
A Note on Financial Instruments for Venture Capital 
You will have read in every financial text that a common share is the fundamental unit of ownership in a company.
 Interesting then, that Venture Capital investors almost never invest in common shares. This note will explain why and will describe what financial instruments VCs like better. You should know, however, that if you are an entrepreneur it is common shares you’ll be holding. And so begins the tug-of-war between VCs and entrepreneurs.
The Problem with Common Shares
While it might seem reasonable—even fair—that all equity holders in a company should hold the same type of shares, the venture capital industry has evolved such that VCs don’t hold common shares and almost everyone else—founders, employees via their options, public shareholders upon IPO—does. Common shares represent ownership and hence the right to participate in the proceeds of a sale of the company or an IPO. Common Shares also provide a right to vote in basic company decisions. From a VC’s perspective, the problem with common shares is that they have no special privileges. They have no seniority in liquidation (at either sale or bankruptcy); nor do they give the holder any ability to effect changes in the company except by exercising a right to vote, and hoping that other shareholders vote the same way. For putting up cash—by putting money at risk—VCs want more protection and more control. 
All of these problems can be solved by the VC investing in Preferred Shares. Not surprisingly then, Preferred Shares are what VCs almost always buy.
Preferred Shares
As the name implies, Preferred Shares give the holder preference over Common Shares. The most important of these preferences are: 
· Seniority in liquidation; i.e. the preferred shares is paid first

· Seniority in payment of dividends

· Special privileges, attached to the Preferred Shares, which are negotiated as part of the investment and documented in a Shareholders’ Agreement. These might include:

· The right to a certain number of seats on the board of directors

· The right to prevent additional capital being raised without the preferred shareholders’ permission

· The right to participate pro rata in any future fund raising. 

· The right to veto the choice of CEO

· The right to approve any spending above a defined limit.

· The right to veto a sale of the company.

· And on and on

Perhaps we should pause here and discuss the “fairness” of the VCs getting their money out first. After all, the founders may not have invested cash, but they have invested their time and effort—their “sweat equity”. The argument is simply that the sweat equity does not buy founders the right to cause the VCs to lose money while the founders make money. 
Example:

Suppose VC invests $5.0 million in NewCompany and receives 1.0 million shares. The founders have not invested any cash, but they hold 1.1 million shares. NewCompany receives an offer to be acquired for $6.0 million. If both parties hold Common Shares, VC will receive $2.86 million, thus losing $2.14 million of the cash it invested. Meanwhile, the founders will receive $3.14 million. 

However, if VC owns Preferred Shares, its preference in liquidation means VC would receive the first $5.0 million of the proceeds, getting its investment back and the balance--$1.0 million—would go to the founders. 

While it might seem that the VCs, by using Preferred Shares, can get their money back, leaving the founders with relatively little, in practice, this is hard to accomplish. For one thing, as in the preceding example, the Founders have majority ownership and so can vote against an acquisition. Even if the Founders don’t have a voting majority, they can still prevent an acquisition because in an early stage company, the value really resides in the founders. If they don’t want to be acquired—basically, if they don’t agree to go to work for the acquirer—there is not going to be any acquisition however much the VCs might want it. As a result, both parties will proceed to do what they set out to do in the first place: build value into the company so that all parties can come out ahead.
The Many Flavours of Preferred Shares
The Preferred Share is the basic currency in the VC world, but it does appear as well in the public equity environment. In that context, its primary characteristics, in addition to its seniority, is the fact that it has dividends attached and that it is redeemable; i.e. the holder has the right to receive back the amount invested. In many ways it is no different from debt, but it is less senior in the capital structure than debt and hence its expected returns are higher. 
This very ordinary form of Preferred Shares may appear in the venture world, but not often. The problem is that VCs want to participate in the upside of an investment. They want to see a company grow in value and share in that value. If all they get is their initial capital redeemed (along with some measly dividends) what’s the fun in that? More importantly, the risk/reward ratio is out of whack.

