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Funding Companies in a Deleveraged Economy:   
A New Corporate Finance Solution for Companies and Investors - Revisited 

 
By Andrew D. Clapp1 

 
 
Caution prevails as Investors have resumed looking at venture stage and private equity investing.  
Everyone says, “We’ve moved upstream,” meaning, they are doing later stage investing where companies 
are less likely to run out of money.  While banks are still watching, unwilling to lend as they once did, the 
funding burden falls on equity and subordinated debt investors to carry companies past solvency and 
profitability.  Those who are writing checks are demanding larger stakes and more onerous terms.  Never 
exactly ‘fun’, raising capital has become chore, and the meaning of “he who has the gold, rules,” was ever 
more true.   
 
Since the first installment of this paper, written at the low point of the recession in Q1-2009, the 
stock market is up over a third, investing activity has picked up, and the feeling that searching 
for capital is fruitless, has subsided.  But entrepreneurs and companies raising capital are 
always optimistic at the onset, despairing only after a year or more without progress, 
shuddering at the tales of low valuations, complex terms, etc.  They hear of a financing that 
closed and their hopes are buoyed, but often these announcements mask the real terms, that 
much of the capital had already been loaned to the company and was simply converted into 
equity, so little ‘new’ money came in, or that the round was deeply dilutive.   
 
The reality is that most investors are locked into using convertible preferred stock or 
subordinated debt plus warrants, in accordance with the manner in which each fund committed 
to its investors.  These financing tools worked for decades.  However they are not meeting the 
needs of investors particularly well today, who are told they must wait longer to realize their 
return.   
 
Therein lies problem 1:  The number of strategic acquirers has decreased substantially, and 
some industries have become so concentrated that there are only one or two strategic buyers 
remaining.  They cherry pick the best companies, and with no competition, buy them for a 
pittance.   
 
The Second Problem is: Private equity funds can’t get bank financing and must pay less as they 
must use more of their equity to make acquisitions.       
 
Now comes problem 3.  Established funds are raising less capital, and fewer new funds are being 
formed.  Sources of capital are fewer, and it is more costly.  
 
In short, we have a capital shortage on our hands.  It will take a huge restorative effort to correct 
this, taking perhaps as long as a decade.  “That long?” you ask?   Well, talk with bankers, state 
and federal government officials who are dealing with their own funding deficits, and you 
quickly realize that this is not a short term capital crisis.  Not this time.  So how do we attract 
capital back into the market?   
                                                
1 Andrew Clapp is Managing Partner of Arctaris Capital Partners, LLC: 1000 Winter Street North, Suite 
4000, Waltham, MA 02451-1436. Tel.  (617) 535-9928.  He may be reached by email at andy@arctaris.com 
 



Royalty Financing: A Non-dilutive, Tax Deductible Financing Alternative2 
 
So let’s take an ‘out-of-the-box’ idea that has actually been around for some years and was 
revived by a Boston-based innovator, Arthur Fox, in the 1990’s, and more recently has been 
applied by a New Hampshire based quasi state/private fund, Vested For Growth, both making 
small investments. More recently a Chicago-based group, Entrex, Inc. has been promulgating 
the use of a royalty-like security known as a TIGRcub™.       
 
More recently, a New York boutique investment banking firm, Griffith Securities, has begun 
structuring royalty securities for small publicly traded companies, and a Boston-area fund, 
Arctaris Capital Partners, has begun targeting companies seeking mid-sized levels of financing. 
 
TIGRcubs™ were first announced publicly by Entrex in the third quarter of 2008, and Arctaris’ 
founding partner, Andrew Clapp, who first met Fox in the 1990’s and read of the TIGRcub™ 
early in 2009.  Clapp and his team have developed several variants of royalty financing and 
have positioned Arctaris as a source of advice, as well as capital for companies to supplement or 
replace traditional bank or venture financing, through private placements and the Arctaris 
Income Fund.   
 
