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Part 4 of 32

The Cap Table: Building, Managing, and Modeling
Equity Ownership

Building and maintaining a clean cap table from inception, dilution modeling for every financing round, option pool

management, waterfall analysis, and exit scenario modeling
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WHAT YOU WILL LEARN AND WHY IT MATTERS

The capitalization table — the definitive record of who owns what percentage of the company, in what

form of equity, at what cost — is simultaneously one of the most important governance documents the

CFO manages and one of the most commonly neglected. Cap tables that are inaccurate, incomplete, or

poorly maintained create problems that range from the embarrassing (incorrect ownership percentages

disclosed to investors) to the consequential (option grants that are invalid because the plan authorization

has been exceeded) to the seriously damaging (exit proceeds distributed incorrectly because the waterfall

analysis was based on a cap table that did not reflect all outstanding securities).

The CFO's responsibility for the cap table is both administrative (ensuring the cap table is accurate and

current) and analytical (using the cap table as the foundation for the financial modeling that informs

financing decisions, option grant decisions, and exit scenario analysis). This part covers both dimensions:

the discipline required to maintain a clean cap table through the complexity of multiple financing rounds,

option grants, and equity events, and the analytical framework required to use the cap table as a financial

modeling tool.

CAP TABLE ARCHITECTURE: THE SECURITIES LANDSCAPE

A typical venture-backed company's cap table contains multiple classes of securities, each with different

economic rights, voting rights, and conversion terms. The CFO must understand each security type and its

specific characteristics.

COMMON STOCK: Common stock is the founding equity — the shares issued to founders, early

employees, and others who receive equity at the company's inception or at very early stages. Common

stock typically has no liquidation preference, participates in value only after the preferred stock's

preferences have been satisfied, and has limited special voting rights (founders' common may have

supervoting rights, but standard employee common typically does not). The price per share of common

stock — the "fair market value" for stock option purposes — is established periodically through a 409A

valuation, which must be conducted by an independent third-party valuator.

PREFERRED STOCK: Preferred stock is the class of equity issued to institutional investors in each

financing round. Each round creates a new series of preferred stock (Series A, Series B, Series C, and so

on), each with its own price per share, liquidation preference, anti-dilution protection, and conversion ratio.

As the company raises multiple rounds, the cap table accumulates multiple series of preferred stock, each

with slightly different economic terms, creating the complex waterfall analysis that determines how exit

proceeds are distributed across the capital structure.

STOCK OPTIONS: Stock options give employees and other service providers the right to purchase

common stock at a specified price (the exercise price or strike price) at a future date. Options are the

primary equity compensation tool for venture-backed companies, and the option pool — the shares

reserved for future issuance under the equity incentive plan — is a significant component of the cap table.

The CFO must track every option grant (the number of options, the exercise price, the vesting schedule,
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and the grantee) and must ensure that the total options outstanding plus options available for grant do not

exceed the authorized option pool.

WARRANTS AND CONVERTIBLE NOTES: Many venture-backed companies also have warrants (similar

to options but typically issued to investors or service providers rather than employees) and convertible

notes (debt instruments that convert to equity at the next financing round) on their cap table. Convertible

notes — particularly SAFE notes (Simple Agreement for Future Equity) — are commonly used for seed

financing and require careful tracking because they create contingent equity obligations that affect the fully

diluted share count and the waterfall analysis.

DILUTION MODELING: THE ROUND-BY-ROUND ANALYSIS

Dilution modeling is the financial analysis that quantifies how each financing round, option grant, and

equity event affects the ownership percentages of every security holder in the cap table. This analysis is

fundamental to the board's informed decision-making about financing terms, option grants, and equity

structure.

THE PRE-MONEY AND POST-MONEY DILUTION ANALYSIS: For every financing round, the CFO

should prepare a pre-money and post-money dilution analysis that shows: the current cap table

(pre-round), the new shares issued to the investor in the round, the post-round cap table showing the new

ownership percentages of every security holder, and the effective dilution to each existing security holder

expressed as the change in ownership percentage. This analysis should also show the impact of any

option pool increase that is a condition of the round, because the option pool shuffle described in Part

Three can create significant additional dilution that is not immediately obvious from the headline

pre-money and post-money valuations.

FULLY DILUTED SHARE COUNT: The fully diluted share count — the total number of shares outstanding

if all options, warrants, and convertible notes were exercised or converted — is the denominator for every

ownership percentage calculation. The CFO must maintain an accurate fully diluted share count at all

times, including: issued and outstanding common shares, issued and outstanding preferred shares (on an

as-converted basis), options outstanding (both vested and unvested), options available for future grant

under the option pool, warrants outstanding, and shares issuable upon conversion of convertible notes.

The fully diluted share count changes every time an option is granted or exercised, a warrant is issued or

exercised, or a convertible note is issued or converts — meaning the cap table must be updated

continuously rather than only at major financing events.

SCENARIO MODELING FOR FINANCING DECISIONS: When the company is evaluating a proposed

financing round, the CFO should prepare a dilution scenario model that shows the ownership percentage

impact on every major security holder under the proposed terms and under alternative terms (higher

pre-money valuation, smaller option pool, different liquidation preference structure). This scenario model

allows the board to evaluate the financing terms not just in terms of the headline valuation but in terms of

the actual economic impact on the founders, the option holders, and the existing investors.
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OPTION POOL MANAGEMENT

The option pool is one of the most consequential and most carefully managed elements of the cap table. It

is the reserve of shares that the company can use to recruit, retain, and incentivize the employees and

advisors who are essential to the company's success. Managing the option pool requires the CFO to

balance three competing considerations: ensuring that the company has sufficient unallocated shares to

fund future option grants, minimizing the dilution created by the option pool for existing shareholders, and

complying with the legal requirements for stock option grants under Section 409A of the Internal Revenue

Code.

