
00:00
Erik Schreter
Hey everybody. Welcome back to another episode of Inside Venwise. It's a conversation I have with one of our members talking about a topic, a hot topic that's come up within our membership. The majority of our questions and the agenda for a conversation today has been informed by questions our membership has sent into us. And so this is meant to be about us for us from our membership and it doesn't get distributed outside of our membership. And so we could talk about stuff that might be slightly more confidential in these rooms than if this was going out into the regular podcast world. Today's topic is an interesting one because for as long as I've been running Venwise since 2012, founders CEOs have choices on how to think about funding the businesses, whether it's outside capital or think about even bringing some inside capital. 

00:49
Erik Schreter
But this whole notion of debt versus equity, VC capital, venture debt are two popular ones we've heard about. But I wanted to bring on a member who has had experience with both and has a pretty good and informed point of view on both and so without further ado, Daniel Simon, welcome to the podcast. Just a quick intro on Daniel and I'll let him so I'll let Daniel let you sort of introduce yourself but you've been a member since 2007. 7:17 There you go. 2007 I was not yet but that would make me very old. 2017 you joined, you were the CTO of Bread and you've since of course become the of coast. You've raised a lot of money from an equity side. You also brought some debt to the business and so I'll let you discuss those details with us. 

01:42
Erik Schreter
But it's been really nice. I appreciate you coming on and sort of sharing this information for us. So if you don't mind giving a quick two minutes on you the business and maybe the debt equity capital structure you have within the business so we can get started from there. 

01:55
Daniel Simon
Yeah, no I really appreciate you having me on Eric. I do think I've developed a point of view on sort of capital structure is the role of debt like over the course of a couple companies and more than decades so hopefully can be valuable to some for the Venwise membership and always great to talk to you. So yeah so my background you alluded to it currently running my second startup. I previously started a company called Bread which is sort of a consumer what the kids call like buy now, pay later. So if you know companies like Affirm or Klarna like very much interchangeable with equity capital like you also use it to sort of keep the lights on, make payroll, pay rent, like all the things that you might want to do with your equity capital. 

02:39
Daniel Simon
So it's really no different from the money you raised from VCs. It's all operating capital. Right. The key difference between the equity and the debt is you have to pay back the debt, right? Like, like you have an obligation to do it like on some kind of schedule as opposed to equity which you know, hopes to be paid back in. However, the stock ends up being dispositioned at the end of the day with the company. The way I look at sort of like equity and. Sorry. And so I'll answer your question now about sort of like the. The senior versus subordinated is senior debt. We're talking about venture debt now. Senior debt is the debt that is secured by all of your company's assets that gets paid back first if your company goes into bankruptcy. 

03:23
Daniel Simon
And like you need to distribute whatever assets there are to your lenders. Like the senior lender has to get paid back first before anybody else. So subordinated lender is somebody who's going to lend you more money, but they know that in the event of insolvency and a dissolution of the business, they're only going to get paid back second like after the senior. So the major difference between senior and subordinated is that subordinated is going to be more expensive because they're taking more risk that the asset is going to be worth enough in a downside scenario to make sure that they get paid back because the senior folks are getting paid back first. 

04:00
Daniel Simon
But, but fundamentally it's the same kind of product is a question of where they are on the waterfall of getting paid out in bankruptcy that like makes a sort of difference in pricing makes sense for them because banks are only going to give you so much on the senior piece for the kind of price that they're willing to charge. You usually need to have specialized firms who are willing to take more risk to give you more subordinated. Generally, the way that I look at sort of like equity and debt in a startup is that like equity is like really what I would call like risk capital. Right. These are people who are investing in your. Because they want to take big risks on your growth. 

04:34
Daniel Simon
They want you to use it to hire engineers and product people to build really great products that are innovative and then to accelerate the distribution of those products with sales and marketing, they get a lot of ownership in the business because even though there's a chance that they'll lose their Money completely like the upside, if you get it right for them is like worth it. Like, like that's the business that we're, that they're in like venture capital. Like that's why they exist is to take like to provide that kind of asset class risk exposure and return profile to their limited partners, their investors. Debt to me is an option that you can purchase to get the most flexibility from that equity capital that you get from your VCs. Essentially it's an insurance policy. 

05:14
Daniel Simon
You pay an insurance premium to your debt provider in the form of the. You're going to give them some warrants which means that they'll get the right to sort of buy basically a stock option on your company for a certain amount of ownership. You're going to be paying some closing costs to get like a deal done with the lender. And of course is the interest that you'll pay if you actually draw on, on the loan that's available to you. You do that to make sure that like your equity fundraise for the next time that you go out to the market can be timed for the best terms that are possible for you because it gives you like an extension of your Runway so you're truly in control to time your fundraise to perfection. 