 
Advantages of a Royalty Financing 
 
Companies are attracted to royalty securities because the structure has a number of desirable 
features, chiefly, the fact that it doesn’t dilute the ownership of the current shareholders.  This 
offers a great advantage under most market conditions, especially in an environment where 
valuations are as low as they have been, recently.  Founders and management recoil at the effect 
of dilution each time an equity financing is closed, seeing their ownership stake dwindle 
because of a valuation that they don’t believe reflects the true worth of their company.  
Furthermore, as sequential equity financings occur, the “waterfall” of the various securities 
become more complex and is difficult for founders and shareholders to understand.  Many 
institutional securities carry ‘preferences’ which means that each investor receives their entire 
principal in full, plus interest or accrued dividends, followed by a full share of the according to 
the equity held by each.  Sometimes multiple uses of preferences occur, leaving founders and 
early investors with yet a lower share of the sale proceeds.  This often creates an adverse tension 
between a company and investors that can be mitigated or avoided with a royalty financing.   
 
The use of a royalty securities does not require that a valuation for the investment be agreed 
upon as is necessary with equity structures, or sub-debt financings where warrants are used to 
enhance the return.  A royalty security truly aligns the interests of management and investors, as 
they both want the company to grow revenue as opposed to focusing on cost reduction to 
achieve profitability.  Further, the royalty investor’s interests are aligned with earlier investors 
as everyone is trying to grow the top-line without diluting the existing shareholders. 
 
In these times when valuations are lower than they were prior to 2008, a royalty financing 
allows a company to raise capital without experiencing a dilutive ‘down round’.  Thus a 
company can defer an equity financing until valuations have risen or until the company’s 
performance justifies the desired valuation.    
 
There are no free rides however.  Investors using royalty securities expect to be repaid over a 10 
year period instead of 3-5 years with most sub-debt, or 3 years with venture debt.  Repayment 
occurs as a percentage of revenue, which can fluctuate as the company’s fortunes wax, and 
wane, which provides the company with some relief in poorer years.  The overall cost of royalty 
                                                
2 Generally speaking, according to FAS, payments in excess of the principal are eligible for federal 
income tax deduction as the equivalent of interest expense under certain forms of royalty security 
structures where the issuer undertakes a non-contingent obligation to repay principal on or by a date 
certain.  Corporate issuers and investors should seek specific advice 



financing lies somewhere between sub-debt, which is in the high teens to low 20’s, and equity 
financing, which historically has been structured to yield a return to investors of 40% or more.  
Royalty payments begin at a low level when the company’s sales are low as in the year 
following the financing, but they grow over time generally peaking in the final year of the note.   
 
As with all financings, the cost of capital or target IRR sought by the investor depends on many 
factors: the stage of the company, the maturity and experience of management and the 
completeness of the management team, the completeness of the product, size of market, 
stability of the technology, volatility or concentration of sales, competitive risk, patents or 
knowhow, the number of satisfied customers, the sales pipeline and outlook for prospects, the 
history as well as forecast for profit and loss, the urgency of the company’s funding need, the 
state of the capital market as well as the national economy, and so forth.  All are taken into 
account regardless of the type of financing.  Once the investor has determined what cost of 
capital or target IRR they are seeking, the only other variables affecting the percent of sales to be 
paid is the size of the financing and the number of years over which the royalty will be paid.  It 
is simple to calculate, highly formulaic, and exhibits none of the black magic which surrounds 
the valuations of companies seeking equity financing! 
 
Institutional investors that have already funded a company may prefer a royalty financing 
because it can serve as a source of bridge or interim financing to get the company to the next 
funding round.  Take for instance a company that needs only $1 million of financing now, an 
amount too small to attract a new investor who would, by virtue of the investment, establish a 
new, perhaps lower valuation.  Or, an situation where the current venture investor may be 
approaching the upper limit of what they can invest in the company.  Under these 
circumstances a royalty financing may be compatible with the company’s existing capital 
structure since, with a royalty security there are often no conflicts of governance (usually no 
board seat requirement), no dilution of existing shareholders, etc.     
 
