less of an issue than are the terms of the deal.

For the purposes of this handbook, we are presenting the basic concepts as they pertain to the financing process—not intending for the reader to become a valuation expert, but rather to become conversant in the topic. Valuation is step 8 in our ideal financing process as indicated in Figure 1.1.

In concept, valuation is straightforward, but in practice it can be complex and subjective. We would counsel management and shareholders to obtain objective third-party assistance in determining a realistic range of values based on the specific needs and contemplated transaction(s) of the company.


Why Value? 

The first step in valuation is determining what you are valuing and why you are doing so. Reasons vary depending on the situation, but typically include the proposed sale of the company, a capital issuance selling part of the company (to public or private investors), incentive plans, to establish realistic expectations, a merger, litigation, or to establish a benchmark from which to improve operating performance or test a particular strategy.

For clarification, the entity value is equal to the market value of the equity plus the market value of the debt. Occasionally a company may have assets (whether on or off the balance sheet) that can be worth more than the operating value. Such assets are referred to as nonoperating assets. In discussions and negotiations, it is critical to be specific about these terms to avoid confusion over which value (of the equity, the debt, or both) and which assets (whether operating or nonoperating) you are referring to.


Approaches to Valuation 

There are several basic approaches to valuing a business, and subsequently its equity. Valuing a start-up is somewhat unique. We address this in Chapter 5 in the sections regarding angel investors and venture capital. For operating businesses, the three primary and interrelated approaches are:1. Adjusted book value (net assets).
2. Market value.
3. Discounted cash flow.


Adjusted Book Value Approach (Net Assets) Adjusted book value is often considered the minimum equity value associated with a company. The shareholders’ equity of a company is the difference between the assets and liabilities on its balance sheet as recorded at historical costs (net of depreciation and amortization). This difference is sometimes referred to as the company’s book value.

The various assets, such as real estate and machinery and equipment, can be adjusted to their current market values, and any nonoperating assets or off-balance-sheet assets can be adjusted to their current market values as well. The various liabilities can be similarly adjusted, and any unrecorded liabilities, such as embedded income taxes on appreciated assets, would also be noted.

The difference between assets and liabilities as adjusted to their current market value is referred to as adjusted book value. Adjusted book value is often a benchmark figure in negotiations over the equity value of a business. There can be a financial and psychological reluctance to sell a company at less than its adjusted book value.

When other valuation methods or negotiations give rise to equity values in excess of book value, intangible assets, sometimes lumped into a single concept called goodwill, are created.

 

Market Approach The market approach is based on comparing the value of the target company to those of other companies that have actually traded  within a reasonable period of time from when the value is being determined. Comparables are frequently conducted with regard to competitive companies or those in the same industry.

 

Discounted Cash Flow Discounted cash flow (DCF) is one of the most common valuation approaches for going concerns and is often used to determine the entity or enterprise value of a business. This approach presumes that a company’s assets and liabilities are assembled for the purpose of creating earnings and cash flow.4 DCF value is derived by forecasting the expected future performance of the business and determining the amount of cash generated in each future period after making all investments required to continue operating the company (i.e., the cash available to distribute to the owners of the company’s debt and equity). These expected future cash flows are discounted to a present value based on the required returns of investors purchasing similar assets, or at the appropriate discount rate for the projected cash flows. There is additional discussion about DCF in Appendix A.

The key drivers of a discounted cash flow valuation are the discount rate applied, the assumptions for the terminal value, and the expected cash flows to be generated by the company. The discount rate for the enterprise is typically derived by calculating the weighted average cost of capital (WACC), which is a function of the cost of debt and cost of equity weighted by the relative amount of each used to fund the company. The expected rate of return for the equity, also referred to as the discount rate for the equity, is derived from a formula called the capital asset pricing model (CAPM), which is influenced by interest rates, the stock market, and company-specific risks. The cost of debt for a privately held company is typically the stated cost in the terms of the note(s). We have provided a summary of the discount rate buildup for emerging growth and lower-middle-market companies in Appendix C.

Financial investors most often invest based on DCF or net asset values. Strategic and industry investors that have some additional method to gain value from a company may be willing to enter into transactions with values that include some type of synergy or strategic component. This is evidenced by the statistics mentioned in the corporate venture capital section of Chapter 5, whereby corporate venture capitalists sometimes invest at values substantially higher than those offered by traditional venture capitalists.

Earnings before interest, taxes, depreciation, and amortization (EBITDA) times a multiple is often used as a proxy or estimate for DCF valuation. This reference to EBITDA is often used as a rule of thumb in determining a company’s initial value. For EBITDA to be relevant for  discussion purposes it needs to be normalized for unusual and nonrecurring aspects of performance as well as for excess compensation (above market-based salaries) of owners.

Based on data from the Daily Deal (www.thedeal.com) regarding company transactions, historical EBITDA multiples from the past few years for the sale of emerging growth and middle-market companies have ranged from 5.1 to 8.0 on average. From other sources we see many deals that occur lower than 5.1. The data indicates that as a company increases in size, the multiple of EBITDA paid increases.

In most transactions, the investor or buyer will establish the financial value determined by DCF or net assets to use as a baseline for negotiations and benchmarking, even if they eventually propose a higher valuation. In addition to determining a company’s net asset value, there are alternate valuation techniques that can be used if the company is operating at a loss, such as options pricing.


The Valuation Process 

The major steps in a formal company valuation are as follows:1. Determine the purpose of the valuation.
2. Assess the current economic environment.
3. Develop a detailed understanding of the following aspects of the company:•  Industry. What industry is the company in? What’s happening to the industry in general? What are the observable trends? How profitable is the industry? Who are the key players? What threatens the industry? How does the target company fit into the marketplace?
•  Target company’s business. Where does the company add value to its customers? What are the key business processes? What is unique about the company? How strong is management? How is it positioned in its market?
•  Company’s financial performance. Restated financial statements adjusted for owner-related compensation and perks, related party transactions, and compliance to GAAP.


4. Determine management’s outlook and forecasts. Include an assessment of the underlying assumptions in management’s forecasts. Do the forecasts account for required capital, staff, and new equipment? Does management have a sales plan? If so, how realistic is it? How does the forecast compare to competitor performance?
5. Analyze similar deals and similar companies (including public company multiples). Include analysis of deals/transactions of like companies,  analysis of like company public transactions—most important for initial public offerings (IPOs)—and analysis of similar company transactions.
6. Evaluate and interpret the results. This will include developing a range of valuations based on projected future cash flow as a stand-alone business, developing valuation scenarios based on the maximum synergy of a strategic buyer or investor, and summarizing the valuation ranges based on type of buyer/investor and type of transaction.


Discounts and Premiums Another concept to understand is the relationship of discounts and premiums with regard to valuation and investments in a company. Figure 2.9 illustrates the relative relationship of these discounts based on public company multiples. This may help the reader understandFIGURE 2.9 Valuation Discounts and Premiums

Source: Chart designed by Z. Christopher Mercer. © Mercer Capital and Z. Christopher Mercer, 2004, www.mercercapital.com. From Z. Christopher Mercer, ASA, CFA, Valuing Enterprise and Shareholder Cash Flow: The Integrated Theory of Business Valuation (Memphis, TN: Peabody Publishing, LP, 2004), 363, www.integratedtheory.com.
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why it is generally inappropriate to directly compare public company multiples to those of private companies.

Public company multiples do not apply to private company transactions for the following reasons:•  Private company equity lacks liquidity.
•  Public company multiples are generally stated in terms of after-tax earnings. As mentioned earlier, private company transactions usually consider EBITDA, which is a pretax figure. In addition, many private companies are run for tax efficiency and require restating the income statement for a direct comparison to a public entity.
•  Public companies within a specific industry generally maintain capital structures (debt/equity mixes) that are fairly similar. That means the relative price-earnings (P/E) ratios (where earnings include the servicing of debt) are usually comparable. Private companies within the same industry, however, can vary widely in capital structure. The valuation of a privately held business is therefore frequently based on enterprise or entity value, or the predebt value of a business, rather than the value of the stock of the business, like public companies. This is another reason why private company multiples are generally based on pretax profits and may not be directly comparable to the price-earnings ratios of public firms.5 
•  Public companies are generally viewed as less risky given their size and access to capital. This is not always true with emerging growth and middle-market businesses.



Valuing Early Stage and Fast Growth Companies If you are considering venture capital (VC) as a source of financing, please see the section in Chapter 5 regarding venture capital valuation. Also, see the discussion about valuing early stage companies located towards the end of the “Angel Investors” section in Chapter 5.

The concept of minority ownership having a discount associated with it because of control (and liquidity in privately held companies) is generally true. However, in practice there tends to be an inverted curve where at some point the opposite holds true. For example, in early stage and fast-growth companies that are not generating cash flow at the go-forward expected rate, funds raised selling a minority interest in the firm are sometimes priced at a higher value than can realistically be obtained at that same time if the entire entity were sold. A possible and partial explanation of this phenomenon is that the terms of those investment rounds in a practical sense provide the investor with effective control of the business because of contractual rights gained.

Another possible and partial explanation is that the valuation that can be obtained for a sale of the entire company may possibly be higher than the minority investment value, but only to the extent the sale of control included a significant earn-out, which would be at risk of payment based on the future performance of the company. In this case, the paper value of the documents may show a calculated entity/control value higher than that of a minority investment, but the actual cash value of the business in today’s dollars is less than the control value.

Another key attribute to consider when evaluating this disparity in valuation of minority interests is that the cash payment for the minority interests by outside investors under the type of scenarios we are discussing is for new equity in the business, and that the cash is going into the business as new capital, not for the purchase of outstanding equity being paid to a third party as would be the case if selling the entire company. Other determinants of the value that may be negotiated for a minority investment are the type and sophistication of the investor and why they are investing (some angel and individual investors may agree to a higher valuation than a venture capitalist or institutional investor in the same round). Management of the company should be careful not to allow investors to buy into the company at a valuation that will later prove to have been too high, then be forced to sell stock at a lower valuation in subsequent fund raisings. This can create an awkward and contentious situation (called a down-round).

Generally, in early stage companies with negative earnings, discounted cash flow valuations tend to overvalue the company unless a very large discount rate is used (which is difficult to assess). This leads to the discussion of the valuation approach used by venture capitalists, presented in Chapter 5.

 

Transaction Valuation Transaction Valuationf is an alternative method for valuing businesses in the context of a merger or acquisition. In concept, the transaction value is the optimized value that simultaneously meets the multiple objectives of the buyer and seller. It uses the discounted cash flow technique, often known as the income approach, but its execution and implementation include additional value drivers.

