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WHAT YOU WILL LEARN AND WHY IT MATTERS

Debt capital is the most misunderstood financing instrument available to growth-stage companies. In the
equity-dominated culture of venture-backed technology businesses, debt is often treated as either
irrelevant — a financing tool for mature, cash-flow-positive businesses, not for growth-stage companies
burning cash — or as dangerous — a source of covenant risk and forced repayment that could threaten
the company's survival if revenue disappoints. Both characterizations are simplifications that cause CFOs
to leave genuine value on the table by failing to use debt appropriately, or to accept debt obligations
whose risk profile is inconsistent with the company's financial position.

The reality is more nuanced. Debt capital, used appropriately, extends runway without additional equity
dilution, signals financial credibility to the market, and can be genuinely value-creating when the cost of
debt is lower than the cost of equity and the cash flows of the business are sufficient to service the debt
obligations without compromising operational flexibility. Used inappropriately — when the debt obligations
are too large relative to revenue visibility, when covenants are too restrictive relative to operational
variability, or when the debt is used to fund operating losses rather than to accelerate investment in
proven growth — debt creates financial fragility that can become existential in a revenue shortfall
scenario.

This part covers the full spectrum of debt instruments available to growth-stage technology companies:
the economics and appropriate use cases of venture debt, the structure and pricing of revenue-based
financing, the mechanics of bank credit facilities, and the capital structure optimization discipline that
determines when and how much debt to incorporate alongside equity financing.

VENTURE DEBT: ECONOMICS AND APPROPRIATE USE

Venture debt is term debt provided by specialized lenders — Silicon Valley Bank historically, Western
Technology Investment, Hercules Capital, and others — to venture-backed companies that would not
qualify for traditional bank financing on the basis of their cash flows alone. The lenders accept the equity
sponsorship of the company's venture investors as a partial substitute for the cash flow coverage ratios
that traditional debt analysis requires, and they price the debt to reflect the elevated risk of lending to a
company that is burning cash rather than generating it.

The economics of venture debt typically include three components. The first is the interest rate: typically
prime plus two to four percentage points, or a fixed rate in the eight to twelve percent range depending on
the company's stage, revenue profile, and the competitive dynamics of the venture lending market at the
time of the transaction. The second is the warrant coverage: venture lenders typically require warrants to
purchase equity in the company at a specified price as additional compensation for the lending risk,
typically representing one to two percent of the loan amount. The third is the origination fee: an upfront fee
of one to two percent of the loan amount paid at closing.

eFuturesCFO.com Page 3 Confidential — For Professional Use



Capital Allocation: The CFO's Highest-Value Decision Part 17: Debt Capital: Venture Debt, Revenue-Based Fin

The total cost of venture debt — incorporating the interest rate, the warrant dilution, and the origination fee
— is typically in the range of twelve to eighteen percent annually on an all-in basis, which is lower than the
cost of equity for most growth-stage companies. This cost differential is the fundamental economic
rationale for venture debt: when the all-in cost of debt is lower than the cost of equity, replacing some
equity financing with debt financing reduces the blended cost of capital and creates value for existing
shareholders by reducing dilution.

Venture debt is most appropriate in three situations. The first is bridge financing: using debt to extend
runway to a defined milestone — a revenue target, a product launch, a regulatory approval — that will
significantly improve the valuation at the next equity round. The debt extends the timeline without
additional dilution, and the milestone improvement in valuation at the subsequent equity round more than
offsets the interest cost of the bridge. The second is capital expenditure financing: using debt to finance
specific capital investments — equipment purchases, leasehold improvements, infrastructure build-out —
whose cash flows are predictable enough to service the debt without operational risk. The third is working
capital financing: using a revolving credit facility to smooth the cash flow timing differences between when
revenue is earned and when cash is collected, particularly for businesses with significant accounts
receivable balances and predictable collection patterns.

REVENUE-BASED FINANCING: STRUCTURE AND USE CASES

Revenue-based financing is a hybrid instrument that combines elements of debt and equity into a
structure where the repayment amount is tied to the company's revenue rather than fixed in the manner of
traditional debt. The company receives a lump sum from the lender and repays it through a percentage of
monthly revenue — typically five to ten percent — until a defined total repayment amount is reached,
typically one point two to one point five times the original financing amount.

The economics of revenue-based financing are distinctive and frequently misunderstood. Unlike traditional
debt with a fixed interest rate, the effective cost of revenue-based financing depends on the revenue
trajectory of the business: companies that grow revenue rapidly repay the financing quickly, resulting in a
high effective annual interest rate because the repayment multiple is reached in a short time; companies
that grow revenue slowly repay the financing over a longer period, resulting in a lower effective annual
interest rate. A company that repays a one-hundred-thousand-dollar RBF with a one-point-three-times
repayment cap in twelve months is paying an effective annual rate of approximately thirty percent; the
same company repaying over thirty months is paying approximately thirteen percent.