05:55
Daniel Simon
Debt is not like a replacement for equity fundraising in startups, right? Ultimately if you want to accelerate your growth with like product and distribution, like startups like don't, like you shouldn't like rely on using venture debt as like a primary means to accomplish that purpose. Like go raise the next series of equity capital. Like that's going to get you like so you know your next like iteration on your product or expansion products, distribution, et cetera. But like, but debt allows you to be much more effective when you do that fundraise. And the reason that I like debt for this purpose fundamentally from a financial perspective, like at the end of the day is that like it's hard to see this in like your income statement, but debt carries a lower cost of capital than the implied cost of equity, right? 

06:39
Daniel Simon
The, the what I mean by that is like you know, your equity investors are putting money into the company to take a whole bunch of ownership. Like if the company does well and your equity investors get paid out, they'll get paid out a lot like because of the fact that you've taken that dilution to give them a stake in the company and that's what they're in the business they expect they debt isn't like that. Debt says I just want to get Paid this percentage and that percentage that the debt investor is looking to get paid back is way less than like a company's giving up to an equity investor if they're selling stock and giving up a bunch of ownership in the company, presuming that the company ends up doing well. 

07:15
Daniel Simon
The trade off for that lower cost is you take on the risk of leverage. Right. You have to pay back the debt and maybe you pay it back at a time that's not totally opportune for you and that could be really damaging for the company. But if you use it for thoughtfully, I think it can be like a massive amplifier to like your upside as a founder because it means that you're going to be able to get those equity rounds done at better terms and ultimately keep more of your company and more of the success that's going to generate on the stock. 

07:41
Erik Schreter
Yeah, there's this interesting. I mean, I think that's right. Like if I look at, you know, 13 years of running the, this business and seeing, you know, trillion at this point, not trillions, but probably close to a trillion dollars of venture capital raise within our membership. 

07:58
Daniel Simon
Probably. 

07:59
Erik Schreter
Probably, yeah. I haven't, it just occurred to me I should probably do that math. 

08:02
Daniel Simon
That's okay. No, not trillions now I've just. 

08:05
Erik Schreter
Not trillions. 

08:06
Daniel Simon
But, but it's a lot. 

08:08
Erik Schreter
It's, it's, it's many hundreds of millions. You know, regardless, there is a best practice anecdotally that if once you raise a round of venture capital, just go up and take a venture line, venture debt line with a bank, because that's when you're most liquid. That's when they'll give you the most debt. That's when you need the, you know, it's not when you need the money, it' when it's when the money is most available to you. It's like there's a best practice around that. But there's also another saying in startups. I wonder how you react to it, which, especially on the earlier stage, like you're now you've raised $100 million of equity capital. You're more mature of a business than when you were raising your seed capital. The equity versus debt conversation there is actually just about cash flow, right? 

08:52
Erik Schreter
Which comes down to equity is your cheapest form of raising capital. Because you have a cap table full of equity, people are willing to buy that equity from you for a certain price. And the debt puts a lot of cash flow onto the, whether it's interest or otherwise. And so you know, it's, it sounds almost obvious, but it feels like debt becomes a more important tool as you have a more mature business. Does that resonate with you? I wonder how you'd comment on that. 

09:20
Daniel Simon
Not totally, because like it's, I really don't think that the equity is the cheapest form of capital in the sense that like, when you think about it, right when I did the seed round, I raised three and a half million for this company at a $15 million post money valuation. And so that means basically like more or less that investors owned like something more than a quarter. Sorry, not a quarter. Yeah, something right around a quarter of the company, let's say just to round to like a, a round number and that'll all get diluted down. Maybe like after like a number of sort of series of financings, it ends up being more like 10 to 15%. Let's say it's, let's say it's even 10. 

10:10
Daniel Simon
If I sell the company, if the company exits for like a billion dollars, and obviously I want it to be much more than that, but even just at a billion dollars, then that three and a half million dollars that I raise is going to get paid out to the tune of a hundred million dollars. Right now, even if I had like expensive venture debt and like venture debt, like usually like if you, if you get bank debt, it's like WSJ prime, right? So right now it's like seven and a half percent, you know, like, and if you use a fund it's going to be more expensive. But like, like let's say it's even at a 10% interest rate. Well, 10 interest rate on three and a half million dollars over the course of like seven to 10 years to exit is a whole hel. 

10:49
Daniel Simon
You know, you know like $100 million or 100 to 150. Like, like what, whatever it is. Like, so the equity capital is actually extremely expensive. And so like what I do. To your point about sort of. 

