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relationship with Octagon, such a sale seemed the most likely outcome for now. A
3 future public offering, while still a possibility, seemed a less likely exit strategy at
the present time.

Valuation

A significant problem for Frischkorn was estimating Threshold’s value. Based on his
experience, Frischkorn knew that some investors would argue that the company was
worth only what was visible on its balance sheet and would therefore suggest a tra-
ditional asset-valuation approach. In conversations, Chauner and Casale had argued
vehemently that the firm was worth much more than what appeared on the balance
sheet and should be valued based on its growth prospects. They favored valuing
Threshold by using a discounted-cash-flow approach. Uncertain as to which valuation
method would prevail, Frischkorn pointed out that any preferred-stock investor in
Threshold would require at least a 20 percent rate of return, and a common-stock
investor would probably seek returns in excess of 30 percent.

Complicating Frischkorn’s appraisal was the changing investment environment
and its impact on valuations. As seen in Exhibit 7, the NASDAQ had endured a dra-
matic correction in the three months since March 2000. Internet stocks had been hit
particularly hard, but the decline had affected even nontech stocks. The abrupt change
in public valuations had closed the IPO window for many companies and that, in turn,
had impacted private valuations. According to venture capitalists, valuations had
dropped significantly from March through May. Noting the change in climate, Rick

< Kroon, head of Donaldson Lufkin & Jenrette Securities’ venture-capital arm, Sprout, >
observed, “The market will start to be more selective, and [venture capitalists will]
wait until their companies are more mature before taking them public . . . . That’s health-
ier for everyone in the long run.”® Other venture capitalists concurred: “We're walk-
ing away from a lot of deals today that we wouldn’t have only a few weeks ago . .. .
These companies just aren’t going to get funded, particularly by anyone involved in
late-stage or expansion capital at all,” said Matthew Cowan, a general partner at
Bowman Capital.’ Given the changing environment, Frischkorn concluded that angel
investors buying common stock in such an immature company would require a return
in excess of 30 percent.

While Frischkorn had been in his meeting, his associate Phil Peterson had per-
formed some preliminary research for the Threshold deal. The report included
information about current yields (Exhibits 8 and 9). It also included some analytical
information about outstanding debt as well as preferred and convertible preferred secu-
rities (Exhibits 10, 11, and 12).

An interesting aspect of the report concerned Peterson’s search for “comparables.”
Initially, Peterson had encountered great difficulty finding firms, particularly U.S.
firms, that matched Threshold’s niche. Undeterred, he had collected information on a

*Suzanne McGee, “Deals & Deal Makers: Sky Is No Longer the Limit for Venture-Capital Firms." Wall
Street Journal, 9 May 2000, C1
“McGee, “Deals & Deal Makers.”
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number of publicly traded companies, including sports-marketing companies such as
3 Magnum Sports and Entertainment, entertainment companies such as Disney, and adver-
tising agencies such as Cordiant Communications Group (CRI) in London; Omnicom
Group Inc. (OMC); WPP Group Plc (WPP), also in London; and Interpublic Group of
Companies (IPG), the parent company of Octagon.

With the help of an investment-banking friend, Peterson had broadened his search
and had discovered two other companies that could be described as sports-marketing
event managers: Sports and Outdoor Media International PLC, in London (SOR); and
Tow Co. Ltd., in Tokyo. According to the information available through Bloomberg
Financial, SOR traded on the London Exchange. Tow was a privately held Japanese
company that was currently preparing for a public offering. Fortunately, Peterson’s
friend had provided him with a copy of Tow’s red-herring prospectus, which included
basic financial information about the company as well as information about its mar-
ket and growth prospects.

In an effort to estimate Threshold’s growth prospects, Peterson gath
mation from Multex Data Group. According to Multex, as a group, advert
cies such as Cordiant, IPG, Omnicom, and WPP were expected to show profit growth
of 31.17 percent in 2001 and 15.47 percent in 2002, while earnings of the S&P 500
were expected to climb 1.41 percent in 2001 and decline 9.95 percent in 2002. These
estimates were significantly higher than the 11 percent growth estimated for both Tow
and its market in the company’s red herring.