Revenue-based financing is most appropriate for businesses with predictable, growing revenue streams
and meaningful gross margins — the classic use case is an e-commerce or SaaS business with
established revenue generating twenty-five to fifty percent gross margins, where the revenue-based
repayment structure is genuinely manageable because the gross profit from the revenue easily covers the
repayment percentage. It is least appropriate for businesses with thin gross margins — where the
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repayment percentage consumes a significant portion of the gross profit — or with highly variable revenue
— where the variable repayment structure provides limited cash flow planning certainty despite being
technically tied to revenue.

The primary advantage of revenue-based financing relative to venture debt is the absence of equity
warrants and the typically faster, simpler diligence and closing process. The primary disadvantage is the
higher effective cost at rapid growth rates, which is precisely when the capital is most valuable. For
fast-growing businesses, venture debt with its fixed interest rate is typically more economical than
revenue-based financing; for slower-growing businesses with predictable revenue, the simpler structure
and lower minimum revenue requirements of revenue-based financing may make it the more accessible
instrument.

BANK CREDIT FACILITIES: ELIGIBILITY, TERMS, AND GOVERNANCE

Bank credit facilities — revolving credit lines and term loans from traditional commercial banks —
represent the most cost-effective debt financing available to growth-stage companies that qualify for them.
Bank debt typically carries interest rates of prime plus one to two percent, with no warrant coverage and
minimal origination fees, making the all-in cost of bank debt significantly lower than venture debt or
revenue-based financing. The limitation is the qualification threshold: traditional banks require positive
cash flow or a clear and near-term path to positive cash flow before extending credit, which excludes the
majority of early-stage growth companies from conventional bank financing.

The qualification criteria for bank credit facilities vary by institution and by the specific facility type.
Asset-based lending — credit facilities secured by accounts receivable, inventory, or other current assets
— can be available to companies that are not yet cash flow positive if they have sufficient high-quality
receivables. A company with ten million dollars of clean, diversified accounts receivable from creditworthy
customers can typically borrow six to eight million dollars against that receivable base at attractive rates,
even if the company is burning cash operationally. This receivable-based financing is most appropriate for
businesses with subscription revenue billed in arrears or project-based businesses with significant
work-in-progress receivables.

Covenant compliance is the governance discipline that determines whether a credit facility remains
available throughout its term or whether it becomes a source of financial stress when the business faces
challenges. Financial covenants — minimum cash balance requirements, maximum leverage ratios,
minimum revenue growth rates, minimum gross margin levels — create obligations that the company must
satisfy at each measurement date regardless of operational circumstances. A covenant breach does not
automatically trigger repayment, but it gives the lender the right to demand repayment or to impose
additional restrictions, which can create a forced capital raise under adverse conditions that is significantly
more dilutive than a capital raise conducted from a position of financial strength.
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The CFO's covenant management discipline — understanding precisely which covenants apply, when
they are measured, and how much cushion exists between current performance and covenant thresholds
— is one of the most important ongoing governance activities in companies with debt financing. Monthly
covenant compliance testing, proactive communication with lenders when performance trends suggest a
covenant may be at risk, and covenant amendment negotiations conducted well in advance of potential
breaches are the practices that maintain the banking relationship and preserve the financial flexibility that
the credit facility was intended to provide.

CAPITAL STRUCTURE OPTIMIZATION

Capital structure optimization — the determination of the optimal mix of equity and debt financing for a
specific company at a specific stage of development — is the analytical discipline that ensures the
company's financing choices minimize the blended cost of capital while maintaining the financial resilience
required to execute the operating plan through both favorable and adverse scenarios.

The optimal debt capacity for a growth-stage company is determined by three factors. The first is revenue
visibility: the portion of future revenue that is contractually committed or highly predictable, and therefore
available to service debt obligations regardless of sales execution variability. A company with eighty
percent of its revenue in multi-year contracts that renew at high rates has much higher debt capacity than
a company with the same total revenue that is entirely transaction-based and therefore subject to
significant variability. The contractually recurring revenue is effectively the company's debt capacity
constraint — it determines the maximum debt service obligation the company can take on while
maintaining high confidence that the obligation can be met in adverse revenue scenarios.

The second factor is gross margin: the portion of revenue available after cost of goods sold to cover
operating expenses and debt service. A company with seventy percent gross margin has significantly
more cash flow available per dollar of revenue to service debt than one with forty percent gross margin,
and can therefore support proportionally more debt. The gross margin constraint is most binding for
businesses in competitive markets where pricing pressure or high delivery costs create thin margins that
leave little room for fixed debt service obligations above and beyond the fixed operating cost structure.

