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Introduction


Until recently, most entrepreneurs thought that the financing life cycle of their business followed a predictable pattern.  The company was started up with money from “family, friends, and fools,” then angels and/or venture capitalists were brought in, and finally the company was sold, brought public, or financed through conventional bank debt.  It was a fact of life that no start-up business could access a normal, inexpensive, commercial loan.  However, savvy entrepreneurs have learned that the normal financing model has been changed by the so-called venture banks.  These are niche commercial banks that are willing to lend to VC-backed companies.  In most cases, the availability of some early round debt capital provides another option for an entrepreneur to obtain critical capital cheaper, faster, and most importantly, smarter.

The following paper provides the reader with information on what type of deals venture banks look for, what type of returns these institutions require, and what type of process the entrepreneur can expect when they approach a venture bank.  In the Northeast, entrepreneurs are fortunate to have direct access to Silicon Valley Bank (SVB), which is the dominate player in this niche market.  As the market leader, SVB is used as the primary example of our research.  Where they differ, examples from Imperial Bank and Fleet Bank, their primary competitors in the East Coast market, are highlighted.  This analysis was supported by interviews with the following venture banking lenders:

· Jane Braun, Senior Vice President, Silicon Valley Bank, Wellesley, MA, 781-431-9909

· Dan Head, Commercial Loan Officer, Boston, MA., Fleet Boston, 617-434-5261

· Elliot May, Commercial Loan Officer, Imperial Bank, Boston, MA., 617-521-9431 


Information was also obtained from several interviews from the entrepreneur and VC perspectives.  We spoke with Edward Durkin, the former CFO of Starburst Software, and a former client of SVB.  Additionally, we spoke with Rick Frisbee, a partner at Battery Ventures in Wellesley, MA.  Rick was been partnered with SVB in 10 financing arrangements.

History & Background


The history of banks in the venture financing arena in the 1960’s and ‘70’s was very simple.   No banks were interested in lending to a company that was in a “Pre-Revenue (Pre-Rev)” stage.  They believed that an equity infusion was not an acceptable source of repayment.   So banks during this time only became involved when a company had revenues, accounts receivable, and operating cash flows.  Around 1980, Allyn Woodward and Art Snyder from the Bank of New England (BoNE) started the reasoning that venture capital was now, and would continue to be, part of main stream financing.  They believed a company that was pre-revenue and even pre-product, but that was backed by high power VC’s, would have the greatest likelihood of surviving and succeeding, and in turn re-paying their loans.  They noticed that VC backed companies were cash rich.  Woodward also believed that the energy, commitment, and creativity of the entrepreneur and the VC backer would be greater early in the process.  As a result, Woodward felt that the earlier stages of a company’s life, counter-intuitively, were the safest for the banking relationship.
  

The complete inversion of conventional banking wisdom created a huge emotional barrier to entry for all other traditional banks.   The model was simple for BoNE, they needed to keep great relationships with the best VC’s and the loans had to have a set of covenants to provide early warning of potential problems.  Until 1990 BoNE dominated the venture banking market on the East Coast.  Venture leasing remained a West Coast phenomenon.   In 1986 BoNE entered into an agreement with Silicon Valley Bank(SVB), in which SVB syndicated loans too large for its asset base to the larger eastern bank.  This move would have a significant impact on the future of venture banking.

Silicon Valley Bank 

SVB was founded in 1982 by a group of California businessmen who played cards together.  Bill Biggerstaff incorporated SVB in 1983 with Roger Smith as the CEO.  Smith’s strategy was to attack three markets: Technology, Real Estate, and conventional Banking.  In the beginning, SVB would bring the venture leasing company and the VC’s together to do the actual financing of the equity portion of deal.  They would hold all deposits, and later would do any accounts receivable financing once the company took in revenue.  This model was different (initially) to BoNE.  

In 1986 (as mentioned above) SVB and BoNE agreed to work together on large deals.  They did this because they did not want to give the larger business they could not handle to other regional competitors.  In 1986 SVB also went public and raised $6 million.  SVB was in a unique situation in that there was not much loan demand because its customers were using their equity capital deposits to fund operations.  This meant SVB needed to invest these deposits elsewhere and did so in the booming California real estate market. 

