Winning Capital Acquisition Strategies

[CALLOUT:  How much do you really need? How many rounds? And from whom?  Getting money is not difficult, but getting the right money at the right time on the right terms is what matters. ]

Darts?  Or Magic 8 Ball?  

Too many entrepreneurs use one (or both!) of these time-honored techniques when seeking investors.  This is insane.  If you don’t develop a solid capital acquisition strategy, you’re likely to get the wrong money at the wrong time from the wrong investors on the wrong terms.

So, you’ve followed the advice in the business plans column and created a great plan and 20 minute financing pitch.  You’ve built a great team with some of the advice in the team building column.  Now all you need is cash.

Step 1: How Much Do You Need?

Rule #1: Take more than you need.  Rule #2: Only if it’s cheap.  Cash is cheap, equity is not.  Once you sell a percentage of your company it’s very, very difficult and very, very expensive to get it back.  This is why it’s a great idea to take multiple rounds, especially in the startup phase when your valuation is low.  Each round of financing should be large enough to last you 12 months or so. Most companies do 3-5 financing rounds prior to exit (IPO or acquisition). The first, or seed,  financing round is a smaller one, a few hundred thousand dollars usually, from friends, family or angel investors.  The goal here is to get a product in beta and prove your idea.  Next is a more formal financing round, often multi-millions, with institutional investors (such as venture capitalists).  Then a third round is raised, sometimes with corporate investors (such as a company strategic to a startup’s success) in addition to more institutional investors.  At about the third round the exit or liquidity event is being planned. A fourth and sometimes fifth round may be raised in a manner similar to the third (though an investment banker may join the fray) prior to exit.  Most software startups consume a minimum of $10 million in investments prior to exit.  Consumer-focused web sites can devour $40 million easily prior to exit.

Step 2: When Do You Need It?

Rule #1: Raise money before you need it. The financing process always takes longer than anticipated.   A realistic expectation is six months from the first meeting to the wire transferred funds.  I’ve seen financings occur in far less time, but you must be prepared for the long haul.  Start raising money 6-9 months prior to running out of cash.  Have a strong banking relationship already established in the event that you need a bridge loan to tide you over during an extended financing process.  Respectable valuation jumps are expected between financing rounds.  In the early stages at least a 2-3x increase is expected.  Also demonstrable milestones should be evident, such as more customers, new or new versions of products/services, increased market share, etc.  If you time your financing rounds with demonstrable success you will garner higher valuations and keep your investors happy.

Step 3: From Whom Do You Want It?

Rule #1: Only take money from someone you like and respect.  You’ll be with your investors for 2-7 years.  You’ll go through hell and heaven together.  Make sure they’ll be good company at both venues.  In addition, you need an investor who understands the industry/sector your company serves.  If you have an ecommerce site, take money from investors who have either invested in this space before or are very eager to do so.  I prefer the former as they will have a more realistic view of the challenges your company will face. Make a list of 10 investors who: understand your market/product, invest at the level your company is currently at, have a portfolio your company could leverage.  The web is full of helpful sites.  Just search for “venture capital”.  Approach the top five of your list of 10.  If you’ve done your homework and you get lucky you’ll stop there.  If not, approach the other five.  Never tell prospective investors about one another.  If one decides they don’t want to invest they may call the others.  You also need to decide if you want “active” or “passive” money. If your company is seed or early stage, or if the investor has key contacts you need to tap, take active money.  If you already have enough active people and you just need cash, take passive.  Investor relations can be time-consuming.  Plan for this.

Step 4: What Compromises Will You Accept?

Rule #1: Don’t be greedy.  Rule #2: But don’t be taken advantage of either. Since you’ll be selling pieces of your company repeatedly, as the pie gets bigger the increased number of pieces get smaller.  This is called dilution.  If you start out by owning 50% of a company, pre-financing, don’t be surprised if you own 10% or less at the exit.  In the beginning you will sell of big pieces, often 20-40% per financing.  I personally do not like selling more than 33%.  I figure if you’re gonna sell a big piece, sell it for one helluva price.  Loss of equity is one compromise.  Others include loss of power or control.  I’m very pro-entrepreneur, so I like to see that the founders/key execs own the majority of the board seats.  Make sure you do.  Investors should comprise 20-40% of the board. More is trouble.  I’ve seen way too many cases where the investors ran the company due to board control.  This rarely works out.  I’ve also seen too many cases where the entrepreneur wanted a far higher valuation than he deserved, and either lost valuable time to market or lost the financing altogether by greedily stretching the deal.  And lastly, it’s worth it to take a lower valuation to get a stronger group of investors.  Strong, active investors can make all the difference.

Financing Process Checklist

1. Create a capital acquisition strategy 

2. Contact the targeted investors, hopefully through a personal introduction (this will move you to the top of the stack)

3. Do the initial meeting using the financing pitch presentation, if they are interested and request it, give them the executive summary.  Don’t set a price for your company – keep it quiet.  Ask the investor what they think it’s worth.

4. Once they’ve reviewed the summary they will request another meeting, this time with more members of their investment group.  If this goes well, hand over your business plan.*  

5. Secure a lead investor.  This investor does most or all of the due diligence, as well as helps bring other investors into the deal.  The lead drives the process – so get one pronto.

6. Set the price.  Preferred stock often starts out at $1.00 per share, where common stock will be about 10% of this price.  Founders stock (or “sweat equity”) is often one cent or so per share.  Get help from your startup-savvy attorney in setting the stock price, negotiating an employment agreement and vesting schedule, etc.

*Never mail your business plan to an investor you’ve not met with.  Spreading your plan around invites unwanted competition.  Why hand them your deepest strategies and secrets?  Number each plan uniquely in the page footer.  Track each copy.  In the event your plan gets copied, you’ll know who the culprit is.

So use the dart board and Magic 8 Ball for entertainment -- while you create and execute your capital acquisition strategy, of course!
_______________________________________________________
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