The Transaction Valuation method uses the DCF technique but, unlike current methods, it does so in compliance with the basic principles of discounting, which is time value of money. Discounting should be applied to cash outflows and inflows, not to available cash flows. To compute distributed cash flows, one has to consider debt amortization and debt priority. These variables are absent in most other techniques utilized today. Further, Transaction Valuation recognizes that a buyer and seller will not exchange a property unless capital is available and debt can be serviced. Specifically, in Transaction Valuation:•  DCF is applied to distributed cash flow, not to available cash flow.
•  DCF is applied to buyer’s cash flow, not seller’s cash flow.
•  Seller’s capital structure, or industry average capital structure, is not used because such use is a violation of the Modigliani-Miller theorem of finance.
•  Weighted average cost of capital (WACC) is not used as a discount rate because WACC discounting ignores debt repayments and the changing capital structure.
•  Terminal value is not calculated using the Gordon Growth Model or the capitalization method, or by assuming an exit price multiple. Instead, terminal value is calculated through an iterative process by recognizing that price multiples are constant in perpetuity.
•  DCF is necessary but not sufficient to determine value. Value is impacted by additional market-driven variables like debt availability, debt-service, equity availability, transaction structure, organization structure, and tax policy. These variables are an integral part of the Transaction Valuation method.
•  The Transaction Valuation method satisfies the seller’s objective of maximum value while simultaneously satisfying the buyer’s objectives of minimum equity infusion, achieving targeted return on equity, ability to fund the total transaction, and ability to service the debt and meet lender requirements.
•  The Transaction Valuation method determines the enterprise value, required buyer equity, amount of debt that can be supported, and the optimal capital structure.



The Transaction Valuation method is implemented using optimization algorithms and iterations to satisfy the business seller’s objective of maximum value subject to satisfying buyer’s multiple requirements.

A commercial software package that uses the Transaction Valuation method is Business ValueXpress™ (BVX) software. BVX prepares buyer’s pro forma financial statements using standard accounting methods. It calculates actual equity return on a cash-in, cash-out basis using the cash flow statement. BVX then tests the financial statements for multiple requirements of buyer, seller, and lender. If all requirements are not satisfied, BVX prepares a new set of pro forma statements by changing equity and enterprise value, and continues doing so until it finds a combination of value and equity that satisfies all requirements. The result is maximum enterprise value for the seller that the buyer can afford, while at the same time minimizing equity, achieving targeted return, and satisfying other conditions.

 

Other Valuation Factors Other factors that affect private company valuation include:•  The cyclical nature of the business (less attractive to financial buyers).
•  Economic conditions (affects the number of buyers and earnings multiples).
•  Convincing buyers/investors that projected cash flows are obtainable. This is a key issue.
•  Availability of capital (supply and demand).
•  Capital structure of the company (amount of debt vs. equity).



Increasing Company Value There are two generic approaches to increase the value of a company:1. Pursue strategies that increase earnings and the return on invested capital (net assets minus non-interest-bearing debt).
2. Pursue strategies that reduce the risk of investment in your company, thus reducing the cost of capital.


Specific actions to increase the return on invested capital include establishing a strong management team, establishing and meeting clear valuation changing milestones, setting or moving industry standards, achieving above industry margins (gross and operating), establishing key alliances/ partnerships to provide a competitive advantage, increasing the rate of earnings growth, or increasing cash flow with existing capital.

To reduce the risk of investment in a company, seek to establish a strong management team, reduce the company’s dependence on any single individual or key personnel, establish the appropriate capital structure (debt vs.  equity), develop recurring sources of income, provide the operating infrastructure to scale the business, and reduce customer concentration.

For additional reading regarding company valuation, we recommend  Valuing Enterprise and Shareholder Cash Flow: The Integrated Theory of Business Valuation by Z. Christopher Mercer, published in 2004 by Peabody Publishing.




CHAPTER 3

Acquisitions, Recapitalizations, and Exits

Mergers and acquisitions (M&A) transactions can be a viable alternative for accomplishing a number of strategic objectives in the context of building and realizing value for emerging growth and middle-market companies. This chapter is intended to provide an overview of the buy-side and sell-side processes, and a framework for thinking about and planning execution of these initiatives with a focus on financing the deal.




ACQUISITIONS 

Acquisitions can meet a number of goals if approached and executed as part of a long-term strategy. Some of the typical reasons executives pursue acquisitions include:•  To accelerate revenue growth.
•  To expand into a new geography or obtain a physical footprint in a new location.
•  To access a new market or new customers.
•  To access technology.
•  To strengthen the pool of talent and capabilities.
•  To fill in a product or service line.
•  To reduce costs.
•  To capture market share.
•  To prevent a competitor from gaining these advantages.



Figure 3.1 provides an overview of the acquisition process. The first phase addresses finding a target company to buy; this process begins with the strategic plan, which lays the foundation to determine many of the parameters and the focus of the process. Take note that this process is really a condensed restatement of our basic financing process presented in  Figure 1.1, highlighting a specific strategic initiative (the acquisition). The second phase of the process is to structure the deal, close the transaction, and integrate the business (once again, a continuation of the basic financing process).

 FIGURE 3.1 The Acquisition Process

Source: High Rock Partners, Inc. Copyright 2009.
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The financing strategy should initially be thought of in the context of the overall acquisition process and be defined as part of the acquisition strategy, understanding that the process will evolve and is somewhat iterative as knowledge is gained from the marketplace. If the acquirer is cash flush or the acquisition target is immaterial in value to the acquirer, the financing strategy may be as simple as funding the transaction from operational cash flow or reserves. However, if the deal requires funding, we must consider a financing strategy, which typically begins with understanding the acquiring or buying company. This involves:•  Determining its valuation and financial strength.
•  Establishing financial objectives and benchmarks for vetting possible acquisitions.
•  Determining parameters around how much the buyer can afford.
•  Conducting internal discussions around an ideal or preferred deal structure.
•  Establishing relationships with financing sources and obtaining buy-in regarding the acquirer’s plans.
•  Obtaining evidence for potential sellers of the buyer’s ability to finance and close a deal.



From these parameters, then we think about financing a specific target company, which is a function of the:•  Value of the target
•  Likely cash flow of the target
•  Deal structure
•  Integration strategy



We recommend first looking at the value of the target as a stand-alone business using traditional valuation approaches (see Chapter 2); then valuing the acquisition in the context of the acquiring company, giving consideration to cost savings and lift that may be obtained on a combined basis. Another metric that may be useful in the process is to determine the financeable value. This is the value that can be paid using external financing based on the assets and cash flow of the target.


Deal Structure and Financing Strategy 

The deal structure and financing strategy are developed by weighing a number of factors to find the optimum solution to meet the objectives of the parties involved.

 

Integration Strategy We typically choose to begin with the integration strategy required to position the acquisition for the highest level of success by appropriately aligning the integration plan with the strategic and operating plans of the acquirer. Figure 3.2 illustrates the three basic integration approaches:1 preservation, absorption, and symbiosis. The integration approach chosen will influence and depend on many things like the legal structure, leverageable assets, and earn-out terms and measurements (if any).

FIGURE 3.2 Integration Approach

Source: “Managing Acquisitions: Creating Value Through Corporate Renewal,” 1991, Philippe C. Haspeslagh and David B. Jemison.
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The integration approach is based on the required mix of autonomy and interdependence of the acquirer and the target. Preservation implies keeping the acquisition as a stand-alone business. This approach is used to keep the entity and organization intact. Among the myriad of reasons to allow the business to operate stand-alone are to maintain corporate culture, keep the unique identity, maintain the cost structure, ensure ease of future performance assessment, maintain nontransferable contracts . . . and the list goes on.

As implied by its name, the absorption approach means fully integrating the target into the acquirer. Cisco Systems is known for its acquisition approach in purchasing and fully absorbing companies with innovative products into its well-defined sales and distribution system while expanding its base of high-performing talent.2

Symbiosis is a hybrid of the previous two approaches. So you may have a target that remains a stand-alone business, but its scope of operations is narrowed and certain aspects are integrated directly with the acquirer. For example, sales and marketing, finance, and administration may be integrated with the acquirer while product development and production remain independent.

 

Valuation Gap Many times the deal terms and conditions are more important than the absolute valuation. Nonetheless, it is critical to identify the gap between the buyer’s assessment of the value of the target and the expected amount and timing of cash-out to the seller. By determining the real objectives of the seller, the deal structure and financing may be arranged to bridge any gap that may exist.

 

Other Factors Other factors that affect the financing strategy and deal structure are:•  Debt assumption.
•  Legal structure of the deal (i.e., asset purchase, new company, merger).
•  Absolute size of target cash flow.
•  Market leverage multiples.
•  Accounting considerations (i.e., do we need to consolidate the numbers?).
•  Existing lender and investor covenants and approvals.
•  Regulatory approvals.
•  Seller financing and earn-outs.



Developing the Strategy Armed with the preceding information, we can drive to structure the deal to meet the objectives of the parties with clear limits. This information will provide the construct for determining the viable financing alternatives.

 

Core Focus As management develops its external growth and acquisition strategy, keep in mind the following core concepts:•  Begin with the end in mind; set clear objectives and benchmarks to gauge attractiveness of potential target companies and particular deals.
•  Develop your financing strategy up front and establish relationships with likely sources of financing.
•  Terms are likely more important than absolute valuation.
•  Align the financing strategy with the operating/integration plan and deal structure.
•  Focus on value creation.






SELLING THE COMPANY, CREATING SHAREHOLDER LIQUIDITY 

In many instances the distinction between selling the company and raising capital is measured by the amount of equity sold and the contractual rights obtained by the buyer. Financing growth raises the issue of long-term shareholder objectives, which many times involve eventual liquidity. As the wave of business transitions driven by baby boomers planning their legacy and succession continues, some shareholders are confronted with a multifaceted decision of how to finance the continued growth of their business, create liquidity for their owners, and lay the foundation for operations independent of the owner/founder.

Others see the opportunity to buy out partners or create some liquidity while staying in the game for what may be deemed a second bite at the apple. This is the concept of selling a controlling interest in a company to a financial buyer (i.e., a private equity group) and rolling over or keeping a minority interest until a subsequent sale or liquidity event happens when the company is expected to have grown in value (under the watch of the new owners with their capital). There are numerous examples where the sale of the minority interest in the follow-on transaction (three to five years from  the first transaction) resulted in as much economic gain as the original sale to the financial buyer.

Several potential solutions exist, including recapitalization, sale to a financial buyer while keeping a minority stake, or an outright sale to a strategic or financial buyer with contractual rights for some level of future performance; and there are many variations.

Generally a recapitalization will involve a lower cash-out for the active owners than a buyout (which involves a change of control). A recapitalization will most likely be focused on changing the relative mix of debt and equity with an eye toward the growth objectives of the company and the required go-forward capital. For example, a leveraged recapitalization will most likely increase the debt of the company in exchange for distributions, dividends, or purchase of equity.


