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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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Many growing companies view compensa-
tion as a necessary expense. 

Strategic leaders treat compensation as a crit-
ical asset that, if managed effectively, can gener-
ate enormous value for the company. 

What’s the difference? 
Organizations that consider 

compensation a mere expense 
do not leverage the relation-
ship between compensation 
systems and job performance. 
They often focus on reducing 
the investment in their em-
ployees and reducing costs. 

Companies that utilize com-
pensation as a strategic asset 
often inspire behavior that 
produces valuable results and 
furthers the mission, values 
and strategy of the company. 

Simply put, if you want to stimulate certain 
behavior, pay for it. 

To better understand a strategic approach to 
compensation, let’s look at the two key com-
ponents: Systems of compensation and perfor-
mance reviews. 

SyStemS of compenSation 
All compensation systems consist of one or 

more of the following components: Base salary, 
annual cash bonus and long-term incentives. 

Depending on the nature of the business and 
where the business is in its development, there is 
often a mix of components. 

Early-stage companies that are burning cash 
typically try to use long-term equity incentives 
to reduce base salary and annual cash bonus out-
lay. More mature companies will often be more 
aggressive with cash compensation and less 
generous with long-term equity incentives. 

Cash bonus programs are often tied to either 
enterprise or individual performance against 
goals. A typical enterprise-wide plan would be 
tied to target earnings before interest, taxes, 
depreciation and amortization, or EBITDA. In 
an EBITDA plan, employees receive a bonus 
of a certain percentage of base salary. Certain 
EBITDA plans incorporate a sliding scale for 
increased bonuses if enterprise performance ex-

Compensation should be viewed as a strategic asset, not an expense
ceeds targets. Plans that are tied to individual 
goals are most prevalent for sales, where there 
are objective, measurable targets. 

Long-term equity programs are typically in 
the form of restricted stock, options and prof-
its interests. The choice of plan depends on the 
structure of the company and the attendant tax 
implications of issuing the equity interests to 
the company and the participants and requires 
thoughtful planning. 

compenSation aS Strategy 
In determining which combination of com-

pensation components makes the most sense, 
the crucial consideration for ownership is 
whether the system will stimulate behavior that 
is consistent with the mission and core values 
of the company and further its overall strategic 
objectives. 

In this regard, how the compensation system 
is designed and implemented will influence 
whether the staff is aligned with management’s 
strategic plan. 

The threshold question is: Will this system 
cause our people to operate consistent with our 
mission and core values and execute our strategic 
initiatives to achieve our targeted outcomes? 

If the answer to this complex question is yes, 
then the system can contribute to alignment 
between ownership and employees and help 
further the strategic objectives of the company. 
This is the beginning of establishing compensa-
tion as a strategic asset. 

If the answer is no, then the conflict between 
strategic intent and the compensation system 
will more likely create misalignment and dys-
function. People will be more likely to work in 
silos and at cross purposes with the key strate-
gic initiatives, and the systemwide results will 
likely be disappointing. 

performance aSSeSSmentS/reviewS 
A critical second step in creating a strategic 

asset is the process for performance assessments 
and performance reviews. 

Growing companies often neglect perfor-
mance assessments and reviews with the ex-
cuse of being too busy or too focused on other 

more important things. Nothing could be further 
from the truth. No company can be truly effec-
tive and build an aligned team without having 
an effective performance assessment and review 
process. 

Two key elements of performance measure-
ment are culture and job performance. By cul-
ture we mean, does the person operate consis-
tent with the mission and core values of the 
company? By job performance, we mean, does 
the person meet or exceed expectations in the 
performance of his or her work, including ob-
jective, quantitative measures and subjective, 
qualitative measures? 

Furthermore, any effective assessment pro-
cess must have written tools and include a 360-
degree assessment -- input from people in the 
organization who are senior, junior and parallel 
on the organization chart to the person being as-
sessed. These assessments should be weighted 
by both the value placed on these two areas by 
the ownership and the level of interaction by the 
people doing the assessment. 

Once the assessments are completed, respon-
sible leaders should communicate the results 
accurately and assist in developing action plans 
for improvement. These action plans should be 
tied to specific goals, which should be tied di-
rectly to the company’s compensation system, 
which, in turn, should be tied to the company’s 
mission and strategic initiatives. 

the leSSon 
Weave a thread from mission and core values, 

through strategy and action, through a compen-
sation system that rewards performance consis-
tent with such mission, values and strategy. 

By doing so, enlightened leadership can ef-
fectively convert an expense to the most valu-
able asset of the organization -- effective people 
working smart, doing valuable work and accom-
plishing important objectives consistent with the 
strategic initiatives of the organization.