The third factor is growth investment requirements: the capital required to fund the operating losses and
growth investments that the business plan projects. Debt that is used to fund operating losses — to
supplement equity financing in periods where the business is burning cash — creates a compounding
obligation: the interest on the debt adds to the cash burn, and the principal must eventually be repaid at a
point where the business may or may not have generated sufficient positive cash flow to fund the
repayment. Debt is most appropriate when it is used to fund specific, identifiable investments with
predictable cash flow returns — capital expenditures, accounts receivable — rather than to fund the
general operating losses of a business that has not yet reached cash flow sustainability.
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WHEN DEBT DESTROYS VALUE

The conditions under which debt financing destroys rather than creates value deserve explicit
identification, because the organizational pressure to raise additional capital — regardless of the form it
takes — can be strong enough to override the analytical judgment that specific debt terms are
inappropriate for the company's financial position.

Debt destroys value when the covenant structure is inconsistent with the operating variability of the
business. A company whose revenue is subject to twenty to thirty percent quarterly variability — as is
common in businesses with significant enterprise sales cycles and lumpy deal flow — faces significant
covenant breach risk under a credit facility with minimum quarterly revenue covenants. When the
covenant breach occurs — as it eventually will in a business with this revenue profile — the company is
forced into a covenant amendment negotiation with the lender from a position of weakness, typically
accepting either higher interest rates, additional warrant coverage, or more restrictive covenants in
exchange for a waiver of the breach. The cumulative cost of repeated covenant stress can significantly
exceed the benefit of the original debt financing.

Debt destroys value when the interest obligation materially accelerates the cash consumption rate at a
time when the company's financial position is already stressed. A company with twelve months of runway
that takes on venture debt with a twelve percent interest rate and a twenty-four-month principal repayment
schedule has accepted an obligation that will consume cash at an accelerating rate precisely when cash
conservation is most critical. The debt may have extended the runway temporarily, but the fixed obligation
it creates makes the company more fragile, not more resilient, to a revenue shortfall in the repayment
period.

Debt destroys value when the cost of debt, including all warrant and fee components, is higher than the
cost of equity at the company's current stage and valuation. This can occur when a company with strong
metrics and a high equity valuation accepts venture debt with market-rate warrant coverage — warrant
coverage that implies an equity valuation significantly below the company's actual equity valuation — in a
transaction that would have been better structured as an equity financing at the current valuation or as a
smaller debt facility with warrant terms calibrated to the current equity value.

ACTIONS TO TAKE IN THE NEXT THIRTY DAYS

The following actions will build the analytical foundation for disciplined debt capital decisions.

The first action is to calculate your company's current debt capacity using the three-factor framework: the
contractually recurring revenue available to service debt, the gross margin available after cost of goods
sold, and the growth investment requirement that determines how much of the available cash flow must be
reserved for operating investment. The resulting debt capacity estimate will reveal whether your current
capital structure is under-leveraged — leaving value on the table by using only equity when some debt
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would reduce the blended cost of capital — or appropriately leveraged given the financial risks of the
operating plan.

The second action is to review the terms of any existing debt facilities, including the specific covenant
thresholds and measurement dates, and calculate the current covenant cushion — the distance between
current performance and each covenant threshold expressed as a percentage. For any covenant with less
than fifteen percent cushion, assess the probability that the covenant will be breached given current
performance trends and begin proactive communication with the lender about the risk before a breach
occurs.

The third action is to obtain indicative terms from two or three venture lenders for a hypothetical credit
facility of a size and structure appropriate to your current stage. Understanding the current market terms
— interest rates, warrant coverage, covenant structures — for the type of facility that might be appropriate
for your business gives you a concrete reference point for evaluating specific debt financing proposals
when they arise, and may reveal that debt financing is more or less attractively priced than your current
assumptions suggest.

The fourth action is to model the impact of adding a specific debt facility — at current market terms — on
your weighted average cost of capital, the expected dilution in your next equity round, and the financial
resilience of the combined capital structure in a downside revenue scenario. This model will tell you
whether debt financing is genuinely value-creating for your business at this stage, and will provide the
analytical foundation for a board-level conversation about the optimal capital structure going forward.
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CLOSING PERSPECTIVE

Debt capital is a genuinely useful tool when deployed appropriately — when the cost is lower than equity,
when the cash flows are sufficient to service the obligations without operational stress, and when the
covenant structure is consistent with the business's operational variability. It is a genuinely destructive tool
when the covenant obligations create financial fragility, when the interest burden accelerates cash
consumption during periods of stress, or when the all-in cost exceeds the cost of equity that the debt is
intended to displace.

The discipline of evaluating debt financing with the same analytical rigor applied to every other capital
allocation decision — understanding the true cost, the risk profile, and the value-creating conditions — is
what allows the CFO to use debt as a genuine capital structure optimization tool rather than treating it as
either irrelevant or dangerous based on convention rather than analysis.
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COMING NEXT IN THE SERIES

Part 18 — Capital Allocation in Distress: Making Decisions Under Financial Pressure

Part Eighteen covers the capital allocation calculus when financial pressure changes the decision
environment — how cash conservation becomes a portfolio discipline, the mechanics of the distressed
capital raise, operational restructuring as a resource reallocation decision, and the ethical and governance
dimensions of allocation decisions made under financial stress.
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