THE THREE STAGES OF RAISING MONEY
 
            This paper outlines the three stages that entrepreneurs normally go through when raising capital for a new business.  The decisions made during these three stages for a start-up involve two fundamental types of financing a business: debt versus equity.  The three stages are:

1. Friends and Family

2. Venture Capital

3. Traditional Lending Institutions

Friends and Family
 When entrepreneurs start up a new business, they typically approach friends and family to make an initial investment in their new enterprise, partly because friends and family know and trust the entrepreneurs and they don’t have to take time to build relationships and credibility with investors who are unfamiliar with them.  Also, friends and family are normally more reasonable in demanding terms, and entrepreneurs want to keep as much equity, or ownership, as possible in their brainchild — they are loath to give up too much control of their precious child to anyone. 

The first try is typically for a loan — entrepreneurs ask to borrow money at an agreed-upon interest rate.  By financing with debt, entrepreneurs can keep all of the equity in their new enterprise.  On the other hand, even friends and family (F&F) usually are not generous enough to make an unsecured loan (no collateral) and ask for some equity in return for their investment so they can share in the profits if the enterprise is successful.  However, because they do have faith in the startup and they tend to be generous, F&F usually don’t ask for an unreasonable amount of equity. 

Venture Capital
If entrepreneurs’ names aren’t Rockefeller, Buffett, or Gates or they didn’t room with someone in college who had such a name and the brainchild requires more than a modest amount of capital, then their F&F probably don’t have enough money or aren’t willing to fund a startup and they have to look elsewhere for funding.  The next stop in the search for capital is at the doorstep of venture capital firms.  Equity investment in young private companies is generally known as venture capital (VC).  VC firms deal almost exclusively with equity financing.

VC organizations aim to help young and growing enterprises over that awkward adolescent period before they are large enough to go public. The VCs guide startups with experienced management advice to the point that they are successful enough to go public with an initial public offering (IPO). 

The most successful IPO in history was in 1995 when Netscape offered 5 million shares to the public at $28.  Those shares closed up over 100% on the first day at $58.50 and Netscape was worth $2.2 billion.  The Netscape IPO was the first tiny bubble that came out of the in Internet IPO bubble pipe that created the stock market bubble of 1996-2000.  The rush for Internet gold created a stampede of day traders who ran up stock prices as did investment analysts such as Mary Meeker of Morgan Stanley and Henry Blodget of Merrill Lynch.  Blodget was eventually fired for his role in over-hyping Internet stocks and barred from the securities industry.

But no group was more responsible for the bubble than VC firms, especially those in Silicon Valley.  Benchmark Capital was the VC firm that backed eBay, the most successful Internet company at the time (before Google), and it made $4 billion profit on its eBay stake.  VC firms, such as Kleiner Perkins Caufield and Byers on the famous Sand Hill Road in Silicon Valley, typically create investment funds with money from wealthy investors and institutions such as state pension funds.  Investors are limited partners in the fund and often commit for five or ten years and are given a share of the yearly profits that the fund generates.

VC firms typically charge a management fee of 2-3% of the amount in a fund and seek equity investments in promising start-ups.  During the Internet bubble years, one hit in 300 was enough to give investors a return of more than the 18% that had been typical up to that time — often 35% or more.  In return for investing in an unproven startup, VCs ask for a large amount of equity in a new firm, typically 50%, and usually one-half of the seats on the firm’s board so they can have a say in how the company is managed (and watch their investment).

 The process for raising money from VCs begins with a business plan.  If a VC sees promise in the business plan and believes in management, it will make an investment.  Because VCs invest in a new firm in return for an equity position, they don’t ask for collateral because startups usually have few tangible assets.  Their assets are the brainpower and creativity of those who will manage the enterprise.  Therefore, VCs usually want to see that the owners and managers have all their assets invested in the new enterprise—they want the owners and managers to be mortgaged to the hilt and totally dependent on the success of the company for their own future security and prosperity.  

If VCs invest in a startup, they usually structure a deal so that management has a strong incentive to work hard in return for a big payoff when the business is successful, defined by going public with an IPO, when both management and the VC can cash in.  Often management accepts modest salaries and an agreement to cash in stock only if it appreciates in value.  VCs also take preferred stock that is designed to covert automatically into common stock when and if the enterprise generates more than a target level of earnings.  But if the enterprise fails, the VCs will have first claim on any salvageable assets.  These deal structures put further pressure on management to create a successful company.

The initial investment, or first round of financing, is typically for a relatively small amount, often in the range of $2-$3 million, to get the enterprise started.  VCs don’t like to give all the money needed at the beginning, but prefer to give it in stages as the firms meet benchmarks for successful progress.  During the Internet bubble years only one in ten first-round investments went further.  If a firm does get off the ground and its future looks promising, it then goes through successive rounds of financing—second, third, fourth, and so on—until it is viable and ready for an IPO.  New investments that come in during the later rounds are often referred to as mezzanine financing.  It is called mezzanine financing because investors come in later, in contrast to VCs, who get in on the ground floor.

