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STRATEGIES

One of the great challenges for entre-
preneurs in building companies is to
understand the stages of capital forma-
tion. 

Business startups typ-
ically emanate from one
of two places — the seri-
al entrepreneur doing
deals or a seasoned
business executive who
exits the corporate envi-
ronment with a dream
to run his or her own
company. 

In trying to get started
and sustain growth,
these business leaders
are often frustrated with
the realities of capital
formation and lack of
resources. 

Nevertheless, the capital markets
have become more linear in the last six
or eight years and have developed a cer-
tain rhythm that makes the process
somewhat more predictable. Here’s how
it works in order and in stages:

The start-up stage — the “A” round.
The initial stage consists of company

formation, concept or product develop-
ment and building an initial manage-
ment team. 

The source of capital for the start-up
phase is private sourcing from friends
and family, and professional early stage
investors who are sometimes called “an-
gel” investors. 

The structure for such investments is
typically a limited partnership or limit-
ed liability company designed to pro-
vide the most efficient and flexible
structure for allocating profits and loss-
es and for tax purposes. 

The investment structures are typi-
cally preferred equity, bridge loans with
an equity component and convertible
debt. Start-up stage investors have re-
turn expectations of in excess of 20 per-
cent for debt and in excess of 35 percent
to 50 percent for equity.

The second stage — the “B” round.
The second round of financing is typ-

ically used to fund initial operations, re-
cruit additional staff and deepen the
management team, further prove up
the company’s business plan and pro-
vide working capital. 

The source for such capital is a func-
tion of where the company is in its de-
velopment cycle. If the company is still
pre-revenue, the second round of capi-
tal will be more of the same. If the com-
pany has begun to realize revenue, early
stage venture capitalists might be at-
tracted to the opportunity to invest. 

Investment structures and investment
return expectations are similar to the
start-up stage, although valuations
might improve based on where the com-
pany is in terms of revenue and cash flow. 

The venture capital/private equity
stage — from idea to reality.

Once the company begins realizing
material revenues or, depending on the
industry, approaches break-even cash
flow, the early-entry institutional in-
vestors can be a source for the next
round of financing. This group of in-
vestors includes early-stage private equi-
ty funds, early-stage venture capital
funds, corporate venture investors and,
occasionally, industry strategic partners. 

Often, at this stage, a conversion to a
corporate entity is required to attract
venture capital or private equity. Criti-
cal issues of valuation, control and cor-
porate governance often dominate ne-
gotiations and trouble the deal spon-
sors. Investment structures include
convertible preferred stock, convertible
debt with warrants and a split between
preferred and common stock. Targeted
debt returns are typically in the high
teens and equity returns in the mid-20
percents. 

The venture capital/private equity in-
vestors will participate in management
at a board level and have either board
control or veto rights on major deci-
sions depending on the amount of their
investment and their percentage of fully
diluted ownership.

The institutional stage — access-
ing cheaper capital.

More mature companies with
demonstrable business models, recur-
ring revenue and positive cash flow that
need growth capital can attract institu-
tional investors providing less costly
capital. Later-stage venture and private
equity funds, investment banks, corpo-

rate investment funds, asset-based
lenders and commercial banks make up
this sector of the market. 

Structures include commercial bank
credit facilities, asset-based loans, pre-
ferred stock, participating preferred
stock, convertible preferred stock, com-
mon stock with warrants, and straight
common stock. The structure, terms,
valuation and disposition of issues such
as control, governance and exit depend
on the condition of the company and
where it is in its development. The more
mature the business, the less costly and
less intrusive the capital.

The exit.
Everyone likes to talk about the exit.

Do we build to sell, build to an initial pub-
lic offering, build to a strategic partner-
ship, build to realize cash flow? These are
several of the options and the answer
should drive the decisions that manage-
ment makes along the capital pathway. 

Companies need to build to a planned
destination. That destination should in-
fluence the decisions made at each stage
of the capital formation journey. 

Selecting the right entity structures,
deal structures, capital structures and
governance models for the company at
each point is critical to ultimately reach-
ing the desired destination. Reaching
that destination does not just happen or
happen accidentally; it can be orches-
trated with thoughtful planning and an
understanding of the process, markets
and expectations of the investment com-
munity. And with patience.  
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Companies need to build to a
planned destination. That 
destination should influence the
decisions that are made at each
stage of the capital formation
journey. 
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A brilliant entrepreneur builds a privately 
held company into a powerhouse over a number 
of years of blood, sweat and tears. 

