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Issues Influencing Finance Structure and Investment Decisions
(A Case Study)

+ Background Facts:

> Startup company planning to develop proprietary software able to more
seamlessly translate web browser pages into handheld mobile browser pages

> Tom Trendsetter, Founder
= Serial entrepreneur (3d startup)
= Previously CEO of a public company

= Currently planning to self-fund initial research & development but interested in
discussing and considering options for raising capital

% General Phases of Company Funding:

A. Establish the Company — Entity formation and initial funding

Build and Fund the Prototype — Appropriate types and sources of funding

B
C. Beta and Staffing Up — How much money to raise and how to raise it
D

Build Product and Launch — Compensate and incentivize management and
employees

A. ESTABLISH THE COMPANY

1. Entity Formation

a. Corporate Form
i. C Corporation
ii. S Corporation
iii. Limited Liability Company

b. Tax considerations

i. Pass through losses depending on entity choice
ii. Tax issues for investors

< Business Considerations:

» Attorney not just a scrivener; part of management/advisory team
» Business decisions have legal implications now & later
= Overall consideration of how to build a business base and get funded

0/

% Legal Considerations:
* Similar corporate protection for corporation or limited liability company



2,

Less corporate formality with an LLC
Investor friendly entity structure may require conversion of entity later
Liquidity/Illiquidity issues

Initial Funding

a. Debtv. Equity

i. Pros & Cons of Debt Financing
1. Advantages to Small Business/Founder(s)
a. Simple (usually, but banks can be more difficult)
b. Nondilutive

2. Disadvantages to Small Business/Founder(s)
a. Debt service (cash flow is extremely important and
usually very tight)
b. Limitations on leverage
i. Lenders will consider debt ratios for future
lending
ii. Too much debt may hurt ability to raise equity
later
iii. Personal Guaranty likely required from
founder(s) by a bank

3. Advantages to Lender
a. Senior position to equity holders in a dissolution
b. Debt repayment with interest is a source of revenue

4. Disadvantages to Lender
a. Unsecured debt is risky; additional steps necessary
to secure debt
b. Participation in company’s growth is limited to debt
repayment
c. Intellectual property as collateral can be of little value
to a bank

ii. Pros & Cons of Equity Financing
1. Advantages to Small Business/Founder(s)
a. Investors bear risk of loss of investment
b. Immediate capital infusion
c. Theoretically unlimited ability to raise money by
selling equity interests
d. No debt service

2. Disadvantages to Small Business/Founder(s)

a. Stock sales can be complex and expensive business
transactions (costs $ to raise $)
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