In 1990, after BoNE took a $1 billion loss, Wilcox and Woodward from BoNE left to form SVB East.   Other competitors getting into the Pre-Rev Lending Market were Fleet, Comdisco, as well as BoNE.  The number of deals being done by VC’s grew rapidly but the amounts of capital being invested was growing exponentially.  This growth in the number of big deals created a greater amount of Risk for any Pre-Rev Bank as well.  The market was one of competition but also strong results for all the banks in the Pre-Rev. Market.  It even saw the start of a new competitor Imperial Bank, as well as other conventional banks dipping their toes into the Pre-Rev arena.  Their success meant that SVB would have to fight for the highest quality opportunities from the strongest VC’s with the best reputations.   By 1999 Silicon Valley Banks East and West Divisions had a 65% share of all Venture Capital (VC)-backed startups, and an impressive portfolio of technology, life sciences, and special industry clients
.

Imperial Bank

Several loan officers and staff from SVB founded the venture banking practice at Imperial Bank.
  California entrepreneurs, George L. Graziadio and George M. Eltinge founded Imperial Bank in 1963, with an original investment of  $1.25 million. Imperial Bancorp was established in 1968, while Imperial Bank has been in business since the 1950’s.  Similar to SVB, Imperial focuses on four general areas of banking: Technology, Specialty (residential construction, winery’s etc), Entertainment, and conventional Commercial.

Fleet Bank 


Fleet is the largest bank in New England with its recent acquisition of BankBoston, and the eighth largest bank holding company in the United States.  Fleet is involved in all areas of banking including venture banking.  Fleet’s 1991 acquisition of Bank of New England was Fleet’s entry into the Pre-Rev venture banking market. This is not a specialty or core business of theirs, but due to the large asset base they have, they are an extremely large competitor.  The venture banking space is growing much faster than the traditional sector and Fleet has recently put more resources into this arena to compete long term.

Deal Structure

SVB does three types of primary lending:

· Term Loans

· Venture Term Loans

· Structured Senior Subordinate Debt

Each of these deals has a different structure and different intentions.  It is critical for the entrepreneur to know ahead of time what their goals are so that the lender can provide the most suitable product.  

At SVB, term loans are typically done for equipment.  A company might go to SVB rather than an asset based lender because they will lend against things that most financiers will not (e.g. software, CAD/CAM systems).  SVB will not however, lend against intellectual property like patents because it feels that the cost of maintaining the value of this asset and protecting their exclusivity is too great.  The bank has recognized that it is not in the patent protection business and that these efforts can often be quite expensive, involving permanent legal representation in Washington D.C.  The intention of the term loan is to help the company build its infrastructure.  Most of these loans are set up as all-asset-liens exclusive of the intellectual property.  They will typically have covenants that include a liquidity test in which the company must keep deposits at a certain level in their bank account at all times, or a net worth test in which the company must maintain certain equity levels on its balance sheet.  In addition to these terms however, the bank will still ask for a negative pledge on any intellectual property effectively blocking the company from pledging or selling these intangible assets to someone else during the term of the loan without bank approval.  Finally, the bank will normally ask for personal guarantees on any seed round financing.  The guarantee can usually be rescinded once the company completes its first round of formal financing.  

Venture term loans are somewhat similar to equipment leasing in nature.  These deals have no covenants but have warrants attached.  Warrants on a $1,000,000 loan might reach as much as 10% equity coverage.  Working with SVB, these deals will also have personal guarantees attached if the company has not yet received first round funding.  Imperial Bank and Fleet Bank on the other hand, do not require personal guarantees on its venture lease product.

An entrepreneur might like this option because covenants are often a major stumbling block to getting deals done.  The venture term product is simple and therefore involves less negotiating, which often is the biggest and most expensive obstacle.  This means the company gets its money sooner and at the same time limits its legal costs (although warrants present other costs – see below).  