Growth has been financed by a combination 
of bank financing and internally generated cash 
flow. 

The founder has taken a 
modest salary and bonuses 
through the years to enable 
the growth without bringing in 
equity investors and has main-
tained a modest lifestyle. 

The company has an im-
portant position in a growing 
market with a significant mar-
ket share. It’s highly regarded 
by customers and competitors, 
has a great culture, a solid 
business strategy and wonder-
ful prospects for growth. 

The founder has been at this game for years, 
and is finally ready to slow down, capitalize on 
the years of investment in the business, spend 
time with family, travel, play golf and hunt  
and fish. 

But there is one big problem. The founder has 
viewed succession planning as an unnecessary 
distraction. He has resisted having a process and 
has therefore failed to develop a management 
team capable of running the business. 

Now he can’t seem to find a buyer willing to 
pay full value for the business without him hav-
ing to sign a five-year employment contract to 
stay on as CEO. 

Sound familiar? 
If managed properly, succession can be a stra-

tegic asset and actually enhance the value of the 
company. So, how should the issue of succes-
sion be addressed? Here are the steps: 

● Confront the issue early. 
Addressing the issue of succession early in 

the evolution of a company can mean the dif-
ference between the founder achieving his or 
her ultimate goals or not. Like many other is-
sues faced by owners of private businesses, the 

Succession planning — valuable strategy or unnecessary distraction?

conversation about CEO succession is one that 
rarely seems convenient. 

For succession planning to be of strategic val-
ue, the optimum time to begin is when a change 
in leadership is not imminent. Imminence leads 
to fast decisions, and speed can be an enemy to 
effective succession planning. This is an area 
where methodical planning, training and devel-
opment are critical to a successful outcome. 

● Choose the right people. 
Once CEO succession becomes a live con-

versation, the starting point for developing a 
successful plan is selecting the right people to 
participate. Identify the right people for the job 
with the right education, experience, skills and 
mindset. Be mindful that birthright alone should 
not qualify someone for the critical leadership 
role of CEO. Similarly, longevity with the com-
pany by itself should not entitle someone to be 
included as part of a CEO succession plan. The 
founder and board must develop clear objectives 
and subjective criteria for the job, identify those 
people in the company who have the qualifica-
tions, experience, character and commitment to 
meet those criteria and enroll those candidates 
in the succession plan. 

One important word of warning here — be 
careful not to create unnecessary competition 
between candidates for the job. If that occurs, 
the succession plan can potentially disrupt re-
lationships, create discontinuity and produce 
more damage than value for the organization. 

● Distinguish between management and 
leadership succession. 

An important distinction in developing a stra-
tegic succession plan is to distinguish between 
management succession and leadership succes-
sion. In transitioning management responsibility 
from the founder, it may well serve the interests 
of the company to explore dividing certain re-
sponsibilities among more than one member of 
the senior management team. The management 
team needs to be developed over time to run the 
business and drive the strategic initiatives of the 

company. This can be accomplished in many 
ways, so the succession plan should explore dif-
ferent ways of addressing allocation of manage-
ment responsibilities. 

Responsibility for senior leadership, on the 
other hand, must reside with the CEO. The suc-
cessor CEO must be a strong leader capable of 
carrying out the mission and strategies of the 
company, consistent with the company’s val-
ues. In selecting candidates for successor CEO, 
nothing is more important than leadership com-
petence. 

● Develop clear training initiatives. 
To develop a successor, the CEO and the 

board should design a leadership development 
program. The program should incorporate all 
aspects of leadership, including financial, opera-
tional, social and strategic aspects of the busi-
ness and the organization. CEO candidates who 
embrace the training program will more likely 
build competence in these critical areas and pro-
vide the better opportunity for the incumbent 
CEO to exit the business on his own terms. 

● Accelerate decisions and implement 
change. 

A difficult challenge facing a founder is to 
time the transition of responsibility for manage-
ment and leadership to a successor. To maximize 
value in an exit, the smart founder will begin to 
assign accountabilities to the successor at least 
12 to 24 months prior to a planned transaction. 
Why? A buyer needs to have comfort that the 
new CEO has the skills to effectively run the 
business and has the support of the team. A 
demonstrated track record of success on the part 
of the successor CEO will maximize the value 
of the business for the founder. 

Follow these steps and succession becomes a 
strategic asset and not an unnecessary distrac-
tion.

Bill Boyar is chairman of law firm Boyar & 
Miller in Houston.