The Process 

Regardless of the eventual solution, we advocate starting with the same process as outlined in Figure 1.1 and further refined in Figure 3.3. The essence of the front-end steps of Figure 1.1 is analysis and understanding of the company’s objectives, financial and competitive position, growth strategy and initiatives, and valuation. We couple the strategic plan with shareholder objectives and shape the capital structure and financing/sale approach, then drive the transaction(s) to completion.

There are three sale approaches: (1) the negotiated sale with a limited number of potential buyers (possibly just one); (2) the limited auction with a few real buyers targeted for confidentiality and process efficiency; and (3) a broad auction seeking full market feedback and participation. Each of these processes has its applicability based on, among many things, the stage of company, objectives, marketability of the business, size of the likely deal, and required speed to close. Figure 3.3 illustrates the full process, which is tailored to the specific deal. A modified version of this process is used for a recapitalization.

FIGURE 3.3 Exit, Sell-side Process
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Keep in mind that whether selling the entire company or raising a tranche of growth capital (in the form of debt or equity), what we are really selling is the future cash flow of the business. While past performance provides credibility to management’s claims, future cash flow is the foundation for valuation and usually the primary reason for buying or investing in a company.




CHAPTER 4

Capital Structure and Financing Strategy

Development of the capital structure is part of the financing process illustrated in Figure 1.1. Establishing a financing plan and addressing the capital structure is done after management has clearly articulated the company’s business plan and can articulate how much funding is required, how it will be deployed, and when it is needed. The overall financing strategy will result in a target capital structure and plan to obtain financing from various sources. We address the details of financing sources in Chapter 5, but consider that in broad terms there are internal sources of financing (i.e., better asset utilization and profits), related party financing (i.e., customers, suppliers, and industry players), and external sources (i.e., commercial banks, private equity investors, etc.).

Defining the capital structure is a critical decision for any business organization to make. The capital structure of a company refers to the amount of its debt and equity, and the types of debt and equity used to fund the operations of the company. The selection of capitalization alternatives is important not only because of the drive to maximize returns to various organizational constituencies, but also because of the impact such a decision has on an organization’s ability to deal with its competitive environment. The prevailing argument, originally developed by Franco Modigliani and Merton Miller (“The Cost of Capital, Corporate Finance, and the Theory of Investment,” American Economic Review, June 1958), is that an optimal capital structure exists that balances the risk of bankruptcy with the tax savings of debt. In other words, a company should use both equity and debt to fund its operations. Once established, a capital structure comprised of debt and equity should provide greater returns to stockholders than they would receive from an all-equity firm. This strategy is accomplished by reducing the amount of equity and increasing the amount of debt, thereby, in theory, reducing the overall cost of capital.1 Illustrated in Figure 4.1 is the concept that the cost of capital for a company capitalized entirely with equity is high, and conversely the cost of capital for a company completely leveraged with debt is also high. In between these two extremes, at the point designated as the theoretical ideal mix, or the low point on the cost of capital curve, a theoretical company has maximized its use of debt and equity to achieve the lowest possible cost of capital.

 FIGURE 4.1 Weighted Average Cost of Capital versus Debt-to-Equity Ratio (WACC vs. D/E)
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In deciding on the right capital structure for a company, shareholders and management must balance the risk of default in repaying debt with the availability of equity capital to pursue growth opportunities. Some emerging growth and middle-market companies may find it easier to obtain debt than equity, making this decision more difficult (when what they really need is equity). If a growth company is too conservative and does not leverage its equity to provide increased capital to invest, it may miss market opportunities and actually erode the overall value of the business by becoming a lesser player in the market—market position and share weigh into company valuation. However, being too aggressive and overleveraging the company may lead to missed financial performance and business failure when things do not go exactly according to plan. There is also the issue (which is sometimes perception more than reality) of relinquishing control when issuing new equity. See the discussion later in this chapter.

Despite extensive study and some theoretical appeal, researchers in financial management have not found the optimal capital structure. The best that academics and practitioners have been able to achieve are prescriptions that satisfy short-term goals. In some publications, readers are left with the impression that the use of leverage is one way to improve the performance of an organization. While this can be true in some circumstances, it fails to consider the complexities of the competitive environment, the long-term survival needs of the organization, the discipline of the management of a specific company, or the risk tolerance of the shareholders (particularly as it relates to privately held companies).2

Agency costs are the costs incurred or opportunities lost by the shareholders of a company when the interest of management is placed before the interest of the shareholders. The shareholders want managers to operate the firm in ways that maximize the value of their shares, whereas the managers’ priority may be, say, to build a business empire through rapid expansion, mergers, or acquisitions, which may not increase their firm’s share price or value. There is an inherent conflict between management and shareholders in a corporation where management does not have the incentive to optimize performance. There are also situations where a major shareholder in a privately held company settles for a suboptimal capital structure so the shareholder can extract greater and disproportionate wealth as a manager through operational actions or other means.

An approach to addressing agency costs is to provide increased incentives for management to perform and to weight the capital structure of the company more heavily with debt so that cash flow is significantly tight due to debt service obligations. This debt structure causes the company to operate in a manner designed to meet certain principal and interest payments, in effect focusing management on the return of capital to shareholders disguised as creditors. There is the argument that this use of leverage either to discipline managers or to achieve economic gain is the easy way out, and, in many instances, can lead to the demise of the organization.

There are several ways to view the logic behind the capital structure decision based on how one frames the issue. Rather than “What is an optimal mix of debt and equity that will maximize shareholder wealth?” consider “Under what circumstances should leverage be used to maximize shareholder wealth? Why?” And for many start-up, emerging growth, and middle-market companies the question is often “What type of capital can we obtain—either debt or equity?”3

From another perspective, and arguably more appropriate for the readers of this handbook, the capital structure is most likely defined by the stage (and industry) of the company, as illustrated in Figure 4.2. In general, equity may be the only alternative capital available to early stage companies, but the pool of financing alternatives grows as the critical mass of the company grows. Small-, medium-, and large-cap publicly traded companies have a broader range of financing alternatives than do smaller, privately held businesses. Public company capital structures are studied and tracked by analysts based on industry. In contrast to the types of debt and equity in Figure 4.2, we show and discuss the typical funding sources by stage in Chapter 5.

 FIGURE 4.2 Types of Debt and Equity by Company Stage Y = Yes, P = Possible depending on company characteristics and industry.
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This chapter provides a detailed approach and perspective to addressing steps 9 and 10 of the financing process as shown in Figure 1.1. Our desire is that management and advisers of start-up, emerging growth, and middle-market companies proactively shape the capital structure of their businesses instead of reacting to the need for cash based on a sequence of events in the corporate life cycle. We encourage readers to establish a baseline showing how their company’s capital structure is currently assembled, and use the concepts and information within this handbook to determine a  capital structure to strive for. In reality there is no one ideal structure for a specific company; there is a range of alternative structures that suffice, some more preferable than others. For the intended readers of this handbook, the desired capital structure will change as the company moves from one business stage to another.

Use the resulting information to develop alternate scenarios to achieve the future structure and as a catalyst for action over time to reshape and improve the financial and strategic position of the company. This includes having the right amount and type of capital to grow and meet the needs of the business at the right time. It is a matter of forecasting cash flows to ensure that funding is in place before the cash is needed. The follow-on step is to link the proper financing source with the capital needs of the company. This includes finding the investors, lenders, and institutions that are looking for deals that have the characteristics of yours at the time the company is seeking funds.




ASSIMILATING THE DRIVERS 

Figure 4.3 illustrates the elements to be analyzed and considered in making the capital structure decision, particularly as it relates to companies from start-up through middle-market. As you can imagine, there are usually multiple scenarios for a given company depending on its individual situation. There are some generalities that can be made; we address those as this chapter progresses.

FIGURE 4.3 Factors Shaping Capital Structure
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Base Assumptions 

We begin the process of analyzing the capital structure by establishing assumptions and the underlying premises of the process.

 

 

Achieve Shareholder Objectives The shareholder objective for small-cap through large-cap publicly traded companies is generally accepted as increasing shareholder value. This cannot be generalized for privately held or lifestyle businesses, where in many cases the shareholder objective is to maximize cash distributions to the shareholders. Whatever the objective, it directly affects the capital structure. For example, the capital structures would be significantly different for companies with divergent objectives designed to advance social missions such as creation of employment and meeting certain religious objectives, establishing a legacy for successive generations, or creating cash flow for current shareholder consumption. Along with these objectives come limits and constraints, all of which need to be articulated and understood.

 

 

Seek Least Expensive Capital Within the context of the aforementioned shareholder objectives and supporting the other assumptions herein, we advocate that shareholders and management seek to minimize the cost of their company’s capital structure. Well-run companies with solid growth plans, good margins, and experienced management teams can afford the luxury of searching for the better deals. If the company is weak, the capital will not be as cheap, and investors will require a premium for the added risk.

 

 

Seek to Optimize the Return on Invested Capital Within the context of the aforementioned shareholder objectives and supporting the other assumptions herein, we advocate that to optimize return on invested capital (ROIC4), shareholders and management operate with proper overall levels of capital and that they efficiently deploy the selected mix of capital.

 

 

Shift to a Proactive Mode Inherent in this handbook is the concept that management and shareholders must be proactive in determining the company’s capital structure and preparing for growth. Key concept: Companies must raise capital when they can, not when they need it. Highlighting our point, we echo the adage that you can borrow capital when you do not need it, but when you really need the capital it is not available.

Match Sources and Uses of Funds The properly capitalized company will match the individual lives of its assets or investments with the maturity or term of the capital used to acquire the assets or investments. This means funding multiyear investments with capital that remains available for the same term. Likewise, this means funding short-term cash needs with short-lived liabilities—such as lines of credit. Table 4.1 shows examples of matching the source and use of funds.


Use of Funds 

The use of funds is a strong determinant in the capital structure of a company. Use of funds is an output of the financial planning process and allows the company to establish not only the amount of capital required, but also a detailed list of what assets and resources will be acquired and when.  Table 4.1 provides some examples of sources and uses.

While some of the examples in Table 4.1 may seem like common sense, we often see companies use short-term lines of credit to buy fixed assets, which is a highly inefficient use of capital. For some examples it is easy to directly link the financing source and the funds; in others, the financing may need to consider the level of profitability and the resulting cash flow generated. The balance sheet layout in Figure 4.4 provides a visualization tool for matching maturity of debt and asset life.