OPTION POOL SIZING: The optimal option pool size at any given time depends on the company's hiring

plan for the next twelve to twenty-four months — the number and seniority of the people the company

expects to hire, and the typical equity grant size for each role in the company's stage and industry. The

CFO should model the option pool consumption from the planned hiring activities and ensure that the

option pool has sufficient capacity to fund the planned grants without requiring a dilutive increase before

the next financing round.

409A VALUATIONS: Section 409A of the Internal Revenue Code requires that stock options granted to

employees be priced at or above the fair market value of the underlying stock on the date of grant. For

privately held companies, the fair market value is established through a 409A valuation — an independent

appraisal of the common stock's value that must be updated at least annually and after any significant

event (a new financing round, a significant business development, or a material change in the company's

financial position) that might affect the common stock's value. The CFO must ensure that every option

grant is supported by a current 409A valuation and that the exercise price is set at or above the value

established by the 409A.

OPTION EXPENSE ACCOUNTING: Under ASC 718 (Compensation — Stock Compensation), the fair

value of stock option grants must be recognized as compensation expense over the vesting period. The

CFO must ensure that the option expense calculation is accurately performed — using the Black-Scholes

or other appropriate fair value model — and that the resulting expense is correctly recorded in the financial

statements. For companies with large option pools and rapid hiring, the stock-based compensation

expense can be a significant income statement item that affects the company's reported profitability

metrics.
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WATERFALL ANALYSIS: HOW EXIT PROCEEDS FLOW

The waterfall analysis is the financial model that shows how the proceeds from an exit event — an

acquisition or an IPO — would be distributed across the capital structure, taking into account the

liquidation preferences, participating preferred rights, conversion features, and anti-dilution adjustments of

every class of equity. The waterfall is the most important financial output of the cap table for governance

purposes: it tells every stakeholder exactly what they would receive in an exit, and it reveals the specific

exit price thresholds at which each class of security changes from "in the money" to "out of the money."

THE WATERFALL MECHANICS: The waterfall analysis allocates exit proceeds in the following sequence

for a typical venture-backed cap table: first, payment of any outstanding debt (secured creditors, then

unsecured creditors); second, payment of any Series D liquidation preference (the most recently issued

preferred, typically with the most senior preference); third, payment of Series C liquidation preference;

fourth, Series B, Series A, and seed preferred in reverse chronological order; fifth, if participating

preferred, the preferred holders participate pro-rata in the remaining proceeds alongside the common; and

sixth, the remaining proceeds (or the total proceeds in the case of non-participating preferred that

converts) are distributed pro-rata to the common holders.

THE PARTICIPATION THRESHOLD ANALYSIS: One of the most important outputs of the waterfall

analysis is the participation threshold — the exit valuation at which the preferred holders' liquidation

preference exceeds what they would receive if they converted to common, and therefore the exit valuation

range within which the participation feature of participating preferred is actually triggered. For exits above

the participation threshold, the non-participating preferred investors would convert to common and receive

their pro-rata share; for exits below the threshold, they would take their liquidation preference. This

threshold analysis is essential for understanding the financial impact of different liquidation preference

structures on founders and employees at the range of exit values the company might realistically achieve.

ACTIONS TO TAKE BEFORE PART FIVE

Conduct a cap table audit: verify every share issuance, option grant, warrant issuance, and convertible

note against the underlying legal documentation (board resolutions, option agreements, stock purchase

agreements, note agreements) to ensure the cap table accurately reflects every outstanding security. This

audit should be performed at least annually and before any significant financing event. Many companies

discover discrepancies in their cap table during acquisition due diligence, when the damage to the

transaction timeline and the company's credibility can be significant.

Build the exit scenario waterfall model using the current cap table. For a range of exit values from the

current estimated enterprise value to three times the current estimated enterprise value, calculate the

proceeds received by every significant security holder class: each series of preferred (at various

liquidation preference assumptions), the common stock holders as a group, and the option holders.

Present this model to the board and to the management team as the financial context for understanding

how the equity structure affects the personal financial outcomes of founders and employees.
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CLOSING PERSPECTIVE

The cap table is the equity governance infrastructure that underlies every significant financial decision in a

venture-backed company — every financing round, every option grant, every exit negotiation. The CFO

who maintains an accurate, current, and well-modeled cap table is providing the governance foundation

that makes informed decision-making possible. The CFO who allows the cap table to become inaccurate,

incomplete, or poorly understood is creating a governance failure that will surface at the worst possible

moment — typically during due diligence for the next financing round or the exit transaction that

represents the ultimate financial outcome for all stakeholders.
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COMING NEXT IN THE SERIES

Part 5 — Financial Reporting to Venture Investors: Board Packages and KPI Frameworks

Part Five covers the financial reporting discipline for venture-backed companies — the monthly and quarterly board
package structure, the KPI framework that translates operational performance into financial terms, the narrative discipline
that accompanies the financial data, and the investor communication cadence that builds investor confidence between
board meetings.