Peterson included summary information about all the companies, their businesses,
and their financials in his report (Exhibits 13 and 14), to which he attached a note

< dated June 15, 2000: >

Carl—Here’s the information you requested on current market conditions and comparables.
In our discussion this week, you asked about EBIT multiples for private companies. Although
Tam unable to provide the exact reference, I recently read in one of the financial journals
that the EBIT multiple for private companies is 6. Let me know if you need anything
else.—Phil

Conclusion

Frischkorn sat back and wondered, How does one value an entity whose primary asset
is goodwill and the leases (or rights) to produce events? How does one create and
then attribute value to a “brand” such as the Pro Cycling Tour? More specifically, how
much was Threshold worth based on either an asset valuation or a DCF valuation?
Was one type of financing more suitable than another for Threshold? Which was most
appropriate? And what type of investors would be interested in this deal?

v
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EXHIBIT 1 | Major U.S. Sports Organizations

c} 2000 Sales 1-Yr. Sales Revenue/
Sports Organization (in millions) Growth Employees Employee

R Major League Baseball (MLB) $3,177.0 12.00% 200 $15,888,000.00
National Basketball Association (NBA) $2,164.0 126.50% 800 $ 2,705,000.00
National Football Association (NFL) $3,602.2 10.10% 450 $ 8,004,888.89
National Hockey League (NHL) $1,607.2 15.00% 289 $ 5,872,664.36

Source: “The NBA Shoots for the Net," Industry Standard, 24 April 2000
(http://www.thestandard.com/article/0,1902,14064,00.htmi?body_page-+2).

EXHIBIT 2 | Estimated Event Income and Loss, 2001-05 (in thousands)

Projected Event Income 2001 2002 2003 2004 2005
First Union Series $1,700 $1,800 $1,910 $2,125 $ 2525
US PRO Tour 1,200 1,350 1,525 1,700 2,300
BMC Grand Prix 1,300 1,425 1,540 1,725 2,350
Pre-event consulting’ 15 25 35 50 70
New event 1 500 575 660 750 900
New event 2 300 350 410 490 625
New event 3 500 580 675 850
New event 4 250 325 475 550

< New event 5 500 565 725 >
New event 6 250 325 475

Total Event Income $5,015 $6,275 $7,735 $8,880 $10,170
Operations Cost®
First Union Series $1,650 $1,700 $1,785 $1,925 $ 1,985
US PRO Tour 1,100 1,200 1,260 1,325 1,350
BMC Grand Prix 1,200 1,250 1,315 1,385 1,400
Octagon lease 200 225 236 248 260
New event 1 450 475 500 550 555
New event 2 275 300 330 365 380
New event 3 475 500 525 555
New event 4 225 245 255 265
New event 5 475 510 535
New event 6 225 250 260
Profit share 50 $ 88 $ 113 $ 220 $ 610
Total Operations Cost $4,925 $5,938 $6,984 $7,558 $ 8,155

Net Event Income (Loss) $ 90 $ 338 $ 752 $1,322 $ 2,015

"Pre-event consulting income refers to fees generated from consulting work performed to research a new
event for a municipality.
2Operations cost for each contracted project includes a management fee to Threshold Sports.
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EXHIBIT 3 | Estimated Fee Income and Loss, 2001-05 (in thousands)

C] 2001 2002 2003 2004 2005
Income
lanagement-fee income 1,150 1,525 1,750 ,100 2,240
R M 1 $ B 2
Special-projects income 80 80 90 105 110
Profit (loss) from racing events 90 337 752 1,322 2,015
Miscellaneous income 2 3 3 4 3
Total income $1,322 $1,945 $2,595 $3,531 $4,368
Expenses
Salaries and overhead $1,104 $1,296 $1,495 $1,719 $1,977
Special projects 35 55 60 72 85
Depreciation 1 16 22 28 34
Capital expenditures 50 50 60 60 60
Expansion expense 40 55 100 200 225
New business 24 30 60 100 200
Total expenses $1,264 $1,502 $1,797 $2,179 $2,581
Net profit (loss) $ 58 $ 443 $ 798 $1,351 $1,787

EXHIBIT 4 | Balance Sheet for Fiscal Year Ended May 31, 2000

< Assets >

Current assets

Cash $379,349

Accounts receivable 363,084

Other current assets 2,900

Total current assets $745,333

Staging equipment 65,000

Total assets $810,333

Liabilities and equity

Liabilities
Accounts payable $133,500
Other current liabilities 9,937
Accrued expenses 322,000
Total liabilities $465,527

Equity

Net income 344,806
Total equity $344,806
Total liabilities and equity $810,333
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EXHIBIT 5 | Terms of Revolving Credit Loan