Company Stage 

For discussion purposes we have divided the company stages into four segments: (1) start-up, defined as $0 to $1.0 million in revenue; (2) emerging growth, defined as $1.0 million to $10 million in revenue; (3) lower middle-market, defined as $10 million to $50 million; and (4) middle-market, defined as $50 million to $500 million. Figure 4.2 frames the types of financing vehicles that may be available by stage. The letter P is used to indicate types that may be available to a particular stage but are not the norm. Note that in this context private equity encompasses angel investors, other individual investors, and venture capital.


Company Characteristics 

We have assembled a list of drivers that are company specific and that affect the capital structure. These weigh heavily in the process of determining the right mix of debt and equity. The single most influential determinant in raising capital is the quality of management. While not the only determinant, a stronger management team will have greater flexibility in choosing its type and sources of capital than will a weaker team that may be forced to take what it can get or get none at all.

TABLE 4.1 Example Sources and Uses of Funds
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FIGURE 4.4 Balance Sheet Layout
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•  Management strength.
•  Stage and progress of the company.
•  Ability to generate cash flow.
•  Predictability and variability of cash flow.
•  Competitive strength.
•  Lead time/runway (adequate time to complete a task) to shape the balance sheet.
•  Outlook for business performance.
•  Current capital structure and ownership.
•  Need for financial flexibility to seize unplanned opportunities.
•  Strategic initiatives and plans (i.e., acquisitions, alliances, new product lines, etc.).

In addition to these characteristics, the ability of a company to obtain third-party credit enhancements will impact the overall capital structure of a company. For example, many early stage companies have no ability to obtain debt financing; however, the company obtains a credit facility based on the strength of a bank guaranty of a shareholder or strategic partner.


Industry Dynamics 

From a company’s perspective, a higher cost of debt capital may decrease its attractiveness to various stakeholders. Significant external pressure exerted by the pressures of meeting required debt service payments to debt holders may interfere with the company’s ability to navigate effectively within its competitive environment. This could cause the company to engage in riskier business activities in order to generate higher returns needed to satisfy current debt service obligations. A common result of an increased return strategy is the loss of a company’s ability to respond to a rapidly changing competitive environment. In this respect, the use of excessive levels of debt financing could create an adverse operating environment and could subject managers to both increased discipline and financial constraints imposed by the capital markets on overleveraged companies.

Roy L. Simerly and Mingfang Li conducted research regarding capital structure and the impact of environmental characteristics such as rate of technological change and its diffusion throughout an industry.5 They refer to environmental dynamism as the rate of environmental change, and the instability created within organizations as a result of that change. Their research indicates that companies in industries characterized as exhibiting high levels of environmental dynamism were more successful if they had relatively low levels of debt (see Figure 4.5). In other words, debt was negatively related to profit in industries experiencing significant technological change. They further examined the relationship between debt and innovation with similar findings. In environmentally dynamic industries, shareholders and management are less likely to risk capital by investing in long-term projects with difficult-to-forecast profitability.

 FIGURE 4.5 The Relationship between Economic Performance and Debt across Types of Environments

Source: “Re-thinking the Capital Structure Decision” by Roy L. Simerly, Professor of Management at East Carolina University, and Mingfang Li, Professor of Management at California State University, Northridge.
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Across industries there are significant differences in the environmental characteristics impacting firms. Environmental dynamism is a product of several forces operating at one time that include an increase in the size and number of organizations within an industry.

For stakeholders (including top managers, stockholders, debt holders, and others), as environmental dynamism increases, this phenomenon results in increased inability to assess accurately both the present and future state of the environment. This reduced visibility limits owners’ and management’s ability to determine, with any degree of accuracy, the potential impact of capital structure alternatives on current and future business activities. As levels of environmental dynamism increase and viable alternative capital structures are not pursued, owners and managers experience reduced access to accurate business and financial forecasts needed to make critical decisions.

This research relating to debt of a company is valuable as an input for consideration as privately held companies consider the balance of debt and equity.


Industry Norms 

The classic measure of leverage is the debt-to-equity (D/E) ratio. This ratio compares the total liabilities on a company’s balance sheet to the company’s equity. Various definitions are used in determining which categories of debt are included in the calculation of total liabilities; however, most definitions focus on the amount of funded debt owed by a company. Funded debt excludes a company’s accounts payable, but includes both short-term debt and long-term debt. Long-term debt is defined as the portion of a loan that has a maturity date greater than 12 months from the date of measurement. Equity  is defined by reference to the sum of amounts invested in a company, plus the company’s cumulative net earnings after any distributions to shareholders. When the debt-to-equity ratio exceeds 1.0, outside funds provided by lenders exceed the capital provided by investors. It is logical to maintain a balance of debt and equity, with a goal being to maintain a D/E ratio similar to the others in the same industry, adjusted as discussed herein.

Table 4.2 provides some industry norms based on information derived from tax returns. Lenders and investors will look to published norms as a benchmark to test a company’s leverage. The information is national D/E ratios computed based on data compiled from approximately 4.7 million U.S. corporations filing federal income tax returns. Note that the data includes all corporations, so ratios will be higher for industries (such as service and construction) with a large percentage of cash-basis taxpayers since equity for these industries will be lower on a cash basis. Accordingly, these ratios should be viewed in the context of the operating and accounting methods predominantly used within the industry.6

In the analysis of a company’s capital structure, we recommend that the reader obtain additional statistics regarding the details of industry norms for specific assets and liabilities. Potential sources for this type of data are: Risk Management Association (www.rmahq.org), BizStats (www.bizstats.com), BizMiner (www.bizminer.com), and Dun & Bradstreet (www.dnb.com).


Industry Trends 

To reinforce the concept, we repeat that when a company raises capital is not a function of when it needs it; it is a function of when the capital is available or when the company is positioned to raise it. A compelling argument for having a financing plan and strategy is so that the company TABLE 4.2 Debt-to-Equity Ratios by Industry

Source: BizStats.com.
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will have forecasted its future capital needs and be able to take advantage of market opportunities proactively. Certain industry sectors go in and out of favor with investors and lenders. Example sectors that have gone through recent cycles are telecom (in the late 1990s and early 2000s), biotechnology, nanotechnology, and outsourcing; current “in” sectors are clean-tech and green. The benefits of raising capital when an industry is in favor include greater ease in funding growth and potentially better valuation. For early stage companies, simply being a member of a favored industry may mean the difference between success and failure in the capital raising process.

Related to the investment themes and areas of favor, it is important to understand where in the industry cycle a company is participating and what is the capital structure of comparable companies. Is the industry expanding or consolidating? The outlook for overall industry performance (of suppliers and customers and their growth rates and profitability) influences the attractiveness of lending into or investing in companies and how the debt or equity is structured.

Lastly, an overarching factor in evaluating industry trends is the outlook for the general economy and macroeconomic factors, including interest  rates, inflation, and stability in the oil-producing countries and third-world markets.


Shareholder Objectives and Preferences 

As mentioned earlier, the objectives and preferences of the shareholder(s) of the company influence and shape a company’s capital structure. For example, if the shareholder of a middle-market company views the business as a personal legacy and desires that it remain in the family for future generations, this begins to limit and define what types of new equity issuance can be appropriate and the deal terms. In another situation, the company may operate as a minority- or woman-owned business enterprise and the owner(s) may desire to maintain that status. This imposes limits on the types and terms of equity financings to ensure certain regulatory requirements are met.

While it may not seem appropriate for personal preferences to sway the company decision regarding capital structure, it is the reality. In weaker companies and those whose success is closely linked to the participation of shareholders in the business, the willingness to guarantee company liabilities directly affects the types of financing that can be obtained. The following is a list of example shareholder preferences or shareholder-specific factors:•  Company importance in the shareholder’s overall investment portfolio.
•  Shareholder’s experience with debt and their philosophical preference—in effect, the shareholder’s risk profile.
•  Tax preferences of the shareholder(s).
•  Shareholder(s) confidence and outlook for the company.






DEVELOPING LIABILITY LIMITS 

From a shareholder and company perspective there are limits that can be derived and imposed that will shape the mix and types of debt and equity. In Chapter 5, in the section on commercial banks, we present concepts to consider when entering into personal guarantees for the debts of the company. Deciding what liabilities to incur and how much to guarantee provides a natural limit to the amount of debt a company will have. Lenders do not have the insight into operations and the opportunities of the company, yet many have experience with a broad portfolio of businesses. As in the consumer market, businesses can obtain more debt than is healthy for them; so while there are limits inherently imposed by the lenders themselves, these limits in aggregate tend to be an extreme.

Consider a practical limit on the maximum amount of debt available to companies where the primary shareholders will be required to guarantee the debt of their company. This is a typical scenario for emerging growth and middle-market business. The object is to ensure that the shareholder is never required to actually pay a lender from his personal accounts. To determine the maximum amount the company can borrow and meet this objective, we can analyze the business using a liquidation balance sheet as shown in  Figure 4.6. This provides a worst-case view of the potential liquidation values of the assets of the company and what will be required to be paid. In general, the shareholder should not guarantee any liabilities in excess of the liquidation value of the assets, unless the shareholder is prepared to fulfill any deficiency out of personal assets.

In Figure 4.6 we have presented the balance sheet of a typical product company with $10 million to $15 million in revenue. The liquidation values of the assets and liabilities are shown based on a reasonable scenario. This includes an increase in the liquidation value of other short-term liabilities for the added expenses required to liquidate the assets. We use this example to illustrate a tool that can be used with most businesses and by most shareholders as they contemplate how much they are willing to guarantee.7 While the initial balance sheet is strong and appears to be more than adequate, in a liquidation scenario it provides just enough collateral coverage to protect the guarantors. Therefore the loan amounts shown provide a debt limit. An increase in the debt of the company must be accompanied by a matching increase in collateral or an increase in equity.

Practically speaking, the balance sheet will vary from month to month. Actual use of this technique would be in conjunction with forecasted financial statements in which sensitivity analysis can be performed to determine appropriate limits. We suggest that shareholders have a downside plan and ensure that management works within the limits initially established by the liquidation scenario.

Though not shown in the example, if the company had issued redeemable preferred stock with a common shareholder guarantee, it would be included in the analysis based on the terms of redemption. Redeemable preferred stock will be accounted for as debt, residing on the balance sheet above the equity section and below the debt section. The terms of nonredeemable preferred stock allow it to reside in the equity section of the balance sheet, though upon liquidation, the preferred stock is treated more like subordinated debt in that it is paid after all liabilities are satisfied, but before any distributions to common shareholders. This type of analysis proves to be a useful tool to solve for specific debt-to-equity ratios and other financial measures.

FIGURE 4.6 Liquidation Analysis: Lower Middle-Market Company, Inc
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Issues and Combinations 

Debt When structuring debt financings, lenders will naturally seek as much collateral as possible to ensure the return of their principal. From the company’s perspective, it is important to segregate categories of collateral available to each lender to support each individual loan request so as not to inhibit future financings.