A major benefit to the company utilizing a royalty investment is that repayment occurs as a 
fixed percentage of top-line GAAP gross revenue each period, typically monthly, or some 
variation thereof, unless the company has publicly registered securities and discloses its 
financial statements quarterly.  The practical effect of this is that during the early years, when 
revenue is lower, the cash outflow is lower and increases only as revenues rise at a time when 
the company can better afford it.  If the company hits a bump and revenues decline for a period, 
the royalty payment declines as well, offering some relief to the company, when they most need 
it. 
 
Unlike equity securities, or securities with an equity component such as mezzanine-debt, 
royalty securities do not require a liquidity event for investors to receive their a return on their 
investment.  Instead a return is derived from payment of an agreed upon percent of revenues 
that, over a defined period such as up to 10 years, yields the target return on investment that is 
agreed upon between the investor and the company.  This may not be as high as with equity 
investing, but because payments begin immediately after financing, it has a lower risk, and the 
principal is fully repaid by year 3 or 4.  Payments are made monthly, and grow as the company 
revenue increases, irrespective of the condition of the M&A or IPO markets.  This “patient 
capital” allows a company to focus on building its business without the distraction of having to 
initiate some for exit for its investors.  In the event of a change of control, the royalty security is 
redeemed, and any accrued liability owing the royalty investors is paid as a lump sum.  In other 
words, during the early years, royalty payments are lower and the difference between the target 
IRR and that generated from the monthly payments accrues to the benefit of the investor.  
During the latter years when revenue grows, that accrued obligation is erased by the higher 
royalty payments.  If there is no liquidity event prior to the royalty security maturing, then it 
simply extinguishes, having been fully repaid, leaving the ownership structure intact and 
undiluted by the royalty security.     
 



Royalty financing enjoys another feature:  the amount paid to the investor above the repayment 
of the original investment is fully tax deductible.  In essence the Federal Government is paying 
40% of the cost of the financing.    
 
Finally, the financing proceeds show as cash on the asset side of the balance sheet but the 
investment may not have a corresponding liability as with senior or subordinated debt, as the 
repayment of the principal amount is contingent upon revenue being generated.  The net effect 
is to increase the net worth of the company.  Under FAS, this will probably have to be footnoted 
in the company’s financial statements as a Contingent Liability3 
 
 
Candidates for Royalty Financing and Modeling the Alternatives 
 
There are some characteristics that a company should possess before considering a royalty 
financing.  The company should:   
 

 Be profitable or nearing profitability; 
 Possess high gross margins above 40%; and 
 Be forecasting growth. 

 
The exception might be a company that is early stage, whose current investors would like to do 
a rights offering or a non-dilutive financing, and the Company intends to raise most of the 
capital from current investors.  A royalty financing might work where it is essentially an ‘inside’ 
round and is not intended to attract capital in the open market.  In general, early stage 
companies do not lend themselves well to royalty financing.  There is no limit to the size of 
funding that can be structured as a royalty provided that the company’s revenues and cash 
flows can realistically support the royalty payments.   
 
Arctaris and other firms structuring royalty financings have developed financial models for 
structuring a royalty financing for a particular company.  As noted, this begins with a sales 
forecast prepared by management, which is adjusted to reflect more conservative underwriting 
assumptions.  Our model has a number of features that are shared with the company that shows 
the financing cost and funds flow over the life of the financing.  Of particular interest to 
companies is the ability of the model to compare the cost of capital for similar sized equity and 
sub-debt financings, allowing the company to choose between the various options, possibly 
layering them to achieve an optimal capital structure.   That way they can be more confident 
that a royalty financing or some mix of securities, is suitable for the company.  Each security is 
compared over a 10-year period with assumptions made for each type of financing, such as the 
current valuation, and the future valuation as well as the valuation methodologies appropriate 
for the industry.  This model has been used to evaluate the financing options for a number of 
companies and has aided management in selecting the optimal financing structure and mix of 
securities.  The model also illustrates the effect of the financing on the company’s enterprise 
value and shows how shareholder value could increase faster with the proposed financing than 
without it through a series of ‘what-if’s.  Of course, as with any projections, realistic revenue 
growth forecasts are essential so that the various financing structures can be modeled with 
reasonable accuracy. 
  