Type of loan Revolving credit line

Principal amount Up to $500,000

Term 36 months

Annual interest rate Prime + 4%

Current prime rate 9.10%

Security Business equipment plus personal guarantee
Purpose of loan Working capital

Payment due date The fourth day of each month

Prepayment penalty None

EXHIBIT 6 | Current Ownership Structure

Holdings Current Ownership >
Class A Units
David Chauner 12.0 units 40%
Jerry Casale 9.0 units 30
Robin Morton 3.0 units 10
Carl Frischkorn 3.0 units 10
Loren Smith 1.5 units 5
Frank Chauner 1.5 units 5
30.0 units 100%
v
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482 Part Six  Management of the Corporate Capital Structure

EXHIBIT 7 | Equity-Market Conditions: Closing Values and Trendlines

NASDAQ Closing Values
June 1999 - June 2000
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Source: Financial Forecast Center (www forecasts org).
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EXHIBIT 8 | Capital-Market Conditions: Selected Interest Rates for Week
Ended June 2, 2000

Yield
Federal funds 6.53%
U.S. Treasury securities

3 Month 578

1 Year 630

3Year 6.60

5 Year 6.49

30 Year 6.00
Corporate bonds

Aaa 7.83%

Baa 876

Source: Federal Reserve S I Release H.15, 5 June 2000.

Corporate Bond Yields According to Bond Rating and Maturity

Maturity ~ AAA AA A BBB BB+ BB/BB— B

1 6.77 6.85 7.19 779 11.26 10.29 11.04

5 767 798 825 893 10.50 11.05 12.20

10 7.62 7.98 8.27 8.99 9.74 10.94 12.26
15 7.92 8.32 8.61 9.35 9.62 NA NA
20 7.94 8.36 8.65 9.47 NA NA NA
25 7.92 8.36 8.66 NA NA NA NA

Note: Data as of 5/30/2000. U.S. Industrials include Yankee bond issues. Minimum $100 million outstanding.
NA = not available.

Source: Standard & Poor's CreditWeek (7 June 2000): 46 (from Standard & Poor's Fixed Income Research-
Bond Corp.)
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EXHIBIT 9 | Market Conditions

Treasury Yields
January 1999 - June 2000

10-year treasury yields

3-month treasury yields

Yield

&

Source: The Federal Reserve Board of Governors Release H.15.

EXHIBIT 10 | Key Industrial Financial Ratios by Rating Category: Median Three-Year Ratios

for 1996-98
Industrial Long-Term Debt AAA  AA A BBB BB B cce
Pretax interest coverage (x) 129 9.2 72 a1 25 12 09)
EBITDA interest coverage (X) 187 140 100 63 39 23 02
Funds from operations/total debt (%) 897 670 495 322 201 105 7.4
Free operating cash flow/total debt (%) 405 216  17.4 63 10 (40) (254
Return on capital (%) 306 251 196 154 126 9.2 (88)
Operating income/sales (%) 309 262 179 158 144 112 5.0
Long-term debt/capital (%) 214 203 333 408 553 688 715
Total debt/capital (incl. short-term debt) (%) 31.8 ~ 37.0 392 464 585 714 794

Source: Wesley E. Chinn, Adjusted Key U.S. Financial Ratios, Standard & Poor's Research, 7 July 1999.
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EXHIBIT 11 | Sample of Dividend Yields for Preferred Stocks, June 2000

Security S&P Rating  Maturity Date  Dividend Yield
ABN AMRO Cap. Fd. Il 7.125% A+ 3/31/04 9.0%
HSBC USA $2.8575 A+ 9/30/07 72
Australia & New Zealand Bank 9.125% A 2/24/03 9.3
NB Capital 8.35% Sr. A Dep. A- 9/2/07 9.6
LaSalle RE Holding 8.75% BB+ 3/26/07 125
SEMCO Cap Tr | 10.25% BB+ 4/18/05 103
AICI Cap Trust 9% B+ 9/29/02 19.0
Host Marriott 10% B B 4/28/05 124
United Dominion Realty 8.60% B BBB 5/28/07 108
FelCor Lodging Trust 9% Dep BB- 5/6/03 129
ONB Cap. Tr. | 9.50% Tru PS BBB- 3/14/05 92

Source: Standard & Poor's Stock Guide, June 2000.
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Appendix | Summary of Terms of Hypothetical Convertible-Preferred-Stock Offering
Amount: $500,000 (maximum)
Securities: A maximum of 10 convertible preferred Units

Price per unit:

$50,000 (original purchase price)

Cumulative preferred return To be determined. Initial proposal: 10 percent dividend on par value which

shall accrue and be payable on a cumulative and noncompounding basis. If
there are insufficient funds to pay the Cumulative Preferred Return in full,
payment shall be made on a pro-rata basis. The Cumulative Preferred Return
shall accrue annually commencing on the closing date of this offering and
shall terminate on December 31, 2005.