11:01
Erik Schreter
Sorry, it's expensive at the end of the story. 

11:03
Daniel Simon
Right. 

11:03
Erik Schreter
But while you're in the story, there's a cash flow component that people are concerned about, I think. 

11:08
Daniel Simon
Yeah, and, and like that, like sort of what that really speaks to is the terms on the venture debt. So to me it's all about sort of getting as much flexibility as you can. So, so the, the time. So like use venture debt or the times to at least make venture debt available, like you already alluded to, it is like that Best practice of post funding rounds. So it's not about sort of like the trajectory of equity fundraises, et cetera or like metrics in the business. Venture debt is sponsor finance. What I mean by that is they're like really underwriting not to your business necessarily, like it's part of it, but they're largely underwriting to like who are the people who are putting equity capital into your business? I going to let you run out of money. 

11:47
Daniel Simon
So I tend to raise venture debt at like every round of financing starting with a series A. Like generally speaking, like the best and you pointed to this like the best that you're going to do in any given venture debt deal is right after you've closed your round because presuming that you raised from good investors and it was like a good up round and like the, the value of the company is going up in the stock. Like that's when you're in the best position to get a venture debt deal and the best possible one that's available. Like as a general rule across like any type of capital, like you're going to get the better terms when you're raising money when you don't need it versus when you do need it. 

12:21
Daniel Simon
So they're looking at your business holistically and they're asking are these investors going to let the company run out of money. So typically venture debt lenders are specialized repeat player type folks. Obviously Silicon Valley bank, there are funds like Triple Point or Trinity, specialized banks like Stifel, like they, they've been in the industry for a long time. They've cultivated relationships with venture capital firms. They know the VCs know them and everyone's more confident that they're not going to let deals go belly up and like people are going to like come back with their money. And without that sponsor finance and the network aspect, it's unlikely there would even be like operating debt capital available to these kinds of businesses because they're very high risk, they're money losing. 

13:01
Daniel Simon
They're not going to like be underwritten in the way that like, you know, like Venwise would be underwritten. Right. But they look at your business and they'll be like, okay, we see how much cash you're dropping to the bottom line. So we can kind of understand sort of what your debt service coverage is like. No, these are money losing businesses and you kind of have to believe by leaning on sort of the equity investors who have put their money on the table to believe that this Company could actually be big at the end of the day and like these investors are going to defend it to make sure that it is. 

13:25
Daniel Simon
So that's why you raise like right after you've done a round, you've got a vote of confidence from the equity capital markets and from good investors that like presumably feel good about your company. And, and in terms of like how much you end up raising, it's typically going to end up being like 20, 25% of your last round. So if I go as an example, say you raised like a 15 million dollar Series A, then you'll probably get like 3 or 4 million dollars available in like a term loan and venture debt from a bank lender. So every single round that I do, I go back to my lenders and I say, hey, let's take a look at this deal that we just did. Do we have the right amount of debt capital available on the right pricing on the right terms? 

14:04
Daniel Simon
And how long is the availability period of sort of my ability to draw that debt between now and sort of like given the next stage? And so like one thing that like sometimes people ask me is like, hey, I'm running low on Runway, right? And the company's having trouble with its next equity fundraise, like should I go and raise venture debt? And I'm like, look, sorry dude, but like the bad news is like that ship's kind of sailed. Like now you're trying to raise money when you do need it and like you're not going to get a good deal. Like I always wanted this, like not like disastrously punitive in terms of a certain terms for the company and will probably basically take over your company on the equity side too. 

14:47
Daniel Simon
So you really need to put that option in place when you don't need it. And like you're in a position of strength. But always just to say like to your point, by the way, on cash flow, the thing about venture debt and cash flow is it's important that you structure it in a way that like you don't have to pay it back for as long as possible because if you set it up such that like you have an interest only period that runs for as long as possible, so now you can borrow money. You don't have to start paying back amortized principal over time for a long time because you have a long I.O. 

15:20
Daniel Simon
And that amortization period can be long, then like your goal with it really is to get to the next round and then refinance it and then basically say like, I'm Always going to have this piece there. I'm not going to have to start paying back on the date that the interest only ends in the amortization period starts. I'm just going to go back to those lenders and say, hey, we got a lot more equity capital. Let's just extend these terms for another 24 months or whatever. 

15:44
Erik Schreter
Super helpful in the spirit of moving us down the path. I, I've, I'm interested in. I've heard you say this to me before and so I'm going to bring it up at the risk of embarrassing you on your own podcast. Your own. 