A royalty financing can be used in other ways.  For example, to recapitalize a company, in order 
to enable investors or owners to sell some of their shares back to the company. Or for instance, a 
family owned company undergoing a generational succession plan where the older generation 
wants some form of liquidity, but is sensitive to the ownership dilution or the presence of 
investors outside the family or immediate ownership group.  Another application of royalty 
                                                
3 See FASB 133 and ETIF 88-18, respectively, for general technical guidance on accounting treatment of 
contingent payment debt obligations and the sale of future revenues.  Issuers and investors should seek 
specific advice and counsel from their accountants and attorneys regarding facts and circumstance in 
order to make a final determination concerning tax and accounting treatment. 



financing is with employee owned companies, including ESOP’s, where new equity issuances 
are complex and often encumbered by highly leveraged balance sheets, and where outside 
investors other than the employees are generally not welcome.  And, last but not least, a royalty 
financing can be used effectively by thinly traded or undervalued public companies to raise 
capital where a secondary offering would not find a market or might be highly dilutive.  A 
royalty financing could also be used in a tender offer to bring a company private, providing 
selling shareholders with the liquidity they’ve long been waiting for.   
 
 
Other Structural Considerations 
 
A royalty financing can be structured to mature in 5 years, 10 years, or longer, however the 
shorter the maturity, the higher the percent royalty required to amortize the debt and provide a 
return.  10 years seems to work well as it allows the company to grow without an excessive 
repayment burden as with venture debt or subordinated debt.    
 
A royalty security can be redeemed through a prepayment prior to the maturity date, which 
might be triggered by the acquisition of the company (a change of control) or through a 
recapitalization that replaces the royalty security with lower cost financing such as debt.   But 
the most common reason to redeem a royalty security is when the company is acquired or raises 
money through a public offering.  Prepayment is accomplished through a lump sum payment 
that is calculated using the same internal rate of return (target IRR) that was agreed upon at the 
inception of the financing.  A small pre-payment penalty may also be applied, which could 
decline as the royalty security matures.   
 
The cost of capital, that is the IRR sought by the royalty capital provider/investor, should be at 
a level that will attract capital, yet fit within the capital structure of the company for a financing 
of this type. Typically a royalty security is subordinate only to bank debt, and is secured by the 
assets of the business.  We believe that the target IRR should be set somewhere between that 
which subordinated debt is priced and that which is normally sought for convertible preferred, 
i.e. ranging from the high teens and upwards of 40%.  Larger, more profitable companies would 
justify lower rates whereas smaller, more volatile and marginally profitable companies with less 
experience management teams might warrant a higher target IRR, reflecting the level of risk.   
When compared to mezzanine financing or convertible preferred financings royalty security 
transactions should require less time to close through the use of more standardized documents, 
and should entail lower closing costs.   
 
A concern expressed by some company issuers is that the sales forecast upon which a royalty is 
structured might yield an excessively high IRR for the investors if the company exceeds the 
forecast upon which the financing was based.   Our experience is that few companies achieve 
the forecast they prepare as part of their financing plan, and are more likely to end up nearer 
our discounted sales forecast.   However an investor could agree to cap the return to assuage 
fears of an excessive IRR, or include a provision in which the security extinguishes before the 
maturity date as soon as an agreed upon multiple of the original investment has been returned 
to the investors.  In return the company should be asked to agree to a minimum IRR paid to the 
investors.  There is lots of flexibility in how royalty securities can be structured to achieve the 
objectives of the company while meeting the risk-reward expectations of today’s investors.   
 
 
In the current challenging economy, royalty financing may be the optimal funding solution for 
many companies.  But even in healthier economic times, when traditional funding sources are 
more available, the benefits of royalty financing will continue to make it an increasingly 
attractive funding option, and a highly appealing security for investors.    
 
 