Liquidation preference: In the event of any liquidation, dissolution, or winding up of the Company,

the holders of these Units will be entitied to receive (in preference to the
holders of other interests) the initial investment less any capital distributions
that may have previously been made plus all unpaid portions, if any, of the
Cumulative Preferred Return.

Conversion privilege: To be determined. Initial proposal for Units to be convertible at any time into

shares of common stock at a strike price of 1.5 times most recent book value
per share of common.

Holder redemption right: Beginning March 31, 2005, and each anniversary thereof, Holders of these

convertible preferred Units shall have the right to require the Company to
redeem the convertible preferred Units.

Company redemption right: The Company may redeem any convertible preferred Units, annually, by

notice within 90 days following the end of each calendar year. The redemp-
tion price will be at par value.

Mandatory tax distribution: For each calendar year Unit holders will receive a special cash distribution

Voting rights:

in an amount equal to 35 percent of the income allocated to such holders.

Holders of convertible preferred Units shall not have voting rights.

Right of first refusal: In the event that a holder wishes to sell or otherwise transfer its investment

Co-sale rights:

interest pursuant to a bona-fide offer from a third party, the holder shall first
offer the investment interest to (i) the Company, and (i) then to the nonselling
holders, upon the same terms and conditions of the bona-fide offer.

If any holder owning more than 25 percent of the Company intends to sell
its interest pursuant to a third party offer, the nonselling holders may
include their membership interests in the sale on a pro-rata basis.

Drag along rights: If holders of membership interests that in the aggregate represent 50 percent

or more of the Company elect to sell the Company pursuant to a sale of
assets, sale of membership interests, merger or otherwise, such members
may compel the remaining members to consent to, and participate in,
such sale.

Preemptive right: Al Unit holders shall have a pro-rata right to participate in subsequent

equity financings of the Company subject to customary exclusions.
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Threshold Sports, LLC

Carl Frischkorn closed the door and walked to his desk. As he sat down, he began to
reflect on the meeting he had just attended in the conference room of Threshold Sports,
LLC. There, Frischkorn had listened as company founders David Chauner and Gerard
“Jerry” Casale Jr. discussed the company’s growth plans. Among the most critical chal-
lenges before Threshold was financing. The firm’s founders were certain they would
need outside financing of $500,000 to grow according to their plans, but they were
unsure what type of financing would best fit their needs, how to value the firm, and
how to communicate that value to outsiders. Their task over the next few days would
be to find answers. For help in the matter, they had sought the input of Frischkorn, a
management consultant, angel investor, and chairman of Threshold Sports.

Founded three months earlier, in March 2000, Threshold Sports was a sports-
marketing and event-production company focusing on the U.S. cycling market. Partners
Jerry Casale and David Chauner had formed the limited-liability corporation to buy
the cycling assets of Octagon Worldwide, the sports division of the advertising and
marketing firm Interpublic Group (IPG). Through the newly formed Threshold, Casale
and Chauner sought to market and produce, in the United States, competitive cycling
events like those found throughout Europe.

The Cycling Market

Part of the Olympic Games since 1896, bicycle racing was popular as both an ama-
teur and professional sport throughout the world. In Europe, both indoor and outdoor
racing were extremely popular among amateurs and professionals. The professional
circuit in Europe ran from February through October, and included the world’s largest
and most famous annual competitive cycling event, the prestigious Tour de France.
The Tour, which covered about 2,256 miles over a four-week period, commanded a
worldwide television audience of 1 billion viewers.

In the United States, the popularity of cycling was undeniable. In 1999, U.S. retail-
ers sold a record 7.4 million bicycles. As of 2000, approximately 73 million Americans
rode bicycles—outnumbering the ranks of skiers, golfers, and tennis players combined.

