The Story of Cloud Solutions, Inc.:  from Start-up to Venture Financing

Sue, Jon and Pat worked at a storage software company called Epsilon Networks.  They decided that cloud computing would change the storage world and decided to combine their brain and limited financial resources to set out on their own.  While they had signed a standard employee agreement with Epsilon that any inventions they created while working for Epsilon would belong to Epsilon, they heard such agreements weren’t enforceable and in any event didn’t think Epsilon is interested in cutting-edge technology like cloud computing.
So, on January 1, 2009, Sue, Jon and Pat formed Cloud Solutions, Inc.  They did the initial software development during break times at Epsilon, as well as evenings and weekends.  It was very convenient to use Epsilon facilities in the initial development work.  Eventually, they moved their operations to Jon’s garage and terminated their employment with Epsilon on March 1, 2009.  
The new entrepreneurs were so focused on software development that they put off any formalities around the new corporation like issuing shares of stock.  Sue and Pat felt they brought more to the table than Jon.  But they needed Jon’s garage and wanted to avoid controversy so early in their endeavor. They therefore generally discussed owning the company 1/3 each but didn’t put anything in writing.  While Sue and Pat kept theirs thoughts about Jon to themselves, in their hearts, they felt he should only get half as many shares as they did.  
After fours months of Sue and Pat working full time (and Jon part time since he was teaching yoga on the side to pay his rent), they needed help with some tricky software coding.  Pat recruited her friend Chris, a whiz developer who could help when she wasn’t working her day job at Bad Ass Coding, Inc.  Short on cash, the founders told Chris she’d get stock options when they got around to corporate formalities.  Chris didn’t ask for anything in writing and never signed any agreement to assign the intellectual property she developed to Cloud Solutions.  After two months, Chris finished her coding and set off to the Ecuador rainforest to help build schools.  She just wanted to “unplug” and go where connectivity could not intrude on her quest for electronic solitude.
By July 2009, the founders needed cash to buy parts for building a network simulator.  Sue’s rich Uncle Pete agreed to invest $100,000.  Uncle Pete had no prior experience in angel investing.  Convinced their technology would save the world, the founders valued the company at $5,000,000.  Uncle Pete did not ask about the company’s valuation or his percentage share ownership.  He just figured he’d make a killing in Cloud Solutions’ IPO.  
The founders figured that, since they’d worked for free for six months, they should use some of Uncle Pete’s money to pay past salaries.  Even though Sue and Pat had put in the most hours, Jon was adamant that they should get equal salaries since he thought he owned 1/3 of the company.  Afraid to stir the pot, Sue and Pat capitulated and agreed that each founder would receive $10,000.  Jon said “thank you very much” and left town the next day for the beaches of Belize where he intended to stay indefinitely to take surfing lessons.

The company decided to add a board of advisors.  Since all of Uncle Pete’s cash was used for founder back salaries and other costs, the advisors would be paid with stock options.  In need of a stock option plan, the founders didn’t know any lawyers.  Uncle Pete said his Cousin Barney, a divorce lawyer, would offer a “family discount” on legal fees.  Cousin Barney did a Google search on “stock option documents” and found a set of forms that seemed to work.  He also said the company should set aside 2,000,000 shares for the stock option pool since that was the number already in the form stock option plan he found on the Internet.  
Cousin Barney also said his “research” showed that board members of tech companies got 500,000 in options.  The company therefore issued three advisory board members 500,000 of options each for a total of 1,500,000 options (that is, options to purchase 1,500,000 shares of Cloud Solutions common stock).  Cousin Barney recommended a $0.01 per share exercise price so that the board members would incur little out of pocket expenses to acquire their shares when the options were exercised.  

Sue and Pat also wanted to pay Chris her options but, unable to contact her in the Ecuador rainforests, they didn’t know how many options would be acceptable to Chris.

By then end of 2009, Cloud Solutions had a robust software prototype and a few customers.  The founders decided to seek venture capital financing to support additional software development as well as sales of the software product.  After months of pounding the pavement, the company finally got a term sheet from Venture Kings and commitments from two other venture capital funds to follow along.  The three venture funds agreed to invest a total of $1,500,000 in exchange for Series A Preferred Stock with the normal economic and other investor rights (liquidation preference over the common stock equal to 1.5 times their investment amount, cumulative 8% dividends, anti-dilution protections, etc.)  The venture funds said that they would value Cloud Solutions at $3,000,000 prior to their investment.  As a result, following the venture funds’ $1,500,000 investment, the company would be worth $4,500,000 ($3,00,000 pre-investment valuation plus the $1,500,000 investment).  That meant the venture funds would own 1/3 of the company ($1,500,000 divided by $4,500,000).
In the meantime, Uncle Pete had been reading up on angel investing.  From what he read, most tech companies like Cloud Solutions were worth $1,000,000 at the same stage that he invested.  He was therefore not happy about having accepted a $5,000,000 valuation, particularly since the venture funds valued the company at $3,000,000.  This angel investing proved more difficult than he had imagined.  Sue also regretted that the family conversations around the Thanksgiving Day table would suffer since Uncle Pete cut such a wide swath at family gatherings.  Uncle Pete suggested that, since the company hadn’t actually issued any shares, couldn’t they just “redo” the paper work from last summer in which the $5,000,000 valuation was firmly established?  
The founders decided it was time to bring on a seasoned tech company CEO – Jim Franklin - and experienced legal counsel – Mark Weakley - to help with the venture financing. 
Jim and Mark later decided that the Cloud Solutions story would make a perfect case study for Entrepreneurial Financing classes at the CU Leeds School of Business.  They came up with the following discussion questions to consider in preparing for their class presentation:
1.
What uncertainties exist around who owns shares of Cloud Solutions (or options to purchase shares) and how many shares (or options to purchase shares) are outstanding?
2.
Even if we can’t determine how many Cloud Solutions shares Uncle Pete should receive for his $100,000 investment, what percentage ownership is he entitled to receive if that amount is determined immediately following his investment? 
3.
What problems did  Jim and Mark uncover with Cloud Solutions’ ability to show the venture fund investors that Cloud Solutions was the owner of the software code that had been developed?  Does the story show any potential problems in trying to “fix” who owns what?
4.
When venture funds invest in a company, they want for the relative percentage ownership of the company’s shares by management (including founders) to be in line with their roles and responsibilities.  What problems will they uncover in the founders’ ownership of Cloud Solutions shares?
5.
If Cloud Solutions’ valuation prior to Uncle Pete’s investment was set at $1,000,000 rather than $5,000,000, what would have been his relative percentage ownership of the company’s shares after his $100,000 investment?  What is Uncle Pete’s percentage ownership of shares after the venture funds invest their $1,500,000?  What would it have been had the company been valued at $1,000,000 when he made his investment?
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