A simple example: An early stage or emerging growth company seeking to obtain a term loan for permanent working capital might attempt to provide only fixed assets as collateral. While the lender will most likely want a blanket lien on all company assets, reserving accounts receivable and inventory as collateral sources for future loans will provide financing flexibility for the company. In contrast, if the company allows a lien on these assets, it will be unable to obtain a future short-term line of credit without renegotiating the term loan; lenders do not like to relinquish collateral. An alternate approach is to negotiate the line of credit and term loan together.

The issues are somewhat more complex as the number of debt instruments and lenders increases. Once the discussion begins regarding crosscollateralization, those who may be guarantors are advised to have their personal counsel present as part of the negotiations. There are a number of legal subtleties where the best interests of the company may be in conflict with the best interests of the guarantor.

 

Equity A common fear for many entrepreneurs is that selling equity in their business will result in loss of control. Some investors clearly will control their investments or at least contract for specified control mechanisms; for example, a venture capitalist in an early stage deal may not require absolute percentage control, but will require a variety of control covenants. However, most investors do not invest with nefarious intentions or the desire to operate a business; usually they seek to earn an equitable return on their capital.

Conceptually, there is absolute control that is voting control where the majority shareholder (or beneficial majority shareholder) can hire and fire the board and management. Then there is practical control. To address absolute control, the company may consider finding investors who are accustomed to minority investing and are willing to accept a flavor of preferred stock that balances the lack of control with some added incentive; there are a number of creative alternatives. Some of these provide for escalating ownership by the new investors if the company fails to meet certain objectives or performance measures.

From a practical perspective, investors invest in management and management’s ability to do what they say. They know that changing a management team is painful and sometimes detrimental to their potential returns, so it is not a preferred route. From the perspective of the existing shareholders and management, new capital usually means that the business is going through change, and the existing team needs to be open-minded and prepared to adapt, either to grow the company to the next level or to turn around a difficult situation.
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Factors

Description

Management

Marker
Technology
Comperition

Business model

Exit strategy

s

Financial projections

Capital structure

Investment desired

Years of operational experi
Start-up experience with a
0 a successful exit.
Willing to be coached.
Addressable market that i fragmented and growing.
Patent proected—creates strategically defensible posicion.
Shows that company has some competition, regardless of
product or service.
rly summarizes competitors and key threats.
Similar to one or more used by successful companics.
Demonstrates that customers have a real need that product
or service addresses (st have versus nice fo hae).
Wdenifis target acquirers—shows deal history of
acquisitions and IPOs with key financial muldiples and

e in a similar industry.
nilar business model that led

assesses risks and describes actions to reduce,

tigate, or climinate them.

Shows conservative, expected
assumptions for cach.

L and targeted figures with

numbers of unprofessional or inexpericnced investors.

Places an offer on the table—indicates valuation.

Shows uses of funds in detail,

Details expected future rounds and ses of funds from cach
round.
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Premoney valuation  $1,000,000
Investment amount ~ $1,000,000
Post-money valuation  $2,000,000
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Case Firm Business
No. Type Firm Case Description_Case Description
B River Gities Venture SalesHound.com  Internct; ASP
apical Funds  capital— $225MM
carly stage.
srowth equity
10 CF DugRosly  Royalty AVANIR— Pharmaceutial
assechased  operational
liguid
S Siemens Siemens. MontaVisu—  Systems sofoware.
theccother  growth cquity
12 VG SFVenwres  Community  Ryla S2MM B2B teeservices
devclopment seris
finance
1BOVC Verdfor Debewith Bortch $500k Welding,
Growth, revenue cquipment
particpation
1OPE Brookside Mezzanine MeKenzie $725M  Sports products
Capial Partners investment— sub debe
15 PE Graham Parmers Acquisiton  Eldorado Architecural
through exit stone
16 PE PlexusCapitdl  Mamagement  TRS Medical
parter transeription
17OPE Merium Restructuring— Dunn SI00MM  Specialy paper
Partners preferred cqu
sub debe
18 PE Merum Acquisition with  Johnston Textiles— Tech and
Parters management  astacquisiion  decorative
partcipationfrom Chapter 11
19 PE TheRierside  Publictoprivate Duyer, with family Franchises
Company wansaction  and management.
20 MB VeromssSubler  Bupandbuld  Hankey Wood  Construction
Stevemon stategy investment industry media






OEBPS/will_9780470525999_oeb_141_r1.gif
oueuy sonong
ey wossonpralgqqasIps  Suftue s UES  001eE6r 069 69
pu
poseganssy. WHGOINT DI NI Sps R (STH 9¢
wo pupy wapng  pownspReni  LSE6TSLTT) 789
soonq
WO D PPN 0500472 (219 ¥81
projug prespI  0070-Z5¢ st
SlGst €9
oosyoss (21T sz e wewps
fanbg e worpuegqopusINOITD pusuwoLpued  OTVTEEL (96 TEl  swwie D LNGd
. soupany ey
e iy e - \ RPRUPSIONIA 0TISTILITESGHE L8 oy oy deg
— woropsivqeonpioql  Susdeuryy wprog ol 9s9seese (s0g) 08 e apisivg
purt
Py worSupunnivgp s saprsasg maNeus  0zerezioss) T N
Suvduo woneiodso;
5 woreqguospunwiol  WpEaNT DI SesTsee (crs) sz ey ey
[P T e 669
fambg rens S — oz
b aveas worvisedxdqpop Te6ersT sy 6o
B e oo o an iy

awqueq






OEBPS/will_9780470525999_oeb_164_r1.gif
purt

posegamy WP UWPPID BOT 00r968K (107) 975 o v
000
pung s sscozionme+ oo 1 e vt

ey aamey [ ——

0085-565 (01

ozr

b v WIS 00766 (bEr)  1eS

i oTLos(c19)  sse
Sanbg eang woxsmmdendvosdpouonsd pdousg Gwees e pOSIIES (k1D 61

sonnq
fanbg o wovpendeiopuidoss  Butuey  aesps TS 1106978 (207 089
purt worxvyurq

posegammsy Pt uaprsang a3y ot6zLor (z1s)  vos
pp— wcoser @z see ey padsosg

SomedsapwOMRER

t606s6e (0e)  sse Tp—

oseeLrrlon) bz e DIADI

——

siomasu pauy soplen Samaen  ZZTISET(al)  g1E wniog s aesg

sty aroms
b sy Aew pYNGON  006CH9K (1) zs  pungswwermiy wsg
soronq
ey sy worpdesundopploppl  Sudeuy pi vy ooscsoorn)  set
apu
ey wosSupunyieudpsungd wopson sumguowwed  005108s (858)  bSS
pur

poseg sy n—— om ws

oy o9





OEBPS/will_9780470525999_oeb_036_r1.gif
Clause

Sample Detail

Type of sccurity
Dividend
Conversion

Dilution protection

Voting rights

Redemprion

Registrarion rights

Pro rata share offers

Board participation

Conditions precedent

Expenses.

Use of proceeds

avertible preferred stock (Scries A).

6% noncumularive.

Preferred shares are convertible at any time to
‘common shares at a conversion rario of 1:
preferred shares are also convertible at an PO of
atleast $15 million,

Weighted average method. This method minimizes
the loss of percentage of ownership of company
by an investor due to investments from other

avestors in future rounds.

One vore per share as if the preferred stock was
converted to common stock. A two-thirds vote
will be needed to amend the corporate bylaws,
issue new stock, incur debr, sel the company, or
shut down the company’

Stockholder will have the right to force the
‘company to buy back the shares after six years.

If the company completes an PO, sharcholders will
be able to register their shares for sale as allowed
by law.

Investor can invest in furure rounds of finan
order to retain the
the company.

Investor will have representation on the board of
directors

Funding will occur only if due diligen
‘complete, all legal documents are signed. and any
special conditions requested by investor are met
by company.

Company management agrees to provide monthly
status reports and make financial records
available for inspection at any time. Company
agrees to abide by all laws and maintain proper

g in
me percentage ownership in

Company pays for all legal and due diligence
expenses regarding this financing round.

Hire CFO and sales manager, buy inventory, pay
ats payable, meet other working capital
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Potential Source
Use of Funds of Funds Comment

6 Build anew facility  Mortgage or rent  Amortization is tied to the uscful
Tife of the facilcy. A common
issuc with cmerging growth
ind middle-market companies
i the distraction of designing.
and building a new faciliy.
While it may seem fun and
ereative, desigoing and
managing the construction of a

ding distracts management
from developing th
organizations and obr:
new orders to continue a fast
fate of growth. The value of
the fast growth business may
be significantly increased by
staying focused on core
operations and renting.
faclites for expansion.

7 Permanent working  Term debt or equity A common error s to rely solely

capital onlines of credic and not
establish a base of permanent
working capital, thus lea
the company at risk of runni
short of cash when a weak
period occurs.
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Industry

Debt-to-Equity Ratio

Malt liquors and malt
Aleoholic beverages, excepe malt iquors
Bortled soft drinks and flavorings

Other food and kindred producs

Tobacco manufacturers

Textle mill products

Weaving mills and textile finishings
Knitting mills

Other texile mill products

Apparel and other texile products

Men's and boys’ lothing

Women's and children’s clothing

Other apparel and accessorics
Miscellancous fabricated exile products
Lumber and wood products

Logging, sawills, and planing mills
Millwork, plywood, and related products
Other wood products, including mobile homes
Furniture and fixtures

Paper and allied products

Pulp, paper, and board mills

Other paper products

Princing and publishing

Newspapers

Periodicals

Books, grecting cards, and miscellancous publishing.
Commercial and other printing services
Chemicals and alied products

Industrial chemicals, plastics, and synthetics
Drugs

Soaps, cleanrs, and toilet goods

Paints and allid products

Agriculture and other chemical products
Petroleum including coal products
Petroleum refining

Petroleum and coal products—other
Rubber and miscellancous plastics products
Leather and leather products

Foorwear, except rubber

Leather and leather products—other

216
065
222
158
108
162
154
145
172
242
241
220
347
225
146
132
152
171
140
1.66
174
147
140
125
265
110
199
185
177
163
328
149
146
110
109
255
186
135
114
175
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New investment 1,000,000 shares
New investment price $.50 per share
Total shares outstanding 2,000,000 before new investment





