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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. 

Travel in luxury and receive
the customer service
you’d expect from a

AAA Four Diamond Resort.

Take off in our 30-seat private charter jet from

Houston, without the hassles of airport security

and worrying about baggage claim, so you can

arrive stress-free at Inn of the Mountain Gods

Resort and Casino. Enjoy our 18-hole championship

golf course, Vegas-style casino, fine dining, and a

beautiful and relaxing experience at the base of

Sierra Blanca. Book now and take advantage of our

mid-week special: roundtrip and two-night hotel

stay for two, starting at only $896 - seating is

limited so call today!* Plan your trip from Houston,

and let us make your stay INNcredibly Amazing!

Mescalero, New Mexico near Ruidoso

www.innofthemountaingods.com
*Offer based on availability and for a limited time only. Applies to Monday and Wednesday
flights only. Restrictions and blackout dates may apply. Management reserves the right to

change this promotional offer at any time. Please gamble responsibly.

For more information and reservations, please

visit our website at www.flytotheinn.com

or call us at (888) 721-9357.

Promotional Code HBJ 09-07

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

Companies are finding it more and more dif-
ficult to achieve expectations with merger and 
acquisition transactions. 

Why are these combinations such a chal-
lenge? For the most part, delay in achieving 
effective integration can often 
be traced to the failure to ad-
equately plan and execute the 
social integration that is so 
critical to success in any busi-
ness combination. 

The baseline decision to 
pursue an M&A transaction 
is typically driven by econom-
ics. Once the economics base-
line is established, the parties 
do extensive due diligence. 
Rarely, however, are sufficient 
resources dedicated to con-
ducting due diligence on the 
social environment of the target company and 
how integration will work. 

By social environment we mean the respec-
tive mission/purpose of the two companies, the 
core values, the strategic characters, the com-
munication environments, the compensation 
structures and the leadership cultures. 

Purpose: Organizations are defined by their 
fundamental purpose. It is the source of com-
mitment and the foundation for action. 

Attempting to combine two organizations 
with inconsistent purposes can be deadly. Why? 
At the grassroots of any organization, people 
need more than economic reward. They need 
to feel valued and feel that they are working on 
something that is valuable. This is the starting 
point for achieving a combined organization. 
What to do? The integration team must enroll 
the management and employees of the acquired 
company in the acquiring company’s purpose or 
develop a blended purpose. To simply dictate 
purpose will not facilitate a fast and effective 
integration. 

Core values: Similar to purpose, core values 
are essential elements of any company’s culture. 

Whether well articulated or not, every organi-
zation has core values. They define how people 
operate internally and externally and provide the 
social fabric of an organization. 

In attempting to combine two organizations, 
there must be a consistency of core values. How 
people treat each other, clients, customers, col-
leagues, investors and other relevant constituents 
is fundamental. When pursuing a combination, 
too often the acquisition team fails to develop a 
blended articulation of core values that define 
the combined enterprise. Again, the integration 
team needs to enroll the management and em-
ployees of the target company in the core val-
ues of the acquiring company or, alternatively, 
develop a new statement of values that reflects 
a graceful blend of the core values of the two 
companies. 

Strategic character: A third critical ele-
ment for effective social integration is strategy 
formulation and execution, or strategic charac-
ter. How do the two organizations develop and 
implement strategy? Is the process exclusive to 
senior management or inclusive of deeper levels 
of the organization? Is there a bias for action or 
is strategy formulation a passive activity? Are 
the approaches consistent? The integration team 
must develop a coherent approach to strategy 
formulation that embraces the most inclusive 
approach and results in a strategic character that 
fosters integration. Otherwise, there is risk of 
people being disenfranchised. 

Communication environment: What is the 
environment for communication in the respec-
tive organizations? Are the companies commit-
ted to authentic, open and valuable communi-
cation, or are they beset with gossip, lying and 
wasteful communication. What communication 
is championed, what is discouraged, what is 
tolerated? By better understanding the com-
munication cultures of the two organizations, 
the integration team can work on developing a 
communication environment in the combined 
enterprise where waste is eliminated and more 
value created. 

Compensation structure: Of critical impor-

tance to the employees of both organizations 
and therefore to a successful integration is the 
ultimate system of compensation. Is the same or 
similar behavior rewarded by the compensation 
systems currently in place? Are there clear per-
formance goals? Are there similar performance 
metrics? Are performance reviews consistent? 
What is the relevant percentage of compensation 
reflected in base salary, cash bonus and equity 
participation? How do the benefits compare? 
Nothing can interrupt a successful integration 
more than disturbing an effective compensation 
system that drives productive behavior. Proper 
analysis of the two systems and processes, and 
accurate communication to the affected employ-
ees can avoid problems in this area. 

Leadership culture: The final social issue 
that can have a dramatic impact on the success 
of an integration is the culture of leadership in 
each organization. Leadership cultures can vary 
dramatically and are typically reflected in the 
approach of the senior executive officers of a 
company, and particularly the CEO. They range 
from open, transparent and inclusive to closed, 
secretive and exclusive. This is another area 
where the integration team must do a thorough 
job of due diligence. Since it emanates from se-
nior management, the leadership culture is not 
an area where a blend or balance can likely be 
achieved. It either is or is not. Therefore, con-
flicting leadership cultures can undermine any 
business combination. 

If the integration team pays attention to these 
crucial social issues, the odds of an integration 
being accomplished successfully and fast is 
greatly enhanced. Pay attention. These issues 
are about people, your most treasured resource, 
and the effect that the M&A transaction will 
have on their lives.

Social integration — the critical missing key to M&A success