For either type of equipment lending SVB does not require an appraisal.  They will finance simply against an invoice of the purchase.  Legal costs on a standard term loan are no more than several thousand dollars.  These costs can rise as high as $5,000 for a venture term loan because the warrants often require a reworking of the companies articles of incorporation or prior financing agreements.

In both of the aforementioned products SVB competes with other venture banks as well as with financing companies like Western Technology, Comdisco, and Lighthouse Capital.  At the next stage of lending, senior subordinate debt, SVB competes almost exclusively with the more established lending institutions like Fleet Bank and Imperial Bank.  These deals are typically 36 month loans with no covenants.  SVB calls this business its “Expansion or Growth Capital” product and primarily focuses on the software and telecommunications industries.  This type of loan can be extremely attractive to an entrepreneur, particularly one with a hot product or in a hot industry.  It allows the entrepreneur to preserve their equity by getting enough financing to keep growing the business and effectively holding out until the valuation becomes significantly higher.

Risk Profile and Required Rate of Return 

Venture bankers, such as SVB and Imperial bank, market to clients with a distinct risk profile.  This high-risk profile is a marked contrast to the typical commercial bank that looks for seasoned companies that have earnings and cash flow.   While banks like SVB and Imperial appear similar to a form of venture capital, they are chartered as commercial banks and are therefore subject to regulatory scrutiny.  The challenge for these financial institutions is to generate an adequate return to their stockholders, while maintaining sufficient asset quality to satisfy examiners, and, by extension, their depositors. 


Based on these critical credit requirements, how do regulated banks like SVB, Fleet, and Imperial make sound loans to high-risk, start-up creditors?  According to Jane Braun, the key to making sound loan decisions is to stay strictly within the bank’s niche.  For SVB, its niche risk profile has the following characteristics:

Venture-Backed:  Nearly all of SVB’s new clients are backed by venture capitalists and/or angel investors that are known to the bank.  Typically, the new client has been in business one to two years and has generated at least $250,000-$1,000,000 of seed or first round venture equity financing.  SVB does not write deals that are 100% start-up (no VC), but they do have an emerging technology practice that assists start-ups in finding seed capital (see Deal Flow).
Specific Industries:  SVB only extends loans in five specific industries:  Communications and On-Line, Software, Life Sciences, Computers and Peripherals, and Semi-Conductors.  In relation to these industries, SVB’s loan officers are assigned to one of the specific segments.  The officers develop expertise in their particular area, and become familiar with the key players (VCs and entrepreneurs) within their segment.   
High Growth:  SVB mirrors most VCs in that they will only make loans to high growth companies.  In discussion, Ms. Braun said they typically only consider companies with a market potential of at least $500 million.  A start-up company with a “lifestyle” profile is not for SVB. 

Intense Due Diligence:  SVB makes an extensive examination of the company’s numbers, and the background and quality of the entrepreneur.  In  particular, the bank is interested in the quality and amount of the VC backing obtained by the borrower since cash provided from equity is the primary repayment source for most of these venture loans.  Obviously, this due diligence is critical to maintaining adequate credit quality.  However, this type of due diligence can be a detriment in today’s environment of excess financing availability.  Rick Frisbee, from Battery Ventures, states that some clients are “shying away” from a bank’s due diligence and terms (especially covenants) since they can more easily access the liquidity of the venture market.  He predicts that venture banks will need to be more aggressive, and states that he has already seen Imperial Bank being less restrictive regarding covenants.


In addition to loan quality, profitability is generated by pricing their loans sufficient to generate an acceptable return for stockholders.  In recent years, market returns have been increasingly important for banks.  With the advent of money market accounts and mutual funds, the ability of conventional banks to fund themselves with cheap deposits has decreased.  Therefore, funding from the capital markets, especially the stock market, has become more of a focus.  Utilization of company stock for acquisition currency has also been a goal of many banks.  Highlighted below are the return on equity performances of SVB, Imperial, and Fleet.    