When the startup is ready for an IPO, or a primary offering, the VCs help the new firm register its new offering with the Securities and Exchange Commission (SEC) — a complicated and time-consuming process — and find an underwriter.  Underwriters are typically investment banking firms such as Goldman Sacks and they act as financial midwives to a new issue.  Usually the underwriters play a triple role:  First, they provide the new company with procedural and financial advice; second, they actually buy the issue; and, third, they resell the issue to the public.  The last step in the process of going public is to create a prospectus which gives prospective investors a realistic look at the prospects for the new company.  Prospectuses are not hyped because the SEC insists that investors’ eyes are opened to the dangers of investing in the new company.  Underwriters also work with the new company to arrive at an offering price at which shares are sold to the public.  Underwriters typically receive payment in the form of a spread, which means that they are allowed to buy shares for less than the offering price at which shares were sold to investors and then can sell them in the short term on the market and make a profits or hold them for the long term in hopes of making an even grater profit.      

Only about one in a hundred startups that get past the second or third round of financing end up with a big payday from an IPO.  And when the IPO is sold, it is usually the VCs who win even bigger than the owners and managers of the enterprise.  Entrepreneurs who accept money from VCs often feel like they are making a Faustian bargain with the devil—selling their soul (their brainchild) and their independence in return for money.  The bargain becomes more painful if the new enterprise has to ask for more money after the first round of financing because VCs often squeeze the business owners for more and more equity with each new round of financing.

Traditional Lending Institutions
Entrepreneurs raising capital for a new enterprise do not like to give up so much equity to VCs and would prefer to finance their firm with debt.  However, traditional lending institutions such as banks and insurance companies, as the saying goes, “only lend money to individuals and companies who don’t need it.”  Enterprises without a track record, without assets, and without profits or cash flow are considered to be too risky for lending institutions, and F&F and VCs are the only alternative.

Established companies generally prefer debt over equity for financing, although most corporations use a mixture of both.  Debt for corporations is often in the form of bonds.  The mix of debt versus equity is referred to as a company’s capital structure.  Capital intensive companies with tangible assets such as airlines, utilities, banks, real estate, steel, chemicals, petroleum, and mining rely heavily on debt.  Drug companies or advertising agencies whose assets are intangible patents or creative talent, tend to rely on equity.  Growth companies such as Genentech, Hewlett Packard, and Merck rarely rely on debt in spite of heavy capital requirement and, instead, fuel their growth through increases in stock prices.

The main reason that debt is preferred over equity is simple — it’s less costly.  Why?  Corporate interest payments are tax deductible.  Current corporate tax rates vary from 15% (under $50,000 annual income) to 39% ($100,000-$335,000 annual income), but for the majority of companies the rate 35%.  State corporate tax rates vary by state.  For example, New York State’s tax corporate tax rate is 7.5%.  You can find state corporate tax rates at www.irs.gov.

There are many different types of debt: straight bonds or convertible bonds (convertible to common stock under certain conditions), short-term or long-term, or secured or unsecured.  Almost all debt issued by industrial and financial companies are unsecured obligations.  Longer-term bonds are usually called debentures and shorter-term issues are called notes.  The majority of secured debt consists of mortgage bonds.  Secured debt means that the debt, or loan, is secured by some type of collateral — assets of the company — that revert to the debt holders in case of default.  Furthermore, debt, or bonds, is senior to equity, or stock, which is junior.  All this means is who gets paid first — senior securities get paid before junior ones do.

When a company issues bonds, it offers a prospectus, just like when a company issues stock, and the prospectus sets out an indenture between the issuer and the bond holder.  The indenture states whether the bonds are senior or subordinated and whether they are secured or unsecured.  Most bonds on the market today are unsecured debentures or notes.

Cost of Capital: Debt Versus Equity
The cost of capital is not synonymous with interest rates that a company pays on its loans, either from banks or from issuing bonds.  Most small and medium-sized companies, if they are established and profitable, secure their debt from banks and most larger companies borrow directly from insurance companies, pension funds, or through publicly issued securities such as bonds.  The interest rate a company pays on its debt is referred to as its cost of debt.  A borrower’s cost of debt is lowered by the tax benefit of being able to deduct interest payments.

A company can also raise capital by retaining its profits or selling new shares of stock. When investors purchase stock, the expect to receive a return on their investment either through dividends paid out of the company’s profits and/or by appreciation in the value of their shares.  The combined return investors require from dividends and stock appreciation constitutes a company’s cost of equity.

The cost of equity always exceeds the cost of debt because, for one reason, currently the Internal Revenue Service taxes a company’s profits twice, once in the form of a tax on profits and a second time in the form of taxes on investors’ dividend income or on in the form of capital gains tax on the appreciated value of the stock if it is sold.  Currently, the highest personal income tax rate is 35% and the capital gains tax is 15% (only 5% for those in the lowest two tax brackets), paid if the stock is held for a year or more.  Generally, investors would prefer to see company’s stock steadily appreciate over several years rather than receive dividends on which they have to pay an annual tax.  Currently, dividends are taxed at 15% per year.

Another reason equity is more expensive than debt is because interest payments on debt are tax deductible.  Furthermore, equity is more risky than debt for both a company and for investors, especially considering the volatile and somewhat depressed current level of the stock market.    
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