Convertible Preferred Shares
Convertible Preferred Shares solve the upside problem. This type of security has the same seniority and other features discussed previously, including a redemption right, but it may also be converted into common shares at the option of the shareholder
. Shareholders might choose to redeem their preferred shares for their face value or they might choose to convert their preferred shares to common shares. In that case, the investors participate in the proceeds from a sale (or other liquidation) equally with all common shareholders.  

Example

Consider InterestingCompany Inc., a company which has raised money through two rounds of financing as follows:

· A Round: $10 million Convertible Preferred @ $8.00

· B Round: $18 million Convertible Preferred @ $12.00

· Founders have 750,000 common shares

· Employees have options for 250,000 common shares

The company therefore has a Capitalization Table (Cap Table) as follows:

	Shareholder
	Number of Shares

As converted

Fully diluted
	Ownership

As converted

Fully diluted
	Ownership

if unconverted
	Amount Invested
	Price Paid Per Share

	Series B

Preferred
	1,500,000
	40%
	
	$18 million
	$12

	Series A

Preferred
	1,250,000
	33%
	
	$10 million
	$8

	Founders
	750,000
	20%
	75%
	
	

	Option Holders
	250,000
	7%
	25%
	
	

	Total
	3,750,000
	100%
	100%
	$28 million
	


Note as well that the general practice in the venture industry is “last money in/first money out”; meaning in this example, that Series B Preferred would have seniority in liquidation over Series A Preferred.

Case I

Let us now assume that InterestingCompany Inc. receives an offer to be acquired for a price of $30.0 million. How will the proceeds be divided? The first decision each Convertible Preferred Shareholder must make is whether to retain his/her Pref shares or convert to Common. Staying as Pref means getting back the amount invested.

Series B Convertible Preferred Shareholders:

Option 1: Don’t convert; receive $18.0 million

Option 2: Convert; receive 40% of $30.0 million or $12.0 million

Decision: Don’t convert
Series A Convertible Preferred Shareholders:

Option 1: Don’t convert; receive $10.0 million

Option 2: Convert; receive 56%
 of $30.0 - $18.0 million or $6.7 million

Decision: Don’t Convert

Note that the Founders and employees will end up splitting the $2.0 million remaining after A and B redeem their preferred shares. The Founders will get 75% or $1.5 million and the employees $0.5 million.

Case II

What if the company receives an offer of $44.0 million?

Series B Convertible Preferred Shareholders:

Option 1: Don’t convert; receive $18.0 million

Option 2: Convert; receive 40% of $44.0 million or $17.6 million

Decision: Don’t convert
Series A Convertible Preferred Shareholders:

Option 1: Don’t convert; receive $10.0 million

Option 2: Convert; receive 56% of $44.0 - $18.0 million or $14.6 million


Decision: Convert

Finally, note that the founders will receive $8.6 million (33% of the common, which includes the converted A Pref shares). Employees will receive $2.9 million (11%).
This process of determining how much money each shareholder is entitled to is known as the “liquidation waterfall”. The most senior shareholders get their money first, and then the remaining proceeds cascade down to the next most senior, and so on. The common shareholders are always in the eddy at the bottom of the waterfall.

Participating Convertible Preferred Shares

An additional form of Preferred Shares that shows up from time to time is Participating Convertible Preferred Shares or “Participating Prefs”. This type of security has all the characteristics of the Convertible Preferred Shares just discussed but with the important addition of the “participating” feature. In this instance, the shareholder receives back his/her initial capital (plus dividends) and participates in the remaining proceeds along with the common shareholders on an as converted basis. With this security, the shareholder not only gets to participate in the upside—in the success of the company—but also gets to protects his/her initial investment. The shareholder can be said to have both “downside” and “upside” protection. This provision is also referred to as a “Double Dip”.
Example
Let us go back to InterestingCompany but this time let us assume that Series B received participating preferred shares in return for its investment. The following Table illustrates how the proceeds would be split at exit among the shareholders, under the two exit price scenarios. Series B’s proceeds, as shown in the Table, are calculated as follows (for the $44.0 million case):
Step 1: Series B gets back its $18.0 million initial investment.