1998 ROE

1999 ROE

Q1 2000 ROE
SVB


14.5%


21.9%


55.7%

Imperial

11.6%


21.2%


18.5%

Fleet Bank

18.7%


19.5%


22.6%


To achieve these types of returns, venture banks have to charge higher prices than just Prime plus 1-2%.   In terms of the risk chain, the venture banks sit somewhere between a conventional commercial bank (i.e. Citizens) and specialty finance companies (GE Capital, Comdisco, etc.).  Please see Exhibit 2 for a graphical presentation of where the venture banks sit in relation to some of the other funding sources. 



Per Ms. Braun, SVB’s benchmark return on investment is 17.5%, with pricing for term loan products ranging from 10% (P+1%) to 20%.  They get this return through the combination of interest paid, warrant coverage, fees, and return on deposits. Exhibit 3 highlights the terms and conditions of the SVB term loan products.  As can be seen, the basic term loan product requires lower pricing, but this is offset by tight loan covenants (Exhibit 4).  The next level of risk, the venture term loan, has no financial covenant requirements.  However, the bank offsets this risk by having an interest spread over a T-Bill rate, the fee at closing, warrant coverage, and a fee at payout.  This pricing package pushes the bank’s return to approximately 17% (Exhibit 5).  The final example, the subordinated debt product, also has no covenants.  Moreover, this loan is subject to, or subordinate to, other loans being made to this borrower by the bank and its lending partners.  To mitigate this risk, the bank is taking a 12% interest rate, a .5% fee, and 12% warrant coverage (Exhibit 6).  This type of high risk sub debt facility is only made to software and communications companies that are backed by the best VC firms.  All of the noted facilities require establishment of the lender as its primary bank for deposits.  Specific information on the pricing tools themselves are highlighted below:         

Interest Rates:  The term loan products tend to have a hybrid structure between floating and fixed interest rates.  For the term sheets reviewed (Exhibits 4-6), the loans are advanced in minimum blocks, or tranches, with each block amortized individually over a particular time period (i.e. 36 months).  Typically, there is a specified time frame in which the total loan commitment is advanced.  At each advance, the rate is fixed at whatever the spread over the base rate is at the date of advance.  By this method, multiple advances under one commitment can have varied rates, however the rates for each individual advance are fixed for the amortization period.              
Warrants:  Warrants are becoming a critical piece of the pricing for venture banks.  SVB’s strong 56% return in Q1 2000 included gains from warrants that accounted for nearly 40% of pre-tax income of $90 million.  As of 3/31/00, SVB held 1,000 warrant positions in 735 companies, up from 850 clients at the end of 1999.  Imperial Bank held 468 warrant positions from 351 clients at 3/31/00, up from 300 at year-end.  In Q1 2000, 50% of Imperial’s pre-tax income of $30 million was generated from gains on its warrant portfolio.  As Jane Braun described, SVB usually asks for no more than 10% of the loan amount, with coverage of 3-5% more typical.  This equates to a very small amount of ownership, relative to equity investors.  In addition, an entrepreneur should expect that the venture banks will likely require anti-dilution protection for their warrants in order to reach their target ROI, even after future rounds of equity financing.

Fees:  To reduce the amount of monthly interest rate spread on the loan, most banks will require some sort of closing or commitment fee, typically ½%.  These fees generate additional, up-front return for the bank since there is a possibility that a portion of a committed loan will go unused.   Venture banks take this idea a step further through their fee at the end of the loan, the so-called final fee.  This fee is necessitated by the dynamic structure of most venture banks’ clients.  The final fee coincides with increased cash flow and earnings generated by the start-up clients two and three years in the future.  The fee also provides additional return to the bank if the company pays the banks off early with either a sale or an IPO.                

Deposits:  Any borrower of SVB is expected to maintain their primary deposit relationship at that bank.  As discussed earlier, this is a cheap source of funds for the bank, and helps a bank achieve the necessary interest income spread.  Venture banks also benefit from large amounts of cash that their clients generate as they complete later rounds of financing.


As a result of this deal structure, a start-up or early stage entrepreneur trying to access this source of capital can expect a pricing package that will need to generate an ROI in the mid-teens.  In return, the entrepreneur can expect the venture bank to be more receptive to their request than a typical commercial bank, providing a significant amount of non-dilutive growth capital. 