This case was prepared by Dorothy C. Kelly, CFA, under the supervision of Robert E. Bruner and Professor
Kenneth M. Eades. It is intended for illustrative purposes only. Copyright © 2001 by the University of
Virginia Darden School Foundation, Charlottesville, VA. Al rights reserved. To order copies, send an e-mail to
sales @dardenpublishing.com. No part of this publication may be reproduced, stored in a retrieval system,
used in a spreadsheet, or transmitted in any form or by any means—electronic, mechanical, photocopying,
recording, or otherwise—without the permission of the Darden School Foundation. Rev. 12/05.
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Despite the popularity of cycling in the United States and the existence of a
national cycling association (USA Cycling, known as USAC), both amateur and pro-
fessional cycling in the United States lagged in development when compared with
other sports. Often regarded simply as a pastime or method of transportation, ama-
teur cycling lacked the community support and organization associated with other
amateur sports, such as Little League baseball, YMCA soccer, or youth tennis. Like-
wise, professional cycling in the United States had yet to offer the level of competi-
tion and organization available in other sports such as football, baseball, basketball,
or hockey, each of which had grown into a multibillion-dollar business (Exhibit 1).
Although interest in cycling as a competitive sport had grown with the notable suc-
cesses of American cyclists Greg LeMond and Lance Armstrong, professional U.S.
cycling had yet to develop a signature competitive series such as the PGA Tour or
offer an equivalent to the Tour de France.'

Threshold Sports

Threshold sought to fill the void in U.S. cycling by managing and producing
European-style competitive cycling events. Threshold felt confident it could fill this small
but attractive niche because of management’s experience with event planning and rela-
tionships within the cycling world. For 15 years, COO Jerry Casale, 52, had staged
cycling events, including national championship races as well as the cycling events
of the 1996 Olympic Games. President and CEO David Chauner, 62, was a former
Olympic cyclist and a member of the U.S. Bicycling Hall of Fame. In their collec-
tive careers as sports promoters, Chauner and Casale had been responsible for pro-
ducing more than 100 professional cycling events.

On April 1, 2000, Threshold Sports obtained multiyear contracts from Octagon
Marketing to host three major cycling events for the USAC: the First Union Cycling
Series, the BMC Software Cycling Grand Prix, and the Saturn USPRO Cycling Tour.
According to the terms of the deal, Threshold would pay Octagon an annual lease for
the life of the First Union Series Title Sponsorship Agreement, while the Saturn and
BMC contracts were assigned to Threshold at no cost.

The First Union Cycling Series consisted of four road races in the Philadelphia
area. The crown jewel of the series was the popular First Union USPRO Cycling
Championship, founded in 1985 by Chauner and Casale. The race attracted 700,000
spectators annually. First Union Bank had already committed to sponsoring the event
for $1,150,000 a year for the duration of the five-year contract. Threshold manage-
ment expected the series to generate annual revenues of approximately $2 million
based on sponsorships and merchandising. Threshold would earn a management fee
that started at $420,000 and increased to $510,000, and would pay annual lease pay-
ments of $200,000 in 2001, increasing to $260,000 in 2005. Profits generated after
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operating costs, lease payments, and management fees would be split 75 percent/
25 percent between Threshold and Octagon Marketing, respectively.

The BMC Software Cycling Grand Prix was a series of four road races held in
Austin, Houston, San Jose, and Boston. The Lance Armstrong Foundation managed
the Austin event, while Threshold managed the other three events. According to the
contract, which ran through 2003, Threshold’s annual revenue for the series would be
a minimum of $1,150,000 plus a 50 percent profit share with USAC.

Threshold also obtained an exclusive five-year license to develop and manage the
USPRO Cycling Tour (PCT), a 17-event series that included both the First Union and
BMC races. The Saturn automobile company had contracted to be title sponsor for
both 1999 and 2000, with commitments of $700,000 for each year. For the 2000 PCT,
Threshold had already attracted an additional $300,000 in sponsorships.

In addition to the contracts, Threshold purchased event-staging equipment from
Octagon for $65,000—Iless than one-third its replacement value. Prior to its purchase
by Octagon, the equipment had been the principal asset of Special Events Suppliers
(SES), an equipment-leasing business operated by Jerry Casale. SES leased the equip-
ment for concerts, city festivals, and parades (including the 1992 presidential inau-
guration parade). One of its highest-profile and most lucrative leases was a seven-
figure contract for staging the 1996 Olympic cycling events in Atlanta.