OEBPS/will_9780470525999_oeb_090_r1.gif
oot
ooor

st w00

0o o000l 00005 000

0ot oSz o0os

o0e

vae

os s o00e 00T

s ovoor 007 as

109
ooe sz
sTo o oot 570 569
s ooos S0 95
w1 ot oor oro 05
ozoos 00 see

os1 oot 0 9
0L 100 sk

oo ook 100 Sy s






OEBPS/will_9780470525999_oeb_169_r1.gif
sty

St oudapned 0zHeoss 69 o xeper 1
00002 @D Gz dnowy weys AL
o1
g vy s ooz lei ser dnouy wongdey
g

b g ey oozets@a 56 w1
ey samoy Susueyy oovorbse (616) 6ot FTr—
J——
R T —— on 00s6s1007 b+ 06 sy g e
dery oo RO — (08 315 smmgomivon wpL
e Bosmespps ¢ T sobens 91
Soowouug Py wovspiusop gL 005 spuy 3wy o

swvossy sszsssslts) ety

g osto0TeserE  6h

o oossozlvis) sz

sovonq

r— Susvoeyy 295
Jan— Suseueyy s g az ——
) (R e—
[ P ————— speow s owsoze (i v om 5 oo
E g v p Ty wow g

asequeq






OEBPS/will_9780470525999_oeb_186_r1.gif
woriosdeEaan L1 suonnos fende 5

ovoe ooz ST diooy pendesy sonen
s
o1 oo 050 98¢ fendey
057 005 ool w
6t
0z osT o0 ool [
opusy
sto oot 100 a0t worSupupiny s 711
oL ovoz ewop . §1L
oos sz oo worumosqunge o5
ot 00001 050 575
skt
99
o001 owos 00T DINFA 909
oL ooz oSt o0€ worsismby €91
SOOI 189
oro 100 woredeOdbA (72
ot 0sz 7o wor ooy 166
o008 sz oot S

or ose o oso worsusqEANS 159






OEBPS/will_9780470525999_oeb_204_r1.gif
e 5

o0t

ooot

oos

w0z
ooor

sz

o0os

oro

oost

w0s
oot

oo

o0os.

00005
oot

w0z

o0ost

00
o0sz

o5

o001

o0s
001

o0s

70
005

HN
-

epeuesy

ey s

wooSurp

—

w
3

s

P

195
0t

o1

iy ppyYE,
11 s e,

e eopen





OEBPS/will_9780470525999_oeb_101_r1.gif
00T o0sT oSt o0 s6s
ovor  o00s 000z 00s ost
0ot ooz oos wosdgerdman XL b9
ovor st oo worSsungs XL 00

o00s 0000 ons  ewewy o worswwgs I XL 2p
ooz oos.  ovos  oos somduege s v 78T

edoud oy

sz 0T oSt 00 s HO L1
ooz o00s  ovos 00 HO s

owor  o0or o0 weagque AN el
oo oost ovor  o0s AN st

o0os 005 AN see ey pdsosg
JowaBeueyy

st o008 oSt 0o AN ey Teder yoory
ovor o0os oo AN ey

oSz 0008 AN 6ot
ooeo0sTL 00'sL AN o

w0z 000r oo N e pun ey

o0's AN s Csewgu
o0's AN w6
Supung amsar
asequeq

(pammnpior) Bugpuny ey &g sdnors Qb i






OEBPS/will_9780470525999_oeb_118_r1.gif
sapu poseig-wsy.
sosanug
10 ar@neng

e

ST —
oo St
"

oo

TS -

g

anopry
propon

03 sumoq
omouesy uvs

o N
wog

>
Suopripy
Pox wN
wwpes wosu

vz
ocs
89
sze
¢

sre

o
soL
I8¢

roL
st
ozL
o091

us
559
509
a1

[
s97
a5t

s
95

259
51
srL
ey
st
1

EEEERRREE

s
[0 pioppe
oy o

T s rade piojug
w00 Brexsy v
e wewsgpg






OEBPS/will_9780470525999_oeb_124_r1.gif
Siowoau piny
e oy

by sweaing
saput posessy.
fanbg easg

ey aamy

e —
e o
e oy
fanbg easg

[ ——

orspi
Juosspiuton
wo pedes

ooy
sasouerj
S50 worON

unouon
ety
prox N

o N
.

eag g
Joquussiry

rer
991

sz
s
+09
605
009
a1z
L5

1
sy
6z

vl
i

Lo
o1

185
99¢

o5
oct

699
b
s
oz

oTionuey e





OEBPS/will_9780470525999_oeb_191_r1.gif
07 oos w0z 178
o1 0T oso Y

o
1 feder 051

oose oo ey s e sne
s oor oot st s fendery T
sz sse
o000z ovost o0'sT ey v
w0z 0s on'e 189
s 001 P
+99
00T 000s  owsc oot worendepuep s 05T
00 opeuey  wosedespesu s $05
ON 91
E—r—
e oos  ovor oo oy 071
oSz ooTt oosz oo m
posei ey s ool oso 559
g mesg 00 ot
wennopy
oot o0 o051 ipoy 191
Swww ads Swpung  Supuny | swenpi Ssena
wowngy g ey wnogy Sgdesos ssequeq

iy






OEBPS/will_9780470525999_oeb_210_r1.gif
WAC

(Ve/ Vi) ra (1= ) (Va/ Vi)





OEBPS/will_9780470525999_oeb_030_r1.gif





OEBPS/will_9780470525999_oeb_162_r1.gif
spu
[
yougg

wory

Bpoi
e iy,

e sy
pep—
fanbg s

-
[,

fendes iy,
iy

Suse

—

png 35par

b e

e sy,

pp—

[ER——

[ —

wo ooyl
worspungisdaaany

[ ——

Jre—

wovss oSO

[——

oy deszaguopiony fuoguy

Aporouppry

wopende oup Pl

sy
Surseneyy

wapiosg g

g

dousg iy paea

prang A oy
om Moy uinps

ol
———
SHOPIN >
W pisop
pe- M-

wopion fwoguy

iordoys qost
wioyeng 1wy

soronq
Susewyy  gpgdus ssoy

Tevs-£65 (005)
ocLLsse (616)

266597 (£19)
o0cs-s66 (616)

1811289 (907)

0009-95¥ (555)

150008 (547)

erssocs (207)
0000245 (s14)
sr90-9¢ (£09)

vz (617)

£0s+-295 (999)

prszerL (s16)
TSSATS (551

Lsesse (ony)

ne
ost

¥z
91

10z

sz

951

s6z

sz¢

b

vot

st

ws
a6t

s

i AV
s seddeg
sy
e

dnosy vesodior

E——

wauason
RO R—,

samusy yoopno,

ey
Sy onon

g e

e sanion






OEBPS/will_9780470525999_oeb_001_r1.jpg
The Handhook of
Financing Growth

Strategies, Capital Structure,
and M&A Transactions

Second Edition

KENNETH H. MARKS
LARRY E. ROBBINS
GONZALO FERNANDEZ
JOHN P. FUNKHOUSER
D.L. WILLIAMS

@

WILEY
John Wiley & Sons, Inc.





OEBPS/will_9780470525999_oeb_133_r1.gif
ey sy orsnaeoquents s
e oy [r———

[ —
——

S ——
SR
worsuomsIbYANEN M

s m——

s
s pedespagon
oy puns s

ququng
pox wN

0
worsoq

—
sueg
oy

Somanu
Lavsnpu 20 e e
" o

BT a

ssequeq






OEBPS/will_9780470525999_oeb_091_r1.gif
S o
o oo
99,
[ — s
9L
ss.
[R—— 9
Sty
worwbpas VN 5L e 3002y 3 apoaqury
ST fuedwor waw
W VN TS s W
wovauenOIT AN VN ISL
VI ose
VIR ere
g soL wsBeueyy wssy ppyueLL
uvduoy
oL fra—
Sy saspeq Bupun  Bupung  wpi ETY a g
w (e W wnuy oo asequeq
[
Supung w4 spung FpoH
ovosz oo sofodownn a4 s6T
sy saspaq Supung o Sisen awsal
[ T —" swque

(swonr )

Supung wnumy g QU wBEAD






OEBPS/will_9780470525999_oeb_053_r1.gif
1. Strong technical team. but 1. Doubtful CE

2. Chance to lead the market. 2. Big chance for slippage.

3. High upside. 3. Too much capital required.
4. Weak investor group. ..+






OEBPS/will_9780470525999_oeb_185_r1.gif
sosMIPIY 00T 0s0 00T 0r0 sl ese sosApy 15
purt oup
ey 05 wr 00 S ey ruone ERpag
oose ovos  oost 195 oy op)
ey oo o0t worpendensa e 109 (ende s 01
-
fambg w0001 ooe desewmeyan  §59 s jendes sewsmey
e o) worpunuoop N 675
weduory
v s oo AN B wovsmAR A (55
b aveatng e s oso wosspunEP A b
pung s#part oy AN 75
Sojeann 09
oL 00s o8 o0t wor ORI A 697
e smwp worspupIMEI S OF
e oy oot oost oo worspuEpoONIIAWN 670
b ey 0005 R
ey sy o1 e oso wors AR 08¢
fanbg eas o1 oot wonwass 929
SUL oneww  oms Bupung  Gupung  swmpa ET] i
gy e g Swydeisor aswqueq






OEBPS/will_9780470525999_oeb_064_r1.gif
Air Force

Department of
Commerce/NIST
Department of Defense

Department of
Education

Department of Energy

Department of
Transportation

Missile Defense
Agency

NASA

National Science
Foundation

Navy

SBA

www.wpafb.af. milflibrary/factsheets/factsheet
asp?id=5560
hitp://tsapps.nist.gov/ts.sbir

www.acq.osd.mil/sadbu/sbir/overview/
overview.htm
wiww.ed.goviprograms/sbir/faq.hemi

www.sc.doe. gov/sbir/About/FAQ.htm
hitp:/iwww.volpe.dot. govisbir/faq.html

www.winmda.com

hiepssbir.gsfe.nasa.gov/SBIR/faq.htm
www.nsf govlengliip/sbir/faq.jsp

www.navysbir.com/fags.htm
wywwsba goviaboutsbalsbaprograms/sbirffaa/
index.html





OEBPS/will_9780470525999_oeb_173_r1.gif
opp sy

e 3
Sanb v OI) AUOSIVVUOL  00STEEL(9F) €99 jumerma sospu
siowug
[— owmq oo 001608S (18 467 e
sauployApING: WP SoBONDPAIA 06796(019) SS9 SSupiop man pus
oy oy
ooy Sudturr Wpsa  oogeszzlels) 16 fende o
pu o dory
Py R NP P 1A oozezzzon  sez curg oo
b e 091s-ISE (P10 bIS
spusy
POSULISY WO OREIPNOUESY I [PUOEN AT wecese ot oo
opurt Jonona
pregpny wovoimppnpuwamig  Sudvuey oovese e e
asporg woswour pof 0005156 (219)  £5¢
pus
posegasy. WOSIIPNOIE WP DI wowwa  Lmenssos e
ATy WaRo) PG 2 oulegen  Z09k908 (s05) 15
[ m———— uapmasg WOH L6996 (600 6l
o sy
copeippdeamu s Sudeueyy oWudsol  sovsheizs) 079 oy wong
[ —"—] uapmasg e v o7z sy
g o s ) ar i

ssequeq






OEBPS/will_9780470525999_oeb_012_r1.gif
1 Roprary avoral 1
1 " Public Minority !