Deal Flow

Each loan officer at SVB does approximately twenty deals per year which means the east coast office takes on forty new clients a month.  They typical look at two types of situations, concept referrals and venture capital referrals.  In the concept stage an entrepreneur is looking for help trying to get investors.  They have come in through some kind of connection to the bank.  They could be serial entrepreneurs who are prior customers, or they are referred from an angel investor or another SVB client.  These leads are given to the Emerging Technology Practice.  SVB sets the entrepreneur up with accountants, lawyers, and capital through its relationships with venture capitalists, angel investors, and a strategic partnership with Garage.com.    In addition, the bank sets up a deposit account for the young company and helps overhaul its business plan.  Interestingly, the company does this relatively cheaply (less than 1% equity) depending on the time spent.  The bank does this in hopes it can incubate substantial lending business down the road.  

The second scenario is when a deal comes through a venture capitalist via referral.  These companies typically already have $250,000 - $1,000,000 in seed funding.  The bank opens a deposit account for the company and helps it with its debt financing.  In addition, the bank acts as a network for the companies by having monthly CEO luncheons and other events in which it introduces its clients to top industry players like the head of Cisco Systems Mergers & Acquisitions Group or influential equity analysts (SVB has a strategic partnership with Prudential).


Ultimately SVB can do just about any financing that is required for their niche clientele, including asset based lending, factoring, and standard lines of credit.  They will not lend in the B2C space except in rare circumstances and only if they are dealing with a top tier venture capital firm.  Deal sizes range from as small as $50,000 to as high as $10,000,000.  The bank can actually structure deals as high as $30,000,000 but the bulk of this would be syndicated out to other lenders to reduce risk.  In all cases SVB tries to be extremely creative, and often they have to be.  Most of the companies they finance are one to two years away from revenue. 

Loan Approval


At SVB, each senior loan officer can sign off on deals as high as $5,000,000 with co-approval by a credit administrator.  If the dollar amount exceeds $5,000,000 the deal is sent to a lending committee (see Exhibit 7 for credit analysis) overseen by senior bank officers on both the East and West Coast.  The deals do not get stuck in committee however; this group actually meets every single day.


In fact, SVB general approves all loans extremely quickly.  Seven business days is the normal approval time, but action can be taken in as fast as forty-eight hours.  Closing the loan can take up to a month, but again can be done in as fast as two days if all documentation is available and no further reworking of legal documents is required (see exhibit 8 for loan document samples).


Fleet and Imperial work in similar style although their lending limits vary.  For example, Dan Head at Fleet, said they generally only lend up to $2 million per deal.

Conclusions


Venture banking is a developing arena for entrepreneurs to raise money.  As mentioned previously, on the East Coast there are really only three players.  Silicon Valley Bank and Imperial are the most aggressive and the savviest.  Fleet seems to approach this as an ancillary product offering to its primary corporate lending function.


To become a client of these companies a start up almost always needs to utilize referrals.  SVB recommends the following approach:

· Hire quality accountants like Price Waterhouse Coopers – Emerging Technology Group in Cambridge or Arthur Andersen in Boston.

· Hire a top tier law firm like Testa Hurwitz, Ropes & Gray, or Hale & Dorr

· Put someone on your board of directors or at least your advisory board who has credibility in the industry and therefore lends credibility to the entrepreneur and their idea.

· And most importantly, try to partner with a top tier venture capital firm

Once you become a client, the value these banks provide can be priceless.  By financing with debt so early on, they allow an entrepreneur to grow the business without significant dilution of their equity.   In addition, venture banks are a cheap source of capital when compared to VC’s because their target ROI is only in the mid-teens.  Most importantly, these lenders are not just another short-term cash solution.  They have all of the products, services, and industry expertise to grow with a business from pre-revenue well beyond the IPO.  As an entrepreneur, a venture bank like SVB truly becomes a partner.  They are not just paying lip service.  Ed Durkin, an SVB client, summarized succinctly the value of this type of relationship by stating, “I was overwhelmed by their knowledge of my industry (telecommunications software) and their ability to add value to my business.  Our relationship is truly a partnership and deciding to work with SVB was frankly a ‘no-brainer’.”
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