Growth Prospects and Plans

In considering Threshold’s long-term prospects, the founders reflected on the success
< of established sports such as the National Football League (NFL), Major League Base- >
ball (MLB), and the National Basketball Association (NBA), which had television and
merchandising contracts in the billions of dollars. The key, it seemed, was branding.
According to Mark Holtzman, senior vice president for Consumer Products at NFL
Properties, the league’s marketing arm, “We see ourselves, like Disney or Tommy
Hilfiger, as a brand that has extensions 365 days a year.?
Threshold’s founders knew that problems in established sports—including strikes
and lockouts—had created an opening for relative upstart sports such as the National
Association for Stock Car Racing (NASCAR) and so-called extreme sports. Monday
Night Football audiences were down 10 percent in 1998, in part, perhaps, because
people were watching alternative sports on Disney’s sports network ESPN. ESPN’s
household audiences for extreme sports such as skateboarding, snowboarding, sky surf-
ing, and street luge had increased 119 percent from 1994 through 1998.% During the
same period, sponsorship revenue for extreme sports had increased from $24 million to
$135 million. NASCAR’s growth was also impressive. Its television audience had
increased each year since 1990, and by 1999, when it reached 250 million fans, was
second only to the NFL. Sales, meanwhile, had grown from $80 million, in 1990,

*Richard Alm, “National Football League Revamps Marketing Strategy.” Dallas Morning News, 9 September
2001.

*Karl Taro Greenfeld, “A Wider World of Sports,” Time (9 November 1998).
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to $1.13 billion, in 1999.* Threshold’s owners hoped that they could grow their niche
in a similar fashion.

In the near term, Threshold’s founders believed that they could double revenues
within three years by developing additional USAC racing events and leasing the com-

pan; aging equipment for noncompany events. The profit/loss projections for
events and projects for the next five years are shown in Exhibit 2. The projected
profit/loss statement for the firm is shown in Exhibit 3.

To reach its near-term goal, Threshold sought to stage at least one new major rac-
ing event and one lesser race in 2001. The following two years, they planned to do
the same, for a total of six new races in three years. As of June 2000, the firm was
in the process of developing races in San Francisco, New York, Atlanta, and Valley
Forge:

San Francisco, CA  Threshold was negotiating with Tailwind Sports, manager of the U.S
Postal Service Cycling Team, to produce an event in San Francisco.
Threshold expected to receive approximately $1.1 million in corpo-
rate sponsorships from the event, scheduled for September 9, 2001.

New York, NY ~ The New York City Sports Commission had endorsed Threshold to
develop the New York City Cycling Championship.

Atlanta, GA Threshold had formed a joint venture with Ivory Communications to
develop a cycling event with organizations involved in the 1996
Olympic Games.

Valley Forge, A The Valley Forge Convention and Visitor's Bureau retained Threshold
to plan and organize a weekend festival in October 2001. Called the
American Cycling Jamboree, the festival would feature competitions,
exhibitions, concerts, and demonstrations.

Financing Needs and Alternatives

Given Threshold’s growth plans and current balance sheet (Exhibit 4), the founders
agreed that the company needed additional financing to support the first growth phase.
According to management’s estimates, financing the development of the additional races
would require approximately $500,000 in working capital. Because of their limited expe-
rience in finance, the principals approached Frischkorn for help in arranging the deal.

Frischkorn faced three significant challenges with regard to Threshold’s financ-
ing needs. First, he needed to determine the type of securities to offer that would best
suit the company’s needs. Most importantly, he needed to determine the value of the
company and thus the appropriate pricing of the offering. Finally, he needed to iden-
tify potential investors he might approach with the offering.

Frischkorn believed that the size, history, and character of the company favored
a private placement rather than a public issue. Among the financing alternatives
Threshold was considering were a common-stock offering, a convertible-preferred-
stock offering, and debt financing.

“Data from National Association for Stock Car Racing and industry estimates.
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Common Stock

3 To raise the needed capital, Threshold could issue additional common stock to new
investors. Issuing common stock to other investors would dilute the voting interests
R of the current equity holders, and possibly dilute the stream of reported earnings per
share.® The extent of any EPS dilution would depend on the profitability of projects
= funded by the new capital. Ultimately, the owners wondered whether any new equity

financing would dilute the market value of their interest in Threshold.