Step 2: Series A decides whether to convert or not. If A were to convert it would receive 

33% of the proceeds remaining or 33% *($44.0 million - $18.) million—$8.58 million. But if A does not convert it will receive $10.0 million. A will not convert.

Step 3:
The remaining $16.0 million ($44.0 - $18.0 - $10.0 million) is then divvied up according to the number of “as converted” shares. Because A did not convert, it does not have any “as converted” shares. B has 60% (1.5 million of 2.5 million) of these shares and thus would receive $9.6 million (60% * $16.0 million) for total proceeds of $27.6 million.
	Sale Price:
	$30.0 million
	$44.0 million

	
	B has Participating Prefs
	B has Convertible Prefs
	B has Participating Prefs
	B has Convertible Prefs

	Proceeds:
	
	
	
	

	Series B
	$19.2 million
	$18.0 million
	$27.6 million
	$18.0 million

	Series A
	$10.0 million
	$10.0 million
	$10.0 million
	$14.6 million

	Common
	$0.6 million
	$1.5 million
	$4.8 million
	$8.6 million

	Employees
	$0.2 million
	$0.5 million
	$1.6 million
	$2.9 million


It should come as no surprise that regardless of the price at which the company is sold, Series B does better when it has Participating Preferred than when it has only basic Convertible Preferred. Those lower in the waterfall do worse. Specifically the common shareholders and, in the $44.0 million case, the Series A lose out to the Series B. The question is: why would the other shareholders have agreed to this structure that is so much more beneficial to the new Series B shareholders? A simplistic answer would be that the Series B investors had more bargaining power when negotiating with the company and were able to drive a better bargain for themselves. However, there is a subtler answer: using Participating Preferred can bridge a gap in valuation and/or ownership expectations between the new investors and the existing investors. Here’s how.

Example

For the sake of simplicity, let’s use an example where there is only one series of Preferred Shares. The VCs propose the deal shown in the following table where the Series A are Convertible Preferred Shares. 
	Shareholder
	Number of Shares

As converted

Fully diluted
	Ownership

As converted

Fully diluted
	Amount Invested
	Price Paid Per Share

	Series A

Preferred
	4.1 million
	60%
	$5,000,000
	$1.21

	Common

Shareholders
	2.75 million
	40%
	
	

	Total
	6.85 million
	100%
	$5,000,000
	


The pre-money valuation in this example is $3.3 million: 2.75 million shares * $1.21.
However, the founders, who are the Common Shareholders, are very unhappy with this proposal. For one thing, they have no interest in giving up majority ownership of the company at this early stage. Additionally, they were hoping for a much higher valuation. After considerable discussion, the two parties arrive at the following compromise: The VCs will receive Participating Convertible Preferred Shares but in return for the participating feature they agree to pay $2.18 per share. The resulting Cap Table is as follows:
	Shareholder
	Number of Shares

As converted

Fully diluted
	Ownership

As converted

Fully diluted
	Amount Invested
	Price Paid Per Share

	Series A

Preferred
	2.3 million
	46%
	$5,000,000
	$2.18

	Common

Shareholders
	2.75 million
	54%
	
	