15:56
Daniel Simon
I love it. I love it. I can't wait to hear what's coming. 

15:59
Erik Schreter
Well, I know that one of your major investors always, you know, sort of pokes fun or at least describes you as a financial engineer in your business or you do some financial engineering in the business. Can you speak to that for a minute? Because I think how you think about it, how your investors react to just might be good lessons that people can carry forward after hearing how, hearing the story. 

16:21
Daniel Simon
Yeah, look, I think that I mentioned earlier. Yeah, so, exactly. So one of my investors says that like I do financial engineering, which, what. 

16:32
Erik Schreter
Do they mean by that? I know, I know. I'm just curious, like what specifically around how you think about the debt or. 

16:38
Daniel Simon
Well, I, it's that like, I think again, like this is a venture capital investor, an equity investor, right. And I think when it comes to debt, a lot of VCs are a source of a lot of bad advice. And I think that they're well meaning, but the, the source of it is that where you stand is where you sit, as the old aphorism goes. Right. And I think that's kind of like when they look at all the work that I do to create what I think to be a really robust foundational debt capital structure, they call it financial engineering. And because like there's this kind of general allergy in some corners of the VC world to debt and that's what I pick up on from the semester. 

17:22
Daniel Simon
So like when you think about like your venture investors, like if they like your company and they think that it's going to grow, they're going to want to own more of it and they're going to want to own more of it as, at low price, at as low a price as they can. So a company taking on debt as a means to extend its operating Runway, it means it's like not going to need equity capitals as soon as it otherwise would. That means that investor will probably end up owning less of the company because like you'll either be able to sell stock at a higher price or you'll be able to sort of delay the fundraise or what have you. So structurally they don't like it. They might mean really well. 

17:59
Daniel Simon
And I think like a lot of the VCs, they haven't even thought that deeply about it enough to be like self aware like that. That's what like their allergy is coming from. I think that the industry has so many people telling their founders and each other that like debt is bad, that some people just like they repeat it like uncritically because it's just like the received wisdom in some circles. And people honestly say like some really stupid shit like they'll be like, you know, like the next round investor like isn't going to want so much of their new funds just to be used to paying off like a sort of existing debt obligations. But I fundamentally fails to understand capital structures and how I sort of like debt and equity work together. 

18:40
Daniel Simon
The next round investor, by the way, that this VC of yours is talking about is probably much more financially sophisticated than your VC because like they're a later stage player, they're like a growth stage player and they understand capital structures better than your, your early stage investor is going to do. And they'll know your debt is going to be refinanced. Like you're not actually going to use the equity capital just to like sort of pay back the debt like almost in any circumstance because like you've created like a thoughtful capital structure to begin with. 

19:05
Daniel Simon
So I think that like when you hear those things from like your VCs, like, I think that like the things that you say are like one, like there's just the first off, there's the reality that when you're coming out as a founder of your last fundraise, like after the deals closed, like on the equity side, like you're in such a position of strength, like you don't need your VC's money right now. Like everyone's going to be making nice to you because you just closed a deal and like you're the hot ticket in town. Like everyone's back slapping each other. And so like you have a moment when you kind of flex and say like, hey, I think that this debt deal is the right thing for the company. Right? 

19:36
Daniel Simon
It's important to me like, and I understand from everything you said when we're doing this round just now that like, you're trusting me as a founder and like, that's why you're investing my business. And like, it's my judgment, like, well, this is my judgment, right? So like, you really want to lean into that second. You can just like tell the truth and say like, you know, like, this is like a great round that we just did. And I'd really like to take this moment to buy some insurance for the next round by like adding some venture debt availability to the capital structure to maximize the value on the next round. And don't you, Mr. VC, like want to make sure that we get the highest price possible on the next round to get the biggest markup? 

20:11
Daniel Simon
And by the way, the true answer to that question is like a little bit complicated, right? Because the VC on the one hand wants to have a big markup on their position, like to see like do really great, but on the other hand they want to own more of the company. But if you ask them, they're obviously going to say like, of course we want you to have the highest possible price on your next round. So that kind of ends the conversation. And like, listen, you can politely like always say to people like, hey, I think that like, the best way for us to put us in a good position and to have the flexibility the company needs is to have some more liquidity. 

20:42
Daniel Simon
If you on the other hand, want to write us a safe, or have me write you a safe at like a, a cap, that's a 50% mark up to the last round, let me know, like, we can have that conversation. And they're going to be like, go get the debt. Right? Because they're not actually going to do that like right away. So, so like you kind of like ask them to put their mouth is, and they probably won't. And like, honestly, this all goes back to what I said earlier, which is the financial reality of it is that like the actual cost of debt is lower than the actual cost of equity. The cost of equity will never show up on your income statement. 