Strategic Control Value
Statogic/Synergisicirratonal

— Spocuiver
oo Foy
o Finanial Carol et
o) Vaiue
peiea iy
oo S e
e P oam Dzt
oy
arksabie
Winorty
Chomatpitng)
Jrmm
Nimas
Markoabity | RS Ty Tradabio or]
et 1 Pialo Company
P e
Wormarkstable
inorty






OEBPS/will_9780470525999_oeb_006_r1.gif
Stagel st SmgellD  StagelliG StagelV StageV.
Existonce  Suival Success—  Success— Takewoff Resourco
Disengagement _Growth Waturiy

G abiy
Gash

@

Watching of
businass and
personal goals

important
bt
managed

Modestly ~ puopio—_qual

naural
o™ planning

product  Sysiomsand |

contols
Guners
abify to
delegate

inelevant g garsiy

isengage, G = Grow





OEBPS/will_9780470525999_oeb_085_r1.gif
ot TN 65 v
on
mope o
supes wormEREETAN DN 99 s B v
o S as duow o
wor w oo
os0  wz  oso AN e o
oc0  oso o Vi oz [
os0 oot sto vi o IO s
os0 st sto v ooos Spuy e o).
o0 oo oto a7V 626 oy e
szo seo o woosann  ON 1€
Wi eso oot oro wovswsiompusa XL €8¢
o0 oso oo et Vi 095
AN oy o
o0 oS0 or0  UguAND  pumewemuEsw a9
sco oso oro e
0wy soo s
o1 100 a6s
o0t 0o 09
e saswea  Supung  Supun ETTY a
I mequieq
o )

Fupung gy 4q s Ry






OEBPS/will_9780470525999_oeb_156_r1.gif
vy
puot
porvipamy
vy
wry
endesy oy

fanbg o
pur
poseganssy.

ut

S p—"

Yoy
oo

Ao awening

s
s05@ens
put
posegamsy

-
[ —

[R————
wor sy

s

[ —

-

EETT e ——

woraseppopng U
N ——

[rn——

worsiontpluosuyols

R —

woruudip R

Susewtry
sy
Suseneyy

i e
arepossy
sy
Susenyy

o
sowseg
Suseneyy
sorona
Susewyy

s iy

Suseney

wapsasg

sy
Sursenryy
soroq

Susewrry

-

prespa
wospueq

o woyueiy

ping g wydng
yo0uq oy
[mSpm—_

sugof g wydois

[

auep prespd

oo10-¢6s (917)
0015-99¢ (+17)

oozr-sse (s16)
017599 (152)

sTss7s (917)
ssse126 (#16)
eeeceon(ise)

006+-296 (505)

cotgbes (@17)
95L9-5¥7 (505)
0091-225 (182)
0050-¢68 (50¢)

IS (015)

0005-99¢ (217)

sovvcss (vou)

ost

s0s

o1
ozt

m
ss9
e

191

ooz

2
s

sos

e puepny

e ap

e

sonpnos wisop af
VN
g osey wesoly df

sonegaf

siowae 201 411
oo
[ p—






OEBPS/will_9780470525999_oeb_047_r1.gif
Q32008 Q22008 Q32007
Amount Amount Amount
Hof Invested  #of Ivesed  #of  Invested
Industry Deals (millions) Deals _(millions) Deals _ (millions)
Biotechnology 14 13498 119 SLI2I4 111 SLI7A
Business Products 29 940 32 1802 31 2099
and Services
Computers and 14 719 s 15 72
Peripherals
Consumer Products 18 915 31 1306 21 55.9
and Services
Electronics/ 18 1200 23 1283 2 109
Instrumentation
Financial Servic 18 1417 22 108 33 3147
Haltheare Services 13 559 14 617 18 1089
Industrial/Energy 9 L9494 LISII 89 10899
T Services @ a7 78 6032 6 478
Media and 92 4092 123 6462 101 4844
Entertainment
Medical Devices 93 8964 105 9295 83 8693
and Equipment
Networking and 21 1783 23 1602 30 3677
Equipment
Other 4 164 1 - 2 -
Retailing/Distribution 6 492 16 1096 13 447
Semiconductors S0 3959 40 3687 60 6578
Software 24 1329 22 12632 210 12007
Telecommunications 45 3228 71 5183 82 6473
Grand Toul 907 S71312 1,033 76648 983 78245






OEBPS/will_9780470525999_oeb_058_r1.gif
02 03 ¢ 1 02 3 0¢ O

“Hockey Stick” Growth

1 G2 G5 ¢ O1 G2 Ga G4 G1 G2 G3 4 Of

§Rg898REC
vonus






OEBPS/will_9780470525999_oeb_079_r1.gif
G0l NOUVHISNINOY
sengmoy wiaivTion
* M WNWININ

o 3Ry -

S BAD LD I B R NS RN

(o) abeaa et (U LIGRRID pRtn - sgle + s s - st bty

Ererey w0 AR WoepiGbRL SN PAOYSD

By oy (100) ESAUPY [0 0 P T RO R A 0 N OY
ALIIBYLI40¥d TYNOLLYY3AO






OEBPS/will_9780470525999_oeb_096_r1.gif
o0
ovor

o0t

o0or

o0t
0ot

o0z
o0t
ovor
oot
o0's
o0t

o0
o0's

0ot
05T

ooty

o0s
05z

0ot

o0s

s
o051

oot

0ot
05T

o005z
s

oo

s
ooz
oot
0L
oot

o00s.
ooz

ot
oost

o0s
0009
ey

oost
s
oot
s
wz

0z

oot
wt

o0z
oz

o0z

o0z
o7
o0z
o0z
o0z

o0z
o7

o0z
os't

os'1
oot
o't

o't
oot

o't

oy
N pue s

vadioud
Suoms s

wovsasunosa ARSI A,

[RS—
Jugxopun

edaprsser

ST ———

[ —

N

wordxdgqumn

TR
worammsp

oo
wo U

Vi
ViR

W
vo

o

Vi

ssr
ac

e

s
s61
orz
108
e

bss
995

T

by Hunser]

s wpey

e

1o

vt

1

jende Buopiy

s
Sueg





OEBPS/will_9780470525999_oeb_129_r1.gif
an
o
o

pox wN
ok wN

Ho

ooueeyy
e oW

[ — worgunysepy

ans

a
ssequeq






OEBPS/will_9780470525999_oeb_180_r1.gif
b ey
ey aamuo
g

e

ey
opuy
vy
opuy
poseg sy
e sy

fambg svensg
b vy

prTep—"

o0o1

oosT

o008

001

ovor

oot

oz

o0t

o000t
ouse

sz

sco

oosz

oot

050

570

oosz
o0ost

ovos

ovost
ovose
o001
o000t

07t

o0os

oot

o001

007005

0oz

sz
0oz
050
o0z
sy
1o fuvurey
purpsrng
o1 wi=pdydopuy
porns
v
iy ap
00 worsy
e sepoyjoses wovsudgnon
o0 [S———
oot
o0t
0o
epraey
oo [rT——
000 [R——
oo

s
099
st
e
oz

veL

s
1
9
161
<05

558
st

o5

s
e

sez

oV

smogiendery

ngduny, ede

DT 0D pendery
s endey
1

ey

o

ey yaeg danguanuesy

i St sopury
511 s

i) sipuqu






OEBPS/will_9780470525999_oeb_167_r1.gif
ey ooy woiendeoyRdsoppor Pusg [ERU)  sasd ppoL 0007068 (19) 969 endes yoeds
o powary
fambgowang endeuiomospungiool sing dwwof  prGOSTSLOTO bEE 895 e uipsios
B
Py, woraqspilpN 2 somas APy e zsLselen) 59
iy
fambg owensg worsuonsmbse eyl Awiu pury weydarg beis9zlos  ses e omnos
o e 511
fambgowasg  smwsmodpnowopyp st S o plowp 00v6rz (b0 527 oapnos
i wgooapues
e sy, wospunddeqnosp P wprig 1A ey owzozzison  we
—
endery sy wos punddeymosaypu  ssBeurry puny ipeay 020z 0z (899 059
pusy
posegmsy awprasg [pues peg 9208052 (507 01
ey sy, wpspo Sueueyy besssrs (616 199
sonona
e ooy, spesor ww o swde obsoss et b9z s erouos
[T = uapmasg o0ez6sz (800 TIL ende prgrous
sovona
e ooy, wospmyspynp  Swsewey  pmedpyowd  10oss S16 21 somuap afs
Aunbg resung sy Py vy 19szhes (@1e)  bhe endes woanns
funbg vessng ) wgof r4 e o 2515
A T e Sow i

aequeq






OEBPS/will_9780470525999_oeb_013_r1.gif





OEBPS/will_9780470525999_oeb_145_r1.gif
ez
At sty [re—— awasas) e iy
[ —— [ — Gors6s9 (b09)  LiL u ges
ot ey
Sudeueyy g UEWROY  pP9L-€8S (Z0S) Vil
awpossy  wosupod TPl 00247 (507) 419
sTSTSeTn)
g S
Sueueyy YIS " WOPIOD)  TI06-68 (Z56) 685 01 kg
oy fw
doug sot
aowanq £950-086 (0L2) e
w0
g P STULLS (8¥T) wr VN SRy JuQ 2uEy)
g
659479 (KOL) (33 pauy auopeyy
71 s
R g v g aoamq VA PARA 00619 (£19) e udes yueqsapey;
[ g Taa SIS0 OFS iy o
a1
Aanbyg arwaug aueg Bypoy DBEYD  OPIE-ELT (STH) 07
Owbgowasg swbmeppnodang RSN pRedOWE  0SSTEE 1D 66e e a0
soong g
fwbgowang wovedeppyonvpuns SN Yoo swW  sTerseTlln 9k o ppyisiy
oo oy,
[ p T S———— wopssiy O H PPN 9SESTL0D) L0 1D
T e ey Em ) ET r

sque






OEBPS/will_9780470525999_oeb_151_r1.gif
p— TSzl 69
wecics e 9
dnosemmpuNOR Y oosisezzipvt ks
o09z9 (s00) 0zL
waprsg 21 Anos  o0orsaleon oz
e
[ worspuprpIp ey SRR WPREG 6666L69 (T8 85T
g
o wwewngonds
ey oy, e ruspue o SN zoveis e e
ey oy sosssee o9 121
g v puens ot 00eLr s
endes oy RPN 0SSTHIR b0 €21
opur
Pty wordupunpwoy  apsai P osserie 98 Tl
Gy owng swommospendeuopoy ouwwg gy scesszisss sic Jndes wopoosy
sup s
G sy o UG e R WIS SPWONL 6787 (L28)  0ge b ions wpyue
Ssurang
oy woduosieguppusy  wopsaig in weappuen i o0ps-gse (100 525 Supung 101
L o e T ey o _at i

asvquea






OEBPS/will_9780470525999_oeb_069_r1.gif
Proceeds of the sale of company stock $10,000,000
Return of original investment plus acerued but

unpaid dividends $1,250,000
Net proceeds available for distribution to

remaining sharcholders $8,750,000
Pro rata percentage of sale proceeds $4,375,000

Total return to participating preferred $ 5,600,000
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Seller 5 millon at 6% or 3.75%
Total 8 millin blended rate 10.5 % (in effect, prime rate plus 2.5%)
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Proceeds of the sale of company stock $10,000,000
Return of original investment plus accrued but

unpaid dividends $1,250,000
Pro rata percentage of sale proceeds $ 5,000,000
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Characteristios/

Preinvestment  Post-investment Teris/Type

Annual revenue  ~ $20 millon

AmualEBIT  Loss

Shortterm debt  None None

Longterm debt  None None

Total lilties  Smal Small Primary labilty vas
deferred revenue due
to MontaVista's
subscription-based
pricing mode.