	Total
	5.05 million
	100%
	$5,000,000
	


The Common Shareholders are satisfied: they retain 54% of the company and they get a higher price per share. What about the VCs? The easiest way to answer this question is graphically as illustrated below. With Participating Preferred, the VCs will do better at any exit below about $17.5 million but not quite so well above that point.  Why? Because the A’s are double-dipping: they get their investment back and they participate in the remaining proceeds along with the Common Shareholders. At lower exit prices, this double-dipping is worth more than owning a bigger part of the company. However, if the company does really well (i.e. exits at a value greater than $17.5 million) the VCs would have done better with non-participating Convertible Preferred. Conversely, the Common Shareholders do better under this scenario. (Whatever proceeds aren’t going to the Prefs, must be going to the Common.)  
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The Participating Preferred structure works to bridge gaps between the perspectives of entrepreneurs and VCs.  Entrepreneurs—generally the founders who hold the Common Shares—tend to be optimistic and believe that their companies will do very well. If they must choose, they will often prefer a structure that rewards them in a winning situation, even if that means they would not do as well if the company does less well. They don’t believe they will fail! And that is an attitude VCs should appreciate in a Founder. VCs, on the other hand, will pay up—i.e. pay a higher price per share and take a smaller stake in the company—for greater protection in a case where the company has to be sold for a mediocre price.
At times, instead of Participating Preferred, investors will use Redeemable (Non-Convertible) Preferred Shares plus free Warrants to reach the same end. Warrants simply provide the right to acquire Common Shares. Free Warrants mean the Warrants are acquired with no additional payment. So in the proceeding example, the VCs could have received Preferred Shares which are redeemable for $5.0 million, the amount of the initial investment plus a Warrant to acquire, at no charge, 2.3 million common shares. Upon exit, the investor would redeem the Redeemable Preferred Shares and exercise the warrant to receive the common shares which would then participate in the remaining proceeds. Why one would choose one instrument over the other is vague, although there may be tax treatment implications in some jurisdictions. Some find it is easier to describe Participating Preferred Shares in legal documents.
 

A Few Words about Debt

Entrepreneurial companies may have Bank Operating Lines or leases like any other company. However, entrepreneurial companies rarely have Term Debt. This is because banks are generally unwilling to lend large sums of money to companies without positive cashflow and a proven track record.

There is a category of lending, called “Venture Debt” that does appear from time to time. Such debt generally has a regular repayment schedule, covenants around financial performance, and an interest rate typically several points higher than normal bank debt. Venture Debt usually comes with warrants providing the lender with additional upside, which, along with the higher interest rate, is intended to compensate for the risk accepted in lending to an early stage company. Venture Debt is provided by a handful of specialty lenders, and is not available from banks.

Conclusion

This note covers the financial instruments most commonly used in the Venture Capital world. There are variations on the instruments described—for example, Participating Prefs with two times participation, which simply means that the holders get two times their invested capital back and then they participate on an as converted basis in the remaining proceeds. But if you understand the structure and intent of the instruments described here you have the basics.
This note was prepared by Teddy Rosenberg who wishes to acknowledge the assistance of Amanda Clark of CIBC Capital Partners who kindly reviewed the note and made suggestions which have been gratefully incorporated.































































� If you have not previously read this in a financial text, you’d better find one. This Note assumes a basic knowledge of the capital structure of a company and the available financial instruments and thus will not deal in detail with the fundamentals. If you are feeling uncertain, you might consult Chapter 8 of your introductory finance text, Fundamentals of Corporate Finance by Ross, Westerfield, Jordan and Roberts.


� In some circumstances the investor may be required to convert the Prefs. This “mandatory conversion” term will be discussed in a subsequent note.


� For the sake of simplicity we will assume that none of the shares have dividends. If they did, the more senior securities would receive back their investment amount plus any dividends accrued but unpaid.


� If the B round does not convert then their “as converted fully diluted” shares must be left out of the equation for determining how the proceeds are split among A, the founders and the employees. In this case, if A converts, then the total number of common shares would be 1,250,000 + 750,000 + 250,000 = 2,250,000 of which A holds 1,250,000 or 56%.


� At this point, you will have undoubtedly realized that the same effect can be achieved by a combination of Debt plus Warrants: at exit, the debt is repaid and the warrants are exercised in exchange for Common Shares.
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