21:14
Daniel Simon
But it's all of the upside that you give up by selling your stock and diluting yourself versus like the fixed interest cost and other associated costs that you know up front of bringing on the venture debt. Like for the example that gave earlier, like, your investors are looking for returns of like 30 annualized, 40 annualized, 50 annualized, right? Like venture debt is not that expensive. And so like, of course, like the VC is going to find more ways to try to find that kind of return. But as A founder, you have to think about how you're going to optimize your own risk profile with a blended cost of capital that includes both debt and equity. So I think that like, again, like just to wrap it up, I would say, like, yeah, like your investors will discourage you. 

21:58
Daniel Simon
They'll say debt is bad, they'll say debt is risky. But like, I think it's a structural thing. They work as equity investors. Of course they're going to say that. Like, even if they don't realize that's why they're saying it. But as like management, like, you have to think about capital structure and a weighted average cost of capital that takes both into account. 

22:15
Erik Schreter
Yeah, I think you, that's, that's what I wanted you on this conversation. I think there, it's a really, it's a unique point of view and a lot of us here, you know, the guidance from our boards, which are generally equity investors on those boards, is not fully against, but definitely advising against debt. Okay, let's move on to the final topic before we wrap, which is actually negotiating debt terms. You talk about banks and funds doing debt with those two sort of, those are your two choices, if you will. Primary choice of where you go for the debt. I guess just teeing you up for how you think about maybe bullet point them or something around how you think about negotiating favorable terms with debt providers. We've already talked about the idea of creating leverage by doing it right after you've raised equity. 

23:08
Erik Schreter
That's the obvious first where everyone starts. But once you're actually in the dialogue and negotiating the term sheets, how do you think about that? 

23:14
Daniel Simon
That that's yeah, super important. And, and yes, like at the risk of beating a dead horse, like raise money when you don't need money, not when you need money. And so like go call your banker like when you've closed your round. But beyond that, like speaking of your banker, I think like having a good relationship with your banker actually means a lot. And, and what that means in a lot of cases is that you want to do your corporate banking, like where you keep your treasury, where you sort of send your payments and like do your operating capital and cash accounts and money market and all that sort of thing to, to do it with a startup bank. 

23:52
Erik Schreter
Because even though we've had those SVB moments in the last. 

23:55
Daniel Simon
Yeah, you know, and you know something like, let me get to this. But like I am like working with SVB like every way from Sunday. Like, you know, like they, and I was deep in negotiations on multiple debt deals with Silicon Valley Bank. I had signed term sheets in February of 2023. Three weeks later the bank collapsed. I went ahead and I did those deals and I'm very happy about it. So and the reason is that they occupy like a very special place in the market that there aren't a lot of other competitors who can occupy in terms of like understanding these kinds of businesses and understanding their investors and the equity capital ecosystem of VC that like puts them in a place where they can provide you with these kinds of debt products in a way that others can't. 

24:53
Daniel Simon
So so yes, like, because if you do that, like so like when you think about suv like so first of banks are going to tend to give you better terms in terms of like the interest cost and other associated expenses on the debt versus specialized lenders because they have a lower hurdle for their return that they need to provide on their capital. Like they have lower cost of funds because they have deposits, they have a charter, they're able to take those deposits versus like specialized lenders who needs to source their money from capital markets themselves. So the bank's going to give you the best price. Right? And, and, and also it's going to be like the least crappy to deal with in a lot of ways. 

25:32
Daniel Simon
And so these days, basically like to your point, with like First Republic like now completely out of the business, we're really talking about Silicon Valley bank, which is now a division of First Citizens Bank. Na like there are other banks that are out there like to your point about sort of stability like JP Morgan, hsbc, they hired a lot of the SVP people. They, they say that they're going to do it but like those institutions are much less experienced in the startup business. They don't know the players as well and they're going to have a hard time like understanding your startup's risk profile. In my opinion, like even with those SVB people it's just like not institutionally the strength of these banks. So you know, I don't know if you've seen like this ad campaign like post collapse of svb. It's like yes svb. 

26:15
Daniel Simon
Like my feeling actually is like yes svb. Like and I'm going to have them pay me some kind of like a bounty for like saying this on this program. But like banking with them is not like going to be about the whiz bang like modern interface that you're going to get from like Mercury or the cash management solutions from Rex or ramp or something like that. But it's about building a relationship like with your banker for like a full service like non cookie cutter offering that like understands your business in the different stages as you grow. So when you're ready to do a venture debt deal, like they understand you, they can be comfortable with you, right? 