Convertible Preferred Stock

Another option for Threshold was to issue convertible preferred stock, which, under
pre-established terms, could be converted into the common stock of the company. Pre-
ferred stock carried no voting rights. Dividends could be suspended, but all preferred
dividends would have to be paid in full before dividends could be paid to holders of
common shares. (See Appendix for a structure under which Frischkorn believed con-
vertible preferred stock might be issued.)

Debt Financing

Threshold would not qualify for investment-grade debt, and would therefore have
to entice investors by offering high-yield debt if it were to issue a bond offering.
Paying the interest associated with high-yield debt would seriously constrain
Threshold’s cash flow and thus its growth. A more likely, albeit short-term, source
of debt financing would be a traditional revolving credit loan from Threshold’s

< bank. According to Threshold’s management, the firm’s banker was willing to loan >
the company the necessary funds as long as principals Chauner and Casale person-
ally guaranteed the loans. (See Exhibit 5 for the terms under which Frischkorn
believed a loan might be obtained.) Both founders had bristled at the idea of personal
guarantees and had argued that the revolving credit could provide Threshold with the
cash it needed in the short term, but was not a long-term solution for Threshold’s cap-
ital needs.

As an angel investor, Frischkorn had garnered experience with each type of
financing that Threshold was considering, but in those circumstances he had to
weigh the advantages and disadvantages only from the investor’s perspective. In
the case of Threshold, he had to weigh the advantages and disadvantages of each
type of financing from the company’s perspective. He also had to consider the dilu-
tive effects any deal might have on the voting control of the current owners
(Exhibit 6).

Frischkorn thought about some of the other private placements in which he had
been involved. He recalled that the more mature companies in which he had invested
had frequently chosen debt offerings because of the tax advantages of paying interest

*In corporate-finance terms, “dilution” meant reduction. Its opposite was “accretion.” Dilution could refer
to any of three effects: (1) reduction in voting power, (2) reduction in such financial results as EPS, and

(3) reduction in market value of the firm; these three effects were known respectively as control, accounting,
and economic dilution.
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meanwhile, had elected to

over paying dividends. Many of the younger companies
issue common stock because it provided flexibility in terms of paying (or not paying)
a dividend. Still, he recalled a number of deals in which the issuing company had
chosen to offer preferred stock because it conveyed no voting rights and allowed some
flexibility regarding the timing of dividends.

Placement

Placing the offering presented a challenge for Frischkorn. In Frischkorn’s experience,
risk-tolerant individual investors had usually provided the necessary capital for such
deals even though they offered a relatively low yield compared with other investments.
Risk-tolerant individual investors, interested in early-stage financing, found preferred
stock attractive because of its liquidation preference. Most corporate investors
Frischkorn had contacted were uninterested in providing such early-stage seed capi-
tal regardless of the tax advantage offered by preferred shares.®
Generally, Frischkorn had been successful in attracting investors for a number
of the companies in which he was involved. But Threshold was different from
Frischkorn’s other investments, which included both old-economy start-ups and
new-economy Internet plays. He believed that Threshold would appeal primarily
to investors who were cycling enthusiasts or who had personal knowledge of the
firm’s key managers. He knew that he would have to screen potential investors
carefully.”
Regardless of their individual circumstances or identities, all new and current
< Threshold investors would be interested in potential exit strategies. Frischkorn him- >
self was keenly aware of at least two potential means of exit: the possible sale of
the business to a large advertising agency or an initial public offering. In the near
term, the former seemed more likely than the latter. IPG, Omnicom Group, and WPP
Group were all public companies that acted as holding companies of individual
marketing firms and were actively acquiring small, branded firms. A future sale to
one of these umbrella organizations could offer an exit strategy to investors, provide
Threshold with certain economies of scale, and still allow Threshold to maintain
its own brand identity as well as some level of independence. Given Threshold’s

“Individual investors reported all dividends from preferred issues as ordinary income, while corporate
investors could, for tax-reporting purposes, exclude from income 70 percent of the dividends received from
preferred issu

"For a private placement, all investors in the offering had to qualify : edited investors.” as defined
under Regulation D of the Securities Act of 1933. Under Regulation D, an accredited investor was generally

defined as:

(i) an individual who is a director or officer of the Company; or
(i) an individual who has individual income in excess of $200,000 in each of the two most recent years,
o joint income with that of his or her spouse in excess of $300,000 in each of such years, and who
reasonably expects income in excess of such amounts in the current year; or
(iii) an individual who has an individual net worth, or a joint net worth with that of his or her spouse, in
excess of $1,000,000.
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