Optons/ o arrants Novirrants The company has an

wartants employee stock option

plan.
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Predilutive investment 1,000,000 shares
conversion shares

Post-dilutive investment 1,000,000/.8333 = 1,200,048 shares
conversion shares
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Components of an Operating Cash Cycle

——————————— Operating Cash Gyclo———————>

€ Days Holding Inventory ———>
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Industry

Debi-to-Equity Ratio

Construction
General building contractors

Operative builders

Heavy construction contractors
Plumbing, heating, and air conditioning
Electrical work

Other special rade contractors

Hardware stores
sarden supplies and mobile home dealers

General merchandise storcs
Food stores

Grocery stores

Oher food stores

service stations
Other automotive dealers

Eating and drinking places
Miscellancous retail stores

Drug stores and proprietary stores
Liquor stores

Oher retail stores

‘Wholesale and Retail Trade
roceries and related products
Machinery, equipment, and supplics
Miscellancous wholesale trade

Motor vehicles and automorive equipment
Furniture and home furnishings

Lumber and conseruction materials
Sporting, photographic, oys, and supplies
Metals and mi
Electrical goods

Hardware, plumbing, and heating cqu
Other durable goods

Paper and paper products

Is, except petroleu and scrap

ent and supplies

205
372
198
111
1.90
169
1.90
227
109
194
278
182
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300
221
364
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210
248
155
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257
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184
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225
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Q32008 Q22008 Q@ 2007
Amount Amount Amount
#of  Invested  #of Invesied  #of  Invesied
Industry Deals (millions)  Deals (millions) Deals  (millions)
Alaska,Hawail, 1§ 120 2§ 6l 2§ 37
Puerto Rico
Colorado 2 1960 26 1837 28 2156
DC/Metroplex 44 1806 50 266 37 3496
LA/Orange 54 s725 65 5938 55 3952
County
Midwest 0 3951 68 3943 63 3456
NewEnglnd 117 8341123 8538 124 9982
North Central 19 2352 23 184119 1131
Northwest a4 2949 61 3493 52 3450
NY Metro 7 5162 82 017 65 4490
36 2681 39 242 30 2734
Sacramento/N. 6 206 4 152 145
Cal
San Dicgo 22 1784 38 741 41 4181
SiiconValley 292 27734 318 30074 317 28760
South Central 5 7. k] 40 6 100
Southeast s1 2501 57 3353 60 3931
Southwest 17 592 22 1009 26 1610
Texas 38 755 40 288 46 4422
Upstate New s 7 18110 212
York
Grand Total 907 S71313 1033 $7.6647 983 $7.8245
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Proceeds of the sale of company stock $10,000,000
Return of original investment plus acerued but

unpaid dividends $1,250,000
Net proceeds available for distribution to

remaining shareholders $8,750,000
Pro rata percentage of sale proceeds $4,375,000
Total return to participating preferred $ 5,600,000
Cap on participation (3 x investment) $ 3,000,000
Election to convert to pro rata percentage $ 5,000,000

Amount to participating preferred $ 5,000,000
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Venture capitalist  Deep pockets Expensive,
Must invest Desires exit strategy

Private investor

Corporate VC

Rich network of resources

Active partner
Less expensive
More total money available
an be flexible on exic
Willing o take more risk
Less onerous terms
May be willing o take a
noncontrol position
Can strengthen focus
Can add strategic leverage
‘.. marketing, technology,
manufacuring, and
support)
Instant eredibilicy

Usually has contractual
negative control

Has more alternatives
Hard to find

Less money per investor
Requires more investors
Time consuming

Can strengthen focus
Mustalign to their company

it market potential
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Preimvestment  Post-investment  Terms/Type.

Annual revenue  $27.4

Annual EBITOA ~ §7.4

Shortterm debt S04 $34

Long-term debt ~ $2.1 $252 Senior revolver and term
loans and
subordinated debt

Total liabities ~ $6.1 369

Preferred 500 500 None

Common s22.4 $30.9 Riverside, Duyer family,
‘and management

Total assets 5282 $67.8

Options/ $3051.1 15.0%/3.0% Preinvestment: realized

warrants value of options and

varrants atclosing on
1030/03.
Post-nvestment
performance-based
options and varants
on subordinated debt
as a percentage of
funded equity
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Existing owners
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Emerging  Lower Middle-  Middle-
Sartup  Growth (S1  Market (510 Market (550
($0t0510  Millonto  Million t0 50 Million to

Million 10 Million ~ Million 5500 Million
Team Member  Revenue)  Revenue)  Revenue) Revenue)
Lead Yes Yes
stockholder(s)
Lead board Yes Yes Yes
member(s)
Company Yes Yes Yes Yes
president
Chicf financial ~ Usually  Yesor Yes Yes
officer thereis  controller
not one.
Other key Yes Yes Yes
managers”
Legal counsel Yes Yes Yes Yes
Accountant Yes Yes Yes Yes
Investment Usually  Sometimes  Sometimes  Yes
banker not
Consultani/ Sometimes  Sometimes  Sometimes  Somerimes
adviser
Interim Somctimes  Sometimes  Sometimes  Somerimes
leadership

*May include a technical founder, chief technical officer, head of sales, head of
marketing, or operations lead (or a combination thercof), depending on the nature
of the business and how important that team member s fo the furure suceess and
performance of the business.
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Market Scgment

(1., Size of Average
Credit Line/ Servicing  Origination  Audit and
Revolver) Interest Rate  Fees Fees Other
Under $1 million 075% per 1.5% of total - 3.6% of
month faclity ourstanding
per annum
$1 million to 0.2% per 1.2% of
$3 million month outstanding
per annum
3 mil 2% per 1% of ol 1% of
$5 million annum faclity outstanding
per annum
Ssmillonto  LIBOR+2% 1% per 1% of ol 1% of
$10 million and up annum facilicy ourstanding
per annum
orless
nand  LIBOR+1% 025%per  025%of  0.25%of
andup annum total faciiy  outstanding
per annum

orless
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Industry

Debt-to-Equity Ratio

Transportation and Utilites
Railroad transportation

Local and interurban passenger teansic
Trucking and warchousing

Water transportation

Transportation by air

Pipelines, except natural gas

Transportation services—other

Telephone and other communication services
Radio and television broadcasting

Electric services

Gas production and distribution
Combination uility services

‘Water supply and other sanitary services

Finance, Insurance, and Real Estate
Banking.

Mutual savings banks

Bank holding companics

Banks, except murual savings banks and holding companies
Credit agencies other than banks

Savings and loan associations

Personal credit insitutions

Business credit instiutions

Other credit agencies; finance not allocable
Security, commodity brokers and scrvices

Seurity brokers, dealers, and flotation companics
Commaodity contracts brokers and dealers

Life insurance companics

Mutual property and casualry insurance companies
Stock property and casualty insurance.

Insurance agents, brokers, and services

Real estate opeators and building lessors

Lessors of mining, o, and similar property

Lessors of railroad and other property.
Condominium and cooperative housing associations
Subividers and developers

Other real estare

Regulated invescment companies

Real estare investment trusts

240
124
4.00
188
1.70
291
407
2.56
1.60
344
194
179
194
218

8.07
7.52
1492
7.25
12,90
15.87
4051
1129
18.57
1218
17.56
2127
352
6.54
248
179
183
261
0.96
121
0.98
272
261
0.03
0.43
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#of

Firm Location Deals
Draper Fisher Jurvetson Menlo Park, CA 2
ntel Capical Santa Clara, CA 20
New Enterprise Associates Baltimore, MD 19
Kleiner Perkins Cauficld & Byers Menlo Park, CA 18
Sequoia Capital Menlo Park, CA 17
US. Venture Partners Menlo Park, CA 17
Greylock Parmers Waltham, MA 14
InterWest Parmers Menlo Park, CA 14
Polaris Venture Parters Waltham, MA 14
Menlo Park, 14
Menlo Park, CA 13
Accel Partners Palo Alto, CA 12
Advanced Technology Venrures Waltham, MA 12
Westport, CT 1
San Frandisco, CA 1
Palo Alto, CA' 1
First Round Capial West Conshohocken, PA 10
Khosla Ventures Menlo Park, CA 10
Labrador Ventures Palo Alto, CA 10
Norwest Venture Partners Palo Alto, CA 10
Trident Capital Palo Alto, CA 10
Domain Associates Princeton, NJ 9
Matrix Partners Waltham, MA 9
Mohr Davidow Ventures Menlo Park, CA 9
North Bridge Venture Partners Waltham, MA 9
Trinity Ventures Menlo Park, CA 9
intage Capital Partners New Orleans, LA 8
Venure Partners Chicago, IL 8
Bay Partners Menlo Park, CA 8
8
San Francisco, CA 8
Hlybridge Boston, MA 8
Foundarion Capital Menlo Park, 8
Frazier Healtheare and Technology Venrures  Seatrle, WA 8
MD Technology Development Corporation  Columbia, MD 8
MPM Capital Boston, MA 8
Rockport Capital Partners Boston, MA 8
RRE Ventures New York, NY 8
Three Arch Partners Portola Valley, CA 8
Warburg Pincus New York, NY 8
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INANCE

SECOND EDITION

Growth

Kenneth H. Marks, Larry E. Robbins, Gonzalo Ferndndez.
John P. Funkhouser, and D.L. Williams
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