26:47
Daniel Simon
Banking as it turns out, despite everything in fintech and I'm a fintech guy, like you know, I, like I, I feel like I would know it's still a relationship business. Like even after you've signed the deal like for the venture debt like this, the relationship aspect is like super important. Like ultimately you're going to have to ask at some point to like draw the money that's available in your facility that you've negotiated, right? And you want to know they'll actually like fund it, right? Like, and you're going to be in a position of less risk if your lenders know you and like your equity sponsors, like the VCs that like have funded you and sort of your business like really well. The, the, the other structural point I'll make in terms of negotiating good facilities is like you should have options, right? 

27:29
Daniel Simon
Like as much as I'm saying good things about Silicon Valley bank, like you should go to the market and you should find sort of what bids you can get from banks and specialized funds. Like there are great shops out there. Stifel was a specialized bank. The funds like I mentioned, Triple Point and Trinity and some of the like and even the big banks I mentioned might actually play the game who could be credible partners. You know, at the end of the day you only need one term sheet to like do a deal. But the best number is at least two because then like you can actually use that as leverage to get the best possible terms in a deal. So I would be pretty active in trying to solicit bids terms to think about when you're doing the deal. 

28:10
Daniel Simon
Like the key ones are like, first is that the interest rate obviously, which is typically for venture debt structured as like some kind of spread around the Wall Street Journal prime rate. And again like that's going to be a lower spread and cheaper capital. If you're dealing with a bank versus a fund, but might be a little less flexible, might have some more conditions because the bank wants to sort of like really guard its principal investment. Second is warrant coverage, which is a fancy way of saying giving a stock option to the lender to buy like some amount in your business. And like different lenders care about it more or less that equity component SCB actually famously cares about in every deal. Like they're, they're always going to demand a warrant. 

28:52
Daniel Simon
But others might be less focused and care just more about the cash and like sort of like the interest that they're making for, for the lending. But everyone's going to ask for it and in some cases like with scb, it's really going to be required in some be negotiable. One thing I mentioned before that like really matters is the term of availability. How long do you have to draw these funds and how long is it interest only and how long does it amortize? Right. 

29:20
Daniel Simon
So there's some amount of time that you can borrow some amount that's going to be only interest and then eventually you have to start paying back the principal and it's go out like the more useful the venture debt actually is to you because you can use it, like I said, as a mechanism for delaying when it is that have to go and fundraise for the next round from a venture capital investor. So that's super important. And then like a couple more things that are worth mentioning. Committed capital versus uncommitted capital like a lot of folks will sort of do. 

29:48
Erik Schreter
You let me pause you right there Daniel, for one second. On the term, the warrants and the interest rates, those first three sort of core components of a term sheet. SVB famously wants warrants. Other banks might be more flexible. 

30:02
Daniel Simon
That's right. 

30:02
Erik Schreter
How do you, what is your personal strategy? What are, what are the most important things for you as you think about negotiating those term sheets? So certainly the term is a part of it. You've talked about that having availability for a longer period of time. But like what are your give and take strategies? Almost if you're mentoring another CEO, thinking about negotiating the terms sheet to the extent you're willing to share. 

30:22
Daniel Simon
Yeah, yeah, yeah. No, I, I, it's a great question. Like on the warrant, I think it's like the easiest thing to do is to basically tie back to the last round price. Like the warrant will be expressed to you usually in a percentage of the business. They'll say we want you know like 20 basis points or 40 basis points meaning like 0.2% or 0.4% of the business. And you'll say give me a break. You know, my investors, they just paid this many dollars per share in this equity round that we just did. And you're like looking to get this for Free and like, you know, it doesn't actually make any sense. And so just trying to like get them down to like a reasonable place. 

31:07
Erik Schreter
And, and strong on the warrant side. Like do you like, is in your preference obviously is to give zero warrants. But, but like how strong do you fight back on the Warren side of things? 

31:16
Daniel Simon
I fight back on the level, but I, I like know enough about the priorities of my counterparty to not try to get something that's just not going to happen. Like I know SVB is going to want warrants and so like they're going to get warrants and the question is how much? And a lot of that is really just being like, come on guys, let's be reasonable. The rate like depends on who you're dealing with. So like with the bank, you're not going to get much flexibility because the bank is going to give you pretty standard cookie cutter terms. Like, like the if anything, like what you'll have flexibility on potentially is if they're benchmarking to an index rate like WSJ prime. Like they'll have like a floor, they'll say and it can't go below this. 

32:02
Daniel Simon
And you'll be like, well let's let it go below this because if like fed funds rate goes down, why should you get all the benefit and not me? That doesn't make any sense. So like you have some flexibility at the margins, but not, but if you're dealing with a fund like you can say like look, I know what sort of your internal hurdle is going to be. Like you can give me a better spread than this, like you can push back on that. And again the best way to push back on that is to have on other players in the mix, like is to have like a potentially an alternative to negotiating with this one particular partner, as with any negotiation. So to sort of have like a good alternative. 

32:35
Daniel Simon
And on the term, like, I honestly think that like you can say to folks with a straight face, like if you guys don't give me flexibility to make this interest only and then a long amortization period going out a couple of years, like why am I even doing this? Like, well, like, like I'm going to tell you again, as in any negotiation, here's what's important to me and why, what's important to flexibility on my capital, like to be able to time my next equity fund raised to perfection. 

33:02
Daniel Simon
Like if you're going to be like strict on sort of when that payback is going to happen, then what's it worth Doing now, the good thing is like, on the term, like, most folks actually understand that, like, I have negotiated always and like, gotten sort of like some stuff that I wanted that's different from initial proposals, but like a fund in particular. I mentioned that funds are going to be higher cost but greater flexibility. They already know that, like, you're going to them because you want that fund flexibility. They're already going to offer you a menu of options that's going to include a fairly long payback period that could be expensive but gives you the flexibility that you need. 

33:34
Daniel Simon
So, yeah, I would say, like having another bid tying back to value on the equity warrants in particular and sort of like making clear what's important to you in terms of flexibility on the capital. Like, if people are excited about your investors and the trajectory of your stock price, because again, this is sponsor finance, they'll usually play ball. 

33:53
Erik Schreter
Yeah. 

33:54
Daniel Simon
But I do just want to mention, like three other key terms that are worthwhile I think it's important for people to know about. One is, like I mentioned before, committed capital. Like you, a lot of folks will do deals, but like, they won't say committed first off and you get them to stay committed. And what that means is that they are required to fund when you ask. It's not at their discretion. But also, like, even when they say committed, like, people will throw in all sorts of bullshit into like, these contracts that give them every possible way. Like what, what, like one of my lawyers calls like a Swiss cheese contract to find a hole to not actually have to fund you when you request the money because, like, they've decided they don't like your company anymore. It's not doing so well. 

34:39
Daniel Simon
The market's changed. Like, whatever. Like, you need to fight tooth and claw in the contract negotiation that ideally during the term sheet. But, like, also there's going to be some after the term sheet when you're going into definitive docs to make sure that, like, when you call them, if they don't fund you have the right to sue. Now, that ultimately isn't necessarily going to make a difference if your company is on its last breath and like, you need the funds and they don't fund even if they're contractually obligated to. They can say, great, you can sue us. Well, that's not going to help you because your company's dead, but like, making sure that they at least know that they're legally and contractually obligated. And any court would say that's actually their obl. Like is going to help you in those situations. 

35:19
Daniel Simon
So I would be very careful in understanding sort of events of breach default, like understanding the things that would prevent them from having to fund you and just make that contract ironclad. Like, like when you do it, we spend a lot of time on it, we spend a lot of legal fees on it. But it's very important because the contract is only as good as the commitment to actually fund financial covenants not common in early stage venture debt deals for lenders to actually ask you to, you know, have a certain liquidity ratio or to have a certain like debt ratio or leverage ratio, etc. They do come up often, I think, in early stage venture debt deals. The current market right now allows you to say like we want a no financial covenants kind of deal. 

36:07
Daniel Simon
So I would push back very hard on those because again, having those really dilutes the value of the optionality from the venture debt. Because if you have to maintain liquidity from all sorts of other stuff, is that going to force you into an earlier fundraise on the equity side than you'd like, which again just defeats the purpose. And then finally, like one important thing that you'll note in a lot of venture debt deals is banking covenants. So if you're getting venture debt from a bank, it's common that they're going to ask you for all of your banking business to be with them like your, your payments and like your treasury and your money market and where your savings and checking accounts are and like all that sort of thing. 

36:45
Daniel Simon
Before 2023, it was common for those covenants to require a hundred percent of your banking business to be with the lender. Since the collapse of Silicon Valley bank in March of 23, like that's no longer the standard. It's generally market that people are going to require 50 to 75% of your banking business to be with the lender so that like they know that you care. Given what happened to your point earlier in March of 23, that you'll still have like operating account with another bank. So you're never going to be like, I can't make payroll because like my bank shut down, I can't withdraw any funds. 

37:21
Daniel Simon
But like you, but that has come back and I think that the bank has been like a little bit more aggressive in pushing up more towards 75, but I think that you have like flexibility to negotiate down to 50. But you shouldn't be surprised by the term. If it's a bank lender, it's going to be There every single time. So those are the key points. The good news is that most of this is cookie cutter and like, you can sort of be flexible or the lender can be flexible at the margins if you push back on some of these important terms. And again, the best, like negotiating leverage is having another deal at the ready. 

37:52
Erik Schreter
Super helpful. All right, one last quick one for you. It's also just more as an operator dealing once the debt closes and the line has been opened up for you. I've. I've heard there's two minds in sort of operator, CEO world. Which is. The first is once you close the venture debt deal and the money is available, draw it down right away, bring it to the checking account. There's another mind which is leave it there for a rainy day, draw it down right away. It means you start paying interest right away, generally depending on the terms, but generally I don't know if you have an opinion on that and how you think about dealing with the debt. Do you bring the debt into your checking account or some other sort of accessible account? Don't. 

38:31
Erik Schreter
Or do you let it sit in the line until you actually need it? 

38:34
Daniel Simon
It's a super complicated question because it's based on rapid fire. Yeah. Because it's really based on the entirely subjective assessment that you have as to how much you can trust that your lender is going to fund you if you request a draw later on down the line. You know, in my prior business, my co founder was, you know, I hesitate to say paranoid. I would say cautious. And he was of the mind to actually draw quite a bit early on because it made him sleep better at night that the cash was in the bank and our controller would go crazy because he would see the interest bill every month that we would have to pay. But my co founder like really felt more confident that we would not have our backs against the wall. 

39:27
Daniel Simon
Here at Coast, I've taken a bit of a middle ground and I draw some. I draw some and I keep some cash in the bank from the debt. Not all of it, you know. And again, this ties back to the point that I was making earlier about being really stringent in negotiating committed capital. So there aren't too many loopholes that will allow a lender not to fund again. Like, even if the contract's there, it doesn't mean that they actually will fund. They might actually breach. And like, that doesn't help you to know that. Like, you know, okay, great, like, you'll win in court. But it's too late, but to kind of like take a middle of the road position. 

40:04
Daniel Simon
I tend to draw some up front and make sure that the contract is negotiated such that at least in the language of the contract, I have the legal right to draw later and can trust that. Like between sort of relationships and reputation and the contract itself, I'll be able to draw when I need it and not have to pay interest on it earlier than I actually need it. 

40:26
Erik Schreter
Fantastic. We're going to wrap in a minute, but any minute. Any points that you think are worth sharing or anything you think we might have missed before we wrap our conversation? 

40:36
Daniel Simon
No, I will just mention that we've been talking about venture debt. There's other kinds of debt that's available to companies, different kinds of companies. Asset heavy companies will have warehouse lines for their receivables like I mentioned, or for their assets of other kinds like hardware and inventory and the like. You know, profitable companies can use revolving bank lines that are underwritten based on the EBITDA of the business. We've been focused on software startups that are money losing and rely on venture capital and this is the primary kind of debt that they use to give themselves leverage. But like, I, I think I'll end where I began. Which is to say, like, I think it's a super important tool. I think that it is not the most expensive thing for a founder to pay for, to get some insurance on their business. 

41:27
Daniel Simon
Again, we're in this business because it's risky. The returns are high. We're willing to give up a little bit of return to chop off the existential risks to the business that could kill the company. And one of the ways to do that is by taking out venture debt. I'm a big proponent and again, at the risk of being a broken record, it is a relationship business and I would encourage folks to not think of it too transactionally and to build relationships with bankers and funds that will last over years and multiple cycles because that's what puts you in the best stead to make sure that one, the company has the funds it needs to survive and that one needs to raise more funds on the equity side and can do it on the best possible terms. 

42:10
Erik Schreter
This has been really helpful. It's a deep topic. And so if others who are listening to this have additional questions, we'll certainly make sure Daniel's information is available. He's a member, of course. And so on Slack and everywhere else you might find members. But. And if there are additional questions, we might do this again. Daniel, this was super helpful. I appreciate your time and sharing your wisdom. 

42:31
Daniel Simon
Wisdom is a stretch I won't go so far as to take, but I. I will say that I. I have thought about this topic a bunch and, and I always love the chance to chat with you Eric. So so thanks very much for having me on. 

42:43
Erik Schreter
I double down wisdom. You're wise and the gray hair shows it exactly. 

42:47
Daniel Simon
12 years of startups like gives you a beard. 

42:51
Erik Schreter
Thanks Daniel. 
